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ADMINISTRATION'S FISCAL YEAR 1983 BUDGET
PROPOSAL

WEDNESDAY, MARCH 17, 1982

U.S. SENATE,
SENATE FINANCE COMMITTEE,

Washington, D.C.
The committee met, pursuant to notice, at 9:09 a.m. in room

2221, Dirksen Senate Office Building Hon. Robert Dole (chairman)
presiding.

Present: Senators Dole, Danforth, Grassley, Long, Byrd, and
Bradley.,

The CHAIRMAN. Well, we are pleased to have Senator Weicker,
Senator Stevens, Senator D'Amato, and Senator Tsongas appear
before the hearing this morning. I apologize for being a bit late. We
had a breakfast meeting with Arthur Burns to try to see how to
bring order out of chaos. And it took longer than we expected.

I assume that you each have a prepared statement. Each will be
made part of the record. I know that you are extremely busy so we
would be very happy if you could summarize your statements, so
that you can move on to your next responsibility. [Laughter.]

Senator Weicker.
Senator WEICKER. Why don't I defer. Senator D'Amato informs

me that he is leading the St. Patrick's Day parade in New York.
And for those that find that as a dichotomy, I can only say that I
can march in Columbus Day parades in Connecticut, he can march
in St. Paddy's day parade in New York.

The CHAIRMAN. Senator D'Amato.

STATEMENT OF HON. ALFONSE D'AMATO, U.S. SENATOR FROM
THE STATE OF NEW YORK

Senator D'AMATo. Thank you very much, Mr. Chairman, Senator
Weicker, Senator Stevens, and members of the committee. I ask
that the entirety of my text be included in the record as if read. I'll
just try to summarize some of the highlights of the testimony deal-
ing with industrial revenue bonds, the program whichias been
most effective in my State and, I think nationally. Th6 Treasury
proposals would not just limit IDB's, but would really lead to their
abolition. I don't believe that this should be allowed to happen.

The use of IDB's has had a very profound effect on small busi-
ness activity throughout our Nation. And when we have an oppor-
tunity to meet the needs of small business, particularly during
these times of unduly high interest rates, we should not renig on
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our commitments. I think it's important that industrial develop-
ment bonds be continued.

To illustrate with some statistics from my own State of New
York, from 1970 to 1980, the first 11 years in which IDB's were
issued in New York, 658 projects were financed under section
103(bX6); $1.3 billion in bonds were issued for a project average of
less than $2 million. It is not the giant concerns that have been uti-
lizing them, but rather the small manufacturers, et cetera.

IDB's were authorized by 85 different local agencies. Of the $1.3
billion of affordable financing made available through issuance of
IDB's, $721 million was used for industrial purposes, $315 million
was used for commercial purposes and $269 million was used for
pollution control. IDB's facilitated the creation or retention of more
than 80,000 jobs during this period. In addition-and I think this is
the statistic that is most important-it is estimated that another
0.65 jobs are created elsewhere in neighboring support businesses
for every one of those 80,000 plus jobs. New York gained $1,200 in
State taxes for each new job created and from $1,000 to $2,000 addi-
tionally in local taxes. Zen these figures from just one State are
extrapolated to the rest of the Nation, the benefits for economic de-
velopment and employment opportunities, and State and local fi-
nancing resulting from IDB's are undeniable.

I reiterate. I don't believe that we can eliminate this program.
According to the Congressional Budget Office the section 103(bX6)
IDD program is largely a small business program. Of the over $8
billion of IDB's issued in 1980, 84 percent of the capital went to
small- and medium-sized businesses. Thus, the choice is simple. If
we support high interest rates for small businesses, we should sup-
port the administration's proposal. If, on the other hand, we be-
lieve that small firms face special problems in the competitive
marketplace that deserve time honored solutions allowing them to
gain access to affordable credit, then we should disagree and sup-
port my colleagues on this panel who feel that the retention of
IB's is absolutely essential to small businesses. Small businesses
deserve our support. As statistics in my prepared testimony docu-
ment, they have been the major creators of new jobs; and new tech-
nology. More than 50 percent of the technology that is developed in
this country comes from small businesses.

Given this impressive list of accomplishments by America's small
businesses in terms -of jobs and- in terms of gross national product,
et cetera, I think we cannot avoid meeting the special needs that
small. businesses have today in the face of ridiculously high interest
rates.

The IDB program goes back to 1935 and was codified some 14
years ago. This has been one of the most successful tax expendi-
tures Congress has ever inserted in the Internal Revenue Code.

Now some have argued that IDB's have to be restricted because
they result in excessive Federal revenue loss. I don't subscribe to
that. IDB's generate new economic activity and new jobs. Their net
effect, therefore is to increase Federal revenue as additional corpo-
rate and individual income taxes are collected on the increased
profits and earnings resulting from this growth in economic activi-
ty. Payments for unemployment benefits are reduced. Even if these
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feedback activities are not considered, however, the revenue gains
from Treasury IDB's proposals are minimal at best.

Some claim that municipalities have difficulty selling their own
revenue bonds due to competition for funds with IBD's. I suggest
that if this were the case, the local governmental authorities, State
and county would abandon the utilization of IDB's. But that is not
the case. IbB's have little effect on the borrowing cost of States,
counties, and municipalities. The county executives who have testi-
fied on the October 5 hearing of the Urban and Rural Economic
Development Subcommittee of the Small Business Committee made
this point quite persuasively. Vermont Governor, Richard Snelling
appearing on behIf of the National Governor's Association, echoed
their sentiments. Purchasers of industrial development bonds are
different from those who invest in general obligation bonds. The
two types of investments do not compete against each other in the
same marketplace.

The corollary argument that the issuance of tax-exempt IDB's
dries up available credit for taxable conventional loans is similarly
ludicrous when compared with the potential devastating effect on
the credit market of all-savers certificates and the forecasted Fed-
eral deficit. Conventional credit se-ms to be more than readily
available to large companies such as DuPont, Sears, Roebuck &
Co., United States Steel, and Mobil Oil, which have tied up billions
of dollars in their takeover bids. It is small business that now finds
capital unattainable. We must preserve the IDB program for their
use.

Another argument sometimes used against IDB's is that their
benefits flow almost entirely to middlemen, such as bond counsels
and underwriters. Now this is simply not true. Transaction costs
for small issue IDB's are comparable with the 4- to 7-percent fees
now charged by banks for conventional commercial loans.

The arguments against the continued use of IDB's are baseless.
The arguments in their favor are overwhelming. With other pro-
gms for small business, including EDA, UDAG, SBA, et cetera,
being cut to the bone, this tool of local economic development must
be kept open to local and State decisionmaking. This is the essence
of federalism. If we are going to talk about federalism, then State
and local officials should be allowed to keep this essential tool.

Mr. Chairman, I'm going to ask that the balance of my remarks
be included in the record. But, in cloigI would like to say that
tax expenditures as successful as the IDB programs should not be
sacrificed on the alter of revenue enhancement. We cannot do this
to our State and local governments. We cannot do this to the small
business community. And we should not do this to the American
economy.Mr. Chairman, I thank you for giving us the opportunity of pre-

senting our feelings, our very strong feelings, in this matter. And I
believe very sincerely that this has been one of America's most suc-
cessful programs in helping the small business entrepreneur and,
particularly, helping local governmental officials dealing with the
erosion of their tax base and the movement of industrial plants
and commercial activity.

And I would say that there have been very dramatic overstate-
ments of IDB-abuses. We hear about the pornographic book stores
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that are opened up and the disco parlors that are opened up. How-
ever, if we take a careful look, it is rather difficult to find such
abuses. There may have been one or two examples, but that is all.

On the other hand, there are tens of thousands of businesses that
have been helped by IDB's. Hundreds of thousands of jobs through-
out this Nation have been created that would not have been cre-
ated if we did not have IDB's. Hundreds of thousands of jobs
throughout this Nation have been created that would not have been
created if we did not have IDB's. So I would hope that the Chairman
would look upon this issue with a view towards keeping this program
in place.

The CHAIRMAN. Thank you very much, Senator D'Amato. We ap-
preciate your statement. We may have questions, but I know you
have to leave so we will save those for your colleagues, I guess.

Senator D'AMATO. Thank you very much.
The CHAIRMAN. Thank you.
[The prepared statement of Senator D'Amato follows:]
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3/17/82

STATEMENT
BY

SENATOR ALFONSE D'AMATO
ON

INDUSTRIAL DEVELOPMENT BONDS
BEFORE THE

SENATE FINANCE COMMITTEE

THE REVENUE ENHANCEMENT PACKAGE ISSUED BY TREASURY ON

FEBRUARY 26, 1982, CONTAINED A LENGTHY SECTION ON TAX-EXEMPT

REVENUE BONDS('A NUMBER OF RESTRICTIONS WERE SUGGESTED, ANY ONE

OF WHICH FIGHT BE SUFFICIENT TO COMPLETELY KILL THE INDUSTRIAL

DEVELOPMENT BOND (I.DB.) PROGRAM,

THIS CANNOT BE ALLOWED TO HAPPEN, DURING THE PAST DECADE THE

SMALL ISSUE I.DB. PROGRAM, UNDER SECTION 103(B)(6) OF THE INTERNAL

REVENUE CODE, HAS BEEN A VITAL TOOL OF LOCAL ECONOMIC DEVELOPMENT.

THOUSANDS OF SMALL BUSINESSES ACROSS THE NATION WOULD HAVE BEEN UNABLE

TO SECURE THE NECESSARY CAPITAL FOR EXPANSION WiTHOUT I.D,B.s.
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TENS OF TIOUSAIDS OF EXISTING JOBS WOUI.D HAVE BEEN LOST WITHOUT

I.D.B,s AND TENS OF THOUSANDS OF NEW JOBS WOULD NOT HAVE BEEN-CREATED

STATE AND LOCAL TAX BASES WOULD HAVE ERODED AND AN INDETERMINABLE

AMOUNT OF ECONOMIC ACTIVITY WOULD HAVE BEEN-LOST, WITH TODAY'S

CONTINUED HIGH INTEREST RATES, SMALL BUSINESSES CANNOT THRIVE, OR

EVEN SURVIVE, WITHOUT THE LOW COST FINANCING MADE AVAILABLE THROUGH

INDUSTRIAL DEVELOPMENT BONDS.

TO ILLUSTRATE WITH SOME STATISTICS FROM MY OWN STATE OF

NEW YORK: FROI 1970-1980, THE FIRST 11 YEARS IN WHICH I.D.B.s

WERE ISSUED IN NEW4 YORK, 658 PROJECTS WERE FINANCED UNDER SECTION 103

(B)(6). $1.3 BILLION DOLLARS IN ONDS WERE ISSUED, FOR A PROJECT

AVERAGE OF LESS THAN $2 MILLION. I.D.Bs WERE AUTHORIZED BY 85

DIFFERENT LOCAL AGENCIES. OF THE $1.3 BILLION OF AFFORDABLE

FINANCING MADE AVAILABLE THROUGH ISSUANCE OF I.DB.s,,$721 MILLION

WAS USED FOR INDUSTRIAL PURPOSES, $315 MILLION WAS USED FOR

COMMERCIAL PURPOSES AND $269 MILLION WAS USED FOR POLLUTION

CONTROL. I.D.B.s FACILITATED THE CREATION OR RETENTION OF 80,666
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JOBS DURING THIS PERIOD$ IN ADDITION, FOR EVERY JOB CREATED DIRECTLY
I

IN I.D,B. FINANCED ENTERPRISES, IT IS ESTIMATED THAT ANOTHER .65

OF A JOB WAS CREATED ELSEWHERE IN NEIGHBORING SUPPORT BUSINESSES.

NEW YORK GAINED $1,200 IN STATE TAXES FOR EACH NEW JOB CREATED

AND FROM $1,000 TO $2,000 IN ADDITIONAL LOCAL TAXES PER JOB.

WHEN THESE FIGURES FROM JUST ONE STATE ARE EXTRAPOLATED TO

THE REST OF THE NATION, THE BENEFITS FOR ECONOMIC DEVELOPMENT,

EMPLOYMENT OPPORTUNITIES AND STATE AND LOCAL-FINANCE RESULTING

FROM I.D;B.s ARE UNDENIABLE. I REITERATE, WE CANNOT ELIMINATE

THIS PROGRAM,

ACCORDING TO THE CONGRESSIONAL BUDGET OFFICE, THE SECTION 103(B)

(6) IDB. PROGRAM IS LARGELY A SMALL BUSINESS PROGRAM, OF THE

OVER $8 BILLION OF I.D.B.s ISSUED IN 1980, 84% OF THE CAPITAL WENT

TO SMALL AND MEDIUM SIZED BUSINESSES. THUS, THE CHOICE IS SIMPLE.

IF YOU SUPPORT HIGH INTEREST RATES FOR SMALL BUSINESSES, YOU SHOULD

SUPPORT THE ADMINISTRATION'S PROPOSALS. IF, ON THE OTHER HAND,

YOU BELIEVE THAT SMALL FIRMS FACE SPECIAL PROBLEMS IN THE COMPETITIVE
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MARKETPLACE THAT DESERVE TIME- :iNORED SOLUTIONS AlLOWING 1111TO.1 T CAIN

ACCESS TO AFFORDABLE CREDIT, THEN YOU SHOULD AGREE WITH MlE AND MY

COLLEAGUES ON THIS PANEL, THE ADMINISTRATION'S PROPOSALS ON TAX-

EXEMPT FINANCING MUST BE RESISTED, BOTH INDIVIDUALLY AND IN TOTO,

SMALL BUSINESS DESERVES OUR SUPPORT. SMALL BUSINESSES CONSTITUTE

97% OF ALL FIRMS IN THIS COUNTRY. THEY ACCOUNT FOR 43% OF THE GROSS

NATIONAL PRODUCT, 73% OF RETAIL SALES, 76% OF CONSTRUCTION DOLLAR

VOLUME AND 58% OF PRIVATE NON-AGRICULTURAL EMPLOYMENT. AN M.I.T.

STUDY HAS SHOWN THAT 87% OF ALL NEW EMPLOYMENT IN THIS COUNTRY IS

GENERATED BY SMALL BUSINESSES. AND AN OFFICE OF MANAGEMENT AND

BUDGET STUDY HAS SHOWN THAT 50% OF ALL MAJOR TECHNOLOGICAL BREAKTHROUGHS

IN THIS COUNTRY ARE MADE BY SMALL COMPANIES.

GIVEN THIS IMPRESSIVE LIST OF ACCOMPLISHMENTS BY AiERICA'S SMALL

BUSINESSES, WE CANNOT IGNORE THEIR SPECIAL NEEDS, PERHAPS THE MOST

IMPORTANT OF THESE NEEDS IS CAPITAL FOR EXPANSION. LARGE FIRMS HAVE

MUCH MORE READY ACCESS TO THE FINANCIAL MARKETPLACE THAN SMALL

COMPANIES. IT IS ONLY THROUGH PROGRAMS SUCH AS INDUSTRIAL DEVELOPMENT
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BOIDS THAT liE IAVI-, AT I lAST PARTIAlIY, i 01 SLT 111IS I:': 1IRALAr.

WE SHOULD INOT RETREAT FROH LONG ESTABI.ISIIFD rROGRAIfS THAT HAVE WORKED

SO WEI.L

1E I.D.B. PROGRIVI IS A TIME IO;O1)D SOIUl ION TO S£1AI.I. BUSIIWSS

CAPITAL NEEDS, ITS USE DATES BACK TO 1935 AND '.AS CODIFIED AS

SECTION 103(B)(6) l4 YEARS 16. THIS IS OHE OF THE POST SUCCESSFUl.

TAX EXPENDITURES CONGRESS HAS LVEN INSERTED IN THE INTERNAL REVENUE

CODE,

SCJE HAVE ARGUED THAT I.D,'.s 'JE i0 BE RESTRICTFD BECAUSE

THEY RESULT IN EXCESSIVE FEDERAL REVENUE LOSS. THIS IS NONSENSE.

I.D.B.s GENERATE NEW EC iIC AC'iIVifY AND NEW JOBS. THEIR NET

EFFECT IS, THEREFORE, TO INCREASE FEDERAL REVENUE AS CORPORATE AND

INDIVIDUAL INCOME TAXES ARE COLLECTED ON THE INCREASED PROFITS AND

EARNINGS RESULTING FROM THIS GROWTH IN ECONOMIC ACTIVITY. PAYMENTS

FOR UNEMPLOYMENT BENEFITS ARE ALSO REDUCED. EVEN IF THESE FEEDBACK

EFFECTS ARE NOT CONSIDERED, HOWEVER, THE REVENUE GAIN FROM TREASURY'S

I.D.B, PROPOSALS ARE MINIrMAL. FOR THE ENTIRE TAX-EXE1PT BOND PROGRAM
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PROPOSALS CONTAINED IN THEIR FEBRUARY 26 RELEASE TIE ANTICIPATED

STATIC REVENUE GAIN IS ONLY $6.5 BILLION OVER THE NEXT ENE YEARS,

AND I.D.B.s ARE ONLY ONE OF FIVE PROGRAMS INCLUDED IN TillS CATEGORY.

THE REVENUE LOSS FEAR IS A PHANTOM ARGUMENT FOR RESTRICTING ,D,13,s.

OTHERS HAVE ARGUED THAT I.D,B.s SHOULD BE CURTAILED BECAUSE

THEY INTERFERE WITH THE ABILITY OF-STATES AND MUNICIPALITIES TO SELL

THEIR OWN BONDS, IHIS TOO IS A RIDICULOUS ARGUMENT, IF STATE

AND LOCAL GOVERNMENTS-..ALLY BELIEVED THIS, THEY WOULD VOLUNTARILY

STOP THE USE OF I-D.B,s, ALL I.D,B,s ARE AUTHORIZED AT THE LOCAL,

AS OPPOSED TO THE FEDERAL, LEVEL, THE CONTINUED USE OF ID.B.s,

THEREFORE, ATTESIS VERY WELL 1O THE POPULARITY OF THESE TOOLS-FOR

LOCAL ECONOMIC DEVELOPMENT AMONG STATE AND LOCAL OFFICIALS.

I.D.B.s HAVE LITTLE EFFECT ON THE BORROWING COSTS OF STATES,

COUNTIES AND MUNICIPALITIES. COUNTY EXECUTIVES WHO TESTIFIED AT

AN OCTOBER 5 HEARING OF THE URBAN AND RURAL ECONOMIC DEVELOPMENT

SUBCOMMITTEE OF THE SENATE SMALL BUSINESS COMMITTEE MADE THIS POINT
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OUIE PERSU:'SIVELY. VFRMONT GOVERNOR kICiARD SNAI LING, APPEARING

ON BEHALF OF THE NATIONAL GOVERNORS ASSOCIATION, ECHOED THEIR SIENTIMIENTS,.

PURCHASERS OF INDUSTRIAL DEVELOPMENT BODS AKE DWFIIRNT IROM4 TINOSE

WHO INVEST IN GEW.RAL OBLIGATION BONDS. THE T'O TYPES OF INVESTMENT

DO NOT COMPETE AGAINST EACH OTHER IN THE SAME MARKET.

THE COROLLARY ARGUMENT THAT THE ISSUANCE OF TAX-EXEMPT I.D.B.s

DRIES UP AVAILABLE CREDIT FOR TAXABLE CONVENTIONAL LOANS IS SIMILARLY

LUDICROUS WHEN COMPARED WITH IHE POTENTIALLY DEVASTATING EFFECT

ON THE CREDIT MARKET OF ALl. SAVERS CERTIFICAIES AND THE FORECASTED

FEDERAL DEFICIT. CONVENTIONAL CREDIT SEEMS TO BE IORE THAN READILY

AVAILABLE TO LARGE COAPA'NIS SUCH AS DUPONT, SEARS-ROEBUCK, U.S.

STEEL AND MOBIL OIL WHICH HAVE TIED UP BILLIONS OF DOLLARS IN THEIR

TAKE-OVER BIDS. IT IS THE SMALL BUSINESS THAT NO'W FINDS CAPITAL

UNATTAINABLE. WE MUST PRESERVE THE I.']),B. PROGRAM FOR THEIR'USE.

ANOTHER ARGUMENT SOiETIMES USED AGAINST I.D.B.s IS THAT THEIR

BENEFITS FLOW ALMOST ENTIRELY TO MIDDLEMEN SUCH AS BOND COUNSELS

AND UNDERWRITERS THIS IS-SIMPLY NOT TRUE. TRANSACTION COSTS FOR
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L;' AI I. ISSUE I. D. R, s ARE CO;i'ARABI.E if1 'II THE 117 TO 7% FIES !OW

CIHARLl)D BY BANKS IOR CUiNVENTLNUAL COIj,',LRCIAI LOANS.

THE ARClI hI NIS ACAINISr THE CONTINUED USE OF ID.B.s P, RFjASFI SS.

THE ARGI'111ENTS IN FIIEIRFAVOR ARE OVERWIEI.MING, WITH OTHER PROGRAMS

FOR SM' AI.L BUSINESS, INCLUDING ED.AI, U.D.AG,., S,3,A,, IC., BiNG

CUT TO T12 BONE, THiS TOOL OF LOCAL LCO O1IC DEVELN.,'IENT rIUST BE

KEPT OPEN 10 LOCAL AND STATE DECISION-M'AKING. THIS IS THE ESSENCE OF

[-EDERALi SM,,

1'VHAT ARE THESE ONEROUS ANID UNACCEPTABLE PROPOSALS THE ADMINISTRATION

HAS I",'.E CONCERNING I.DB s? FORE.'1OST AMlONG THEM IS THE Rt:QUIRE"',ENT

THAT, AFTER 1985, ALL I,D.B,s WOULD HAVE TO BE EITHER GUARANTEED BY

THE FULL FAITH AND CREDIT OF A STATE OR LOCAL GCVERNIIENT (IN OTHER

WORDS, MA',!NG THEM NO DIFFERENT THAN GENERAL OBLIGATION BONDS -- G.O.s)

OR ANY STATE OR LOCAL GOVERNMENT AUTHORIZING AN I.D.B. WOULD HAVE TO GIVE

THE BOFROIIER 1% OF THE FACE VALUE OF THE I.D.B. AS A CASH GRANT

OUT OF THE PUBLIC TREASURY OR ADDITIONAL TAX ABATEMENT OR REDUCED

COST MUNICIPAL SERVICES, OVER AND ABOVE ANYTHING THAT IS ALREADY
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PROVIDI-D. TO TRANSFORM l,D.B,s INTO G,O,s IS '0 r:[.J:1uAIE I,D,B.s.

TO REQUIRE THESE 1% MATCHING GRANTS FROM STATE OR LOCAL GOVI:RNMIrF.TS

IS IMPOSSIBLE$ 10 "LGIN WITH, GOVERiIMLNrS IN lHE NORIIrAST AND

MIDWEST SIMPLY DO NOT HAVE TIIE CAPITAL AVAILABLE FOR SUCH MATCHING

GRANTS, ID.B,s WOULD BECOME SOLELY A SUNBELT Pi\OGRAM. SECONDLY,

IN MY OWN STATE OF NEW YORK, GRANTS OF THIS NATURE ARE SPECIFICALLY

FORBIDDEN BY THE STATE CONSTITUTION. IF THIS PROPOSAL WERE TO GO

INTO EFFECT-NO I,D,B, WOULD EVER AGAIN BE ISSUED IN 1'[W YORK STATE.

THE LI,1iITATION ON ARBITRAGE PROFITS IS EQUALLY L!V.'JUSTIFIA LE.

BY INVESTING SOME OF THE PkiCEEDS FROM AN I,DB, DURING A TE IPORARY

CONSTRUCTION PERIOD, S!vA.L FIRI.1S IRE ABIE TO GENERATE /DDITIOAL

CAPITAL, THUS ALLOWING THEM TO BORROW LESS TO BEGIN WITH, BY

KEEPING THEIR DEBT-TO-EQUITY RATIO DO','WN IN THIS MANNER, THESE

FIRMS ARE BETTER ABLE TO OBTAIN CREDIT FROM SUPPLIERS AND BETTER

ABLE TO ,.AiNTAIN HIGH LEVELS OF EMPLOYMENT,

BY DENYING A,C,RS, DEPRECIATION BENEFITS TO ANYTHING FINANCED

95-227 0 - 82 - 2
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U', INHG ',1E P ROCI..DS UF AN I.D,B. IS 10 1i1,KE SiALL BUSIiI SSLS !] COWt1

CLASS CITIZI 1S IN THE CORPORATE COMMUNITY, J.D,B,s ARE DESIGRIED TO

GIVE IXTRA AIVANT.,TFS TO IJs'l,ssl:S 1-IltCI1 SIAiE OR lOCAL AGI-NC]I:S

DEEM AS SERVING A PUBLIC PURPOSE. TO THEN PuNISH Tr:iiSE FIRMS BY

DEilY1N G I-LWI OiIILR TAX BLI3LAlS AVAILABLE TO ALL 01 THEIR COMPETITORS

IS TO VIOLATE TIlE PURPOSE OF THE IDB, PROGRAM, IN ADDITION,

EXCEPT FOR COMPANIES OPERATING AT A LOSS, A.C.RS WILL ALMOST

AL.;;YS BF OF GRI-./Al-I.R BEiLFIT THAN 3,DB, FI DANCING, SINCE IT IS

NOT THESE L.OSS COg PAI ILS WHICH STATE AND LOCAL OFFICIALS WISH TO,

;NCOU.RASE, I, 1 -SE O- 1,D,B, s ,",ULD Ai.lOST GO;PI.LTFi.Y CEASE FOL[.O.,i.NG

THE ADOPTION OF THIS RESTRICTION,

REQUIRI14G ALL BONDS TO BE REGISTERED WITH THE S.E.C, I;,',POSES

UNNECESSARY COSTS AND ADMINISTRATIVE BURDENS ON THE PROGRAM.

REQUIRING THAT ELECTED OFFICIALS APPROVE ALL I.D.B,s MAY ALTER THIS

PROGR;JM FROM PRO.-IOTING ECONOMIC DEVELOPMENT TO AWARDING POLITICAL

PATRONAGE,

LIMITING ID,Bs TO VERY SMALL COMPANIES THROUGH ItlPOSITION

1%.
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OF A CAPITAL. EXPENDi1URE l-ST EIIMINAIES THE POSSIBII.lTY OF A

COMPLETE URBAN REVITALIZATION ANCHORED AROUND ONE OR TWO LARGE

COMPANIES AITRACIED 10 THE AREA PARTLY THROUGH FAVORABLE I:INdANCIING

ARRANGEMENlS, AND PLACING A CAP ON THE AiIOUNT OF ,D,B.s A FIRM

CAN HAVE OUTSTANDING AT ONE TiME LIMITS IHE ABILITY OF SMALL BUSINESSES

10 GROW AND EXPAND 11110 NEW MARKETS.

THESE PROPOSALS ARE NOT "REFORMS" OF THE I.D.B. PROGRAM. THEY

ARE DESIGNED TO KILL IT, THUS, COMPROMISE IS IMPOSSIBLE. EACH AND

EVERY 0'!E OF THESE PROPOSALS ilUST BE RFJlCTFD.

REJECTING THESE PROPOSALS, HOWEVER, IS ONLY A FIRST STEP.

WE STJLL HAVE REVENUE RULING 81-216, ISSUED BY THE I.R.S. LAST

AUGUST 21, OUTSTANDING. THIS RULING, AS WE ALL KNOW, HAS COMPLETELY

ELIOiNATED THE POOLED I.D.B. PROGRAM, WHICH IS EVEN MORE VITAL

FOR S.ALL BUSINESSES THAN THE "STAND ALONE" I.D,B, PROGRAM. THUS, MY

COLLEAGUES ON THIS PANEL AND I INTEND TO INTRODUCE A BILL IN THE

NEAR FUTURE WHICH WILL VITIATE RULING 81-216 BY REDEFINING "ISSUE"
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IN SUCH A UWAY THAT iULI iPI E I ISSUES USI NG A Coi110.ION PIAil 01: P1"ARKI-! I IN(,

SOLD AT ISSENTiALLY THE SAME TIME WITtH SUBSTANTIALLY THE SAME RATE

01: INTEREST AND USING A CO;.'l;i.ON SECURITY W1.ILL BE EXPLICII.Y PAU I'ORIZrD

IN Tt1E INTRNAL RIIVENUE CODE, THIS LEFI:SLATION 1,11[L BE RETROACTIVE

10 AUGUST 23, 1931, AND WILL RESTORE INDUSIR]AL DEV LUe1'iLNr BONDS

TO THE STATUS THEY I.I1JOYED PRIOR TO ISSUANCE OF 81-216, UNDOUBTAB.Y,

THIS BILL WILL BE REFERRED TO THE FINANCE COMMITTEE. WE HOPE TO HAVE

YOUR SUPPORT,

IN ClOSING, I 1OU1.D, JLST LIKE 10 SAY THAT TAX £XP!".:D]TURES

AS SUCCESSFUL AS THE I.D.B, FROGRAli SHOULD k,'OT BE S,'ACrc]FIi:ED ON

THE ALTER OF REVENUE ENIA. CEF YNT, W'E CAY' OT DO THIS TO OUR

STATE AND LOCAL GOVEIR1,IENiS. WE CAN,!TOT DO THIS 10 SMALL BUSINESS.

WE S[POLD ;'OT DO TI-JS TO THE Al';LRIC',I FCCN N
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AS ONE FIIAL POINT I WOUI.D LIKE TO HAVE INCI.UDI'D II T1E

RECORD A V1,-VO 10 MYSELF I kOM 1 S. DORAIU I [tROI.iTO OF *iE 11114

YORK CITY WI.DUSTRIAL DEVELOPi'LNT AGENCY (I.D.A.) AS AN APPENDIX

10 ! ',Y SIAT[;' T. THIS tI O SPEAKS I (Y L .r' Y 1 .0 ,II t GAI . E. A* I;1"

RULING 81-236 IS HAVING ON SMALL BUSINESS FINANCING, IN FACT,

AS ThiE MfVE;'10 LXPLA11WS, IiDIDUS'RIAL C:NIDOMINIUM FINANCING IS VIRTUALLY

I P('"SJLE UNDER RULIJG 81-216.
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NEy0,KCITY NEW YORK CITY INDUSTRIAL DEVELOPMENT AGENCYL iii[ _225 BROADWAY, ROOM 1200, NEW YORK, N.Y. 10007(212) 267.9600

WILLIAMS, BRENNEN M E M 0 R A N D U M
CH iRMAN

March 15, 1982

TO: SENATOR ALFONSE M. D'AMATO

FROM: DEBORAH P. FEROLITO

Traditionally, a major portion of New York City's

industrial community has been housed in large multi-tenanted

rental structures. A number of historical reasons have

contributed to this pattern. The most significant factor,

however, is the present situation wherein most New York City

industrial firms are quite small while the existing industrial

realty is comprised of large multi-storied buildings. Small

firms do not need, nor could they afford to own these large

buildings.

In recent years, this industrial backbone of the New

York City economy has been threatened, and indeed irrevocable

harm has been done by the conversion of many of these buildings

to residential use. In Manhattan alone, more than half of the

existing 4,600 industrial buildings have undergone either partial

or total residential conversion. Between 1978 and 1981 the

number of manufacturing jobs in Manhattan has decreased by 21,512

from 298,512 to 277,000. The present strong housing demand in
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New York City combined with continuing demand for industrial

rental space, which is rapidly being depleted, has created an

extremely unstable and inflationary situation in the industrial

real estate market. In such a market, firms that rent are

subject-to arbitrary dislocation or exorbitant rent increases at

the time of lease expiration. The effect on the New York City

industrial sector has been clear. Unable to compete for

industrial rental space and unable to afford to acquire a

building, many firms have been forced to relocate out of state

where land availability and low cost small industrial structures

provide an attractive business climate. Alternatively, many

companies have chosen to just cease operations and liquidate.

New York City has estimated that if the present trend continues,

possibly as many as 4,000 firms employing 75,000 people could be

dislocated over the next few years as a result of the residential

conversion of their facilities.

'N If these small firms could find the access to capital

needed to obtain an equity position in their buildings, they

might well be able to stabilize their overhead and circumvent the

current chronic instability in the industrial rental market.

Despite the fact that industrial development bond financing has

been traditionally available for eligible concerns i&, the

financing of separate, but contiguous industrial facilities (such

as in an industrial park), conceptual issues combined with legal

impediments have stymied these same types of financings for the
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same or smaller -concerns in a vertical manner (such as an

industrial condominium).

The strong residential market combined with the large

profit margins which can be realized by the residential developer

are the fundamental causes of fine industrial buildings being

converted to residential use. In a typical residential

cooperative conversion, space is divided into 1,500 to 2,500 sq.

feet living units. They are marketed as either completed

apartments with bathrooms and kitchens, or as "raw" space. Raw

lofts are fully enclosed units without kitchens, bathrooms or

other rooms. Raw space will conservatively sell in the range of

$60,000 to $125,000 per unit plus the pro-rata assumption of the

cooperative association's building mortgage. This is usually an

,, additional $30,000 to $50,000 per unit. A typical 12,000 sq.

foot industrial floor would be divided into 4 to 5 apartments

with a total selling price per floor of between $405,000 to

$787,500. In a traditional 12 story building, this would mean

the building would be sold for, conservatively speaking,

$9,450,000 by the residential developer, at a price of between

$33 and $65 per sq. foot-of raw residential space. Completed

apartments require more initial capital outlay by the developer,

but provide proportionally higher returns. Prices can range as

high as $150 per sq. foot for a completed apartment unit. If

the residential converter elects to retain the building and rent

out apartments, the space could easily command $12 per sq. foot.
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The potential profit to a residential developer can range from

$1,750,000 to $4,000,000. Additionally the strong market demand

and enormous profit potential have induced private lending

institutions as well as the private individual to choose to

invest in these residential projects.

These alternative investment opportunities, combined

with the relatively marginal return on an investment in an

industrial building, have created a situation wherein

conventional financing is practically non-existent for an

industrial building acquired with the intention of keeping it

industrial. Additionally, the selling price of a building is

calculated at its optimum use, i.e., residential conversion.

Industrial rent rolls at $3.00 - $4.00 *per sq. foot are

insufficient to cover operating costs and debt service at this

high purchase price. This situation serves as a further

disincentive for investors to keep a building industrial.

The City Planning Commission has determined that

"Residential conversions hurt other neighborhoods in
another way. Most of the people working in factories
live in New York City. The paychecks they earn in these
[factories) are spent primarily in their home
neighborhoods. When factories close or move from the
City to make way for a (residential] conversion, those
paychecks stop and the housing and stores in the
workers' neighborhood suffer."

Although the city has adopted stricter zoning laws in an

attempt to mitigate the adverse effect of residential

conversions, it is acknowledged by the City Planning Commission
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that 90% of all loft conversions are done illegally without

regard to the zoning and building laws of the City.

A viable solution to this problem would be to make

industrial development bond financing available to the users of

multi-storied industrial buildings, thereby providing the needed
N

incentive to industry to retain and/or create additional jobs in

the community with resulting benefits to the City and State in

the form of increased tax base and community revitalization.

Ironically, it is the small industrial business who is

clearly most in need and deemed to be most eligible for the

benefits provided through industrial development bond financing,

that is being precluded from using them. The condominium unit

represents the smallest piece of realty-that can be acquired and

used for production. It is most often acquired by the marginally

profitable industrial user. However, presently these small

industrial users' access to affordable capital is severely

limited. Industrial development bond financing can provide the

desperately needed source of capital to the firm who could not

afford the acquisition otherwise. Furthermore, the availability

of industrial development bonds to finance the acquisition of

industrial units would greatly enhance their marketability,

thereby providing an incentive to owners to keep industrial

buildings industrial.

Presently, the only way to acquire an industrial

condominium is to participate in the creation of a condominium



28

building. The legal roadblocks occur precisely in that use of

industrial development bond financing to assist the small firm in

the participation in a now industrial condominium. In fact, if

industrial condominiums already existed in sufficient volume to

have a secondary market, the financing of a small business's

acquisition of a unit would scarcely differ from a typical

single-user industrial firm's acquisition of an existing building

with industrial development bonds. However, the inability of the

small company to employ industrial development bond financing- in

the initial stages • of developing a condominium market,

effectively precludes that market from developing.

The New York City Industrial Development Agency

conceivably could assist those small companies who could afford

to acquire a multi-tenanted building, even though such company

might only occupy a minimal percentage of the usable space.

However, this-would mean the small business would have to now

become a landlord and face all the problems of running a building

as well as attempting to run its business. Additionally, the

potential risk always exists in this situation of the induced

company abusing the benefits of access to low-cost financing to

reap a windfall profit in what could turn out to be a successful

real estate venture. It is the policy of the New York City

Industrial Development Agency to require a minimum occupancy of

50% of the financed facility by the induced business in order to

be eligible for industrial development bond financing. Further,
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the Agency requires the company to demonstrate its ability to

meet debt service independent of any rental income it may derive

fiom excess footage in the building. These policies virtually

ensure that companies will neither incur debt which may be

unaffordabl - nor will they be in a position to abuse a public

subsidy for pecuniary gain.

The Agency has attempted to develop alternative

financing structures accomplishable under existing law to begin

to address the conversion problem. However, each has its own

inherent drawbacks as well as uniqueness of circumstance not

easily duplicated:

1) An endeavor was made to bring together 3 printing

companies to fully occupy a large printing facility on the west

side of Manhattan. A joint venture financing was ultimately

effectuated wherein these 3 companies formed a common realty K
holding company. These three companies then jointly acquired a

facility (which housed one of the companies) for the operation of

their printing businesses. However, the unlikely situation of

bringing three unrelated companies together to mutually share in

the responsibilities and risks of operating a facility is not

easily replicated. This financing is fully cross collateralized

and cross guaranteed. Additionally each company is subject to

the others' capital expenditures for the next 3 years. The

continued success of this financing is dependent upon the mutual
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cooperation and fiscal health of three independent competitors in

the same industry.

2) Due- to the threat of an imminent residential

conversion of a major industrial building on Manhattan's west

side, the Agency authorized the financing of the acquisition of

the building by \two developers who fully committed to keep the

building as an industrial rental. Due to the fact that the

building was so large, no one tenant constituted a principal user

(more than 10%) whose capital expenditures would be included in

the 10 million dollar limit. Additionally the Agency was able to

negotiate certain restrictive covenants in its primary lease with

the developers as to their ability to sublease. However, rarely

could a financing such as this occur again with all the requisite

elements.

3) Finally, an attempt was made to finance the first

industrial condominium in New York City with industrial

development bonds. After many months of research and

deliberation by the Agency's Bond Counsel, a deal was financed.

However, under the present law and specifically Revenue Ruling

81-216, the ability to accomplish a condominium financing with

industrial development bonds has been severely impaired.

The Agency presently has under consideration at least

five separate industrial condominium type projects, the

successful financing of which is extremely dependent upon the

resolution of the inherent problems created by Revenue Ruling 81-
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216. Following a general discussion of the effects of Revenue

Ruling 81-216 on industrial condominium financings will be a

specific treatment of the practical problems encountered in the

first condominium financing.

On August 24, 1981 the Internal Revenue Service issued

Revenue Ruling 81-216. The effect of the Ruling has been more

far-reaching than could have reasonably been intended by the

Service. In no instance can this effect be more clearly

discerned than in its prohibitive application toward the

financing of industrial condominiums within the City of New York

by the New York City Industrial Development Agency.

In brief, Revenue Ruling 81-216 and the regulations

proposed pursuant to such Ruling attempt to set forth guidelines

- in the__determination of whether industrial development bond-

issues having certain "common elements should be integrated and

thereby treate-das one single issue. The consequences of such

integration can mean the loss of federal tax exemption of

industrial development bond issues having a commonality of

certain specified aspects, whether such commonality derives from

intentional design or financing necessity. That is, the small

issue exemption under the Internal Revenue Code provides for the

issuance of tax exempt industrial revenue bonds the face amount

of which does not exceed $1,000,000 (or, if the agency files an

appropriate election with the Internal Revenue Service,

$10,000,000) for financing facilities within a particular



municipality for the benefit of a particular entity or entities.

An aggregation of separate bond issues each of which by itself

would not be in excess of $1,000,000 in face amount (or

$10,000,000, as the case may be) but which when taken together

would exceed such limitation, is sufficient to cause the loss of

federal tax exception. Similarly, an agency may issue tax exempt

industrial development bonds in a face amount in excess of

$1,000,000 (but not in excess of $10,000,000) provided that the

entity or entities for whose benefit such bonds are being issued

have not and do not incur, during a six-year period commencing

three years prior to the issuance of the bonds and terminating

three years after such date of issuance, capital expenditures in

excess of $10,000,000 with respect to facilities located in the

municipality in which the facility being financed is located.

-.Again, the integrating of bond issues has as a necessary result

the combined treatment for capital expenditure purposes of two or

more-financings and two or more entities, which when treated as a

single issue may be sufficient to cause the $10,000,000 capital

expenditure limitation to be exceeded and thereby federal tax

exemption to be lost.

In determining whether two or more separate bond issues

are to be integrated, Revenue Ruling 81-216 provides that the
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obligations represented by such bond issues are part of the same

issue if-

(a)- the obligations are sold at substantially the same

time,

(b) the obligations are sold pursuant to a common plan

of marketing,

(c) the obligations are sold at substantially the same

rate of interest, and

(d) a common or pooled security will be used or

available to pay debt service for such obligation.

Although the Ruling and proposed regulations indicate that

additional facts and circumstances may further evidence whether

or nor such obligations are part of the same issue, for ease of

discussion only the above four factors will be considered below

in the analysis of their application to industrial condominium

financing.

As stated at the beginning of this memorandum, an

industrial condominium is no different conceptually from a series

of industrial facilities vertically situated one upon the other.

In a highly developed urban community such as New York City in

which industrial space is at a premium and space available for

industrial construction is even more scarce, new industrial

development must progress vertically or not at all. Yet, as has

been most clearly evidenced in a recent financing by the New York

City Industrial Development Agency, the practicalities of
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financing an industrial condominium through tax exempt industrial

development bonds will of necessity result in uncertainty as to

the application of Revenue Rul-ing 81-216.

1. "the obligations are sold at substantially the same

A typical industrial condominium financing will involve

a group of companies,-some or all of whom may be tenants of the

building to be acquired and converted to condominium units,

entering into a contract of purchase with the owner of such

building. The building would then be conve.-ted intro the several

industrial condominium units for the separate companies.

Simultaneously with such conversion, the Agency would issue

separate bonds to finance the acquisition of the separate units

comprising the building. In order to accomplish the financing,

the obligations of the Agency must be "sold at substantially the

same time". To expect the owner of an industrial building to be

willing to sell portions of his building in stages to aid in the

creation of an industrial condominium (and thereby bear the risk

that the whole of the building may.not eventually be sold), when

the real estate market in New York City would permit such owner

to sell the entire building at once for residential purposes, is

an unreasonable expectation. Although the financing could

conceivably be effected through a developer's acquiring the

building with conventional financing and thereafter utilizing

industrial development financing for the sale of the condominium

95-227 0 - 82 - 3
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units to the end user, the interposition of a developer will only

serve to create an additional layer of profit to be calculated in

the costs of the financing for the ultimate users.

2. "the obligations are sold pursuant to a common plan

of marketingqj

It is not made clear in either the Ruling or the

proposed regulations as to whether the plan of marketing the

obligations must be "common" from the perspective of the company-

borrowers or from the perspective of the purchaser of the

obligations. If viewed from the former perspective, the

commonality of marketing plan is inherent in the joint

participation of the company-borrowers in each of the building

acquisition agreement, the condominium plan and in the

simultaneous bond financing. If viewed from the latter

perspective, and as is more-clearly seen in the discussion of the

third factor below, the investment decision to purchase bonds to

finance condominium units within the same building may result in

the same bank or other lender purchasing all of the bonds for

each of the units. Moreover, a factor such as "common plan of

marketing" presumes an unlimited financing market to which all

potential company-borrowers will have equal access. The

experience of the New York City Industrial Development Agency has

been that only-a limited number of banks have from time to time

regularly participated in the Agency's industrial financing

program, with Chemical Bank in the past two years being the major
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participant. The likelihood, therefore, of- a bank such as

Chemical Bank being the single purchaser of bonds issued by the

Agency to finance the acquisition of the several condominium

units of a single building, is not reflective of a common design

or marketing plan but rather of the limited sources of tax exempt

financing generally available to small companies within the City

of New York. In addition, part of the investment decision of any

lender is the nature of the collateral-being financed and the -

similarity of collateral of each condominium unit of the same

building would naturally lead to the same investor reaching a

favorable investment-decision.

3. "the obligations are sold at substantially the same

rate of interest,"'

The determination of the interest rate at which an issue

of industrial development bonds will be priced is generally

dependent upon two factors -- the creditworthiness of the

particular company and the nature of the collateral. As noted

above, the nature of the collateral being financed, i.e., the

several condominium units comprising the building, would

represent a constant in the factoring of the interest rates at

which the several bond issues are to be priced. Additionally,

different companies seeking to locate their operations within the

same physical structure have, by past experience by the Agency,

been typically engaged in similar business enterprises and do not

differ substantially in their relative credit. The pricing
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decision, therefore, of interest rates for bonds to finance

several condominium units, is likely to result in substantiallyy

the same rate of interest" for such bond issues. Again, the

common rate of interest is a reflection of factors of the

marketplace rather than of intentional design or plan. Moreover,

as further set forth above, the avenues of available financing

for most New York City Industrial Development Agency projects has

been generally limited to but a few banks with Chemical Bank of

recent being the most prominent lender. Chemical Bank as a

matter of policy has indicated that in most cases it will price

an industrial development bond at 70% of its prime rate with

exceptionally good company credits priced at 65% of such prime

rate and markedly lesser credits at 75% of prime.

For example, in 1981, the New York City Industrial Development

Agency financed a total of 46 projects. Financing for 30% of

these projects came from Chemical Bank of which 71%1 of these

financings bore a variable interest rate of 70% of Chemical

Bank's prime rate. It would be inappropriate, therefore, to

ascribe any significance of commonality to interest rates for

bonds issued to finance the several condominium units of a

building.

4. "a common or pooled security will be used or

available to pay debt service for such obliqations,"

As to this final factor, the problem again becomes one

of uncertainty in application. Under state law, each condominium
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unit constitutes a separate definable parcel of real property. A

purchaser of bonds to finance a condominium unit will usually

require that a mortgage on such unit be granted as security for

such bonds. If the purchaser of all of the bonds to finance the

several condominium units constituting a single 12uilding is a

single entity, and if each such bond is secured by a separate

mortgage upon the particular condominium unit financed, then in

_theory the Service might take the position that as to the

-structural whole of the building, a common mortgage or "common

security" exists to secure the payment of debt service for the

obligations. Again, uncertainty as to application of factors

serves to inhibit the availability of a clean opinion from bond

counsel as to the tax exempt status of bonds issued for an

industrial condominium financing.

A recent financing by the New York City Industrial

Development Agency is instructive as to the uncertainty created

by Revenue Ruling 81-216 in the area of industrial condominium

financing. Seven unrelated companies, though all tenants in the

same building, made application to the Agency to secure financing

for the acquisition of their separate floors from the owner of

the building as condominium units to thereby assure each company

the continued use and expansion of their respective printing

operations. After approval by the Agency of the application, the

seven companies then proceeded to negotiate a contract of

purchase for the building from its owner. Although the request
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was made, the owner of the building indicated that it would

either sell the building in its entirety, or not at all ("the

obligations are sold at substantially the same time"). Each

company then proceeded independently to seek financing for the

purchase of that industrial development bond necessary-to acquire

its particular condominium unit.' Four of the companies already

had a long established banking relationship with Chemical Bank

and it -was only natural that such companies would approach

Chemical Bank. The remaining three companies found that their

own banks and other lending institutions were/not receptive to

assisting in the financing and soon also began discussions with

Chemical Bank. For these seven companies, Chemical Bank became

the only market available to them and Chemical Bank committed to

purchase each of the seven bonds ("the obligations are sold

pursuant to a common plan of marketing"). In line with its

general policy for pricing industrial development bonds, Chemical

Bank offered tN- six of the seven companies an interest rate of

70y of the Bank's prime rate and as -to the seventh company which

was a markedly better credit than the other six companies, the

Bank offered a fixed interest rate of 12% per year ("the

obligations are sold at substantially the same rate of

interest"). As a minimum for its security, Chemical Bank

obtained a mortgage on each condominium unit as security for the

bond issued to finance such unit ("a common or pooled security
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will be used or available -to pay debt service for such

obligation").

A literal interpretation of Revenue Ruling 81-216 might

lead to the contention that: (1) the above financing constituted

but a single bond issue, (2) the facility financed was not seven

separate definable parcels of property but one single physical

structure, (3) each company's capital expenditure would be

attributed to the others, and (4) the aggregate of such capital

expenditures would be taken into account in measuring whether

such companies as a whole have exceeded the Internal Revenue

Code's $10,000,000 capital expenditure limitation discussed above

and therefore caused all seven bonds to become ta.xable. In the

above financing, the consequences of taxability were negotiated

and would lead to the bonds bearing interest at a conventional,

but for these companies highly prohibitive, rate of interest. In

the absence of the integration of separate bond issues which

Revenue Ruling 81-216 might appear to require, the continued tax-

exempt status of each of the seven bonds would be measured by the

capital expenditures of the company whose condominium unif was

financed with the proceeds of such bond, and not by the aggregate

capital expenditures of the entire condominium group. In the

interests of caution, the Agency and its counsel advised the

companies of the potential consequences of a literal

interpretation of Revenue Ruling 81-216 and the companies have

agreed to limit their future growth through limiting their

A-



36

col lective capital expenditures to within the $10,000,000

ceiling. In the absence of such concern, this potential growth

would result in expanded employment and greater economic

prosperity for the City of New York.

If the City of New York and other like urban communities

suffering from common shortage of available land space are to

continue to grow, such growth hneed be verti,:al rather than

horizontal. It is precisely that small industrial company, for

whose benefit industrial revenue bond financing is intended, that

is most in need of the availability of industrial condominium

units on an affordable basis. Industrial revenue bond financing

can and should ideally provide the necessary catalyst to foster

the growth of urban industrial condominiums. Revenue Ruling 81-

216 inhibits the use of the industrial condominium as an

essential tool in urban economic development.

STATEMENT OF HON. TED STEVENS, U.S. SENATOR FROM THE
STATE OF ALASKA

The CHAIRMAN. Senator Stevens.
Senator STEVENS. If Senator Weicker will permit me, I have to

leave also to go to another committee meeting. -
I want to echo what the Senator from New York has said. We

have strong support, I believe, for the Weicker bill in dealing with
the industrial development bonds. I am sure you will put all our
statements in the record in full.

The CHAIRMAN. Yes. The statement will be made a part of the
record.

Senator STEVENS. Let me emphasize one thing as far as my State
is concerned. We have the Alaskan Industrial Development Bond
Authority, and they use the umbrella bond concept for the small
businesses in our State that need assistance. Last year, the AIDA
program was successful in creating 21 percent of all the new jobs
in our State that were nongovernment. These were created under
this industrial development bond approach. The bonds, basically,
are aimed toward the new businesses that are expanding and creat-
ing new jobs in our State, which is a developing area. We don't
really know how these- small businesses are going to be able to
expand to meet the needs of our State without this kind of assist-
ance. We are very disturbed by the actions of the administration,
particularly when this new revenue ruling was issued. We had
hoped that the administration would see fit to withdraw it. But, ap-
parently, it is going to take legislation to change it. And we would
very much like this committee to assist us and support the Weicker
bill, which we all support.

I
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As a matter of fact, I see my good friend from Massachusetts
here. And when the two of us agree, it ought to be a formidable
alliance, I would say. And we do agree on this. There is a strong
bipartisan group in the Senate that wants these IDB's preserved. I
hope that this committee will take a long look at this. In particu-
lar; I hope the committee will look at the actions of the Treasury
in totally eliminating the umbrella concept as a means of financ-
ing.

We have a situation in which our State is very much in a devel-
opment mode. We are looking at over one-half of the coal of the
United States. We have probably 30 to 40 percent of all the oil and
gas that is going to be discovered in the future of this country; in
Alaska or off our shores. We have a fantastic resource base. This
type of financing is what is required to assist smaller businesses to.
phase in with these enormous businesses that come into our State
to develop these resources. We do need this extended authority as
far as the IDB's are concerned, and I hope that the committee will
see fit to support the Weicker approach.

Is that all right if we call it the Weicker approach?
Senator WEICKER. Fantastic. It's exactly what is needed during

one's election year. [Laughter.]
[The prepared statement of Senator Stevens follows:]
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Thank you, Mr. Chairman,, for the opportunity to appear

before the committee today to offer my thoughts on the

Treasury Department's proposal concerning Industrial De-

velopment Bonds (IDB's).

As you know, the subject of IDB's was one that was

forced on Congress by the IRS's action in Revenue Ruling 81-

216 in August of last year. That ruling literally gutted

the small issue umbrella program - a situation that still

exists.

Today, it is not my purpose to offer an alternative to

the Treasury's proposal. In the last session of Congress,

you, Mr. Chairman, myself, and Senators D'Amato and Weicker

attempted to work on some preliminary and very reasonable

alternatives to the current state of the law on IDB's. Our

efforts culminated in the passage of section 112 of this

year's continuing resolution. Our intent in section 112 was

to give temporary relief from Revenue Ruling 81-216 until a

more permanent solution could be reached.

No sooner had the ink dried from the President's signa-

ture on this legislation than Treasury summarily terminated

transitional relief from Revenue Ruling 81-216 and pointed

the finger at section 112 of the continuing resolution as

the culprit.

But now, Mr. Chairman, it has become quite clear why

the Department took that position. The current proposal by

Treasury clearly spells the end for- Industrial Development

Bonds.
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Let me shace with you, Mr. Chairman, why the IDB program

should not be modified at the present time, even though a

few problems exist with the program.

A current review of the state of our economy conveys

how unwise it would be to further exacerbate an already

serious economic downturn. The utilization of manufacturing

. capacity, which ran as high as 90 percent in the mid-1960's,

averaged in the low 80 percent range during the 1970's and

in the final quarter of 1981 was down to 74.8 percent.

The jobless rate now stands at 8.8 percent - it was as

--l-ow as-3.3 percent in 1969. Since unemployment data usually

lags behind production data, it is anticipated that unemploy-

ment will go even higher in the near7 future.

New housing construction, which peaked at 2,378,000

units started in 1972, is currently running below 1 million

starts.

Business failures are climbing sharply. They soared

from 24 per 10,000 in 1978 to a rate of 83 per 10,000 now.

Finally, as measured by the Dow Jones average, the

stock market has been in a-long slide downward. In constant

1981 dollars, the Dow-Jones average dropped from an adjusted

lwvel of 2.624 in 1965 to less than 800 this year -

a decline of 70 percent.

In short, Mr. Chairman, now is not'.the time to deprive

state and local governments of one of the few programs they

have available to them to stimulate economic development.
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In my home state of Alaska, the small issue IDB program

is very important and heavily relied upon to provide financing

to a variety of businesses.

The state program is managed by the Alaska Industrial

Development Authority, or AIDA, which consists of three

cabinet heads; namely, the Commissioner of Commerce and

Economic Development; the Commissioner of-Revenue, now

sitting as Chairman, and the Commissioner of Community and

Regional Affairs, as well as two public members appointed by

the Governor.

The state has made a very heavy commitment of resources

for enhancement of industrial development in the state

through the appropriation to AIDA of $166,000,000 in State-"

held loans in 1980 and subsequent cash contributions of

$23,000,000. This state contribution of assets to AIDA

reflects the State's determination that industrial develop-

ment financing is essential to economic development of the

state.

This commitment, Mfr. Chairman, has paid off.handsomely

in new jobs created in Alaska. Last year this amounted to

1,753 jobs statewide - or 21 percent of the new non-.government

jobs-created. Incidentally, the 21 percent figure is a very

substantial contribution when one considers that currently

half the regional employment reporting areas of Alaska are

sustaining unemployment in excess of 12 percent.

Let me now turn to the Treasury proposal and why it

presents such a large threat - not only to this program, but

all IDB programs nationwide.
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The centerpiece of the Treasury proposal is that busi-

nesses using tax--exempt financing forego the use of the

Accelerated Cost Recovery System for depreciation deductions

which was enacted at the Administration's request last

summer. This proposal would impose an unjustified penalty on

businesses using industrial development financing. The

penalty is so stiff that by imposing it, Congress would be

undoing the financial incentive for economic development

which the industrial development bond provisions of the

Internal Revenue Code are intended to create in the first

place.

This proposal will severely weaken the State of Alaska's

economic development efforts.- It will impact specifically,

- and drastically, on AIDA's industrial development financing

programs.

AIDA's newest and most widely used program is its

Umbrella Bond Program which provided industrial development

financing for 216 projects during 1981, the first year of

operation of the program, and would provide more loans but

for Revenue Ruling 81-216. The average, financing is about

$350,000.

The projects financed under this program have included -

numerous types of commercial projects, such as office or

merchandising facilities, as well as warehousing and con-

ventional industrial projects. Projects also include North

Slope energy facilities, as well as fishing boats. Every

one of these projects has meant jobs for Alaskans as I have

pointed out.
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During the last two years of credit stringency, the

emerging Alaska economy has largely depended on the avail-

ability of financing from AIDA. This financing has been a

vital tool in providing necessary facilities in the energy

development of the state and in the modernization of its

essential renewable resource fishing industry.

The Treasury's proposed depreciation rules for projects

using industrial development financing will dramatically

reduce the incentive for the type of enterprising investment

that is necessary to get a project off the ground. The

Treasury proposal-would, if adopted, mean that the number of

Alaskan small business projects financed by AIDA, or done in

any other way, won't be anything like 200 annually, probably

only a handful, with a consequent tremendous loss to the

State and to the State's contribution to the national economy.

The Umbrella Bond Program takes its name trom the fact

that all of the bonds issued in the program share a common

security interest in a capital reserve fund created by AIDA

from its appropriations. The security -nterest in the fund

helps the bonds sell at a lower interest rate. The Umbrella

Bond Program is clearly a vital support to the State's

economic development program.

As all of us know, the Internal Revenue Service has

terminated this program by issuing Revenue Ruling 81-216.

This ruling and the proposed regulations which followed it

must be withdrawn by the Administration or legislatively

reversed if this worthy program is to continue. Treasury
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apparently is willing to revoke Revenue Ruling 81-216 if all

of its proposals are enacted. This amounts to holding the

Umbrella Bond Program hostage for enactment of a tax package

that will kill it anyway.

Another of Treasury's proposals would limit the use of

industrial development financing under the small issue $10

million limit to businesses that have no more than $20

million of capital expenditures durLng .a six-year test

period and have no more than $10 miLlion of industrial

development bonds outstanding immediately after the issue.

This restriction misses the point that often the form of

economic development which a small community needs the most

is development by larger businesses. ALaska has scores of

tiny communities which would benefit overwhelmingly in

employment and economic ripple effect from a project investment

by business from the Lower 48 states. This kind of business

is extremely likely to have capital expenditures in excess

of $20 million.- Why should AIDA be prevented from assisting

these projects?

The Treasury Department wants to have bond issuers make

a financial contribution to the project in an amount equal

to at least one percent of the face amount of the issue, or

else provide a guarantee or insurance for the bonds. AIDA's

Umbrella Bond Program hopefully will meet the requirement of

providing a guarantee or insurance for the bonds.
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But the financial contribution idea is bad news anyway,

because it will eviscerate AIDA's present ability to go

outside its Umbrella Program to finance "stand-alone" pro-

jects which do not require the capital reserve fund security

interest. AIDA has used the stand-alone program to finance-a

number of larger public airport or dock facilities which are

essential to the Alaskan economy given its dependence on

transportation. Four of the stand-alone projects have exceeded

$10 million, with the largest being $31.5 million.

There is no reason why Congress should require AIDA to

make a substantial financial contribution to the project

borrowers in these large projects, when the effect of such a

contribution is to deplete the amount of assets available to

secure small projects in the Umbrella Bond Program through

the capital reserve fund.

Finally, Mr. Chairman, many Americans are misinformed

abbut Alaska's current moderate prosperity resulting from

oil and gas production. We are now foreseeing a tremendous

revenue loss to the State treasury because of the current

world excess of crude oil; and even when that situation

improves, Alaskans know better than anyone that hydro-carbon

resources will last a relatively short time.

That is why economic diversification and building

Alaska's industrial infrastructure remain a top priority for

this Senator and all-Alaskan leaders. AIDA plays a vital

role in this process, and IDB's play an important part in

the economic development of our country.

Now is not the time, Mr. Chairman, to throw a successful

program out. This concludes my remarks, and I would be

happy to respond to your questions.

95-227 0 - 82 - 4
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The CHAIRMAN. Well, there's also strong bipartisan support to
balance the budget, and reduce deficits. You wouldn't object, then,
if we put the interest income from tax exempt bonds into the mini.
mum tax proposal, would you? That way, everybody would have a
chance to contribute to economic recovery.

Senator WEICKER. Well, I don't think, Mr. Chairman, that you
are going to find among the small businesses that you are reaching
what you are trying to reach with a minimum tax.

The CHAIRMAN. We are trying to reach the people that make mil-
lions of dollars and don't pay any tax.

Senator WEICKER. What we are talking about here is basically
for small businesses. And these are the ones who are paying the
taxes in relationship to the money that they earn.

Senator STEVENS. I think in terms of that long-range projection
of this by the Treasury of an impact over a period of years-if you
offset against that, the total concepts of new job creation and the
stability as far as the small business sector is concerned, the cost of
this is very de minimus, Mr. Chairman. You've got to look at the
other side of it. The number of small businesses that continue to
fail and the fact that this is the one avenue that gets, particularly
under the umbrella approach, these people financing that can con-
tinue them in business right now.

The CHAIRMAN. No. I think there are proper uses. I'm not cer-
tain, but I think we are going -to have a lot of testimony about how
we ought to preserve IDB's for small business. So I would guess by
that that nobody would object if we put a $20-million capital ex-
penditure cap that would prevent the Fortune 1,000 corporations
from reaping the benefits of IDB use. Certainly. if yeu a really
here to represent small busmne_, you wouldn't'object to that kind
of a cap'

Senator STEvENs. Twenty million dollars today is not much in
terms of development in the kind of area we are talking about on a
resource base. f can show you just one single dragline that is work-
ing in the coalfields that is more than $20 million. And that's a
very small business, Mr. Chairman.

The CHAIRMAN. But I think we need to find some reasonable
limit.

Senator STEVENS. I think there could be a reasonable limit, but
in--terms of the resource development area, and throughout the
country, there is the need for capital and it is staggering. And
there is just no way you can deal with that on a basis of a $20 mil-
lion limit. One hundred million dollars might be closer to it. I
think that's the small business in terms of expansion capital.

The CHAIRMAN. Well, we are dealing with the truly needy and
the truly greedy around here. And we want to make certain that
we find some-

Senator ST.vzNs. Well, don't forget that you have an umbrella
concept working here. This program is dealing with an umbrella
bond over many companies. And if they are going to add the sepa-
rate issues up, and prohibit on umbrella bond the $20 million himit
is certainly not going to do anybody any good.

The CHAIRMAN. I think the administration's proposal takes care
of that problem. Well, they just had a poll in the small business
community, NFIB, last fall, which fund that 49 percent of the
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,small business respondents opposed the continued use of small
issue IDB's, while only 37 percent favored any continued use. The
problem is that we talk about small business, but the beneficiaries
have been big business. And big business has other sources of
credit available. If, in fact, we want to use the taxpayers' funds for
big business, then we have to make that judgment. But I think we
can, hopefully, work out something.Senator STEVENS. That's a nationwide thing Take the poll in the
areas where there is a developing economy where people are trying
to create small businesses and see what would happen. I don't
question it at all if you go through the average town in the United
States where small business is almost a static existence. They are
going to say we don't need that. But look to the area where there is
development potential, and where we have the chance to increase
our own production of our own resources,_and you would fid a tre-
mendous need.

Thank you, Mr. Chairman.
The CHAmRMAN. Thank you. We will work on it. We'll take it out

of the defense budget. [Laughter.]
Senator WEICKER. I'll vote for that. [Laughter.]

STATEMENT OF HON. LOWELL WEICKER, U.S. SENATOR FROM
THE STATE OF CONNECTICUT

Senator WEICKER. Mr. Chairman, let me say one thing also as far
as NFIB is concerned. I speak now as the chairman of the Senate
Small Business Committee. I think the NFIB is a great group of
conservative philosophers, but I don't think that-at least during
the tenure of my chairmanship of that committee-they contrib-
uted much to the bread and butter issues of small business.

The CHAMRMAN. I might say that the Fortune 1,000 includes only
one-tenth of 1 percent of all U.S. corporations. So as long as we un-
derstand we are not trying to.benefit big business--

Senator WmcKER. Mr. Chairman, as I said, my principal activity
here in the Senate is to chair the committee that is interested in
small businesses. And I want to say right now that the present eco-
nomic game plan, while suiting some, in effect, produces what,
hopefully, one day might be a trickle down to small business. And I
don't believe in trickle down. I believe in the fact that if we want
the best products at the lowest prices in this country, we've got to
have the greatest competition. And all I have seen in the last year
is a tremendous concentration of economic power and a squeezing
out of the small businesses. The key here is not whether a small
business can get capital; can small business get affordable capital?
Now that's what is putting them on the cross.

Let me just make two additional points. I have submitted my
statement in its entirety for the record.

No. 1, in the week ended February 11, you had roughly 525 bank-
ruptcies in this country. That's the highest in 40 years. This ear
to date, you've had 2,500 bankruptcies compared to 1,300-in 981.
And 1981 wasn't exactly a banner year. Now that's the picture.
And the majority of the companies -I'm talking about are small
businesses. This place sure-gets in one big lather when it's a big
corporation that goes under. I sat on the floor of the Senate for
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quite a few months when it wos Chrysler that was on the line.
That goes on every single day with small businesses in the State of
Connecticut and the other 49 States. And nobody raises a finger.
And nobody cares. And yet for the consumer and for the overall'
strength of our free market system, these are -the fellows that pro- /
duce the jobs. Ninety percent of new jobs come out of small busi-
nesses. More than 50 percent of all innovation comes out of small
business. And yet small businesses are absolutely static at this
juncture or going under due to a game plan which clearly is good
for the larger aspects of the private sector.

Having Mid that, the only other point that I am going to make is
by way of -two examples, which are, I think, the best way I can
make my case.

Last spring, when conventional rates were around 16 percent,
the Connecticut Development Authority was able to make a loan to
New England Machinery for $702,000 for 25 years at 11 percent.
New England Machinery is a young growing firm with 35 employ-
ees. It manufactures custom packaging machinery. They were able
to move from a 10,000-square-foot cramped facility to a vacant
47,000-square-foot former bottling plant. The move has helped the
company double its sales, and has provided 25 additional jobs.

The second example, Enson Research in Bridgeport. In June
1980, this closely held manufacturer of aerosol valves and related
manufacturing equipment acquired a 70,000-square-foot manufac-
turing facility in a city-owned industrial park. This park was cre-
ated when General Electric donated their former manufacturing
buildings to the city of Bridgeport. The borrowing rate at closing
was 7 percent at a time when conventional rates would have
bWen closer to 11 percent.

Because of the success of the operation, in October 1981, an addi-
tional $2 million of financing enabled the company to install addi-
tional production equipment at the site and to renovate its former
Bridgeport location, which it had earlier planned to abandon.
These two projects have retained 450 jobs in the city of Bridgeport.
And the borrowing rate for the second loan was 65 percent of the
prime.

Now that is the typical story of the IDB. As Al D'Amato stated,
it's not the pornographic bookshop or the disco or the swimming
pool or whatever. You know just as well as I do that as long as we
have got a program, somebody is going to rip it off. The track
record of IDB's is fantastic.

And, Mr. Chairman, I conclude by asking you this. I know you
will move on this one way or the other. But please move on it right
away because already the pinch is being- felt because of what Treas-
ury is doing de facto with this law. And I would hope that we could
get it reinstituted and get it going at a time when it is critically,
critically needed.

[The prepared statement of Senator Weicker follows:]
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SENATOR LOWELL IlEICKER, JR.

STATEIIENT BEFORE

SEIiATE FINANCE COIrlITTEE

1I1DUSTRIAL DEVELOPMENT BNlDS

MARCH 17, 1982

GOOD rIURIIIIG, I1R. CHAIRMAN. I APPRECIATE THIS OPPORTUNITY 10

PRESENT IlY VIEWS ON THE ADiINISTRATION'S LATEST PROPOSALS FOR

hODIFYING THE USE OF TAX-EXEIPT INDUSTRIAL DEVELOPIEIT BONDS.

LET iE SAY AT TIlE OUTSET THAT I BELIEVE THESE LATEST--TREASURY

PROPOSALS ARt UNNECESSARY, UNACCEPTABLE AND COUNTER-PRODUCTIVE. 11 KY

OPINIOII, THIS IS A THINLY VEILED ATTEMPT TO ELIMINATE THE SMALL ISSUE

1DB PROGRAM UNDER THE GUISE OF REDUCIIIG THE VOLUME OF SMALL ISSUE

BONDS AND MAKING THE SIIALL ISSUE BOND PROGRAM -A SMlALL BUSINESS

PROGRAM.

WELL, lir. CHAIRMAN, LET'S bE CLEAR ABOUT ONE THIIG. WHAT THE

TREASURY IS PRUPUSINb HERE IS al A SMALL BUSIIIESS PRUGRA1I IF

ANYTHING, IT IS ANTI-SKALL BUSINESS.

IT IS ALSO ANTI-ECUNOMIC DEVELOPiENT. YESTERDAY, AT A HEARING

OF THE APPROPRIATIONS SUBCOIIMMITTEE ON STATE, JUSTICE AND COIMERCE, OF

WHICH I AM CHARIAIN, I HEARD OF THE AIJIIIIISTATION'S PLAN TO CUT

FUNDING FOR THE ECONOMIC DEVELOPMENT ADIIINISTRATIUN BY 90 PERCENT.

COMING ON THE HEELS OF THE TREASURY DEPARTMENT PROPOSALS WE ARE
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DISCUSSING TODAY, IT APPEARS THE ,DIIIIIlSTRATIOlU IIITENDS T) LEAVE OUR

LOCAL TOWN ANU CITIES FLAT, WITHOUT ANY VEHICLE FOR REVITALIZIIIG OUR

URBAN AREAS AlID PROMOTING JOB CREATION. I BELIEVE THIS IS POOR POLICY

AND POOR PLANNING, FOR A NUMBER OF REASONS.

StALL.BUSIIIESSES RIGHT NOW ARE IN A FIGHT FOR THEIR LIVES. AS

CHAIRMAN OF THE COMMITTEE ON ShALL BUSINESS, I CAN, TELL YOU THAT SfALL

FIRMS ARE GOING UDER EVERY DAY. BANKRUPTCIES THIS YEAR ARE UP FROi

LAST YEAR BY 41 PERCENT, AND OVERALL, BUSINESS FAILURES ARE AT THEIR

HIGHEST RATE IN 4o YEARSI

EVEN IN GOOD TIMES, IT IS STANDARD FOR SMALL BUSINESSES TO BE

CHARGED HIGHER INTEREST RATES IHAN LARGE FIRMS. THESE ARE NOT GOOD

TIMES, AND tHE STATISTICS TELL THE SfORY' WHILE BIG BUSINESS IS

BORROWING AT 18 AND 19 PERCENT INTEREST, SMALL FIRMS ARE PAYING 20TO

21 PERCENT AT THESE RATES, SMALL BUSINESSES SIMPLY CANNOT AFFORD TO

BORROW IN THE COMIIERCIAL MARKET.

IN THE PAST, SMALL BUSINESSES IN NEED OF AFFORDABLE, LOW-COST

CAPITAL HAVE BEEN ABLE TO TURN 10 THE 1DB PROGRAM. CONTRARY TO THE

PUBLICIZED REPORTS ON THE USE BJF TAX EXEtPT FINANCING, THE PRIMARY

BENEFACTORS OF TIlE SMALL ISSUE EXEMPTION HAVE BEEN SMALL BUSINESSES.

BY DEFINITION, THE $1 MILLION DOLLAR LIMITATION IMPOSED BY CONGRESS IN

19.68 HAS EFFECTIVELY LIMITED THE SIZE OF BUSINESSES WHICH HAVE USED

THE BONDS. ACCORDING TO A RECENT REPORT OF THE CONGRESSIONAL BUDGET

OFFICE ON THE ShALL ISSUE PROGRAl, OVER 90 PERCENT OFIDB's GO TO

CLOSELY HELD, SMALL BUSINESSES.
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THE FACT IS, HR. CHAIRIAI|, THAT THE SMALL ISSUE, lId PkOGRAlI

ha EUiUA SMALL BUSINESS PRUGRAH, AS WELL AS All IPORTANT TOOL FUR

LOCAL ECONOMIC DEVELOPMENT.

IN MY HOE STATE OF CONNECTICUT, IDB'sHAVE HELPED MORE THAN
900 COMPANIES AND CREATED OR RETAINED MORE THAN 100,000 JOBS-SINCE

1973. LET lIE GIVE YOU A FEW EXAMPLES:

LAST SPRING WHEN CONVENTIONAL RATES WERE AROUND 16 PERCENT,

.THE CONNECTICUT DEVELOPMENT AUTHORITY WAS ABLE TO MAKE A LOAN TO NEW
ENGLAND MACHINERY, INC., FOR $702,000 FOR 25 YEARS AT 11 PERCENT. NlEW

ENGLAND IIACIINERY, A YOUNG, GROWitJGFIR WITH 35 EMPLOYEES,
1tANUFACTURES CUSTOM PACKAGING MACHINERY. THEY WERE ABLE TO MOVE FROM

A 10,000 SO. FT. CRAMPED FACILITY TO A VACANT 47,000 S. FT..FORHER
.BOTTLING PLANT. THE MOVE HAS HELPED THE COMPANY DOUBLE ITS SALES,

SOME OF WHICH GO OVERSEAS, AND HAS PROVIDED 25 ADDITIONAL JOBS.

LIKEWISE, UNDER THE SELF-SUSTAININ1G PROGRAM, COHNECT.ICUT HAS
PROVIDED ADDITIONAL JOBS BY AIDING MEDIUM SIZED COMPANIES. ENSON
RESEARCH, INC., IN BRIDGEPORT, CONNECTICUT IS A GOOD EXAMPLE-

IN JUNE, 1980, THIS CLOSELY HELD MANUFACTURER OF AEROSOL
VALVES ANID RELATED MANUFACTURING EQUIPMENT ACQUIRED A 70,000 SO. FT.

MANUFACTURING FACILITY IN A CiTY-UWED INDUSTRIAL PARK. THIS PARK WAS
CREATED WHEN GENERAL ELECTRIC DONATED THEIR FORMER MANUFACTURING

BUILDINGS TO THE CITY OF BRIDGEPORT. THE BORROWING RATE AT CLOSING
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WAS /-'I/ PEICE0T AT A TIIIE IIHEN CI'IIVEITIIIIIAL RATES WUtLIJ lAVL IElli
CLOSER 111 11 PERCEI1I.

BECAUSE OF THE SUCCESS (IF THE OPERATIOiN, INI OCTOBER, 1981, All

ADDITIONAL $2 MILLION (iF FINANCIIIG-EMARLED THE COMIPAIlY TO JSI'ALL
ADDITIONAL PROIU-CTIOJl EOUIPMEItT AT THE SITE AND TO RENOVATE ITS FORIIER"
iRIIJGEPORT LOCATIOIJ, WHICH IT HAIl) EARLIER PLAINIJED TO ABANDON. THESE
TIO PROJECTS HAVE IETAIIIED_450 JOBS IN THE CITY OF BRIDGEPORT. THE

BORROWING RATE FOR THE SECOND LOAN WAS 65 PERCENT OF PRIIE.

SOIE WOULD ARGUE THAT THE TREASURY PROPOSAL WILL INCREASE TAX

REVEIJUES. I ilY 1IJD, THEY COULD NOT BE IORE WRONG. ELIIlIHATIOI. OF.9

THE 1DB PROGRAM WILL SURELY CAUSE LOCAt-&ECOIOIC DEVELOPMENT. TI FALL
OFF MORE SHARPLY, REUUCIIIG OVERALL ECONOiIC ACTIVITY, AND ELInIllATIlIG
SOURCES OF NEEDED NEW JOBS.

MR. CHAIRIIAII, WE DO 1OT NEED TO CHANGE THE LAW OR ENCUIlBER THE
SMALL ISSUE EXEMPTIOIJN PROGRAM, AS THE TREASURY IEPARTI1ENT PROPOSES.
INSTEAD, THE CONGRESS MUST ACT TO GET THIS VITAL ECONOMIC DEVELOPIEIIT
PRUGRAMl INTO HIGH GEAR. TO DO THAT, FIRST, WE SHOULD QUICKLY ISMISS

_THESE PROPOSALS WHICH CURRENTLY ARE IIOVERING LIKE A CLOUD OF
UNCERTAIIJ1Y OVER THE PROGRAM: AND SECONDLY, WE SHOULD MOVE QUICKLY TOIl,

OVERRULE IRS's COUNTER PRODUCTIVE RULING 81-216 WHICH HAS KILLED THE

UMBRELLA BUII) IPRUGRAMI III COIINECTICUT AND OTHER STATES.

MY LE EB ANd I PLAI TO ITWM LEGISLATION IN THE CCIG

WERS TO OX THIS DISSTERUS IRS RJLING KID iF ISTOE HE LMY1A B0I1
PROGM TO THE STATES,
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OUR TOWNS, OUR CITIES, OUH SHALL BUSINESSES, NEED RELIEF U.W1

IF'PLA11S FUR AN ECONUOIC RECOVERY ARE EVER 10 SUCCEED, WE WILL ALL

tAVE 10 PLAY A PART. THE SHALL ISSUE IDH PRHGRAII IS THE BEST TUL OU$-

SHALL BUSIIJESSES AIID LOCAL CUtIiIUIiITIES HAVE FOR COINTRIHUTIJG/' TO THAT

ECONUIC RECOVERY.

I URGE THE IlEMBERS OF THIS CO1HIITTEE TO RESTORE THAI

PROUCTIVE TOOL BY REJECTING THIS ILL-CONSIDERED AND COUIITEK-

PRODUCTIVE TREASURY PROPOSAL.

THANK YOU.

The CHAIRMAN. I might say in response to your problems with
the Treasury-and I don't say it critically-that the chairman of
the Ways and Means Committee made a very strong statement on
the House floor with reference to umbrella or multiple lot IDB's. It
was in response to that statement, I think, that the Treasury
action followed. There is strong feeling on the House side that we
have to curb some of the growth in IDB's for the same reason we
are curbing everything else-we are out of money. But, again, I
certainly want to commend the distinguished Senator from Con-
necticut for his work with the Small Business Committee and his
work on the tax bill last year. And for his work on this issue. I
hope we can work out some reasonable program that will, in fact,
help small business, but not big business.

Senator WEICKER. Fair enough.
The- CHAIRMAN. We'll have big business coming in tomorrow

saying we shouldn't change leasing.
Senator WEICKER. I think you should.
The CHAIRMAN- If I was getting $100 million plus refunds like

GE, I wouldn't want to change leasing either. But we are going to
change leasing.

Senator WEICKER. I agree with you, Mr. Chairman. Thanks an
awful lot.

Senator BYRD. May.I ask you a question?
The CHAIRMAN. Yes. Excuse me, Senator Byrd.
Senator BYRD. Senator Weicker, on page 2, you say by definition

the $1 million limitation proposed by Congress has effectively lim-
ited the size of businesses and so forth. -

Senator WEICKER. That's correct.
Senator BYRD. But on page 4, you say:
Because of the silccess of the operation, in October 1981, an additional $2 million

of financing enabled the company to install additional equipment.

Senator WEICKER. Well, now, don't forget you are talking about
two limitations. There is a $1 million limitation or $10 million inso-
far as the area is concerned. So there are two different limitations
on the amount of money which can be had.

Senator BYRD. Now define the $1 million limitation.
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Senator WEICKER. The $10 million is what is permitted within
one municipality. So you have the $1 million limitation on the com-
pany, but $10 million insofar as the municipality is concerned.

- Senator BYRD. But don't you refer on page 4 to a $2 million to a
particular company?

Senator WEICKER. Yes. But Within a city industrial park, within
a municipally owned industrial park.

Senator BYRD. SO it's not limited to $1 million?
Senator WEICKER. That's correct. That is correct.
Senator BYRD. It's limited to $10 million. In other words, $10 mil-

lion could be-given to one company?
Senator WEICKER. If you have the company and the city working

-..together, it is possible to go more than $1 million. If it was just the
company alone, $1 million would be the limitation.

Senator BYRD. Thank you.
Senator WEICKER. All right.
The CHAIRMAN. -One company alone can use $10 million, so long

as all capital expenditures of the company in the city were added
together. I think maybe in Connecticut small business may be
using it. But elsewhere, that is not the case. In the past 5 years, K-
Mart used $240 million in tax exempt bonds, the Hospital Corp. of
America used $70 million, McDonalds used $43 million, and Weyer-

--- haeuser used $52 million. Now they are not small business. And I
don't think we have to keep programs in effect to help people who
-an.fRd credit-anywhere. But IDB's are helpful to the small busi-
ness type that you mentioned in your statement.

Senator WEICKER. Mr. Chairman, I agree with you. Look,- my job
is to go ahead and present the case of small business. And, cer-
tainly, there has been no better chairman of this committee that
has the overview of the economy as you. That is your job. Big and
small. So I am here in the capacity of the advocate for small, and
whatever can be worked out, the chairman will have my support.

The CHAIRMAN. I appreciate that very much.
Senator WEICKER. Thank you very much. Thank you, Senator

Byrd.
The CHAIRMAN. Senator Tsongas.

STATEMENT OF HON. PAUL E. TSONGAS, U.S. SENATOR FROM
THE STATE OF MASSACHUSETTS

Senator TSONGAS. Thank you, Mr. Chairman. I would ask that
my statement be included in the record.

And the point that I would make today is simply that the fact
that there have been abuses does not suggest that you end the pro-
gram. Indeed, if one were to be judged by that standard, then we
all would have resigned last Thursday. [Laughter.]

Let me talk about Massachusetts. We have a very interesting sit-
uation in our State. As you know, we have experienced a decline
that went over decades, and are now in the process of restoration.
A program like IDB's is so important that we undertook a program
of targeting because, as you say, there were abuse. And a lot of
people saw this as a very convenient way of--

The CHAIRMAN. I don't want to suggest that those programs are
necessarily abuses or that abusesare all we should be concerned
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with. I just suggest the program has been too generous. I don't
quarrel with anybody who takes advantage of an existing program.
They can do that without abuse.

Senator TSONGAS. I agree. And if we are going to provide that op-
portunity and somebody takes advantage of it, that's simply human
nature.

In Massachusetts, we targeted IDB's. Only 10 percent of the IDB
program in our State is commercial, as opposed to as high as 60
percent in States that are not targeted.

This innovative approach has resulted in $140 million in new pri-
vate investment in our downtowns. We are opposed to using IDB's
to build shopping centers that compete with the downtown core
and make the downtown core commercially nonviable. It seems to
me that there are ways, in addition to what my colleagues have
talked about, of tightening up the IDB program so you do not have
this competing situation going on. So you do not allow the McDon-
alds-and the K-Mats, and so forth to be in the program.

The second point is the one-that you raised. That is that a lot of
the money has been siphoned off by major corporations who can
find financing elsewhere. I think there are ways of correcting that.
Although I would take exception to a particular figure until I could
figure out what the impact of that would be on the greatest explo-
sion base we have in the economy, which is high technology. The
$20 million figure may not be appropriate for some of those firms
who have just gotten themselves going, and which present the
enormous potential growth in the economy.

The third point I would make is the issue of revenue loss. I was
going to make reference to the figures CBO projected. They project
that a total elimination of IDB's would yield -only $200 million in
1982. As you know, there are other studies that argue that the lack
of economic stimulation would lead to a net revenue loss. We could
argue this until the cows come home. But I think the reference you
make to GE, was that this program, in essence, is about the same
as what we gave to GE via the leasing provisions.

The CHAIRMAN. Do you think we should modify the leasing provi-
sions?

Senator TsONGAS. Only if we wish to have a viable economy, Mr.
Chairman. [Laughter.]

The other point I would make-and you have a long list of wit-
nesses, and I will submit for the record-I am not going to be re-
dundant as to the comments made by my colleagues, but in our
State we think that we've worked hard in trying to put together an
economic development package. IDB's are an integral part of it.
Frankly, it is irritating, having done it the way we have done it, to
see other States that have not targeted; have not given a damn
about how it's implemented. They are now putting us in the situa-
tion of having to defend abuses. If you are in the process of curbing
those abuses or at least making the violation of the intent less pos-
sible, you have our support. We will be with you on that. But let's
not throw out the baby with the bath water.

Thank you, Mr. Chairman.
[The prepared statement of Senator Tsongas follows:]
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Senator Paul E. Tsongas

Testimony before the
Senate Finance Committee

March 17, 1982

Mr. Chairman, thank you for permitting me to testify on the subject

of Industrial Development Bonds. In my view, IDBs have played a crucial

role in business and economic development during times of economic

uncertainty and record borrowing costs. Now, with a deepening recession

brought on by the highest real interest rates in history, the Administration

has proposed restrict ions which I believe would cripple this important

program. I hope that the Committee will give the IDB program the thorough

consideration that it deserves before taking any action.

The Massachusetts Program

In Massachusetts, three-fourths 6f the companies that have received

IDBs had sales under $20 million, and one-half had sales under $5 million.

These are the companies that depend almost totally on our local banks to

finance their expansions. Today, our thrift institutions cannot make

long-tern loans to these companies, and commercial banks have moved to

shorter maturities and to interest rates floating above the incredible

prime.

In addition, Massachusetts has a strict program for targeting bonds

for commercial real estate projects to the downtowns of our older communities.

Only 10% of the Massachusetts IDB program is commercial, as opposed to as

high as 60% in states with no comercial targeting. This innovative approach

has resulted In $140 million in new, private investment in 92 commercial



67

revitalization projects in the downtowns of our'older conaunities. IDBs,

combined in many cases with Urban Development Action Grants, have been

proved effective in revitalizing our distressed areas.

Rhetoric Vs. Fact

If this program is to be reformed, I urge that reforms focus on ending

the real abuses in the program. The Administration's proposals fail to deal

directly with the real abuses. Instead, I believe, they aim primarily to

reduce the volume of the IDB program.

One abuse has stood out. That is the use of IDBs for commercial real

estate developments that are marginally productive, and often locally unpopular.

A major reason for targeting in Massachusetts has been to curb this abuse --

particularly the financing of anchor stores for regional shopping malls which

cripple downtown commerce. Basically, if we want to stop the K-art and

McDonald's syndrome, we should do it. But we should not enact restrictions

that choke off the only effective means of cutting interest rates on highly

productive investments.

It is essential, when looking at IDBs, to separate rhetoric from fact.

The rhetoric is that IOBs aid larae national corporations. In fact,

a CBO study found that IDBs have been used overwhelmingly by smaller businesses.

Ninety percent of all IDBs issued in recent years went to closely held,

unlisted firms which were dependent on local financing. Only 7% went to

Fortune 1000 companies, and only one-half of these issues exceeded $1 million.
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The rhetoric is that IDBs result in massive revenue loss to the

federal government. In fact, CBO projects that total elimination of IOBs

would yield only $200 million in 1982. The Administration sees a net

federal revenue decrease in 1983 if its proposals are enacted. A recent

University of Chicago study questioned the whole assumption of revenue

loss. Itshowed that the private investment stimulated by IDBs actually

increases tax revenues.

Although the estimates of revenue gain differ, this is hardly a crackpot

notion. Consider the analysis of Dr. Norman Turc, a leading supply side

economist, who is now Undersecretary for Tax Policy. In 1980, Dr. Ture

wrote the following:

_"IDBs are productive instruments for promoting economic development
by making saving and investment more attractive to individuals and
businesses . . . The resulting expansion of tax bases -- individual,
corporate and payroll -- would generate net gains in tax revenues
for the federal government and for the state and local governments
of the issuing Jurisdictions."

The rhetoric is that the eligibility criteria for IDBs are too generous.

In fact, the increase in IDB financings in recent years has been caused not

by overly generous criteria but by high interest..rates. In fact, the

"window of eligibility" ($10 million per company per jurisdiction) buys

one-fourth less plant and equipment in real terms than the $5 million limit

enacted by Congress in 1968. And again, CBO has noted that "the $10 million

limit effectively keeps most large corporations from making much use of

small issues."
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New Investments and New Jobs

In Massachusetts, we have seen the lower interest rates from IOBs

stimulate new investments and jobs. The 870 projects financed over the

past three years will produce 47,000 new Jobs and 18,000 man-years of

construction work.

Clearly, not all these are net new jobs. But recent University of

Massachusetts studies show that $100 million in new manufacturing investment

producesa net reduction in unemployment of over 4,800 Jobs and an increase

In personal income of $139 million -- in the first year alone. In addition,

this investment would produce $11 million in new state tax revenue in the

first year, rising to $23 million in the tenth year. These statistics do

not even count the added savings in welfare and unemployment benefits.

Do IDBs stimulate new investments? IDS recipients in Massachusetts

were surveyed last summer. Eighty-five percent responded that they would

have reduced or oncelled plant expansions without the interest rate

reductions from DBs. One-third would have cancelled their expansion

outright, another third would have delayed their growth, and one-fifth

would have cut back plans by an average 40%.

The Administration Proposal

As a matter of industrial policy, the Administration proposal has two

major weaknesses -- which I strongly oppose.
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First, the Administration proposes to make business choose between

IDBs and accelerated cost recovery. Most IDB users are small businesses

without access to affordable capital for long-term expansloo. IDBs provide

reduced 1nterestrate financing to these firms -- offsetting their disadvantages

in the financial markets. Under the Administration proposal, small business

would lose that stabilizing financial assistance. In my view, this proposal

will result in a chilling of small business expansions at the very time

we should be stimulating this type of activity.

Second, the Administration proposes a strict capital expenditure test

for all small issue IDBs. In particular, I believe that limiting total IOB

and non-IDB investments for companies to $20 million over six years will

have a severe negative impact on the high technology industry, which my

state and the entire nation depend on for our economic future. The

Administration proposes this limitation despite the severe challenge we

face from the Japanese in the high technology area. This doesn't make

any sense.

Framework for Reform

I urge the Committee to approach IDB reform in terms-of the abuses.

Restrictions on commercial IDBs would go a long way in the right direction.

As I indicated earlier, Massachusetts has limited commercial IDBs to downtown

areas. I urge the Committee to consider targeting these projects to

"distressed" areas.

Given what is happening in the budget, there will soon be no assistance

for distressed areas. Such a policy spells doom for the older urban

communities in Massachusetts and throughout the nation. Now the Administration
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has proposed to use fOBs in connection with enterprise zones -- a concept

that may hold limited promise down the road. But I believe that targeting

of this type for the !DB program' right now could be very helpful.

In conclusion, I can't help but recall the pressurized atmosphere in

which Congress put restrictions on JOBs in late 1980. Today, the housing

industry is flat on its back and the Administration is talking about

returning-,to mortgage revenue bonds. The l-esson for hasty action on

IOBs should be clear.

With unemployment growing and small company failures rising at alarming

rates, we should be certain that any restrictions are designed to make

this program more effective and less subject to abuses. To cripple the

program -- with the resulting impact on small business investments, job

creation and urban area revitalization -- would damage our economy now and

in years to come.

The CHAIMAN. Senator Byrd.
Senator BRD. I'd like to make a brief statement at the appropri-

ate time.'
The CHAIRMAN. Fine. Senator, I agree with you. I think we can

carve out gn appropriate use for IDB's. We need to work with you
and your staff and other Members who have appeared this morn-
ing. There is support, but I think the support is based on a reason-
able program, and not one that takes care of everyone. Unfortu-
nately, I find myself chairman of this -committee at a time when
we are tightening up and not expanding so you can't please every-
one who walks in. But there are still a lot of people coming in for
more. There are a lot of things that ought to be trimmed back. And
this is onethat ought to be trimmed back. Maybe that would be
unfortunate but when we are taking abqut $4 away from poor fam-
llies--I also chair the Food Stamp Committee-I don't know why
we have to finance major corporations. So we will work it out
somehow.

Senator TsoNGAs. Mr. Chairman, let me say that on occasion
those of us who are in the minority enjoy the tribulations of those
who've become the majority. [Laughter.]
I The CHAIRMAN. Well, we will try to weather the storm. [Laugh..ter.]

Senator TsoNQAs. Thank you, Mr. Chairman.
The CHAIRMAN. Senator Byrd, do you want to make a statement

now?
Senator BYRD. Yes, Mr.-Chairman. I noted in the newspaper this

morning that the chairman commented again on the leasing provi-
sions of the -1981 Tax Act, I want, for the record, to support the
chairman's view on that. I think Senator Dole is correct. That we N

95-227 0 - 02 - 6
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must either modify or repeal and I- am inclined to repeal the leas-
ing provision.

My suggestion to the chairman would be if he were willing to
have a meeting of the committee at the earliest possible date or
maybe even today, and I would present a proposal or the chairman
could present a proposal, that the committee go on record as favor-
ing either modification or repeal, without getting into the precise
detail. And that the effective date will be either today or February
19, which Senator Dole suggested at an earlier time.

I think this committee has a great responsibility. We approved
that provision. We did it with very little debate; ve little knowl-
edge of exactly what the ramifications would be. An I don't think
any of us foresaw just what the full ramifications were of that pro-
posal. So I think it has got to be repealed or at least drastically
modified. And the sooner the public knows that this committee is
going to take action on it, I think the better off everyone will be. I
think it is alluding and poisoning the entire tax Reform Act or Tax
Reduction Act of 1981. And I would hope that this committee -
would act in a reasonable time. Not necessarily on the detail, but
make clear that we do propose to modify or repeal and its effective -
date will be whatever date the committee is willing to agree on.

The CHARMAN. Well, I appreciate the statement from the Sena-
tor from Virginia. It seems to me that there is widespread support
for either modification or repeal. We are now told that our staff
and the Joint Committee have 44 different options on how to
modify leasing. And I assume everytime another company pops up,
it adds to that number. There are now 44 options, but I think the?
are all options to sharply modify leasing as of February 19. t
seemed to me rather than, in effect, give away taxpayers' dollars-
I might say to the Senator from Virginia that the reason I made
this statement that it should be effective on the 19th of February is
because it occurred to me that by the time legislative action was
taken, billions of dollars might have been given up in revenues. We
are finding a real problem, right now, in the deficit. Andit seems
to me that it might be a way. to save a billion or two.

I think it is a good suggestion, and-I will try to do that as quickly
as we can.

Senator BYRD. Thank you.
The CHAIRMAN. We are privileged to have Dr. Rivlin this morn-

ing. Alice is the Director of the Congressional Budget Office. Do
S you have any assistants or are you by yourself? You may proceed.
Dr. Rivlin, in any way you wish. Your entire statement will be
made.a part of the record-.

STATEMENT OF DR ALICE RIVLIN, I)lRECTOR, CONGRESSIONAL
BUDGET OFFICE

Dr. RIViaN. Thank you, Mr. Chairman. Let me proceed with an
abbreviated version of the statement in the interest of saving time.
Let me also note that a full report on the small issue bonds which the

CBO did last year is available to the committee for further detail.
In the past 10 years, the use of tax-exempt State and local bonds

for private purposes has grown sharply and. now accounts for about
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half of all new long-term, tax-exempt issues. Industrial revenue
-bonds [IRB's] are the primary mechanism for providing tax-exempt
financing for private investment in plant and equipment. IRB's may
be used without regard to issue size to finance pollution control equip-
ment, airport and port facilities, sports facilities, convention centers,
and industrial parks.

Small issue IRB's, Which may not exceed $10 million, may be
used to finance plant and equipment for other unspecified private
business purposes. Small issues, which are used to finance a wide
variety of facilities from manufacturing plants to country clubs,
now account for about one-fifth of all new issues of long-term. tax-
exempt bonds. Estimated sales in 1981 were $10.5 billion, an in-
crease of 25 percent over the 1980 level.

Small issues are particularly advantageous to large geographi-
cally, dispersed corporations since the dollar limit on issue size and
capital expenditures applies not to the firm, but to facilities within
an incorporated county or municipality. Large retail' chains are
probably in the best position to use IRB s because single stores usu-
ally can be financed for less than $10 million. As the chairman
noted earlier, in the past 5 years the largest single user of small
issue IRB's was K-Mart, which financed about 100 stores with $240
million in tax-exempt bonds.

The growth in revenue bond sales has not been limited to small
issues. Sales of pollution control bonds increased by 56 percent in
1981 when they reached $3.9 billion, up from $2.9 billion in 1980.-
Tax-exempt hospital bonds increased by 42 percent from $3.6- bil-
lion in 1980 to$5.1 billion in 1981.

One issue the committee should consider is whether subsidies for
private-purpose financing are still necessary in the light of both
the business tax cuts enacted under the Economic Recovery Tax
Act of 1981 and other changing conditions. It is questionable, for
example, whether tax-exempt bonds are still necessary to subsidize
hospital construction in view of the current national surplus of hos-
pital-beds. A second issue is whether the municipal bond market
can continue to absorb large increases in private purpose financing.
A third is whether tax-exempt bonds are the most efficient~neans
of providing subsidies if any are necessary. In the case of pollution
control bonds, for example, tax-exempt financing is available only
for end-of-the-pipe capital expenditures, which discourages selec-
tion of other possibly more effective solutions to the underlying pol-
lution problem, sucK as the use of less polluting raw materials for
production processes.

The administration has taken the position that the accelerated
cost recovery system [ACRS] included in last year's tax legislation
has made other subsidies, such as tax-exempt financing, obsolete.
Accordingly, it proposes to prohibit firms from using both IRB's
and ACRS. Unless the Congress has a special reason or providing
industry with subsidies so deep that they result in a negative tax
rate, the idea of trading accelerated depreciation for tax-exempt fi-
nancing would appear to merit consideration.

The administration has also proposed that small issue IRB's not
be allowed for businesses with capital expenditures nationwide of
more than $20. million over a 6-year period. This would, in most
cases, make it impossible for the Fortune listed firms to use small



64

issues. The net effect of the administration's proposal would be to
target the use of IRB's generally, and small issues in particular, to
smaller firms.

The resulting cutbacks in the use of tax-exempt bonds for private
purposes would tend to reduce municipal bond interest rates, which
have recently reached record highs. The cost of financing public
projects, such as streets, sewers and school&, would then be lower.
If the Congress determines that subsidies for private purposes in
some areas are still necessary, it might want to consider direct sub-
sidies, which are more efficient and have no adverse effect on the
municipal bond market.

Tax-exempt financingfor-private purposes has been an issue for
several years. Present law warrants reexamination to determine
whether the subsidies currently being provided serve a public pur-
pose and continue to be necessary in view of recent developments
and changes in tax legislation.

Thank you, Mr. Chairman.
[The prepared statement of Dr. Rivlin follows:]
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Mr. Chairman# my testimony this morning deals with two matters:

o Recent trends in the use of tax-exempt bonds for private purposes,-..

and;

o The likely effect of the Administration's proposals to curb the

growth of revenue bond financing.

RECENT TRENDS IN THE USE OF TAX-EXEMPT BONDS FOR PRIVATE PURPOSES

In the past ten years, the use of tax-exempt state and local bonds for

purposes other than schools, roads, sewers, and other public projects has

grown sharply. Private-purpose fLnicing now accounts for about half of all

newly issued, tax-exempt long-term bonds.

Industrial revenue bonds (IRBs) are.the primary mechanism for providing

tax-exempt financing for private investment in plant and equipment. Since

state and local governments issue these bonds, their interest income is

exempt from federal taxation, making it possible for businesses to benefit

from below-market interest rates. With IRBs, a government issuer transfers

its tax-exempt status to a private borrower, and the federal government

gives up revenues to subsidize the borrowinS costs of private industry.

Generally, the only backing for the bonds is the credit of the borrowing

firm or the revenue from the facillity_fLnanced. If the borrower defaults,

the bondholder bears the loss, so that, regardless of how many IRBs a state

--or local government issues, its credit rating is unaffected. Consequently,

the normal motivation to limit the number of bond issues is lacking.

IRBs may be used to (inance a wide variety of facilities without regard

to issue size.- These include pollution control equipment, airport and port
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facilities, sports facilities, convention or trade show facilities, and land

for industrial parks. IRBs may also be used to finance plant and equipment

for other- unspecified private business purposes, but these issues may not

exceed $10 million. Moreover, if the issue exceeds $1 million, total

capital expenditures on all of the borrowing firm's facilities within the

same county or city may not exceed $10 million for -the three years before

and the three years after the issuance of the bond. These so-called "small

issues," which are used to finance a wide variety of facilities from

manufacturing plants, to doctors' offices, to country clubs, account for the

largest share of all tax-exempt bonds floated for private purposes. The

other major uses of tax-exempt bonds are for pollution control and solid

waste disposal equipment, private hospitals, and port and airport facili-

ties. (So far, the use of the bonds for industrial parks, sports facili-

ties, and convention centers has been limited.) I will briefly outline for

you the growth in the use of tax-exempt financing in each of these areas,

starting with small issues, which were the subject of a Congressional Budget

Office (CBO) report published in 1981.

Small Issues

As of 1970, most states used small issue IRBs only for manufacturing

and closely related facilities By the mid-1970s, however, state and local

officials, brokers, bankers, and businessmen realized that federal law made

virtually any enterprise eligible for small issue-IRB financing. One state

legislature after another began to-pass laws relaxing or entirely removing

the-restrictions that earlier had confined the use of the bonds. Today, 48
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states use small issues, and more than half of these states put no

restrictions. on the use of the proceeds.

Small issues are particularly advantageous to large, geographically

dispersed corporations, since the dollar limit on issue size applies not to

the firm, but to facilities within an Incorporated county or municipality.

Large retail chains are probably in the best position to use IRBa because

single stores usually can be financed vell within the $10 million capitol

expenditure limit. Based on listings in Moody's Bond Record, the largest

single user of small--tssue IRBs in the past five years was K-Mart, which

financed some 100 stores with $240 million-in tax-exempt bonds. Other large,

users during the same period were Hospital Corporation of America ($70

million), Kroger ($55 million), Weyerhauser Corporation ($52 million), and

McDonald's Hamburgers ($43 million).

Between 197.5 and 1980, small issue sales increased from $1.3 billion to

$8.4 billion. Preliminary Indications are that in 1981 small issue sales

increased by 25 percent to $10.5 billion and represented nearly 19 percent

of all new long-term tax-exempt bond issues. Most small issues are private

placements with banks or other lenders and are rarely reported beyond the

state or local level. Consequently, the volume of issues is impossible to

determine precisely. (In an effort to estimate small issue sales, CBO

requested data from all of the states that permit use of the bonds and from

certain local agencies. Host states had good records, but some had

incomplete information or none at all.)
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Pollution Control Bonds

Sales of tax-exempt pollutTon control bonds registered a hefty 56

percent increase in 1981, when they reached $3.9 billion, up from $2.5

billion In 1980, and accounted for approximately 7 percent of all new long-

term tax-exempt bond issues. Pollution control bonds finance approximately

40 percent of all private investment in pollution control equipment. The

exemption for pollution control equipment antedated the passage of federal

environmental control laws, and may initially have served as an incentive to

Induce fire to undertake pollution abatement measures voluntarily. Today,

the availability of tax-exempt bonds--or any other subsidy for pollution

control--can have only limited Influence on a company's decision to invest

in pollution control equipment. Federal pollution control regulations are

highly prescriptive, so that firms must sooner or later make required

improvements. In some cases, however, the choice may come down to rdnova-

ting an older plant or transferring some operations to a newer one else-

where.

Private Hospital Bonds

The volume of tax-exempt bonds used to finance hospital construction

increased nearly 42 percent from $3.6 billion in 1980 to $5.1 billion in

1981 and accounted for approximately 9 percent of all new long-term

tax-exempt financing last year. Tax-exempt bonds finance about half of all

new hospital construction, and approximately three-fourths of all bonds

issued are for privately owned facilities. The use of tax-exempt bonds to

finance hospital and medical equipment has grown especially rapidly in the
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lait few years. For hospital equipment, the trend is toward short-term tax-

exempt financing. The ned-assity of providing subsidies for new hospital

construction has come into question because at present the United States has

a surplus of hospital beds. Consequently, direct federal subsidies for

hospital construction have been cut back sharply in recent years. Despite a

national surplus, some areas might lack adquate hospital facilities, making

selective use of some form of subsidy worthy of consideration.

Port and Airport Facilities

The use of tax-exempt bonds to finance port and airport facilities for

private industry has shown no clear trend in recent years. Single projects--

such as an oil pipeline, or an offshore oilport or an airline terminal--may

amount to hundreds of millions of dollars and account for the bulk of

reported expenditures in any given year. At present, ports on both the East

and the West coasts are developing plans to expand their coal exporting

capacity. Indications are that over the next five years several billion

dollars worth of IRBs will be issued to finance port dredging and terminal

construction. Although these types of projects usually attract much atten-

tion, smaller port and airport projects are often unreported. Consequently,

the precise volume of issues for port and airport facilities is unknown, and

an agency-by-agency survey of port and airport authorities would be neces-

sary to determine it.

ADMINISTRATION PROPOSALS

The Administration has recently submitted proposals to curb the use of

tax-exempt bonds. These proposals raise a number of issues: First, are
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the generous business tax cuts enacted under the Economic Recovery Tax Act

of 1981? Second, can the municipal bond market continue to absorb large

increases in private-purpose financing? Third, are tax-exempt bonds the

most efficient means of providing subsidies, if any are necessary...-

The Need for Subsidy

The Administration has taken the position that the accelerated cost

recovery system (ACRS) included in last year's tax legislation has made

other subsidies, such as tax-exempt financing, obsolete. Accordingly, the

Administration proposes that assets financed with tax-exempt bonds issued

after 1982 be depreciated using the straight-line method over an extended

recovery period, which is roughly twice as long as the period permitted

under ACRS. In addition, the Administration proposes to limit tax-exemption

to bonds that are publicly approved by local governments and that, after

1985, receive a financial contribution or commitment from the local govern-

sent. Small issue IRBs would not be allowed for businesses with capital

expenditures nationwide of more than $20 million over a six-year period.

The Administration's proposals could result in significant cutbacks in

the use of tax-exempt bonds for private purposes, although much will depend

on interest rate levels and on the ratio of tax-exempt to taxable yields.

Under current market conditions, firms in the 46 percent tax bracket, which

account for most IRB users, would be virtually indifferent between acceler-

ated depreciation and tax-exempt bonds. If interest rates were to remain

high and the ratio of taxable to tax-exempt yields were to decline, IRT~s
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would be more attractive. In any event, unless the Congress has a special

reason for providing industry with subsidies so deep that they result in a

negative tax rate, the idea of trading accelerated depreciation for

tax-exempt financing would appear to be equitable. At current interest

rates, the combination of IRS financing and accelerated depreciation for a

typical equipment purchase would result in greater tax savings than would

occur if the investment was immediately recovered In full (or "expensed").

This could cause distortions in capital resource allocation. Regardless of

whether firms choose ACRS or IRBes, cost savings would result, ranging from

about $300 million in fiscal year 1984 to $3 billion in fiscal year 1987.

The Administration's proposals would also remove the advantage that

large, geographically dispersed firms have in using small issue IRBs. A

nationwide capital expenditure limit of $-20 million will in most cases make

it impossible for Fortune-listed firms to use small issues. Firms with

annual sales of less than about $125 million would be such less affected by

the limit. CBO estimates that- this provision alone would cut back small

issue IRB use by between 15 and 20 percent. The net effect of the Adminis-

tratfon's proposals would be to target the use of IRBs generally-and small

issues, in particular--to smaller firms.

The Effect on the Municipal Bond Harket

At present, municipal bond interest rates and the ratio of tax-exempt

to taxable yields are at record highs. Historically, the-ratio has been

0.7. It is now between 0.85 and 0.9. In other words, tax-exempt rates,

which tended to be approximately 30 percent lower than conventional rates,
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are now only between 10 and 15 percent lower. As a result, the savings

normally associated with tax-exempt financing are eroding, making the

financing of public projects relatively- more expensive. The growth In

private-purpose financing is partially, but not entirely, responsible for

these developments.- In the past year, banks and casualty-insurance com-

ponies have either had lower profits or found other means of shielding

ihcome from taxation, with the result that they have substantially cut back

on their purchases of tax-exempt bonds. At the same time, the cut In the

maximum tax from 70 to 50 percent and the expansion of other tax-favored

investment options in the 1981 Tax Act have lessened individual demand for

tax-exempt bonds. Despite these structural changes, cutbacks in the volume

of tax-exempt bonds- for private purposes can only lessen the cost of

financing public projects.

The Efficiency of Tax-Exempt Bonds

If subsidies for private industry are 'necessary, it is questionable

whether tax-exempt bonds are the best way to provide them. Direct subsidies

may be a less expensive and more efficient alternative, since the entire

subsidy would then go to the -industry, or institution. With tax-exempt bond

financing, between a quarter and a third of the subsidy goes to bondholders,

underwriters, and bond counsel. Tax-exempt bonds often result in other

inefficiencies. In the case of pollution control bonds, for example, tax-

exempt financing is available only for "end-of-pipe" capital expenditures,

which discourages selection of other, possibly more effective, solutions, to

the underlying pollution problem--such as the use of less polluting raw

materials or production processes. Direct subsidies would encourage more
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efficient use ,of resources. In the case of hospitals, targetiag direct

subsidies to areas that may have shortages of adequate facilities may be a

much leeucostly and more efficient means of providing aIsistance than the

.continued universal availability of tax-exedipt financing.

Other Approaches

An alternative that the Congress may wish to consider, would be to

target the use of tax-exempt financing to needy or distressed areas. The

major problem with such an approach is the -difficulty of arriving at

definitions of distress that represent a consensus without including most of

the country.

The Congress may, of course, decide to maintain current law. If so, it

may at least want to consider instituting a reporting requirement for all

tax-exempt bond sales in order to make possible more accurate estimates of

the cost of continuing tax-exemption. - If so, the Congress could make tax-

exemption conditional on the reporting of sales to a designated federal

agency. H.R. 4717, as passed by the Senate, would institute a reporting

requirement for small issues. The bill is now awaiting conference.

CONCLUSION

Tax-exempt financing for private purposes has been an issue for several

years. Current law-which essentially goes back to 1968--warrants reexam-

ination to determine whether the subsidies the federal government is

providing to private industry continue to serve a public purpose and whether

they continue to be necessary in view of more recent developments and

changes in tax legislation. The Treasury has tried to address these issues

in its proposals. Other proposals may be equally valid. Clearly, however,

the problem needs to be addressed.
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The CtARMAN. Senator Byrd.
Senator BYRD. Dr. Rivhn, in the earlier part of your statement-I

didn't want to interrupt you at the time-it was not clear. You
meitioned'that one-fifth of the tax-eXempt industrial development
bonds were used for a certain purpose. I didn't get that.

Dr. RIvnU. Those are the small issues.
Senator BYRD. Beg your pai0on.
Dr. RrvuN. The small issues account for about one-fifth. The

others are for pollution control, hopitals and other purposes
Senator BYRD. Thhnk you. That clarifies that point. Is it your

feeling that Congress should tighten up considerably on the use of
these industrial development bonds?Dr. RrvUN. We think grave questions are raised by the actual
uses of them, and that-Congress should certainly reconsider wheth-
ir the purposes for which you intended this provision are really

being served.
Senator BYRD. Would you change the limitations? The dollar

limitations?
Dr. RIvuN. The administration's proposal to set a nationwide

dollar limitation, rather than just county- by county"or municipality
by municipality, would serve to cut out the big national firms that
are using this device to finance; facilities in different parts of the
country, this would seem to me certainly to merit serious consider-
ation.

Senator BYRD. Yes. It seems to me it would. I have felt that while
the industrial revenue bonds do serve a purpose and have a place
that they have been-I don't want to use the word "abuse," be-
cause that's the law. The' law is that persons can take advantage of-
this provision. But I think it should be greatly tightened up. As to
exactly how to tighten it up is something else. I think that provi-
sion you mentioned there makes a lot of sense. In any case, I think
the time has come to tighten up on the use of and the purposes for
which these bonds are used. Thank you.

The CHAIRMAN. Senator Bradley.-
Senator BRADLEY. Thank you, Mr. Chairman.
Ms. Rivlin, I would like to know your assessment of the wisdom

of cutting back on IDB's at a time when interest rates are excess
sively high. Do you feel that the IDB advantage actually produces
some building that would not be there in a time of high interest
rates?

Dr. RMVUN. I think it's a difficult question. Obviously, interest
rates are high for everybody at' the moment. They are high for
State and local governments wanting to finance projects for munic-
ipal, purposes too. The elimination of IDB's or the restriction of
IDB's would certainly make interest rates higher for the private
borrower who is taking advantage of them, and lower for the public
borrower. -

iSenator BRADLuY, Well, do you think that the municipal bond
market can assume larger financing for such private purpose issues-

Di RIDDN I think it's doubtful. It's a very large part of the tax-

exempt market-now roughly half. Ad it' certainly contributed to
raiski municipal bond ra t6s
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Senator BRADLEY. So your thought is that half of the tax-exempt
financings now goes to IDB's.

Dr. RivuiN.. Roughly of the long-term, tax-exempt financing.
Senator BRADLEY. And that they are crowding out the potential

access to revenues for local governments and raising the interest
rates for local government issues?

Dr. RIVUNi-Yes. I think they certainly contribute heavily to the
record high rate on municipal bonds.

Senator BRADLEY. In light of the provisions in the Economic Re-
covery Tax Act you mentioned, I think, on page 5 of your testimo-
rly, do you think that there is less or more reason for IDB's this
year than last?

Dr. RIVuiN. Oh, clearly, less. To the extent that IDB's were a way
of encouraging general business investment, you have already done
that-in the 1981 tax legislation. I think the administration's idea
that firms putting up private facilities ought not to benefit from
both IDB's and'ACR's is logical.

Senator BRADLEY. Does it make any sense to you-to set a certaintargeting criteria for the use of IDB's? For example, in many areas
of my State you find IDB's being used for private investment in
areas which might not have received investment. Does the target-
ing concept appeal to you at all?

Dr. RIvuN. Yes. If the intent of the Congress is to encourage in-
vestment in particular areas that are having difficulties, that's one
way to do it. Targeting would also reduce both the revenue loss and
the upward pressure on municipal bond rates.

Senator BRADLEY. Do you have any thoughts as to how thatmigh be targeted?... •Dr. RrvLN. Targeting is always difficult, as you know.

Senator BRADLEY. That's why I wanted to get the CBO's opinion.
Dr. RIVUN. Depending on the intent, disadvantaged areas could

be targeted in some way. One could put together a set of census
statistics that would direct'the financing to those areas. It is not
eas to do, however.

Senator BRADLEY. And your assessment of the rationale for the
administration's proposal to limit IDB small issues to companies-of
under $20 million is that the bigger companies can take care of
themselves? Is that the idea?

Dr. RIvuN. Yes. There is a question about whether any particu-
lar national interest is served by current law.

Senator BRADLEY. If you had a targeting criteria, and a large
company wanted to invest in the targeted area, what, in your opin-
ion;, should be more important? The investment in the targeted
area or the fact that it's a larger company taking advantage?

Dr. RIvuN. I think that's a question for the Congress and not for
me. What do you want to accomplish with this provision? If your
primary purpose is to get some kind of investment into targeted
areas, %en the target should dominate. If the primary purp i

help small business-generally, which some of the Senators on
the previous panel suggested, then I think the dollar limit on na-
tional firms makes-more sense.

Senator BRADLEY. Thank you, Mr. Chairman.
The CHAIRMAN. Dr. Rivlin, first I want to thank CBO for their

study in April, which was updated in September. It was very help
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ful to our committee staff. And we thought it was, an excellent
study. I believe that we can work out some sound legislation. But I
don't believe that we should be concerned-about Allied Chemical or
Dw Chemical or Burlington Industries or Colt Industries or Cor-
ning Glass Works or General Mills or General Motors. Those aren't
exactly mom and pop operations.

Dr. RviN. No; they are not.
The CHAIRMAN. A iot of moms and pops work there. [Laughter.]
And those are the areas that need our attention. Hospital Corp."

of America, for instance, as you have indicated-we are trying out
ways to use the extra beds that we have fiow, the excess beds. The
cost of medicare-is about to go through the ceiling. It's up to $56billion this year, headed for $100 billion by 1990. Ten years ago it
was estimated it would be $9 billion by 1990. So K-Mart, over the
last 10 years, has used $384 million in bonds. And McDonalds-not
in that area, but substantial. So I would guess-and you have re-
sponded to some of the questions that I have had-it is my under-
standing at'least that this does have an adverse effect on tradi-
tional municipal bonds. Is that your conclusion?

Dr. RIvLiN. Yes; it's hard to say exactly how -much, but it cer-
tainly puts upward pressure on their interest rates.

The CHAIRMAN. I think the administration bill deserves consider-
ation. So I would hope that we may be calling on you for statistical
data and information of that kind. We have to make a final judg-
ment, I understand. We appreciate very much your being here this
morning.

Dr. RIVUN. We are available to help further if necessary.
The CHAIRMAN. Senator Byrd.
Senator-BYRD. Let me ask one question if I may. You mentioned

the record high interest rates which communities now must pay for
municipal bonds.

> _ 'Dr. RIVIN. Yes.

Senator BYRD. On municipal bonds. What does the average city
or average county now pay in the way of interest on municipal
bonds, tax-exempt municipal bonds?

Dr. RIVLIN. Let me see if one of my staff has a recent quotation
on that.

This is Mrs. Richardson who' was responsible for our report last
year.

Mrs. RICHARDSON. It depends a lot on the credit rating of the
city. In some cases, cities have been paying long-term, taxexempt
rates in the neighborhood of 9 to 10 percent; others have been
paying more.

Senator BYRD. What?
Mrs. RICHARDSON. Nine to ten percent, or more. I can check more

recent figures, and if there is any change in this, I will make the
change.for the record.

Senator BYRD. Would that be what you might call an average?
Mrs. RICHARDSON. Let me get you an updated figure for the

record. i haven't checked the most recent bond buyer index, which
-would giveyou the average.

Senator 3YRD . Very good if you would. And could you have that
information telephoned to my office?

Mrs. RICHARDSON. Sure. I'll-do that this afternoon.

96-227 0 - 02 - 6
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Senator BYRD. Thank you.
[The information follows:] " U CoNGREs,

CONGRESSIONAL BuDor Onz CE,
WashingtOn, D.C, March 17, 1982.

Hon. HARRY F. BYRD, Jr.,
Committee on Finance,
U.S. Senate, Washington, D.C

DEAR SENATOR: In response to your questions on tax-exempt interest rates at the
Senate Finance Committee hearings this morning, I would like to pass along the
following information.

In the past two years, municipal bond interest rates have risen steadily and
sharply. Although the rate that a municipality will pay on any single issue will
depend heavily on its credit rating, the size of the issue and the timing of its entry
into the market, the Bond Buyer index provides a good indication of general trends.
This index, which is compiled weekly, is based on 20 representative general oblia-
tion bonds with varying ratings and 20-year maturities.. (The Bond Buyer is a daily
publication that covers developments in the municipal bond market.)

As the following table indicates, municipal bond rates declined from 1975 to 1977,increased slightly in 1978, remained fairly stable in 1979, and have since been rising-
sharply. (The table shows the highest and lowest average interest rates recorded for
each year since 1976. The p percentage difference between the high and low yields is
an Indication of the volatility of municipal bond rates, which also has been greater
since 1980.).

MUNICIPAL BOND RATES, 1975-81

Yar Hih)le~d WLwN I

1975 . . . . ......................................................................................... ....................... 7.67 6.27 22.3
1976 .......................................................................................................................... 7.13 5.83 22.3
1977 ............................................................................................................................ 5.93 5.45 8.8
1978 ............................................................................................................................. 6.67 5.58 19.5
1979 ............................................................................................................................. 7.38 6.08 21.4
1980 ......................................................................................................................... 10.56 7.11 48.5
1981 ...................................................................................... ....................................... 13.30 9.49 40.1

As of March 11, 1982, the index for general obligation bonds was 12.71 percent.
The Bond Buyer index for tax-exempt revenue bonds was 13.59 percent. Revenue
bond interps-rates- are generally higher because general obligation bonds are
backed by the full faith and credit of the issuing locality; revenue bonds are backed
by the revenues from the facility or project being financed, rather than by general
tax funds..

If you have any further questions, please let us know.Sincerely,"S rALCE M. RtVLN, Director.

The CHAIRMAN. Senator Grassley.
Senator GRAsSLEY. I have no questions.
The CHAIRMAN. Thank you very much.
I think there will be other witnesses, Senator Byrd, from different,

cities that might have information, too.
Dr. RIViU. Thank you, Mr. Chairman.
The CHAIRMAN. Otir next witness, in fact, we have a panel of

witnesses consisting of Jeffrey Esser, director of Federal liaison
center, Municipal Finance Officers' Association; Richard Guthman,
"Jr., council member, city of Atlanta, Ga.; Peter Shapiro, county
-executive, UFsx. County, N.J.

T remind the witnesses that your entire statements Willbe made a _---
part of the record. It's my hope that you can summarize your
statements and not each repeat whet the other one has said because
we have three or four panels of witnesses remaining, and we would,
like to finish them all this morning.

'-Do you have an order in which you wish to proceed?
.Mr. GTmMAN. Mr. Chairman, I will go first.
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The CHAIRMAN. OK. Mr. Guthman will be first. Mr. Shapiro, are
you second?

Senator BRADLEY. Mr. Chairman, let me just welcome Mr. Shapiro
to the committee. He's one of the outstanding public servants In New
Jersey. He runs an outstanding county operation, and I am sure his
comments heri today are going to be very helpful to the committee.
And we welcome you, Pete.

Mr. SHAPIRO, Thank you, Senator.
The CHAIUMAN. Dick, go ahead.

STATEMENT OF RICHARD GUTHMAN, JR., COUNCIL MEMBER,
CITY OF ATLANTA, GA.

Mr. GUTHMAN. Mr. Chairman and members of the committee, I
am Richard Guthman, council member in Atlanta, and chairman
of the National League of Cities' Finance, Administration, and In-
tergovernmental Relations Policy Committee. I appreciate your
giving me this opportunity on behalf of NLC to present the views
of city officials on industrial development bqnd and minimum tax
prop before the committee.

My primary purpose here today is to urge the committee to pass
legislation that will--control the issuance of tax-exempt industrial
development bonds. NLC is no newcomer to this position. We have
held this view for several years. Our concern about IDB's tran-
scends the often publicized abuses of small issue IDB's to the fun-
damental need to preserve the municipal bond -market for clearly
public needs. As much as we might like to, we simply cannot go on
ending tax-exempt credit to an ever-expanding list of private pur-

poses.
Moreover, IDB's have lost their effectiveness as an economic de-

velopment tool for cities because they are nearly universally avail-
able, practically for the asking.

While our position is not new, there has never been a greater ur-
gency to act than now. The municipal bond market is ailing. In-
terest rates are through the xoof, but that is not news to you since
all of the markets are suffering.

What is particularly disturbing, though, is the fact that the
spread between tax-exempt and taxable rates has narrowed sub-
stantially.'Traditionally, the spread between-long-te-rm, tax-exempt,
and taxable rates has been about 80 to 35 percent. In 1981, that
margin shrank from 10 to 15 percent. The difference is still danger-
ously small.

What these shrinking spreads tell us is that the demand for tax-
exempt bonds has fallen relative to other investments. One reason
for this is that institutional investors have left the market in
droves. Market analysts tell us, furthermore, that commercial
banks,- historically our best customers, may not return to the
market to the same degree that they have participated in the past,
even after economic recovery. Fortunately for us, last year, individ.ual buyers, attracted by very high interest rates, replaced some of
the demand in the market or else it would have collapsed. We
cannot continue to rely on individuals to prop up thiis market. That
is, if we want affordable interest rates, -

One reason for that is that the Economic Recovery Tax Act of
1981 not only lessened the the need for tax shelter, it also made
tax shelter more readily available. The change in tax laws further
reduce the demand for bonds.
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The market functions according to laws of supply and demand.
Interest rates on bonds have increased as demand has, decreased.
The prices on bonds have gone down as supply has increased.
There is little cities or States can do to adjust the demand, but we
can address the matter of supply. We need to, in effect, set prior-
ities on the use of limited tax-exempt credit. And in doing so,-we
must conclude that public needs, such as the building of roads,
bridges, sewers, water lies, public buildings, airports, and ports,
deserve a preference over essentially private purposes.

As it is now, bonds for private purposes are gradually crowding
out regular State and localgovernment general obligation and rev-
enue bonds from the market. As recently as 1976, regular GO and
revenue bonds accounted for three-fourths of the volume. Now they
are only half the total long-term tax-exempt volume. Particularly
noticeable has been the growth of small issue IDB's which have ex--
ploded from $1.4 billion in 1976 to an estimated $10.5 billion last
year. In that time period, they have gone from 4 percent of the
market to approxiately 19 percent.

Pollution control bonds and bonds for utilities-also represent
growing sectors of the market.

Someone put it quite aptly not long ago when he said that the
major question for this decade in public finance is who will get the
tax-exempt money-the local hamburger chain or the local high-
way system?

NLC endorses the administration's proposal to control IDB's with
some exceptions that I have detailed in my formal statement sub-mitted for the record. We think it is quite ingenious. It forces po-
tential private beneficiaries of bonds to choose the tax break they
want, instead of receiving a tax break in the form of accelerated
depreciation-that is ACRS enacted last year-in addition to tax-
exempt financing. Moreover, the proposal does not eliminate any
current statutorily authorized uses of bonds.

We are not so naive to think that this proposal is not without
considerable controversy. There are those who do not want any
changes whatsoever in the use of IDB's, including some State and
local officials.

One of the most controversial aspects of the proposal would
doubtless be the application of the ACRS trade-off principle to -all
-IDB's and not just to small issues. We support its broad application
because the principle is the same no matter what the size or pur-
pose of the tax-exempt bond: No taxpayer should have both the
benefits of ACRS and tax-exempt financing.

Those that benefit from pollution control bonds will tell you cer-
tainly that they serve a public putpse. NLC has opposed pollution
control bonds since 1976, because cleaning up air or water pollution
from a clearly identifiable source is a responsibility that goes along
with being a good corporate citizen. It's a cost of production that
should be borne by the user of the services and goods and not by
allItaxpayers. They were originally intended to give industry incen-
tives to deal with pollution problems and to ease the cost of retro-
fitting existing plants to meet Federal standards, but those bonds
issue now are usually for new plant and equipment. .
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Some bond programs are like old categorical grant programs. We
never go back to eliminate them once they have served their in-
tended purpose.

While I have concentrated so far on IDB's, I do not want to down
play our concern that the minimum tax proposal now under discus-
sion could adversely effect the municipal bond market. To us, it
would be inconsistent to help the market on the one hand with the
IDB proposal, and on the other, deal it a blow with a minimum tax
law. Including either interest for tax-exempt bonds or interest de-
ducted on borrowings to purchase or carry tax-exempt bonds as one
of the preference items of the minimum tax would simply lessen
the advantages of buying or holding tax-exempt bonds for individ-
uals and institutions.

Treasury has said that the banks will be the industry most ef-
fected by a minimum tax, and, as I said before, banks are our best
customers.

We do not wish to quarrel with the idea that every person or
business that earns income ought to pay some minimum tax. How-
ever, in the final analysis, while the incidence of a minimum tax
may fall on banks or individuals, the economic burden will fall on
States and local governments.

[The prepared statement of Mr. Guthman follows:]
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STATEMENT

OF.
RICHARD GUTH'AN, COUNCILMEMBER, ATLANTA, GEORGIA

FOR THE
NATIONAL LEAGUE OF CITIES

MARCH 17, 1982

MR. CHAIRMAN AND MEMBERS OF THE COMMITTEE, I AM RICHARD

GUTHMAN, COUNCILMEMBER IN ATLANTA, AND-CHAIRMAN OF THE

NATIONAL LEAGUE OF CITIES' FINANCE, ADMINISTRATION, AND INTER-

GOVERNMENTAL RELAiTNS POLICY COMMITTEES I APPRECIATE YOUR

GIVING ME THIS OPPORTUNITY, ON BEHALF OF NLC, TO PRESENT THE

VIEWS OF CITY OFFICIALS ON TAX MATTERS BEFORE THE COMMITTEE.

WHILE NLC HAS AN INTEREST IN SEVERAL TAX ISSUES THAT YOU WILL

BE CONSIDERING IN THE COMING DAYS, I WILL CONFINE MY REMARKS

TO TWO MATTERS: INDUSTRTr DEVELOPMENT BOND AND MINIMUM TAX

PROPOSALS.

MY PRIMARY PURPOSE HERE TODAY IS TO URGE THE COMMITTEE

TO PASS LEGISLATION THAT WILL CONTROL THE ISSUANCE OF TAX-

EXEMPT INDUSTRIAL DEVELOPMENT BONDS BY STATE AND LOCAL GOVERN-

MENTS. 1 REALIZE IT IS HIGHLY UNUSUAL FOR LOCAL GOVERNMENT

OFFICIALS TO BE ASKING THE FEDERAL GOVERNMENT TO DO WHAT SOME

WOULD REGARD AS INTERFE-ING WITH'STATE AND LOCAL AFFAIRS,

BUT THAT INTERVENTION IS NECESSARY IF WE ARE GOING TO PRESERVE

THE MUNICIPAL BOND MARKET FOR PUBLIC PURPOSES. WE GENERALLY

ENDORSE THE ADMINISTRATION'S PROPOSAL TO CONTROL IDB's WITH
SOME EXCEPTIONS THAT I WILL RETURN TO IN A MOMENTS
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WHILE WE ARE JOINING HANDS WITH THE ADMINISTRATION IN

WORKING TO PASS THIS INITIATIVE, OUR REASONS FOR DOING SO ARE

NOT THE SAME. ONE OF THE ADMINISTRATION'S PRIMARY-MOTIVATIONS

FOR ADVANCING THIS PROPOSAL IS TO PICK UP REVENUES FOR THE

TREASURY. BURGEONING FEDERAL DEFICITS ARE A CONCERN TO NLC,
TOO, BUT IT IS THE CURRENT POOR HEALTH OF THE BOND MARKET,

WHICH THREATENS THE AVAILABILITY OF CAPITAL FOR BASIC INFRA-

STRUCTURE NEEDS OF THE COUNTRY, THAT DRIVES OUP DESIRE TO SEE

IDB's CONTROLLED. IN ADDITION, WE BELIEVE THAT-SINCE IDB'S ARE-
NEARLY UNIVERSALLY AVAILABLE, PRACTICALLY FOR THE ASKING, THEY

HAVE LOST THEIR EFFECTIVENESS AS AN ECONOMIC DEVELOPMENT TOOL

FOR CITIES,

THIS IS A PROBLEM WE CANNOT SOLVE OURSELVES, ANY CITY

OR STATE THAT ACTS.TO RESTRICT IDB ISSUANCE PLACES ITSELF AT

A COMPETITIVE DISADVANTAGE WITH SURROUNDING JURISDICTIONS$

UNDERSTANDABLYj NO ONE WANTS TO BE THE FIRST TO CUT BACK.

To SAY THAT IT CAN BE HANDLED ON A STATE-BY-STATE BASIS

WITHOUT FEDERALLEGISLATION IGNORES REALITY. ABUSES IN THE

USE'OF THESE BONDS AND THE PROLIFERATION OF IDB's HAVE BEEN

WELL-KNOWN FOR THE LAST TWO TO THREE YEARS YET IN THAT TIME

NO STATE HAS ACTED EITHER TO ELIMINATE ABUSES OR TO RESTRICT

VOLUME. UNIFORM NATIONAL CONTROLS ARE NEEDED.

WITH RESPECT TO MINIMUM TAX PROPOSALS, NLC URGES THE

COMMITTEE NOT TO PASS ANY PROPOSAL THAT WILL ADVERSELY AFFECT

THE MUNICIPAL BOND MARKET. INCLUDING INTEREST ON TAX-EXEMPT

1~

/
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BONDS OR INTEREST DEDUCTIONS ON BORROWINGS TO PURCHASE BONDS

AS A PREFERENCE ITEM IN A MINIMUM TAX WOULD REDUCE THE DEMAND

FOR OUR BONDS AND FURTHER HARM AN ALREADY AILING MARKET

I, INDUSTRIAL DEVELOPMENT BONDS

THE-CONDITION OF THE MART

IT WILL CQME AS NO SURPRISE TO YOU TO HEAR THAT CITIES

HAVE BEEN FACING RECORD HIGH INTEREST RATES IN THE MUNICIPAL

BOND MARKET THIS PAST YEAR. INTEREST RATE RECORDS HAVE BEEN

OCURRING IN ALL THE MARKETS. WHAT IS PARTICULARLY DISTURBING,

THOUGH, IS THE FACT THAT THE SPREAD BETWEEN TAX-EXEMPT AND

-TAXABLE RATES-HAS NARROWED SUBSTANTIALLY. TRADITIONALLYo THE

SPREAD BETWEEN LONG-TERM TAX-EXEMPT AND TAXABLE RATES HAS RUN

ABOUT 30 TO 35 PERCENT, BUT IN 1981 THAT MARGIN SHRANK TO-10
TO 15 PERCENT. THE MARKET HAS RECOVERED SOMEWHAT NOW7_BUT THE

SPREAD REMAINS TOO SMALL,

THE SIGNIFICANCE OF THAT DEVELOPMENT IS THAT, WHILE ALL

THE CREDIT MARKETS ARE PLAGUED BY OPPRESSIVELY HIGH INTtREST

RATES, THE DEMAND FOR TAX-EXEMPT BONDS HAS FALLEN RELAY IVE.-TO

OTHER INVESTMENTS. ONE-REASON FOR THIS IS THAT INSTITUTIONAL

INVESTORS ARE STAYING AWAY FROM THE MARKET IN DROVES, FORTU-

NATELY FOR US, SOME OF THAT DEMAND HAS BEEN REPLACED BY IN-

DIVIDUAL BUYERS OR ELSE THE MARKET WOULD HAVE COLLASPED LAST

YEAR. THE OBVIOUS ATTRACTION FOR INDIVIDUALS-IS THE RECORD

--HIGH INTEREST THEY CAN EARN - THAT IS GOOD FOR THEM BUT BAD
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FOR THE ISSUERS WHO HAVE TO PAY THOSE RATES$

UNFORTUNATELY FOR MUNICIPAL ISSUERS, THERE ARE SIGNS THAT

INTEREST RATES IN THE TAX-EXEMPT MARKET MAY STAY HIGH RELATIVE

TO TAXABLE RATES EVEN IF THE ECONOMY MAKES-A FULL RECOVERY,

MOST ANALYSTS ARE PREDICTING THAT BANKS, WHICH HOLD ABOUT 42
PERCENT OF ALL MUNICIPAL DEBT, WILLJEVER REGAIN THEIR FULL

APPETITE FOR BONDS BECAUSE THEY HAVE MOVED TO OTHER METHODS

OF REDUCING THEIR TAX LIABILITIES

IN ADDITION, THE ECONOMIC RECOVERY TAX ACT OF 1981 NOT

ONLY LESSENED THE NEED FOR TAX SHELTER, IT MADE TAX SHELTER

MORE READILY AVAILABLE- THE ACT LOWERED REGULAR TAX RATES,

REDUCED THE TOP-CAPITAL GAINS RATE, EXPANDED THE USE OF INDI-

VIDUAL RETIREMENT ACCOUNTS (IRWS), SHARPLY REDUCED ESTATE

_.TAXES, AND MADE OTHER SHELTERS, SUCH AS LEASING, MORE ATTRAC-

TIVE. THESE CHANGES IN TAX LAWS FURTHER REDUCE THE DEMAND FOR

BONDS.

WHAT WE SEE, THEN, IS A MARKET THAT TRULY RESPONDS TO

SUPPLY AND DEMAND FORCES. INTEREST RATES ON BONDS HAVE IN-

CREASED AS DEMAND HAS DECREASED, THERE IS LITTLE CITIES OR

STATES CAN DO TO ADJUST DEMAND, BUT WE CAN ADDRESS THE MATTER

OF SUPPLY, WE NEED TO, IN EFFECT, SET PRIORITIES ON THE USE OF

LIMITED TAX-EXEMPT CREDIT AND IN DOING THAT WE MUST CONCLUDE

THAT CLEAR PUBLIC NEEDS, SUCH AS THE BUILDI-N OF ROADS, BRIDGES,

SEWERS, WATER LINES, AIRPORTS AND PUBLIC BUILDINGS, DESERVE A

PREFERENCE OVER ESSENTIALLY PRIVATE PURPOSE NEEDS. WE BELIEVE THAT

- I



86

THE ADMINISTRATION'S PROPOSAL ON IDB's WOULD HELP TO ACHIEVE

THAT ORDERING.

RIGHT NOW BONDS FOR OTHER THAN STATE AND LOCAL GOVERNMENT

USES ARE BEING GIVEN A DEFACTO PREFERENCE IN THE MARKET, RE-

GULAR STATE AND LOCAL GOVERNMENT GENERAL OBLIGATION AND REV-

ENUE BONDS ACCOUNT FOR ONLY ABOUT HALF THE TOTAL LONG-TERM TAX-

EXEMPT VOLUME; AS RECENTLY AS 1976 THEY ACCOUNTED FOR THREE-

FOURTHS OF-THE VOLUME. TAKING THEIR PLACE HAVE BEEN BONDS

ISSUED FOR PRIVATE COMPANIES OR BONDS ISSUED BY OTHER THAN

GENERAL PURPOSE STATE AND LOCAL GOVERNMENTS. PARTICUALARLY

NOTICEABLE HAS BEEN THE GROWTH OF SMALL-ISSUE IDB's, WHICH HAVE

EXPLODED FROM $1.4 BILLION, OR 4 PERCENT OF THE LONG-TERM MAR-

KET, IN 1976 TO AN ESTIMATED $10.5 BILLION. OR 19.5 PERCENT OF
THE MARKET, IN 1981. -POLLUTION CONTROL BONDS FOR PRIVATE IN-
DUSTRY, WHICH HAVE AVERAGED $2.5 BILLION SINCE 1976, JUMPED TO

$4.3 BILLION LAST YEAR. UTILITIES, WHICH NOT MANY YEARS AGO

ISSUED VERY FEW BONDS, NOW ACCOUNT FOR ABOUT 19 PERCENT OF TOTAL

VOLUMES

As YOU KNOW, MOST BONDS ISSUED FOR BUSINESSES ARE BACKED
BY THE CREDITWORTHINESS OF PRIVATE-SECTOR BENEFICIARIES,

IRONICALLY, MANY BENEFICIARIES OF TAX-EXEMPT BONDS HAVE BETTER

CREDIT-STANDINGS AND EASIER ACCESS TO CAPITAL THAN DO THE STATE

AND LOCAL'GOVERNMENT ISSUERS WHO-ARE LENDING THEM THEIR TAX-

EXEMPT PRIVILEGE OR WHO ARE COMPETING FOR CAPITAL IN THE SAME

MARKETPLACE. STATE AND LOCAL GOVERNMENT ARE BESET BY A VARIETY,

OF FINANCIAL PROBLEMS BROUGHT. ON BY CUTS IN GRANT AID, TAX AND

SPENDING LIDS, SLOW TAX BASE GROWTHi AND GROWING LIABILITIES,
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ALL OF WHICH-AFFECT THEIR ABILITY TO SERVICE DEBT. THE LENDING

OF TAX-EXEMPTION'TO PRIVATE BENEFICIARIES. THEREFORE, EFFEC-

TIVELY ALLOCATES CREDIT AWAY FROM"-TRADITIONAL PUBLIC SECTOR

NEEDS. CONSEQUENTLY, CITIES CAN'T SELL, OR DONIT BOTHER TO TRY

TO SELL, BONDS FOR PUBLIC NEEDS WHILE CORPORATIONS BENEFIT FROM

CHEAPER MONEY THAN, COULD OTHERWISE BE OBTAINED IN THE PRIVATE

MARKETS AND 100 PERCENT FINANCING FOR THEIR PROJECTS.

THE ADMINISTRATION PROPOSAL

WHILE WE ARE CRITICAL OF THE GROWING DOMINANCE OF IDB's

AND OTHER PRIVATE-PURPOSE BONDS IN THE-TAX-EXEMPT MARKET, WE

DO NOT THINK THEY SHOULD BE DONE AWAY WITH ENTIRELY. THERE IS-

JUSTIFICATION FOR GIVING TAX INCENTIVES TO.ENCOURAGE URBAN

REVITALIZATION, JOB CREATION OR RETENTION, AND THE ACHIEVEMENT

OF OTHER PUBLIC NEEDS OUTSIDE THE GOVERNMENT SPHERE. THAT IS

WHY WE THINK THE ADMINISTRATION PROPOSAL IS PARTICULARLY IN-

-GENIOUS: IT FORCES POTENTIAL PRIVATE-BENEFICIARIES OF BONDS

TO CHOOSE THE TAX BREAK THEY WANT, INSTEAD OF RECEIVING A TAX

BREAK IN THE FORMOF ACCELERATED DEPRECIATION (I.E., ACRS) IN

ADDITION TO TAX-EXEMPT FINANCING. MOREOVER, IT DOES NOT

ELIMINATE ANY CURRENT STATUTORILY AUTHORIZED USES OF BONDS.

FURTHERMORE, NLC BELIEVES IT IS SOUND PUBLIC POLICY TO

REQUIRE PUBLIC HEARINGS ON PROPOSED BOND-FINANCED PROJECTS

AND APPROVAL OF BONDS BY DIRECTLY-ELECTED OFFICIALS, AS CALLED

FbR IN THE ADMINISTRATION PROPOSAL. FOR PRACTICAL REASONS,

BAOND-ISSUING AUTHORITIES OF NON-ELECTED PEOPLE HAVE BEEN ES-

TABLISHED ACROSS THE COUNTRY. THEY SERVE IMPORTANT PURPOSES
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IN MANY CASES, BUT THEY SHOULD NOT SERVE-TO HIDE THE PUBLIC'S

BUSINESS. THE GRANTING OF TAX-EXEMPTION IS SOMETHING THAT

SHOULD BE DONE ONLY BY ELECTED OFFICIALS ACTING IN THE OPEN,

WE STRONGLY SUPPORT THE PRINCIPLE EMBODIED IN THE

ADMINISTRATION PROPOSAL THAT THE ISSUER MUST BE FINANCIALLY

INVOLVED IN THE PROJECTS TO BE ASSISTED -:OR THE LAST SEVERAL

YEARS NLC HAS HAD POLICY STATING THAT ISSUERS SHOULD BE
ASSOCIATED BOTH "FUNCTIONALLY AND FINANCIALLY" WITH THE OBLIGA-

TIONS CREATED THROUGH IDB's, THIS INVOLVEMENT ASSURES THAT

THE ISSUER HAS A STAKE IN THE PROJECT WHICH, IN TURN, HELPS

ASSURE THAT THE PROJECT MEETS A PUBLIC PURPOSE. THERE ARE,

HOWEVER, MANY TECHNICAL PROBLEMS WITH THIS PROVISION WHICH

MUST BE ADDRESSED WHEN YOU WRITE THE LEGISLATION, NEARLY

ALL STATES HAVE STATATORY OR CONSTITUTIONAL PROHIBITIONS ON

"GIFTS OF PUBLIC FUNDS" TO PRIVATE PARTIES WHICH COULD CAUSE

TREMENDOUS DIFFICULTY IN IMPLEMENTING THIS REQUIREMENT. DIRECT--

FINANCIAL CONTRIBUTIONS OF MOST KINDS TO A PROJECT COULD BE

CONSTRUED TO BE A "GIFT OF PUBLIC FUNDS." THE REQUIREMENT

MUST BE STRUCTURED VERY FLEXIBLY SO THAT A CONTRIBUTION CAN

BE MADE "TO OR FOR THE BENEFIT OF" THE PROJECT ASSISTED, AN

EXAMPLE WOULD BE THE PROVISION OF IMPROVED NEW SEWER LINES OR

ROADS WHICH ARE NOT PART OF THE ACTUAL PROJECT ASSISTED WITH

BONDS, BUT WHICH NEVERTHELESS WILL BENEFIT THE PROJECT,

As I-MENTIONED EARLIER, THERE ARE PARTS OF THE ADMINIS-

TRATION PROPOSAL TO WHICH WE TAKE EXCEPTION. LET ME COVER

THOSE POINTS.
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WE OPPOSE THE REQUIREMENT THAT BONDS NE ISSUED IN REGIS-

TERED FORM. THE PROPOSAL CALLS FOR REPORTING OF ALL BOND SALES,

WHICH WE STRONGLY SUPPORT AND WHICH WE THINK MEETS THE LEGITI-

MATE NEED OF BEING BETTER ABLE TO TRACK ALL BOND ACTIVITY AT THE

NATIONAL LEVEL. BOND REGISTRATION WILL MEAN HIGHER ISSUANCE -I

COSTS, SOMETHING NLC HAS LONG SOUGHT TO REDUCE. THIS PiOVISION

GOES IN THE WRONG DIRECTION.

NLC IS ALSO TROUBLED BY THE PROVISION THAT WOULD PROHIBIT

SMALL-ISSUE IDB's FOR COMPANIES THAT MAKE CAPITAL EXPENDITURES

OF MORE THAN $20 MILLION FOR A SIX-YEAR PERIOD BEGINNING THREE

YEARS BEFORE AND ENDING THREE YEARS AFTER-THE PROPOSED DATE

OF ISSUANCE. WE KNOW THAT YOU FEEL STRONGLY ABOUT THIS PRO-

VISION, MR. CHAIRMAN, AND SO LET ME EXPLAIN OUR DIFFERENCES.

WE STRONGLY FAVOR THE VIEW THAT SMALL BUSINESSES OUGHT TO BE

HELPED BEFORE LARGE CORPORATIONS WITH EASIER ACCESS TO CAPITAL

HOWEVER, WHEN IDB'S ARE USED FOR REDEVELOPING AN URBAN AREA,

'THE FEASIBILITY OF THOSE PROJECTS IS USUALLY DEPENDENT UPON

ATTRACTING A LARGE, STABLE COMPANY. ONCE A COMMITMENT FROM

A LARGE CONCERN IS MADE TO A, REDEVELOPMENT PROJECT j OTHER

INVESTORS TYPICALLY FOLLOW SUIT. WE THINK-THIS PROVISION WILL

TAKE AWAY WHAT WE FEEL IS THE PRIMARY JUSTIFICATION FOR SMALL-

ISSUE IDB's - THEIR USE FOR ECONOMIC AND PHYSICAL REVITALIZA-

TION, WE WOULD ASK THAT TRE PROVISION BE AMENDED TO MAKE

EXCEPTIONS FOR SUCH PROJECTS
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ALONG THIS LINE, THE COMMITTEE' SHOULD CONSIDER EXEMPTING

THIS AND THE ACRS TRADE-OFF PROVISION IN CERTAIN ECONOMICALLY

DETERIORATED AREAS, THE ADMINISTRATION HAS SAID IT WANTS TO

LIFT THE ACRS-TRADE-OFF REQUIREMENT IN URBAN ENTERPRISE ZONES$

VIE WELCOME THIS TYPE OF TARGET-AREA FEATURE, BUT WE WANT TO

WITHHOLD JUDGEMENT ON IT UNTIL THE ADMINISTRATION'S ENTERPRISE

ZONE BILL IS SENT TO CONGRESS.

FINALLY, THERE ARE TWO OTHER ASPECTS OF THIS PROPOSAL WHICH

WE WANT TO BRING TO YOUR ATTENTION. IT .IS IMPORTANT TO DETER-

MINE THE IMPACT OF THIS LEGISLATION ON BOND PROJECTS THAT ASSIST

LOW AND MODERATE INCOME MULTI-FAMILY HOUSING AND SOLID WASTE-

RESOURCE RECOVERY, WITH RESPECT TO MULTI-FAMILY HOUSING, YOU

WILL RECALL THAT IMPORTANT NEW INCENTIVES FOR HOUSING PRODUCTION

WERE PUT IN THE ECONOMIC RECOVERY TAX ACT LAST YEAR THEY WOULD

BE PARTIALLY UNDONE BY APPLYING THE ADMINISTRATION'S IDB RE'

STRICTIONS TO MULTI-FAMILY PROJECTS, AS IS PROPOSED, WHILE WE

ARE NOT-PREPARED TO OFFER SPECIFIC PROPOSALS IN THESE AREAS

TODAY, WE DO WANT THE COMMITTEE TO BE AWARE THAT THE4E PROJECTS

THAT DO SERVE A PUBLIC PURPOSE COULD BE ADVERSELY AFFECTED.

AREAS OF CONTROVERSY

WE KNOW THAT PASSAGE OF LEGISLATION TO CONTROL IDB's WILL
NOT BE EASY BECAUSE OF THE TREMENDOUS POLITICAL OPPOSITION THAT

WILL LIKELY SURFACE TO ANY CHANGES WHATSOEVER.- THERE IS NOT

UNANIMITY AMONG CITY OFFICIALS ON THIS ISSUEj MANY, IN FACT,-

STRONGLY FEEL THAT THEIR RIGHT TO ISSUE IDBS SHOULD IN NO WAY

BE IMPAIRED#- AND, THERE ARE, OF COURSE, MANY PRIVATE PARTIES

WHO DIRECTLY BENEFIT FROM IDB's WHO WILL OPPOSE IT.
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PROPOSAL.WILL DOUBTLESS- BE ITS APPLICATION TO ALL IDB'S AND.

-.NOT JUST. TO'SMALL-ISSUES. WE-SUPPORT ITS BROAD APPLICATION BE--

CAUSE TO US THE PRINCIPLE IS THE SAME NO MATTER-WHAT THE SIZE

OR PURPOSE OF TAX-EXEMPT BONDS,. NO TAXPAYER SHOULD HAVE BOTH
THE BENEFMIS OF ACCELRATED DEPRECIATION ENACTED LAST YEAR AND

TAX-EXEMPT FINANCING.

IN,'MYCITY OF-ATLANTA, FOR EXAMPLE, WE WILL STILL BE ABLE'

TO ISSUE BONDS TO BUILD A RUNWAY AT OUR AIRPORT UNDEw6 THe AD-

MINISTRATION PROPOSAL. HOWEVER, IF WE-ISSUE A TAX-EXEMPT BOND -

TO-BUILD A FACILITY'FOR AN AIRLINEjIT IS ON.Y FAIR THAT AIRM-

LINE GIVE UP ANY"RIGHT TO TAKE ACCELERATED DEPRECIATION ON THAT

PART OF THE FACILITY FINANCED WITH TAX-EXEMPT BONDSa

I SUSPECT THAT NOWHERE WILL THE CRIES OF PROTEST AGAINST
THIS PROPOSAL BE LOUDER THAN FROM THOSE WHO-BENEFIT FROM POL-

LUTION CONTROL BONDS, NLC SUPPORTSTHEIR INCLUSION IN THIS

PROPOSAL, IN FACT, WE HAVE HAD A POLICY SINCE 1976 THAT POL-
LUTION CONTROL BONDS WHICH SUPPORT PRIVATE FACILITIES OR IM-

PROVEMENTS THAT BEAR NO RELATIONSHIP TO TRADITIONAL MUNICIPAL

SERVICES OR FUNCTIONS SHOULD BE ABOLISHED,

CLEANING UP AIR OR WATER POLLUTION FROM A CLEARLY-IDEN-

TIPIABLE-SOURCE IS A RESPONSIBILITY THAT GOES ALONG WITH BEING

-: A GOOD CORPORATE CITIZEN. THE COST OF THAT CLEAN-UP SHOULD BE

BORNE BY THE USERS OF THE GOODS OR SERVICES PRODUCED AND NOT----

BY ALL TAXPAYERS$

r'. -N

,,.
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WHEN POLLUTION CONTROL BONDS WERE-AUTHORIZED IN 1968,

THEY WERE SEEN AS AN INCENTIVE FOR PRIVATE INDUSTRY TO IMPROVE

THE ENVIRONMENT. LATER THEY WERE VIEWED AS PARTIAL COMPENSATION

FOR FEDERAL ENVIRONMENTAL MANDATES IMPOSED ON INDUSTRY. IT

WAS THOUGHT THAT THE BONDS WOULD BE-USED FOR RETROFITTING PLANT

AND FACILITIES, INVESTMENTS WHICH MIGHT NOT BE RECOVERABLE IN

PRICES CHARGED FOR GOODS OR SERVICES$ -

-BUT. THE JOB OF RETROFITTING SHOULD BE DONE BY NOW,

POLLUTION BONDS BEING ISSUED NOW ARE FOR NEW PLANT AND EQUIP-

MENT. THESE COSTS SHOULD BE SEEN AS COSTS OF PRODUCTION AND

NOT SOMETHING THAT SHOULD BE SUBSIDIZED BY THE FEDERAL GOVERN-

MNT THROUGH LOSS OF TAX REVENUES OR BY STATE AND LOCAL GOVERN-

MENTS THROUGH LOSS OF CAPITAL AND INCREASED INTEREST COSTS ON

BONDS$

SOME BOND PROGRAMS ARE LIKE CATEGORICAL GRANT PROGRAMS.

WE NEVER GO BACK TO ELIMINATE THEM ONCE THEY HAVE SERVED THEIR

INTENDED-PURPOSES

AGAIN, I WOULD EMPHASIZE THAT ALL THE ADMINISTRATION

PROPOSAL WOULD REQUIRE It THAT A COMPANY THAT WANTS TO USE A

TAX-EXEMPT 'BOND GIVE UP A TAX BENEFIT THAT WASN'T AVAILABLE TO

IT JUST A YEAR AGO. THOSE THAT ARGUE THAT THEY SHOULDN'T HAVE

TO DO THAT ARE, IN EFFECT, ADMITTING THAT THEY DO NOT WANT TO

FOREGO ACRS, WHICH MUST MEAN THAT IT IS A VERY ATTRACTIVE TAX

BREAK FOR THEM

II,.
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II, THE MINIMUM TAX

AT THIS POINT, I WANT TO TURNTO THE MATTER OF THE MINIMUM

TAX PROPOSALS, FOR THE SAME REASONS I HAVE JUST GIVEN ABOUT

THE NEED TO STRENGTHEN AND PROTECT THE MUNICIPAL BOND MARKET

SO THAT PUBLIC NEEDS CAN BE MET, NLC MUST OPPOSE ANY.ASPECT OF

A MINIMUM TAX THAT COULD ADVERSELY AFFECT THE MARKET. UNFOR-

TUNATELY, WE BELIEVE THAT THOSE PROPOSALS CURRENTLY UNDER DISCUSSION /

WILL HAVE THOSE ADVERSE EFFECTS.

UNDER THE ADMINISTRATION'S PROPOSAL FOR A MINIMUM COR-

PORATE TAX, ONE OF THE ITEMS TO BE ADDED BACK IN DETERMINING

A COMPANY'S RECONSTRUCTED TAX BASE, IF IT IS SUBJECT TO THE

MINIMUM-TAX, IS INTEREST DEDUCTED ON BORROWINGS TO PURCHASE

OR CARRY TAX-EXEMPT SECURITIES. THE TREASURY DEPARTMENT HAS

STATED THAT THE INDUSTRY MOST AFFECTED BY A MINIMUM CORPORATE

TAX IS BANKING, AND IT I-S PRIMARILY BECAUSE OF THIS PROVISION

RELATING TO BORROWINGS TO PURCHASE BONDS.

MR. CHAIRMAN, WE UNDERSTAND THAT YOU HAVE ALSO COME OUT

IN FAVOR OF A MINIMUM TAX AND THAT YOU WOULD TAKE THE ADMINI-

STRATIONIS PROPOSAL TWO STEPS FURTHER BY EXTENDING THE TAX TO

INDIVIDUALS AND BY INCLUDING INTEREST EARNED ON TAX-EXEMPT BONDS

AS ONE OF THE PREFERENCE ITEMS TO BE ADDED BACK IN DETERMINING

THE TAX, IN OUR ESTIMATION, YOUR PROPOSAL WOULD HAVE AN EVEN

MORE SERIOUS EFFECT ON THE MARKET, IN ADDITION, IT-RAISES A

CONSTITUTIONAL CHALLENGE ON THE BASIS THAT, IN EFFECT, IT MAKES

TAX-EXEMPT BONDS TAXABLE.

g5-227 0 -,,62 -7
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IF EITHER OF THESE PROPOSALS IS ENACTED, THE LIKELY

EFFECT WILL BE THAT BANKS WILL NOT BUY AS MANY MUNICIPAL BONDS

AND/OR THEY WILL ADJUST THEIR PORTFOLIOS BY SELLING OFF BONDS.

KEEP IN MIND THAT BANKS HAVE LONG BEEN OUR BEST CUSTOMERS,

BUYING ABOUT 42 PERCENT OF ALL BONDS ISSUED. WE ARE ALREADY

WORRIED THAT BANKS WILL NOT BE BUYING AS MANY BONDS IN THE

FUTURE. A MINIMUM TAX IMPOSED ON THEM WILL ONLY EXACERBATE
THE PROBLEM.

WE DO NOT WISH TO QUARREL WITH THE IDEA THAT EVERY PERSON OR

COMPANY THAT EARNS INCOME OUGHT TO PAY SOME MINIMUM TAX,

HOWEVER, WE WANT TO POINT OUT THAT WHILE THE EFFECTIVE FEDERAL

TAX RATES BANKS PAY MAY GENERALLY BE LOW, THAT FACT MASKS THE

*SERVICE THEY PROVIDE TO STATES AND LOCAL GOVERNMENT IN BUYING

OUR BONDS. IN THE FINAL ANALYSIS, WHILE THE TAX BURDEN

IMPOSED BY A MINIMUM TAX THAT INCLUDES EITHER INTEREST ON

BORROWINGS TO BUY BONDS OR INTEREST EARNED ON BONDS MAY FALL

ON BANKS OR INDIVIDUALS, THE ECONOMIC BURDEN WILL ULTIMATELY

REST WITH STATES AND LOCAL GOVERNMENTS,
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STATEMENTS OF HON. PETER SHAPIRO, COUNTY EXECUTIVE,
ESSEX COUNTY, NJ., ON BEHALF OF THE NATIONAL ASSOCI-
ATION OF COUNTIES
Mr. SHAPIRO. Thank you, Senator. Good morning. My name is

Peter Shapiro. I'm the county executive of Essex County, N.J., and
vice chairman of the Tax and Finance Steering Committee of the
National Association of Counties.

I am testifying before you today on behalf of NACO, the only na-
tional organization that represents county government.

My remarks this morning will be directed toward two tax revi-
sion proposals by the administration: The first, to restrict the issu-
ance of private purpose industrial revenue bonds by States and
local governments; and the second, to include interest on indebted-
ness to purchase or carry tax-exempt securities in the calculation
of a minimum tax on banking institutions.

Let me first address the issue of the proposed restrictions on
IRB's, an issue vital to county governments. I was cochairman of
NACO's task force on IRB's and I can tell you that it was a very
difficult task for us-who represented a wide variety of county gov-
ernments-to reach a consensus concerning appropriate restric-
tions on IRB's.

The resolution adopted by the task force and ultimately by
NACO as a whole, emphasizes the important role that small issue
IRB's have played in the stimulation of local capital investment
and job creation. But it also acknowledges that in some instances
abuses have occurred. And IRB financing has been of questionable
value to economic development. Most important, the dramatic
r owth in the volume of these bonds from $1.3 billion in 1975 to
10 billion in 1981 has adversely effected the municipal bond

market by crowding out traditional public purpose bond issues, and
increasing the interest costs of jurisdictions issuing bonds.

NACO policy, therefore, supports some limitation at the Federal
level on the use of small issue IRB's. Specifically, we agree with
the proposed requirement that all small issue IRB s must be public-
ly approved by the highest elected official or elected governing
body of the jurisdiction in which the bonds are being issued follow-
ing a public hearing. We also agree that small issues should be re-
ported, in order to determine their exact volume. Two other restric-
tions that we endorse have not been proposed by the Treasury.
Namely, that retail commercial and recreational uses of small
issue IRB's be eliminated for all but economically distressed areas,
as determined locally, and that an issuing authority require the
agreement by users of small issue IRB's to an equal employment
opportunity commitment based on locally established guidelines.
We feel that the imposition of these limitations would correct the
abuses of small issue IRB's that have occurred, would guarantee
that they serve the public purposes of stimulation of capital forma-
tion and ob development, but would not so drastically curtail the
volume of these issues as to render them an ineffective tool for eco-
nomic development.

While we support some of the restrictions on IRB's proposed by
the Treasury, we do not support others. First, we do not support
the proposed requirement that users of small issue IRB's forgo the



96

use of the accelerated cost recovery system under the 1981 Econom-
ic Recovery Tax Act. We feel that this restriction would drastically
curtail the use of small issue IRB's by private concerns. Such a
severe curtailment would destroy the ability of State and local gov-
ernments to use IRB's as an economic incentive to attract industry.
Jurisdictions that are economically distressed, especially, such as
my own county of Essex, N.J., would be especially disadvantaged
by this development.

The second proposed Treasury restriction that we oppose is the
requirement that after December 31, 1985, a governmental unit is-
suing IRB's must make a financial contribution to the project equal
to 1 percent of the face amount of the bond. Although we believe
the Treasury Department attempted to grant State and local gov-
ernments some flexibility in meeting this requirement, virtually
anyone of those mentioned in the proposal would present signfi-
cant difficulties, legal and otherwise, to State and local issuers. For
example, the Treasury proposal states that 1 percent requirement
could be met if the bonds issued were general obligations bonds
and were guaranteed by the jurisdiction. Over 30 States now
impose constitutional debt limitations on their localities.

Similar problems exist with virtually all of the other possible
forms of financial contribution. And it is our feeling that this is an
onerous requirement that would severely restrict the ability of ju-
risdictions to issue IRB's. This requirement would be particularly
onerous in our most economically distressed areas, those most in
need of the kind of economic activity that this financing is sup-
posed to provide, and those least able to afford the 1 percent contri-
bution.

Furthermore, we feel that if the purpose of the requirement is to
insure that IRB's meet a public purpose, then it is perhaps redun-
dant and unnecessary. The approval requirement that we are pro-
posing and Treasury is proposing requiring the highest elected offi-
cial to the governing body to approve it, would take care of that.
The proposal contained here would be overkill.

A third proposed Treasury restriction that NACO opposes is the
limitation on the use of small issue IRB's to small businesses, de-
fined as those with capital expenditures of less than $20 million
during the period from 3 years prior to 3 years after the issuance
of the bonds. We support continuation of the existing capital ex-
penditure limits because there are instances where the issuance of
RB's to finance a project of a large corporation can be very benefi-

cial to economic development within a jurisdiction, especially if the
jurisdiction is economically distressed. For example, m ajor national
corporations, including retail firms, need tax-exempt financing as
an incentive to locate in distressed areas like the one that I come
from, in fact. This is particularly something that will generate jobs,
and it can be targeted toward those areas.

Finally, we oppose the Treasury proposal to further restrict in-
vestment of bond proceeds in an effort to clamp down on arbitrage
earnings. This proposed regulation would appear to reflect the
opinion of Treasury that some jurisdictions are, in a sense, profit-
ing from the issue of small issue IRB's by investing bond proceeds
in higher yielding securities. From the perspective of ussuing juris-
dictions, however, such investments simply represent prudent cash
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management, and offset administrative expenses incurred by the
issuing authority.

The CHAIRMAN. I'll have to get out of here in a short while.
Mr. SHAPIRO. I'm sorry, Mr. Chairman. I guess the last area I

wanted to touch on can be dealt with by Mr. Esser. I think, Jeff,
you are going to touch on the question of the proposals on the
minimum tax, which would effect us very adversely. I just want to
underline how adversely that would be, Mr. Chairman. And Mr.
Esser will, I think, touch upon that.

The CHAIRMAN. Thank you.
[The prepared statement of Mr. Shapiro follows:]
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STATEMENT OF THE HONORABLE PETER SHAPIRO, COUNTY EXECUTIVE, ESSEX
COUNTY, NEW JERSEY, ON BEHALF OF THE NATIONAL ASSOCIATION OF COUNTIES
ON THE ADMINISTRATION'S BUDGET PROPOSALS BEFORE THE SENATE FINANCE
COMMfITTEE, MARCH 17, 1982.

GOOD MORNING. I AM PETER SHAPIRO, COUNTY EXECUTIVE OF ESSEX

COUNTY, NEW JERSEY, AND VICE-CHAIRMAN OF THE TAXATION AND FINANCE

STEERING COMMITTEE OF THE NATIONAL ASSOCIATION OF COUNTIES (NACo).*

I AM TESTIFYING BEFORE YOU TODAY ON BEHALF OF NACo, THE ONLY NATIONAL

ORGANIZATION THAT REPRESENTS COUNTY GOVERNMENT.

MY REMARKS THIS MORNING WILL BE DIRECTED TOWARD TWO TAX REVISION

PROPOSALS BY THE ADMINISTRATION: THE FIRST, TO RESTRICT THE

ISSUANCE OF PRIVATE PURPOSE INDUSTRIAL REVENUE BONDS BY STATE AND

LOCAL GOVERNMENTS, AND THE SECOND, TO INCLUDE INTEREST ON INDEBTEDNESS

TO PURCHASE OR CARRY TAX-EXEMPT SECURITIES IN THE CALCULATION OF A

MINIMUM TAX ON BANKING INSTITUTIONS.

LET ME FIRST ADDRESS THE ISSUE OF THE PROPOSED RESTRICTIONS ON

INDUSTRIAL REVENUE BONDS, AN ISSUE SO VITAL TO COUNTY GOVERNMENTS THAT

NACo PRESIDENT RICHARD CONDER RECENTLY APPOINTED A SPECIAL TASK FORCE

TO CONSIDER IT AND REFORMULATE NACo POLICY IN A RESPONSIVE WAY.

* The National Association of Counties is the only national
organization representing county government in the United States. Its
membership spans the spectrz- of urban, suburban, and rural counties
which have joined together for the common purpose of strengthening
county government to meet the needs of all Americans. By virtue of
a county's membership, all its elected and appointed officials become
participants in an organization dedicated to the following goals:

- improving county governments;
- serving as the national spokesman for county governments;
- acting as a liaison between the nation's counties and other

levels of government; and
- achieving public understanding of the role of counties in

the federal system.
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I WAS CO-CHAIRMAN OF THAT TASK FORCE AND I CAN TELL YOU THAT IT WAS

VERY DIFFICULT FOR TASK FORCE MEMBERS, WHO REPRESENTED A WIDE VARIETY

OF COUNTY GOVERNMENTS, TO REACH A CONSENSUS CONCERNING APPROPRIATE

RESTRICTIONS ON IRBs. IN THE END, THEY SUPPORTED RESTRICTIONS ONLY

FOR SMA'L-ISSUE INDUSTRIAL REVENUE BONDS, SINCE THEY FELT THAT

CONTINUED, UNCHECKED GROWTH IN THAT AREA POTENTIALLY POSED

SERIOUS PROBLEMS.

THE RESOLUTION ADOPTED BY THE TASK FORCE AND ULTIMATELY BY NACO

AS AN ORGANIZATION EMPHASIZES THE IMPORTANT ROLE THAT SMALL-ISSUE IRBs

HAVE PLAYED IN THE STIMULATION OF LOCAL CAPITAL INVESTMENT AND JOB

CREATION. BUT IT ALSO ACKNOWLEDGES THAT, IN SOME INSTANCES, ABUSES

HAVE OCCURRED AND IRB FINANCING HAS-BEEN OF QUESTIONABLE V/LUE TO

ECONOMIC DEVELOPMENT. IN ADDITION, THE DRAMATIC GROWTH IN THE VOLUME

OF THESE BONDS FROM $1.3 BILLION IN 1975 TO OVER $10 BILLION IN 1981

HAS ADVERSELY AFFECTED THE MUNICIPAL BOND MARKET BY CROWDING OUT

TRADITIONAL PUBLIC PURPOSE BOND ISSUES AND INCREASING THE INTEREST

COSTS OF JURISDICTIONS ISSUING BONDS.

CURRENT NACo POLICY, THEREFORE, SUPPORTS SOME LIMITATIONS AT THE

FEDERAL LEVEL ON THE USE OF SMALL-ISSUE INDUSTRIAL REVENUE BONDS ONLY.

SPECIFICALLY, WE AGREE WITH THE PROPOSED REQUIREMENT THAT ALL SMALL-

ISSUE IRBs MUST BE PUBLICLY APPROVED BY THE HIGHEST ELECTED OFFICIAL

OR ELECTED GOVERNING BODY OF THE JURISDICTION IN WHICH THE BONDS ARE,

BEING ISSUED FOLLOWING A PUBLIC HEARING. WE ALSO AGREE THAT SMALL ISSUES SHOULD

BE REPORTED, IN ORDER TO DETERMINE THEIR EXACT VOLUME. TWO OTHER RESTRICTIONS

THAT WE ENDORSE HAVE NOT BEEN PROPOSED BY THE TREASURY, NAMELY, THAT RETAIL

COMMERCIAL AND RECREATIONAL USES OF SMALL-ISSUE INDUSTRIAL REVENUE

BONDS BE ELIMINATED FOR ALL BUT ECONOMICALLY DISTRESSED AREAS, AS
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DETERMINED LOCALLY, AND THAT AN ISSUING AUTHORITY REQUIRE THE AGREEMENT

BY USERS OF SMALL-ISSUE IRBs TO AN EQUAL EMPLOYMENT OPPORTUNITY COMMITMENT

BASED ON LOCALLY ESTABLISHED GUIDELINES. WE FEEL THAT THE IMPOSITION

OF THESE LIMITATIONS WOULD CORRECT THE ABUSES OF SMALL-ISSUE IRBs THAT

HAVE OCCURRED, WOULD GUARANTEE THAT SMALL-ISSUE IRBs SERVE THE

PUBLIC PURPOSES OF STIMULATION OF CAPITAL FORMATION AND JOB DEVELOPMENT,

BUT WOULD NOT SO DRASTICALLY CURTAIL THE VOLUME OF THESE ISSUES AS TO

RENDER THEM AN INEFFECTIVE TOOL FOR ECONOMIC DEVELOPMENT.

WHILE WE SUPPORT SOME OF THE RESTRICTIONS ON SMALL-ISSUE IRBs

PROPOSED BY THE TREASURY, WE DO NOT SUPPORT OTHERS. FIRST, WE DO NOT

SUPPORT THE PROPOSED REQUIREMENT THAT USERS OF SHALL-ISSUE INDUSTRIAL

REVENUE BONDS FOREGO THE USE OF THE ACCELERATED COST RECOVERY SYSTEM

-UNDER-THE-1981 ECONOMIC RECOVERY TAX ACT. WE FEEL THAT THIS RESTRICTION

WOULD DRASTICALLY CURTAIL THE USE OF SMALL-ISSUE IRBs BY PRIVATE CONCERNS.

A RECENT ANALYSIS BY HAWKINS, DELAFIELD AND WOOD, A LAW FIRM WITH

EXTENSIVE MUNICIPAL BOND EXPERIENCE, INDICATES THAT IRB FINANCING OF

EQUIPMENT WOULD BE VIRTUALLY ELIMINATED BY REQUIRING USERS TO CHOOSE

BETWEEN IRBs AND THE ACCELERATED COST RECOVERY SYSTEM. THIS IS BECAUSE

OF THE CLEAR ADVANTAGE TO BE GAINED THROUGH A COMBINATION OF THE RAPID

WRITEOFFS FOR EQUIPMENT, THE INVESTMENT TAX CREDIT AND SALEABILITY

OF TAX BENEFITS UNDER THE NEW TAX LAW.

WITH REGARD TO REAL PROPERTY, THE ANALYSIS COMPARES THE PRESENT VALUE COSTS

OF A REPRESENTATIVE PROJECT WHEN FINANCED BY IRBs AND WHEN FINANCED BY

CONVENTIONAL METHODS AND DEPRECIATED UNDER ACRS, -IT CONCLUDES THAT FEW

COMPANIES WOULD SELECT IRB FINANCING. ONLY IF THE DIFFERENTIAL BETWEEN

TAX-EXEMPT AND TAXABLE INTEREST RATES REACHES 7%, OR IF THE BORROWER IS

IN THE LOWER FEDERAL CORPORATE TAX BRACKETS, IS AN ELECTION OF IRBs
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LIKELY TO BE MADE. GIVEN THAT THE RATE DIFFERENTIAL IS NOT NOW NEAR THE

7% LEVEL AND THAT MOST IRB BORROWERS ARE IN THE HIGHEST FEDERAL CORPORATE

TAX BRACKET, THE ANALYSIS INDICATES THAT THE PROPOSED TREASURY

RESTRICTION WOULD SUBSTANTIALLY CURTAIL THE USE OF IRBs. SUCH A

SEVERE CURTAILMENT WOULD DESTROY THE ABILITY OF STATE AND LOCAL

GOVERNMENTS TO USE IRBs AS AN ECONOMIC INCENTIVE TO ATTRACT INDUSTRY.

JURISDICTIONS THAT ARE ECONOMICALLY DISTRESSED, SUCH AS MY OWN COUNTY

OF ESSEX, NEW JERSEY, WOULD BE ESPECIALLY DISADVANTAGED BY THIS

DEVELOPMENT.

THE SECOND PROPOSED TREASURY RESTRICTION THAT WE OPPOSE IS THE

REQUIREMENT THAT AFTER DECEMBER 31, 1985, A GOVERNMENTAL UNIT ISSUING

IRBs MUST MAKE A FINANCIAL CONTRIBUTION TO THE PROJECT EQUAL TO 1%

OF THE FACE AMOUNT OF THE BOND. ALTHOUGH WE BELIEVE THE TREASURY

DEPARTMENT ATTEMPTED TO GRANT STATE AND LOCAL GOVERNMENTS SOME

FLEXIBILITY IN DETERMINING THE FORM SUCH A CONTRIBUTION COULD TAKE,

VIRTUALLY ANY ONE OF THOSE MENTIONED IN THE PROPOSAL WOULD

PRESENT SIGNIFICANT DIFFICULTIES, LEGAL AND OTHERWISE, TO STATE AND

LOCAL ISSUERS. FOR EXAMPLE, THE TREASURY PROPOSAL STATES THAT THE 1%

REQUIREMENT COULD BE MET IF THE BONDS ISSUED WERE GENERAL OBLIGATION

BONDS OR WERE GUARANTEED BY THE JURISDICTION. OVER THIRTY STATES

CURRENTLY IMPOSE CONSTITUTIONAL DEBT LIMITS ON THEIR LOCALITIES. IN

ORDER TO ACCOMMODATE THE PROPOSED TREASURY REQUIREMENT, EITHER THESE

STATE CONSTITUTIONS WOULD HAVE TO BE AMENDED - A LONG PROCESS THAT

MOST LIKELY COULD NOT BE COMPLETED BY 1986 IN MANY STATES - OR LOCAL

ISSUERS WISHING TO ISSUE GENERAL OBLIGATION BONDS FOR INDUSTRIAL

DEVELOPMENT WOULD HAVE TO FOREGO ISSUANCE OF GENERAL OBLIGATION BONDS

FOR TRADITIONAL PUBLIC PURPOSES. IT IS UNLIKELY THAT MANY JURISDICTIONS
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WOULD ELECT TO DO THIS, ESPECIALLY SINCE THE CREDIT RATING FOR THEIR

GENERAL OBLIGATION BONDS MIGHT SUFFER AS A RESULT OF FINANCING A

PRIVATE CONCERN. SIMILAR PROBLEMS EXIST WITH VIRTUALLY ALL THE OTHER

POSSIBLE FORMS OF FINANCIAL CONTRIBUTION, AND IT IS OUR FEELING THAT

THIS IS AN ONEROUS REQUIREMENT THAT WOULD SEVERELY RESTRICT THE ABILITY

OF JURISDICTIONS TO ISSUE IRBs. FURTHERMORE, WE FEEL THAT IF THE PURPOSE

OF THE REQUIREMENT IS TO ENSURE THAT INDUSTRIAL REVENUE BOND ISSUES

SERVE A LEGITIMATE PUBLIC PURPOSE, THEN IT IS PERHAPS REDUNDANT AND

UNNECESSARY. THIS OBJECTIVE WOULD BE REALIZED THROUGH THE PROPOSED

REQUIREMENT OF APPROVAL OF A BOND ISSUE BY THE HIGHEST ELECTED

OFFICIAL OR GOVERNING BODY OF THE JURISDICTION IN WHICH THE BONDS

ARE BEING ISSUED. ANY ADDITIONAL REQUIREMENT TO ACCOMPLISH THE SAME

GOAL, ESPECIALLY ONE AS POTENTIALLY UNWORKABLE AS THIS,

WOULD BE OVERKILL IN OUR OPINION.

A THIRD PROPOSED TREASURY RESTRICTION THAT NACo OPPOSES IS THE

LIMITATION OF THE USE OF SMALL-ISSUE IRBs TO SMALL BUSINESSES, DEFINED

AS THOSE WITH CAPITAL EXPENDITURES OF LESS THAN $20 MILLION DURING THE

PERIOD FROM THREE YEARS BEFORE THROUGH THREE YEARS AFTER THE ISSUANCE

OF THE BONDS. WE SUPPORT CONTINUATION OF THE EXISTING CAPITAL EXPENDITURE

REQUIREMENTS BECAUSE THERE ARE INSTANCES WHEN THE ISSUANCE OF IRBs TO

FINANCE A PROJECT OF-A LARGE CORPORATION CAN BE VERY BENEFICIAL TO

ECONOMIC DEVELOPMENT WITHIN A JURISDICTION, ESPECIALLY IF THE JURISDICTION

IS ECONOMICALLY DISTRESSED. TO MODIFY THE EXISTING CAPITAL EXPENDITURE

REQUIREMENTS IN SUCH A WAY AS TO LIMIT ALL IRB USE BY LARGE CORPORATIONS

WOULD DESTROY THE FLEXIBILITY NOW PRESENT WITHIN THE SYSTEM TO ACCOMMODATE

CASES WHERE SUCH USE CAN BE POSITIVE AND VALUABLE. AGAIN, THE PROPOSED

REQUIREMENT THAT BOND ISSUES BE APPROVED BY THE HIGHEST ELECTED OFFICIAL

OR GOVERNING BODY OF A JURISDICTION WOULD SUFFICE TO PREVENT MOST
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USE OF IRBs BY LARGE CORPORATIONS WHEN SUCH USE WAS DEEMED UNSUITABLE

OR UNNECESSARY BECAUSE OF THE AVAILABILITY OF PRIVATE FINANCING OR

FOR SOME OTHER REASON. ACCORDING TO THIS SAME RATIONALE, WE ALSO

OPPOSE THE LIMITATION ON CORPORATIONS OF $10 MILLION OF OUTSTANDING

IRBs PROPOSED BY THE TREASURY.

FINALLY, WE OPPOSE THE TREASURY PROPOSAL TO EXTEND RESTRICTIONS

ON THE INVESTMENT YIELD FROM THE USE OF THE PROCEEDS OF INDUSTRIAL

REVENUE BONDS TO RESERVE FUNDS AND FUNDS HELD DURING THE TEMPORARY

CONSTRUCTION PERIOD. THIS PROPOSED RESTRICTION WOULD APPEAR TO REFLECT

THE OPINION OF TREASURY THAT SOME JURISDICTIONS ARE, IN A SENSE,

"PROFITTING" FROM THE ISSUANCE OF SMALL-ISSUE INDUSTRIAL REVENUE BONDS

BY INVESTING BOND PROCEEDS IN HIGHER YIELDING SECURITIES. FROM THE

PERSPECTIVE OF ISSUING JURISDICTIONS, HOWEVER, SUCH INVESTMENTS SIMPLY

REPRESENT PRUDENT CASH MANAGEMENT. IN MOST CASES, INVESTMENT PROCEEDS

ARE USED TO REDUCE THE COST OF THE 8OND ISSUE AND AS A HEDGE AGAINST

UNFORESEEN INCREASES IN CONSTRUCTION COSTS DUE TO INFLATION.

THAT SUMMARIZES NACo'S RESPONSES TO THE TREASURY PROPOSALS

CONCERNING THE RESTRICTION OF INDUSTRIAL REVEIIUE BONDS. BEFORE

LEAVING THIS SUBJECT, HOWEVER, I WANT TO RAISE ONE ISSUE--THAT OF THE

REVENUE LOSS TO THE FEDERAL TREASURY REPRESENTED BY THESE BONDS. THE

CONGRESSIONAL BUDGET OFFICE ESTIMATED IN A STUDY LAST YEAR THAT THE

LOSS TO THE TREASURY REPRESENTED BY SMALL-ISSUE INDUSTRIAL REVENUE

BONDS WOULD BE $1.4 BILLION IN 1982, GIVEN A 10% RATE OF GROWTH IN

THE VOLUME OF THESE BONDS. THE SIZE OF THIS REVENUE LOSS, IN A TIME

OF BURGEONING FEDERAL DEFICITS, HAS BEEN ONE FACTOR THAT HAS PROMPTED

THE PROPOSED RESTRICTIONS. IT SHOULD BE POINTED OUT, HOWEVER, THAT

ACCURATE ESTIMATION OF REVENUE LOSS FROM SMALL-ISSUE IRBs IS NOT
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EASILY DONE SINCE IT IS NOT CERTAIN THAT ALL PROJECTS FINANCED BY

INDUSTRIAL REVENUE BONDS WOULD BE FINANCED BY TAXABLE LOANS IF IRBs

WERE UNAVAILABLE AND BECAUSE THE INCREASED ECONOMIC ACTIVITY GENERATED

BY THESE BONDS AND THE ADDITIONAL TAXES PRODUCED BY THAT ACTIVITY

PARTIALLY OFFSET ANY REVENUE tOSS. A 1980 STUDY BY NORMAN TURE,

CURRENTLY UNDERSECRETARY OF THE TREASURY FORTAX AND ECONOMIC AFFAIRS,

CONCLUDES, IN FACT, THAT IF THE $10 MILLION SIZE LIMIT ON SMALL ISSUES

WERE INCREASED TO $20 MILLION, IT WOULD PRODUCE A NET INCREASE IN

FEDERAL REVENUES THROUGH INCREASED ECONOMIC ACTIVITY. BECAUSE OF THE

DIFFICULTY IN DETERMINING THE LOSS, IF ANY, TO THE TREASURY PEPRE-

SENTED BY SMALL-ISSUE INDUSTRIAL REVENUE BONDS AND THE QUESTIONABLE

ASSUMPTION THAT THIS LOSS SHOULD BE RECOUPED BY RESTRICTING WHAT

MANY STATE AND LOCAL GOVERNMENTS CONSIDER TO BE A LEGITIMATE USE OF

THEIR TAX-EXEMPT AUTHORITY, THE DEVELOPMENT OF NACo'S POLICY CONCERNING

SMALL-ISSUE IRBs HAS BEEN STRUCTURED TO DEAL WITH WHAT WE PERCEIVE

TO BE THE NEGATIVE EFFECTS OF THESE BONDS ON OUR OWN JURISDICTIONS,

RATHER THAN ON THE FEDERAL GOVERNMENT.

NOW I WOULD LIKE TO ADDRESS BRIEFLY THE ADMINISTRATION'S PROPOSALS

CONCERNING THE MINIMUM TAX ON CORPORATIONS; SPECIFICALLY, THE PROPOSAL

TO INCLUDE INTEREST ON INDEBTEDNESS TO PURCHASE OR CARRY TAX-EXEMPT

SECURITIES IN THE CALCULATION OF A MINIMUM TAX ON BANKING INSTITUTIONS.

THE NATIONAL ASSOCIATION OF COUNTIES OPPOSES THIS PROPOSAL ON THE

GROUNDS THAT IT WOULD HAVE AN ADVERSE IMPACT ON THE MUNICIPAL BOND

MARKET. IT WOULD SIGNIFICANTLY REDUCE THE DEMAND FOR STATE AND LOCAL

OBLIGATIONS FOR COMMERCIAL BANKS, CURRENTLY THE LARGEST INSTITUTIONAL

HOLDERS OF MUNICIPAL SECURITIES, WITH CURRENT HOLDINGS OF $155 BILLION.

THE REDUCTION IN DEMAND FOR MUNICIPAL SECURITIES THAT WOULD RESULT

FROM THIS PROPOSAL FOLLOWS HARD ON THE ECONOMIC RECOVERY TAX ACT OF 1981,
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WHICH HAS ALREADY REDUCED THE ATTRACTIVENESS OF MUNICIPAL BONDS TO

INVESTORS BY REDUCING THE LATTER'S TAXABLE INCOME THROUGH A BATTERY

OF MEASURES, INCLUDING A DECREASE IN THE TOP MARGINAL PERSONAL TAX

RATE; A GENERAL REDUCTION IN THE PERSONAL TAX RATE; THE ACCELERATED

COST RECOVERY SYSTEM; THE ALL SAVERS CERTIFICATES; CHANGES IN LEASING

PROVISIONS; LIBERALIZATION OF INDIVIDUAL RETIREMENT ACCOUNTS; AND

CHANGES IN ESTATE TAXATION. THESE MEASURES HAVE INCREASED COMPETITION

FOR INVESTMENT AND EXERTED UPWARD PRESSURE ON INTEREST RATES OF

MUNICIPAL SECURITIES. STATE AND LOCAL GOVERNMENTS ARE FINDING IT MORE

DIFFICULT THAN EVER TO FINANCE PUBLIC PURPOSE PROJECTS IN A BOND MARKET

THAT IS CHARACTERIZED BY RECORD HIGH INTEREST RATES AND A DECREASING

YIELD DIFFERENTIAL BETWEEN TAXABLE AND NON-TAXABLE SECURITIES. AT

THE SAME TIME, THESE JURISDICTIONS ARE BEARING THE BRUNT OF REDUCTIONS

IN FEDERAL SPENDING AND THE REALIGNMENT OF FUNCTIONAL AND FUNDING

RESPONSIBILITIES NECESSITATED BY THE NEW FEDERALISM. THEY ARE

STRUGGLING GAMELY TO CONTINUE TO DELIVER SERVICES TO CITIZENS AND

MAINTAIN THEIR CAPITAL INFRASTRUCTURE, BUT THEIR TASK WILL NOT BE MADE

EASIER BY THIS TREASURY PROPOSAL.

A RECENT STUDY BY THE MUNICIPAL FINANCE OFFFICERS ASSOCIATION

ESTIMATES THAT INCLUSION OF DEBT INTEREST DEDUCTIONS IN THE MINIMUM

TAX BASE WILL REDUCE BANK DEMAND FOR TAX-EXEMPT SECURITIES BY 20 to 30

PERCENT OF THEIR CURRENT HOLDINGS. SURPLUS CURRENT HOLDINGS PRODUCED

BY THIS DECREASED DEMAND WOULD EXERT UPWARD PRESSURE ON INTEREST RATES

OF MUNICIPAL SECURITIES OF BETWEEN EIGHT-TENTHS OF ONE PERCENT TO TWO

PERCENT, ACCORDING TO THE MFOA STUDY. THESE INCREASED INTEREST RATES

WOULD FURTHER NARROW THE DIFFERENTIAL BETWEEN TAXABLE AND NON-TAXABLE

SECURITIES AND CONSEQUENTLY RENDER MUNICIPAL SECURITIES LESS VALUABLE
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TO GOVERNMENTS AS A FINANCING MECHANISM.

BECAUSE OF ITS PROBABLE ADVERSE IMPACT ON THE MUNICIPAL BOND

MARKET, THE NATIONAL ASSOCIATION OF COUNTIES URGES THAT THIS PROVISION

BE ELIMINATED FROM THE MINIMUM TAX PROPOSAL.

THAT CONCLUDES MY REMARKS. THANK YOU FOR PROVIDING ME WITH AN

OPPORTUNITY TO APPEAR BEFORE YOU. I WILL BE HAPPY TO RESPOND TO ANY

QUESTIONS YOU MIGHT HAVE.

STATEMENT OF JEFFREY L. ESSER, DIRECTOR, FEDERAL
LIAISON CENTER, MUNICIPAL FINANCE OFFICERS' ASSOCIATION

The CHAIRMAN. Mr. Esser.
Mr. EsER. Mr. Chairman, we've submitted our written state.

ment for the record.
We appreciate this opportunity to appear before this committee

to describe a municipal bond market headed for serious trouble
and the role private purpose industrial revenue bonds are playing
in the tax-exempt area.

We must report to you and to the distinguished local officials on
this panel that the value of tax exemption s being severely eroded.
As a consequence, the borrowing cost at the State and local
levels of government are increasing faster than the general rise in
interest rates.

With this as background, we have no choice but to oppose the in-
clusion of a preference item in any minimum tax which will either
directly or indirectly affect the tax-exempt bond market.

Second, we encourage the U.S. Congress to pass legislation this
year to restrict small issue industrial revenue bonds. While State
and local governments share the difficulties of high interest rates
that are a burden on all sectors of our economy, we have come in
for some special problems in the last year. Let me briefly mention
a few of the tax changes adopted in 1981 and their unintended ef.
fects on our market. The reduction in the personal income tax mar.
ginal rates, especially the lowering of the tax bracket from 70 per-
cent to 50 percent and the associated reduction in the capital gains
rate, the expansion of income sheltering opportunities in the retire-
ment area, IRA and Keogh plans, and the creation of the tax-
exempt all-savers certificates each have had an adverse impact on
municipal bonds.

Expansion of the leasing opportunities, the investment tax credit
and accelerated depreciation are reducing commercial bank
demand for municipal securities.

On the other side of the ledger, there will be-in fact, there is
increased pressure on our governments to borrow funds because of
the cutbacks in Federal grant-in-aid both enacted last year and
proposed this year, and in the new responsibilities that our govern-
ments may have to assume in an era of New Federalism.

On the minimum income tax, we do not find it within our prov-
ince to advise this committee concerning the desirability of adopt-
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ing a new minimum income tax on corporations. We must com-
ment, however, on one of the 14 preference items recommended by
the administration, which we feel would have a significant effect
on the tax-exempt bond market.

As is detailed in our written statement, we feel that the inclu-
sion of a preference item on the interest deductions for debt to
carry tax-exempt securities would radically alter commerical bank
purchases of both long-term tax-exempt bonds and short-term, tax-
exempt securities.

We do not oppose this preference item on behalf of the financial
institutions involved, but rather on behalf of State and local gov-
ernments and our taxpayers who would end up financing the cost
of this tax through higher interest payments on tax-exempt securi-
ties.

Given commerical banks current holdings of $155 billion in tax-
exempt securities out of a total outstanding tax-exempt bond'
market of $361 billion, our calculations indicate that banks would
reduce their holdings of municipal bonds on the order of 20 to 30
percent. Tax-exempt interest costs are estimated to increase then
from $960 million to $1.6 billion in just the first year following the
change in the tax law. While we do not foresee all of these changes
occurring at once, the effect on tax-exempt interest rates would
still be significant. Our current estimate, which we feel is conserv-
ative, is that tax-exempt interest rates would increase on the order
of $1.3 billion.

One of the many pressures described in our written testimony
that is causing a significant problem in the tax-exempt bond is the
use of tax-exempt bonds for private purposes. We believe that small
issue industrial revenue bonds are ripe for congressional considera-
tion, especially in light of the large volume, which Dr. Rivlin de-
scribed, and the uncontrolled uses of these bonds.

The MFOA opposes the use of tax exempt small issue industrial
revenue bonds unless they are used in areas of serious economic
deprivation. We believe that the cornerstone of the administra-
tion's proposal in this area, denying the use of accelerated depreci-
ation to beneficiaries of industrial revenue bonds, ought to be ap-
plied to the small issue bonds.

Furthermore, we believe that small issue industrial revenue
bonds should be targeted and used as an economic development
tool if this restriction were not applied in areas suffering serious
economic deprivation.

Thank you.
[The prepared statement follows:]
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TESTIMONY OF THE MUNICIPAL FINANCE OFFICERS ASSOCIATION

Mr. Chairman, we appreciate this opportunity to appear before the Senate

Finance Committee to explain the severe consequences that the 1981 tax and

budget actions have had on state and local government finance. We must also

report to you that the value of tax exemption is being severely eroded and, .as

a consequence, the borrowing costs for state and local governments are in-

creasing faster than the general rise in Interest rates. While state and local

governments share the difficulty of high interest rates that are-a burden on all

sectors of our economy, we have come in for some special problems in the last

year. An additional factor which is affecting tax-exempt interest rates is a

large-volume of private-purpose, tax-exempt borrowing. It is for this reason

The Municipal Finance Officers Association represents 9,000 members who
are state and local government finance officials, appointed or elected, and
public finance specialists. MFOA is headquartered in Chicago, Iminois, and
also maintains a Washington, D.C., office.
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that we encourage the U.S. Congress to pass legislation this year which will

restrict small-issue industrial revenue bonds. With this as background, we have

no choice but to strongly oppose the inclusion in any minimum income tax a

preference item which would, directly or indirectly, affect the tax-exempt bond

market.

1. Municipal Bond Market

Taken all together, the combination of significant cutbacks in Federal

grant-in-aid funds to state and local government, the unintended effects of the

Federal tax law enacted last year, and the monitary policies of the Federal

Reserve Board have represented a triple whammy for state and local govern-

ment finances. First, the budget actions have brought on severe reductions in

grant-in-aid receipts for state and local governments. Second, in the municipal

bond area there have been some adverse, unintended impacts resulting from the

1981 tax revisions. Third, crowded and uncertain capital market conditions

95-227 0 - 82 - 8
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accompanying continued Federal deficits and tight monitary policies have forced

our governments to radically alter their plans for the capital construction

necessary to-maintain the infrastructure in our states, cities, and counties.

Tax-exempt interest rates have spiraled to over 13 percent (Bond Buyer

20-Bond Index) and the traditional gap between taxable and tax-exempt rates is

closing rapidly. Thus, as a consequence, tax exemption, as a means of de-

creasing the borrowing costs of state and local governments, is slowly losing

much of its value.

Changes enacted in the Economic Recovery Tax Act of 1981 will cause

systematically higher interest rates of interest for municipal bonds compared to

those on taxable securities. Looking first at those provisions of the Tax Act

that affect individual taxpayers, several will have an adverse impact on tax-

exempt interest rates:

" The reduction in personal income tax marginal rates, especially the

lowering of the top bracket from 70 percent (on unearned income) to

50 percent for all income.

" The associated reduction in the capital gains rate, which will drop

from a maximum of 28 percent to 20 percent, thereby improving the

attractiveness of equity holding in relationship to fixed-income securi-

ties.

* Expansion of income-sheltering opportunities in individual retirement

savings plans (IRA and Keogh).

* Partial exemption of interest income and indexation of marginal tax

brackets, commencing in 1985.

* The creation of the All Savers Certificate which has resulted in a

superior tax-exempt, short-term instrument that is federally guaran-

teed.
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Looking at corporate purchases of municipal bonds, the following pro-

visions in the new tax law will have adverse impacts: expansion of leasing tax

shelters, increase in the investment tax credit, and accelerated depreciation

schedules which, along with the ITC, will both enhance the rate of return on

alternative investments and lessen the need for tax shelter from municipal

securities. '"xpansion of these opportunities may prove to be especially signifi-

cant in further reducing commercial bank demand for municipal securities.

Looking at the demafid for municipal bonds, there were several negative

trends which also started last year. Demand for tax-exempt bonds by institu-

tional Investors, namely commercial banks and casualty insurance companies,

practically evaporated. Correspondingly, individuals (including mutual funds)

acquired two-thirds of all state and local debt last year. Commercial banks

and fire casualty insurance companies - which in the late 1970s acquired 80 to

90 percent of net increases in municipal bonds - have shown only minimal

interest over the past few years. This pattern of demand illustrates the critical

importance of the individual investor to the municipal securities market, and

the higher yields which are necessary to attract these individuals to purchase

municipal bonds.

On the other side of the ledger, there will be increased pressure on our

governments to borrow funds, because of the cutbacks in Federal grant-in-aid

approved-last year and those proposed in the current Federal budget. For

example, Federal grants over the last decade have financed approximately 37

percent of all state and local construction spending. Sharp reductions in those

grants will require increased borrowing if the projects are to go forward. The

tax-exempt bond market simply cannot accommodate this increased public

purpose borrowing with the high level of private purpose borrowing that is

projected in the next five years.
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For the above reasons, the long-term prognosis for the tax-exempt bond

market is not good. This is not to say that tax-exempt interest rates will not

drop when other rates drop, but rather, in relationship to taxable rates, they

will remain at much higher levels than we have seen traditionally.

II. The Effect of the Administration's Minimum Income Tax on State and

Local Governments

We do not find it to be within our. province to advise this Committee

concerning the desirability of adopting a new minimum tax on corporations. But,

we must comment on one of the 14 preference items recommended by the Ad-

ministration which we believe would have a significant effect on the tax-exempt

bond market.A/ We do not oppose this preference item on behalf of the financial

institutions involved but, rather, on behalf of state and local governments and

our taxpayers who would end up financing at the state and local level the cost

of this Federal tax through higher interest payments on tax-exempt securities.

Inclusion of a pro-rated share of interest costs in the minimum income tax

base would fundamentally change the demand of commercial banks for tax-exempt

securities, further lessening the advantage to banks in owning those securities

and, thereby, driving up interest rates. Interest rates on tax-exempt securities

are already at an all-time high. The Economic Recovery Tax Act and the Bud-

get Act of last year struck devestating blows, both directly and indirectly, at

state and local finances and the municipal securities market. We do not think

that state and local governments, nor the municipal bond market, should have to

sustain yet another devestating blow in the formulation of Federal tax policy.

1/ Preference item Number 9 in the Administration proposal states, "(9) deduc-
tions for debt to buy or carry tax-exempt securities."
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Nonetheless, by enacting this measure, the Congress would be greatly less-

ening the desirability of municipal security holdings for our largest investor,

commercial banks. Commercial banks continue to be the mainstay of the muni-

cipal bond market. Altogether, these financial institutions at present hold ap-

proximately 45 percent of outstanding municipal securities. Furthermore, bInk

ownership is especially crucial in the shorter maturities, which is the rapidly

growing area of the market given the lack of credit and its high cost in the

longer maturities.2/

As has been frequently cited, bank demand is crucial to the health of the

municipal bond market. In view of the fact that commercial banks hold such a

large proportion in municipal securities, any action that greatly weakens their

demand will have severe adverse impacts on that rfrket. Bank demand can

change rapidly. As of September 1981, commercial banks held an estimated $20

billion in short-term, tax-exempt securities (those due in less than one year) and

probably another $10 - 15 billion in bonds maturing within a year. Thus, banks

have the capacity to alter their portfolios rapidly to reflect the changing ad-

vantage of different security holdings. While this represents a source of overall

liquidity to banking institutions, it also poses a threat of an immediate drying-up

of bank demand for new securities, as older securities are allowed to mature

without replacement.

Right now, the pressure on the municipal bond market is particularly se-

vere. Banks have not been increasing their holdings of municipal securities at a

pace which would provide ready access to the market. On the other hand, banks

have been maintaining their existing holdings of tax exempts, largely replacing

maturing bonds and notes with new purchases. With the imposition of a minimum

2/ We estimate that banks hold $20 billion of the approximately $25 to $30
billion In short-term, tax-exempt debt outstanding.
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tax on the interest on borrowing arbitrarily allocated to tax-exempt security

holdings, it is our belief that bank demand for municipals would decline dras-

tically.

At present, we are pursuing analysis which we believe will provide reason-

able estimates as to the impact of that decline on tax-exempt interest rates.

Our current estimate is that the inclusion of interest on debt used to purchase

and carry tax-exempt bonds in the minimum tax would decrease commercial bank

desired holdings of municipal securities'on the order of 20 to 30 percent. The

minimum tax would move banks from the current situation of slowly acquiring

municipal securities, to finding themselves with a large surplus of these securi-

ties. This change iin desired holdings would have disastrous implications for interest

rates in the tax-exempt market.

A major reason for these adverse outcomes is that, aside from the com-

mercial banks, the other major institutional investor in tax-exempt bonds are the

property and casualty (non-life) insurance companies. At present, their demands

for tax-exempt securities are depressed with little prospect for immediate re-

covery. Once the two major institutional investors (banks and casualty insurance

companies) are removed, there remains only the household sector, which is funda-

mentally made up of individual investors. Sales of municipal securities to these

investors are expensive because high yields are required to attract and retain

individuals who find their Income tax burdens steadily declining and, thus, tax

exemption is of less savings to them. Also, the average size of transaction is

smaller and more costly than those involving institutions.

Using one line of analysis in a study we are now conducting, we tenta-

tively have found that as a result of the imposition of the minimum tax, bank

demand for tax-exempt securities would be lowered on the order of 20 to 30

percent of their current holdings of tax-exempt securities. Given the banks'
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current holdings of $155 billion tax-exempt securities, our calculations indicate

that banks, in following profit-maximizing behavior, would want to hold only

approximately $112 billion, were the minimum provision tax in effect with regard

to the taxation of interest cost deductions.

The discrepancy of $43 billion between the present and'desired bank

holdings of tax-exempt securities is the focal point of calculating the Interest

rate impacts and the reduced availability of credit to state and local issuers. In

view of the fact that banks currently hold $20 billion in tax-exempt notes and,

perhaps, another $15 billion In longer-term securities maturing within one year,

the downward adjustment in bank holdings might take place very rapidly. Banks

might simply stop buying new tax-exempt securities and, as a result, what has

been traditionally one-half of the market demand for our obligations would dis-

appear overnight and for one year's duration. We doubt that would happen, but a

substantial and continuing depression in bank demand, as they reduced municipal

holdings In their portfolios, would be a certainty.

Prior analysis has estimated that $1 billion in added supply Increases tax-

exempt bond rates by 3 to 5 basis points. Using those estimates, a $40 billion

surplus in bank holdings would generate an 120 to 200 basis point upward pressure

on tax-exempt yields, given the level of taxable interest rates.

As Table 1 indicates, as of early 1982, the tax-exempt bond rates have

been approximately 13 percent. Municipal bond yields have averaged approxi-

mately 80 percent of the yield on comparable taxable securities (which recently

have been around 16 percent). An added 120 to 200 basis points would mean

tax-exempt rates of 14 to 15 percent - very high, but by no means unheard of

in the tax-exempt market these days. Correspondingly and more significantly,

NOTE: A basis point equals one one-hundredth (1/100) of a percent.
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the ratio of tax-exempt to taxable yields could climb to 85 or 95 percent, were

taxable yields not to change in value. At such high ratios, tax-exempt securities

would lose practically all value to governments as a means of lowering borrowing

costs.

We do not foresee that dire result occurring all at once, but the direction

of the pressure is clearly evident. If we suppose the true impact to be roughly

the mid-point of the possible impact, the market would experience a 160 basis-

point increase in tax-exempt rates, on average. At an $80 billion annual level of

municipal bonds ($50 billion long-term and $30 billion short-term) this works out

to an added $1.3 billion a year in tax-exempt borrowing costs, looking only at

the first-year costs.

According to the information released by the Treasury Department on

February 26, 1982, the minimum income tax proposal would be expected to produce

additional federal revenue of $4.8 billion in 1984. This, added to the current

minimum income tax collections, would produce a total of $5.3 billion in that

same year. The Treasury Department estimates that 2.9 percent of their mini-

mum income tax will be collected from banking institutions, or approximately

$153 million in 1984.

Even if we assumed that most of this revenue would flow from taxing the

interest deduction preference item, it appears that the federal government would

pick-up a very small amount of revenue ($153 million) compared to the costs

which would be imposed on tax-exempt borrowers ($1.3 billion).

Our opposition to this preference item is based on equity and economic

hardship - the Administration has proposed turning over responsibilities to us, but

this proposal from the Administration would make it very difficult for us to

finance these new government programs at the state and local levels of govern-

ment.
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I1. Industrial Revenue Bonds

The Municipzl Finance Officers Association has testified before Congress on

a number of occasions in opposition to the use of tax-exempt bonds that only

benefit private industries and are not functions of state and local government.

To be specific, in 1968, we adopted a policy which has formed the framework of

our concerns in this area. This policy states that bonds which, regardless of

purpose, are, in practical effect, the obligations of private industries with state

and local governments acting only as conduits for private borrowing should not be

continued in the tax-exempt bond market./ In 1975, we indicated to Congress

our opposition to pollution control bonds and in 1978, we opposed the expansion

of the small-issue limit, because at that time we predicted that increasing the

limit from $5 million to $10 million would lead to an unwarranted proliferation

of small-issue industrial revenue bonds.

At this time, we feel Congress should devote attention to adopting restric-

tion on small-issue industrial revenue bonds. Our Association has two principal

concerns about the present use of small-issue IRBs. First, small-issue IRBs are

occupying an increasing share of the tax-exempt bond market. The 1981 level is

estimated at approximately 10.5 billion, or 20 percent of the market. Second,

the universal availability of small-issue IRBs in practically every state and com-

munity does not give any area an advantage in an economic development sense

and may, in fact, promote the flight of downtown businesses away from our

urban areas.

The MFOA has carefully studied the market for tax-exempt bonds and

through this research, we have expressed legitimate concerns about its capacity

to absorb, without cost, so-called conduit bonds. Small-issue IRBs must be

3/ "Conduit bonds" refer to industrial development bonds for which the issuing
local government has no financial involvement with its own resources and
also has no functional involvement in .that the facility financed is one
which it could not itself operate as its own public facility.
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examined along with all other conduit IRBs in order to fully understand their

cumulative effect on the municipal bond market.

Of major concern to state and local governments is the extent to which

small-issue and other IRBs are crowding out the market for conventional state

and local debt issues, absorbing capital that would normally go to the financing

of traditional governmental activity and driving up the costs of borrowing for all

tax-exempt issuers. Research over the years has documented that the laws of

supply and demand hold true in the tax-exempt market: the greater the demand

for funds in relationship to the supply of savings at any given time, the higher

will be the interest rates in the tax-exempt market.

Quantifying the impacts of increased supply of tax-exempt securities on the

availability and cost of credit Is difficult. Research findings indicate that the

rapid growth and large volumes of credit demands do exert upward pressure on

rates of Interest and difficulties for traditional governmental borrowers that must

compete for credit with new claimants. At current market levels, it is esti-

mated that an increase of $1 billion in tax-exempt securities can be expected to

generate interest rates that are 3 to 5 basis points higher for the overall market

than otherwise would be the case.4/ For smaller debt issues that depend on support

from local markets (and where there may be a high degree of substitution by

investors between the traditional debt and that being sold for nontraditional

purposes) the Impact of increased volume on interest rates and credit availability

can be much greater. For example, small issuers in states where there is a

large amount of IRB financing would se.e their borrowing costs going up by a

4/ For a review of recent studies regarding the interest rate effects of incre-
mental supplies of tax-exempt bonds, see Ronald Forbes, et. al., "An Analy-
sis of Tax-Exempt Mortgage Revenue Bonds," Municipal Study Group, State
University of New York at Albany (May 1979) Appendix II.

I
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larger factor than would be true elsewhere in the market as a whole because of

competition for local investment funds.!/

The Treasury estimate of $10.5 billion in sales in 1980 of small-issue IRBs

would imply that state and local borrowing costs, as reflected in rates of in-

terest, were 31 to 52 basis points higher that year than they otherwise would

have been. At an annual level of $50 billion in municipal bond sales, this implies

increased annual borrowing costs of $155 to $260 million annually for each year

that bonds sold in a given year remain outstanding. Thus, were the-municipal

securities to be outstanding for an average of 12 years, the total added costs in

increased interest over the life of the debt would range between $1.9 billion and

$3.1 billion.!6/

It should be pointed out that these numbers relate only to the 1981 sales

figures for IRBs. If, in fact, the volume of IRB new issues rises as forecasted

by the Congressional Budget- Office, the increased borrowing costs would rapidly

cumulate for all state and local borrowers.

Commercial bank purchases of industrial revenue bonds is not a healthy

sign, in the long term, for the traditional municipal bond market. The CBO

study estimates that 70 to 80 percent of small-issue sales are private place-

ments.j/ Since most small-issue IRBs are privately placed with banks, there are

limited opportunities for the banks to sell these tax-exempt securities. Banks

may be filling their portfolios with tax-exempt IRBs and, therefore, lessening

5/ For an analysis of the local- arket impacts of increased offerings, see
Hendershott, Patric and D'VdiKi- dwll. "The Impact of Relative Security
Supplies: A Test with Data from a Regional Tax-Exempt Bond Market."
Journal of Money, Credit and Banking. February 1978.

!/ The resent value of $1.9 billion and $3.1 billion, assuming an annual
-nflation rate of 10 percent over the 12 years,.Js $600 million and $990 million.

7/ CBO, Small Issue Industrial Revenue Bonds, p. 15.
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their ability to purchase tax-exempt bonds for schools, sewers, and street projects.

With commercial banks maintaining their role as the single-largest holders of

tax-exempt bonds,!/ any shift in their demand for general obligation (or tax-

supported) bonds for governmental purposes is a disturbing sign for state and

local governments. If tax-exempt IRBs continue to play a major role in providing

capital financing for business and industry, then the traditional municipal bond

market is headed for troubled waters.

The Use of Small-Issue Industrial Revenue Bonds as an Economic Development

Tool

Many witnesses will submit testimony to this Committee indicating that

small-issue industrial revenue bonds are an important economic development tool.

They will tell you of the many jobs created through their use and of the firms

that would not be able to build new facilities or expand existing facilities with-

out this subsidy. The evidence simply does not support these claims. The uni-

versal availability of small-issue IRBs does not currently provide any individual

community with-a competitive advantage. One of the recent studies on this

subject, by Margaret E. Dewer9/ examined how effective IRBs are in influencing

a corporation's location and expansion decision. According to Dewar:

the importance of the Interest rate subsidy and other
advantages of using the bonds is not likely to outweigh the
importance of location criteria such as the cost of shipping
products or the cost of acquiring suitable land. If other loca-
tion characteristics dominate the decisions, the bonds probably
have virtually no effect on location and expansion choices. In
that case, the major result of bond programs is to reward firms
for behaving as they would without the programs.lO/

8/ See Federal Reserve Board, Flow of Funds Accounts.

9/ Dewar, Margaret E., The Usefulness of Industrial Revenue Bond Programs
for State Economic Development: some Evidence from Massachusetts,
Working Paper No. 83, Joint Center for Urban Studies of the Massachusetts
Institute of Technology and Harvard University, March 1980.

1L/ Ibid, pp. 1-2.
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The Municipal Finance Officers Association believes that small-issue IRBs

could be used as an effective economic development tool if they are restricted

to areas of serious economic deprivation. Instead of providing a subsidy so

that firms can flee our downtown areas, we ought to be encouraging economic

development in areas of serious economic deprivation. If the Congress agrees

with the Administration's recommendation to prohibit the use of the accelerated

cost recovery system of depreciation in combination with IRBs, we encourage

Congress to lift that restriction when the small-issue IRBs are used in areas

of serious economic deprivation.

The Need for Federal Legislation

The MFOA adopted, at its last Annual Meeting, a policy supporting

Federal restrictions in small-issue IRB area. Our Association came to the

conclusion that this is an area in need -of restrictions at the Federal level of

government. Many of the state and local officials who are members of our

Association have tried to restrict small-issue IRBs at the state and local level

of government but have come.to the conclusion that it is extremely difficult,

if not impossible, for any state or, for that matter, local government to ban or

-severely restrict IRBs when neighboring communities and states continue to

offer them. State legislatures which have attempted to pass IRB restrictions

have not been able to overcome this argument. It- is our belief that the current

small-issue IRB climate leads to negative and unhealthy competition among the

states and unless Federal restrictions are adopted, the use of small-issue IRBs

will continue unabated.

Comments on the Administration's Proposal

We applaud the Administration for proposing restrictions on industrial

revenue bonds to the U.S. Congress. While we do not fully support all of the
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recommendations contained in -the Administration's IRB proposals, we find their

support of restrictions encouraging.

The cornerstone of the Administration's bill proposing a trade-off between

the use of tax-exempt bonds or ACRS depreciation should be supported by

Congress. As indicated above, we would like to see this restriction lifted for

small-issue IRBs in areas suffering serious economic deprivation.

The most serious problem with the Administration's proposal is the re-

quirement that the state or local government make a financial contribution to

a project which might be financing a private corporate activity. Most state

constitutions deny state or local governments the power to donate or lend

money or credit to private individuals. The practice of state governments

borrowing for the benefit of private enterprise reached its peak in the 1850s

when states competed in efforts to attract railroads. Subsequent large-scale

bond defaults during the Depression of 1870 caused strong public reaction to

the lending of state credit to individuals or corporations. Many states adopted

constitutional amendments to prevent a reoccurrence of such practices. Based

on experience, we believe that it would be difficult, if not impossible, for the

states with such restrictions to amend their constitutions or laws prior to

December 31, 1985. Such a restriction would, therefore, make industrial

revenue bonds unworkable in most of the states.

We agree that it is important to secure the approval of the elected

officials in the local government for industrial revenue bond projects. This

approval can be achieved by requiring a public hearing on the projects and also

by requiring approval of the projects by the elected legislative body of the

governmental unit. This hearing and approval process will bring the IRB projects

to the public view and will also hold local government officials accountable for

the use of tax-exempt credit for the projects.
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The Administration has also proposed restrictions in the area of

arbitrage. When Congress adopted the 1968 legislation,concerning industrial

revenue bonds, it listed in the Code purposes which were allowable for in-

dustrial revenue bonds. Some of those items are only for private industries

while others, such as municipal- parking facilities, mass transportation, and

airports, can be for governmental activities. We do not object to the placing

of restrictions on industrial revenue bonds which are strictly conduit bonds.

We do think, however, that the Administration's arbitrage proposal would be

too far reaching and might affect governmental projects and, therefore, it

needs to be carefully examined and then redrafted by Congress.

The Administration has also suggested that information on each industrial

revenue bond be reported to the Internal Revenue Service. We think that the

paperwork and administrative requirements generated by this requirement would

be too cumbersome. Instead, we suggest that each state be required to gather

_information on industrial revenue bond sales and, in turn, report that informa-

tion to an independent Federal body such as the Advisory Commission on Inter-

governmental Relations or similar entity.

Conclusion

The question before us today is: Will the tax-exempt market continue to

be available to finance the facilities of state and local governments in an

economical way? Will general obligation bonds and those supported by other

tax revenues be able to sell in the future? To those who point to the jobs

and -economic benefits of industrial revenue bonds we must ask this:

If we cannot finance our streets, highways, bridges, water and sewer facilities,

ports, and transit facilities with tax-exempt bonds, will we have the necessary _

infrastructure in place to support the activities of the industrial enterprises which
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they would like to see financed with tax-exempt bonds? If we decide that tax-

exempt bonds are needed to finance state and local government facilities, then

the uncontrolled issuance of industrial revenue bonds must be stopped.
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TABLE 1

Year/QuartE

1978 (yr.)

1979 (yr.)

1980/1

1980/II

1980/II

1980/1V

1981/I

1981/I1

1981/I1

1981/W

1982/1*

BOND BUYER 20 BOND INDEX (TAX-EXEMPT),

MOODYS ALL-INDUSTRY CORPORATE BONDS (TAXABLE),

AND RATIO OF RATES:

1978 to 1982.1

. Moody's All- If
Bond Buyer Industry Corporate Tax

20 Bond Index Bonds To
er (Tax-Exempt) (Taxable)

6.07 %

653

8.56

7.86

8.79

9.61

9.97

10.68

12.03

12.59

13.13

9.07 %

10.12

12.80

12.32

12.30

13.67

14.09

14.89

15.65

15.64

16.09

First two months data

95-227 0 - 82 - 9

itio Of
:-Exempt
Taxable
(%)

66.9 %

64.5

66.9

63.8

71.5

70.3

70.8

71.7

76.9

80.5

81.6

.
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The CHAIRMAN. Thank you very much,
Senator Byrd?
Senator BYRD. Mr. Guthman, what does Atlanta need to pay to

finance the GO's, and- what is the highest rate that you have to pay
on the GO's?

Mr. GUTHMAN. Senator, our last GO issue, which was sold last
fall, carried a rate of just over 9 percent which was the highest
rate the city had ever paid.

Senator BYRD. What was it?
Mr. GUTHMAN. Just over 9 percent. And we, have a AA credit

rating. We anticipate selling some revenue bonds for our airport,
and that is probably going to be over 14 percent.

Senator BYRD. What will be 14 percent?
Mr. GUTHMAN. Some revenue bonds to be used to build a fourth

runway at our airport.
Senator BYRD. It will be 14 percent tax exempt?
Mr. GUTHMAN. Yes, sir.
Senator BYRD. What does Essex County pay?
Mr. SHAPIRO. Senator, because the market is so bad, we haven't

sold long-term bonds, period, since 1979. And that is not an uncom-
mon thing you will find among local governments. We are going on
short-term financing exclusively.

The New York Times, yesterday, in their business section report-
ed that the average on their municipal bond index rose from 13.88
yesterday to 14 percent in yesterday's papers. That's the average
that they are applying across the country on municipal bond issues
so it has gotten very high.

Senator BYRD. Well, Mr. Guthman, you say last fall you paid 9
percent.

Mr. GUTHMAN. Over 9 percent.
Senator BYRD. Over 9 percent but you are now going to pay 14

percent.
Mr. GUTHMAN. That was a relatively small issue sold on a gener-

al obligation basis. We received a favorable rate for the times be-
cause we entered the market when there was a good window. The
bonds for the airport will be revenue bonds, which are always
going to be slightly higher in rate than general obligation bonds.
And, we may not decide to sell them because of the high rates. In
fact, until the General Assembly of Georgia changes the laws, we
cannot sell them. There is a usury limit of 12 percent in Georgia.

Senator BYRD. Well, I must say that I can t understand why
there would be a spread of almost double, 5 percentage points.

Mr. GUTHMAN. We are talking about two things that have taken
place in that period of time, Senator. One was the timing of the
sale of the bond and being able to take advantage of a 2-week
window the market. The second was the fact that it was a relative-
ly small -issue of only $8 million. We also had very good credit
rating-and several good bids. Now we are talking about issuing
close to $100 million in revenue bonds for an airport runway.

Senator BYRD. What would--be the maturity on the $100 million
bonds?

Mr. GUTHMAN. We are looking at a 20-year total maturity.
Senator BYRD. Was the other 20 years also?
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Mr. GUTHMAN. Those were shorter. We went short on- those
bonds to be able to get a lower rate of interest.

Senator BYRD. Well, that would help you of course. Thank you.
May I make this comment?
The CHAIRMAN. Sure.
Senator BYRD. I notice that on the next panel will be the Mayor

of the city of Norfolk.J must meet right now with the members of
the Virginia Farm Bureau. Mayor Vincent Thomas is listed as a
member of the next panel. I don't know whether he is here or not.
I don't see him at the moment. But I just wanted to say to the
Committee-that he is an outstanding Virginian.-Hewthe Mayor of
the largest city in our State. He is a very close personal friend. He
is a graduate of the Virginia Military Institute. And if I am not
here to -welcome him, I hope, Senator Dole, that you would wel-
come him for me.

The CHAIRMAN. We will be very good to him.
Senator BYRD. Thank you. [Laughter.]
The CHAIRMAN. Senator Bradley.
Senator BRADLEY. Yes. I would like to ask Mr. Esser and Mr.

Shapiro if you could clear up for me-what is your position on the
minimum tax and why? I didn't get that.

Mr. ESSER. Senator Bradley, we do not oppose the minimum
income tax. We only have concerns with one of the 14 preference
items that were recommended by the administration. It's the item
which would deal with debt to carry tax-exempt bonds. Our con-
cern is because commerical banks purchases of municipal bonds
would be primarily affected by that particular item. Commerical
banks currently hold about 45 percent of all tax-exempt bonds.

Both of the witnesses to my right have indicated the importance
of short-term, tax-exempt bonds to their communities recently.
Commercial banks, from our best calculations, hold about $15 to

20 billion of a $25 billion amount of outstanding short-term notes.
hort-term note is one of the only ways many communities can fi-

nance needed facilities with these record high interest rates today.
If commercial banks wanted to, they could simply leave the short-
term tax-exempt market, and it would significantly increase our
cost of borrowing.

Senator BRADLEY. And it's your view that banks don't do that.
Wh Why don't banks leave the short-term market?

rt. ESSh.t Well, currently they are purchasing short-term bonds
because that is one of the few securities that are being offered by
State and local governments. They do buy some tax-exempt bonds
also.

Senator BRADLEY. No. But the tax advantage that this preference
change addresses is specifically what? And you feel that if it was
removed, it would adversely affect your municipal tax-exempt
market, right?

Mr. ESSER. Yes. We do.
Senator BA.D. ---Would you state that for the record a little

more clearly?
Mr. ESSER. Well, the minimum income tax item that you are re-

ferring to would remove the deductions that banks now have for
the interest costs to purchase or carry tax-exempt bonds. And it
would subject the cost of their interest that they now pay to a
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minimum income tax. That would, in- our view, lessen their
demand for tax-exempt bonds. Since they are so important in the
market, once they have less demand for tax-exempt bonds, State
and local governments would have to sell more bonds to individual
purchasers and we would have to pay higher interest rates to at-
tract more individuals to the market.

Senator BRADIEY. I would like to ask Mr. Shapiro this. In your
comments, you said that you would not be in favor of eliminating
the depreciation portion of ERTA in areas where you have indus-
trial revenues bonds as well. You want a firm to be able to take
advantage of both. Would you establish any other criteria or would
you apply this to all firms everywhere? Wat would be a targeting
criteria that you might establish?

Mr. SHAPIRO. Well, the administration has proposed an---
Senator BRADLEY. Well, cculd you give an example of how it

would work in Essex Cou6ity?
Mr. SHAPIRO. The-administration has proposed an either/or set-

up. You have to choose either between ACRS or tax-exempt financ-
ing. What this would basically mean is that it would wipe out tax.exempt financing for most firms, because ACRS, in most cases, is a
better choice for them to make.

What it means in an area like ours is that it would get rid of-the
locational advantage that is given by tax-exempt bonds. In New
Jersey it is one of the States that does this. Senator Tsongas men-
tioned earlier that Massachusetts- does this as well. In New Jersey
we do have targeting provisions that are contained locally within
the issuance of our tax-exempt-bonds. What this would simply do is
say basically that targeting mechanism would be wiped out. In
effect, the one kind of incentive we have for investing in an urban
area would get wiped out. And it would hurt an economically dis-
tressed area like our own obviously.

Senator BRADLEY. Because firms would opt for ACRS as opposed
to IDB's. And, therefore, the targeting mechanism. Is that right?

Mr. SHAPIRO. They are saying either you get a big incentive to
invest anywhere or you get a small incentive to invest in an urban
area. If you have that choice, it means you are likely to not invest
in an urban area.

Senator BRADLEY. Thank you very much.
The CHAIRMAN. Well, we have the enterpise zone program

coming along to take care of that. It's-not out yet.
Mr. SHAPIRO. We are eager to see that, Senator.
The CHAIRMAN. Yes. Mr. Shapiro, in the Congressional Record of

March 28, 1968, former Senator Ribicoff quotes the National Asso-
ciation of Counties as stating that the use of private purpose bonds"poses a disastrous threat to the entire State and local government
bond market, and that corrective action must be taken now." The
other witnesses this morning seemed to be more in agreement with
that statement made in 1968 than you, representing the National
Association of Counties, do today. Don't private purpose still
threaten the traditional State and local bond market? Why has
NACO changed its mind?

Mr. SHAPIRO. Senator, our position is that some restrictions are
in order. NACO's position is that some restrictions are in order,
and that they do make sense. That others are not. That some of the
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ideas for basically eliminating them really don't make a lot of
sense because here to have in NIRC--

The CHAIRMAN We are not suggesting eliminating it, though ap-
parently NACO thought that appropriate in 1968; we are just sug-
gesting tightening it up so it will help small business, and so that it
will be for some useful purpose, not just for any purpose. As Mr.
Guthman said you can use it for almost any purpose now. We have
seen the horror stories that I am not going to dwell on, but some
will.

Mr. SHAPIRO. Senator, our belief is that the proposals as they are
currently written would virtually wipe them out. And, second, that
simply trying to make a differentiation between small business and
big business doesn't recognize the important contribution that
major businesses make. Simply trying to make a need differenti-
ation between small business and big business doesn't recognize the
important contribution that big investors make in certain economi-
cally distressed areas toward job creation. And really, in a lot of
ways, this is what this is all about.

The CHAIRMAN. Senator Grassley.
Senator GRASSLEY. Thank you, Mr. Chairman. I have only one

question. And I hope even though you are connected with local gov.
ernment you still might be able to respond to local businessmen's
attitudes toward competition with businesses that have tax-free
revenue bonds. And I would like to ask whether or not you have
had complaints from local business people trying to compete with
larger franchises which have received tax-exempt bond help. And,
therefore, cheaper credit to finance their new construction.

Mr. SHAPIRO. In our area, I have not heard that kind of -com-
plaint. In fact, the biggest single complaint I have gotten from
small businesses-many of whom have benefited from this pro-
gram-is that in some cases it can't go far enough. That they are
interested in trying to get tax-exempt financing for things like
working capital loans, which recently our State moved into being
able to do. It can be a big help to small businesses. I don't think it
is one where a small businessman will say only the big businesses
are getting the advantage of it.

Mr. GUTHMAN. In my city of Atlanta, we did have one such case
last year that became the subject of testimony before the Ways and
Means Committee of a hotel which is now just getting under con-
struction. The hotel is not in a depressed area of our downtown and
it was financed through industrial development bonds. The project
did create some controversy not only here but locally, as well. -

The CHAIRMAN. I guess you all indicate there should be some re-
striction on the use. Is that correct?

Mr. GuTHMAN. Yes.
Mr. SHAPIRO. Yes.
Mr. ESSER. Yes.
The CHAIRMAN. So it's fair to say you are in agreement on that.

There is some disagreement on just what the restriction should be
and to what extent you support the administration's proposals. My
understanding is that Mr. Guthman and Mr. Esser have very little
quarrel with the proposal. Is that correct?

Mr. GuTHMAN. Where we take exception to the administration
proposal, Mr. Chairman, is detailed in my formal statement, but I
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want to make sure you hear from me that we do oppose the bond
registration requirement. In addition, we would like the provision
that limits small issue IDB's to small businesses amended. In cer-
tain urban redevelopment areas in order to have a feasible project,
it is frequently going to require a concern or a company whose
total capital expenditures are going to be more than $20 million in
a 6-year period. A large company is needed in many developments
in order to attract others and to serve as an anchor. We would like
to see the provision modified to account for that.

Mr. ESSER. Senator, we do not fully agree with the administra-
tion's proposals. And we outline those concerns in our written
statement. The one area we have the greatest difficulty with is the
financial contribution on the part of the local government. Our re-
search has found in a majority of the States that might be prohibit-
ed by either the State constitutions or State statutes. We think
that recommendation is overkill. We feel the approval by local offi-
cials and local elected bodies would achieve the same thing that
the contribution would, and that is necessary oversight at the local
level.

The CHAIRMAN. Well, if we didn't adopt that provision maybe we
would have to adopt some limit on the uses. It seems to me that if
the local community is putting up even as little as 1 percent, they
might be a little bit concerned on what the purpose is. Maybe we
would have to look at some specific purposes.

I understand that none of the panel thinks we ought to include
the tax-exempt income as part of the minimum tax proposal. Is
that correct?

Mr. GUTHMAN. Yes.
Mr. SHAPIRO. Yes.
Mr. ESSER. Yes
The CHAIRMAN. That may not be what happens but-you think

banks shouldn't pay taxes?
Mr. GUTHMAN. No, sir.
The CHAIRMAN. They don't pay much now.
Mr. GUTHMAN. We are .pt here to defend the banks. What we

are here to say is that banks have been our best customers for tax-
exempt bonds. Sometimes under adverse conditions they have pur-
chased bonds when other investors were not willing to do so. Banks
have told us, or at least I have been told in -Atlanta, that if this
preference item included in the minimum tax proposal, then they
will substantially abandon the municipal market. And we will be
hurt.

The CHAIRMAN. Your concern is they drive up the price.
Mr. GUTHMAN. This will drive up the price as well as eliminate

some of our best customers.
The CHAIRMAN. Well, there has been no decision made on the

minimum tax. It's hard to get people who don't pay taxes to volun-
teer to pay taxes. Even those who pay taxes, but not very much.
But it's also hard to explain to working men and women who pay a
pretty good tax rate why some people should have tax-exempt
income of a million dollars or more and pay no tax.

Mr. GUTHMAN. In the long run, Senator, if our bond prices go up,
then those same taxpayers are going to be paying for it through
higher rates. And then we will have to charge more on general ob-
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ligation bonds on our tax base. We will have to up our millage rate
to accomplish that.

The CHAIRMAN. Well, we will try not to settle that issue here--
today. But I think it is good that you have indicated your opposi-

_tion.
Senator BRADLEY. Mr. Chairman?

-The CHAIRMAN. Yes.
Senator BRADLEY. This is the first time I have heard this asser-

tion. Is there anyway that you could provide the committee with
some more detailed backup from your financial officers as to its
effect on the municipal bond market?

Mr. GUTHMAN. Yes; NLC will certainly provide additional infor-
mation, Senator.

Mr. ESSER. Senator, we provided some figures in our written
statement. We are now conducting an analysis and we will provide
that to you as soon as possible.

Senator BRADLEY. I think that will be helpful.
[The information follows:]
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Under the recent Treasury proposals, a new section will be added to

the current minimum tax provisions, imposing a new' 15 percent alternative

tax on corporate minimum taxable income in excess of $50,000.1/ The tax

base will be a corporation's regular taxable income, increased by the sum of

certain special deductions.

One revision in the corporate minimum tax base (Item #9) would be

inclusion of Interest on indebtedness used to purchase or carry tax-exempt

securities .(to the extent such interest is deducted under current law). The

current rule of section 265(2) disallowing deduction of expenses and interest

relating to tax-exempt Income does not apply to commercial banks (or to

other financial institutions having less than 15 percent of their total assets-

Invested in the taxzexempt obligations). In determining the amount of in-

terest deduction to be added to the minimum tax base, the corporation's

total interest deductions would be allocated pro rata across its total invest-

ment portfolio. Thus, in effect, that share of interest cost now deductible

against Income taxes would be subject- to the minimum tax of 15 percent.

Because of their major holdings of tax-exempt securities and their low taxable

profits on economic income because of the nonapplicability of section 265(2),

commercial banks are the key target of the new minimum tax provision.

Impact on Bank Demand for Municipal Securities

The proposed change would greatly reduce the attractiveness of tax-

exempt securities to commercial banks. Bank demand is crucial to the health

of the municipal bond market. Because commercial banks, as the largest

single investor group in such securities, hold about $155 billion, or 45 percent,

See: Department of the Treasury, General and Technical Explanations
of Tax Revisions and Improved Collection and Enrorcement Yroposals,
February 26, 1982.
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of all outstanding municipal securities, any action that greatly weakens their

demand for these credits will have severe adverse Impacts on the tax-exempt

securities market. Furthermore, bank demand can change rapidly. As of

September 1981, commercial banks held an estimated $20 billion in short-

term, tax-exempt securities (those due in less than one year), and probably

another $10 to 15 billion in bonds maturing within a year. Thus, banks have

the capacity to alter their portfolios rapidly to reflect the changing advan-

tageousness of different security holdings.

At present, the pressure on the municipal bond market, relative to

other credit markets, is particularly severe. As Table 1 depicts, the ratio of

tax-exempt to taxable rates has risen sharply over the past year. Interest

rates are high in all the securities markets, but nowhere has the increase

been so abrupt and unrelenting. The practical consequence of this is that

tax exemption has lost much of its cost-saving advantage to state and local

government issuers. Major reasons for these poor conditions in the tax-

exempt market are the Impacts of- recent tax code changes, recessionary

conditions that have reduced profits and income, and credit concerns sur-*

rounding state and local issuers. Any step that further handicaps the tax-

exempt securities market and raises borrowing costs must be viewed with

concern.

A corporate minimum income tax that includJes the pro-rata share of

interest deductions on the presumption that the interest is used to carry tax-

exempt securities would reduce the demand for tax-exempt securities by

commercial banks. To measure the impact of this outcome on the tax-

exempt market and the cost of borrowing to issuers requires answering three

subquestions:

1. By how much will commercial bank demand for tax-exempt securi-

ties be reduced?
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TABLE 1

BOND BUYER 20 BOND INDEX (TAX-EXEMPT),

MOODYS ALL-INDUSTRY CORPORATE BONDS (TAXABLE),

AND RATIO OF RATES:

1978 to 1982.1

Year/Qua.rter

1978 (yr.)

-1979 (yr.)

1980/I

1980/11

1980/111

1980/W

1981/1

1981/11

1981/Ill /

1981/1V

1982/1*

Bond Buyer
20 Bond Index
(Tax-Exempt)

6.07 %

6.53

8.56

7.86

8.79

9.61

9.97

10.68 -

12.03

12.59

13.13

MoodL',s AUnt
Industry Corporate

Bonds
(Taxable)

9.07 %

10.12

12.80

12.32

12.30

13.67

14.09

14.89

15.65

15.64

16.09

Ratio Of
Tax-Exempt
To Taxable

(%)

66.9 %

64.5

66.9

63.8

71.5

70.3

70.8

71.7.

76.9

80.5

81.6

* First two months data
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2. What will be the impact of reduced bank demand on interest rates

in the tax-exempt securities market?

3. How wilt the total cost of borrowing to states and localities change

in response to the rise in tax-exempt interest rates?

Reduction in Commercial Bank Demand Caused by Minimum Tax

As is discussed in a separate appendix to this paper, it can be shown

that under certain simplifying assumptions regarding profit-maximizing be-

havior, the optimum proportion of tax-exempt assets (those with tax-exempt

Income) to total assets can be estimated by the ratio of the average cost of

interest and operations per dollar of assets to the average rate of return on

taxable investments. If banks are maximizing their after-tax return, their

portfolios should approximate the following composition of tax-exempt to

total assets:

(E/A)* Tax-Exempt Assets (rc/rt)=• Total Assets = -(r/t

where,

r = average rate of total cost (interest and operating costs),

rt = average rate of taxable return on assets,

(E/A)* optimal proportion of tax-exempt assets to total assets.

Under the proposed change in the corporate minimum tax law, it can

be deduced that the optimum ratio of tax-exempt to total assets would be

determined by the expression:

(E/A)** - Tax-Exempt Assets Q
Total Assets -Q

where, Q =(t - tm) rc + tm ri
(t - tin) rt + tm ri

where, re and rt are as before, ri is the average interest-cost of funds

borrowed, t is the normal corporate marginal tax rate, tm is the proposed
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minimum tax, and (E/A)**fIs the desired proportion of tax-exempt assets

under the new minimum tax.

To the extent that banks are maximizing after-tax profits, it can be

shown that the change will reduce bank holdings since

re (t tm) re +tm ri
rt < (t -tin) rt + tm ri

Therefore,

1 - (rc/rt) , 1 - Q, and, (E/A)* > (E/A)**.

--. Thus, the optimal tax-exempt holdings are greater under the existing treat-

ment than they would be under the corporate minimum tax. We can test

the predictive quality of this formulation and examine the impacts of the

proposed change by using actual values for the above variables to calculate

predicted bank holdings of tax-exempt securities.

Table 2 presents a series of calculations that compare actual tax-

exempt security holdings of commercial banks (E/A) for the period 1975

through 1980, with those predicted using the formula under the current tax

treatment, (E/A)*, and under the proposed tax treatment, (E/A)**.2/ As

may be seen by comparing Columns 1 and 2, the predicted percentage holdings

in tax exempts track the actual holdings very consistently and only slightly

overestimate actual holdings during the period..

... 2/
- Column 1 figures for bank holdings and total financial assets are taken

from the Federal Reserve Board, Flow of Funds Accounts, Assets, and
Liabilities Outstanding 1957-80 (September 1981). , "

Column 2 is calculated using the formula (E/A)* 1 - (rc/rt).

Column 3 is calculated using the formula:

(E/A)** 1 - (t - tin) re + tm ri
(t - tin) rt + tm ri

re, ri, rt are taken from the 1981 Annual Report of the Federal Deposit
Insurance Corporation (FDIC). Also, t = .46 and tm = .15.
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TABLE 2

Actual and Estimated Holdings of
Tax-Exempt Securities as Percentages of

Total Bank Financial Assets

Column 2 -.

(E/A) -
Actual Tax-Exempt
Securities As % Of

Total Assets

12.46 %

11.90

11.65

11.17

10.80

10.76

11.46 %

(E/A)*
Predicted T.E. Holdings

Under Present Tax
Treatment as % of

Total Assets

13.47 %

12.26

12.86

13.23

11.91

10.21

12.32 %

(E/A)**
Predicted T.E. Holdings

Under Minimum Tax
Proposal (15% note)

As % Of Assets

9.64 %

8.93
9.40

9.73

8.62

7.27

8.93 %

Note: The predicted percentages of tax-exempt holdings in Column 2 are, on average,
slightly greater than the actual percentage holdings in Column 1. The proposed
change would lower the predicted holdings (Column 3) of tax exempts. Assuming
that actual tax-exempt securities would retain their proportionate relationship to
the predicted levels implies that actual holdings of tax exempts as a percentage
of total bank assets would drop as follows: "

11.46 x ,x 8.31%
12.32 8.93

Thus, the actual holdings are projected to drop by 3.15 percentage points (11.46 -
8.31) or by 27.5% (3.15/11.46) based on the 6-year experience reported above.

Column 1 Column 3

1975

1976

1977

1978

1979

1980

Avg.
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Column 3 gives the predicted percentage of assets in tax exempts, had

the proposed minimum tax on allocated interest deductions (at a 15 percent

rate) been in effect. It, too, tracks nicely the figures in the previous two

columns, but at a uniformly lower level. On average, as indicated In Table

2, it would have produced a desired ratio of tax-exempt to total assets 3.15

percentage points lower than that actually observed, if we were to assume

that actual holdings were to behave proportionately under the proposed tax

treatment as they have to the existing tax treatment of nonallocation of

interest costs. This would have meant a 27.5 percent drop in the optimal

level of bank holdings, were the banks' respective average rates of overall

costs (rc), borrowing costs (ri), and taxable investment earnings (rt) to have

been in effect.

To calculate the dollar magnitude of the 27.5 percent decline in tax-

exempt holdings, we need to take this change In ratio to the dollar amount

bank holdings as of the end of 1982. Since these were $155 billion, the

estimated new holdings would be $112 billion. Other realistic estimates of

the size of the reduction in holdings are possible, but do not differ greatly

in magnitude given the facts and formulations as set out above.!/ Such a

reduction - approximately $43 billion - in bank holdings would be of enormous

consequence. That amount represents almost the equivalent of one year's

3/ Alternative interpretations of adjustment from the current level of
desired tax-exempt holdings are possible. For example, it is estimatedCt
that tax-exempt securities represented 10.3 percent of bank assets at
the end of 1981. Assuming that this represented 95, percent of the'
desired ratio (as in 1980) under the current treatment and that, under
the proposed changes, the new desired ratio would be about 71 percent
of the former, the new desired ratio would be about 6.9 percent in tax
exempts. This would represent a 3.4 percentage point (or 33 percent)
decline in the desired holdings of tax exempts. Since banks hold $155
billion in tax-exempt securities, the 33 percent decline would mean a
$51 billion decline in desired holdings to a level of $104 billion.
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entire new offerings of long-term debt and approximates almost twice the

size of recent net increases in tax-exempt debt outstanding.

Impact of Reduced Bank Demand on Tax-Exempt Interest Rates

The second issue to be resolved is to estimate the effect of banks'

reducing their holdings of municipal bonds on tax-exempt interest rates and

the activity of the tax-exempt securities market in general. A useful starting

point is to consider the "surplus" of $43 billion in bank-held, tax-exempt debt

as an increment in supply to be absorbed elsewhere in the market. Prior

research has estimated that each billion in new supply of tax-exempt debt

(holding, other factors constant) increases tax-exempt rates by 3 to 5 basis

points.4/ Thus, $43 .billion in "unwanted" municipals might be expected to

increase tax-exempt rates on the order of 120 to 200 basis points (using 20-

year bond yields as the index), with 160 basis points providing a mid-point

estimate. The final observed effect would depend on many factors, including

the sensitivity of new offerings to the upward surge in interest rates (elas-

ticity of supply of new debt) and the speed with which banks would seek to

achieve their new desired level of holdings.

On the latter point, it should be noted that banks hold relatively short

maturities, dominating the tax-exempt note market and having a large volume

of long-term bonds maturing each year.

In an attempt to shed more light on the impact of the change in bank

holdings on tax-exempt ratesf'"everal statistical estimates were. used to

derive direct evidence. The generpl approach is to explain the level of tax-

4'.

4/ For a review of recent studies regarding the interest rate effects of
incremental supplies of tax-exempt bonds, see Ronald Forbes, et al.,
"An Analysis of Tax-Exempt Mortgage Revenue Bonds," Municipal Study
Group, State University of New York at Albany (May 1979) Appendix
Ill.
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exempt rates in relationship to taxable security rates by the composition .of

asset holdings by major investor groups and the total volume of tax-exempt

securities outstanding in relation to total privately held credit market instru-

ments in the economy.- Specifically, we can test if there is any

statistical relationship between the ratio of tax-exempt to taxable rates,

shares of tax-exempt securities in investor portfolios, and the amount of

tax exempts outstanding relative to total credit in the economy. In order to

minimize certain estimation problems and to focus on changes in the key

variables, statistical regressions were estimated in first-difference form.

Annual data were used for the period 1960 through 1981.

In Equation I in Table 3, the change in the ratio of rates, (RE/RT)', is

a function of the change in the percentage of bank financial assets in munici-

pal securities, (MSbe/FAbc)', and the change in municipal securities as a

percentage of total credit market instruments in the economy, (MS/CMI)',

where the prime () indicates a change in the ratio. As expected, the ratio

of rates is negatively related to increases in the percentage of bank assets

in tax-exempt securities. It is positively related to the total amount of

tax-exempt debt as a percentage of credit market instruments (but the

relationship is not statistically significant).. The constant in the first-

difference formulation Is equivalent to a positive time-trend in the ratio

which is not attributable to the portfolio variables also found in the equation.

Equation 2 is a similar formulation, but one which seeks to explain

further changes in the ratio of rates by taking into account the changing .

portfolio composition of the two other major investors in tax-exempts, property

and casualty insurance companies, and households (MSpc/FApc) and (MChh/CMhh),

5/
The financial asset data used are from the Federal Reserve Board, Flow
of Funds Accounts. The rates used are those defined In Table 1 abo"v.

95-227 0 - 82 - 10
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Equation 1

TABLE 3

Dependent Variable: (RE/RT)'

Independent Variables

Constant

(MS/CMI)'

(MSeb/FAcb)'

Coefficient

.0051

.0362

- .0333

Standard Error

.0516

.0167

R2 = .1920

standard error = .0395

period 1960 to 1981 (annual)

(I)' = change in ratio in percentage points

Equation 2

Dependent Variable: (RE/RT)'

Independent Variables

Constant

(MS/CMI)'

(MShh/CMhh)'

(MSeb/FAcb)'

(MSpe/FApe)'

R2= .5568

standard error = .0309

period = 1960 to 1981

Coefficient

.0137

.0284

.0092

- .0343

- .0100

Standard Error

.0556

.0106

.0170

-.0036

(/)' = change in ratio in percentage points
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Equation 3

TABLE 3 (Continued)'

Dependent Variable: (RE/RT)

Independent Variable

Constant

(MS/CNII)'

(MShh/CMhh)'

(MScb/FAcb)'

(MSpe/FApc).

(RE/RT)t1I

R 2-= .6706

standard error = .0237

period = 1960 - 1981

Coefficient

.4562

.0500

.0136

- .0215

- .0077

.3727

Standard Error

.0430

.0083

.0134-

.0029

.0430

(I)' = change in ratio in percentage points
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respectively). Explicit treatment of the other investors' portfolios improves

the explanatory power (and agrees with expectations) but does not change to

any degree the incremental effects of changes in bank holdings as found in

Equation 1.

The results indicate that a one percentage point change in the percen----

tage of bank assets in municipal securities will generate approximately a 3

percentage point change in the ratio of tax-exempt to taxable rates. Thus,

were the -ratio at .70 (approximately the average for the period), a one

percentage point decrease in the proportion of bank assets in tax exempts

would increase the ratio to approximately 7 3 .

Equation 3 provides a slightly different formulation, whereby the ratio

of rates itself is made a function of changes in asset composition, changes in

the overall supply of tax exempts to total credit market instruments, and the

previous year's ratio. This essentially argues that the ratio of rates this

year is a function of last year's rate and changes in total relative supply and

investor portfolios. Under this lag formulation, it can be assumed that there

is a period of "adjustment" in the ratio to new levels as portfolios utidergo

change. The results imply that the first year's adjustment in the ratio would

be .021 (2.1 percentage points) in response to a one percentage point change

in bank portfolios. The final effect (long-term equilibrium) would be approxi-"

mately a 3.4 percentage point change in the rati6, other things being con-

stant.!/

The above statistical results can be coupled to the previous estimates

of changes in bank holdings to estimate tbe impact of bank withdrawl from*-

the tax-exempt market on tax-exempt interest rates. As a result of the

-.0343 = -. 0215/(1 - .3727)
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minimum tax, bank holdings of tax exempts would shift down by approxi-

mately 3 percentage points. At 3.33 percentage points increase in the ratio

per percentage point decrease in bank ho dp.ngs of tax-exempts as a percentage'

of financial assets, this means a total upward shift of approximately 10

percentage points in the ratio of rates (3 x 3.33). At current long-term

interest rate levels (see Table 1) and assuming the taxable rate remained

fixed at 16 percent, this would result in an increase of approximately 160

basis points in tax-exempt interest rates (RE' = (RE/RT)' x RT).

Both on the basis of previous analysis and the statistical results used in

this analysis, a 160 basis-point Increase in tax-exempt interest rates appears

to be a reasonable mid-point estimate of the likely impact of imposing the

minimum tax as it relates to tax-exempt securities.

Increased Cost of Borrowing

The overall impact of the increases in tax-exempt interest rates on the

borrowing costs of issuers will depend on the volume of tax-exempt securities

that are sold. Recently, total reported new issue sales have been in the

vicinity of $80 billion a year ($50 billion long-term and $30 billion short

term). If we use the mid-point estimate of 160 basis-point increase in tax-

exempt rates, this would translate into $1.28 billion in added borrowing costs

for the first year. Since the long-term bonds will be outstanding for many

years (say, 10 years on average), the total added cost of borrowing would be

much greater during the period the bonds were outstanding. -/

If we assume $50 billion in long-term borrowing (with an average 10-
year life on new debt) and $30 billion in short-term debt issuance, then
the present value of the added lifetime cost of the first year's borrowings
would be, discounted at 12 percent, approximately $5.5 billion.
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- There are, of course, numerous caveats that can be made in interpreting

these results. For example, issuers may choose not to sell as much debt in

the face of high interest rates (but there is, In that case, an opportunity

cost in terms of foregone public improvements); future tax-exempt rates may

not go up by as much as the past would imply as alternative markets are

developed (but the overwhelming importance of bank demand to the tax-exempt

market argues against that); many uses of tax exempts are not truly "public"

in that they finance private activities (but that is a separate question relating

to the propriety of certain present uses of Federal tax exemption).

It is true that not all of the added. costs would be borne by governmental

taxpayers and rate payers. While precise data are lacking, It would appear

that, of regularly reported tax-exempt issues, approximately 25 to 35 percent

of tax-exempt borrowing ($14 to $19 billion) represents aid to private business,

homeowners, and non-public hospitals/ But even lowering the total borrowing

cost impacts to two-thirds of those described above. (the interest rate impacts

remain the same since they depend on the total supply of tax-exempts, not

just those offered by governments), still leaves an added annual interest cost

burden of $850 million per year that must be met by increased taxes and

charges. .

This added $850 million in state and local borrowing costs should be

weighed against the added $144 7nillion that th& Treasury evidently plans by

1984 to obtain from banks by imposition of the new corporate minimum tax

8/ This does not include approximately $8 billion (of an _estimated total of
$10.5 billion) small-issue industrial development bonds that are not
counted in nationally reported borrowing figures.
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provisions.9- Were almost all of the $144. million revenue increases attributable

to taxing the interest deduction preference item, the ratio of increased

borrowing costs for state and local governments to added revenues to the

U.S. Treasury would. be on the order of 5.9 to .0 In other words, for every

dollar in added Federal tax receipts, state and local governments would need

to increase their taxes, fees, and charges by $5.90. The ifiefficiency and

inequity of such a solution to the Federal budgetary gap - not only passing

It on for states and localities to close, but multiplying it nearly 6 times in

the process - are both remarkable and depressing.

According to the information released by the Treasury Department on
February 26, 1982, the minimum Income tax proposal would be expected
to produce additional federal revenue of $4.8 billion-in 1984. This,
added to- the current minimum income tax collections, would produce a
total of $5.3 billion in that same year. T4je Treasury Department
estimates that 2.9 percent of the minimum Income tax will be collected
from banking institutions, or approximately $153 million in- 1984. At
present, banks pay only about $9 million in minimum income taxes.
Thus, the proposed changes would Increase collections by $144 million.0
To the extent that other tax-preference items of banks account for the
added revenues, the ratio of increased borrowTg costs added receipts
would be proportionately higher.
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The CHAIRMAN. I think there is a classic argument as to whether
the taxpayers in Kansas should pay for that fourth runway in At-
lanta. Maybe a user fee would be more appropriate. If, in fact, you
are going to push it off on the taxpayer nationwide, then I think
that is an area we ought to focus on. Not that it means wA ought to
eliminate the program; just tighten it up considerably and which I
think all of you agree is a good idea.

Mr. SHAPIRO. Absolutely.
The CHAIRMAN. Thank you very much.
Our next panel will be Councilman Bernardo Eureste on behalf

of Mayor Henry Cisneros of the city of San Antonio, Tex., and the
Honorable Vincent Thomas, the mayor of Norfolk.

Mr. MISTER. Mr. Chairman, it's clear that I am not -Vincent
Thomas.

The CHAIRMAN. It's not clear to me. I don't know Mayor Thomas.
[Laughter.]

Mr. MIsMR. But my name is Melvin Mister. I'm the deputy direc-
tor of the U.S. Conference of Mayors. Mayor Thomas, is at another
hearing in the Congress. And I am here to present a statement on
his behalf for the U.S. Conference of Mayors.

The CHAIRMAN. We have seven witnesses following this panel so
if you can summarize your testimony, your entire statement will be
made a part of the record. And if there are questions then we will
have some time for questions.

Do you want to be first, Mr. Eureste?
Mr. EURESTE. May I start now?
The CHAIRMAN. Yes.

STATEMENT OF COUNCILMAN BEaNARDO EURESTE, ON BEHALF
OF MAYOR HENRY CISNEROS OF THE CITY OF SAN -ANTONIO,
TEX.
Mr. EURESTE. Thank you very much, Mr. Chairman. My name is

Bernardo Eureste. I am a member of the city council of the city of
San Antonio. I am here on behalf of the mayor of the city, Dr.
Henry Cisneros. I have been on that,-council for now going on 5
years. I am on my third term as a council member. And I am at a
level of government that is very close to people, to where people
are actually doing things, fixing streets, dealing with the-entire
structure of the community.

We have a statement that was presentedto the committee. And
that statement would stand for the record. And I would not like to
reid it.

I would like to, however, say that I have heard this morning
some of the comments that were made. My profession is social
work. I am an associate professor of social work, and have been
teaching social work for the past 10 years. In my profession, I guess
I would have to fall on the very liberal side of the profession. I deal
with community organizing, and the issues of redeveloping commu-
nities.

I think if you deal with people in San Antonio and where they
work-if they happen to work with a Fortune 500 or a Fortune
1000 corporation in the inner city, or if they are working for a
small industrial company or commercial company in the inner city
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that that worker would be very content that he has a job. That he
is not a burden on the society. That he is not having to go to the
welfare-office or to the unemployment office for benefits. The ques-
tion of revenue that is foregone to the Federal Government because
IDB's are tax-exempt does not take into considerable-or maybe it
does-but doesn't seriously take into consideration the personal
income taxes that workers that are employed in new jobs that are
created because of IDB's. Those income taxes and in the lifetime
would surely outdo the loss in Federal revenues from this corpora-
tion.

We did some real fast calculations over the past week on the
benefits, cost and benefit, to the government. And in our calcula-
tions, the benefits outweigh the cost to the government by factors
of 10 to 1; 20 to 1. And I think that we, in San Antonio, would
much better attempt to do things in the inner city that would
create opportunity for people rather than to have the decaying old
city with the old streets and the old inner structures and the old
buildingsjust sit there rotting away.

There is a question about the traditional role of municipal gov-
ernment. That traditional role is no longer limited to replacing
cobblestone. We are in there providing fire protection, police pro-
tection, constructing and maintaining residential streets and urban
transportation systems, constructing and maintaining waste water
treatment systems, water gathering and distribution systems, gas
and electrical systems, library systems, emergency medical serv-
ices, drainage systems, housing programs and urban renewal and
urban redevelopment need of the community.

I say that rather than sit here and argue that these bonds com-
pete with the municipal bond market, I would say that they are a
part of the municipal bond market. The role of municipal govern-
ment today is very different than what it was in the 1800's. It is
very different than what it was in the early 1900's. It has changed
drastically.

The CHAIRMAN. Thank you very much.
[The prepared statement of Mr. Eureste follows:]
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UTSTM BY CIl'V B*EO ME=
ON BEATIF OF MAYOR HMRY CRIMES, OF

THE CITY OF SAN Abn1IO, TEoAS,BUOME TE S~qATE FINANCOMT
IN C E OC WITH HEARING ON
AMINISTRATICN T X PRODPOSAIS

Wednesday, March 17, 1982

Mr. Chairman, Mebers of the Committee, I appreciate the opportunity

to appear this morning on behalf of Mayor Henry Cisneros of the City of

San Antonio, Texas, to testify on the infportance of industrial develop-

ment bond firiuncing to the City of San Antonio.

San Antonio, Texas is the llth largest city in the nation with a

1980 population in excess of 800,000. Over one half of the residents of

the City are artbers of an ethnic minority with approximately 53% being

of Hispanic ancestry. Historically, the industrial base of the City has

been limited, providing low-paying, -lC-skill jobs in labor intensive

enterprises with very little opportunity for upwar( -ability. At the

same time, the central business district of the City has deteriorated,

leaving prominent structures of historical and architectural signifi-

cance to experience decay and disuse.

Recently, however, San Antonio, its leaders and its people have

begun to march out of this economic and cultural malaise toward a new

San Antonio, offering a diversified industrial base with opportunities

for developing skills, for earning higher pay and for upard mobility,

while building a revitalized downtown which preserves the beauty of the

past for the excitement of the future. While we have not yet attained

our goal, we are intent upon improving the situation of our citizens and

realizing a place of prominence for our City.



151

Quite frankly, we need assistance in attaining our goal. The

disappointing experience of having a major high technology complex can-

celled due to exorbitant borrowing costs is all too real for us. Accord-

ingly, our City has established an Industrial Development Authority to

provide tax except borrowing at reduced interest rates for new industrial

facilities locating in our City and for commercial projects which re-

vitalize and preserve our downtown area. While industrial development

bond financing -is only one aspect of a' tcrplete program of economic

- -assistance that is administered by the City's Department of Ekploynent

and Economic Development (DEED), it is an essential linchpin in our

efforts to encourage industrial growth and downtown redevelopment.

It is important to stress the involvement of the City government in

the industrial develomnt bond program. In San Antonio, industrial

development bond financing is the City's program. The Board of Directors

of the City's Industrial Development Authority is corprised of 11 members

appointed by the City Council and representing a wide variety of ocm-

runity interests. Following approval by this Board, each project must

also be approved by the full City Council at a public meeting. There-

fore, the Authority is not an uninvolved group that operates outside of

the purview of elected City officials, but rather is an integral part of

the mechanism created by the City to effectuate its responsibilities

toward its citizens.

In addition to the City's review, Texas law requires every financing

to be studied and approved by a State agency; only those projects that
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satisfy the rather stringent standards of the agency's rules will be

approved, / -

A major goal of the City has been the revitalization and redevelop-

mant of its historic, downtown area. Few cities have the rich heritage

-of architecture enjoyed by San Antonio, but because of the age of the

City, many of its historic buildings are subject to rapid deterioration.

Since Texas approved its IDB program in 1979, private business interests

have been induced to, restore several historic downtown buildings because

of the availability of tax exempt financing. Many of these projects

would not have been economically feasible at today's high interest rates

without the reduced borrowing costs provided by industrial development

bond financing. Because local-lending institutions and private devel-

opers have shown faith in the community and have been willing to under-

take downtown redevelopment projects financed with industrial development

bonds, the face of downtom San Antonio is changing.

We recognize that there have been abuses in industrial development

bond financing and we concur with the recxredation that all financing

should be subject to the sort of scrutiny by public officials or their

appointees at both the local and the state level that we have in Texas..

e believe,, however, that many of the recent proposals of the Administra-

tion will penalize a city in need like San Antonio by depriving it of a

vital aspect of its plans for tomorrow. For example, denying large and

medium sized businesses industrial development bond financing is totally

inconsistent with our city's overall plan to diversify its industrial
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base. We know that the large and medium sized businsses provide perra-,

nent employmmt and serve as a magnet for attracting other firm. Also,

we ObJect +o the Aministration's proposed $20,000,000 limit on worldwide

capital expenditures. Our City is attempting to attract, among others,

high technology firme which must make significant capital investments in

research, development and equipment to remain catetitive. Me Adminis-

tration' s proposed limitation effectively means that this sort of indus-

try will no longer have the alternative of industrial development bond

financing and-San Antonio may no longer have the opportunity to serve as

a home for such industry.

In conclusion, our City would encourage some reform of the indus-

trial development bond privilege to assure that it is in furthera*e of

achieving the public purpose of healthy industrial growth and revitali-

zation. However, we believe that many of the proposals set forth by the

Administration are so stringent in nature as to be intended to discourage

or prevent a business from utilizing industrial development bond financing.

If ever there was a tire in the history of our City (if not our

country) when we should be encouraging businesses to borrow money and

rake capital investments it is now. To deny business the reduced bor-

rocing costs afforded by industrial development bond financing during

this time of unimaginably high interest rates is to frustrate our City's

-plans to revitalize its downtown and to provide its citizens with oppor-

tunity for uward mobility. We. respectfully request this distinguished

Committee not to r legislation which will deny our City the use.

of this important tool for industrial growth and redeveiopmt,_.
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- STATEMENT OF MELVIN MISTER, ON BEHALF OF HON. VINCENT
THOMAS, MAYOR, CITY OF NORFOLK, VA.

Mr. MISMR.-The Conference of Mayors, as you-know, is an orga-
nization of cities over 30,000 in population. Mayor Thomas couldn't
be here for this hearing. He is somewhere else in the Congress tes-
tifying as the chairman of our committee on economic develop-
ment. He is, as Senator Byrd said, a very knowledgeable person
about the subject of this hearing, and has done a terrific job in the
city of Norfolk. He wishes that he were here.

Would like to very quickly summarize our specific comments on
the items in the administration's proposal whichare detailed to a
greater extent in our statement.

First of all, on the minimum tax proposal, Mr. Esser, I think,
stated quite well the views of the Conference of Mayors on the
minimum tax propoal. We don't want to take a position on the
question of whether or not there ought to be a minimum tax, but
the preference item that relates to tax-exempt issuance is some-
thing that we oppose. We hope that the Congress would not ap-
prove that aspect of the minimum tax.

Secoftd, on the industrial revenue bond issue, we think these
bonds are very sound items for economic development. They've
become an important part of local government activities in our
major cities, and we hope the program will continue. We do, how-
ever, agree that some restrictions are necessary and are in order.We are concerned about the pressure that IDBs place on the bor-
rowing costs of local government.'

There are a number, of what we have been calling, good govern-
ment changes that would be in order. We think that. if they were-
approved, it would relieve some of the pressure on the municipal
bond market. Approval would result in some limitations-in the use
of industrial revenue bonds for purely private purposes. These
changes include local approval by governing authorities, better re-
porting requirements and other items which we have spelled out
more in our testimony.

A second item on IDB's is the question of straight line depreci-
ation or accelerated-cost recovery. Our concern is one which re-
volves around certain kinds of activities which local g4 vernments
are clearly sponsoring that might be made difficult or impossible
by the approval of the administration's proposal. For example, a
number of cities are getting involved in resource recovery- activities
where private companies are constructing facilities or doing things
to turn trash into some useful purpose. Those kinds of public-pri-
vate relationships are extremely important. Legislative language
should be drafted which would permit these kinds of activities to
continue, and we would like to work with the committee on that.

A third item with respect to IDB's has to do with the question of
limiting the size of the businesses that can benefit from IDB's. We
think that with the kind "of good government changes outlined ear-
lier, this problem can and should be dealt with at the local govern-
ment leveL We resist the idea of the national limitation, and would
rather see the issue handled through local government approvals of
industrial revenue bonds.
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I would like to mention two or three other items in the adminis-
tration's proposal that are of concern to us. One of them is the 1
percent local commitment of money to help finance a project. We
think that thisprovision, if it were approved, would penalize those
cities that are most distressed and have the most difficulty coming
up with those dollars. We hope that Congress will not approve this
provision.

A last item I would like to mention has to do with the adminis-
tration's proposal -to repeal the energy tax credits. Despite the oil
glut that many people talk about now, we feel that this is not the
time to remove incentives for energy conservation. The Conference
of Mayors has a longstanding policy about greater independence in
the energy area in this country, and we don't think that because
we have a glut now we should remove those. It would be premature
to remove those energy tax credits.

That's the conclusion of my summary, Mr. Chairman.
[The prepared statement of Mr. Mister follows:]
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Mr. Chairman, Members of the Finance Committee, thank you

for this opportunity to testify today on industrial revenue

bonds and the other tax proposals of the Administration for

FY83.

First, the Conference of Mayors is deeply concerned about

one feature of the minimum tax proposal of the Administration.

One of the tax preference itemi to which the minimum tax would

apply is the deduction for debt used to buy or carry tax exempt

securities. The impact of this proposal on the state and local

bond market has not been fully analyzed by the Treasury Depart-

ment. According to a preliminary study of the Municipal Finance-

Officers Association, the cost to state and local governments

will total over $1 billion -- hardly an insignificant amount.

We are concerned that such a proposal will wreak further havoc

on the municipal bond market, already reeling from the effects

of high interest rates, federal and state budget cutbacks,

declining municipal credit ratings, the effects of last year's

tax law, federal limitations on state and local bonds, and the

general uncertainty currently prevailing in the market.

Banks are the largest holder of state and local bonds,

especially short-term securities, and to-the extent they must

pay taxes on debt used to carry such bonds, they will have less

incentive to purchase our securities. The result is likely to

be an unprecented dumping of our bonds and much higher interest

and borrowing costs for cities.

Given the immense infrastructure needs of local governments

for highways, bridges, sewer and water systems, it is important

.96-227 0 - 82 - 11
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that we have the continued support of the banks and other

inventory in order to obtain the huge sums of capital needed to

finance these public projects in the years ahead.

Secondly, we are concerned about some of the Administration's

proposals to restrict the issuance of small issue industrial

revenue bonds. Small issue industrial revenue bonds are an im-

portant economic development tool for central cities, helping to

attract new firms and to create job opportunities. We believe

this important development tool should remain available to local

government. We do support, however, proposals to require approval

of IDBs by the highest elected official or legislative body of

the jurisdiction in which the facility is located, public hear-

ings and reasonable reporting requirements. These "good govern- -

ment" changes are overdue and will keep some control over the

growing volume of IDBs.

The Conference of Mayors is concerned about some of the

Administration's other proposals. As you know, the Administra-

tion recommends that private assets financed with tax-exempt ID~s

must be depreciated under the straight line method, rather than

under the accelerated depreciation method (ACRS) permitted under

the new tax law. The Conference of Mayors is concerned that this

option will result in the cancellation or bankruptcy of many impor-

tant projects in cities, such as resource recovery and solid waste

projects. Such projects are often losing or marginal enterprises

during their early years and-need both types of subsidies. We
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urge this Committee and the Congress-to consider possible excep-

tions to the Administration's proposal and to analyze fully the

efforts of this proposed restriction on important municipal and

private undertakings.

In addition, we are opposed to the iery tight limits pro-

posed on the size of businesses which can benefit from small

issue IDBs. The $20 million capital expenditure limitation will

prevent many central cities from using IDBs to attract private

industry and create manufacturing jobs. This is an important and

justifiable economic development objective of many cities.

Finally, we are concerned about one other Treasury proposal

- the requirement of a one percent local commitment. While the

one percent local contribution is not required until January 1,

1986, the Conference of Mayors is troubled that such a require-

ment will have the perverse effect of penalizing those distressed

cities and areas that most need the benefits of IDBs, since it is

likely to be easier for a wealthy community to generate the fin-

ancial commitmentthan for a poorer heavily taxed jurisdiction.

We urge this Committee to waive this provision-for distressed

communities until 1986.

Finally, we also have some reservations about the Treasury

Department's restricting earnings on reserve funds and funds held

during the construction period. To the extent this provision

interferes with public projects undertaken by cities, we are

opposed to its implementation.
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One final point with respect to the Presidents tax proposals.

The repeal of business energy tax credits, as proposed by the

Administration seems to us to be short-sighted. Although the

energy crisis is no longer of immediate concern, nevertheless

we believe the federal government should continue to encourage

energy conservation. We are particularly distressed at the

proposed repeal of the tax provisions which allow local govern-

ments to issue tax-exempt bonds for solid waste and similar

energy facilities.

Mr. Chairman, in summary, the Conference of Mayors is con-

cerned about the imposition of the proposed minimum tax on debt

used to purchase state and local bonds, some of the proposed

restrictions on industrial revenue bonds, and the repeal of tax

provisions which encourage energy conservation.

- Thank you for this opportunity to testify on the President's

proposed tax changes. We look forward to working with you to

design a tax bill which meets the important needs of our urban

areas and our low- and middle-income taxpayers.
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The CHAIRMAN. Senator Grassley. [No response.]
I don't have any questions, but I want to thank you both for your

testimony. And, again, we will certainly consider the points you
made, and the additional points made in your written statements.
know, you didn't have time to present the entire statement.

Some municipalities now contribute 1 percent or more by proper-
t tax abatement or some other provision. It would seem to me
that 1 percent would not be asking a great deal as far as a localeffort is concerned. But it is an &rea that is controversiaL It-isone
that the administration feels strongly about. As far as the energy
credits are concerned, we will be having testimony on that particu-
lar matter, I think, Friday afternoon. And we will make certain
that your statement with reference to energy credit also appears in
the hearing Friday.

Mr. MISteR. Thank you very much, Mr. Chairman.
Mr. EURESTE. Mr. Chairman, may I leave this with your staff?

This goals for economic development for the city of San Antonio?
The CHAIRMAN. Yes. We would be pleased to have it.
Mr. 9UREM. Thank you.
The CHAIRMAN. Our next panel is Mr. Bruce Thompson, Health

Care Fund, Lima, Ohio; George C. Phillips, Jr., acting chairman,
Council of State Hospital Authorities, Washington, D.C.

STATEMENT OF BRUCE THOMPSON, HEALTH CARE FUND, LIMA,
OHIO

Mr. THOMPSON. Mr. Chairman, members of the committee, my
name is Bruce Thompson. I'm president of the Health Care Fund.
We are a real estate investment trust whose primary business is
the financing of nursing homes for operation by small family
units-the so-called "moms and pops".

The CHAIRMAN. Before you begin, I note that Mr. Thompson's
colleague is Senator Taft. It is nice to have him here. I am afraid I
am unacquainted with the gentleman in the middle.

Mr. PHILLIPS. The gentleman in the middle, Mr. Chairman, is
Mr. Douglas Mitchell who is the executive director of the Colorado
Health Facilities Authority,- member of the Council of State Hos-
pital Finance Authorities.

The CHAIRMAN. Again, if you could summarize your statements,
it would be helpful. The entire statements will be made a part of
the record.

Mr. THOMPSON. All right, sir. My particular interest is on the
nursing home side so I will focus on that.

Our company, as I said, has keen in the business of financing
nursing homes for the last 10 years. Without tax-exempt IDB's, the
Health Care Fund could not have constructed and financed 22
nursing homes over the last 4 years. There are presently employed
in these homes approximately 1,800 people, 90 percent of whom are
in the semiskilled or unskilled entry level categories.

The availability of tax-exempt financing, in other words, is the
only source that enabled us to continue during the last 4 or 5 years
when banks and savings and loan associations were not in a posi-
tion to advance the debt money needed to build nursing homes,
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And it has the advantage of holding down occupancy costs which
have to be reimbursed under medicare and medicaid programs.

To ive you an order of magnitude for the bed need situation na-
tionwide, according to census figures which we have interpreted,
we feel there will be a need for 400,000 nursing home beds in the
next 20 years--new beds in new facilities. At the constant 1982 cost
of $20,000 perbed, we are talking about $8 billion worth of nursing
home development which will have to be financed in the next 20
years, or $400,000 per year on the average.

I have been instrumental in the adaptation of IDB's to this type
of financing. All of our revenue bonds are issued publicly through
underwriters. We do not sell them to banks in private transactions.
Our projects and' financing programs are discussed twice, three
times and sometimes four at public hearings before the appropriate
authority of the county or State or cqit. I continue to participate in
these public hearings until our applications are either rejected by
the authority or we are accepted and inducement resolutions are
given.

I am not familiar with any technique whereby inducement reso-
lutions can be achieved without the knowledge and full participa-
tion of the local public authorities. We have been involved in a
public hearing and in two or three or four visits every time.

I wish to state that the very same authority- which sets priorities
on infrastructure and other public improvements, such as roads,
school districts, and water systems-those are the same people who
find that our nursing home developments have a place on the pri-
ority list and should given chance at tax-exempt revenue bond
financing.

We think that the financial markets will be choppy for some
time to come. I am personally convinced that the savings and loan
associations, which in-the early 1970's were a source of nursing
home finance, will not be open to us, at least not in the foreseeable
future. r'am also convinced that commercial banks cannot go out the
length of time that is required to finance a nursing home. A nurs-
ing home project has a payback period of 15 or 20 years, not 5 years.
We cannot possibly borrow money on a 5-year basis on the slim
hope that we can refinance the debt at the end of the -year period.
That is just taking too much of a risk.

Our system is to lease these buildings to small family units. We
have i50 of them out, on long term leases. About 22 of them were
built' with IDB's over the last 4 years. We offer these operators, the
small family units, an o tion to buy the buildings so that they can
end up with them as their own property after 5 or 1}years.

Without IDB's, our system of lending expertise and credit to
family operators during the critical startup years would be serious-
ly threatened. If we are put out of business, I think the nursing
home industry will suffer. Actually, what would happen is large
chains with access to Wall Stieet money would build branch stores
t6 fill the bed needs instead of-the "moms and pops" who now pre-
dom inate the industry. I don't- have the exact statistic, 'but be.
lieve 80 percent ot the nursing homes in the -country are run by
independent family units. And I have that's the way it should stay.

Thank you, Mr'. Chairman.
[The prepared statement of Mr. Thompson follows:]
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SUMMARY OF PRINCIPAL POINTS

STATEMENT OF BRUCE G. THOMPSON
PRESIDENT, CHAIRMAN AND CHIEF EXECUTIVE OFFICER

HEALTH CARE FUND, LIMA, OHIO

Without tax-exempt financing, Health Care Fund

could not have constructed approximately 22 nursing home

facilities at which there are presently employed approximately

1,760 individuals, 90% of whom are in the semi-skilled or

unskilled category.

Tax-exempt industrial development bond financing

has permitted Health Care Fund to grow, with the attendant

public benefits of job creation, improved health care, and

greater Federal, state, and local revenues, even in an

extremely adverse economic climate.

This is not simply a question of allowing Health

Care Fund to enjoy greater profits. Without the availability

of tax-exempt industrial development bond financing, Health

Care Fund's operations would have stagnated in the present

economic environment, hundreds of present and secure permanent

jobs would not exist, and hundreds of thousands of dollars

of revenue at the state, local, and Federal levels would

have been lost.

The industrial development bond program is neither

a-nicety nor a luxury--rather it is indispensable to our

ability to provide the critical health care services which

we undertake.
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TESTIMONY OF MR. BRUCE G. THOMPSON

OF HEALTH-CARE FUND

Mr. Chairman, my name is Bruce G. Thompson. I am

President, Chairman and Chief Executive Officer of Health

Care Fund, the principal office- of which is located in Lima,

Ohio. I appreciate the opportunity to appear before this

Committee and to describe for it the essential role industrial

development bond financing ha played in the growth and

development of Health Care Fund.

Health Care Fund is in the business of owning, and

leasing nursing homes to small family owned operators in a

five-state area consisting of Ohio, Indiana, West Virginia,

Missouri and Pennsylvania. At present, our portfolio of

nursing homes numbers forty-eight facilities, of which

twenty-two were financed in whole or in.part with industrial

development bond issues. Many of these facilities were

financed within the last few years at a time when the con-

ventional mortgage money windows had been slammed shut.

Thus, without the availability of tax-exempt bond financing,

it would have been impossible for even one of these twenty-

two facilities to have been built. The reason is simply

that given a four- to six-point- spread between the interest

rate required to support a conventional mortgage, as compared

to the lower interest rate required to support tax-exempt
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financing, debt service expenses, which constitute 15% to

20% of the operating expenses of our typical nursing home,

would-have made the overall cost of new facilities prohibitive.

Speaking with respect to the health care industry,

it can be said that, when interest-rates are high (as they

certainly have been in recent years), tax-exempt industrial

development bqnd financing provides the only viable method

oftfinancing badty needed skilled and intermediate care

nursing home facilities. Since such facilities are subject

to substantial-regulation at state and Federal levels,

including ceilings on occupancy costs under state Medicaid

reimbursement and Federal Medicare reimbursement, such

regulation operates to create a situation where the facilites

are simply not economically feasible at interest rates in

excess of 13% to 14% (i.e., well below recent conventional

rates.) Only by virtue of industrial development-bond

financing has the health cAre industry been able to stay

abreast of the demand for nursing facilities in the economic

climate of the past several years._ If the health care

industry were not able to keep pace with demand, there is

little doubt that government would have to become increasingly

involved in the services rendered by the industry, at sub"'

stantially higher cost both to government and to the taxpayer.
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A typical nuirsing home owned by Health Care Fund is a

100-bed facility. Each such facility provides-the full-time

equivalent of 65 jobs. That'number translates into

approximately 80 individual employees, or approximately 1,760

employees in the 22 facilities for which we used tax-exempt

financing. Of those employees, approximately 90% are paid at

or just"in excess of the Federal minimum wage. Categories of-

jobs in which those 90% are employed include aides, orderlies,

security personnel, housekeepers, and assistant cooks. A.-

significant proportion (depending upon location) of that 90.

is comprised of minorities. The other 10% are employed in

professional jobs such as registered nurses, administrators,

and dietitians.

Our typical nursing home is located in a city having

a population of 5-0,000 to 100,000, and ofteni is the only such

modern facility for many miles around. These facilities serve

the socially useful purpose of maintaining aged relatives in

close proximity to their families.

In 1969, when I first entered the health care field,

the average cost per bed of constructing a nursing home was

approximately $4,000. Today, the average cost, utilizing

tax-exempt financing, is approximately $20,000 per bed. If

tax-exempt financing were not available, the cost per bed

would increase materially.
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The components of expense with respect to a nursing

home include approximately 50% for salaries and wages, 25%-

357. for food, medicines, and other operating expenses, and

the balance for occupancy cost _(debt service or rent). If

the cost of financing is significantly increased, occupancy

costs will increase proportionately, and such costs cannot

be passed on to the patients by virtue of occupancy cost

ceilings in the Medicaid and Medicare regulations. Therefore,

we could-not build these facilities at all.

We have found, based upon our studies and our history

of operation, that the average bond issue for construction is

approximately $1.5 million and that &.i average annual payroll

for a typical 100-bed facility is approximately $600,000.00.

We have also found that state and local payroll taxes and

property taxes average approximately $55,000 annually for such

a facility. When the Federal income taxes paid by the owners

and lessees of such facilities, taken together with the Federal'

income taxes paid by the employees in such facilities, are

added to the state and local taxes mentioned above, it is

evident that they more than offset and in fact constitute a

significant multiple of the perceived loss in Federal revenues

which results from not collecting Federal income taxes on the

interest or other income which-might have been paid to

investors or lenders under alternative financing vehicles.

Considering the $1.5 million bond issue and the 80 jobs produced

the investment dollars per permanent job would be approximately

$18,750. Further, the annual payroll is approximately 407. of

the amount of the bond ipsue.

4
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There appears to be a general misconception thatthore

is insignificant public input at the local level in the IDB

approval process. My experience has been entirely to the

contrary. In most jurisdictions--including Ohio, Indiana,

and Missouri--the applicant for industrial development bond

financing must first obtain the approval of a community-based

group before the prospective issuer of industrial development

bonds will even consider the proposed financing. Thereafter,

there are a minimum of-two public hearings (sometimes as many.

as four such hearings) before the prospective issuer will

finally comit to issue industrial development bonds.

Qestions of public benefit, job creation, direct economic

benefit to the-issuer, competitive effect of the proposed

project, and similar questions of state and local interest are

fully aired at these public hearings. The local public

hearings. are almost universally subject to state and local

notice requirements which provide the local citizenry with

numerous opportunities to appear and speak in favor of or

against any particular project or the method of financing

involved. This gives the local populace an opportunity for

input on the minute details of a proposed project which is

simply not available on those infrequent occasions when

conventional financing might be available. It should be noted

that such hearings are in addition to those which may be

required to satisfy state and local planning, zoning and

certificate of need requiremetits.
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The patient load in our typical nursing facility

cdnsistS of approximately 70% Medicate, Medicaid and V.A.

patients, with the balance of the patients being those who can

pay for the-set-Vices provided out of private savings or

insurance'Or those .who have relatives-vho can do so.

Therefore. any factor, includingthe availability of indus-

trial development bond financing, which reduces operating

expenses ii the nursing home inevitably will tend to reduce

the cost Of providing health care services which are charged I

to state governments'and to the Federal government itself.

The "'ibsidy" or "tax expenditure" arguments- advanced

by opponents of this tax-exempt financing neglect or-ignore the

benefits summarized above. They also neglect the evidence that,

these programs, administered by literally thousands of state

and local officials at no direct cost to the Federal govern-

ment, represent one of the few bright spots in a national

economy devastated by recession.

In conclusion, you have a choice with respect to the

health care industry. You can restrict the industrial

development bond program and the use of such bonds with the

following logical consequences: (1) reduction in the number

of nursing home facilities which are required to meet an

ever-expanding need; (2) loss of permanent job opportunities,

particularly with respect to entry-level jobs; (3y loss of

construction jobs; (4) loss of Federal and state tax resources
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whLch otherwise would be created as a result of the

aforementioned jobs; (5) loss of property tax revenues which

would result from the construction of such facilities; and

(6) an overall increase in the cost of health. care services.

in addt.o'n to these consequences, we will once again have

witnessed the Federal government dictating to the states what

is good for them.

In the alternative, we can leave the industrial

development bond program intact and continue to achieve the

positive economic and human benefits thereof.

STATEMENT OF GEORGE C. PHILLIPS, JR,, ACTING CHAIRMAN,
COUNCIL OF STATE HOSPITAL AUTHORITIES, WASHINGTON, D.C.

Mr.Pm uam. Thank you, Mr. Chairman. I represent-the Council
of State Hospital Finance Authorities, which is an association of 19
State Authorities each of which issues tax-exempt securities on
behalf of 501(cX8) hospitals.

The council is concerned by the administration's proposals to
impose new restrictions- on tax-exempt bonds issued for section
501(cX) health care facilities. I have submitted my comments for
the record, and I will try to summarize those comments for you
now.

We believe that-the administration's proposals are aimed princi-
pally at curbing the use of tax-exempt financing for private pur-_
poses, We believe tax-exempt financing for charitable institutions
serves largely public purposes, and so, therefore, is different, and
outside of the scope of the limitations intended by the administra-
tion's proposals.

The- council believes that any new restrictions on tax-exempt fi-
nancing will adversely effect the Nation's health care delivery
system. Tax-exempt financing has played a substantial role inthe
supply of capital to the Nation's nonprofit hospitals. In 1981,' tax-
exempt imancing for capital was approximately $5.04 billion
through such financirg. And it supplied roughly half of all capital,
new capital, to tax-exempt hospitals. The Use by nonprofith.osPitals
of this form of financing has been necessitated by restrictions on
other sources of capital, restrictions in which many cases are the
products of or were exacerbated by Federal Government policies.
The ultimate result of restricting taxiempt financing t charita-ble hospital in-the current environment will be the erosion of the
capital base and physical plant of those hospitals.

Tax-exempt financing is necessary to place tax-exempt hospitals
on a par with-taxable entities. Taxable entities benefit from a large
number of incentives to capital investment which do not benefit
tax-exempt entities.
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We believe that estimates of the revenue effects of tax-exempt
hospital financing are overstated. The existing estimates, we do not
feel, take into account the number of important factors including,
most importantly, the increased cost of taxable hospital borrowings
that would increase the amount of medicare and medicaid-reim-
bursement paid by the Federal Government. And that the restric-
tion of the exemption would reduce revenues resulting from reflow
effects of hospital investments. When these and other factors are
taken into account, we believe that it has not been substantiated
that there is any real revenue loss from the exemption of interest
on hospital revenue bonds.

The restrictions in the administration's proposals are of concern
to the council. First is the contribution requirement. The fact that
hospitals are exempt under section 501(cX3), and these projects are
approved by local bodies -whose approval is required, we feel i are
adequate tests of the public purpose of the hospital financing. For
this reason, we feel that the need for a contribution by the State or
local government in unnecessary.

The administration proposal provides that the existence of an ex-
emption from tax under State tax law would satisfy the contribu-tion requirement. If such a contribution requirement is imposed, a

qualification of this sort would be absolutely essential to the pres-
ervation of tax-exempt hospital financing. It s unrealistic to assume
that State and local governments would or could commit substan-
tial amounts of general -revenues to nonprofit hospital capital proj-
ects.

The council feels that the requirement of the approval of an
elected board official is unnecessary. In most States, bonds must-be
approved by a public body to which the legislature has delegated
the authority to review and approve bond issuance. Such legisla-
tion assures a satisfactory level of political approval of any hospital
project.

The council objects as well t the requirement that revenue
bonds be in registered form and to the limitation on the arbitrage
yield which may be earned on such bonds. Both of these require-
ments would raise the cost of all revenue bonds. And in-the case of
arbitrage yield restrictions, might make some particular forms of
hospital financing imposible, specifically the FHA 242 and 282.
programs.Than* you, Mr. Chairman.

[The prepared statement of Mr. Phillips follows:]
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TESTIMONY OF
GEORGE C. PHILLIPS, JR.,

EXECUTIVE DIRECTOR, ILLINOIS HEALTH
FACILITIES AUTHORITY,

ON BEHALF OF THE
COUNCIL OF STATE HOSPITAL FINANCE AUTHORITIES

Thank you, Mr. Chairman. I am grateful for the oppor-
tunity to be here this morning, and to share with the Committee
the views of the Council of State Hospital- Finance Authorities
concerning the tax proposals set forth in President Reagan's
fiscal 1983 budget.

The Council of State Hospital Finance Authorities is a
recently formed association of nineteen state authorities, each
created under the laws of its respective state. The principal
function of each of the Council's member authorities is to admin-
ister and monitor the issuance of revenue bonds for nonprofit

.health care facilities in its respective state. The health care
facilities which benefit from the financing are generally or ani-
zations exempt from Federal income tax under section 501(c)(3) of
the Internal Revenue Code. I am Executive Director of the
Illinois Health Facilities Authority, one-of the members of the
Council, and am also the Acting Chairman of the Council at this
time.

The principal concern of the Council with the tax -

recommendations incorporated in the President's budget relates,
of course, to the President's proposal to impose new restrictions
upon tax exempt financing for private activities, particularly as
those proposals would affect revenue bonds issued on behalf of
not-for-profit hospitals. Tax exempt financing for nonprofit
hospitals amounted to slightly in excess of $5.0 billion during
1981. The nineteen authorities which comprise the Council of
State Hospital Finance Authorities were responsible for admin-
istering approximately 40% of these bond issues.

The Council of State Hospital Finance Authorities
opposes the President's proposed legislation as it affects sec-n
tion 501(c)(3) organizations in general, and nonprofit hospitals
in particular. Section 501(c)(3) hospitals include most of the
hospitals I in the nation which are affiliated with or sponsored by
universities, most church affiliated hospi-tals, and independent
charitable hospitals which play a critical role in the delivery
of health services to their local communities. These hospitals,
in terms of the number of beds, and in research, training, and
teaching, play a dominant role in the nation's health care
delivery system.

96"227 0 - 82 - 12
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•The Council of State Hospital Finance Authorities
believes that availability of tax exempt financing to the
nation's charitable hospitals# on the terms and in the manner in
which such financing is currently available, enables those hos-
pitals to continue to play the vital role they traditionally have
played inI th American health care delivery system. We do not
believe that it has ever been substantiated that, when all pri-
mary and secondary consequences of such financing are properly
taken into accountr such financing entails any measurable revenue
cost' to the Feder&l Treasury.

In appearing today, I wish both to address generally the
question of the tax exemption for hospital revenue bonds# and to--
address specific aspects of the Administration proposal. As to
the general policy questions raised by hospital revenue bonds9 I
would like to stress the role of those bonds -in supplying capital
to the nation's section 501(c)(3) hospitals, and to detail for
the Committee reasons why we believe that the revenue losses from
the tax exemption accorded such bonds would not be substantial.
We b1Lieve, based on these considerations, that no changes are
warranted in the current tax exemption as it applies to revenue
bonds used to finance hospital projects.-

With respect to the particular restrictions propsed, by
the Administration, the Council of State Hospital Finance Author-
ities believes that, such restrictions are wholly unnecessary and
inappropriate in the context of hospital revenue bonds. We
believe that, if implemented, these restrictions would have an
undesirable impact on the availability of tax exempt financing to
the nation's hospitals. We believe that the application-of these
proposals to hospital revenue bonds would not and could not make
any serious contribution to the reduction of the Federal budget
deficit. -

The main thrust of the Administration's proposals is to
curb the use of tax exempt bond financing for private purposes,
Whatever may be the merits of that objective# it is clear that
institutions exempt from Federal income tax under section
501(o)(3) do not fall within the intended limitation. Tax exemp-
tion for charitable institutions is predicated, in part, on the
recognition that such groups provide services which otherwise
would become the obligation of government to furnish. Such is
clearly the situation affecting charitable nonprofit hospitals.
If these institutions did not exist, the medical care and ser
vices they provide would be a direct burden upon government.
Thus, the availability of tax exempt financing for such groups
comports with the underlying rationale that the exemption be
utilized in support of public purposes.

/ *
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.'In evaluating the effect of the Administration proposals
upon- nonprofit hospitals, the first step; is to understand the
dimensions of the capital needs of those hospitals, and the role
which tax exempt financing plays in meeting those needs.

It is true that there.has been substantial growth In
'recent years in the use of tax exempt financing by private non-
profit hospitals, But that growth must be understood in light Of
the erosion of alternative sources of financing for nonprofit
hospitals.

The first tax exempt offering issued in connection with
a hospital capital project was issued by Connecticut in 1966, In
1968, the majority of the capital requirements of tax exempt hos-
pitals were still satisfied by conventional sources of hospital
equity-financing -- namely, government contributions, both Fed-
eral anM state private dontributfons and internally generated
funds -- which at that time-supplied roughly 60.5% of the capital
of ciaritable-hospitals, Only about 39;51 of the capital
requirements of these hospitals was supplied by debt finance, and*
almost all the debt issued by these hospitals was taxable debt.

A substantial market for tax exempt hospital revenue
bonds was first developed during the late 1960s and early
1970s. By 1916, a substantial majority of nonprofit hospital
capital requirements (about 67.91) were met by debt financing,
and roughly half of this (or about 30-35% of total capital
requirements) was sajtisifed by tax exempt borrowings. In the
: ars since, the proportion of new hospital capital which has
en-derived from debt financing has remained nearly constant, in

the 60-70% range. Tax exempt financing now constitutes roughly
70% of all debt financing by nonprofit hospitals, and thus
supplies about half of al-I new capital raised by those hospitals.

The distribution of sources of capital-for the nation's
section 501(d)(3) hospitals has been projected to remain along
iheseorders of.magnitude throughout the 1980s. The increasing
resort by tax exempt hospitals to debt financing has been stimu-
lated by a number of conditions in the hospital Industry which
will continue throughout the 1980's to lead hospitals to resort
to debt in financing their capital projects in roughly the same
proportion as in the immediate past. Perhaps the most signifi-
cant of these is the method of kocounting for a return on capital
used in determining Medicate and Medicaid reimbursement pay-
ments. Under existing regulations, interest is counted as anallowable cost-in computing Medicare and Medicaid reimbursements,
which are comptd upon a cost of service basis, but no amount is
allowed as a return on equity to nonprofit entities, although a
return on equity is counted as an allowable cost in reimbursing
investor-owned hospitals. - -
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SObviously, tax exempt financing plays a significant role
,irn meet'rng the capital needs of the nation's charitable hospi-
tals.. Such hospitals play a dominant role in the nation's over-
all health care delivery system. This makes clear that serious
questions of health policy are raised by the President's propo-
sals as they would affect hospital revenue bonds.

The most important grounds for opposing new restrictions
on hospital revenue bonds is that such restrictions will ad-
versely affect the ability of the nation's charitable hospitals
to continue to deliver high quality health care service.
Restrictions on tax exempt financing by hospitals will inevitably
lead to the undercapitalization of such hospitals, and to the
erosion of the financial structure capital baser and physical
plant of the hospitals and ultimately of the quality of the
delivery system. This is because, as the figures cited above
suggest, sources of capital other than tax exempt fironcing have
been greatly eroded by a number of developments in recent years.
Many of these'developments have been created or aggravated by
policies of the Federal Governments

* 'Government financing is clearly no longer a
-viable source of equity financing for private
section 501(c)(3) hospitals. In the late
1960's and early 1970's, the Federal Govern-
ment shifted its focus with regard to a number
of welfare activities, including health, edu-
cation and housing# from subsidy for the con-
sruction of physical plant to direct subsidy
o the user of the services. Educational

construction assistance was replaced in part
by student loan and student assistance hous-
ing assistance was to some extent supplanted
by rent subsidies hospital construction as-
sistance was supplanted by the Medicare and
Medicaid program. Although the dollar volume
of financing by the state and local govern-
ments increased slightly during the period, it
fell far short of compensating for the fall-
off in Federal assistance. But neither Fed-
erAl nor state and local assistance to
hospital construction can be expected to
increase in any substantial amount in the
immediate future, nor would we or the hospital
industry necessarily welcome a return to
programs of direct Government subsidy to
hospital capital projects.
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The amount of financing derived from .private
contributions can be expected to continue to
decline as inflationar and recessionary con-
ditions impinge upon the ability and desire of
prospective donors to dedicate substantial
portions of their wealth or income to chari-
table purposes. In addition, the rate reduc-
tions in the corporate and personal income
taxes enacted in 1981 substantially increase
the after tax cost to prospective donors of
such contributions.

Earnings accumulation is also not a promising
source of financing. Federal and state reim-
bursement payments do not fully cover the cost
of services only about 850 of costs are re-
imbursed under Medicare, and 70% under Medi-
caid. These percentages will decline-further
in consequence of recently enacted reductions
in reimbursement payments, and will decline
further still if new reductions are enacted in
this or coming years. Earnings accumulations
from nonreimbursed sources are also likely to
be impaired in a recessionary economy because
of increasing amounts of charitable services
performed, and an increasing incidence of bad
debt losses to hospitals.
Taxable debt does not provide a promising
alternative to tax exempt financing. At one
extreme, the private placement taxable market
offers only a very limited prospect for
financing nonprofit hospitals. The private
placement market is characterized by a small
number of very selective investors who invest
in only the strongest hospitals. This market
is unlikely to be an expanding source of cap-
ital for tax exempt hospitals generally. At
the other extreme is the publicly traded
securities market. But virtually no incepen-
dent institution, certainly no nonprofit
institUtiOn, is able to compete effectively
with other issuers in this market, primarily
because the average hospital bond issue is
very small compared to the average corporate
securities issue ($12.2 million for an average
hospital revenue bond in 1980, compared to $50
to $70 million regularly reported as the size
of debt issues by corporate borrowers). It is
also very difficult to develop an active
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secondary market in taxable hospital bonds
after-their initial distribution no such
market now exists. The result iS that
inv-stors will demand premiums to purchase
securities which are issued by smaller bor-
rowers with less established credit standing,
and.which the investors-may be unable to
liquidate. Accordingly, the difference in the
cost to a hospital borrower between participa-
tion in the public tax exempt market and the
public taxable market is likely to exceed
substantially the normal spread between the
cost of tax exempt and taxable, financing.

Accordingly, there is virtually no alternative source of
financing which will be able to meet the capital needs of the
nation's charitable hospitals without an Tfhdrease in the capital
costs to the hospitals greatly disproportionate to whatever cost,
if any, the Treasury incurs on account of the exemption of the
interest from tax. Consequently, the result of limiting the
availability of tax exempt financing to charitable hospitals will
be a gradual erosion in the capital base of those institutions.
This will result both in the underutilization of health-care
resources other than physical plant, and a deterioration of
health care services provided to the public.

In addition, in many respects the tax exemption does no
more than place charitable hospital borrowers on rough after-tax
parity with taxable private borrowers. It must be remembered, in
the context of investment by tax exempt hospitals, that such hos-
pitals do not benefit from the-variety of tax based incentives to
-capital investment which are enjoyed by taxable investors,
including investor-owned hospitals. When taxable entities
finance the construction of a facility, including the construc-
tion or improvement of a hospital, they may claim an investment
tax credit equal to 10% of the depreciable personalty acquired or
constructed with the proceeds of a borrowing, and they will also
enjoy substantial tax benefits from the accelerated cost recovery
system enacted under the 1981 tax law. These benefits are not
enjoyed by tax exempt hospitals, since they pay no tax. But
these benefits enable a taxable borrower, with whom tax exempt
hospitals must compete for available capital, to pay a higher
rate of interest on any borrowing it undertakes. In an environ-
ment where capital financing by taxable borrowers is stimulated
by investment tax credits and accelerated cost recovery allow-
ances, restricting the tax exemption on the interest on borrow-
ings by section 501(c)(3) organizations is discriminatory against
such organizations. -

I
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Indeed, the Administration proposal with respect to tax-
exempt bonds issued on behalf of private taxable entities
reflects a recognition that the availability of the accelerated -
cost recovery system and tax exempt, financing constitute alter-
native means of encouraging capital investment; theAdministra-
tion suggests that when a borrower enjoy the benefit of both, he
is enjoying a "double-dipping" of tax benefits. Tax exempt
hospitals do not benefit from the capital incentives enjoyed by
taxable borrowers. Therefore, tax exempiion on borrowings by
such hospitals is necessary to place them in a competitive
position with that of private borrowers.

In this context, too, I believe it is important'to
address assertions, suggested by the Congressional Budget Office
among others, that tax exempt financing leads to the construction
of unnecessary hospital capacity. The Council of State Hospital
Finance Authorities strongly believes that such suggestions are
without foundation. In the first place, it must be remembered
that there are substantial government and market place controls
on hospital construction,. Under section 1122 of the Social
Security Act, depreciation and interest expense associated with
capital expenditures are not reimbursed unless certain necessary
planning approvals are obtained. Accordingly, hospitals will not
underake a ftn..oing in the absence of a certificate of need
issued by the appropriate state board. Perhaps most important,
,the market itself exerts controls on the construction of
unnecessary projects, since investors will scrutinize any
proposed project to determine that the need for the project in
the territory the project is designed to serve is such that there
will be a reasonable expectation that the project will generate
sufficient revenues to service the debt.

A causal relationship between the issuance of tax exempt
-hospital bonds and the level of aggregate hospital construction
has never been demonstrated. The record shows that tax exempt
financing has .been used principally to refinance existing debt,
usually to reduce'the cost of servicing outstanding debt, and to

_,renovate existing facilities or- to convert them to nw uses,
rather than for new construction. Since the early 1970's, when

----tax exempt financing first became generally available to hos-
pitals, and first came to be used to a significant extent, the
number of acute care beds per thousand population has not In-,
creased substantially. Moreover', there has been a negative,
corielat-ToWS tween the issuance of bonds and the amount of
construction, Including renovation, replacement, and facility
conversion. From 1972 to 1979, the dollt'i volume of tax-exempt
hospital bond issues increased 670%1 but hospital construction
starts declined by 40%, and construction completed by 36%. From

r
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1974 to 1979, between 25 and 46 percent of the volume of tax
exempt bonds issued were for refinancing existing debt at lower
interest rates.

Accordingly, I believe there is no basis for suggest-ions -
that tax exempt financing leads to excess hospital capacity.
Such financing has been used to fill the legitimate capital needs
of a major segment of the'nation's hospital industry. Those
legitimate needs can be expected to grow-over the immediate
future, at a time when alternatives to tax exempt financing--have
been eroded and remain highly unreliable. Accordingly, we be-
lieve that this form of financing is-essential to maintaining the
capital base of the nation's -private nonprofit institutions, and
that measures to restrict it, like those the Committee now has
before it, will jeopardize the ability of these hospitals to
maintain adequate physical plant.

At the same time that hospital revenue bonds play a
substantial role in enabling charitable hospitals to maintain
their capital base, the Council of State Hospital Finance.
Authorities believes that it.has never been demonstrated that
these bonds, when all primary and secondary consequences of their'
issuance are taken into account, result in a loss-of Federal
revenues. The Congressional Budget Office has estimated that the
revenue savings from eliminating these bonds will amount to about
$100 million in the first year following the-imposition of new
restrictions, rising to about $600 million annually by 1986., -We
believe those estimates are substantially overstated for at least-
four significant reasons'

First,-the estimates do not account for the
reductions which such financings generate in
Federal:. state, and local assistance and
insurance program reimbursement-payments.. Tax
exempt hospital finad-cing reduces Federal,
state and local health care reimbursement
payments, so the savings to beneficiary hos-.
pitals are passed back to third party cost
payors in the form of lower reimbursements for
interest expense. The Federal. Government
receives direct-benefits through reduced Medi-
care and Medicaid reimbursement payments, and
this effect will be. enhanced if Medlcaid is.
completely federalized, as-"the President has
proposed. In 1980, we believe -the reduction
in Medicare and Medicaid reimbursement pay-
ments, of fst at least 27% of whatever revenue
losses the tax exemption entails for the
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Treasury. Another 60 were offset by reduced
state and local government reimbursement pay-
ments under Medicaid, and other assistance and
insurance programs.

Second, the estimates do not account for
increased revenues resulting from the economic
activities stimulated by hospital investment
in modernization and improvement as well as
the expansion of needed hospital capacity. As
I indicated above, and as the Administration's
analysis of the tax exempt bond issue gen-
erally implies, tax exemption for revenue
bonds operates in many respects to stimulate
investment activity in the same way expedited
capital allowances or investment credits
operate. The secondary effect of such tax
expenditures is an increase in economic
activity, which in turn generates a partially
offsetting increase in revenue. This effect
plays a crucial aalytical role in the theory
underlying the personal and business tax cuts
which were adopted last year, and it should be
paid no less heed in assessing the impact of
the tax exemption for hospital revenue
bonds.

Third, the estimates overstate the amount of
revenue loss caused by the displacement of
taxable'issues. Many issues of tax exempt
debt would not be replaced by taxable debt
issues. A substantial number of investors in
the tax exempt market would shift investment
from tax exempt securities not into taxable
securities, but Into real estate or other
assets the increment in the value of which is
not currently taxable.

Fourth, the estimates do not account for the
rate reductions effected by the 1981 Tax
Act. The across-the-board 25% rate reduction,
and, more important, the reduction of the top

-maximum rate from 70 to 50 percent, tend to
reduce the after tax value of tax exempt bond
issues, and to increase the tax exempt
interest rat. The income tax rate reductions
thus result in less tax loss as a result of
exempt bonds, since displaced taxable
investments would have been taxed at a lower
rate relative to the tax exempt rate.
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When all of these circumstances are taken into account
and added together, I believe it is possibiL that their combined
effect wipes out the revenue loss estimated by the CBO.
Therefore, we believe this Committee and the Congress as a whole
should be skeptical of any claim that there will be any
measureable revenue gain from proposals to limit the use of
hospital revenue bonds.

In summary, then, the Council of State Hospital Finance
Authorities opposes any new restrictions on tax exempt bonds as
unnecessary in budget terms, and potentially destructive in terms
of health care policy. These considerations are pertinent to any
proposal to restrict or eliminate tax exempt financing for
hospital revenue bondsi-

The Administration proposal, of course, does not propose.
outright elimination oftax exempt financing for section
501(c) (3) hospitals, but merely proposes certain specific new
conditions on their issuance. I would like to comment briefly on
some of the specific aspects of the Administration proposals.

Two of the restrictions proposed by the Administration
are of particular concern to us. The first is the requirement
that financially-presse units of state and local government make
additional financial contributions to tax exempt hospital
construction projects. The second is the requirement that, in
addition to the approval of-health planning agencies, rate
setting bodies and bond issuing authorities, any exempt bond
offering receive the approval of an elected official or body of
the government.

We believe that neither of these restrictions would
serve any useful purpose, and that each would bear the potential
of having an undue adverse impact on hospital revenue bonds.

We do not believe the.contribution requirement is
necessary to insure that hospital revenue bonds will have a
genuine public purpose. The fundamental reason why bonds issued
on behalf of section 501(c)(3) organizations are granted exemp-
tion is that section 501(c)(3) organizations tend .to serve public
purposes, and in that respect they shoulda- responsibilities
which" would otherwise have Ed' be borne' by the government, whether
Federal, state, or local. Under present law whether a hospital
revenue bond serves a public purpose is tested, first, by the
existence of the Federal tax exemption and, second# by the fact
that the state approves the project by means of-its own locally
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adopted procedures. We believe that these two.conditions consti-
tute h sufficient test of the public purpose of any municipal
bond, including particularly hospital revenue bondu.s

Accordingly, we do not believe a Oontribution require-
ment of any kind is appropriate in the context of hospital rev-
enue bonds or indeed of other bonds issued for section 501(c)(3)
organizations. The Administration proposal does, however,
include a caveat which provides that the existence of an exemp-
zion of an organization under state tax law, parallel or compar-
able to the exemption accorded by section 501(c)(3), would sat-
isfy the contribution requirement. we believe that if Congress
decides to impose a contribution requirement of some sort, a
qualification that such a requirement would be me-t by the state
tax exemption would be essential to the preservation of tax
exempt hospital firrancing. A contribution requirement not quali-
fied by such a provision would virtually destroy the ability of
the nation'a section 501(c)(3) hospitals to undertake tax exempt
financing. We do not believe it is realistic to expect that the
nation's hard-pressed state and local governments would, on a
widespread basis, be able to make material major commitments out
of general revenues to section 501(oc)(3) hospital capital pro-
jects. If a contribution requirement is imposed, the existence
of a state and local tax exemption should satisfy whatever public
purpose test is implied or imposed by the contribution
requirement.

With respect to the second restriction proposed by the
Administration, the requirement of approval by an elected
official or body, we believe the restriction is unnecessary and
poses potential dangers to the availability of tax exempt
financing to section 501(c)(3) hospitals.

Again, as with the contribution requirement, the
requirement of approval by an elected official is intended to
impose an additional test of the public purpose of any bond issu-
ance. But existing law, anr procedures developed in connection
with existing law, sufficiently test both the public purpose of
bonds issued on behalf of section 501(c)(3) authorities and the
degree-to which sucn projects bear the ultimate approval of a
state's elected officials. _The states we represent have each
adopted special legislation vesting in a health facilities
financing authority, created by act of the state legislature, the
power to review and approve hospital capital projects. The adop-
tion of such legislation constitutes a delegation by the elected
officials of the state to the financing authority of the power to
review and approve the project. Accordingly, every project has
Ultimate approval from the state's elected officials. Requiring
that, in addition, some elected official or body approve each
project would introduce delays and additional cost into the
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issuance processi- and Aight in qpme Circumstances result-in
- making a particular financing impossible. Thi requirement thusmight impair the access of section 501(c)(3) hospitals to-

capital, without creating anyassurances greater than those *hihh
noV exist that hospital'firiancings receive i-i appropriate levelof loc l political approval. Accordingly, we oppose therequirement of approval by an elected body.

For the reasons I have set forth, the 'Council opposesany restrictions on hospital revenue bonds as a measure for
reducing the 1983 budget deficit. We believe that such
restrictions would have an unfortunate effect on the health care-system of the nations and would result at best in raising an
insignificant amount of revenue.

I1 welcome the opportunity to answer any questions you
may have.
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TAX-EXEMPT HOSPITAL SONDS: KEY QUESTIONS AND ANSWERS

by George C. Phillips, Jr.

This year Congress will consider various proposals to

restrict tax-exempt revenue bond financing. Some of -the

restrictions under considerati-on would substantially reduce the

availability of tax-exempt financing to private, not-for-profit

hospitals. Although efforts to restrict the issuance of tax-

exempt bonds have been made in the past, the threat to tax-exempt

hospitals has never been so direct.

While it may be appropriate to restrict the availability of

tax-exempt financing to-some users, there is no justification for

any substantial reduction in health care facilities' access to

the tax-exempt market. Indeed, none of the policy concerns

advanced against tax-exempt hospital financing supports any

change in current law as it applies to tax-exempt hospitals:

o Health policy considerations weigh strongly in favor of

retaining the availability of tax-exempt hospital

financing. Significant amounts of hospital capital are

needed for facility renovation, replacement, conversion

and expansion projects. Most of this capital must be

raised by issuing debt because of the substantial

impairment by the Federal Government of tax-exempt

hospTtals' other sources of capital. As to the concern

- that tax-exempt hospital financing leads to excessive

hospital expansion, this contention has never been

demonstrated and all the evidence shows that this has

not occurred.
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0 The budget policy concern of reducing Treasury revenue

losses, presently a major impetus behind efforts to

restrict tax-exempt financing, is less applicable to

hospital bonds than to any other use of tax-exempt

-financing. This is primarily because of offsetting

reductions in-. Medicare and Medicaid reimbursement

payments for interest expense. For this and other

reasons, tax-exempt hospital financing is far less

expensive than generally estimated.

o The tax policy issues of whether a public purpose is

served by the project financed, reductions in- tax rate

"progressivity," and the "uncontrollabillty" of tax

expenditures have little force when applied to

h-Wspitals. Tax-exempt hospitals serve the

unquestionably public purpose of maintaining the health

of the community, the same essential public purpose

.served by public institutions. Any reduction in the

progressivity of the tax rate structure is amply

justified by this public purpose. In addition,

effective governmental controls on hospital capital

projects and on the issuance of bonds to finance these

projects are already provided by state and local health

planning agencies, rate-setting bodies, and bond

issuing authorities. Indeed, because tax-exempt

hospital financing is administered by a decentralized

system of state and local governmental decisionmakerts,
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this form of financial assistance is a particularly

appropriate role for the Federal Government in our

federal system.

o The credit policy concerns of capital allocation

distortions and increased municipal bond interest rates

also have little force in the case of hospitals. The

extensive federal involvement in health care financing

has an overwhelming effect on the allocation of capital

to hospitals, and the volume of tax-exempt hospital

bonds is too small a fraction of the bond market to

affect significantly municipal bond rates.

None of the policies supporting the restriction of tax-

exempt financing would be advanced as much as our health care

system would be damaged by any substantial decrease in the

availability of this essential form of hospital financing.

Recent Restrictions on Substantially Different Tax-Exempt Bond

Users

Congress has restricted the availability of tax-exempt

financing twice in the past two years. 1 / In 1980, Congress acted

to severely restrict the issuance of mortgage subsidy bonds for

single family residences and to terminate their use on December

31, 198 3 .3/ In 1981, Congress focused its attention ori certain

users of small-issue industrial development bonds (IOBs).

Hearings were held on perceived abuses of IDB-financing, such as,

the financing of recreational establishments and retail stores,

-- and a report was issued recommending certain- restrictions on



188

their use.-/ However, there are substantial factual and policy

differences that distinguish hospital bonds from these other

types of tax-exempt financin_ considered by Congress. These

other uses were not in furtherance of an essential public purpose

such, as maintaining the health of the community, were not

performed by tax-exempt charitable institutions, and were not

subject to any effective form of governmental control.

PROPOSALS UNDER CONSIDERATION

The Reagan Administration, in its FY 1983 budget, has

proposed restricting tax-exempt revenue bond financing. Some of

the restrictions under consideration as this article is written

would virtually terminate the availability of tax-exempt

financing to private, not-for-profit hospitals. One such

proposal would require that financially hard pressed units of

state or local government make additional financial contributions

to tax-exempt hospital construction projects, beyond the

substantial commitmentsralready made to these institutions in the

form of tax abatements. Such additional contribution

requirements are not likely to be met in many cases. Another

proposal would require that in addition to the approvals of

health planning agencies, rate-setting bodies, and bond issuing

authorities, an elected official or body also approve the

project. This proposal and others Wpuld needlessly delay

construction and increase project costs.



189

QUESTIONS AND ANSWERS

The 'operation of tax-exempt" hospital financing and the

consequences of substantially" restricting its use requires an

examination of complex and interrelated questions of health,

budget, tax and credit policy. These questions must beanswered

in the context of thd-present state of our* nation's tax-exempt

hospitals and the other elements of our health care systems

including: the demand for hospital capital; the expected changes

in other federal policies affecting, the availability and cost of

capital for hospitals; and other unique circumstances of hospital

financing.

The balance of this article is a discussion of these

questions.

HEALTH POLICY

Q. In this period of ?budgetary restraint, what special

circumstances exist to justify this federal benefit?

A. Tax-exempt financing for private, tax-exempt hospitals is

justified by the purposes for which this financing is used

and by the impairment of these institutions' traditional

sources of capital by actions of the Federal Government.

Estimates of the amount of capital which will be needed bf

hospitals in the 1980s -range from $130 to $190 billion--more than

double the amount of hospital investment Th the 1970s.41 This

capital is needed to renovate old, inefficient facilities, to

replace obsolete equipment especiallyl in teaching and research
r

S 95-227-0 - 02 -13
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hospitals), and to comply with various licensing requirements.

-It is also needed to convert existing facilities to new uses in

response to changed, modes of patient care. The Introduction of

more competition into the health care system is expected to

Increase the amount of capital required for many of these .-

purposes. Where medically underserved areas exist, c us"-by

population shifts and an aging population, capttaI is needed for

expansion.

Tax-exempt financing for tax-exempt, private, not-for-profit

hospitals is especially _uft~iied by the charitable nature of

these institutions.,- -istorLcally, -these hospitals have Improved

the health of..-their communities by providing medical services to

those iny.need, regardless of their ability to pay.

Tax-exempt hospital financing is also justified because the
""traditional sources Of- capital for private, tax-xempt

hospitals--earnings accumulation-, charitable contrLbutions and

debt issuance--have -been impaired by a varLety of .Federal

Government actions:

0 Earnings accumulation has been reduced, and in some

cases entirely eliminated, by federal and state

reimbursement payments which do not fully cover the

costs of service. Only' about 85 percent of costs are

reimbursed under Medicare and 70 percent under

Medicaid.-/ These percentages will be reduced further

by recently enacted, reductions in federal reimbursement

paynments,/ and future additional reductions are
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expected. Earnings accumulation has also been reduced

because ot Increasing amounts of charitable services

and bad debts In a recessionary economy.

o ChariLtaile contributions to tax-exempt hospitals are

expected to decline as a result of the personal and

corporate income tax rate reductions enacted by the

1961 Tax Act.-/

o These reductions in earnings accumulation and

charitable contributions will necessitate the increased

use of debt to finance capital projects. -The

proportion of construction expenditures funded by debt

issuance has been projected to increase from 78 percent

in 1977 to over 90 percent in 1983.A/ Credit-

worthiness will decrease as debt-to-equity ratios

increase an d federal reimbursement payments are

reduced. These factors will make it increasingly

difficult for hospitals to receive investment-grade

bond ratings. Under such circumstances, entry into the

30 year long-term bond market becomes much more

difficult, often necessitating the use of short-term

borrowing. Such borrowing can result in a continual

need to roll over increasing amounts of short-term

debt, with the ultimate effect of eroding the financial

structure of the institution to the point where long-

term debt is completely unavailable.
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0 Current and foreseeable high interest rates make

borrowing even at tax-free rates very costly. Much

borrowing by hospitals in 1981 occurred despite high

interest rates because of the inability, of some

institutions to delay construction further, because of

the rapid escalation in construction costs coupled with

the requirement that the project be completed within

cost targets mandated by the health planning agency,

and because of fears that Congress might restrict tax-

exempt hospital borrowing.

Borrowing at taxable rates would be extremely difficult

for many nonprofit hospitals in today's market. The

shorter maturity of taxable issues would result in

insufficient cash flows because reimbursements for

depreciation would be less than required payment of

principal. Moreover, the additional cost of taxable

issues would not be fuily offset by' increased interest

expense reimbursements.

o Hospitals must compete for funds in credit markets.

The borrowing needs of. the Federal Government, $41

billion in the first quarter of 1982 alone, as well as

the large credit needs of utilities and municipalities,

are likely to keep rates from falling substantially for

some time.

o This competition for credit has been increasedby the

Federal Government's recent increases in the supply of
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tax-exempt investments. The new "All Savers

Certificates* and the expansion of the exemption for

Individual Retirement Accounts are prime examples.

o The corporate and personal tax rate reductions of the

1981 Tax Act have increased tax-exempt interest rates

by, reducing the spread between taxable and tax-exempt

rates from the 30 to 35 percent range to the 15 to 20

percent range.

Q. Would tax-exempt hospital financing continue to be justified

if proposals to create a more competitive health care

environment are implemented? I

A. This form of hospital financing would not only continue to

be justified, but would be necessary. Vigorous competition

among health care providers will be hindered if tax-exempt

hospitals, an essential part of our nation's health care

system, suffer substantial, perhaps irreparable, erosion of

their financial structure, capital base and physical plant.

In zAdition, recent actions of the Federal Government have

already biased this competition against tax-exempt hospitals

by enhancing the ability of investor-owned institutions to

accumulate capital, while hindering the capital accumulation

of tax-exempt institutions. For example:

o The Accelerated Cost Recovery System and the corporate

tax rate reductions of the 1981 Tax Act assists

investor-owned institutions in accumulating- capital;

tax-exempt hospitals received no such benefit.
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0 Because tax-exempt hospitals serve proportionately more

patients whose care is financed by Medicare and

Medicaid than do investor-owned institutions,!' they

will suffer more severe revenue decreases as the result

of reimbursement reductions. This -disparity is

expected to increase as investor-owned hospitals become

reluctant to serve Medicare and Medicaid patients at

reduced reimbursement levels, and these patients are

shifted to tax-exempt hospitals.

o Tax-exempt borrowing helps to put the borrowing cost of

tax-exempt hospitals on a Iaasis comparable to the

after-tax borrowing cost of investor-owned hospitals.

Tax-exempt hospitals cannot take full advantage of tax

incentives, such as the deduction of interest and

depreciation expenses and investment tax credits, which

benefit taxable institutions. Tax-exempt borrowing by

tax-exempt institutions is an equalizer between tax-

eempt and investor-owned institutions, not an

advantage. The denial of tax-exempt financing to tax-

exempt hospitals would- amount to another action in

favor of investor-owned institutions at the expense of

tax-exempt institutions.

o Certain Medicare policies amount to additional

disparate treatment directly affecting capital

accumulation: Medicare reimburses investor-owned

hospitals, but not tax-exempt hospitals, for return on
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equity, and does not reimburse tax-exempt hospitals for

the costs of seeking charitable gifts.",

Q. Are there effective controls on hospital construction and

the issuance of tax-exempt hospital bonds?

A. Yes. There are effective governmental and marketplace

controls on its use. Under section 1122 of the Social

Security Act, depieciation and interest expenses associated

with a capital expenditure are not reimbursed unless the

necessary planning approvals are obtained..0/ Because

denial of such reimbursement in the case of any significant

capital expenditure would seriously jeopardize repayment of

the debt, a certificate of need or similar approval is a

practical precondition to any tax-exempt financing.

In addition, bond issuing authorities can effectively deny

tax-exempt financing to projects which are not economically sound

or not in the interest of the people of th(e state. Most

important, because the hospital is ultimately responsible for

repayment of the debt issued, investors demand that the proposed

project is necessary; otherwise the revenues necessary for debt

repayment will not be forthcoming.

Q. Has tax-exempt financing led to the construction of unneeded

hospital capacity?

A. A causal relationship between the issuance of tax-exempt

hospital bonds and the amount of hospital construction has

never been demonstrated. Rather, the facts show that tax-

exempt financing has been used primarily to refinance

IN
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existing debt usually at lower costs, and to renovate

existing facilities or convert them to new uses, such as

ambulatory care centers which reduce the number of beds and

reduce health care costs.

0 Since the early 1970s when tax-exempt financing became

generally available to hospitals and tax-exempt

hospital bonds were issued in significant amounts, the

number of acute care beds per thousand population has

not increased- substantially (from over 4.2 in 1972 to

less than 4.5 in 1979). in addition, the rate of

growth in this statistic has not increased at all since

at least 1960.11/

0 Since 1972, there has been a strong negative

" correlation between the issuance of tax-exempt hospital

bonds and the amount of hospital construction,

including renovation, replacement and facility

conversion. From 1972 to 1979, the volume of tax-

exempt hospital bond issues has increased 670 percent,

and the volume used for construction has increased 660

percent/ while hospital construction starts declined

by 40 percentU/ and hospital construction completed

declined by 36 percent14- (all figures are in constant

dollars).

o Of 113 institutions completing tax-exempt financing

through 15 state health facilities financing

authorities (of 20 authorities active -nationwide) in
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1978 and 1979, 24 increased bed capacity, while 7

reduced capacity and 82 left capacity unchanged.!-5/

o From 1974 to 1979, between 25 and 46 percent of the

volume of tax-exempt hospital bonds issued were for

refinancing at lower interest rates.16/ Such

refinancing lowers the costs of health care by reducing

interest expenses.

Q. is tax-exempt financing an efficient way of assisting

hospital investments?

A. Yes. The efficiency (the ratio of hospital savings to

Treasury revenue losses) of tax-exempt hospital financing

has been substantially understated by the Treasury and the

Congressional Budget Office (CBO). It is likely to be

higher than the efficiency of the alternative, direct

federal subsidy programs, for the following reasons:

o Actual Treasury revenue losses are much less than

generally estimated, and may even be less than hospital

savings.

o Administrative costs in the issuance of tax-exempt

financing are less than comparable administrative costs

in federal direct subsidy programs.-7/

o Another important but often overlooked aspect of

efficiency is the ratio of the value of the

construction project to its cost. Because tax-exempt

financing can be arranged much more quickly than a

direct subsidy could be approved, construction cost



198

increases caused by delays (generally estimated to be

one percent per month), -which add nothing to the value

of the project, are minimized.

o The principall source of inefficiency identified by the

Treasury and the CEO (returns to high-bracket investors

in excess of the after-tax returns on their taxable

investments) will be substantially decreased by the

recent reduction in the top marginal tax rate from 70

to 50 percent.-

Q. Is this benefit targeted to those projects where capital is

most needed?

A. The benefits of tax-exempt-financing are directed to needed

projects by a decentralized system of state and local

government control, rather than by the Federal Government.

State health planning agencies, state rate-setting _bodies,

state bond issuing authorities, and investors effectively

direct these benefits to needed projects.

BUDGET POLICY

0. Would the termination of tax-exempt hospital financing

result in a significant increase in Treasury revenues?

A. No. The actual revenue loss caused by the issuance of tax-

--exempt hospital bonds is much less than the $100 million (in

FY 1982) estimated by the CBO, for the following reasons:



199

1. The CBO estimates do not account for offsetting

reductions in federal, state and local assistance and insurance

program reimbursement payments.

o Tax-exempt hospital financing reduces federal, state

and local health care reimbursement payments because

savings to beneficiary hospitals are passed back to

third-party cost-payers in the form of lower

reimbursements for interest expenses. The Federal

Government receives direct benefits through reduced

Medicare and Medicaid reimbursement payments, and will

benefit even more if Medicaid is federalized as the

President has proposed. State and local governments

similarly benefit through reduced reimbursement

payments in Medicaid and other assistance programs and

by reduced premium payments to private insurers, for

whom state governments are sometimes the largest

customer.

o The reduction in Federal Medicare and Medicaid

reimbursement payments in 1980 offset at least 27

percent of the CBO-estimated Treasury losses.19/

o Another six percent of the CBO-estimated revenue losses

were offset by reduced state and local government

reimbursement payments under Medicaid and other

assistance and insurance programs in 1980.20/

2. The CBO estimates do not account for increased tax

revenues resulting from investment-stimulated economic activity.
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o All federal tax and direct expenditures are assumed to

increase economic activity and thereby- increase tax

revenues in the amount of approximately 30 percent of

the amount of the expenditures. Expenditures which

directly induce productive capital investments,

however, have a greater than average economic
stimulus/./ This is especially true where

nonproductive speculative investments, which are most

often used by high bracket taxpayers who invest in tax-

exempt securities, are displaced by productive

investment activities.

3. The CSO estimates overstate the amount of revenue

losses caused by displaced taxable issues.

o Many issues of tax-exempt debt- would not be replaced by

taxable debt issues. Most refinancing (which accounted.

for between 25 and 46 percent of all tax-exempt

hospital bonds from 1974 to 1979|22/ would not be

undertaken at taxable rates.

o In addition, many investors in taxable hospital

securities, such as pension funds, pay little or no

federal income tax. The replacement of such debt by

tax-exempt bonds therefore causes little loss in tax

revenues.

4. The CBO estimates do not account for the tax rate

reductions of the Economic Recovery Tax Act of 1981 (the 1981 Tax

Act).
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o The across-the-board 23 percent rate reductions, and

more important, the reduction of the top rate from 70

to 50 percent, will tend to reduce the number of tax-

exempt bonds issued by increasing the tax-exempt

interest rate. The tax rate reductions will also

result in less tax loss per tax-exempt bond issued

because any-,.displaced taxable investments would have

been taxed at a lower rate.

o The reduction in th top tax rate from 70 to 50 percent

will increase the percentages of offsetting interest

expense reimbursement savings above the 27 percent

federal and 6 percent state and local offsets which

existed in 1980. By decreasing the difference between

the tax brackets of the "marginal" bond buyer and

buyers in the highest bracket, hospital savings as a

percentage of revenue losses, and hence offsetting

savings as % percent of revenue loss, will increase.

TAX POLICY

Q. Does thi use of tax-exempt financing reduce the equity and

progressivity of our tax system?

A. All tax preferences reduce progressivity. However, this

reduction will be lessened by the lowering of the top tax

bracket from 70 percent to 50 percent. In addition, any

such decrease in tax progressivity is amply justified by the

charitable nature of the institutions receiving the benefit

JI
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of this tax-exmeption and by the public purposes served by

the investments assisted.

Q. Are tax-exempt hosital bond revenue losses uncontrollable

because they do not require Congressional approval each

year?

A. It is true that these revenue losses are not subject to the

appropriations process, as is the case for all tax

expenditures. However, as discussed above, there are other

effective governmental and marketplace controls on the

issuance of hospital bonds.

CREDIT POLICY

Q. Does this form of federal assistance for hospital financing

distort the free market's allocation of capital?

A. The extensive Federal involvement in health care financing,

and thus indirectly in both the supply of and demand for

health facilities capital, makes comparisons to capital

allocation in a theoretical free market extremely difficult.

Tax-exempt hospital financing, however, is less intrusive on

the operation of a free market than other forms of Federal

involvement in health care.

Q. Does the amount of hospital tax-exempt bonds significantly

increase the interest rates, and thus the borrowing costs,

for other state and local governmental purposes?

A. There is no evidence that the volume of tax-exempt hospital

bonds issued in any area is having a- significant effect on
N
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municipalbond interest rates. Inflation and federal fiscal

and monetary policies are by far the dominant influences on

municipal bond rates. In addition, it is no more

-appropriate to attribute any increase in municipal bond

rates to hospital bonds than to attribute such increases to

bonds issued for other purposes because the interests served

by hospital bonds are no less public than those served by

other municipal bond issues. By far the most significant

effect on state and local governments of the use of tax-

exempt hospital bonds is to decrease their expenditures for

health care. This is especially so in states with urban

hospitals.

Q. Has the volume of hospital tax-exempt bond issues increased

the cost of borrowing to the Federal Government?

A. A comparison of the relative amounts of hospital tax-exempt

bonds issued to the level of Treasury and corporate bond

issues indicates that the effect of hospital bond issues on

Treasury interest rates must be quite small. In 1981, $93

billion of U.S. Treasury were issued, $34 billion of

publicly offered corporate bonds (with private issues

bringing the corporate total to $47 billion), $45 billion of

long-term tax-exempt bonds (with shorter-term tax-exempt

financing bringing the tax-exempt total to $80 billion), and

$5 billion of ta~x~ernpt hospital bonds.-L/ Therefore, tax-

exempt hospital bonds accounted for 11 percent of long-term

tax-exempt bonds issued and 6 percent of all tax-exempt
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issues, and equalled 5 percent of the volume of Treasury

bonds issued and 3 percent of the total public bond market.

CONCLJS 1011

The problem of attracting affordable capital is expected to

be the critical Issue facing hospitals in the 1900's.

Approximately $150 billion will be needed by hospitals in the

1980's for renovation, replacement of obsolete equipment,

conversion of facilities to adapt to a new, more competitive

environment, and expansion in response to significant demographic

changes. -1

In 1979, tax-exempt financing was the source of 55 percent

of all hospital construction capital.-4/ Because of reductions

in earnings accumulation and income from philanthrophy, caused in

major part by Federal Government reimbursement and tax policies,

debt financing will become even more important in the future.

Restricting the access of tax-exempt hospitals to the tax-exempt

market would make it extremely difficult for many hospitals to

finance these projects. This inability to undertake needed

capital improvement projects would reduce the quality of patient

care in a hospital's service areas and shift the burden of health

care to other area institutions, especially already hard pressed

public-hospitals.

Those hospitals able to finance at taxable rates would

suffer cash flow problems and incur higher interest expenses,

thus increasing the reimbursement expenses of Federal, state and
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local governments under Medicare, Medicaid, and other assistance

and Linsurance programs.

The ability of the tax-exempt sector of the health care

industry to raise needed capital has been severely and

disproportionately impaired by actions of the Federal Government

and by the state of the bond market. Further impediments would

not materially advance the budget, health, tax or credit policy

goals advanced as justification for restrict-1on on tax-exempt

hospital financing and would substantially impair the ability of

the private, not-for-profit sector of our health care system and

the system as a whole to maintain the level of health care we

have worked so hard to attain.

95-227 0 - 82 - 14
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6/ Omnibus Budget Reconciliation Act of 1981, PL 97-35.

7/ See C. Clotfelter, L. Salamon, The Federal Government and
Me Nonprofit Sector: The Imoact of the 1981 Tax Act -on
Individual Charitable Giving (a study for the Independent
Sector) The Urban Institute, August 1981, at 23.
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8/ Evaluation of Future Hospital Capitalization, a stu4y
commissioned by Standard & Poor's Corporation and prepared
by Booz, Allen & Hamilton (hereinafter OBooz, Allen"),
October 16, 1978, at 7, 8, 21, 22.

9/ L. Lewin, R Derzon, R. Marguilei, Investor-Owneds and
Nonprofits Ditfer in Economic Performance. Hospitals; July
1, 1981, 52, 53.

10/ See 42 U.S.C. S1320 a-i.

l1/ Boor, Allen, at 4.

12/ Congressional Budget Office, Tax Subsidies for Medical Care:
Current Policies and Possible Alternatives (hereinafter "Tax
subsidies"), January 1980, at 49.

13/ American Hospital Association, Report on Tax-Exempt Hospital
Financing (hereinafter "ARA Reportw), at 6.

14/ Bureau of the Census.

I5/ AHA Report at 9.
16/ See Tax Subsidies at 49.

17/ Administrative costs of the Hill-Burton program do not
provide a fair comparison because they do not include many
costs of financing--costs such as those, for document
preparation, placement fees, and legal fees--and also
because the level of monitoring of that program has been
criticized as insufficient by the General Accounting Office.
See GAO Report, Hospital Loan Assistance Programs: Actions
Needed -to Reduce Anticipated Defaults, HRD-79-64, June 7,
1979.

18/ This source of inefficiency is the return received by high-
bracket investors above that necessary to attract them from
taxable investments. The interest rate spread between
taxable and tax-exempt bonds, historically 30-35 percent,
reflects the benefit to the borrower and the break-even
marginal tax rate at which investors are indifferent between
holding taxable and tax-exempt bonds. Investors of tax-
exempt bonds in brackets above this marginal rate get a
higher return than investors in the marginal tax bracket
require to clear the market. Although factors other than
the top marginal tax rate undoubtedly influence the tax rate
to tax-exempt rate spread, that spread has not narrowed to
15 to 20 percent, indicating a major reduction in this
source of inefficiency.
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19/ Offsetting reimbursement savings are the product of interest
savings to hospitals and the percent of hospital revenues
which are paid by the Federal Government. In 1978, the
Senate Budget Committee estimated that the interest expense
savings of institutions benefitting from tax-exempt
financing equalled 75 percent of Treasury revenue losses.
On the average, the Federal Government paid 37 percent of
the revenues of hospitals benefitting from tax-exempt
financing in 1980, primarily through Medicare and Medicaid
payments. Because these payments include reimbursement for
interest expense on a pro rata basis, 37 percent of the
savings, which were assumed to equal 75 percent of revenue
loss, was passed back to the Federal Government in the form
of reduced payments. See generallyi R. Gibson and D. Waldo,
National Health ExpenaT-ures, 1980, Health Care Financing
Review September 1981 (hereinafter *National Health
Expenditures*), at 13, 14, 42, 48. (Of the total
expenditures for hospital care, the Federal Government paid
41 percent and state and local governments paid 13 percent
in 1980. Total hospital expenditures equalled $99.6
billion. Subtracting expenditures at institutions which
cannot benefit from the use of tax-exempt financing
(Veterans Administration, $4.8 billion, DOD, $3.3 billion,
Public Health Services, $1.1 billion, and State and local
hospitals, $6 billion) leaves $84.4 billion; Federal
Medicare ($26.3 billion) and Medicaid ($5.2 billion) are 37%
of this $84.4 billion.)

20/ State and local governments paid 8 percent of hospital
revenues through Medicaid and other assistance and insurance
program payments. This 8 percent share of the 75 percent
savings equals 6 percent of the revenue loss. See I1. (Of
the $84.4 billion spent on hospitals which can T'-eli t from
tax-exempt financing, $6.8 billion (8 percent) was spent by
State and local governments: State Medicaid payments ($4.3
billion), State and local workmen's compensation ($1.9
billion) and public assistance ($.6 billion). This does not
include $6 billion spent on state and local hospitals.)

21/ In hearings on small issue IDBs, a University of Chicago
economist, Dr. Roger C. Kormendi, disagreed with CBO and
Treasury IDB revenue loss estimates and their underlying
assumptions. Hearings in the House Committee on Ways and
Means, Subcommittee on Oversight, April 8-10,- 1981. In the
study on which his testimony was based, he and co-author
Thomas T. Nagle (also an economics professor at the
University of Chicago's Graduate School of Business) had
concluded that revenue losses due to IDB sales were only
one-sixth the amount estimated by CBO. See also R. Kormendi
and T. Nagle, A Summary of the Nature and Effect of Small-
Issue Industrial Develoament Bonds (1981); R. Rormendi and
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T. Nagle, The Interest Rate and Tax Revenue Effects of
Mortgage Revenue Bonds, uly 26, 1979. other witnesses
cited a 1980 study by the economic consulting firm of Norman
B. Ture, who is now Treasury Undersecretary for Tax and
Economic Affairs, concluding that the economic activity
generated by IRBs causes net gains in federal tax revenues.
Norman B. Ture, Economic and Federal Revenue Effects of
Changes in the mall Issue Industrial Development Bond
Provisions, at 6,

22/ See Tax Subsidies, at 49.

23/ See, e.g., The Bond Buyer, January 4, 1982, at 18.

24/ 4. Lightle, Changes in Sources of Capital for Health care
Providers, presented at National Health Lawyers Association,
January 20, 1982.

The CHAIRMAN. Senator Grassley.
Senator GRAS8LEY. I would like to ask you if you don't think that

,knost private hospitals could meet the test set forth by the adminis-
tration to gain tax-exempt financing, especially before the 1986
date when municipalities would have to make some financial com-
mitment or contribution. And you probably know what some of
those are, but I have six of them down here, like being approved by
the highest elected official or legislative body or by referendum; fi-
nancial contribution by community; if tax-exempt financing is ac-
cepted that you would have to use straight line depreciation. And
some of those other requirements. Are those difficult to meet or so
difficult to meet that we wouldn't be able to take care of most of
the needs of financing private hospitals?

Mr. PHiLups. Senator, I don't think it's so much a question as to
whether or not an individual hospital can meet it. I think the real
question is is it economically the best way to provide the least
costly financing. .

We feel that this will substantially increase the cost offinancing.
And our role is to provide, where there is a need for a capital pro-
ject-to provide it in the form that is least expensive to the general
public. And we feel that this will increase the cost to the general
public.

The CHARAM . Last week, the National Retired Teacher's Asso-
ciation and the American Association of Retired Persons testified
before this committee that substantial limitations ought to be
placed on the use of' tax-exempt hospital bonds. They -argued that
these bonds stimulated construction of unneeded facilities and fur-
ther escalated medicare and medicaid reimbursement levels for
empty beds. The patients themselves are complaining it seems. I
guess the first question is, shouldn't we listen to those complaints?

We were also told that there was a $680 million revenue loss for
fiscal year 1982 in hospital bonds and that every $1 saved by the
borrowing hospitals cost $1.33 in lost revenue. That's not very good
business, is it?

Mr. PHILLIPS. Well, let me gie you the other side of the story,
Mr. Chairman. During the period from 1972 to 1979, the figures



210

that we have show that hospital construction starts declined by 40
percent. And that the construction completed declined by some 36
percent. Now that's raw figures. Also, we did a study-which I will
be glad to provide the committee for the record-in 1979 to indi-
cate among the State authorities that participated in this financing
as to what kinds of projects and the impact upon total bed capacity
within the various States was at that time. Afid, clearly, the indica-
tion is that these capital moneys are being used for renovation and
for conversion of facilities to ambulatory-type facilities for the-pur-
pose of providing less expensive care to the public rather than
more expensive care.

[The information follows:]
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REPORT ON TAX-EXKPT HOSPITAL FINANCING

Today, tax-exempt bonds provide approximately half of the funds for community
hospital construction. Because of this dependence on tax-exempt bonds,
continued availability of this source of capital is of concern to the hospital
industry. The impact of the use of tax-exempt bonds on hospital capacity,
distribution of resources and health care costs is of equal concern to health
care regulators. The consequences of rapid growth in the use of tax-exempt-
bonds by health care institutions and the implications for public policy
cannot be evaluated without understanding the structure of the tax-exempt
hospital bond market and the types of projects financed by health care-
institutions using tax-exempt bonds.

The Division. of Financial Management of the American Hospital Associatiop,
therefore, has compiled this report. Information was taken from various
sources, including a survey of the s%ate tax-exempt financing authorities
concerning hospital financing* completed in 1978 and 1979. Fifteen state
authorities provided information about 105 issues, totallii/s $1.7 billion for
113 institutions, undertaken In this two-year period. Data sources are
described in Appendix B.

Summary of Princival Findinas

Most tax-exempt hospital bonds are sold to finance private, nonprofit
facilities. The percentages of tax-exempt bonds sold to finance public and
private institutions are proportional to the existing distribution of capital
investments in the hospital industry. Therefore, it does not appear that the
increased availability of tax-exempt bonds- to private institutions has
resulted in a diversion of new capital from the public to the private sector.

The volume of tax-exempt hospital bonds has grown rapidly in the decade of the.
1970'** However, health care construction spending has not increased-
commensurately.

. Use of tax-exempt bonds to finance hospital construction projects
has increased by more than 150% between 1973 and 1978.

. This growth has occurred because tax-exempt bonds have replaced
other sources of capital that were either more costly (taxable
debt) or unavailable (direct government programs).

. There appears to be no correlation between health care construc-
tion starts and new money provided by tax-exempt revenue bonds in
the period 1974 through 1979. After the Economic Stabilization
Program is taken into account, annual hospital construction
starts have remained stable at about $2.9 billion. New money

% °
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from tax-exempt hospital revenue bonds has increased from $1
- billion in 1974 to ore than $2.6 billion in 1979.

Of the 13 state-authorities that completed the survey and undertook financing.
in the two-year period, seven reported no projects that increased bed capacity
and three of these authorities financed projects that reduced bed capacity..

Refinancing was a significant use of tax-exempt bond proceeds. In the
two-year period, refinancing accounted for 29.6% of total uses of funds.
Construction, equipment, and other pro)ect-related costs accounted for 35.4%
of total uses of fund.. Twenty-two of the 105 issues were undertaken
exclusively to refinance outstanding debt. -

The Tax-Uxeut Hospital land market

The structure of the tax-exempt hospital bond market has implications for
comitment of credit by governmental units and allocation of resources among
public and private hospitals. Distinctions among tax-exempt hospital bonds
are based oan the tax status of the hospital, the relationship between the
hospital and the governmental unitj and the extent to which tax appropriations
are available for repayment of indebtedness. The two generic types of
tax-exempt bonds are:

• Tax-sunnorted kbnds, which are repayable from tax appropriations.
Tax-supported bonds may be general obligations, which have a claim
on all tax receipts of the governmental unit, or limited tax
obligations, which have a claim on specific tax receipts.
Tax-supported bonds are usually sold to finance public institu-
tions although, in some areas where there are no public hospital*,
tax-supported bonds may be sold to finance private institutions.
Revenue bonds, which are repayable solely from revenues of the
Institution, rather than from taxes imposed by a governmental
unit. Revenue bonds may be sold to finance public or private
institutions.

Four types of revenue bonds are distinguished by the entity that issues the
bonds and the ownership of the hospital that benefits from the bond issue.

Authority Bonds. Host tax-exempt hospital bonds are revenue bonds
issued to finance projects for private, nonprofit hospitals. Such
bonds are issued and sold by an authority or other governmental
unit (such as a municipality), and the proceeds of the bonds are
lent to the hospital, usually under a note and mortgage or a lease
arrangement. This financing technique is known as_ conduit
financing" because the transaction is essentially between the
hospital and lenders; the authority does not lend its credit to
support repayment of the indebtedness. The mechanism is used to
finance other priy-tely owned projects, such as pollution
abatement facilities, low and moderate income housing, and
facilities for private colleges and universities.
Revenue Ruling 63-20 Bonds. Bonds may be issued directly by
a private, nonprofit hospital under Revenue Ruling 63-20,
which requires the institution to transfer ownership of the
financed facilities to the governmental unit on repayment of
the indebtedness.
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0 Industrial Development Bonds. Industrial development bonds may be
sold to finance investor-owned facilities subject to the "small
issue exemption" (usually $2,000,000 but up to $10,000,000 in
certain cases). Such bonds are also issued under a conduit arrange-
ment. Commmitis offer industrial development bond fiancing to
all types of enterprises to stimulate investment and, thereby,
expand employment.

. Public Hosgitsi Bonds. Revenue bonds may be issued directly by a
public, nonprofit hospital or agency that operates a hospital.
There is no conduit authority and the issuer repays the debt from
operating revenues, rather than taxes. This type of revenue bond
is also used to finance water and sewer projects, local transit
syst ms and other public facilities.

In 1978, according to The Daily.. Bond Buyer, $3.1 billion of tax-exempt bonds
were sold to finance hospital and medical care facilities, including $250
million of tax-supported bonds, or 8% of the total. An estimate of the
composition of the tax-exempt hospital bond market in 1978 is set forth in
Graph I. Approximately 78% of all new money issues (that is, issues that
involved construction or equipment acquisition) were sold by authorities to
finance projects for private, nonprofit hospitals.

The Composition of the tax-exempt hospital bond market varies from year to
year. In 1979, The Daily Bond Buyer reported that $3.5 billion in tax-exempt
bonds were sold to finance hospital and medical care projects; of this amount,
$159 million, or 4.5%, were tax-supported bonds.

. ... . . ......

Pt80B~ca 9 IF LJm

M OW, U78|

%eis" ne.# b7 A. ItTULON 4 1Iwo"" Wsmems



214

Although a high percentage of new money from tax-exempt bonds benefits private
hospitals, this percentage reflects the historical ownership structure of the
industry. The distribution of hospital assets is described in Table A.

* Private, nonprofit hospitals comprise the largest sector of the
hospital industry in terms of numbers of institutions, beds and
plant assets.

* Private, nonprofit hospitals, based on average bed size, are
generally larger. Because larger hospitals frequently offer more
sophisticated services, they have proportionately greater capital
investment needs as reflected by greater net plant assets per bed.
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Growth of Tax-Exempt Financinx

Use of tax-exempt bonds to finance construction of county hospital projects
has increased by approximately 150% from 1973 to 1978, as illustrate by Graph
11. This growth occurred because tax-exempt obligations are providing an
increasing share of capital funds.

Shifts in funding sources to tax-exempt bonds are attributable both to a
decline in the availability of certain financing programs and to the
displacement of other sources of funds.

Gove mmant programs' (app ropriatios and Hill-Burton direct loan.
and guarantees), which constituted 23.5% of total sources of funds
in 1973, declined to 8.6% of such funds in 1978, primarily as a
result of the discontinuance of the Hill-Burton grant and loan
programs.
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* In addition, use of taxable debt accounted for 10.8% of
total sources of funds in 1978 compared to 21.8% in 1973.
Many borrowers prefer tax-exmpt bonds to taxable debt because of
lower interest costs, and-ready availability of funds.

During this period, tax-exempt bonds increased from 21% to 49% of total
sources of funds. Almst all of this increase is accounted for by off setting--
declines in the availability of governmental programs and in the use of higher
cost taxable debt.
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Construction Spendit.

This growth In the us* of tax-exept bonds by private hospitals occurred
during a period when construction spending was relatively stable, as
illustrated in Graph 111. Economic pressures imposed by the Economic
Stabilization Program caused many hospitals to postpone construction and other
capital expenditures in 1973 and 1974. When controls were lifted, the backlog
of capital investment needs vs quickly filled and, as a result, construction
starts peaked in 1976. Since 1976, hospital construction starts have declined.

. In current dollars hospital construction starts in 1978 and 1979
wore approximately equal to those in 1973.

. After inflation is taken into account, construction starts in 1978,
were approximately half the amount in 1973 in real terms.
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Since 1974, the-annual volume of tax-exempt hospital revenue bonds (excluding.
refinancings) has grown at a more rapid rate than construction starts. This
finding casts doubt on the widely hold belief that growth in use of tax-exempt
revenues bonds has induced additional health care construction.

History of Tax-Exem.t Financinx for Private. Nonprofit Hosoitals

Growth in the volume of tax-exempt financing for health care institutions
occurred as this financing technique becam.widely available to private,
nonprofit health care institutions. The first such conduit financLn was
completed in 1966 through the Connecticut Health and Educational Facilities
Authority for Middlesex Memorial Hospital, Middletown', Connecticut. Today, 23
states have statewide authorities and 35 states have legislation enabling
other governmental units to issue such bonds. light states have both state
and local tax-exempt financing options. Nevada is the only state with no
provision for tax-exempt financing for private, nonprofit hospitals. State
legislative provisions are summarized in Appendix A.

Table 3 suimarises the activities of the state authorities that have issued
bonds. In 1978, these authorities issued $546 million in bonds to finance
private, nonprofit health care facilities and in 1979, $1.141 billion. Almost
all of this indebtedness is presently outstanding.

The allegation is often made that tax-exempt bonds are used to finance capital
projects that have not been subjected to federally mandated capital expenditure
review programs. However, a capital expenditure review program exists in each
state that has a tax-exempt financing authority. Furthermore, with limited
exceptions, a certificate of need program was in existence when the state
authority began issuing bonds to finance hospital projects. In Connecticut
and Massachusetts, the first two states to sell such bonds, the financing
authority proceeded the certificate of need program. Among the states in this
survey, these certificate of need programs were predated only by New York and
Maryland. In the other states where the financing authority became active
before enactment of certificate of need (Idaho, Maine, New Hampshire, New
Jersey, North Carolina, and Vermont), Section 1122 reviews had been
established before bonds were issued.

Under certificate of need programs or Section 1122 reviews, capital expendi-
tures in excess of $100,000, changes in bed capacity, and substantial changes
in services are subject to review by a designated planning agency. Except for
projects that may have been grandfathered under such programs, projects
financed through the state tax-exempt financing authorities are subject to
capital expenditure review.
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STATE TAX-EXEMPT FIANCING A1TBORITIES
PRIVATE NONPROFIT HOSPITAL PROJECTS

Certificate
of Need Year of First

State Enacted Bond Sale

?rincipal Amount Sold
(in thousands) ClO of

Calendar Year Most Recent
1978 1979 Fiscal Tear

Total Amount of lods

issued Outstadl

Alaska
Colorado
Connecticut
Idaho
Illinois
Louisiana
Maine
Maryland
Massachusetts
Michigan
Missouri
New Hampshire
New Jersey
New York (Dormitory Authority)
New York (Medical Care Facili-

ties Finance Agency)d
North Carolina
Rhode island
South Dakota
Vermont
WiscoDsin

Total $545,818 $1J/0,,645

as of last audit; bonds sold In 1978 and 1979
may exceed total amount Issued if fiscal year
is not the calendar year.

bincludes $259,700 for advance redemptions and
special obligation bonds.

$4,80889 $4,503,255
-Section 1122 review.

d ncindes financing by Tack State •
Agency. .

TABLE 3

1977
1973
1%9
1974€
1974

1973
1978
1968
1971
1972
1979
1973
1974
1966
1966

1978
1968
1972
1975
1977

1979
1978
1966
1975
1974
1974
1972
1973
1969
1974
1979
1971
1973
1970
1970

1977
1976
1972
1971
1979

$ 21,975

2,100
99,605

52,115
7.500

56,705

103,410
73,413

110,645
1,900

15,535
915

$ 12,000
11897
61,300
4,415

151,139

2,600
172,615
34,110

105,399
112,515

21,230
177,610

28,215
164,230

60,995
4,700

11,575
2,800
1,300

9/30/79
6/30/79
8/31/79
6/30/79
6/30/79
6/30/79
6/30/79
6/30/79
6/30/79

6/30/79
12/31/79
3/31/79

10/31/79

9/30/79
6/30/79
6/30/79

12/31/79

$ 12,000
21,975

1M3.450
29,874

1,230,029
93,700
66,995

198,981
191,810
473,564
112,515

85,1460
580,115
219.898

1,039,760

208,290
18,960

307,273
14,940

1,300

$ 12,000
.21,975
119,880

1,141,817 D

91,400
62,265

192,957
175,307
458,929
112,515
829860

459,504
202,813

1,017.510

206,723
13,775
88,857
12,078
1.300

I-0*

f
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Uses and Sources og Funds 7

Table C is an aggregate Uses and Sources of Funds from the financings
completed by the 15 authorities responding to the survey.

Seventy-five of the 113 institutions that financed through these authorities
used bond proceeds to finance new construction. The types of construction
projects financed by the state authorities generally-involved minimal changes
in acute care capacity. Examples of projects includes

. Support facilities necessary but not directly related to patient
care, .&., maintenance areas, cafeterias', living quarters,
educational facilities, medical office buildings, and parking
garages (a fairly typical project to be included in these
financings). Perhaps the most unusual project was a helipad and'a
rapid transit system linking parts of a major medical center.

.Hodrni nation and conversion of heating and cooling systems as
well as measures to improve the efficiency of existing energy
systems.

a Alternatives to traditional acute care, e.g., ambulatory care
facilities and conversions of existing bed capacity. One
innovative project converted a hotel to a retirement center that
provides health services to residents.

Expansions often weore undertaken in connection with renovations or replace-
ments. It was impossible, therefore, to determine whether the expansions
represented new capacity or increases in square footage to accommodate
existing services.

Refinancing was a significant use of proceeds. Twenty-two of 105 issues were
undertaken exclusively for this purpose; the principal amount of these issues
totaled $100,263,051 in 1978 and'$241,821,420 in 1979. Part of the proceeds
of 40 other issues was also used for refinancing.

Refinancing is the substitution of one source of capital for another.
Proceeds of a refinancing are not used to acquire physical assets. There are
many reasons a refinancing may be undertaken. Two of the most common are:

To lower the cost of borrowing
• To facilitate future financing by eliminating

restrictions and encumbrances imposed by prior lenders.

Among the projects financed with tax-exempt debt, bond proceeds accounted for
83% of total sources of funds in the two years. However, hospitals have
recurring capital needs, and projects financed with tax-exempt bonds are only
part of all capital investment. The percentage of sources of funds from bond
proceeds should, therefore, not be construed as representative of financing of
all capital investment by hospitals or even financing of all construction.

Effecto.on Bed Capacity

One of the criticisms of tax-exempt bonds is that--their availability has
induced unnecessary capital spending, particularly new bed construction. The
findings of the survey do not support this result.
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STATE TAX-EXEMPT FWIANCING hlflHORITTES
PRIVATE NONPROFIT HEALTH CARE PRO .CTS

USES & SOURCES OF FUDS
(in thousands)

1978

Uses Amount

Site Acquisition and Development $ 2,728
Construction Contract 284,201
Architects and Engineers' Fees 21,446
Fixed Equipment (not under contract) 22,746
Movable Equipment 15,456
Interest Expense Capitalized during Construction 36,013
Principal Amount Existing Debt Refinanced 207,648
Reserves Funded from Proceeds 19,116
Fees i(consulting, legal, financing, etc.) 38,436
Other (contingency, etc.) 9,752

TOTAL USES

Sources

Bond Principal
Interest Earned on Funds Held During Construction
Hospital Contributions
Other Sources (Grants, Appropriations, etc.)

TOTAL SOURCES

$657,541

$516,343
14,911
68,197
58,089

$657,541

Percentage
of Total

0.422
43.22
3.26
3.46
2.35
5.48

31.58
2.91
5.85
1.48

1979
Amount

$ '13,439
594,589

37,578
22,703
48,634
77,043

341,547
72,180
33,747
21,797

100.00Z $1,263,257

78.532
2.27

30.37
8.83

$1,081,338
45,471

114,823
21,626

100.OOZ - $1,263,257

Note: Numbers may not add due to rounding.

Source: ANA, Division of Financial Management, survey of state taX-ex6Wpt financIng mthorIties.

1.
2.
3.
4.
5.
6.
7.
8.
9.

10.

1.
2.
3.
4.

Percentage
of Total

1.062
47.07. -,

2.97
1.80
3.85
6.10

27.04
5.71 £

2.67 :
1.73

100.O0z

85.602
3.60--%
9.09
1.71

100.002

TABLE C

I -W
VA*', ..... ,..
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. Of the 15 state authorities responding to the survey$ seven
reported no projects that increased acute care bed capacity. .
Three of these authorities s financed projects that reduced bed .
capacity over the tvo-year period.

. Of the 113 institutions completing finszcin8, 31 undertook.
projects that changed bed capacity . Of these, 24 Institutions
increased capacity; seven decreased It. H

Among the 24 hospitals that increased bed capacity, the number of new beds
ranged from 1 to 312. The 312-bod increase however, included shelled-in
space for 104 beds so the actual' increse in capacity. was 208 beds. Thirteen
of the projects involved 25 or fewer new beds, including seven projects that
added 10 or fewer new beds. Only five projects resulted in addition of 100
or more beds each.

The following descriptions are representative of the projects JA which bed
capacity increased:

A 438-bed hospital, replaced its pediatric beds with additional
medical-surgical -beds, increased the number of medical-surgical
and respiratory intensive care beds, and added rehabilitation and
intermediate care beds to its coronary care facilities. Total bed
capacity increased by 24 beds.

* Four other projects involved addition or expansion of intensive
care or cardiac care units.

. A predominantly long-term care hospital increased its acute care
capacity from 20 to 30 beds and closed 6 long-term care beds. On
completion of the project, the 301-bed facility will have 112
private rooms, compared to 10 private rooms formerly. Private
rooms maximize the hospital's flexibility to provide medical
isolation as well as patient privacy.
In two projects, existing space was converted to provide
additional bed capacity. A psychiatric hospital converted an
existing service building to a 30-bed unit. However, the project
will result in a total increase of 10 beds for the hospital; some
beds in the unit will be relocated from other parts of the
institution. In the other instance, a heart and lung specialty
hospital added 25 beds in existinS shelled-in space.

* Two projects involved expansion of long-term care facilities. One
project combined and expanded an existing skilled nursing facility
and nursing home into a long-term care center for the aged blind;
the center provides all-around medical care. The other project
was a 215 bed long-term care center for the elderly that was part
of a $40 million complex of services for the elderly including a
700 unit apartment building, a 200 unit lifetime care facility,
and a village of common shops.

Host of the changes in bed capacity resulted from long-range planning studies
that addressed modernization, expansions, and changes in the bed capacity of
outmoded facilities. Changing medical practice patterns, technological
improvements, the need to meet changing demands in the type of services needed
and regulatory requirements have forced many institutions to reevaluate their
services, especially in the context of the relation between an institution and
its comunity.

95-227 0 - 82 - 15
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Implications of Tax-Exempt Financing

Tax-exempt financing for hospitals has grown in recent years because it offers
significant advantages compared to other sources of funds. These include
lower interest cost than taxable debt and ready availability of funds.

Hospitals have organized their capital financing activities to capture these
benefits. First, hospitals are refinancing outstanding debt. In most cases,
refinancing lowers the cost of borrowing, but, equally importantly, it places
the hospital in a position to borrow in the tax-exempt market to finance
future capital needs. Second, hospitals are grouping together small, diverse
capital expenditures to achieve economies of scale and benefit from the lower
cost of tax-exempt debt. The types of projects financed generally involved
minimal increases in capacity.

The amont of refinancing will significantly affect the total volume of
tax-exempt hospital bonds. Until long-term interest rates decline
significantly, most hospitals will be unable to realize savings in borrowing
costa by refinancing outstanding tax-exempt debt. Due to differences in
interest rates between taxable and tax-exempt markets, a few hospitals will be
able to lower borrowing costs by refinancing outstanding taxable debt with
tax-exempt bonds. However, such activity is diminishing because taxable debt
has been refinanced by many borrowings and is used less frequently as a source
of new capital.

If tax-exempt bonds become unavailable, due to either legislative action or
adverse market conditions, there will be serious adverse consequences for
hospitals. It appears that hospitals will respond by substituting higher
cost, taxable debt as a source of financing for capital projects. Financing
requirements initially will be reduced because refinancing would not be
attractive at taxable interest rates. However, if private hospitals are
foreclosed from the tax-exempt bond market for an extended time, hospitals may
be forced to refinance outstanding tax-exempt debt with taxable debt in order
to fund future capital needs. Whether such refinancing occurs, the higher
interest cost of taxable debt cannot be ignored.

Taxpexempt bonds are only one source of capital funds available to hospitals.
This report suggests that restrictions on availability of one source of
capital, even a source as significant as tax-exempt bonds, will have little
effect on capital investment.

Mary Alice Lightle
Beverly J. Hawkins
Division of Financial Management
American Hospital Association

June 1980
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HEALTHH FACILITIES FINANCING AUTI

STATE AUTHORITY
FOR ISSUING
TAX-EXEPT

BONDS

STATE LEGISLATION
ENABLING GOVEIRNKNTAL

UNITS TO ISSUE TAX-IKEI@T
BONDS

Alabama
Alaska
Arizona
Arkansas
California
Colorado
Connecticut
Delaware
District of Columbia
Florida
Georgia
Hawaii
Idaho
Illinois
Indiana
Iowa

-Kansas
Kentucky
Louisiana
Maine
Maryland
Massachusetts
Michigan
Minnesota
Mississippi
Missouri
1onta"a
Nebraska
Nevada
New Hampshire
New Jersey
New Mexico
New York
Notth Carolina
North Dakota
Ohio
Oklahoma
Oregon
Pennsylvania
Rhode Island
South Carolina
South Dakota
Tennessee
Texas
Utah
Vermont
Virginia
Washington
West Virginia
Wisconsin
Wyoming

(1) Established but inactive.
(4) In litigation.
May 1980
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STATE

ITIUS
APPWDIX A



224

SOURCES OF DATA

Four principal sources of data were used to develop this report:

. sources o FuhI4kiLt Constructio. This survey has been
conducted annually since 1973 by the American Hospital
Association's Data Center. The objective of the survey is to
obtain information oan sources of funding for hospital
construction projects begun during the calendar year.
Information is reported only for hospitals responding to
the survey. Total sources and uses of funds for capital
projects for all hospitals are not projected.

. U.S. Dpa t of Comerce Bureau of the Cesu. Quarterly,
the Department of Commerce prepares estimates of privately
owned non-residential building projects started, completed,
and under construction. Hospital and institutional
construction includes hospitals, outpatient -surgical
facilities, nursing homes, and similar facilities.* The Daily Ind Buer. Tax-exempt bond issues sold to finance
hospital and medical care facilities have been reported by
Mhe D Bond Buyer since 1974.
survey o State Authorities. The state health care financing
authorities were surveyed to obtain specific informatioin about
financings for private, nonprofit health care facilities
completed in 1978 and 1979. The facilities include hospitals,
nursing homes, and other health care institutions. Information
is reported only for authorities responding to the survey.
Estimates of all tax-exempt hospital bond activity were not
developed.

Data from these sources are not interchangeable because:

. different survey techniques are used;
8 different types of health care institutions are included

within the scope of each survey;
. events recorded by one survey may not be analogous to or

coincide with events recorded by another survey;
.most data reflect only part of project outlays or

sources of funds for a particular project.
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-The CHAIRMAN. Well, again I can understand the concern 0f the
witnesses, but I hope you appreciate our bigger problem. It would
be quite helpful if you would give us some ideas where we could
save some money instead of telling us that we shouldn't do any-
thing. We will do something. We may do the wrong thing unless we
get some counsel and advice from the people who come before this
committee.

We are-jooking at different facts. If we adopted the administra-
tion's proposals-maybe their numbers are exaggerated-but we
would start picking up substantial savings: $300 million in 1984;
over $1 billion in 1985; up to $2 billion in 1986. And it gets larger
and larger in the outyears. And I am not suggesting that the ad-
ministration's pro I is letter perfect. It probably will be modi-
fied. But there is, I think, substantial sentiment that we have to do
something in this area. It doesn't help us much for everybody to
say we don't want to do anything. And then we go off and do our
own thing which may or may not be the best solution. But you are
experts. You deal with it on a daily basis. We deal with it, obvious-
ly, not that -often. But certainly you know some areas where we
can save some money where it won't hurt too terribly much. And I
don't think it would be awful for people to pay taxes-the rich, at
least. So those are the areas that we are looking at.

Mr. MITCHELL. Senator, may I make one observation?
The CHAIRMAN. Sure.
Mr. MrrcmL. One of the concerns that we have is that if, in

fact, public purpose, as served by charitable hospitals, is amended
under this proposal to cause charitable institutions to pay more for
the investment that has to be made, whether it's for remodeling,
renovation, equipment or in some cases reconstruction-if that has
to increase the cost of those projects, that is going to be a direct
passthrough to the Federal Government through current medicare
and medicaid reimbursement programs.

The CHAIRMAN. Well, we are going to change those, too.
Mr. MITCHSLL. Yes, sir. Then that ought to be examined as part

of this matter.
Thn; CIIAIRMAN. We are looking at prospective payment, not re-

imbursement. It's the same thing, I guess, We are looking at a lot
of areas to try to whittle down the cost of medicare and medicaid.
The programs are almost out of control. Again, we are looking to
hospitals and physicians for help in those areas because they are
the experts. They deal with those programs.

Well, I understand your concern. And certainly we don't want to
destroy key features of a good program, but I can't believe that we
can't modify some without doing violence to the program.

Mr. THOMPSON. One comment, Mr. Chairman. A couple of things
that stand out would be the 1-percent contribution thing. That
strikes me as being difficult in your administration of it.

The CHAIRMAN. Why would that be so difficult? Why couldn't
you have a tax abatement or--

Mr. THOMPSON. I believe in Ohio it might take a constitutional
amendment. I am not sure about that, but it might. In order for
the authority to contribute that money to the project. It might be a
problem.



226

The CHAIRMAN. Well, it doesn't take full effect until 1985. As
quickly as they move in Ohio, I'm certain they can do it by then.
[Laughter.]

But those are some of the real concerns.
Well, thank you very much.
.Mr. THOMPSON. Thank you.
Mr. PHILLIPS. Thank you.
The CHAIRMAN. Our next panel will be Mr. Philip C. Johnston,

counsel, the Small Business Coalition for Pollution Control; Mr.
Ronald Bean, president, Council of Pollution Control Financing
Agencies; Mr. Richard C. Hawk, president, Higher Education As-
sistance Foundation.

I guess you know which order you are to appear. And I would
appreciate it very much if you could summarize your statements.
Senator Baker has asked that all the committee chairmen meet
him at 11:30, and we have another committee meeting that I have
to attend. I may have to recess these hearings temporarily, but at
least we will start. If you can summarize-your statement. It would
be helpful. We will start with Mr. Johnston, Mr. Bean, and then
Mr. Hawk.

STATEMENT
BUSINESS
TON, D.C.

OF PHILIP
COALITION

C. JOHNSTON, COUNSEL, THE SMALL
FOR POLLUTION CONTROL, WASHING.

Mr. JOHNSTON. Mr. Chairman, I am Philip C. Johnston, a partner
in the law firm of Vorys, Sater, Seymour, and Pease, based in Co-
lumbus, Ohio, with offices here in Washington. I am here today on
behalf of the Small Business Coalition for Pollution Control to
which our firm is counsel.

Mr. Chairman, I will depart from my prepared remarks, and I
believe you have a written statement for the record.

The CHAIRMAN. Yes.
Mr. JOHNSTON. The one thing I would appreciate doing is reading

a letter that I just received before coming here from Gov. James
Rhodes of Ohio, which summarizes one of the two concerns that I
wish to express here today. It's addressed to the Honorable Robert

-J. Dole, chairman, Senate Committee on Finance, Washington, D.C.
Dear Senator Dole: On behalf of the people of Ohio, I call upon your Committee,

and the Congress as a whole, to take whatever steps are necessary to reinstate a
small but vital federal loan guarantee program that is being destroyed by an arbi-
trary decisionof the Office of Management and Budget.

That program is one by which the Small Business Administration is guaranteed
tax-exempt financing for pollution control facilities. OMB has, by pure executive
fiat, ordered that SBA not guarantee any pollution financing except on taxable
issues. The SBA prograii has been extraordinarily effective in helping small busi.
nesses throughout the country to meet federally mandated pollution control at no
cost to the Federal Government.

- The program has usually entailed the sale of SBA guaranteed bonds, which are
free from federal income taxation. In Ohio, 19 companies employing 1,498 people
have had their pollution control bond issues guaranteed in the total amount of
$86,470,000. We believe that many of these businesses would not have been able to
finance their compliance with the pollution laws in the normal financial market.
-The impact on those companies and employees from violating those laws could have
been tragic. But that wa just the beginning. Twenty-six more Ohio eompanies em.
plowing 2,127 people already have been issued inducement resolutions to finance an
additional $46,060,000 of pollution control facilities.
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OMB's policy shift has put their projects in the deep freeze and -their futures injeopardy. And we know of at least 60 to 80 more small businesses in Ohio employing
from 3,000 to 4,000 people who are in varying stages of the SBA application process.
Without SBA guaranteed tax free financing, these companies, and many others who
don't know yet that they have pollution compliance problems won't be able to fi-
nance the mandated compliance.

Ohio will find itself in the unpalatable position of having to enforce federal pollu-
tion laws against Ohio businesses who are violating those laws because of the feder-
al policy changes which destroyed their ability to comply. That is bad government.

We hope that you will be able to convince the few individuals in the Administra-
tion who haw decreed this arbitrary change to reverse themselves. But if that does
not occur, we ask that you promptly develop legislation to require that the SBA con-
tinue to guarantee-tax-free pollution control financing at the levels previously rec-
ommended by Congress.

Yours very truly, James A. Rhodes, Governor.

As I said, I am here to express the concerns for this particular
program which is being operated or authorized,4irst, much below
the $250 million authorized by Congress, and, second, with a direc-
tive from OMB that there be no tax guarantees for tax-exempt
bonds.

Further, I am here to express concern over the administration's
proposals: For example, a local contribution requirement would ad-
versely effect the abilities of small businesses to finance pollution
control facilities. That would be a concern because we doubt, frank-
ly, that local communities are going to allocate their resources to
helping some-one who needs to put something in to stay in the
printing business or the electroplating business or whatever versus
the new business that is coming to town.

At this point, I think I will conclude my initial remarks, Mr.
Chairman.

[The prepared statement of Mr. Johnston follows:]
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STATEMENT OF PHILIP C. JOHNSTON, COUNSEL TO THE SMALL BUSINESS
COALITION FOR POLLUTION CONTROL, BEFORE THE SENATE COMMITTEE ON
FINANCE, WASHINGTON, D.C., MARCH 17, 1982.

THE OFFICE OF MANAGEMENT AND BUDGET'S AND TREASURY'S
ATTACKS ON THE SBA'S POLLUTION CONTROL
FACILITIES FINANCING GUARANTEE PROGRAM:

A CASE STUDY IN COUNTERPRODUCTVE CONSEQUENCES

Mr. Chairman and Members of the Committee:

You and this Committee are to be congratulated for holding

these important hearings. Their focus on industrial development

and revenue bond taxation and the resolution of the outstanding

issues associated with them which should emerge from your

deliberations should restore the predictability to transactions

based upon such bonds and to the business activity and jobs

creation which arises from their use. That resolution,

predictability, business activity and jobs creation are all

needed today. /

My testimony today is offered on behalf of The Small

Business Coalition for Pollution Control and is directed at the

Office of Management and Budget's (OMB) and Department of the

Treasury's attacks on the Small Business Administration's (SBA)

pollution control facilities industrial revenue bond financigff

guarantee program. My testimony is offered within a context,

however, and that context is my fourteen years of experience with

this type of financing. It is offered in that context for two
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reasons, first, OMB's and Treasury's attacks on this particular

program are part of their coordinated attacks on IRBs/IDBs in

general and, second, this Committee's and this Congress's

resolution of the broader issues may impact, favorably or

detrimentally, on this particular program.

The bottom line which we wish this Committee and Congress to

address and the Administration to recognize with respect to this

particular program is that the Administration's policy objectives

(reducing both the Federal Government's crowding out of available

capital and potential tax revenue losses-to the Treasury) has

here reached, and is threatening to destroy, an important program

and that this is happening without an adequate understanding on

the part of those persons who formulated the policy objectives of

what the real consequences to those objectives have been and are.

These real consequences include their undermining of other

policy objectives of the Administrations jobs creation,

increased productivity, environmental protection and tax revenue

generation. As a recent letter from Governor James A. Rhodes of

Ohio sets forth, jobs are an important consequence of this

program, some nearly 8,000 in Ohio alone. I ask that this letter

be made a part of this testimony at its conclusion.

The Small Business Coalition for Pollution Control

I am Philip C. Johnston, Counsel to The Small Business

Coalition for Pollution Control. I serve in that capacity as a

partner in Vorys, Sater, Seymour & Pease, a Columbus, Ohio
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general civil practice firm of national reputation in the

relevant corporate, bond, tax and environmental compliance

areas. The firm is counsel to the Coalition.

The Coalition was organized last year to heighten the

awareness of Congress, the Administration and the public on

alternatives before them in determining the future of the SBA's

pollution control facilities and equipment financing guaranteeN

program. The Coalition represents the small businesses which

have, on the one hand, been required to install pollution control

facilities and/or equipment in order to meet pollution control

objectives of the Government and which, on the other hand, would

face either (1) noncompliance with the statutes4 regulations,

plans and orders reflecting those policies, or (2) a sale to a

bigger business with more assets and borrowing leverage, or (3)

insolvency and reorganization, if forced to over-leverage against

net worth made lower by the borrowing# or (4) going out of

business. Facing these alternatives is a substantial, additional

burden being borne by these small businesses.

Few in business know the adverse impacts of the Federal

Government's "crowding out" of available capital more than small

businesses. Small business is usually the first driven out of

the capital market and the last back in. It is the first hit by

the high interest rates which inadequate capital can produce1 ...

I The November 1981 report of the National Federation of
Independent Business, "Report on Small Business in America's
Cities," ranked problems posed by high interest rates as the
number one problem faced by the small businesses surveyed.
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The president of the Coalition is Jack L. Schaefer,

president of The Specialty Papers Company, a small business

printing company in Dayton, Ohio. The company is an SBA loan

guarantee applicant, and its officers and employees are aware of

the-consequences of a failure by this Administration to act in a

timely way to allow SBA to proceed with this program (1) at an

annual authority level consistent with the law (P.L. 97-92, the

FY82 Continuing Resolution) and (2) with the guaranteeing of tax-

exempt bonds, a guaranteeing consisteht with the statutes, their

legislative history and six years' experience.

Mr. Chairman, it is appropriate to look at the history of

this particular SBA program, the continuing need for it, the

issues which are presently associated with it, and a context for

their resolution.

History of the SBA Pollution Control Facilities Program

The Small Business Administration's pollution control

facilities financing program is really a pollution control

facilities and equipment financing program. It was authorized by

sections 102-103 of the Small Business Investment Act of 1976

(P.L. 94-305, 90 Stat. 663, 15 U.S.C. 692, 13 C.F.R. 111) in

order to Lllow small businesses to obtain access to the tax-

exempt bond markets for the financing of plant changes and

equipment mandated by pollution control (air and water pollution
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control and solid waste management) regulation by the Government.

That Act authorized SBA to guarantee up to one hundred

percent of the payments due from eligible small businesses under

qualified contracts for the planning, design, financing or

installation of pollution control facilities and/or equipment.

The current limit on a loan guarantee is $5,000,000

principal plus interest, and the average is $1,200,000. The

maximum term of the loan is 30 years: the average is 20 years.

What is guaranteed is a qualified contract, and the applicant

must demonstrate the need to overcome financing disadvantage in

order to qualify. The applicant pays a guarantee fee of 3.5-

percent times principal plus interest, less an escrow deposit of

3 monthly payments. In the event of default, payment is made

from the escrow fund first, then from the fund created by the

guarantee fees collected and the interest earned thereon. The

$15 million revolving fund established by Congress at the

beginning of the program has .grown through the addition of these

fees to over $30 million, and it is our understanding that the

only defaults in its history are being, or can be, recovered by

SBA through subsequent agreements with the defaulting small

businesses.

The Continuing Need

Why is this Federal Government guaranteed and tax-exempt

financing necessary? Principally for two reasons

1. Extensive facility and equipment expenditures are

necessary to control air and water pollution and manage solid
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waste disposal in order to comply with Federal,.State and local

environmental policy objectives; and

2. Obtaining ordinary debt financing without the

guarantees is nearly impossible because of (a) the

disproportionate cost of the equipment in relation to most small

businesses' net worth and profitability and (b) the equipment

itself generally has little collateral value because of its

uniqueness to plant and other equipment.

This need has been reflected by the growth in applications

received and loan principal guaranteed, a growth which has not

diminished even during the past year's disruption of the

program. In a capsule, the growth and the need that growth

reflects has been as follows:.

Year Companies Assisted Principal Aver. Prin./Co.

FY77 12 $ 5.7 million $ 475,000
FY78 14 9.9 million 707,143
FY79 45 41.5 million 922,222
FY80 77 98.5 million 1,279,220
FY81 66 99.9 million 1,513,636

It must be stressed here that the number of applicants

measured against the limited available authority assures-that

this program is indeed one of "last resort." That

notwithstanding, SBA has $129 million of pollution control

applications which have been received by it during the past 18

months. There are $35.6 million in commitments outstanding and

$93.4 million awaiting processing.
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This continuing, if not growing, need notwithstanding, the

Administration has forced issues to swirl around it over the past

year.

When the Coalition was organized last year, there were three

issues:

1. The level of FY82 annual authority to be apportioned to

SBA for this program by the Office of Management and Budget

(OMB);

2. A resolution of the tax status of the bonds to be used

to finance pollution control facilities and equipment; ahd

3. Whether the personnel ceiling for SBA's Pollution

Control Financing Section, a ceiling also controlled by OMB,

would be adequate to permit that Section to close on guarantees

equal to the annual authority level.

We knew then that if any link in this three-link chain

broke, the SBA pollution control facilities guarantee program

would be severely endangered. We know this very well today.

These three issues remain. Only two things have happened

First, these issues have been more precisely refined and, second,

this refinement has occurred because OMB has acted by fiat as to

the first and second issues and not at all as to the third. The

Coalition and its members believe the OMB actions as to the first

and second issues to be without foundation in the law.

N



The Fallacies Inherent within OMB's and Treasury's
Attacks on this Program

OMB and Treasury, representing themselves as the

Administration on this issues, have attacked this program by

curtailing its annual authority ceiling and by prohibiting its

use in association with tax-exempt industrial revenue bonds. In

short, OMB and Treasury have contended that the existence and

level of annual authority consitutes an unwarranted intrusion in

the capital markets and-that the guaranteeing of tax-exempt

issues results in tax revenue losses.

Both contentions are demonstrably wrong. And they are wrong

because the real consequences are not what OMB and Treasury see

them to be.

As to the instrusion of the level of annual authority into

the capital markets, such intrusion exists whether the bonds are

- taxable or tax-exempt. It is still the same dollar level; the

same "level of intrusion." A $150 million guarantee of taxable

bonds is the same as a $150 million guarantee of tax-exempt

bonds; no more, no less. There simply is no difference.

The more important OMB and Treasury reason must be,

therefore, to avoid potential tax revenue losses by requiring the

financial activity to be a taxable event. But this is not going

to happen. There is within the United States today no existing

capital market for Federally guaranteed taxable issues. One would

have to be created by the investment banking community working

with these small businesses. Given the characteristics of these

(
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oonds (usually 20 years, etc.), including their-taxable nature,

where would this market be created? Where would these bonds be

sold? The Coalition has surveyed the investment bankers involved

in this program, and the consensus is that it would have to be

created within qualified pension funds. Are qualified pension

funds currently taxable? No;they are not. Income therein is

not taxed currently, and no tax thereon will be paid until the

individual pensioners pay taxes on the growth in their

proportionate share of the fund when they begin receiving their

pensions. At best, the Federal Treasury gets tax deferral, on

the average more than 20 years into the future. Thus, when OMB

and Treasury thought they were going to capture tax dollars by

making these bonds taxable, they have not captured those tax

dollars because the purchasers of these bonds, the qualified

pension plans, are themselves tax-exempt.

Mr. Chairman, in summary on this point, it can be said that

both OMB and Treasury objectives have been defeated by reality;

that the desired consequences of the changes they sought have

been overturned by consequences unforeseen at the time of their

adoption. If they stick with these changes, it will be for

naught in terms of benefits derived by the Federal Government and

its Treasury, while destroying small businesses in the meantime.

This is clear and convincing evidence that OMB and Treasury

ought to reverse their positions and allow this program to return

to its configuration prior to their attacks upon it.

The issues before this Committee today are (1)-whether this

- 0
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program, under the twin OMB strangleholds of $150 million in

annual authority and no guaranteeing of tax-exempt bonds, will

survive in any real, viable way, and if it does not, (2) whether

small businesses w1rich rely on it under the same conditions and

as a "last resort" will then survive.

- It should be noted here that, if the law is followed, this

SBA program will constitute $250 million or approximately

fourteen-hundredths of one percent (0.0014%) of total Government

guarantees in FY82, while if the OMB apportionment of $150

million is followed, it will constitute only five-hundredths of

one percent (0.0005%).

Why is the Administration So Concerned?

Why is the Administration, principally OMB and the

Department of the Treasury, so concerned about this program?

We do not believe that they are. Frankly, we believe that

those persons making the decisions know virtually nothing about

this program. At best, all they know is that it is one which,

for them, conveniently fits into a Federal loan and credit

guarantee pigeonhole on one hand and a potential tax revenue

losses pigeonhole on the other. One of the biggest problems we

have had in trying to resolve this matter is this lack of

knowledge and the inaccessibility to us of these persons in order

that they might first learn about the program and what's

counterproductive in their proposed solutions and then resolve

the matter.

N2
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The two issues within the debate which OMB-and Treasury have

created -- Federal guarantees' effects on capital markets and

potential tax revenue losses -- deserve separate attention.

Let me first address Federal guarantees and the supposed

intrusion into the capital marketplace created by these

particular guarantees.

It should be noted that the Federal Government's intrusion

in the capital marketplace is not only by Federal credit and loan

guarantees but also by its own borrowing for its own public debt

purposes. The Administration is rightly concerned aboutany

additional component of its crowding out of available capital.

However, many persons are left with the impression that the

Administration's "crunch" on the credit and loan guarantee side

is -f greater interest to it than its concerns on the deficit

borrowing side. One could even make a credible argument that the

loan and credit guarantee "crunch" is a direct product of the

Federal Government trying to offset indirectly the additional

impact of its own borrowing and that by doing so it puts the

burden of reducing the total Federal Government crowding out on

the backs of the private sector and the productive economy, i.e.,

private borrowing is disadvantaged in order for public borrowing

to be advantaged. What an ironic policy objective within this

Administration! --

This is no longer speculation. On January 14, 1982, Randal

C. Teague, counsel to the Coalition, wrote to the Treasury

Assistant Secretary for Domestic Finance, Mr. Roger W-. Mehle,
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setting forth arguments similar to those set forth in this

statement and asking Treasury to initiate a thorough review of

the application of its broad-reaching policy directives as to

Federal guarantees and as to tax-exempt financing within this

particular program.

By letter of February 4, Assistant Secretary Mehle

responded. In that response is a particularly revealing

paragraph:

"Let me emphasize the reasons this Administration is
strongly opposed to Federal guarantees of tax-exempt
obligations. Placing the credit of the United States behind
an obligation that is exempt from Federal taxation would
create a security which would be superior in the market to
the direct obligations issued by the U.S. Treasury. The
Public Debt Act of 1941 prohibits the Federal Government
from issuing tax-exempt obligations directly. It would
therefore be contrary to the spirit of that Act to authorize
the issuance of tax-exempt securities that are backed by the
credit of the Federal Government." (Emphasis added)

Mr. Chairman, some very important comments are in order.

We find it disturbing that the spirit of a 1941 Act is given

precedence over the letter of the subsequent Small Business

Investment Act of 1976 (Public Law 94-305) and over the

legislative history of the Joint Resolution making further

continuing appropriations for the fiscal year 1982 (Public Law

97-92). Apparently, Treasury is not familiar with the relevant

canons of legislative construction to which its policy would be

held in a court-of law, to wit: (1) That the letter of the law -

takes precedence over its spirit and (2) that, when there is

conflict between legislative enactments (or legislative intents),

the most recent in tiMe takes precedence as the most recent
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expression of Congress.

One has a feeling that the "spirit" derived from the Public

Debt Act of 1941 was sought and found subsequent to the OMB

decision in order to justify it, for this "spirit" was not an

impediment, with the Department of the Treasury or anywhere else,

to the first five years of this program. Further, there really

is not any legal or factual basis in this 1941 Act for Secretary

Mehlejs position.

I assume that he is referring to Section 4(a) of the PUblic

Debt Act of 1941 (Public Law 77-7, 55 Stat. 7, 9), an Act of

February 19, 1941 which increased the debt limit of the United

States to $65 billion and provided for the Federal taxation of

future issues of obligations of the United States, principally

First and Second Liberty Bonds, U.S. savings bonds and U.S.

Treasury savings certificates. Section 4(a) reads in part:

"Interest upon, and gain from the sale or other
disposition of, obligations issued on or after the
effective date of this Act (March 1, 1941) by the
United States or any agency or instrumentality thereof
shall not have any exemption, as such, and loss from
the sale or other disposition of such obligations shall
not have any special treatment, as such, under Federal
tax Acts now or hereafter- enacted .... "

/

An examination of the legislative history surrounding this

Act and-Its prohibition against the tax exemption of the

obligations in question reveals a clear distinction from the'

bonds guaranteed until December 31, 1981 by the SBA through its

pollution control facilities financing program as to disprove his

contention.

The principal impetus behind the 1941 Act was to relieve
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Treasury of the likelihood of major tax revenue losses. It had

become apparent that the meeting of war expenditures would push

the U.S. Government public debt not only beyond the previously

authorized ceiling but also beyond the $65 billion ceiling

established by this Act and, further, that aggregate interest

earned by obligation holders would soon grow dramatically.

Although the U.S. entrance into the SecQnd World War was ten

months in the future, the U.S. Government was already making

heavy expenditures in association with the war in Europe and with

general U.S. military preparedness. The 1941 Act, in part,

amends the "Act to provide ways and means to meet war

expenditures" approved June 13, 1938. However, the matter is

deeper than this.

Th5-legislative history is clear that the guiding principle

behind the enactment of the prohibition on tax exemption of these

1941 Act obligations was the realization that these obligations

produced no tax revenues to offset the tax losses which would

occur from tax exemption. That is, these U.S. Government

obligations had no offsetting tax revenue gains. The SBA

guaranteed bonds, on the other hand, do have offsetting tax-

revenue gains. They are in the form of Federal corporate taxes

paid by the small businesses azd Federal individual income taxes

paid by their officers and employees, some 250 businesses and

20,000-employees in the history of the program to date. Each

time a small business obtains tax-exempt financing and remains in

business thereby, revenues Are increased in the best case
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circumstances and maintained in the worst case circumstances.

Conversely, the absence of the SBA program would create a high

risk of tax revenue losses arising from those businesses closing

down and laying off their employees.

There is an arrogance in a way in the assertions made within

the Mehle letter which cannot go unmentioned. It must arise from

believing that because one has thought of impediments to existing

policies that it is the first time anyone has thought of them.

These "impediments" have been thought through and by Congress;

they have also been rejected. They were fully considered by

Congress in its 1975 and 1976 consideration of the legislation

which led-to the enactment of this SBA program, and those

arguments were rejected in the constitutional processes of the

formulation of this law, which processes this Administration has

sworn to uphold and defend. I call everyone's attention to the

text of your House (then Select) Committee on Small Business'

1975 hearings, "SBA Assistance for Agricultural Concerns and to

Meet Pollution Control Problems," and the subsequent reports (H.

Rpts. 94-519 and 94-115) as proof of this.

The assertion that an SBA guaranteed instrument is "superior

in the market to the direct obligations issued by the U.S.

Treasury" is a misunderstanding, at best, of the capital

marketplace. Isn't $150 million in Federally guaranteed taxable

bonds the same level of capital marketplace intrusion as $150

million in Federally guaranteed tax-exempt bonds? How does

paying a lower rate of interest make pollution control bonds
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superior? What about the Government's competition with those

bonds from its indirect obligations, especially those of

government corporations, e.g., the Tennessee Valley Authority or

the Bonneville Power Administration, whose obligations are

guaranted and the income from which is tax-exempt? Does anyone

suspect that anything other than the faith and credit of the

United States stands ultimately behind TVA, Bonneville and

similar bonds?

Can the Government of the United States be so concerned

about its credit and anticipated FY82 and FY83 borrowing that it

believes guaranteed tax-exempt pollution control bonds are

marketplace threats to that borrowing and the full faith and

credit of the United States? If it is# the-hour is later than it

has acknowledged or most have suspected.

Lastly, the Administration has failed to recognize a real

market distortion as severe as that created by the Federal-

guarantee. It is the Federal Government's requirement for small

business expenditures to meetRollution regulation by the

acquisition and installation of generally non-productive

assets. As long as this Government's policy on the one hand is

to have such pollution control regulation, its policy on the

other hand must be to assist businesses without-private sector

loan alternatives to finance the facilities and equipment

required, and this means both the guarantee and the tax-exempt

bond.

Mr. Chairman, I ask that Mr. Teague's and Assistant

Secretary Mehle's letters, as well as a similar one from OMB
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Assistant Director for Economic Policy and Planning, Lawrence A.
i

Kudlow, be incorporated as appendices to this statement.

The New, Taxable Bonds Will End Up Tax-Exempt

As I set forth at the beginning of this testimony, the

taxable bonds which OMB and Treasury would have guaranteed -a-

modified pollution control facilities-financing program will

still escape current Fedeial taxation.

There is within our economy no existing market, for

Federally-guaranteed taxable bonds. There is no market because

such an obligation has not yet existed. In order for such

Federally-guaranteed taxable bonds to be marketed, there will

have to be created within the economy a marketplace for them

That can be done. It is a matter of determining the

characteristics of these bonds and then the most likely

purchasers of them.

The Coalition has surveyed the investment banking community

associated with the program as it existed prior to OMB's and

Treasury's attacks upon it. There are several possible markets,-

but there is agreement that the most probable market for

Federally-guaranteed taxable bonds is pension funds. It is that

reality which defeats OMB's and Treasury's intentions in

prohibiting SDA from guaranteeing tax-exempt bonds, for pension

funds are exempt from current Federal income taxation. Thus,

they will be paid a higher rate of interest by the small

businesses, but they will not have to pay taxes currently on that

higher rate.
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Actually# from OMB and Treasury's standpoint, it will be

worse than before they modified the program. Why? Because the

greater interest paid on the bonds by the small businesses will

constitute a larger deduction from Pederal corporate income

taxes. The Treasury coffers will end up with less in them than

before OMB and TreasUry modified the program in order to get more

tax revenue.

The Administration ignores something else. As I have

already pointed out, small businesses going out of business will

have adverse tax revenue loss and budgetary cost impacts too.

Reduced corporate taxes paid and reduced Federal payroll taxes

paid on one hand, and increased unemployment and other benefits

on the other, the latter adding to pressures on the budget side

of fiscal policy. Such economics is not only bad economics; it-

is also bad politics.

The Administration has also not addressed the inequities

involved in its attack on this program. Those inequities include

the reality that larger businesses are continuing to use tax-

-. exempted IRB financing for their pollution control facilities and

equipment expenditures, unhampered by the restrictions of Revenue

Ruling 81-216 or of OMB's apportionment document proviso as to

this program. The combined impact of that ruling and that

proviso is to deny equal access to-the tax-exempted bond market

to which larger businesses still have access.

A Context for Resolution of This Issue

The problem facing Coalition is that it faces multiple
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obstacles.

OMB has the present authority to rescind the December 31,

1981 SBA apportionment document proviso prohibitiag the further

use of the SBA guarantee authority for guaranteeing tax-exempt

bonds. 'It takes no more to rescind it than it did to attach it

- a communiation from OMB to SBA to that effect. The probelem

would not end there, however, for the actions of this Committee

and Conaress could thereafter impair its future.

Under present law, the small business required to install

pollution control equipment has two alternatives in pursuing tax

exempt financing. First, it can seek to qualify its facilities

under Section 103(b)(4) of the Internal Revenue Code as an

"exempt facility". Under existing Treasury Regulations, however,

this approach requires an analysis of financiable costs which is

one of the most complex engineering and legal tasks with which I

am familiar. This process typically adds thousands of dollars to

the cost of issuance of bonds to finance pollution control

facilities. The second alternative available to small businesses

is the small issue IDB exemption under Section 103(b)(6-<)_f the

Internal Revenue Code. These issues can be qualified for tax

exempt financing within the $1 million or $10 million limitations

without resort to the difficult and detailed tax analysis to

which larger pollution control issues are subjected. The fact

that qualifying "exempt facilities" financing is unlimited as to

dollar amount is, as a practical matter, irrelevant to small

business. Such businesses lack borrowing capacity in excess of

the $1 million to $10 million range. Thus, even if exempt
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facilities financing is retained, the elimination or constriction

of the small issue exemption would severely hamper the ability of

small business to finance pollution control facilities.

Certain of the Administration's proposals to make changes in

IDB legislation would effectively put an end to the ability of

small business to obtain affordable financing for pollution

control facilities. For example, the requirement that the local

government make a contribution or financial commitment to the

financed facility creates an obvious problem. Even if state law

were to permit such contribution, I doubt that many local commun-

ities wouid allocate limited resources toward the financing of

pollution control facilities for small business as opposed to

competing for location in the community of new facilities, par-

ticularly those of substantial size perceived to offer much

greater potential benefits to the community.

The SBA guaranteed loan program for tax exempt financing of

pollution control facilities is a matter of survival for many

small businesses. It is essential to participants in the program

and insignificant to the Treasury. It should be permitted to

continue within the framework and intent of the existing

legislation.

PROPOSED IDB LEGISLATION - GENERAL OBSERVATIONS

The duration of my experience in the practice of law happens

to coincide with the life of Section 103 of the Internal Revenue

Code in essentially the form in which it now exists. Based upon

my experience, I will briefly take this opportUnity to comment on

what I perceive to be the criticisms of IDB Zinancing being
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advanced by the Administration and others in recent months.

"The elimination of DB, financing will immediately restore

substantial sums to the Treasury". IDB financing has been for

businesses, large and small, during the past two years "the only

game in town". During th~s period of extraordinarily high

interest rates, the conventional financing alternative has simply

been unavailable. Compared to IDB financing, conventional

financing has always been less costly to the borrower in terms of

the time and money required to achieve a closing. High interest

rates, not the lure of IDB financing at rates of 15% or more,

have created the recent anomaly with respect to the use of IDB

financing. The elimination of IDB financing without a signifi-

cant reduction in interest rates would not only fail to restore

relatively the use of conventional financing, it would run the

risk of closing down business activity to a greater extent than

is already the case.

"IDB financing is merely another unnecessary advantage

provided to big business". Large businesses have indeed utilized

IDB financing. I do not know the extent to which the avail-

ability of such financing affects the decisions of large

companies on the question of whether or not to carry out a par-

ticular expansion. I can, however, cite numerous examples of the

use of IDB financing by small, family-owned businesses. In some

instances, this financing has enabled small concerns to hold

their place in the business community. In other cases, it

enabled them to achieve substantial growth as employers and
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taxpayers. Existing legislation has permitted local financial

institutions to provide financing to local business at

affordable, tax exempt rates. I believe the proposed changes in

IDB legislation would direct the funds held by these financial

institutions away from local businesses toward investment in

large and more credit-worthy companies.

"Public hearings must be required and a public purpose

established for IDB financings". This argument is prominent in

the recent Administration proposal. I am puzzled. The law of

Ohio and that of other state-a with which I am familiar require

that all proceedings relating to the issuance of bonds be open to

-- the-public and that a public purpose be established. Indeed, I

have participated in numerous hearings which involved debate over

the merits of the issuance of industrial development bonds. In

__ some cases, opponents of a proposed bond issue have prevailed.

In addition, existing and proposed Treasury Regulations

effectively require control over bond issues by public officials

in instances where the issuing authority is not a political sub-

division. Existing lawpermits state and local governments to

determine the criteria necessary for the issuance of industrial

development bonds. The imposition of a federal standard seems

both redundant and unduly restrictive of local autonomy.

"Local government must make a contribution or commitment to

the fac-ility financed with tax exempt bonds". This idea poses at

last two major problems. First, it runs contrary to existing

constitutional and statutory restrictions on the "lending of

credit" to private business which exists in most, if not all, of
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rich, richer and the poor, poorer. The requirement of a local

financial contribution would enable a community with greater _

financial resources to attract desirable businesses from

communities whose circumstances would not permit them to offer

such direct incentives. I conclude, therefore, that this element

of the Administration proposal is ill-advised.

Summary

The Coalition believes that Congress should direct Treasury

and all other entities involved in the administration of tax

policy, e.g., OMB, to carry out the intent of existing

legislation with respect to the SBA Pollution Control Facilities

Financing Guarantee Program. The program is vital for the small

businesses which can participate. We believe it preserves and

may enhance the collection of tax revenues.

The case for this position is clear. The merits of this

program are:

- The program actually makes money for the U.S.

Government.

-The program does not make a measurable impact on

the operation of the capital markets.

- The program does permit access by small business to

those capital markets.
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- The program constituted less than 1% of tha.small

IRB issues in FY81 and will be less than 1% in-

FY82.

- The program has demonstrable public benefits,

particularly the abatement and control of

pollution.

- The program has one of the smallest administrative

staffs on record.

- The program is funded with private sector funds,

guaranteed by the Federal Government.

We urge your favorable consideration of the recommendations set

forth herein.

IN
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STATE OF OHIO
OFFICE OF THE GOVERNOR

COLUMBUS 43215
_JAMWs A. RHODEtS

COOV NOR

March 12, 1982

The Honorable Robert 3. Dole
Chairman
Senate Committee on Finance
Washington, D.C. 20510

Dear Senator Dole:

On behalf of the people of Ohio, I call upon your committee and the
Congress as a whole to take whatever steps are necessary to reinstate a small but
vital federal loan guarantee program that is being destroyed by an arbitrary
decision of the Office of Management and Budget.

That program is the one by which the Small Business Administration hai
guaranteed tax-exempt financing for pollution control facilities. OMB has, by pure
executive fiat, ordered that SBA not guarantee any pollution financing except on
taxable issues.

The SBA program has been extraordinarily effective In helping small
businesses throughout the country to meet federally mandated pollution control at
no cost to the federal government. The program has usually entailed the sale of -

SBA--garanteed bonds which are free from federal income taxation. In Ohio,
nineteen companies, employing 1,498 people, have had their pollution control bond
issues guaranteed in the total amount of $36,470,000. We believe that many of
these businesses would not have been able to finance their compliance with

.pollution laws in the normal financial markets. The impact on those companies -
and employees - from violating those laws could. have been tragic.

But that was just the beginning. Twenty-six more Ohio companies,
employing 2,127 people, already have been issued inducement resolutions to finance
an additional $46,060,000 of pollution control. OMB's policy shift has put their
projects in a deep freeze and their futures In jeopardy. And we know of at least
sixty to eighty more small businesses In Ohio, employing from 3,000 to 4,000
people, who are in varying stages of the SBA applications process. Without SBA
guaranteed tax-free financing, these companies, and many others who don't know
yet that they have pollution compliance problems, won't be able to finance
mandated compliance.



25

Senator Robert 3. Dole -.

Page 2
March 12, 1982

Ohio will find itself in the unpalatable position of having to enforce federal
pollution laws against Ohio businesses who are violating those laws because of
federal policy changes which destroyed their ability to comply. --That Is bad
government!

We hope that you will be able to convince the few individuals in the
administration who have decreed this arbitrary change to reverse themselves. But
if that does not occur, we ask that you promptly develop legislation to require that
the SBA continue to guarantee tax-free llution control lancing at the levels
previously recommended by Congress.

• " " lY 9-uryry '/ ul )

ESA. R DES

G'overnor

JAR/it

.95-227 0 - 82 - 17
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The Small Business Coalition for Pollution Control

~COMM!
ac* L SdOeuW Eandul C league
I*w Spec" Ptpm ComnWy ,s.s,.,I"rl la L sum. NW.
0~310"0-t0a24Q

January 14, 1982

Hon. rager W. Mehe, Jr.
Assistant SecretaZy foW CDzaeti Finazm

Departaen of the Teasury
Wmasngtoti, D. 4. 20220

Bet SEA Pollution Obftol FAcilties Finacin Guarantee ogu
.wmble vs. .m-Ekmt Bond 1Rm_

Dear Secretary Mlhl i

Thes Smal FAuins OAtin for Poilution owtol was organizedin 1981 to upport the policy objectives of the Muini=ation with
xespect to mil busineses and to rinpresent their Interests before the
Qovernint in the referenced prum, 2he Coaelition has been involved
actively in recent mm'th in toignegotiations between CO, Treasury
and SEA with respect to the MY2 and proposed FM8 wanrl autboity ceilings
for this progran and the t~ and onditions attached thereto.

As you )amo,, a ocmci e s reached during the closing )xozr of
FY82 First Qarter, a reached between OS and SAp the fobae
with the advice of Treasuzy on cm cponent of that ocT hse e
ocpromise is in two parts: the anulauthort celing, which will be
$150 million in FY82 and FY83, Public Lmr 97-92 notwithstanding, and the
proviso requiring that the F82 authority rot closed as of the approdimtedate of the Oprade and all the FY83 authority be available only for
taxable bond issues.- Because you have been involved in both the Federal
loan and credit guarantees and the IM tax em tion issue., we felt it
particularly important to bring several matters to your attention.

Thi SEA p ca into being for only one reason well busi-
resses could riot obtain ownrcial financing of the expenditures required
to oemply with Federal air and water pollution ontzol and solid wasteanawt poll~ciLes'an orders witot Feeal guarantees of the bonds the
proceeds of which are used for such facilities and equiprent and wiUt
the added attraction within the bond marketplace of the t .

rhese expenditures are compelled by Govermant policy in the absence
of that policy, the expenditures wld not be made and the financing sought.
If Federal loan and credit guarantees are a financial marketplace, distortion,
so too is the overnwent requirement that essentially non-productive control
equipment be installed at great expense. 

The tax-exaption of the bonds is oopelled by the reality that the
absence of that emvzption would make the bonds, even aggregatedo not



255

mrketable. If tax-.t bonds dsort the capital pool, itsl. becau-e
t it sougt is mandated by Governmen m tormental policy. If

fear# well founded in ou opinion that tax-eat bond issues
cause tax revenue -losses at a tim when budgetary and monetazy poicy
require reduction of those losses, it mist be forever bone v in=%
looking at this , psogrm tht thoe losses are far less than the
c orate inconM tax am personal income tax losses which are occasioned
when the mall businesses close dmn because the financing is not available.

This latter point is not an allusion to what night happen. Rather,
it is a statmant of what hag happned. Mhen the A dnistration put this
SM pollution control facilities financing guarantee program in abvance
in the Spring of 1981, there we better than 100 applicants. Scm with-
draw their aplicants, hoping to persuade the ev ironental as ifor t
authorities that it was the same overnfient which had frustrated these
ocpanies abilities to omply with ewrirnental standards. t swmthing
else, much t dramatic happened: sm of these small businesses went out
of business. The Coalition has ommiIad the mms and statistical data on
those Moqeanies.

Before one rushes to say that those mal businesses which went out
of business must have, therefore, been so nurginal that they would not
have survived anyway,, reflect on. the experiential history of-this particular
p -gam: in its six years, there has never been a default not recovered by

SThere have been only tw defaults at all. There slply is ino other
Federal loan or credit guarantee program which has a default rate"f less
than one-fourth of one percent which has also then recovered all of the
defaulted payments.

Our plea to you: to recognize the particular circumstances associated
with this particular program, including that history and including why these
small businesses need the Federal guarantees and the tav-eiption o the

-financing bonds, and to then do two things: (I) inform GB, that is
lawrence Mudlow, that Treasury has no objection to rolling back the proviso
requiring the remainder of the FY82 $150 million and all of the F? $150
million be available for only taxable issues, and (2) informing those within
Treasury involved in the fonilation of the Aninistration's position on the
irsetve of what broader pi >cies are sought, the tax-exsiption for-
IDBs used for pollution control facilities under either IIC S103 (b) (6) (E) - (F).
solid waste and air and water pollution control facilities exenton-O-the

3W S103(b) (6) (A) small 'issue exemption ought-to be preserved. We reference
iIC S103(b) (6) (A) small issue exception because a private sector business
Ust use that exemption, rather than either M S103 (b) (6) (E) or (F) because

-the latter nust be for public purpose and other tests which a private
corporation cannot meet. Ve entire history of this SBA program has been
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am of using bonrs= wer MS103 (b) (6) (A).

NThe differor-mi %ftih taale bond is;e and taxampt bond issue
have o these esl Ibusinesses has been set forth in a recent letter to
us from H. Ibbert Fuller of the First Wisconsin National Bank in milwAke,
ane of the four principal financial institutions involved in this progru.
Th other three are Bank of America, Blythe Es1Ian out of the San Francisoo
office and =Dcmald & CI. investment, bankers in Cleveland.

NY only quarrel with the First Wisconsin depiction of the financial
jeplications of the alternative between taxable and bx-emt is that
the applicants with vifch we are working indicate that the differential
is closer to 4.25%, sae 425 basis points.

Your attention to this matter and yotr involvement in its resolution
would be very ---a/,reciated.-

Sincerely,

- adal C. Teague

Ekc.
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DEPARTMENT OF THE TREASURY
WASHINGTON. D.C. 202=0

A$SISTANT SECRETARY

February 4, 1982

Dear Mr. Teagues

I am pleased t6 respond to your letter regarding the SBA
pollution control facilities guarantee program.

In the last decade, rapid growth of Federal credit activity
has had serious effects on the Nation's economy and on financial
markets. For this reason, rigorous control over Federal credit
programs has been and continues to be an important part of the
president's budget reform plan. Greater control of these Federal
programs is being accomplished by reducing their size and scope
and by adopting legislative and administrative actions to decrease
their impact on the capital markets.

In this regard, the Administration has maintained strong
opposition to Federal guarantees of tax-exempt obligations, such
as those obligations issued in conjunction with the SBA pollu-
tion control guarantee program.- In a-March 23, 1981 message-
to Congress# the President expressed his general opposition to
federally-guaranteed tax-exempt obligations and the April 1981"Additional Details on Budget Savings" specifically criticized
the SBA pollution control guarantee program in this regard. The
decision reached by OMB to only provide loan guarantees under the
SBA pollution control program for taxable bond issues in fiscal
years 1982 and 1983 results from this position.

Let me emphasize the reasons this Administration is strongly
opposed to Federal guarantees of tax-exempt obligations. Placing
the credit of the United States behind an obligation that is
exempt from Federal taxation would create a security which would
be superior in the market to the direct obligations issued by the
U.S. Treasury. The Public Debt Act of 1941 prohibits the Federal
Government from issuing tax-exempt obligations directly. It would
therefore be contrary to the spirit of that Act to authorize the
issuance of tax-exempt securities that are backed by the credit
of the Federal Government.

Moreover, since the tax loss to the Treasury greatly exceeds
the interest savings to the issuer of tax-exempt obligations,
Federal guarantees of tax-exempts are a most inefficient means
of providing Federal assistance.
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The Administration is also concerned with the adverse
effects of tax-exempt guarantees on the municipal market.
Federal guarantees of tax-exetbpts create a security which is
superior to all other tax-exempt securities issued by State
and local government entities. Consequently, such guarantees
add to the pressures on the municipal bond market, crowd out
other, less creditworthy municipal borrowers, and increase the
borrowing costs of all municipal borrowers.

I hope this information is helpful.

Sincerely,

Roger W. Mehle

Mr. Randal C. Teague
Vorys Sater Seymour & Pease
1828 L Street, N.W
Washington, D.C. 20036
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EXECUTIVE OFFICE OF THE PRESIDENT
OFFICE OF MANAGEMENT AND BUDGET

WASHINGTM D.. MW

February 18 1982

Mr. Pandal C. Teague
Vorys, Sater, Seymour & Pease
1828 L Street, N.W. -Suite 1111
Washington, D.C. 20036

Dear Mr. Teague:

This is in response to your letter to Craig Fuller and me
expressing the concerns of your clients about the Aministration's
policies regarding the Pollution Control Equipment Contract
Guarantee Revolving Fund of the Small Business Aministration (SBA).

As you indicate in your letter, a decision has been made to permit
the guarantee of $150 million in pollution control loan or
contract repayments during 1982. This decision, hich results in -
a 1982 program level that is 50% higher than the 1981 actual
level, was made with two caveats:

- First, that in view of the President's efforts to constrain
Federal borrowing, the increase in guarantee authority for the
pollution control program would be offset by a ccqparable
reduction in other SEA credit programs.

- Second, that in view of the Administration's opposition to
indirect Federal guarantee of tax-exempt bords, the guarantees
of repayments would be limited to loans or contracts that are
financed from the proceeds of taxable bonds.

With respect to your allegation that this decision constitutes a
violation of the law, I must strongly disagree. The Second
Continuing Resolution for Fiscal Year 1982 (P.L. 97-92) did not
"lock in" a $250 million program level for this Fund. In fact, the
resolution did not provide statutory credit limitations for any of
the SA loan programs.

With respect to your concerns about the effect of the decision to
discontinue the guarantee of loans financed from the proceeds of
tax-exempt securities, I must also disagree. The combination of
Federal guarantees with tax-exempt bonds increases the revenue
loss to the U.S. Government while primarily benefiting the
high-inoe purchasers of the bonds rather than small businesses.
In addition, the Federal guarantee adds to the pressures on the
municipal bond market by creating a security that-is superior to
all other tax-exeupt securities issued by State and local
governments. This could result in higher borrowihg costs for
State and local governments, which must finance schools, roads,
hospitals, and other essential public facilities.
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This Administration is continuing its efforts to alleviate Federal
regulatory burdens that contribute to the high costs of operating
small businesses. Where such regulations are necessary, we are
attempting to ensure small business access to capital to ccply
with such requirements.

I hope that this response provides sufficient information for you
to explain to your clients the reasons for the-Administration's
policies. Thank you for sharing their concerns.

Sinrey

Lawrence A. Kudlow
Associate Director for

Economic Policy and Planning

cc: Craig Fuller
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The Small Business Coalition for Pollution Control
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. February 12, 1982

The President of the United States
The White House
Washington# D.C. 20500

Dear Mr. Presidents

We are small businesses whose abilities to provide jobs,
produce goods and services, pay taxes and protect the environment
have been consciously undermined in recent months by your Office
Of Management and Budget's virtual destruction of the Small
Business Administration's pollution control facilities ind
equipment financing guarantee program.

This letter is an urgent plea that you direct OMB to
withdraw the unnecessary and probably illegal requirement it
attached to the recent SBA apportionment document - that none of
the remaining FY83 authority can be used to guarantee tax-exempt
bonds. Those are the only bonds really available in the
marketplace for financing these facilities and equipment.

Experts in this financial field are convinced that "taxable
only" financing will effectively destroy the ability of numerous
-small businesses to finance compliance with government mandated
pollution laws.

There is a profound inconsistency in the Government's
administration of its environmental laws, and we are the small
businesses caught in the middle of that inconsistency. On the
one hand, we are being required to install environmental -
protection facilities and equipment to meet still-stringent EPA
rules, and on the other hand, the OMB requirements eliminate the
only effective means of obtaining loans required to install those
facilities and equipment. Without this 8BA program of "last
resort" small businesses will be forced into noncompliance with
environmental protection statutes, regulations, plans and
-orders. Or, into forced sales to bigger businesw9s with larger
assets and borrowing leverage. Or, into insolvency if forced to
overleverage against usually low net worth, because the
uniqueness of these facilities and equipment leaves them without
-significant collateral values. Or, into shutdown.
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We measure those dire, yet realistic, consequences against
the experience of this program, SBA's most successful. It is
that success whLch shows the lack of knowledge or interest at-
OMB.

No one in business knows the adverse impacts of the Federal
Government upending and taxing and over-regulating more than a
small business. Small businesses are the first hit by
inflation. They are the first hit by crowding out andh igh
interest rates. They are usually the first into economic slumps
and the last out. This is why most small businesses, including
those within the Small Business Coalition for Pollution Control,,
support your economic program of reduced spending, reduced
corporate and individual income taxes, and reduced deficits. We
support your attack on the crowding out of available capitl and
the inflationary pressures those deficits can create. We, too,
seek reduced regulation and expanded export opportunities. But,
OMB's broad policy objectives produce unintended consequences
when applied to this SBA program.

OMB contends that the annual authority for this program must
be rolled back to reduce Federal loan and credit guarantees in
the capital marketplace. OMB contends, further* that the
requirement prohibiting the program's association with tax-exempt
bonds is necessary to prevent tax revenue losses.

OMB is wrong. This program constituted less than one
percent of the small industrial revenue bond issues in 1981. It
does not interfere with markets. The program has a nearly
pristine actuarial integrity, with the only two defaults in its
history now being recovered by SBA.. The lirogram actually makes
money for the Governmentl its initial $15 million revolving fund
has grown to over $30 million by the accumulation of the 3.5%
fees paid by the applicants, and interest on that fund more than
pays for all administrative costs. The program is funded with
private sector funds: it is only guaranteed by the Governmentr
The program has public benefits, particularly pollution
abatement. Most importantly of allT it has benefited small
businesses in more than,30 States, representing more than 20,000
jobs. If continued, the program will benefit many thousands
more.

Mr. President, the "distortion" this program creates in the
financial marketplace is miniscule compared to the real
distortion caused by the Government requiring us to spend
hundreds of million of dollars on essentially non-productive
facilities and equipment. Further, the tax revenue losses from
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tax-exempt IRBo are miniscule compared to the real tax revenue
losses which will result if we have to close our businesses and
Jay off our employees. Or. if we can't expand productive -
capacity. Absent a continuation of this program as it existed',
prior to OMB!* attacks upon it, that may happen to many of us.
Bonds for our purposes simply cannot be marketed in the absence
of the tax-exemption and the Federal guarantee.

Our case is clear. The mirits of this program speak for
themselves.

We ask you to direct OMB to reverse its unilateral actions
and to do so before the matter worsen.

Respectfully requested*

THE SPECIALTY PAPERS'COMPANY
Dayton# Ohio

Steve Milter
NATIONAL BRIQUETTE CORPORATION
-East Chicago# Indiana

Robert E. Embry
Baum Gardener OLIl,Inc.
ENERGY RESOURCES,LTD.
Baltimore, Maryland

Robert Speach
ENV, INC.
Long Beach, California

James Do Lightbody
PHILWAY, INC.
Ashland, Ohio

Prank E. Smith
F. E. SMITH CASTINGS,
Itings ford, Michigan

INC

Fred Davino
PLATING FOR ELECTRONICS, INC.-
Waltham, Massachusetts

Carl Hornby
ENVIRONMENTAL WASTE CONTROL,

INC.
Inskster, Michigan

Craig Caine
AMERICAN FLY ASH COMPANy
Des Plaines, Illinois

Dennis O'Meara
OMEGA CHEMICAL CORPORATION
Whittier, California

Lee A. Liman
DOWNHILL PICK-UP
Steamboat Springs, Colorado
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J. E. Droege Lewis Lakin
ELECTROFILM, INC. A. LAKIN & SONS, INC.
Valencia, California Chicago, Illinois

Anthony L. Torrance Harvey Scholten
OPTICAL SCIENCES GROUP RIVULET' HURST DAIRY
Petaluma, California Holland# Michigan

Aubrey surer Leroy Wurst
CHEMTRONICS HURON CASTINGS COMPANY
El Cajon, California Pigeon, Michigan

Larry Winget Paul 3. Keating
Gary L..Robbins John A. DeiRossi
VEUTUR; INDUSTRIES CORPORATION P. J. KEATING COMPANY
Fraser, Michigan Fitchburg, Massachusetts

W. 0. Larson Donald Schulz
M. F. Ludowese NATIONAL METAL FINISHING
LARSON CONSOLIDATED, INC. COMPANY
Graifton, Ohio Springfield, Massachusetts

The CHARMAN. We've got a problem. I'm needed for a quorum
down the hall. They have 9 and they need 10. I am trying to draft
another Senator to come to this meeting. Not that these hearings
aren't exciting [Laughter.]

They are otherwise occupied.
Let's go ahead, Mr. Bean. We will do as much as we can. We

may have to have a little short recess here while I run down there.

STATEMENT OF RONALD BEAN, PRESIDENT, COUNCIL OF
POLLUTION CONTROL FINANCING AGENCIES, WASHINGTON, D.C.

Mr. BAN. Thank you, Senator. I am Ronald Bean. I'm the presi-
dent of the Council of Pollution Control Financinj -Agencies, and
also the director of the Illinois Pollution Control Financing-Author-
ity. And I would just ask that our statement be submitted for the
record.

I would summarize by saying that the general purpose of IDB's is
to encourage socially productve undertakings and there is not
more socially productive undertaking than the protection of the en-
vironmental quality of life.

To that end, I believe that the records will show this. I know that
in the State of Illinois that roughly 50 percent of the pollution con-
trol bonds have been used by the public utilities. The reduction or
change in the legislation that enables the utilities to use this as a
means of installing pollution control equipment, would mean that
the increased cost of financing would flow down to those who are
least able to bear the brunt of increased costs. That is, the ultimate
consumer, many of whom have been battered this winter by high
utility costs.

The other. poiMt that I would make in summary is that the use of
IDB's fo. pollution control should be as cost effective as possible.
Dr. Rivlin of the CBO has mentioned that to target these pollution
control bonds for pollution abatement as well as pollution contrOl.
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would be to reduce the cost of the use of this facility for pollution
control and pollution abatement purposes.

Because of brevity, I will say no-more at this point. I think that
these are the points that I would like to get across at this time.

Think you.
The CHAIRMAN. Thank you.
[The prepared statement of Mr. Bean follows:]
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MR, CHAIRMAN, MEMBERS OF THE COMMITTEE, I Am RONALD BEAN, EXECUTIVE

DIRECTOR OF THE ILLINOIS ENVIRONMENTAL FACILITIES FINANCING AUTHORITY,

I APPEAR BEFORE THIS COMMITTEE AS PRESIDENT OF-THE COUNCIL OF POLLU-
TION CONTROL FINANCING AGENCIES. ON BEHALF OF THE COUNCIL, I WELCOME

THIS OPPORTUNITY TO PROVIDE THE COMMITTEE WITH OUR VIEWS REGARDING

CURRENT PROPOSALS TO MODIFY TAX-EXEMPT FINANCING OF POLLUTION CONTROL

FACILITIES.

MR. CHAIRMAN, THE ADMINISTRATION'S RECENT PROPOSAL TO RESTRICT THE

AVAILABILITY OF IDBs FOR POLLUTION CONTROL FINANCING WILL RESULT IN
DEVASTATING CONSEQUENCES FOR SMALL AND MEDIUM SIZED BUSINESSES AND

THE NATION'S PROGRESS TOWARD INCREASED ENVIRONMENTAL QUALITY OF LIFE,

SIMPLY PUT, THESE BUSINESSES CANNOT AFFORD THE POLLUTION CONTROL

EQUIPMENT MANDATED BY-FEDERAL/STATE/LOCAL LAWS AND REGULATIONS, WITH-

OUT THE UNRESTRICTED AVAILABILITY OF TAX-EXEMPT POLLUTION CONTROL

FINANCING. THIS IS ESPECIALLY THE CASE WITH REAL INTEREST RATES

HOVERING AT THE 18% LEVEL$

THE ADMINISTRATION'S PLAN TO RAISE ADDITIONAL REVENUES INCLUDES A

PROPOSAL TO CURTAIL THE AVAILABILITY OF TAX-EXEMPT BONDS FOR POLLU-

TION CONTROL FACI-LITIES. THE ADMINISTRATION ARGUES THAT TAX-EXEMPT

FINANCING SERVES A QUASI-PUBLIC PURPOSE, THUS CREATING UNDUE COMPE-

TITION IN FINANCING OTHER MUNICIPAL SERVICES. RESTRICTING THE

AVAILABILITY OF POLLUTION CONTROL FINANCING, IT IS POINTED OUT,

WILL LESSEN THIS COMPETITION. THE COUNCIL BELIEVES THIS REASONING

FAILS TO CONSIDER A KEY POINT. THESE BONDS FINANCE THE PURCHASE

OF POLLUTION CONTROL FACILITIES MANDATED BY THE CLEAN WATER, CLEAN

AIR AND THE RESOURCE CONSERVATION AND RECOVERY ACTS. THESE ACTS,
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I MUST POINT OUT, WERE IfMPLEMENTED DURING THE LATTER PART OF THE
SEVENTIES, WHICH ACCOUNTS FOR THE GROWTH IN THE USE OF THESE BONDS@

THE PUBLIC, IN OVERWHELMING MAJORITIES AS ILLUSTRATED IN NUMEROUS

SURVEYS, SUPPORTS THESE LAWS AND THEIR OBJECTIVES. IN SHORT, TAX-

EXEMPTS FINANCE A PUBLIC GOAL--CLEAN AIR, WATER, AND LAND,

THE ADMINISTRATION FURTHER POSITS AND I QUOTE FROM ITS EXPLANATION

OF THE TAX PROPOSAL:
"...BUSINESSES REQUIRING POLLUTION CONTROL FACILITIES,
THROUGH THE USE OF TAX-EXEMPT FINANCING CREAT S A BIAS
IN FAVOR OF INVESTMENT OF THOSE ACTIVITIES. IN EFFECT,
THOSE FAVORED ACTIVITIES FOR EXAMPLE, BUSINESSES THAT
CREATE POLLUTION, ARE SUBSIDIZED AT THE EXPENSE OF
OTHER ACTIVITIES$

MR. CHAIRMAN, THOSE INVESTMENTS ARE MANDATED BY STATUTE AT THE-

FEDERAL, STATE, AND LOCAL LEVELS OF GOVERNMENT. ITIS INCUMBENT

UPON THOSE WHO-MANDATE THESE INVESTMENTS TO PROVIDE THE MEANS TO

REACH THE DESIRED END OF A CLEANER ENVIRONMENT, IN THIS CASE WE

ARE SPEAKING OF THE UNRESTRICTED USE OF TAX-EXEMPT POLLUTION CONTROL

FINANCING THAT ENCOURAGES COMPLIANCE WITH ENVIRONMENTAL REGULATIONS,

THE ADMINISTRATION ALSO IS-CONCERNED ABOUT DOUBLE DIPPING BENEFITS

A BUSINESS RECEIVES USING BOTH ACRS AND TAX-EXEMPT FINANCING FOR

POLLUTION CONTROL THE ADMINISTRATION BELIEVES THIS ADVANTAGE IS

UNWARRANTED. THIS IS A PHILOSOPHICAL ISSUE WHICH IS SUBJECT TO

DEBATE. HOWEVER, WE ARE WORKING WITH REAL LIFE SITUATIONS. THE

DENIAL OR RESTRICTION OF TAX-EXEMPT FINANCING MEANS WE HAMPER ANY

HOPES OF SUSTAINED ECONOMIC RECOVERY FOR SMALL AND MEDIUM.SIZED

BUSINESSES BECAUSE PLANT EXPANSION AND MODERNIZATION REQUIRE ACCESS

TO AFFORDABLE CAPITAL FOR THE UNPRODUCTIVE COSTS OF POLLUTION CONTROL

FACILITIES. THIS IS ONLY AVAILABLE THROUGH TAX-EXEMPT FINANCING.
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THERE WILL ALSO BE AN ENVIRONMENTAL CONSEQUENCE THE LACK OF ADE-

QUATE POLLUTION CONTROL FINANCING MEANS INADEQUATE POLLUTION CONTROL

FACILITIES LEADING TO NON-COMPLIANCE OF ENVIRONMENTAL MANDATES.

ULTIMATELY, THIS WILL LEAD TO A DECREASED QUALITY OF LIFE.

THE ADMINISTRATION ALSO CITES REVENUE LOSSES THE GOVERNMENT INCURS

FROM TAX-EXEMPT FINANCING OF POLLUTION CONTROL-FACILITIES AS ANOTHER

REASON TO RESTRICT THIS FINANCING. THE COUNCIL BELIEVES THIS PREMISE

TO BE ERRONEOUS. AS BUSINESSES' SHUT-DOWN BECAUSE OF A LACK OF FIN-

ANCING, REVENUES FROM PAYROLL AND CORPORATE TAXES DECREASE AND-THE

PRODUCTIVITY OF THE NATION DIMINISHES, THEREBY INCREASING REVENUE

LOSS. DENIAL OR RESTRICTION OF TAX-EXEMPTS ACUTALLY MEANS HIGHER

PRICES, LOWER LEVELS OF PRODUCTIVITY, AND POSSIBLY HIGHER UNEMPLOY-

MENT. ALSO, ELECTRIC UTILITIES REQUIRED TO INSTALL MILLIONS OF

DOLLARS WORTH OF POLLUTION CONTROL FACILITIES THAT ARE DENIED ACCESS

TO-UNRESTRICTED POLLUTION CONTROL FINANCING WILL HAVE ONLY ONE RE-

COURSE. UTILITIES WILL BE FORCED TO INCREASE CONSUMER UTILITY RATES

TO OFFSET INCREASED FINANCING COSTS OF POLLUTION CONTROL FACILITIES,

THIs WILL SERVE ONLY TO EXACERBATE CURRENT ADVERSE ECONOMIC CONDITIONS.

THE PROPOSAL WORKS TO THE DETRIMENT OF A SUSTAINED ECONOMIC RECOVERY

BECAUSE IT STYMIES BUSINESS EXPANSION, AN INTEGRAL PART OF WHICH

INCLUDES POLLUTION CONTROL FACILITIES.

THE ADMINISTRATION ALSO PROPOSES TO REQUIRE GOVERNMENTAL UNITS TO

MAKE A ONE PERCENT COMMITMENT EQUAL TO THE BOND'S FACE VALUE IN

CASH OR IN KIND. OR IT CAN ELECT TO GUARANTEE OR INSURE THE BOND.

THIS IS NOTHING BUT AN ATTEMPT TO SHORT CIRCUIT THE USE OF TAX-EXEMPT

FINANCING. FIRST, ONLY THREE STATES HAVE AUTHORITY TO PROVIDE A

GUARANTEE. SECOND, UNDER ANY "NEW FEDERALISM", STATES AND LOCALITIES

95-227 0 - 82 - 18
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-WILL ASSUME THE INCREASED COST OF FINANCING ADDITIONAL SERVICES, AND

THEIR ABILITY TO DO SO IS DOUBTFUL AS DETERIORATING INFRA-STRUCTURES

WILL DEMAND THE COMMITMENT OF SCARCE STATE AND LOCAL RESOURCES. AND

THIRD, MOST STATES AND LOCALITIES ARE LIMITED CONSTITUTIONALLY OR

STATUTORILY TO THE AMOUNT OF DEBT THEY CAN INCUR, IF YOU ACCEPT

'HIS PROPOSAL, THE FEDERAL GOVERNMENT IS DEMANDING WE TAKE ON GREATER

FINANCIAL RESPONSIBLITIES WHILE, AT THE SAME TIME, SEEKING TO REMOVE

THE TOOLS REQUIRED TO ACCOMPLISH THESE ADDITIONAL DUTIES.

WE WELCOME THIS REEXAMINATION OF FEDERAL/STATE/LOCAL ROLES, BUT ONLY

SO LONG AS ADEQUATE TOOLS ARE AVAILABLE TO FACILITATE AN ORDERLY AND

EFFECTIVE RESTRUCTURING OF RESPONSIBILITIES OVER THE LONG-TERM,

TAX-EXEMPT POLLUTION CONTROL BONDS ARE ONE'SUCH TOOL--AND A CRITICAL

ONE AT THAT--TO ENHANCE ECONOMIC RECOVERY AND ENSURE ENVIRONMENTAL

iNTEGRITY,

FOR THE RECORD, I AM ATTACHING FURTHER INFORMATION RELATING TO THE

ADMINISTRATION'S PROPOSAL AS WELL AS THE IMPORTANCE OF THE CONTINUED

NEED FO SBA POLLUTION CONTROL LOAN GUARANTEES, TAM ALSO ATTACHING

MATERIAL SUPPORTING THE EXPANSION OF CURRENT AUTHORITY TO INCLUDE

THE FINANCING OF HAZARDOUS WASTE FACILITIES.

,MR. CHAIRMAN, THIS CONCLUDES MY FORMAL TESTIMONY. I WOULD BE HAPPY

TO RESPOND TO ANY QUESTIONS THE COMMITTEE MAY HAVE AT THIS TIME.
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EAHIBIT A

SUPPORTIVE DATA

1. Sections 103(b)(4)(E) and (F) of the Internal Revenue Code
provide the only meaningful tax incentive in the Code for the
acquisition of solid waste disposal or air or water pollution
control facilities. Unfortunately the availability of tax
exempt financing is:restricted under proposed Treasury regula-
tions which, notwithstanding EP,'s objections, define pollution
control facilities a4 only those deviices that operate at the
end of the production process. The rule is that any system
that elimirnates the creation of pollution is not for air or
water pollution control. Th-is "realized pollution" test dis-
regards the fact that state or local governmental units and
corporate citizens are designing nonproductive pollution con-
trol facilities pursuant to EPA mandate and modern technology.
Further the regulations are contrary to the standards required
for treating hazardous waste under RCRA.

2. The Council of Pollution Control Financing Agencies, as
well as EPA, has concluded that the Service's interpretations
are counter productive to the nation's environmental and energy
policies. Since Treasury and the Service have ignored all
requests. for change, Congress must enact technical amendments
to Section 103(b) that will insure tax exempt financing for
companies and local government units which acquire pollution
control and/or solid waste disposal facilities.

3. Since 1970, governmental units and corporations, in an
effort to support the nation's environmental and energy goals
have spent billions of dollars for air and water pollution con-
trol and the treatment of solid wastes. These expenses will
continue into the 1980's, particularly because of the treatment
of hazardous wastes required under RCRA.

4. Since the Treasury regulations do not recognize the
treatment of hazardous waste as being for the control of air or
water pollution or solid waste, such expertditures are denied,
arbitrarily, the benefits of tax exempt financing. Further,
since all potential polluters are adopting technology for elim-
inating pollution rather than designing facilities that operate
on pollutants at the end of a pipe, they are precluded from
fully utilizing Section 103(b)(4)(F). This denial is unfair --
the tax incentive already exists -- and adds to the costly bur-
den of acquiring nonproductive assets.

5. The proposed regulations penalize governmental units and
corporations for being good citizens.

Page I



272-

6. 'Congress should enact technical amendments to Sections
103(b)(4)(E) and (F) to guarantee that those who comply with
the nation's environmental and energy standards will obtain the
existing statutory tax incentives.

Introduction

The Council of Pollution Control Financing Agencies is a
Section 501(c)(3) organization devoted toward the education of
the/ public through an annual synpqsium, workshop programs and
publications of the nation's environmental standards including
analyses of regulatory actions. Its voting members are state
or local government agencies charged with aiding either state
or local government units or companies in financing their envi-
ronmental compliance programs. Attached hereto as Exhibit A is
a more complete description of the Council.

Its non-voting members consist of public members such as
investment bankers, law firms and companies. This broad based
membership has allowed the Council to establish a liaison with
officials with policy responsibilities affecting pollution con-
trol financing at the Environmental Protection Agency, Council
on Environmental Quality, Treasury Department, Securities and
Exchange Commission, and Small Business Administration.

The combination of Council policy and membership affords
the Councl-1 a unique position within our system. It is from
this broad base of experience that the Council has learned of a
serious problem relating to pollution control financing caused
by the Internal Revenue Service and proposed Treasury
Regulations. Further, the Colincil believes the harmful effects
of the regulations will be exacerbated by reason of the need
for compliance under RCRA. Accordingly, the Council appears
before this Committee to suggest that it act immediately to
clarify Sections 103(b)(4)(E) and (F) as discussed below. Since
the Service and Treasury have ignored both EPA and the
Council's comments that the regulations are contrary to
Congressional intent, inconsistent with national environmental
and energy policies and detrimental to both state and local
governmental agencies charged with financing environmental pro-
tection systems and companies efforts to finance nonproductive
facilities, Congress must intervene.

Page 2
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Present Law

Industrial development bonds, i.e., bonds defined in

Section 103(b) of the Code as being issued by or on behalf of

states or their political subdivisions for the benefit of

private businesses, Oire ra i do not bear tax exempt interest

under Section 103(a). However, where the proceeds of the bonds

will be used for certain "exempt activities" (e.g., air or

water pollution con-rol facilities, solid waste disposal facil-

ities, etc.) the bonds will bear tax exempt interest.

Realized Pollution Teat

The Treasury and the Internal Revenue Service have promniil-

gated and proposed various definitions of the types of facil-

ities that may be regarded as being pollution control and solid

waste disposal facilities. Many of these rules so-narrowly

restrict the types of facilities qualifying for tax exempt bond

financing that they are contrary to the underlying statute and

to some of the policies of the EPA.

In particular, Proposed Reg.55l.103-8(g)(2)(ii), (iii) and

(iv) adopt a "realized pollution" test. This test holds-that

facilities which prevent pollution are not for the control of

pollution. Thus only "end of pipe devices" qualiy for tax

exempt financing. Excluded by the regulatory definition of air

Page 3
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.or water pollution control are such facilities, even if

acquired pursuant to EPA mandate under the Clean Air Act, the

Federal Water Pollution Control Act, or RCRA, that treat hazar-

dous waste, eliminate the creation-of a pollutantthrough

process changes, control a "nuisance", or are used "tradi-

tionally or customarily" by an industry. This interpretation

belies Congressional intent and is at odds with the modern

methods of pollution control which are being developed by

industry in cooperation with the EPA.

The law permitting tax exempt financing of pollution con-

trol and solid waste disposal facilities was-nacted in 1968 to

encourage the installation of such facilities. Such equipment

is frequently placed in service because public policy demands

that the environment be protected even though this may require

investment that either is unprof'itable fo: 3 producer or

involved a high degree of financial rLsk. The Service's fail-

ure to give proper recognition to these facts is philosoph-

ically unfair and statutorily im-proper.

Gross Savings Test

Assuming the facility meets the so-called realizedd pollu-

tion test", the position of the Internal Revenue Service is

that the allowable amount of financing for a pollution control

Page 4
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facility is its cost reduced by the value of any recovered

useful by-product, or the value of any form of "gross" econo-mic

benefit to the manufacturer.

Proposed Reg Sl.103-8(g)(3) guarantees a reduction in al-

lowable financing even where off-seting costs of operation(
associated with a pollution control device equal or exceed the

alleged benefits. This formula is inconsistent with EPA

guidelines$ contrary to standard accounting methods, and

legally arbitrary.

Hazardous Waste

As stated earlier, facilities which treat hazardous wastes

fail to meet the realized pollution test and accordingly do not

qualify' as an air or waste pollution control facility under

Section 103(b)(4)(F). Even if such devices are acquired pursu-

ant to the Solid Waste Disposal Act, the Treasury regulations

deny tax exempt financing under Section 103(b)(4)(E).

In the case of the exemption for solid waste disposal

facilities, the term "solid waste" has been defined by the

Internal Revenue Service to meah solid waste within the meaning

of the Solid Waste Disposal Act as it existed in 1968, despite

the fact that the Act has been amended to modernize the govern-

ment's Lesponse to the problem of solid waste disposal. Thus,

Page 5
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for example, solid waste disposal facilities as defined and

mandated by Congress in RCRA ard excluded from qualifying for

tax-exempt financing.

Congress Must Act

Proposed Bill or Amendment

The Committee should pass a bill or an amendment, the pur-

pose of which would be to clarify the meaning of the terms

"solid waste" and "pollution control" for purposes of Sections

-103(b)(4)(E and (F). It should be clear that the Committee

believes that the Treasury and Internal Revenue Service's

interpretations are too restrictive and that a reasonable

definition of those terms was intended by the Congress when it

originally enacted Section 103(b)(4). Further, the Committee

should make it clear that artificially narrow definitions do

not promote the legislative purpose of the provision, i.e., to

encourage pollution control and solid waste disposal.

The definition of pollution control facilities should

include any facility that is installed, in whole or in part,

for the purpose of abating, controlling or preventing water or

atmospheric pollution so long as a certification to that effect

is given by a responsible local, state or Federal environmental

agency. The effect of such a provision would be to ensure that

Page 6
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environmental agencies have the authority to determine whether

or not tax incentives are consistent with overall environmental

policy. Thus, statutorily, the prevention of pollution is the

same as the control of pollution.

In order to guarantee that only the portion of the cost of

pollution control facilities which are not recouped by net

economic benefits is eligible for financing, thte bill could

provide for a reduction in costs eligible for financing to the

extent 0E.net economic benefits. No such reduction should be

made, however, where the facility is installed primarily for

pollution control. Thus, the bill should provide a conclusive

presumption that the entire cost of a facility qualifies for-

tax-exempt financing if the facility would not have been

installed but for pollution control purposes.

In the case of solid waste disposal facilities, the bill

should contain the provisions of pr-esent law which recognize

and encourage economic solid waste disposal, including resource

recovery and profit-making recycling. However, the bill clar-

ifying the definition of solid waste can be accomplished so

that it is-the-same definition of "solid waste" that is con-

-dibne-f--in The Solid Wdste Disposal Act as amended. This provi--

sion will negate the unrealistic idea that the definition of

solid waste under Section 101 of the Code is to remain frozen-

Page 7
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to 1968. Solid wste disposal facilities under Section 10-3

reflect changing environmental policy. Thus, for example, the

bill should include hazardous waste within the definition of

solid waste.

Conclusion

The Council of Pollution Control Financing Agencies, as

well as many taxpayers, and the EPA have advised the Treasury

and Internal-Revenue Service that its regulations are legally

arbitrary and inconsistent with t-e Nation's environmental and

energy goals. Since these comments have not been repudiated

i.e., they have been totally ignored, Congress must amend

Sections 103(b)(4)(E) & (F) to guarantee that environmental

Judgments can be made by those entities capable of ascertaining

most intelligent environmental policy without prejudicing

governmental units or companies tax rights.

Pao' 8
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EXHIBIT 8

COUNCIL OF
POUTION CONTROL FINANCING AGENCIES

anuary 21, 1982

-he President
-he White House
Washington, 0.C. 20500

'.Y. President

de are most concerned about reports that the Administration intends to limit the use
of tax-exempt industrial development bonds (I03s) to finance pollution control facili-
ties. As a coalition of organizations whose members rely upon this form of financing,
ie believe attempts to restrict the availability of IDSs for pollution control would
adversely affect your efforts to foster economic growth in America and reduce environ-
,ental pollution.- We urge the Administration not to restrict the use of toos for
poliurion control financing. Furthermore, we believe the current availability of [D s
for pollution control should be expanded to Include, as specifically eligible for tax-
exem t ri-inclng, ha:ardous waste facilities.

,Arerican !-sinesses. large and small, depend upon 108s to reet requirements under Fed-
-ral and State environmenoAl law. Pollution control facilities, such as stack scrubbers
to control sulphur dioxide and other preventive technlogies, unfortunately yield no

_,.rturnS to business.-But they are critical In achieving mandated environmental goals
.tiat have strong public support. To Teet this worthwhile objective, industry has tra-
dltionally used 108s to decrease the capital costs 'of control facilities. The-use of
:,Ss for oollution control reduces the costs of Tacilities, makes more capital avail-
ale 'or economically productive purposes,and is thus completely consistent with the
goals of your economic recovery program.

.aca,,t :eports suggest you have under consideration several options to curtail the avail.
4oIlity of 103s for all purposes. This would have the effect of either eliminating lOs
or offering businesses a choice between 103S and the recently implemented Accelerated
Cost Recovery System (ACRS). Neither option is v-iale. They cannot foster economic
recover/ because they fail to acknowledge the limited availability oatcapital in (he
private sector and the almost total absence of financing sources of non-productive pol-
,ution abatement and prevention facilities.

7hese two tax provisions are not comparahe. ACRS .aas enacted to unleash the nation's
roclu:cive capacity. However, 108s for pollution control are used to lessen the unequal

".pact on industry of pollution control ,andites. They are reducing the additional costs
%f production and easing a major restraint on economic activity y. The denial or restric-
tion of lOSs to industry-will mean higher ;rices or Icier levels of productivity, or
4oth. There is no basis for a policy which forces industry to choose b9twfen using 10s
or pollution control add-using ACIS, which has a di ;ferenk-rationale and makes no dis-
tinction between pollution control and other uses.

'enfal of IDs for pollution control will be most harmful to small businesses, the mainsource of new jobs and economic growth. A small firm must shut down if it cannot find
reasonable financing to meet its pollution control mandates.

0S " ernErr.w.w. * SUI,'f 200 • WASHINGTON. O.C. 20036 • (2O2) 6O-24A03
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Also, there will be.severe 'wpedirents to the development of badly needed joint public/
orlyate ventures for dIsoosaI of solid and hazardous wastes. -The marginal economics of
these projects reuires tax-exerpt financing to avoid havir. all costs absorbed by hard-
nressed local governments, 3nd to permit the particioation of vet:.ate firms in solving
this growing enviromental orobler. Corwunities are looking for aisposai alternatives
.t the lowest ; ssible cost. Tax benefits passed cn to investors res-lt in lower inter-

tskt rates and reduced disposal costs to the com-iunicy.

Businesses use small issue tax-.xemnt obligations to finance hazardous ,aste control
4ac.lities because of the failure of te Internal Revenue Service to reflect the most
current statutory definition of solid wste in its regulations. Revenue Ruling 81-216
and subsequent proposed regulations coupled with the uncertdir, availability of SBA--
ooitution contro loan guarantees jeopardizes the continued use of this alternative to
finance these needeu and legally required facilities. Further, IRS initiatives have
failed to take into account Congress' announced intentions to review the use of small
issue 1Ds for this and other purposes. Congress should have this oo-oortunity.

.;.n used 'or )ollhtion ccntrci ourtoses.
.ndustrialize, to its eccro'ic ;rd social
!rc;,re.it in te process.

Sin

-I rican Paper Institute

Ronald Bear., Oresident
-O.jnc.il of Pol.lution Control
Financing Agencits

.4lila)p IMcColliiin, Jr., President
Edi;e Electric Institute

I;Ss .on-rbute to the nation's e.9f4r-rs to re-
vtailtv:. and foster a healthier and safer en-

Rpoert Oart, id;9, Weneral taar
t1ational Rural Electric Cooperative

,ssoclaticn

Richard L. Hannean, Dlrectov- of
Government and Public Affais

nationall Solid Wastes ManagementAssocii
-. 1- /7. -

jac: L. Schaefer, President'
Smll Business Coalition for Pollution

Control

a . ".l'ns, rresident
':ticnal Association of Metal

F in ,iers
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Sidebirl

WASTE BUSINESS GROWS AS LANoFILL
CLOSES

The only landf ill in Grundy County, Illinois, closed last year.

But local scavenger, Mel's Disposal, just kept takinq on new

customers.

oave Melhorn even signed up the town of Morris where the

landfill had been located.

Melhorn's new transfer station, the first- privately-owned one in

Illinois, permits him to handle 250-30) tons of solid waste per

day and deliver it. to the nearest available landfill, now 22

miles away.

Mel's Oisposal earns more than $100,000 a month, serving 12,000

--homes and 2,000 commercial establishments. Nino years ago,

Melhorn and his wife, Kathy, started the business with one

pickup truck serving three households* making $9.00 a month.

While they had grand plans foc their business, it was dificult

to secure the financing needed to make their visions real.

-more
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Reluctant to get involved with government agencies, they

nevertheless finally contacted the Illinois environmental

Facilities Financing Authority (IEFFA) ;ihich offered financing

tailor-made for the .elhorn's.

IEFFA issues revenue bonds to finance small businesses in

Illinois in the pollution control business or those which must

add polution control equipment to meet regulations.

The Authority then loans the proceeds from the bonds to the

business with long-term repayment scheduled at .odest interest

rates.

We built a business where none existed, we provide jobs that

weren't here before, we pay taxes, and now we're even conserving

fuel, tires and equipment with the transfer station," Melhorn

said.

"We're looking at a new trailer to buy this year, and we've got

the site picked out fo the second transfer station," Melhorn

continued, "It's time to talk with the ZKPEA again to try to

work out the financing."

/
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Baler Reduces Landfill volume

In Cast o4line, tll., solid waste handlers-have, gotten together

to form the Metropolitan Reclamation-and Transport Co. to sortf,

compact and bale trash for this Mississippi River town.

ISFFA provided them with $1SOO,000 in revenue bond flnancing-in

early 1981 to permit the 25-ton per hour baling system to get

underway.

After the nearby Rock island. landfill closed last year lqcal

haulers looked for alternative ways to serve this highly

Industrial area.

The .high-speed balot turns one ton of trash into one'cubLc yard

for the landfillI 19 miles away. The bales are loaded onto flat

bed trucks, for the trcip because the tight compaction eliminates

blowing and, littering.

The revenue bond financing covering 100 percent of the costs ot

business, costs the company 10.3 percent for 20 years.

". -- 30 --
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SIZE, SPEED KEYS TO EFFICIENT
RESOURCE RECOVERY AT ILLINOIS
tiASTE DISPOSAL UNIT -

Bigger iS not necessarily better in resource recovery from solid

wastes, according to Merle Buerkett, Sorinqfield, Illinois.

'Many operators, particularly municipalities, are building

inefficiently large shredding and sorting plants,# Buerkett

said.

Buerkett, owner/operator of the 4. Buerkett Landfill, serves the

Sanammon County area in central Illinois with about 150,000

customers located within a 30-mile radius of his plant.

"We think we have installed the least costly, most efficient

resource recovery system," Buerkett said, describing his

one-year-old Saturn Model 50 shredder ind Mayfran conveyor

combination. The low-speed, shear-type rotary shredder

processes up to 400 tons of mixed refuse per day and is.

-installeLQn only 12 inches of mesh reinforced concrete.

- more -

MgwgmE Iii? 110JM UC¢ 0.SG*ous 09CCM.e ¢( u .2: C" cn %ve v. ',aMnaguon. O'o g A. i e , Sin 5at~e4 •oe
p, ij p~l aga d Cll414 M L MI *'I 6~ll * iwoW * ,lO A44I * AIUc'* S &hittl. • d4ql L

"96-227 0 82-19



286

Waste Volume Reduced

Waste volume going into the landfill has already been reduced as

much as four to one on some loads, but in the next year,

8uerkett expects to install an air classifier from Iowa

,an-." acturing Co.

The :9sultinq clean, combus:Lble hateri4l will be sold as fuel

and, eventually, may be co.pacted into cubes for even wider

fuel -ses.

The 500 h.p. shredder's low speed reduces roise, dust and flying

debris compared to a hammeormLll-type unit. The explosions which

occur with the hammermill type are almost al.iminated. Materials

like steel belted ties, engine blocks, and appliances that are

a problem for the haunermill require no prior separation for the

Sat rn model. It uses less energy and is less costly to

install.

Three employees per shift operate 8uerkett's unit, and an

additional shift is soon to be added due to the growing volume

of business.

more -
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"Our op*ation is less vulnerac.* to shut-downs than the

high-technology plants that re:*" ,n very large volume

deliveries," Buerkett stressed.

Medium-size acilitY Best Finan.:.l1v

The. 250-ton per day plant that .-s.oses-et solid waste in t-he

same area where it is generate!. ad handles virtually every item

hauled to it requires a relat-:-: small investment, 3uerkett

maintains. "This is the opt-.'- plant for the future," he

said.

3uer.'ett financed his plant wL:t the assistance of the Illinois

Environmental Facilities Financin:.. Authority (IEFFA)-which-makes

financing available to small :.-.s sses in Illinois for

pollution control equipment. -.

"ZEFFA issues revenue bonds on halff of several small

businesses at a time," accord,..-. to Ronald-Bean, executive

director. "The Authority lends :he proceeds of the bond sales

to the companies and repayment of the loan is guaranteed by the

Small Business Administration. .1o encourage this type of

action, the-Internal Revenue Service (IRS) exempts investors

from federal income tax on the returnfrom such bonds."

Mote*
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auerkett's loan of $1,000,000 was part of a bond issued April 1,

l980, for a total of $3,530,000 invol-ing eight separate

co-panies at 71 to 7-3/41 interest .ver 20 years. Conventional

financing available .at that tine was considerably more costly,

•iith interest rates at about 20i.

I.ai l Operation

The shredder is housed in a 120 x 200 foot -etal building that

3uerkett designed'and engineered himself. The airplane

hanger-type doors open to 70 !eet and haulers drive onto the

tipping floor to du.o their loads at or near the conveyor so

there Is no blowing debris on access roads.

A frant-end loader bushes wastes onto the conveyor as they

arri'e, eli.,ainating stockpiling. W..astes travel the conveyor ap

into the hydraulically driven shredder where two rows of counter

rotating cutter-discs produce unirorm-sized product.

The nearly indestructible shredder stops automatically whenever

the cutters reach a preset pressure limit. The cutters then

reverse without any change of direction by the electric motor,

pump or other components. The process can be repeated

indefinitely without damaging the shredder.

- more -



The shr4ttvc can Ie.;ver 60 tons ;er hour to anot-.er zonveyor

that car:.*es mixed aste thr,,h a -aqnqt where burnaobe "as:e

is sepa.-ed from - tal.

U.ntl tni 34fr ciassLfier ts 3d.14 non-netal waste is zonvqyed

thrruh -t waLl o the builIi. li:n, lnt, -he 1.,.dfilto,.

However, t..ls process has I.rsdy i. d as nuch as fifteen yea.-s

to thew 1-f. of the 11andfllL, accovianq to Suerkett.

Recovery Market Uncertain

Buerkett" is well acquainted with the uos and dcwns of the market

for reco':ered resources. A 3r;itsh Irn talked to him a year

ago aoodit -roducing oil from shredded tires, ,nut world-wide oil

reser':as h':e steadily increased and "neir interest decreased.

There is currently no .arket for ti. cans, 3uerkett said, ut he

keeps his ears open. Ferrot metal scrap prices ! ctuace so

greatly that just Oreaking even lco'ks ;ood.

auerkett Ls actively pursuing the use of wastes for fuel with

both public and private outlets in the area. "I've offered a

free trial, he said, "I'm that convinced the fuel will wockto

their benefit."

-- 30 --

KB/kM
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I. Merle Buerkett's shredder and sorter is housed in
a metal building with airplane hanger-type doors. Up
to 400 tons of mixed refuse can be processed per day.

2. Wastes move from the shredder (foreground) into the
sorter (rear) and out of the building directly into the

- landfill (left).

3. Haulers dump their loads onto Che floor as the base of
the Mayfran conveyor. 3uerkett pushes refuse onto the
conveyor as it arrives, eliminating stockpiling.

4. Refuse leaves.the 600-hz Saturn Model 50 shredder that
was financed through :.!:nois Environmental Facilities
Financing Authority bonds.

5. The Springfield, 11 operator shreds tires and appliances
because the equipment stops automatically when the cutters
reach a preset pressure 1imit. The cutters can stop and
reverse repeatedly without damaging the shredder.
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Special to:

GOVERNMENT ASSISTS PLATING FIRM

WITH POLLUTION EQUIPMENT LOAN

On the wall in .the anteroom of the Del Mar Plating and Anodizing

Co., Franklin Park, Illinois, hangs a framed, printed

announcement of a $2.5 million bond issue involving the company.

As a piece of art, this document will never be confused with a

Renoir or Monet, but president Fred DeMaria says, "It's a good

thing for people to see."

As a small busLnessman, DeMaria has a strong concern for the

-- "bottori line." And, unless the bottom line is painted black,

the business eventually will close, and people will lose ta.eir

jobs. On the canvas of life, this is pale realism.

In 1980, DeMaria feared that he would have to close his

business, which was started by his father in 1961. His

electroplating operation was polluting the local water system at

ph levels exceeding the standards determined by the Metropolitan

Sanitary District of Greater Chicago. Plating and anodizing

agents such as cyanide, cadmium, chromium, copper, zinc, nickel

and others were the source of the problem.'

iiuWIft WX0I0ft% PA lI ,LATIONI N OP ANAo LU Omcfm Now YVS a at"0S * 0 Ortm 0 W.oewG * Sa Pw•fi4~6.gjj
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While no violations were ever cited, De~aria realized that the

Cyanide Destruct and Neutralization System he installed in 1970

was outdated. "We tried to upgrade our old system# but it just

wouldn't work," he said. "A company such as mine must purchase

up-to-date, effective pollution cQntrol equipment to stay in

business."

DeMaria needed to purchase systems priced in the range of

$100,000-plus. While the price alone made his heart flutter,

the interest rates were ample incentive for cardiac arrest.

With the prime interest rate hovering around 20 per cent,

DeMaria would assume a 23 per cent annual finance charge with

only a seven-year payback period for a piece of equipment that

wouldn't generate any income. "At that rate, it's ridiculous,"

he sighed, enchoing a common refrain heard from small

businessmen the last two years.

But DeMaria took advantage of an alternative which he believes

saved his business. He had read some literature abcut

government assistance in financing pollution control projects,

and had heard a speaker address the same subject at an industry

conference meeting. It was worth looking into.

He met with a representative from the First Wisconsin Bank of

Milwaukee, whq told him about the Illinois Environmental

Facilities Financing Authority (IEFFA), an agency that provides

financing at lower interest rates to small businesses for

pollution control equipment.
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The XZFFA provides' loans by issuing revenue bonds at one time on

behalf of a number of small businesses. The proceeds of the

bond sales are loaned to the companies with a Small Business

Administration guarantee for the loan repayment. To encourage

purchase of the bonds, the Internal Revenue Service exempts

investors from federal income tax on the return from the bonds.

"Most small businesses don't have easy access to capital markets

markets, and banks are reluctant to loan them money for

nonproductive assets such as pollution control equipment,"

explained Ronald Bean# executive director of IEFFA.

In DeMaria's case even if banks were willing to provide a loan#

high interest rates made this an unreasonable option. However,

by meeting the requirements for the SBA guaranteed bonds,

Dearia secured a $180,000 loan at 12-1/2 per cent interest over

a 20 year period -- definitely a more reasonable alternative.

Included were the costs to prepare and issue the bonds.

According to DeMariat the procedure for obtaining the loan was

"really pretty simple." After completing a financial statement

and general questionnaire, the wheels began to turn. "The -First

Wisconsin Bank of Milwaukee, working with the IEFFA, handled

just about everything without a hitch. It-took only 6-8 months

to secure the loan. I was very pleased with the time frame."
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Demaria's new pollution control operation includes an ion

exchange system that treats and eliminates the trade metals

before they enter the sanitary system as an essentially clean

fluid. "The sanitary district's Job is easier becasue it

doesn't have to treat the effluent. And we don't have to worry

when a sanitary district truck drives up," cracks Detaria.

Another feature of the system is a *make-up air unit." This

unit exhausts the chemical and acid fumes plus the steam from

'-the metal cleaning and rinsing tubs which are filled with

scalding water. It also funnels a fresh supply of outside air

into the plant. In addition to providing fresh air for easier

breathing, the humidity level also is sharply decreased, and

virgin metal is not as suseptible to rust, a primary concern

before the system was purchased.

DeMaria claims none of this would have been possible without his

IEFFA loan. "! really couldn't pay the commercial bank rates.

They're devastating, and I don't think the business could have

continued to make it."

According to Bean, Illinois companies received loans from bond

issues in 1980P totalling about $12.8 million. These 14

businesses employ over 1,000 people-whose jobs may have been in

jeopardy without the IEFFA financing program.
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*we're providbq pollution control equipment at reasonable costs

in today's marketplace, which protects the physical environment

and helps save jobs. It's a governmentt program that really

works. Small businesses' interest in the program grows

continually," says Bean.

Detaria supports the program -4noeheartedly: "For me, it was

terrific. Other people in t*.e .position I was in would be

foolish not to consider it."
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PHOTO CAPTION

oel mar's general supervisor Jim Costello examines water which

has been internally treated in recently installed pollution

control equipment before it enters the public sanitary system.
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PHOTO CAPTION

oirty water from the cleaning tanks and plating bins is pumped

into these three filters which utilize a. resin base to eliminate

chemical impurities.
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PHOTO CAPTION

Owner Fred eMaria displays a jar of untreated water (left)

arnd a Jar of water which has been treated with his new system.

Demaria claims that a person could probably drink the treated

water, although he wouldn't recommend it.
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PHOTO CAPTION

Owner ?red Demaria reviews the "make-up air unit* located on

the roof of his platinq and anodizing company in Franklin Park,

111. The unit dramatically reduces the humidity level in the

building by vacuuming steam and blowing fresh air into the work

area. Installation of this unit has improved working conditions

for the laborers and essentially eliminated rusting on untreated

metals.
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PHOTO CAPTION

Shown here is an overall view of the water pollution control

unlit recently installed at Del Mar Plating and Anodizinq Company,,

Franklin Park# 1l1. The unit includes a filtering system,

(foreground), ion exchange tanks for filtered water, backgroundd

center)# and sludge tanks (white, background right) for'accu.mulated

wastes which don't enter the public sanitary system,
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EXHIBIT D

~] COUNCIL
POLLUTION CONTROL FINANCING AGENCIES

The Council is a national non-profit or-anizat!on of state and lo-.al
public agencies which issue pollution control revenue bonds and provide
economic assistance to industry for fin3ncing pollution abatement
facilities..--It was formed in 1978, with the following objectives:

o To encourage and facilitate capital financing for environmental
improvement and energy conservation.

o To support and-further the interests of local and state agencies
in assisting Industry in achieving environmental quality goals.

o To aid and assist in the development of financial and economic
incentives for environmental improvement.

o To support research and provide information about the needs,
purposes and benefits of pollution control financing.

o To promote better coordination of federal, state and local
policies and regulations for the compatibility of environmental
improvement, efficient eomrgy use and economic growth.

The Council provides technical assistance for its members' services for

their communities. Among these are meetings and publicAtions, sponsoring
consultation among members, and program evaluation and recommendations.
Council functions are designed to inform and educate the business,
governmental and financial communities about the issues, developments
and opportunities for more economical and equitable means of financing
environmental improvement.

The Council's members are comprised solely of state and local units of
_government and their officials, and its Associates include banking, law,

engineering and industrial firms.

95-227 0 - 82 - 20
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i COUNCIL OF
POLLUTION CONTROL FINANCING AGENCIES

MEMBERS

Allegheny County Industrial Development Authority, Pittsbttrgh. PA
naltimore Economic Development Corporation. Baltimore, ID

BrAzos tiver Authority, Waco, TX
California Pollution Control Financing Authority. Los Angeles. CA
Connecticut Development Authority. Hartford, CT
Eric County Indu.trial Development Authority, Buffalo. NY
Gulf Coast Waste Disposal Authority, Houston, TX
Illinois Environmental incilitics rinaneing Authority. Chicago, 11.
Kentucky Pollution Abatement Authority. Frankfort, KY
Maryland Environmental Service. Anna)lis, M)
Massachusetts Industrial Finance Authority. Boston. MA
Michigan Job Developmert Authority. iAnsing, MI
Minnesota Small Business Finance Agency, St. Paul. lN
Missouri State Environmental Improvement Authority. Jefferso City. MO
Now York State Environmental Facilities Corporntion. Albany., NY
North Carolina Department of Commerce, Raleigh. NC
Ohio Air Quality Development Authority. Columbwt. (311
Ohio W/ater Development Authority. Columbus. Oil
Phllndelphia Indistrial Development Corporation. Philoideiphio. PA
Puerto Rico Industrial Medical .And Environmental I Poll ut lon Coitrol

Financing Athfority. San Juan. PR
Sabine Itiver Authority of Texas. Orange. TX
Wayne County Economic Development Corporation. Dearborn. IMl

ASSOCIATES

Industrial

Anheuser-lusch Companies. Inc.. St. Louis, MO
Atlnmtie Richfield Compnny. Los Angele., CA
HIKK Corporntion, Torrance, CA
Genuinr Conservation Systems. Inc.. San Frnneieo, 'A
Great I.akes Carbon Corporation, New York. NY
International Paper. New York. NY
11' Corporation. Wilmington, CA
Mend Corporation, Dayton. Oil
Republic Steel Corporation, Cleveland, Oil
I10hm11 nd lInux1 Compmny. Philadelphia. PA
Stn Oil Company. Rntinor, PA
Texaco, Inc., White Plains, NY

Financial

Ilyth Eastmim Paine I.ebber Incorprrted. New York. NY
Denn Witter Reynolds, San Prancise.oCA
Ehrliel-[ikoer .4 Compmny. Inc., New York, NY
First Ioston CorporAtion, New York, NY
rirst Nationnl lIank of Chicago. Chicago, 11.
Fir.t Sotithwest 'ompnny. Ite.. Dallas, TX
Coldman, Sachs 6 Votmpany. Inc., New York, NY
E.F. Ifutton & Company, Inc., New York. NY
Kidder. Penldy kt Cnmp.-my. Ine., New ltork. NY
Merrill Lynch White Weld Cnpital Markets Group. New York. NY
Salomon Brothers. New York. NY

(himmpninu mid Cutler. Clhietvo, II.
Dawson. Riddell, Fox, Itolroyd & Wilson. Washington. Dr
Debovoise. Plimpton. Lyons & Gates,'New York. NY -
Dewey. Dnilntilne, Butlthby. Palmer & Wood. New York, NY
%i.Coll. Parkhurst & Ilorton. Dallns. TX
North, linskcll. Slaughter, Young 6 Lewis. Birminglham. Al,
O'Nielveny 6 Myers. Los Angelo%, CA
Orrick, Ilerrington & Stteliffe. SAn l'rntciseo. CA
Squire, Sanders & Dempsey. Cleveinnd, OH
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The CHAIRMAN. Mr. Hawk.

STATEMENT OF RICHARD C. HAWK, PRESIDENT, HIGHER
EDUCATION ASSISTANCE FOUNDATION, OVERLAND PARK, KANS.
-Mr. HAWK. Thank you, Mr. Chairman. My statement has been

submitted for the record.
We believe that in considering the Treasury Department's pro-

posals that the committee should be aware of several things with
respect to student loan revenue bonds.

First of all, any effort to restrict utilization of student loan reve-
nue bonds will be damaging to the national interest and public pur-
pose of providing economic access to postsecondary education.

In the absence of student loan revenue bonds, tens of thousands
of students will not have the opportunity to pay for postsecondary
education costs from earnings after completion after the education.
And all the revenue bonds issued for student loans represent a
very small part of the total revenue bond market. They represent a
full 20 percent of the funds available for the guaranteed student
loan program.

No. 2, the impact of adoption of the Treasury recommendations
would effect various parts of the country differentially. Those
States which are in the fortunate position of being money centers
have not found the ise of revenue bonds necessary in order to meet
student loan needs in those States-capital short States, like my
own State of Kansas, have found it necessary to supplement the
capital which was already available in the State from commercial
lending institutions. Had the higher education loan program of
Kansas not been able to provide financing from tax-exempt reve-
nue bonds during last fiscal year, there would have been a short
fall in the State of some $31 million, which would mean that some
15,000 Kansas students would not have been able to obtain loans
unless they went to some other State for postsecondary education.

No. 3, student loan revenue bonds are pretty heavily regulated
already. They are regulated not only by the Treasury regulatons,
as you know, but also by the Higher Education Act of 1965. There
is a very specific provision in that act which requires an issuer of a
tax-exempt revenue bond for purposes of guaranteed student loans
to meet certain kinds of conditions, including the filing of a plan
and the keeping current of the plan with the U.S. Secretary of
Education.

In addition, Mr. Chairman, I would remind the committee that
in the case of student loan revenue bonds, the Congress already
has established a procedure for offsetting any loss in revenue to the
Federal Government. As you know, the Federal Government pays
an interest supplement in the form of a special allowance to hold-
ers of student loan revenue bonds in order to provide a competitive
interest rate. In the case of student loans financed with revenue
bonds, tax-exempt revenue bonds, the payment from the Federal
Government to the holder of the loan is reduced by 50 percent.

In short, Mr. Chairman, we feel that the Treasury Department
proposal with respect to guaranteed student loan revenue bonds is
irrelevant because the public purpose of the guaranteed student
loan program has already been determined by the Congress. We
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think that it is unnecessary because there is already adequate reg-
ulation of these--bonds, both under Treasury regulations and also
under the Higher Education Act of 1965.

Finally, we think it would be damaging to the national interest.
And last but not least, discriminatory against those States which
happen not to be in the fortunate position of being money market
States.

Thank you.
-[The prepared statement of Mr. Hawk follows:]
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Statement to the Senate Committee on Finance
by

Richard C. Hawk

Mr. Chairman and Members of the Committee:
There are four major reasons why the Department of the Treasury

proposal to limit revenue bond tax exemption under Section 103 of
the Internal Revenue Code should not be applied to student loan
revenue bonds.

I. The public purpose of guaranteed student loans already has
been determined by the Congress.

Student loan revenue bonds are issued for the single purpose of
obtaining capital for loans to students, or to parents on behalf of
students, under the Higher Education Act of 1965, as amended. The
Congress has wisely determined that providing economic access to
postsecondary education for all eligible citizens, without regard
to state of residence, is in the national interest. Indeed, the
Congress has established certain federal subsidies to facilitate the
availability of loans for eligible students in recognition of the
public purpose served by providing a mechanism which permits payment
of postsecondary education expenses from earnings after completion
of the education.

The Treasury Department proposal for a public hearing and
approval process to determine whether or not each bond issue to
obtain funds for student loans serves a public purpose is at best
an irrelevant procedure, creating an unnecessary expense for the
states, and at worst a policy in direct conflict with the broader
determination already established by the Congress.

II. The Congress already has established a procedure for
reducing federal expenditures as an offset against any revenue loss
from the tax exemption on student loan revenue bonds.

Although the federal government may lose some potential revenue
by permitting interest on student loan revenue bonds to be exempt
from federal income tax, the Congress has already established an
appropriate arrangement for a compensating reduction in federal
expenditures for subsidizing student loans. Quarterly special
allowance payments by the federal government to holders of guaranteed
student loans are reduced by 50% for all guaranteed student loans
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financed with tax exempt revenue bonds. For the quarter ended
December 31, 1981, federal special allowance payments on nine-percent
loans not financed with tax exempt bonds were made at the annual
rate of 7%, while the comparable rate for student loans financed with
tax exempt revenue bonds was 3.5%. Substituting taxable student loan
financing with the corresponding increase in federal expenditures for

special allowance payments would serve no useful purpose.
III. Limiting tax exempt revenue bonds as a source of capital

for loans originated under the federal Guaranteed Student Loan
Program would deprive tens of thousands of postsecondary education
students of access to loans for postsecondary education._

Any action to limit the volume of student loan revenue bonds
would be counter to the national interest of providing economic
access to education for all eligible citizens, because the result of
reduced student loan revenue bond volume would be a significant
reduction in funds available for student loans. Lack of sufficient
funds for student loans translates directly into denial of economic
access to postsecondary education for many eligible citizens.

If the Congress determines that student loan volume should be
reduced, such reduction should be achieved through changes In
eligibility requirements, max-imum loan amounts, or similar provisions

which would continue equal opportunity, rather than by action to
limit the amount of capital for which eligible citizens would have
to compete.-

IV. Limiting use of tax exempt revenue bonds as a supplementary
source of capital for guaranteed student loans would discriminate
against those states which happen not to be major money centers and
would place a hardship on the residents of those states.

Those states in the fortunate position of being money centers
may have sufficient capital available to meet the need for guaranteed
student loans from funds held by commercial lending institutions. --
Such fortunate states have not hi d to use revenue bonds for meeting
student loan needs. Other states--those with capital shortages--
cannot meet the student loan needs of residents of those states
entirely from funds of commercial lending institutions without a
supplementary source of capital. These capital-short states have
found use of revenue bonds necessary for providing economic access
to education for all eligible residents.

-2 -
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The state of Kansas provides a convenient example. About 2800
($31 million) of student loans guaranteed in Kansas during fiscal

year 1981 was made by the Higher Education Loan Program of Kansas,
which was established in 1977 as a last resort lender to fill the

gap between funds provided by commercial lenders and the amount

needed to serve all eligible students. The gap exists in spite of a

conscientious effort-by commercial lending institutions to serve the
needs of students while also serving substantial demand for agri-

culture, business, and other public and private loans. In fact, the

annual volume of student loans made by commercial lenders in the

state has grown from $10 million in fiscal 1977 to more than $80
million in 1981.

The proportion of the need which must be met through revenue
bonds varies among the states. In fiscal 1981, it was only 24%

($8.9 million) in West Virginia, 47% ($104 million) in MinneSota

and 77% ($38 million) in the District of Columbia. For those students

whose needs would not have been met without capital generated from

tax exempt revenue bonds the situation is critical, whethertho

state needs 24% or 77%.
The effect of the Treasury Department recommendation to require

a state contribution to each student loan revenue bond issue would

be to penalize those states which are already having difficulty in

generating sufficient funds to meet student loan needs. Those

states which are fortunate enough to be able to depend solely on
relatively larger amounts of capital held by commercial lending

institutions within those states would not be similarly penalized.

The- states of Colorado, Idaho, Iowa, Nebraska, Texas, Virginia, and

Wyoming--to mention just a few more--will be affected negatively

by the Treasury proposal.
If the Congress determines-that availability of student loans

should be contingent upon a capital contribution by the state in

which the citizen happens to reside, the contribution should be

required through a more direct means which would not discriminate

against those states which are already experiencing difficulties-in

generating sufficient capital to meet guaranteed student loan needs.

The Treasury proposal to eliminate arbitrage from investment

earnings on bond proceeds and reserve funds would have the same

effect as requiring a contribution from each state. Under current

- 3-
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economic conditions, elimination of those investment earnings would
put capital-short states in the position of either not issuing
revenue bonds and not meeting the needs of all students in the
state, or making a financial contribution in support of bond issues.
The coupon interest rate on student loan revenue bond issues typically
is in. excess of 9% and sometimes exceeds 11% under current conditions.
Because the assured return to the lender on a guaranteed student loan
is only 9.5%, the. lack of opportunity for earnings on investments
would destroy the financial feasibility of most student loan revenue
bond issues.

Summary
In summary, applying the Treasury Department proposal to student

loan revenue bonds is (1) irrelevant for determining the public
purpose of these bond issues, because the public purpose of these
single purpose bonds has already been established, (2) unnecessary to
avoid a federal revenue loss, because the Congress has already acted
to offset revenues lost from tax exemption on these bonds with a
specific reduction in federal expenditures for loans financed with
revenue bonds, (3) damaging to the national interest, because the
proposal would reduce economic access to education and restrict
opportunity for payment of expenses after completion of the education,
and (4) discriminatory against capital-short states which must either
depend on revenue bonds to fill the gap between capital-which can be
provided by commercial lending institutions and the amount of student
loan needs or permit a significant portion of the need to go unmet.

The CHAIRMAN. Let me just quickly ask a couple of questions.
And then I will have to recess the hearing until I come back. It
will be about 15 minutes.

The provision for tax-exempt bonds for pollution control was en-
acted before the major pollution laws in the early 1970's were
passed. Presumably, pollution control bonds were intended to en-
courage voluntary efforts to clean up the environment. Now that
-we have mandatory rules, do we still need the IDB's? If you have
mandatory rules, why do you need them? And, second,,if we subsi-
dize credit for industries that pollute, don't we actually encourage
pollution-prone, industry? That is, we free up other sources of credit
and more equity financing for the nonpollution control equipment
used in those industries.

Mr. BEAN. I don't necessarily agree. i think that the availability
of this kind of financing for many companies is the difference be-
tween complying with the mandatory requirements of Federal,
State-and local governments or going out of business. I think that I
could, for the record, give you many examples of companies that
we have financed in Illinois that could not meet the requirements
but for the availability of tax-exempt financing.,

The CHAIRMAN. Well, let me just follow that up. Since Dow
Chemical and other big chemical companies and paper companies
and steel companies use pollution control bonds, why don't we limitpollution control bonds to small business? Just like -small -issue
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bonds. You don't think we ought to subsidize credit for Dow Chemi-
cal or United States Steel or other large corporations, do you?

Mr. BEAN. Well, I think that the distinction that I would make is
that the introduction of this equipment into the process, particular-
ly the end-of-pipe technology that is encouraged by the laws pres-
ently, does not increase productivity. In fact, it's a drain on the
capital of those companies. And that to possibly meet the question
that you are raising, the issue you are raising, is that the law could
be targeted to encourage pollution abatement, as well as pollution
control, so that the pollutant is never created in the first instance,
thereby creating a hazard that must be in some way disposed of.

The CHmARMAN. Again, let's get back to the basic subject of why
we need to subsidize somebody for doing what they should or must
do in the first place. Why should taxpayers in another State pay
foK pollution control subsidies in your State or Ohio or in. my State.
Shouldn't your customers or your sharedholders pay instead? I
don't suggest we can solve that this morning, but these are some of
the basic questions that are raised.

We are in a desperate search to reduce the deficit and to get in-
terest rates down, which also impacts on Ohio and Illinois and
Kansas. And if everybody walked In and said they didn't want to
do anything, and we said, "OK, we won't include your group or
your group," I'm afraid we wouldn't have much success this year in
having any successful effort to cut spending without raising more
taxes on the very people that we are concerned about.

Your statements will be made a part of the record. And I apolo-
gize to the last two witnesses. I will run down the hall so Senator
Thurmond won't run up here after me. And then I will be back in
about, hopefully, 10 minutes. If worse comes to worse, we will
figure out something else.

[Whereupon, at 11:23 a.m., the hearing was recessed.]

AFTER RECESS

The CHAIRMAN. I have visited the Judiciary Committee and I'm
not needed for about 7 or 8 minutes. Maybe we can avoid further
inconvenience to the witnesses and ask Mr. Potts and Mr. Clyde to
come forward and hopefully they can summarize their statements.
We are hoping another Senator may come along to this committee.
But if not, at least you will have the statements in the record and I
will be able to submit some questions.

Is Mr. Clyde here?
Mr. CLYDE. Yes, sir.
The CHAIRMAN. Mr. Potts, according to my schedule, you are

first.

STATEMENT OF RAMSAY D. POTTS, ESQ., COUNSEL, NATIONAL
COMMITTEE ON SMALL ISSUE INDUSTRIAL DEVELOPMENT
BONDS, WASHINGTON, D.C.
Mr. Pomr. Mr. Chairman, my name is Ramsay Potts. I am coun-

sel -to the National Committee on Small Issue Industrial Develop-
ment Bonds.

The committee presently has 92 members, principally manufac-
turing corporations, but also State economic development organnia-
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tions, some investment banking groups, and other supporting enti-
ties.

Mr. Chairman, I intend to concentrate my remarks on an issue
that lias been highlighted today by your questions and by your
comments. And I hope I can at least persuade you to reexamine
the issue because I know you have an open mind.

Large- and medium-sized businesses face the same problem of the
cost of capital that all businesses face, and they are postponing in-
vestment and reducing employment as they are squeezed by inter-
est rates. The daily papers are filled with reports of plant closings
and workers losing their jobs. One thing I hope you won't forget
and that is that when GM closes a plant, it has a ripple effect and
that effect goes right down to the small business plants in commu-
nities all over the country.

When considering the construction or expansion of a facility
large companies, just like small ones, have to evaluate the cost and
the potential return before an investment is made. In order to be
approved, the project must pass What the companies call the hurdle
rate for return on investment. If it doesn't pass the hurdle rate, the
company might as well make the investment in money market
funds or something else.

At today's interest rates, projects of even the larger companies
often do not exceed the hurdle rate if they must be financed at
market rate. Eliminating the use of IDB's by large- and medium.
sized companies is going to reduce capital investment so projects
will be delayed or abandoned.

The United States remains, for the time being, the world leader
in high technology and in manufacturing exports. Our position,
however, as we all know is being eroded in these fields just as it
already has been in automobiles, in steel, in cameras, and in televi-
sions and radios. We have been losing out for years to Japan in
modernizing plant and equipment. I remember when Senator Bent-
sen *came back from the Far East about 2 years ago-he had held
hearings out there-he told me at that time that he was absolutely
startled and dismayed to find that Japan was turning over their
plant and equipment every 10 years, and we were turning ours
over every80 years. This is the root cause of our problem in com-
petitive markets.

What we should be talking about is increasing the present limits
on IDB's rather than constricting them. If the 1968 limits had kept
pace with inflation, the $10 million limit that is now in place would
be $15 million mid-1982. In other words, we need $15 million as
the limit'Just to stay even. .

The Treasury's proposal that corporations be limited to $10 mil-
lion in outstanding small issue IDB s at any one time would elimi-
nate corporations of all sizes. Not just large companies, not just
Fortune 1,000 companies; it would eliminate all but the very small.
est companies if a company had financed one or two facilities with
small issue IDB's. It would also remove from the State and the
local governments the authority, to choose what investment and
economic development mix they want.

Now I have some figures here about the effectiveness of IDB fi-
n ancing in creating jobs and economic activity in the States of the
Senators who are on this committee. I was hoping that some of
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them would be here so I could summarize for them the information
about their States. But the information will be in the record, and
they can look at it.

The CHAIRMAN. I might say that I think every member has a
staff person present.

Mr. Pows. They will be able to see that data which is in the
written statement.

Elimination of large- and medium-sized businesses from using
IDB's is not going to eliminate the so-called abuses in the program.
It will leave many of those activities intact, cited as abuses in pub-
lished reports. In the congressional hearings over in the House last
year, there was absolutely no criticism whatsoever of any large
company using IDB's. The criticism was all directed at commercial
use.

Competitive interest rates for borrowing to finance new plants
and equipment are essential if U.S. firms are going to compete in
domestic and international markets. Now here are some figures
about what the Japanese do. They use preferential interest rate fi-
nancing. They use interest-free loans to encourage certain export-
related priority industries. Loans made for technology projects by
the Ministry of International Trade and Industry in Japan bear no
interest. Loans made by the Japanese Development Bank bear a
preferential interest rate of 7.5 percent. How can we compete in
this country if our corporations have to finance new plant and
equipment at 15 to 18 percent. This is a more important factor in
the competitive position of U.S. industry than the so-called advan-
tage of low wages. This is more important than the wage differen-
tial.

Because of exorbitant interest rates, American firms have trou-
ble producing a competitively priced product. As a result, Ameri-
can firms are increasingly losing out in both the international and
the domestic market right here in the United States to Japanese
firms and other foreign firms who obtain capital at a lower cost.

This is in conclusion, Mr. Chairman. Any proposal to -prevent
large- and medium-sized businesses from using small issue IDB ft-
nancing either by a worldwide capital expenditure cap or a cap on
the dollar volume of all outstanding small issue IDB's or a proposal
to require a choice between IDB financing or ACRS is goimn to
have a damaging economic effect on the communities that see to
attract businesses. And it is going to have a damaging effect on the
jobs created and retained by IDB financing and on the competitive
position of the United States against Japan and other foreign coun-
tries.

Moreover, the damaging economic impact is going to far
outweigh any estimated revenue gain from the elimination of use
of IDB's by large- and medium-sized businesses. If we use Senator
Long's dynamic analysis rather than a static analysis it can be
proven that IDB projects produce revenue gains. Dr. Ture, in a
study he did for our committee, showed that you have a favorable
impact on Federal revenue by IDB financing.

The CHAIRMAN. Well, your entire statement will be made a part
of the record.

[The prepared Statement of Mr. Potts follows:]
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3 atement of
Ramsay D. Potts

Counsel to the National Committee on
Small Issue Industrial Development Bonds

before the

Committee on Finance
United States Senate

March 17, 1982

Summary

The National Committee opposes the Treasury's proposals

which would require assets financed with industrial development

-bonds (IDB's) issued after 1982 to be depreciated using the straight-

line method over an extended recovery period and would eliminate

the use of small issue IDB's by large businesses.

The National Committee is convinced there are compelling

reasons why these proposals should be rejected. These reasons

include inordinately high interest rates, high unemployment, the

needs of the communities to have economic development tools, and

the need to address the abuses in the IDB program.

The National Committee is certain that continued use of IDB's

for industrial purposes is of utmost importance in the present

economy to modernize and make more productive the nation's

manufacturing and processing industries and to meet foreign,

especially Japanese, competition. It also believes that concern

over small issue IDB's has been exaggerated out of all proportion

to any estimate of possible revenue gain.
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If, however, the Congress concludes that the use of IDB's

should be restricted because of the criticism of the so-called

-abuses and the proliferation of IDB uses, the National Committee

urges that the use of IDB's for industrial purposes be retained.
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Statement of
Ramsay D. Potts

Counsel to the National Committee on
Small Issue Industrial Development Bonds

before the

Committee on Finance
United States Senate

March 17, 1982

Mr. Chairman and members of the Committee, my name is

Ramsay D. Potts. I am counsel to the National Committee on

Small Issue Industrial Development Bonds. I am also a senior

partner in the Washington law firm of Shaw, Pittman, Potts &

Trowbridge. I appreciate this opportunity to present the views

of the National Committee on small issue industrial development

bonds ("small issue IDB's"). The National Committee on Small

Issue Industrial Development Bonds is a non-profit membership

organization dedicated to preserving and increasing the effec-

tiveness of small issue industrial development bonds as mechanisms

for capital formation and job creation. The Committee presently

has 92 members, principally manufacturing corporations, but also

state economic development organizations, investment bankers and

other supporting individuals and groups. I/

l/ List of members of the National. Committee on Small
Issue-Industrial Development Bonds (Attachment A).
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Our Committee has been actively involved in matters affect-

ing small issue IDB's since 1978. Our members have worked closely

with state and local economic development authorities to understand

their needs and concerns. Several state authorities are supporting

members of our Committee. The National Committee has commissioned

two studies on small issue IDB's. The first, "The Economic and

Federal Revenue Effects of Changes in the Small Issue-Industrial

Development Bond Provisions.2 by Dr. Norman B. Ture, now

Undersecretary of the Treasury for Tax and Economic Affairs,

was published in 1980. The second on "The Federal Revenue

Losses from Industrial Development Bonds" by Roger C. Kormendi

and Thomas T. Nagle of the University of Chicago, was published

in 1981.

The National Committee recognizes that there are different

views regarding the impact on the Federal revenue of small issue

IDB's, depending on the formula or approach used. The dynamic or

feed-back approach, advocated by Dr. Ture in the study/he did for

the National Committee, concludes that the Federal Treasury gains

net revenues from the IDB program. In any event, the dollar

figures of revenue loss from small issue IDB's advanced by critics-

-of the program are entirely speculative and small in comparison

with the revenue losses from other recently-enacted tax provisions,

including the tax leasing provisions and the 10 percent cut in

personal income tax rates scheduled for July 1, 1983.
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The National Committee's Position

The National Committee recognizes that there has been publi-

city about and criticism of aspects of the small issue rDB program.

The Committee believes, however, that the criticism has been out

of all proportion to the incidents of abuse. If the Congress,

nevertheless, concludes that abuses in the program and the proli-

feration of IDB issues warrant changes and restrictions at the

Federal level on the-issuance of IDB's, we urge the Congress tQ

retain the use of IDB's for industrial purposes.

The original purpose of the IDB program was to use IDB's to

finance industrial facilities. It continues to be the primary

purpose in many states, Furthermore, at the extensive hearings

on small issue industrial revenue bonds before the House Ways and

Means Oversight Subcommittee in April-1981, no abuses were cited

in the use of IDB's for industrial purposes, and there was virtually

no criticism of the continued use of IDB's for industrial purposes

in the Oversight Subcommittee's report and recommendations.

IDB's are now being used to finance industrial facilities in

48 states from Alaska to Florida from Michigan to Mississippi.

IDB's have provided access to capital, which made possible the

much-needed investment in plant and equipment and created new

jobs or retained existing jobs. These industrial jobs are the

core jobs, the long-term, permanent jobs that a community needs.

The location or retention of an industrial facility in the commu-

nity creates a ripple effect in the community, attracting

95-227 0 - 82 - 21
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other smaller firms, creating service jobs, increasing-the local

tax revenues and encoiAraging further economic development.

The National Committee's position is to support the continued

use of IDB's for industrial purposes anr to recommend that the

use of IDB's for commercial purposes be targeted to economically

distressed areas. The National Committee has no objection to the

use of IDB's for commercial purposes-per se but has adopted this

position in support of targeting of commercial uses in response

to the criticisms of the so-called abuses, the concern about the

growing volume of IDB's and the proliferation of non-traditional

uses. _

--The-definition of economically distressed areas should be

determined by the Congress. There are some definitions presently

available, such as the Urban Development Action Grant Program

("UDAG"),-which has developed recognized criteria for economic

distress for cities and urban counties and for pockets of poverty

in non-distressed cities. Other standards based on unemployment

and income could be developed, which would give the states some

flexibility in designating areas for economic revitalization.

Several states, including Massachusetts and New Jersey, have

developed such programs for'targeting commercial uses.

In addition, the National Committee supports the following

positions regarding small issue IDB's:
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Legislation should include a provision to eliminate research

and experimental expenditures from the-definition of capital

expenditures for purposes of the small issue exemption. Bills in

support of this position were introduced by Senator Moynihan (S.

768) and by Senator Denton (S. 1472) and language to this effect

was adopted by the Senate as an amendment to a miscellaneous

revenue bill H.R. 4717 in December 1981, but is-still pending

conference.

The National Committee also supports legislation to require

reports from the states to the United States Treasury regarding

all state and local IDB's issued during the year and to require

public notice and the opportunity for public comment or protest

prior to the approval of the issuance of an IDB. The National

Committee regards the specific language that implements these

requirements as critically important because it is crucial that

the requirements do not overburden and complicate the Issuance of

IDB's to a point where the programs are paralyzed or eliminated.

We have analyzed these two recommended changes in the program

with considerable care and have drafted language that meets the

concerns of and is acceptable to the IDB community, which we will

make available to the staff, if the Committee decides to amend

the existing legislation.
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Opposition to the Treasury's Proposals

The National Committee strongly opposes the Treasury's

proposals that would require assets financed with industrial

development bonds issued after 1982 to be depreciated using the

straight-line method over an extended recovery period and would

eliminate the use of small issue IDBs by large businesses. The

National Committee believes there are compelling reasons why such

proposals should be rejected. These reasons include inordinately

high interest rates, high unemployment, the needs of the communities

to have economic development tools, and the-need to address the

abuses in the IDB program.

A legislative proposal to prevent double dipping, that is,

to require a choice between the use of IDB financing and accel-

erated cost recovery system ("ACRS") is counterproductive to the

Administration's goal of economic recovery because:

(1) The needs and benefits are different: IDB financing

- reduces the initial cost of the financing. It assists in

making capital a%ailable to industries. It spurs the moderni-

zation of plant and equipment now rather than at some future

date. It addresses businessmen's concerns regarding the

persistent and inordinately high interest rates which have

caused this present recession, prevented investment, created

unemployment and reduced output. As the Wall Street Journal

stated, quoting Lee Iacocca on Friday, February 19, "There
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is no way for business to do business when the rates are

between 15 percent and 20 percent." In spite of the Economic

Recovery Tax Act of, 1981, business is revising its investment

plans downward rather than upward because the steep rise in

interest rates has offset the incentives of ACRS. EconomiSt

Rudy Penner of the American Enterprise Institute was reported

in The Washington Post on Friday, February 19, as saying

that "the additional cost of capital because of higher

interest rates now outweighs the tax-induced reduction in

the cost of buying new plants and equipment."

(2) In addition, the uneven treatment under ACRS of

different assets and industries has been documented by the

Economic Report of the President (February 1982, pp. 124-

125) in that investments in longer-lasting machinery and

buildings are treated less favorably. Industries dependent

on these investments such as industries producing machinery

and instruments, food, services and trade, will continue to

have higher effective tax rates and will be treated least

favorably.

(3) ACRS affects the cash flow and the rate of cost

recovery. It is especially important to business in an

inflationary period, but it does not reduce the initial cost

of obtaining capital. Furthermore, interest costs, once

incurred, unlike some operating costs, do not decrease
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during periods of economic slowdown. The high initial cost

of obtaining capital is, therefore, the significant impedi-

ment to investment in the present economic climate.

(4) Interest rates and the rate of inflation are

separate issues. The Administration has made great strides

.in reducing inflation, but it has bee unable to reduce

interest rates, and the consequences of persistently high

interest'rates are apparent in the unemployment figures, in

declining output, and in delayed investment. Until interest

rates are substantially reduced, IDB financing is one of the

few ways business can undertake new investments in plant and

equipment.

The Administration's proposal to prevent large businesses

from using small issue IDB's is also counterproductive to the

Administration's economic goals because:

(1) The states and local governments want to retain

the right to decide when and where they may want large and

medium-sized businesses to locate in their communities since

it is these firms that provide permanent employment, generate

increased tax revenues, serve as a magnet for attracting

other firms and generally are responsible members of the

community. Moreover, the arrival or retentionof a large ot

medium-sized firm is a catalyst fQr economic recovery because
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it creates a ripple effect of additional jobs, services and

-investment in the community. The state and local governments

are facing substantial cuts in federal assistance, decreased

tax revenues, increased transfer payments and substantial

new responsibilities under the Administration's proposed

Federalism. They need IDB's more than ever to provide

economic development and to replace the programs and services

that are being terminated by the Administration's budget

cuts.

(2) --No state at present excludes large or medium-sized

businesses from its IDB programs on the other hand, many

states limit the use of IDB's to industrial, manufacturing

and processing uses and exclude or restrict the use of IDB's

for commercial purposes.

(3) Large and medium-sized businesses face the same

problem of the cost of capital that all businesses face, and

they are postponing investment and reducing employment as

they are squeezed by interest rates. When considering the

construction or expansion of a facility, large companies,

just like small ones, must evaluate the costs and potential

returns before an investment can be made. In order to be

approved, the project must pass the "hurdle rate" for return

on investment. At today's interest rates projects of even

the largest companies often do not exceed the hurdle rate if
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they must be financed by market rates. Eliminating the use

of XDB's by large and medium-sized companies will reduce

capital investments as projects are delayed or abandoned.

(4) Elimination of large and medium-sized businesses

from the IDB program would discriminate against manufac-

turing and industrial firms. These are the firms that have

major capital expenditures and that have been most affected

by the present interest rate-caused recession.

(5) Furthermore, the $20 million cap on worldwide

capital expenditures that Treasury is proposing would

affect high technology firms of all sizes. These firms

operate in a highly competitive, rapidly evolving industry

in which equipment and products must be updated constantly.

Although many of these firms are small, they frequently have

worldwide capital expenditures in excess of $20 million in a

six-year-period, and they have the potential to grow rapidly.

The Administration's proposal would discriminate against

the most productive uses of IDB's for high technology

and manufacturing exports in which the United States re-

mains, for the time being, the world leader. The United

States position, however, is being eroded in these fields

as it has been in such industries as automobiles, steel,

cameras, televisions and radios. The present $10 million

limit on the bonds issued and on the capital expenditures

within a six-year period already imposes severe restrictions
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on the size of facilities financed with IDB's. If the 1968

limits had kept pace with inflation, the $5 million limit

enacted in 1968 and the $10 million ena>bted in 1978 would be

$15 million in mid-1982.

(6)_ The Treasury's proposal that corporations be

limited to $10 million in outstanding small issue IDB's at

any time would also eliminate corporations of all sizes, if

a firm had financed one or two facilities with small issue

IDB's. It would also remove from the states and local

governments the authority to choose what investment and

economic development mix they want.

(7) Unemployment is severe in certain industries and

areas which have used IDB's successfully for the creation

and retention of jobs. In the current recession, blue

collar workers in the goods-producing sector have borne the

brunt of the unemployment rate, which increased to 12.9

percent for them in January. The effectiveness of IDB

financing in creating jobs has been demonstrated by the

following information provided to us by the States. For

example, Delaware has created 7,276 jobs through the use of

IDB financing since 1976. -Louisiana estimates that it has

created or anticipates the creation of 9,667 permanent jobs

and 15,999 temporary jobs in connection with IDB projects-

financed with IDB's from 1979 to 1981. Oregon granted IDRB

project eligibility to 36-companies during calendar year
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1981. These firms estimate that they will create 1,638

full-time jobs within 3 years of completion of the IDB

financed facilities. Rhode Island estimates that IDB

facilities created 1,781 jobs in 1981. New Jersey reports

that 65,000 persons are currently employed in permanent jobs

that have been created by IDB financed facilities since

1974. For 1981, New Jersey-estimates that 13,336 new permanent

jobs and 11,182 construction jobs will be created from the

IDB financed facilities. St. Louis County Industrial Develop-

ment Authority has issued 98 bonds since its inception in

1979 for facilities which have created or will create 4,800

jobs in St. Louis County. Adams County, Colorado, reports

that 28 IDS's issued in 1981 are estimated to create between

1,300 and 1,600 jobs over the next ten years. Mississippi,

the first state to use the program, has continued to use it

almost entirely for industrial purposes. Like the othe2

states, Mississippi has no prohibitions regarding the size

of the company which may use IDB financing. Over a forty-

year span, Mississippi has used IDB financing to build

plants for at least 55 corporations among the Fortune 500

industrial corporations and credits its IDE program asvital

in its development of industrial facilities and industrial

jobs in the State.

(8) Elimination of large and medium-sized businesses

from using IDS's would not eliminate the so-called abuses
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from the program. It would probably leave the majority of

those activities, cited as abuses in published reports and

Congressional hearings, intact while hurting community

economic development-efforts and the creation of core jobs.

Favorable interest rates for borrowing to finance new plant

and equipment are essential if United States firms are to compete

in the domestic and international markets.

(1) The Japanese use preferential interest-rate

financing. in fact, they use interest-free loans to encourage

certain export-related priority industries, in conjunction

with a rapid depreciation schedule to encourage investment.

Loans made for technqly projects by the Ministry of Inter-

national Trade and Industry (MITI) bear no interest. Loans

made by the Japanese Development Bank (JDB) bear a preferen-

tial interest rate of 7.5 percent compared to the Japanese

long-term prime rate of 8.9 percent in November 1981.

Savings are encouraged by making the annual interest on the

first $3 million yen deposited in the Postal Savings System

tax-free for each depositor. In addition, the annual interest

rate on these savings is 6.25 percent, which is the same

rate as interest earned on time deposits at commercial

banks.

(2) Because of these favorable interest rates, American

firms which have to borrow money at 15 percent to 20 percent,
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cannot produce a competitively riced product. As a result,

American firms are increasingly losing out in both the

international and the domestic markets to Japanese firms and

to other foreign firms which can obtain capital at a lower

cost.

CONCLUSION

Any proposal to prevent large and medium-sized businesses

from using small issue IDB financing, either by a worldwide

capital expenditure cap, or a cap on the dollar volume of all

outstanding small issue IDB's for the use of any one company, or

a proposal to require a choice between IDB financing or ACRS will

have a damaging economic impact on the communities that seek to

attract industry, on the jobs created or retained by IDB financing,

and on the competitive position of United States firms against

Japanese and other foreign firms. Moreover, the damaging economic

impact will far outweigh any estimated revenue gains from the

elimination of the use of IDB's by large and medium-sized businesses.

The economy is going through a period of great stress and

strain, largely attributable to inordinately high interest rates.

Competition from foreign manufacturers is eroding the position of

United ta bs industry in both international and domestic markets

in an ever-increasing number of product lines. In addition, the

Administration is cutting back on many programs and services

provided to states, cities and local communities. The National
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Committee is convinced that this is the wrong time to be curtail-

ing the small-issue IDB program especially-for industrial uses,

because the IDB program has proved to be a valuable and important

financing tool for states, cities and local communities. Moreover,

the National Committee is convinced that concern over small issue

IDB's has been blown out of all proportion to the incidents of

abuse and the estimated revenue loss from small issue IDB's. If,

however, there is to be modification of the program because of

the criticism of the abuses, then the National Committee urges

that the Congress retain the use of IDBs for industrial purposes

and not impose any restrictions on the size of-the company eligible

to use this financing.
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ATTACHMENT A

National Committee on Small Issue

Industrial Development Bonds

March 1, 1982

MEMBERS

ABS Industries, Inc.
Ajax Magnethermic Corporation
Akron Foundry
American Greetings Corporation
Anheuser-Busch, Inc.
Baldor Electric Company
Ball Corporation
George K. Baum & Co.
A. G. Becker Inc.
The Binswanger Co.
William Blair & Company
Boettcher .& Company
Buffalo China, Inc.
Campbell Taggart, Inc.
Carg ill Inc.
Carlisle Corp.
Chromalloy American Corp.
The Continental Group, Inc.
Copeland Corp.
Copperweld Corp.
Corning Glass Works
Damn Bosworth Corp.
The Dyson-Kissner-Moran Corporation
Z. F. Hutton & Company Inc.
Eagle-Picher Industries, Inc.
A. G. Edwards & Sons, Inc.
Emerson Electric Co.
Essex Company
First Birmingham Securities Corp.
The First Boston Corporation
First Southwest Company
Franklin Electric Co.
Gantz Investment Company
Goldman, Sachs & Co.
Guild Craftsmen, Inc.
Hart Corporation
Hayes, Inc.
Health Care Fund
Hoover Universal, Inc.
The Hospital Corporation of America
J.C. Bradford & Co.
Joy Manufacturing Company
The Kroger Company
Langenthal Mills
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The Marmon Group, Inc.
McDonald and Company
Mine Safety Appliances Co.
The Mortgage Corporation of America
Omark Industries
Plymouth Tube Co.
Portec, Inc.
Powell & Satterfield, Inc.
PPG Industries, Inc.
Ralston Purina Company
Renfrow Foundry
Robinson Foundry, Inc.

S The Robinson-Humphrey Co.
South Haven Rubber Co.
Southwire Company
Stephens Inc.
Stifel, Nicolaus & Company Incorpor;
Stihl Incorporated
The Synthetics Group
T. J. Raney & Sons, Inc.
UNIPAR Inc.
Vermont American Corp.
Wagner Division - McGraw-Edison Co.
Wetterau Inc.
Wheat, First Securities, Inc.
White Consolidated Industries, Inc.

ated

SUPPORTING ORGANIZATIONS AND INDIVIDUALS

Alaska Industrial Development Authority
Allegheny County Industrial Development Authority
Ballard, Spahr, Andrews & Ingersoll
Chapman & Cutler
Friday, Herschel H.
Gambrell, Russell and Forbes
Georgia Industrial Developers Association, Inc.
Hawkins# Delafield & Wood
Commonwealth of Kentucky, Development Finance Authority
State of Illinois, Department of Commerce & Community Affairs
State of Indiana, Department of Commerce
State of-Maryland, Department of Economic and Community Development
North Carolina Industrial Developers Association
North, Haskell, Slaughter, Young & Lewis
Ohio Economic Development Council
Pennsylvania Association of Industrial Development Authorities
Southern Industrial Development Council
St. Louis County Industrial Development Authority
Tennessee Industrial Development Council
Commonwealth of Virginia# Division of Industrial Development
Watkins, Ludlam & Stennis
Wright, Lindsey & Jennings
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The CHAIRMAN. Mr. Clyde.

STATEMENT OF LARRY F. CLYDE, CHAIRMAN, PUBLIC
SECURITIES ASSOCIATION, NEW YORK, N.Y.

Mr. CLYDE. Mr. Chairman, thank you. Mr. Chairman, my name
is Larry Clyde. I am chairman of the board of-the Public Securities
Association. PSA is the national trade association representing
banks, dealers, and brokers that underwrite, trade, and sell State
and local government securities and Federal securities. My re-
marks will address the effects on the municipal securities market
of two tax proposals contained in the administration's 1983
budget-the -corporate minimum tax and the restrictions on indus-
trial revenue bonds.

PSA members serve as intermediaries between State and local
governments and investors to arrange capital financing for such
critically important projects as schools, ports, hospitals, and air-
ports. We expect to continue to underwrite and distribute munici-
pal securities whether or not the Congress enacts the administra-
tion's tax proposals. We are concerned, however, with the impact of
these proposals on the ability of State and local governments to
meet their capital financing requirements.

We will address only one aspect of the administration's mini-
mum tax proposal. This is the, limitation on tax deductions taken
by banks and other financial institutions for interest paid on depos-
its totheextent they hold municipal securities.

PSA is deeply concerned by the implications of this proposal,
since-it will signficantly reduce the future participation of commer-
cial banks as investors in tax-exempt bonds. We estimate that this
proposal will cost state and local governments at least $1 billion in
higher interest rates in the first year alone.

Maintaining commercial bank demand for municipal securities is
critical to the future of the municipal securities market. At the end
of 1981, commercial banks held about 42 percent or $150 billion of
outstanding municipal bonds. Any proposal which severely reduces
the net after-tax yield of these investments for banks could drive
this market's largest single investor to other available forms of in-
vestment.---

This proposal would amount to a retroactive and indirect tax on
the obligations of State and local governments. In our opinion this
would breach the constitutional wall of reciprocal immunity which
has prevented State taxation of Federal debt obligations and, con-
versely, Federal taxation of State and local obligations.

The retroactive application of this proposal will create uncertain-
ty among all investors in these securities. It will force them to re-
quire a margin of safety against the prospect of further retroactive

S--tax- intrusions. Therefore, all investors will demand higher rates on
all new purchases of municipal bonds. .

The tax exemption for municipal bonds is, a quid pro quo f6r the
acceptance by the investor-of lower rates of return than he could
have obtained on taxable investments. Thus, in a very real sense,
the investor in tax-exempt bonds has already paid a tax in the
form of a lower rate of return.
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• For State and local governments, this proposal represents an-
other in a series of recent Federal actions which are continuing to
promote upward pressure on municipal borrowing-costs. Severe re-
ductions in Federal assistance to State and local governments and
several provisions of the 1981 Tax Act have already exacerbated
the burden of high interest rates on the municipal securities
market. At the same time, State and local governments will be ex-
pected to accept new responsibilities under the new federalism ini-
tiative.

We also understand that this committee is considering broaden-
ing the current minimum tax proposals to include interest earned
on municipal securities by corporations and individuals. This direct
form of taxation of State and municipal securities would not only,
in our opinion, be unconstitutional, but would devastate the munic-
ipal market.

When a minimum tax including interest earned on municipal
bonds passed the House of Representatives in 1969, investor confi-
dence in the tax-exempt feature of municipal bonds was severely
shaken. And tax-exempt interest rates quickly approached rates on
taxable bonds. We certainly don't want to witness a repeat of the
1969 experience, particularly now when the municipal market is al-
ready suffering fromhistorically high interest rates.

The administration has also proposed new restrictions on the
controversial small issue industrial revenue bonds. Unfortunately,
these restrictions would also apply to bonds issued for traditional
public purposes, such as ports, mass transportation facilities, air-
ports and bonds issued or charitable and educational organiza-
tions.

PSA supports the right of State and local governments to issue
tax-exempt securities for public purposes in accordance with State
law. However, we recognize that small issue IRB's have had an ad-
verse impact on the market. Therefore, we have urged States to
curtail their use. Our association believes that any change in Fed-eral law should be limited strictly to small issue IRB's and should
be directed toward the corporate beneficiaries of these financings.

PSA strongly opposes the administration's proposals to restrict
tax-exempt bonds for exempt activities and charitable and educa-
tional purposes. The 1968 legislation establishing the current statu-
tory provisions for municipal securities expressly recognized the
public purposes achieved by the exempt activities listed in the stat-
ute. Moreover, these public purpose IRB's, which have built infra-
structure and public works facilities already comply with public
use requirements established by the Treasury.

These bonds have financed a wide variety of vital public purpose
projects such as: construction of multifamily housing projects for
low income families or the elderly; construction of hospitals owned
by charitable, nonprofit organizations; and port development
through dock and wharf construction and boat channel dredging.

We believe that they should not be affected by any legislation to
restrict small issue IRB's.

In closing, we would like to reiterate that the adverse effects on
the municipal securities market of last year's tax revisions pale by
compario n to the devastating consequences of this year's propos-
als. participants at all levels of this market will suffer, most par-

9S-2270 -82 -22
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ticularly State and local issuers and the investor. We urge the com-

mittee to preserve this market, which has served this country's

State and local governments so well over the years.
Thank you.
[The prepared statement of Mr. Clyde follows:]

_STATEMENT OF

LARRY F. CLYDE

CHAIRMAN OF THE PUBLIC SECURITIES ASSOCIATION

INTRODUCTION

Mr. Chairman, and members of this distinguished Conmuittee,

I appreciate this opportunity to present the views of the

Public Securities Association (PSA) on the tax proposals directly

affecting the public securities markets contained in the

Administration's Fiscal Year 1983 Budget. PSA is the national

trade association representing banks, dealers and brokers

that underwrite, trade and sell state and local government

securities and U.S. government and federal agency securities.

Our membership of approximately 300 firms collectively

account for approximately 95% of the Nation's municipal

securities industry underwriting and trading activity. In

addition, 34 of the 35 primary dealers in government securities,

as recognized by the Federal Reserve, are PSA members.

We expect to continue both underwriting and distributing

state and local government securities whether or not the

Congress enacts the Administration's tax proposals. Accordingly,

We-believe we can be reasonably objective in appraising the capital

market and economic effects of these proposals insofar as

'they relate to state and local government securities.

* Mr., Clyde, who is Executive Vice President of Crocker
National Bank, is Chairman of the Board of Directors of
the Public Securities Association.



My remarks will address the effects on the public

securities market of three particular tax proposals contained

in the Reagan Administration's 1983 Budget. These proposals

involve creating a new corporate minimum tax which would include

as a "special deduction" the tax deduction claimed by a bank

or other financial institution. for interest paid on deposits

to the extent it holds tax-exempt state and local government

securities! the proposal to add a new set of conditions to

the use of tax-exempt bonds for what were heretofore considered

traditional public purpose activities and, the proposal

concerning withholding on interest and dividends.

The Public Securities Association is deeply concerned

with the implications of these proposals particularly as

they bring into question the very future of the concept of

the tax exemption for state and local government securities.

We are also-disturbed that these proposals are being debated

at a time when states and local governments are being asked

to shoulder increased fiscal responsibilities.
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PSA shares this Committee's concern over the size of

projected budget deficits; however, we believe that the Congress

must seriously consider the implications of these proposals

to the extent that they represent an abrogation of the

Constitutional doctrine of reciprocal immunity. We recommend

that the Congress carefully consider the devastating impact

of these tax revisions on the ability of state and local

governments to meet their financial objectives by borrowing

in the municipal securities market.

The municipal securities market has served this country's

state and local governments well over the years by providing

low cost capital to meet the needs and general welfare of

all their citizens. We believe that these proposal now

bring into question the very future of this historically

independent marketplace. A brief overview will help you

gauge the importance of this market to our capital market

system.

OVERVIEW OF THE MUNICIPAL SECURITIES HARKEMT

At present, the municipal bond market is the fourth

largest sector of the domestic capital markets, accounting

for approximately $356 billion, or just over 10% of all
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medium and long-term securities outstanding. The importance

of this market may not only be measured by its size, but

also by its social utility: the broad access it provides

state and local governments to raise funds in the public

capital markets at reasonable rates and in an expedient and

orderly fashion. The funds raised in the capital markets by

state and local governments are used to finance the cost of

such critically important projects as schools, highways, ports,

bridges, hospitals, airports, mass commuting and parking

facilities, and sewage and waste disposal facilities.

The new issue market for municipal securities for 1981

reached $85.2 billion, surpassing 1980's record 12-month

volume of $76 billion. The sensitivity of the market to the

present interest rate environment is evidenced by the increased

use of short-term financing. In 1981, short-term volume

-increased to $37.7 billion, up 35.8% from 1980, an all time

record. Annual average borrowing costs stood at 10.77%

compared with a 1980 annual average of 8.660.

Traditionally, yields on municipal securities have ranged

from 65% to 70% of taxable securities with equivalent rating

and maturity. During 1981, however, the spread between 20-

year AA corporate bonds and 20-year AA municipal bonds

narrowed to 73.40. This compares to a spread of 65.6% for

1980. Even more disturbing, however, is the fact that
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during December, 1981, the spread narrowed to 82.2%. Although

this unprecedented reduction in-the spread is not expected

to be permanent, it does indicate that the municipal market

is faring worse than-other capital market sectors under the

current strain of high interest rates.

Despite the recent price advance, the upward pressure

on rates in the municipal securities market appears likely

to continue in 1982 as the supply of securities will remain

high relative to softening demand by investors. In addition,

many of the tax law changes adopted as part of the 1981 Tax

Act continue to have adverse effects on the market. These

changes include the ill-advised, tax free "All Savers Certificates,"

the reduction in the maximum-tax, and the incentives for

leasing and retirement accounts. However, the negative

effects of last-year's tax revisions pale by comparison to

the likely impact of the'Administration's new set of proposals.

Partic-ipants at all levels of the market will suffer: the issuer,

through overly restrictive prescriptions on the type of tax-exempt

bonds it may issue, the corporate bank investor, through

indirect taxation of its holdings of municipal securities

and the municipal securities dealer, through added reporting

and withholding requirements.
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Let us first examine the new corporate minimum tax

and its likely effects on the municipal securities market.

THE PACT OF THE CORPORATE MINIMUM TAX
ON THE MUNICIPAL SECURITIES MARKET

The Administration has proposed a new alternative

corporate minimum tax to replace the current add-on minimum

tax. The new alternative minimum tax on "corporate profits"

irf excess of $50W000 would be required to be paid only if it

exceeds the regular corporate income tax. We will address

only one particular provision of this proposal# which we

believe, alone, will have a severe adverse effect on the

entire municipal market.

The Administration has recommended that corporate

profits be calculated by adding back to a corporation's

taxable income a series of special deductions which include
/

deductions presently permitted commercial banks and certain

other financial institutions for interest paid on deposits

where the corporation holds tax-exempt securities. The

Treasury Department has stated that in determining the amount

of interest deduction to-be added to the minimum tax bass,

the corporation's total interest deductions will be allocated

pro rata across its total investment portfolio.

• ,
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The Public Securities Association is deeply concerned

by the implications of this proposal, since it will significantly

reduce the future participation of commercial banks as

investors in tax-exempt municipal bonds andconsequently

will substantially increase state and municipal borrowing

costs. We estimate that this proposal will cost state and ....

local governfents approximately $1 billion in the first

year alone.

Of even greater importance is the fact that this proposal-

represents an indirect form of taxation on the obligations

of state and local governments. This would represent an

irreparable breach of the Constitutional and historic wall

of reciprocal immunity which heretofore has generally

prevented state taxation of federal debt obligations and,

conversely, federal taxation of state and local obligations.

Maintaining commercial bank demand for municipal

securities is critical to the future of the municipal

securities market. Of the $356 billion of municipal debt

outstanding at the end of 1981, we estimate that conmer~ial

banks held approximately 42% or $150 billion. It is clear

that any proposal which severely reduces the net after-tax

yield and consequently the net income value of these instruments

for banks will have substantial effects on the entire

municipal market.

, 7Z \
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With the expanded opportunities for sheltering income

through alternative investment vehicles# and their increased

,sensitivity to price volattity-it is reasonable to

anticipate that this proposal will result in an immediate

and substantial diminution in commercial bank investments

in municipals. This could undermine the future viability

of the municipal market. It will undoubtedly drive this

market's largest single purchaser to other available forms

of investment.

We are also deeply concerned with the proposal's retro-

active application to all outstanding tax-exempt securities

held in the investment portfolios of commercial banks and

other financial institutions. The investment decisions to

purchase these securities were made years ago, under economic

assumptions based on existing law, under which banks accepted

relatively low rates of return on their investments in municipal

securities. We believe that the retroactive application of

this proposal which will essentially change the tax law in effect

when the municipal securities were purchased, will create

uncertainty among all investors in these securities. It will

force them to require a margin of safety against further retroactive

tax intrusions by demanding higher rates on all new purchases

of state and municipal securities.

Worthy of particular note is the fact that this proposal

redefines bank deposits as a form of bank borrowing.



842

Traditionally, the tax law has not viewed the normal

deposit taking functions of banks as forms of borrowings.

This redefinition could have broader implications which go

beyond the intention of the Administration in submitting

this proposal.

It is critically important for this Comnittee to recognize

that tax exemption if not a gift from the federal government.

It is a quid pro quo for the acceptance of lower rates of return

than the investor could obtain on alternative investments.

An investor in tax-exempt bonds has historically accepted bonds

which offer significantly less interest income than he could receive

from taxable securities. This represents the consideration

he has paid for the tax exemption. Thus, in a very real

sense, and certainly in terms of equity, the investor in

tax-exempt bonds has already paid a tax and has paid it

in advance.

From the perspective of state and local governments,

this proposal represents another in a series of -recent

federal actions which are continuing to promote upward

pressure on municipal borrowing rates. For example, the

fundamental realignment of federal, state and local respon-

sibilities being proposed under the Administration's "New

Federalism" initiative, the severe budget reductions in



federal assistance to state and local governments and

several provisions of the 1981 Tax Act# taken together, are

exacerbating the burdens of high interest rates

on the municipal securities market.

To the degree that interest on tax-exempt municipal

securities is compromised as part of a minimum tax-proposal,-

all state and local governments will be required to pay more

for their future borrowings. These added borrowing costs

mean higher state and local taxes for ll citizens. In

fact, the reaction of the municipal market# in all likelihood,

will be so severe that the increases in state and local

taxes could more than offset any federal revenue gain.

The municipal bond market already experienced similar

results when minimum tax legislation that included a tax on

municipal interest passed the House of Representatives as

part of the, Tax Reform Act of 1969. By late August, 1969,

the market for municipal bonds suffered a severe dislocation

and near collapse. Many local governments were unable to issue

bonds at rates withi-n the maximum limits fixed by their

controlling state finance laws. It was Also difficult to

find realistic bids for bonds which investors wanted to sell.

We certainly do not want to witness a repeat of the ;969 experience,

particularly now, when the municipal market is already suffering

under the strains of unprecedented interest rates.
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We also understand that Congress is seriously considering

broadening the current minimum tax proposals to include

interest earned on municipal securities by corporations and

individuals. In our opinion, this more direct form of taxation of

state and municipal securities would not only be unconstitutional,

but in tandem with the proposed corporate minimum tax would

devastate the entire municipal market.

In conclusion, PSA opposes imposition of a direct minimum

tax upon the interest income from state and local government

securities. PSA believes that any such action would cause

severe problems in the marketing of such securities and

would increase the borrowing costs of state and local governments.

We also oppose the indirect tax on municipal bond income proposed

by the Administration. We believe that it would effectively

remove commercial banks from the municipal market and would cause

uncertainty over the status of the tax exemption among all investors.

We have already described the reasons why we believe that

the Administration's minimum tax proposal will raise state and

local borrowing costs. Let us next examine the set of prescriptions

that are recommended in the use of tax-exempt bonds for private

activities. PSA believes that this proposal, to the extent that it

restricts industrial revenue bonds for *exempt activities" will

handcuff state and local issuers and prevent them from meeting

the public needs of their citizens.

THI ADMINISTRATION PROPOSAL TO RESTRICT

PRIVATE AND PUBLIC PURPOSE INDUSTRIAL REVENUE BONDS

The Administration's proposal relating to industrial
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revenue bonds would restrict (1) small-issue industE ial

revenue bonds (IRBs), -(2) IRBs used to finance specified

exempt public purpose activities, and (3) financings for

non-profit hospitals# educational institutions and student

loans.

The original IRB statute was adopted in 1968 as part of

the Revenue and Expenditure Control Act of 1968. The Act

contains a general rule rendering the income 6h all IRs

taxable and then establishes-several categories of tax-

exempt industrial revenue bonds. A tax-exempt small issue

IRB can be issued for up to $1 million and alternatively,

for up to $10 million subject to capital expenditure limitations.

The other exceptions in the present statute are for "exempt

activities" and certain charitable and other non-profit

institutions. Contained in this list of specifically enumerated

activities, are projects for public use and benefit which

historically have been undertaken by state and local governments.

The Administration has now proposed adding the following

conditions to the use of all types of IRBs regardless of

their ultimate uses



38

1) The restrictions generally would apply to what the

Adminitration has characterized as "private

purpose* bonds issued after December 31, 1982.

2) The costs of depreciable assets financed with the

tax-exempt bonds could be recovered only by using

straight line depreciation over an extended recovery-

period.

3 ) Small issue IRB& would be limited to small bust-

nesses (i.e., a company with-capital expenditures

of less than $20 million- over a six-year period

and no more than $10 million of IRBs outstanding).

4) Restrictions on permissible yield from investment

of the proceeds of the obligations would be extended

to reserve funds and funds held during the temporary

construction period.

51) Each bond would be required-to be in registered

form, and information concerning the issuance of

the obligations must be reported to the IRS.

6) After December 31, 1985, the state or local government-

_____ al unit would be required to make a contribution

or commitment to the facility financed equal to

one percent of the face amount of the bonds.
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.he highest elected official or legislative body

would'be required to approve the bonds after a

public hearing.

Before'discussing PSM's specific comments on the Admin-

istration's proposal, it-may be helpful to present the

Committee with our policy position on small issue IRBs.

The Public Securities Association supports the right of

state and local governments to issue tax-exempt securities

for public purposes in accordance with state law.

However, PSA believes that small issue industrial

revenue bonds have had an adverse effect on the municipal

securities market# and urges that state and local

governments take positive steps to curtail their use.

Our Association opposes federal legislation which would

restrict the right of state and local governments to

determine the public purposes for which bonds can be

issued. We believe that any federal action concerning

small issue IRBs should be limited only to the tax

treatment of direct, private beneficiaries of the

pro.oeds ot-small issue IRls.

We believe the Administration's proposed choice between ACRS

and tax-exempt financing is appropriate if, and only if, it is

,,'
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limited to direct private beneficiaries nf 'mall ismue rRRa.
we also believe that the same proposal as applied to "exempt

Activity" and charitable purpose tax-exempt bonds represents

a form Of restriction which compromises the rights of state

and local governments to issue tax-exempt securities for

traditional public purposes. We believe that these public

purpose industrial revenue bonds#,which have played a vital role in

establishing and maintaining infrastructures and public

works facilities for general public use and benefit

should not be subject to the restrictions imposed by the

Treasury. Recent controversy over IRBs has been limited to

small issue financings. Any changes in federal law should

be limited to that area.

The 1968 federal legislation establishing the current

statutory provisions for state and local government securities

contained such a broad definition of "industrial development

bond" that any significant private involvement in a project

could result in IRB status. Congress recognized# however#

that these projects are financed in the municipal market

because they involve facilities for public use and benefit

or extensions of publicly used facilities. Consequently#

Congress decided that tax-exempt financing of those projects

was necessary and appropriate and should not be restricted

A:+



;

349

in order to permit state and local governments to fulfill

the general needs of the public. Special categories were

therefore established to continue this financing for traditional

public purpose projects, including airports, docks and

wharves# mass commuting and parking facilities# sports or

convention facilities, housing projects, water# electric#

sewage and waste disposal kaoilities as well as for certain

charitable and non-profit organizations.*

Today, municipal financing for such projects is essential

for the construction or redevelopment of infrastructures-and

facilities necessary for the social and economic well being

of all citizens. The fact that private parties may operate

or otherwise benefit from these facilities simply reflects

the historic practice of state and local governments in

in the 1968 statute Congress also authorized tax-exempt
financing for pollution control facilities owned by
private corporations. Although there is a public
benefit associated with a cleaner environments the proceeds
of tax-exempt pollution control bond issues generally
benefit a single corporate polluter. This exemption
was added by Congress to the 1968 legislation to assist
corporations in meeting federal pollution standards. PSA
has a policy position in support of eliminating the use of
tax-exempt municipal securities to finance pollution
control facilities which are not owned and operated by
local governments. PSA believes that the federal government
should adopt other ways of assisting private industry
in its efforts to meet federal environmental standards.

96-2270 2 -23
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providing public works necessary to support and maintain

residential communities and commercial and Industrial development.

Public purpose is a continually evolving concept. it

state and local governments are to accept increasing responsibility

for meeting their own needs under the New Federalism, the

private sector will be a necessary partner in such projects*

This objective will be seriously impaired if Congress enacts-

the Administration's proposals which will jeopardize the

flexibility of states and localities in choosing, consistent

with determinations of public purpose under state law, the

types of public works they will finance.

The economic needs of our states are far too varied and

complex for the Treasury's proposal restricting exempt

facility financing. This is clearly demonstrated by examining

the following examples of financings to which these proposals

would apparently apply:

1) A county agrees to issue bonds to extend public

sewer lines to serve several private businesses

2) A rural municipality issues bonds to build and

equip a bus terminal which the private bus line

will operate-
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3), A city seeks to finance construction of new counter

and hangar space at a municipal airport in order

to bring comrcial passenger service into the

area$

4) A private company agrees to purchase 30 percent of

the output from a certain power facility to be

financed (the remaining output will be used by

several municipal purchasers)f and

5) As part of an urban renewal project# a city

issues debt to finance construction of a parking

garage which will be leased for operation by a

private company.

These situations, and many others, represent what today

are garden-variety public works projects. There can be little

doubt, however, that Treasury and IRS would treat these

cases as "private purpose" financings subject to the proposed new

limitations.

ACRS Versus Straight Line Depreciation

The Treasury has proposed that a private participant be

required to choose between the new, rapid depreciation system
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(ACRS) and tax-exempt financing for project facilities it

may be entitled to depreciate. We believe that given this-

choice, most private parties would decide to use ACRS. In

effect, therefore, the proposal dictates that state and

local governments may not issue debt to finance such projects

unless the private participants compromise their own economic

interests. Since tax-exempt financing will be 'an important

factor in-the private decision making process# the result in

many cases will simply be to prevent the private participation

necessary to make the state or local project economically

viable.

In addition to requiring this "choice" (which in our

view is not really a choice) between tax-exempt financing

and ACRS by private participants in public projects, the

Treasury Department proposal would impose other unwarranted

restrictions on state and local public purpose projects

financed with municipal bonds.
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Arbitrage Restrictions

PSA opposes the broad new restrictions on investments

of proceeds from the sale of tax-exempt state and local government

securities proposed by the Aduinistration. These new "arbitrage"

restrictions would apply to any facility which the federal

government did not regard as wholly public in nature and

thus would adversely affect the whole spectrum of exempt' facilities

financings, as well as financinqs for tax-exempt hospitals,

educational institutions, etc.

When Congress adopted the Tax Reform Act of 1969, it

eliminated the statutory tax exemption for arbitrage bonds

and imposed strict limitations on the investment of proceeds

-from the sale of municipal bonds. Arbitrage bonds are

defined as bond issues in which the proceeds are used to

acquire taxable securities that produce a materially higher

yield than the yield on the tax-exempt bond issue.

Once determined to be arbitrage bonds, securities are no

lQnger tax-exempt.

The original arbitrage statute, however, included

certain exceptions which expressly authorized unrestricted

investment of bond proceed (1) for a temporary period

pending use in the project, or (2) in a reasonably required

reserve or replacement fund not exceeding 15 percent of the

-I
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-bond issue. The Administration is now seeking to have both

of these provisions repealed for the broad- range of

public purpose tax-exempt bonds issued to finance projects

which the Treasury has mislabeled as "private activities.*
I

PSA opposes these drastic changes in the arbitrage

restrictions for the following reasons:

--The new restrictions will adversely impact a great

number of projects which clearly provide public benefits

--The restrictions yill create shortfalls in amounts

needed in connection with these projects. The shortfalls

would have to be made up through unnecessary additional

borrowing which, in turn, would swell the volume of municipal

debt and further increase the costs of financing needed

projects.

--The restrictions will be burdensome, counterproductive,

and inconsistent with the efforts by the Administration to-

encourage greater self-sufficiency on the part of state and

local governments

--To achieve compliance with the new restrictions# the

construction or reserve funds for bond issues would generally.

~2
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have to be invested in special U.S. Treasury securities

bearing interest at substantially below market rates. The

result would be pure subsidization of the federal deficit at

the expense of state and local governments

--The restrictions would involve a serious intrusion

into the basic authority of state and local governments to

determine whether projects serve public purposes;

--The current provisions represent Congressional recognition

of the way in which municipal bond construction and reserve

funds have traditionally been used.

Finally# the Administration has failed to demonstrate

why it is necessary to reverse this sound and long-standing

Congressional decision.

Registered Bonds

PSA opposes the Administration's proposal which would

require that all tax-exempt bonds for "private activities"

be issued in registered form. There are several reasons why

we do not support this recommendations

--First# such requirement could create a two-tiered

municipal securities market, the first tier consisting of
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outstanding bearer securities and the second tier consisting

of new issue registered securities. The creation of a two-

tiered system would fundamentall--alter the structure of the

municipal securities market bAd even more importantly, could

increase borrowing costs for state and local governments

seeking to raise new capital. We anticipate that issues of

Z- smaller size will be particularly affected.

--Secondly, registration could add operational and

administrative burdens to municipal securities dealers which

could slow the velocity of trading activity thus increasing

the risk of taking positions in the market and further

stimulating price volatility.

--Lastly, efforts to establish automated systems of

municipal security clearance and comparison are still in the

trial stage as are current efforts to establish a municipal

security depository environment. Their establishment and

effective operation are some time away. For these reasons,

we believe that benefits to the federal government.

-:J resulting from a registration requirement at this time would be

* outweighed by the costs to state and local governments

and the'burdens it would place on the market.
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Consequently, PSA believes that it would be particularly

inappropriate, at this time, for the federal government to

require that state and local governments radically change

the manner in which they issue municipal securities.

Moreover, irrespective of current economic conditions, we

believe that market participants and not federal tax law

should determine the most efficient manner to issue and

trade municipal securities.

One Percent Local Contribution

The Administration has proposed that, after December

31, 1985, the local governmental unit in which a project

financed with tax-exempt bonds is located, make a financial

contribution or commitment to the facility equal to one

percent of the face amount of the bonds.

PSA is concerned that this proposal would adversely

affect tax-exempt financing in many states. Over 20 states

hav Constitutional or statutory prohibitions which preclude

the making of loans, the extension of credit or the granting

of abatements or exemptions to any type of private corporation.

For this very reason, many states created independent authorities
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and public benefit corporations which are established to

facilitate the promotion of economic development and to meet

the public needs of their citizens. The enactment of this

proposal would force states to either amend their Constitutions

Ca very formidable task) or eliminate the use of tax-exemt

financing for "private activities* after 1985, This is an

undesirable result and certainly one which is beyond the

stated intent of the Administration in recommending this

legislation.

WITHHOLDING ON INTEREST AND DIVIDENDS

The Administration has proposed that a flat rate tax of

5 percent be withheld from interest and dividend payments

made to individuals. The reasons for PBA's opposition to

this proposal may best be summarized by reference to the

resolutio" adopted by the Committee on Finance in 1980 (S.

Con. Res. 92)(Senate Report No. 96-863# 96th Congress, 2nd

Session, July 23, 1980)# which reads in pertinent parts

Since the current system of withholding on wages and

salaries was initiated, there have been several proposals

for extending withholding to interest and dividend

payments. The Committee has never approved such proposals

in the past and it is the judgment of the Committee

.
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Committee is concerned that the proposal to withhold

income tax on interest and dividend payments could wrk

hardships on those individuals least able to afford

them, such as retirees who depend on social security

and dividend and interest income. In addition, the

Committee believes that the proposed exemptions from

withholding, which are designed to make the system more

equitable, would make the withholding system unacceptably

cumbersome and costly to administer. Because of these

concerns, the Committee has reported this resolution

which affirmatively states that it is the sense of the

Congress that the enactment of a withholding tax on

interest and dividend payments would be detrimental to

the economic well-being of the United States.

The Administration's proposal would impose a withholding

requirement for payments of interest to all individuals who

purchase bills, notes and bonds issued by the U.S. Treasury

and federal agency-obligations. The Committee should note

that individuals have played an increasingly important role

in the government securkties market and can be expected to

in the future. We estimate that "households" now hold over

$200 billion of outstanding Treasury debt.

/
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We are all keenly aware of the enormous borrowing

requirements of the Treasury in the years ahead# particularly

since it will be seeking to finance projected deficits which

may exceed one quarter of-a trillion dollars between now

and fiscal year 1985. Therefore# it does not seem logical

to be promoting legislation whose effect will be to drain

investable funds from the household sector of investors at a

time when they will be increasingly relied on to finance the

federal debt.'

Implementation of the Administraton's withholding

proposal would also result in significant operational costs

for-the dealers and dealer banks in government securities

which would act as withholding agents for the Treasury.

Unlike interest on savings and corporate dividends# there is

currently no information reporting system in place for

interest earned on government securities. The basic record-

keeping system for most dealers in government securities
consists of customer confirmations of purchases and sales.

The costs of implementing withholding and processing exemption

certificates will have to be passed on to investors, reducing

their return on investments.
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For these reasons# PSA opposes the withholding on

interest and dividend proposal. We believe that taxpayers

who save and invest are promoting the goals of the Administration's

overall economic recovery plan and therefore should not be

subjected to additional withholding requirements.

Conclusion

PSA believes that the Administration's tax proposals#

If enacted, could prove to be the death knell of the municipal

bond market. The inclusion in a new minimum tax of an indirect

tax on municipal bond holdings of commercial banks, the largest

single investor in municipal securities, will substantially

reduce, if not discontinue, their purchasing of-new issue

municipal bonds at the same time# the retroactive application

of this tax law change could cause them to sell off much of

their portfolio investments in municipal securities. This will

drive bond prices down, force yields up, and make it increasingly

burdensome for state and local governments to borrow to

finance their growing needs.

If the rules of the game can be changed in relation to

outstanding bonds in the hands of corporations, other investors

will logically conclude that the rules could be changed for

them as well. Therefore, they will demand a margin of

protection against further deterioration in the value of
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on state and local borrowing costs.

The Administration's restrictions in the area of public

purpose exempt activity financing if enacted, will also hve

a disruptive effect on the market. These broad and overly

restrictive requirements will- adversely affect an area of

financing which, by all traditional definitions, has fulfilled

public need and public purpose. There has been no demonstration

of any need to make corrections outside of the current

provikioni for small issue IRBs.

In closing, we would like to reiterate that the adverse

effects on.the municipal-securities market of last year's

illadvisedo tax-free "All Savers Certificates," the reduction

in maximum tax rates, and the incentives for leasing and

retirement accounts, pale by comparison to the devastating

consequences of this year's set of proposals. Participants at

all levels of this market will suffermost particularly state

and local issuers and the investor. We urge the Committee to

preserve this market, which has served this country's

state and local governments so well over the years.

Thank you.

L V>.-



Senator LoNG. Thank you very much, gentlemen.
Statement

of
SENATOR JOHN C. STENNIS

to the
COH4TTE ON FINANCE, UNITED STATES SCNATZ

Relative To

TAX-EXEMPT INDUSTRIAL REVENUE BONDS

Mr. Chairman and Members of the Committee, I appreciate

very much being granted the opportunity to submit this state-

ment to you. The purpose of this statement is to discuss the

use of tax-exempt industrial development bonds by state and

local governments. Your Counittet has, of course, been study-

ing this matter in considerable detail for some time.

It is a matter of pride with me that Mississippi, in 1936,

was the first state to pass legislation authorizing local-govern-

ments to issue tax-exempt bonds for industrial development

purposes. It was the pioneer in this field. The issuance

of these bonds was a part of Mississippi's broader effort to

bring industrial development to a depressed agricultural

economy.

The original purpose of these bonds was to promote indus-

trial development and to strengthen the manufacturing base of a

depressed rural economy. While there have allegedly been abuses

of these bonds in other states, I do not believe that this can

be said of Mississippi's program.

From the program's inception to the present, my State has

exercized careful control over the use of these industrial

development bonds. Their use has been limited to manufacturing,

.



304

2.

processing and warehousing.

Mississippi, I believe, operates a model program. Each issue

must be approved both by the local government, through-the city

council or the county board of supervisors, and by the State

Board of Economic Development. These bodies consider each

potential issue Very carefully and do not hesitate to reject an.

issue if it does not substantially further the program of

stimulating economic development.

Industrial development bonds have been a very important

development tool ii Missisppi. While our State is still -ne of

the poorest in the Nation, our carefully administered industrial

development bond program has been absolutely crucial to our

economic growth and development. A great deal of the progress

which has been made in Mississippi in increasing manufacturing

jobs can be credited to industrial development bond financing.

These bonds have provided the means for capital formation which

has not been otherwise present and have helped create jobs in

industry where none existed before.

Without the availability of industrial development bond

financing, I am convinced that many of the new plants which have

located in Mississippi would not have been constructed. Let me

give a'fewfigures. In the years 1979 and 1980, there were 117

projects financed with small-issue industrial development bonds

in Mississippi. These.projects represented a capital investment'

of about $243 million and created over 9,000 new jobs with an

estimated annual payroll of almost $110 million. I think it is

safe to say that the majority of these new jobs would-not have been
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created if financing with tax-exempt industrial development bonds

had not been available.

Other states have recognized the value of these bonds in

promoting economic growth. I believe that today some 48 states

allow some form of tax-exempt small-issue industrial development

bond financing. Clearly there is no inherent regional bias in

the program as it now exists. This is made clear by the fact that

the-National Governors' Conference strongly opposes the Administra-

tion's recommendations. Ten states follow Mississippi in allowing

the bonded to be issued solely for industrial or warehousing pur-

poses. Unfortunately, some of the stateewhich have authorized the

issuance of such bonds have abused the program afid provided for

the issuance of these bonds for non-industrial and non-essential

purposes.

The Administration has proposed and this Committee has

considered limitations on the issuance of industrial development

bonds which would have such a negative impact that they would

-probably kill the industrial development bond program. I believe

that it would be a serious mistake to adopt the Administration's

recommendations or any major portion of them.

I want to stress to this Committee in all candor that the future

industrial and economic development of my State is, like that of

many others, dependent on the availability of tax-exempt industrial

development bond financing. This industrial development is absolutely

necessary to the welfare of my State and its citizens. Over the years,

in Mississippi and elsewhere, increased industrial development has

proven to be the most successful method of stimulating the economy,

reducing the national-trade deficit, creating new jobs, and stimu-

lating the growth and development of the Nation.

9227 0 - 812. - 24 *
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I do not have to point out that this country is now in a serious
recession. Economic development programs are needed now as much as

or more than they ever have been. Industrial revenue bonds, and

small-issue industrial development bonds in particular, are

effective and absolutely essential development tools.

I am greatly distressed that this important tool for industrial

development is now in jeopardy. The Administration has proposed

severe restrictions. In fact, as I hav6 said, they are so severe

that, if they are adopted as proposed, the impacE will be to

eliminate the issuance of industrial development bonds in the

future. Although I can recognize the need for legislation which

corrects any abuses which may o-ecur in the industrial development

bond program, I believe that such legislation should preserve the

use of industrial development bonds for their fundamental purpose,

which is industrial development.

I hope that this Committee will agree w'th me; that it will

reject the legislation proposed by the Administration; and that

instead it will recoumnend legislation which will provide stability

and certainty in the tax-exempt industrial bond market. Such

stability and certainty does'not exist at present because of the

legislation the Administration has proposed, and which this Com-

mittee is now considering, and because revenue rulings which have

been adopted by the Department of the Treasury, such as Revenue

Ruling 81-216, which contain severe restrictions on small-issue

industrial revenue bonds and, as a result, close the door on

many bond issues.

I again express my appreciation to the Comittee for the

privilege of being allowed to present this statement. I hope that

it will not reconend legislation which would eliminate or-

severely restrict the industrial development bond programs of

t States.
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Senatr.LON. have a question or two here. One of the aspects of

PSA decisions today-S for State and local governments th curUil' the
-use of small-issue bonds.' A New York Times article from last
November reported that "more than 60 percent of the member that
the PSA suiweyed believe that the States could not solve-the prob-lem., Do you still think that the States' level of bond reform is
realistic,- especially .ince there is no assurance that neighboring
States would be similarly responsive to reform?

Mr. CLYjDm Well, Senator Long, we think that that would be the
ideal solution to the problem. But, obviously, some of our members
feel it might be impractical. I can simply state our position Which
was that we did call for State and local governments to curtail
their. financing. However, we-acknowledge that if .reductions in this

- kind of fimancing came through Federal legislation, that Would
Urge the Congress then to, direct the innpact of the legislation to ihe
beneficiaries in the form. of disallowing interest deductions,on the
interest Paidon these tax-free bond issues.*SSenator LON. Well, let 'mejust tell you gentlemen that there is
a lot of concern about this legislation. Aid although we do not
have good attendance in this committee today, we have had various
petitioners from all over the whole country who have contacted the
Senators about the various aspects of this problem. And I would-
turge you to do likewise. The whole committee is not here-and per-
haps we could send somebody down the hall to find somebody-as
those interested on tax policy do follow the hearings very closely.
And we will alert the Senators of these problems.

That concludes this session this morning. And the committee will
stand in recess until 9 a.m. tomorrow.

Thank-you very much..
[Whereupon, at 11:44 a.m., the hearing was recessed.]
[By direction of the chairman the following communications were

made part of the hearing record:]

.~
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SCalifornia Hospital Association
1O2312th Se Saseit. ¢CA 95814 9161443-7401

Statement of the California Hospital Association

Before the-

Senate Finance Committee

FY 1983 Medicare and Medicaid Budget Proposals

On behalf of the S30 member hospitals of the California Hospital

Association, we would like to present our views and recommendations

on the proposed Fiscal Year 1983 budget recently submitted to the

Congress by the President. Our comments will be confined to 'a number

of issues pertaining to the Medicare and Medicaid programs which fall

within -the jurisdiction of this .Committee.

We recognize that increases in federal outlays for the Medicare

and Medicaid programs are placing significant strains on the budget,

which is a proper concern of this Committee. At the same time, and

as we have stated before, arbitrary cuts in these critical programs

are disruptive to the financial integrity of our hospitals and

threaten the continued access to health care services of the bene-

ficiaries of these programs. "Quick fixes" only continue the shift- -

of Medicare costs to other purchasers of care, providers and patients.

We first call your attention to several proposed Medicare changes

included in th Administration's budget. Perhaps the most deleterious

proposal, and certainly one of the most inequitable, is the across-the-

-board reduction of hospital inpatient reimbursement by 2 percent
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While the administrative simplicity and savings certainly are appeal-

ing, it is these very characteristics which make this proposal

inequitable and counterproductive.

An across-the-board payment cut is based on a false premise that

all hospitals have similar Medicare patient loads, and therefore,

would be equally affected by the cuts. The numbers and types of Medi-

care patients vary greatly among hospitals: the impact of a 2 percent

cut would also vary. This change would impact the greatest on those

hospitals which serve large portions of the community's aged.

Equally disturbing are the disincentives for efficiency -and

economy which a percent payment cut would entail. Hospitals which

sought further savings through more cost-effective administrative and

delivery reforms would nevertheless be "rewarded" with the same 2 per-

cent cut as hospitals that make no such effort. Further, there would

be ad incentive to increase Medicare utilization to partially offset

the 2 percent cut because marginal costs--the costs of added aervices--

are less than average costs in such institutions.

If this inequitable and counterproductive uniform reimbursement

cut is accepted, we estimate it will add between $65 and $85 million

to the current $500 million pool of Medicare's and Medicaid's

unreimbursed hospital costs in California. In order to.remain

economically viable, hospitals must seek recovery of this shortfall-

from their private paying patients and other third party payers.

In California it is increasingly difficult to identify other sources

to help finance the care provided Medicare beneficiaries. Hospitals

with heavy Medicare, Medicaid, and non-paying patient loads have
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virtually no -lace from which to recover such unmet costs. Thus, a

cut of this magnitude would result in service and staffing cutbacks

in hospitals, with a corresponding deterioration in access and quality

as they seek to reduce their expenses--even though such actions can-

not eliminate the deficits that would be incurred under the proposal,

There are several other Medicare proposals which would have

results quite counter to program efficiency and beneficiary access to

quality hospital care. Specifically, we are seriously concerned with

the proposed repeal of the-waiver of provider Tiability. We believe

that in the exercise of professional judgment and in cases where

due care has been taken, providers should not be held liable for the

costs of services that in hindsight are judged by Medicare to be

uncovered or unnecessary. There are presently mechanisms to assure

that providers who consistently exercise poor judgment or who have

unacceptably high denial rates are disciplined and made accountable.

We believe these procedures are sufficient to maintain program

integrity and to minimize the burden on administration. This is a

far better approach than a return to the practice of demanding patient

deposits when the hospital is uncertain as to what services the

patient will be found to require in the course of his stay.

We understand that repeal of the waiver of provider liability

is related to the development of a new utilization review program not

yet described but presumably to be operated by carriers and inter-

mediaries. If the proposed program relies on a system of retrospective

claims review similar to that which existed -iior to the PSRO program'

we would like to record our strong objections. Repeal of the waiver
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of liability would facilitate the application of penalties-under such

a program, but it would also permit retrospective reviews to determine

whether to-pay a hospital that must make its judgment of the needs of"

a patient when the patient appears in pain at its front door.

Two other reimbursement proposals in the Administration's Medi-

care recommendations are of special concern to the members of CHA.

Both proposals involve the methods for reimbursing physician-ervices

in the hospital setting. First, the -Administration proposes that

payment for the services of hospital-based physicians (generally

radiologists and pathologists) be handled in the same manner as for

-all other physician services. We would like to point out that present

procedures which permit such physicians to receive 100 percent of the

Medicare reasonable charge, rather than 80 percent of such charges,

were designed by the House Ways and Means Committee in 1967 to

improve administrative efficiency by allowing hospitals to combine

these bills with the Medicare cost billings for other services in the

departments where they perform their services. Current policy

reflects the nature of the arrangements which exist between hospitals

and physicians whose entire practice is located in the hospital set-

ting. We believe these combined-billing procedures have simplified

reimbursement procedures, and that the recent requirement for physicians

to accept assignment for these services argues persuasively for the

retention of these procedures.

The second physician reimbursement provision would reduce the

physician charge limits for services provided in hospital outpatient

departments on the theory that physicians do not bear the overhead

costs which are normally incorporated in their fees for services
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in their office practice. While the logic of this argument is

compelling, in certain hospitals the fees of ambulatory services

teaching physicians sometimes support the costs of these services

which are-not fully met by Medicare and other payers. In these cir-

cumstances this proposal could have a very deleterious effect on

primary care services provided by hospital outpatient departments.

Furthermore, we do not expect physicians _to have lower fees for

hospital outpatient services than for office services. If they have

uniform fees, they are likely not to accept assignment of payment

under Medicare and the burden on patients for payment is likely to

increase.

We oppose the provision for a change in reimbursement provisions

for private rooms. When Medicare was enacted, it was recognized

that bare cost reimbursement was, insufficient to keep hospitals

viable. Therefore, hospitals were permitted to profit when a patient,-

on his own volition, uses a private room. Under the proposal, essen-

tially the entire profit would go-to Medicare. Medicare would be

reimbursed more than cost in these cases.

We have also examined the other proposals included in the Medicare

portion of the budget submission and We would like to recommend that

extension of the Medicare tax and Medicare eligibility to federal

employees be enacted. Significant numbers of federal workers ultimate-

ly achieve Medicare eligibility through working briefly in covered

private employmibnt or through the eligibility of a spouse. Applying

the hospital insurance tax to federal workers would bring more equity

into the financing of Medicare and give all federal retirees another

choice of health insurance coverage.
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We also want to endorse the proposal to require continued private

'insurance coverage of persons who continue working after age 6 in

those instances in which the employer offers health insurance coverage

to all other employees. This proposal could provide significant

savings to Medicare and it would end what now amounts to a Medicare

subsidy of private group health insurance which does not bear any of

the costs associated with health services for the working elderly.

In general we favor policies which move toward the creation of

a more cost-conscious health delivery system and a reduction in-

inappopriate and costly regulation. Some of the proposals in the

Administration's Medicare package would serve to heighten the cost-

awareness of providers and patients through the extension of

co-payments and reduction in the scope of Medicare coverage. These

initiatives address the * iand for services and can be effective in

addressing Medicare I 1 cost increases.

At the same time, the Administration is reportedly considering

an expansion of the current program of cost limits under Section 223

of P.L. 92-603. We have testified repeatedly that present routine

cost limits under Section 223 have had an inordinately discriminatory

impact on California hospitals. The Section 223 methodology does not

take into account significant regional variations in Medicare hospital

utilization. While the 223 cost limits are based on a comparison of

hospital per diem costs, the classification of hospitals for compara-

tive purposes does not reflect the significantly shorterlengths of

stay, lower admission rates, and higher intensity of services which

are characteristic of C alifornia hospitals.

-C'
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The solution long proposed by the California Hospital Association

is the regionalization of the Section 223 schedule of limits,. The

limits' would be computed according to the current methodology but

separatelY for each of the four census regions. This solution has the-

advantage of simplicity and conforms to the original intent of Congress

expressed by theHouse Ways and Means Committee that liMits should be

'based upon comparisons of costs of covered services by various classes

of providers in the same geographical areas" (House of Representatives

Report No. 92-231, May 26, 1971, U.S. Code, Congressional and Admini-

strative News, p. 5004 (1972). The total shortfall would be approxi-

mately the same as under the current system, but it would be distributed

more evenly across various geographical areas.

The Health Care Financing Administration (HCFA) is presently

considering expansion of these inequitable cost limits to total inpatient

costs supposedly adjusted for individual hospitals case mix differences.

We fail to understand how extending this inequitable program cani be

Justified by any benefits to the Medicare program. Compounding the

present problems in which Medicare has not differentiated its payments

in accordance with appropriate regional differences aiong hospitals,

-thz -CFA proposals will not allow for proper adjustment for differences

among patients." In our view, this system will create disincentives

and impose penalties on our institutions simply because they'have

markedly reduced Mediare lengths of stay and. the costs of the Medicare

program for its beneficiaries in California. We urge you to express

your opposition to HCFA and to recommend that the present methodology

be revised to reflect appropriate regional differences.

TAI
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. Discussion of Medicaid changes is also warranted. Preliminary

"estimates are that California would lose about $240 million ir f Y 1963

if the AdIministration's Medicaid changes are adopted by Congress.

These reductions come on top of a conservatively-projected 18 month

loss to-hospitals of $358.7 million in cutbacks to the state's Medicaidt

program, Medi-Cal, if the budget proposals introduced by California's

Governor Brown are enacted. California is facing a major fiscal crisis,

amd the Legislature will be forced to balance the state's FY 82-83

budget, as required by our constitution, by either draconian cuts in

the Medi-Cal program, or by ttx increases. These actions will come on

top of a state-imposed (and federally-approved) 6 percent inpatient

reimbursement limit during this fiscal year, which threatens to cost

hospitals $54 million. Further reduction inf£ederal Medicaid programs

are intolerable. As with Medicare shortfalls, providers would again

be forced to transfer those unreimbursed costs to the prr ate sector

wherever po-sgible.

Even without the imposition of proposed federal Medicaid changes,

the state budget proposed by Governor Brown contains no increase what-

soever for provider rates, including inpatient reimbursements, despite

the staggering costs of inflation on all segments of the economy.

That budget also proposes to eliminate all existing state statutory

requirements for reasonable reimbursement of both inpatient and out,

patient services. Thus, the state Department of Health Services will

be able to continually reduce the provider reimbursement program to

achieve whatever budget cuts are mandated by the Legislature and the

Federal government. Providers are already being forced to limit

their growing financial liabilities from public programs by withdrawing

' ,*.
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from pArticipation in those programs. Actions such as those now being

contemplated at the state and federal level will surely make such

withdrawals a viable and often necessary survival-strategy for more

and more providers.

We are particularly concerned about further reductions in federal

matching rates. Specifically, we oppose the Administration's propos-

al to lower this rate by 3 percent for all services provided to the

medically indigent. For California this would mean an estimated loss

of SZ0 million. Since the state's finances are in such a precarious

condition, general revenue funds will not be obligated. Rather, the

cuts will again fall directly on beneficiaries and providers.

From our experience in California, it doesn't appear likely that

tho Medicaid cost sharing requirements will have the Administration's

projected impact on utilization. California's experiment with cost

-- sharing in 1972 and the first half of 1973 did not produce any con-

clusive results. While an evaluation of the experiment noted reduced

"overutilization," the study did not address the contributory effects

of prior authorization requirements which were imposed before 'the

experiment began. The evaluation also noted a decline in preventive

care which raises the issues of increases in downstream utilization

patterns of more intense and expensive modalities of care. In 1979,

the Los Angeles County Board of Supervisors imposed cost sharing at

the county's public clinics. Preliminary estimates indicated that

for every dollar of program administrative costs only $.80 was

returned. While cost sharing may have only negligible effects on

utilization, we expect that it will substantially increase hospital
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kid debts and charity care. This will be most true for those hospitals

serving a large volume of Medi-Cal beneficiaries. These mostly inner-

city hospitals are least able to handle such losses since their private

patient revenue base is so small. The Committee should also be

sensitive to the possibility that such cost sharing requirements as the

Administration proposes may, in fact, increase program costs due to

increased utilization of hospital emergency departments.

,As we seek to address the problems arising from the redefinition

of the public commitment to provide access to needed, quality health

care for the elderly and the poor, we are concerned with the increasing

acceptance by public officials of a two-tier health delivery system.

&A has been supportive of the goal of extending access to health

services without regard to economic status. We see this-goal being

assaulted through arbitrary policies at both the state and federal level.

Nevertheless, we believe that equitable and reasonable methods for

financing the care provided under Medicare and Medicaid can be developed

which do not compromise the enormous progress which has been made in

'bringing quality health care. to all our citizens.

.. 1
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My name is, Burton R. Burton. I am Senior Vice President Of

the Aetna Life and Casualty Company. X appear today on behalf!

of-theHealth Insurance Association of America and m joined in

this statement by the American Council of Life Insurance.

Any enterprise, if. it is to survive, must recover the Costs

of producing goods and services. Both fixed and variable costs

must ultimately be reflected in the prices consumers pay. If

one segment of a business suffers losses, then these losses must

be offset by gains elsewhere. Otherwise, the entire enterprise -'

- will fail.

Hospitals, physicians, and nursing homes are no exception to

this rule. Federal and state governments unfairly restrict their

payments to health care providers, paying only part of the hospital

c60ts of Medicare and Medicaid patients. When the government refuses

to pay its full share, everyone else must pay more. Costs not cov-

ered by Medicare and Medicaid for their patients must, therefore,

be recovered from private patients., It is, in effect, a hidden tax

on sickness, levied on a hospital's non-government patients to pay

,those hospital expenses not paid by Medicare.

Despite widespread concern about rising health care costs,

,little attention has been focused until recently on the practice

of cost-shifting from the public tO the private sector.

3e+
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* This is how it works. Under the payment formulas established

by the Health Care Financing Administration (HCFA) of the Depart-

ment of Health and Human Services, certain hospital costs are not

recognized. Those includes

* The bad debt and charity costs incurred in treating
patients who do not pay their bills.

* Certain equity capital requirements necessary for replace-
ment and addition of facilities and equipment.

* Certain hospital educational and research costs.

At the same time, the government has progressively -ightened

its regulations for determining reimbursable costs. Section 1816

of the Social Security Act states that "reasonable cost shall be

determined by regulation which may provide for the establishment

of limits on the direct or indirect overall incurred costs . . .

to be recognized as reasonable." These limits have been repeatedly

lowered. As a result, the "hospit4 payment differential," that

is, the difference between what Medicare and Medicaid choose to

pay akd what private sector patients pay, continues to grow year

by year.

Mr. Chairman, the Congressional Budget Office last year stated

that Medicare pays, on the average, 16% less than the average

non-government patient. This, as troublesome as it is, of course,

understates the problem in many areas., I can only call your

attention to the man who-drowned in the river which was only one

foot deep -- on the average.

We believe strongly that, if a hospital has two patients,

side by side, receiving the same-care, in identical circumstances$

it should receive the same payment regardless of who the payor is.

* . .,*

. -.- )



The 'situation is growing vorie, not better. From 1975 to

1970, the differential rose from $12 to $41 per adjusted patient

day, a increase of 242 percent. Based on this rate of growth,

the difference will rise to $140 per adjusted patient dayoin 1903.

Stated another way, on an average daily basis in 1979, Medicare

payments were $198 while private patients were charged an esti-

mated $239 for thesame service. Overall, the shortfall in govern-

ment payments increased from $1.1 billion in 1975 to $3 billion in
1979. ~breover, the Health Insurance A'sociation of erica- (HIM)

/

nov estimated'that the 1981 shortfall will exceed $4.8 billion.

This gap will surely widen if Congress approves a-2% across-the-

board reduction in Federal reimbursements to hospitals for Medicare-

patients.

Faced with this shortfall in revenue, hspittls ha~e two

choices. They may draw upon available hospital reserves, if any,

to make uO the deficit or they must overcharge patients who are

not under government programs. Most hospitals adopt the second

option to preserve their fiscal integrity. Thlus, government reim-

bursement practices lead directly to differentials in payment.-

between government and private patients. The end result of lower

Medicare/ Medicaid payments is cost-shifting to private. patients,

not cost containment.

These 4go4ing shortfalls are hurting hospitals, hampering-

employer efforts to contain health care costs, and inhibiting the:

potential for further developing competition in the health care-

systemi,.

2?0 2 -'25
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Many inner-city and rural hospitals with a high proportion

of Mdicare/Medicaid-cost-reimbursement patients have extraordinary

shortfalls and differentials. At these hospitals, there are foyer

patients who pay full charges, and the hospitals are unable to

shift their losses to private patients. Consequently, it Is not

surprising that some of these institutions are already-in financial

distress, and the 20 reduction could be the final blow. One hos-

pital administrator expressed the dilemma to us this ways

"Today, at Greater Southeast Community hospital (in Washington,

D.C.)# a patient who is hospitalized for five days and who undergoes

surgery will incur the same charges or bills -- but the hospital

will be paid the followings D.C. Medicaid, $2,4011 cotmergial

insurance, $3,184; Blue Cross, $2,8811 Maryland Medicaid, $2,675;

and Medicare, $2,520.

"That's a 25 percent spread on one bill This inequity pun-

ishes hotplialp and patients alike, particularly middle-class

patients who must subsidize the below-cost reimbursement of Medicare

and Medicaid." (Barry A. Passett, President of the Foundation

which oversees Comeunity Hospital in Washington, D.C.)

Arbitrary reductions in government reimbursements do not

encourage hospitals to economize to meet lowered payment schedules.

Instead, once hospitals begin shifting costs to the private sector,

increasing charges becomes, a logical and routine response to

government reimbursement limitations.

Clearly,-the severity of the problem restricts competition

in the health care marketplace. Stated very simply, private payors

1: -



%annot compete with Medicare (for example, through a voucher system)

when the government buys at lss than full cost 40 percent of the

nation's total hosp4tal services. Hospitals cannot compete on the

ba0is of price when their payments are arbitrarily reduced for a

large percentage of their patients. Furthermore, in certain areas

of the country, commercial insurers are virtually unable to compete

with Blue Cross plans because of Blue Cross contractual arrange-

ments to pay hospitals less than they must charge other private

patients. In those areas where the Federal shortfall is not spread,

evenly across the non-government patients, the problem is, of

course, exacerbated.

Mr. Chairman, the designers of Medicare believed at the outset

that by paying only for the actual cost of treating government-

program-patients (i.e. ,- the "cost payment" method), hospital reim-

bursement would be effeotivel controlled. It soon became apparent

that the cost-payment method, which provided for retrospective

payment of all recognized costs, did not result in the desired

accountability.

On the contrary, because the costs were adjusted by being

paid retrospectively, hospitals were not at risk financially and,

therefore, had little incentive to hold down costs. What reward

did a hospital administrator get who worked hard and did, in fact,

lower his costs? Less money. A reduced cash flow. Is it any

wonder that Medicare/Medicaid expenditures began to outstrip

general inflation in the economy?
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What of solutions? The Congress made a beginning last-year

when it directed the Department of Health and Human Services, in

Public Law 97-35, to devise a system of prospective reimbursement

for hospitals suitable for both Medicare and Medicaid. We- strongly

support the development of a prospective reimbursement system that

id equitable to all payors and provides hospitals with rewards,

not penalties, for more efficient behavior.

Other steps toward a solution have already been taken in a

few states. Examples are Maryland, New Jersey, and Illinois.

Enabling legislation in these states gives hospital rate-setting

authorities jurisdiction over rates paid by all private sector

patients.

In addition, these authorities have obtained approval from

the Federal and state governments to establish comparable rates

for Medicare/Medicaid payments. Such approval was obtained under

Section 222 of the Social Security Amendments of 1972. This

section allows the Secretary to waive the usual reimbursement regu-

lations in order to experiment with prospective payment systems.

By participating in the waiver system, Medicare and Medicaid

agree to reimburse for certain services for which they would not

otherwise pay. In effect, therefore, they would pay on the same'

basis as private insurers.

... On the surface, such concessr6ns would appear to be more

costly. Medicare and Medicaid, however, are willing to participate

in prospective payment systems under the waiver authority because



these systems provide positive incentives for reducing overall

,hospital cost escalation and thereby generate cost savings.

These incentives result because this system prospectively

approves a hospital's budget, thereby determining in advance needed

hospital revenues which will form the basis of payment by all

patients.

In this way# hospitals are encouraged to achieve savings by

increasing their operating efficiency. By reducing operating

below approved revenue levels, a hospital can produce a surplus

that can be used at its discretion. It can be applied to new

programs, services, or simply contributed to the hospital's reserves

to help assure financial stability.

It should be pointed Out that a waiver includes inside limits

on the government's liability. Operating with a Medicare/Medicaid

waiver, Maryland has achieved both equity among payors and govern-

ment payments that are at least as low as they would have been in

the absence of the program.

In the three years of 1978, 1979, and 1980, the Medicare and

Medicaid program saved -a total of $86.5 million in Maryland compared

to what total expenditures would have been if that state's program

did not exist.

Mr. Chairman, the HIAA is completely supportive of the

Administration's goal of controlling inflation. No industry is

hurt more by inflation than the insurance industry. Our support--

for cost containment measures in the health field has been second

to none. Most recently, in January of this year, the HIAA joined
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Business foundtable, Blue Cross-Blue Shield, the American Hospital

Association, and the American Medical Association, in a joint

statement calling for the~evelopment of health care coalitions

on the state and local level as an important means of restraining

costsnd improving the quality and access to care. However# it

must be clear from-the foregoing that the HIAA must oppose the

2t anross~the-board reduction in Federal reimbursements to hospitals

for the care of Medicare patients as well as any other arbitrary

cuts in payments to providers which do not in reality represent

true program cost reductions but are merely the shifting of present

costs to other patients.

The 2% solution shows in stark reality what has been going

on for years, a continuing ratcheting down of Medicare reimburse-

ment using one excuse after another to re-define "reasonable cost."

There has always been an excuse, a reason, but the result has always

been the same -- another zitchet down.

If the cost of medical care is-too high, it is too high for

all of us. It is simply not fair for the government .o solve its

problem by fiat and leave the rest of us to pick up the pieces.

It has a responsibility to look at the results of its actions on

the rest of the system. --

The 02% solution" is not being a "prudent purchaser." It is

not picking and choosing from whom it will buy, shopping judiciously

for price and quality. It is using naked economic power that comes

from the hospital's dependence on government patients and the full
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power of government to arbitrarily reduce its expenses across the

board, take it or leave it.

Nor is the proposal cost containment, as many would have us

believe. It is a step toward cost escalation and has a direct

impact on not only hospitals, but employers and private-paying

patients, who ultimately must bear the burden of spiraling health

care costs.

And, as a practical matter, the hospitals, if it is enacted,

have no choice but to take it. To those hospitals which are pros-

perous, and have plenty of charge patients to shift the cost to,

it may be an excellent solution, preferable to razzle-dazzle rule

changes that increase administrative costs and red tape with the

same result. But the 2% solution hits all hospitals across the

board, efficient and inefficient alike, lean as well as fat. The

result must, in fact, be inordinately hard on those hospitals with

a high proportion of Medicare and Medicaid patients, or a large

proportion of charity cases or bad debts.

There are, on the other hand, practical-steps to reduce

program costs which we do not oppose.- We would support bringing

all Federal employees under the Medicare system, since many qualify

for it already.

We do not oppose making Medicare secondary to employee group

insurance for workers over age 65, nor do we see any practical

problems with delaying the-initial eligibility date for Medicare

beneficiaries.

There is a broad agreement that the status quo is unacceptable.

Indeed, research reveals a high degree of public concern with the
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problem. Though there may be difficulties in implementing correc-

tive action -- and even a lack of unanimity on the best option --

the future stability of the health care system demands that the

problems caused by cost-shifting be recognized, addressed and

resolved in the public interest.

Mr. Chairman, on the subject of containing the rising cost

of Medicare, there is another issue of vital importance -- the

Medicare competitive contracting proposal and the overall budget

crisis facing the intermediaries and carriers.

You are undoubtedly aware that total Medicare payments to

hospitals, doctors, and other providers will come close to $50

billion dollars in 1982. Medicare payouts have increased by more

than 20 percent each year since FY '80 and threaten the entire

Federal budget.

I mention this because private insurance companies not only

have the responsibility for paying claims efficiently, but also

must assure that claims on the Trust Funds are legitimate, appro-

priate, and reasonable. The intermediaries and carriers have

performed this function on a no-profit, no-loss basis since this

-partnership for Medicare Administration was formed in 1966. This

method of joint administration which costs only 1.7 percent of the

whole program, has been a major success and serves as a model

for how complex public programs can be managed.

In this context, the competitive contracting proposal sends

us another signal that too many people are focusing on the 1.7

percent rather than on the $50 billion. In 1972 it cost 3.4 percent
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of the total program for administration. Today that figure has

been cut in half. Our record for consistently lowering the cost

of claims administration despite inflation and increasing work-

loads is clear.

However, the budgets for Medicare Contractors for FY 1981,

1902, and now proposed for 1983 are so seriously under-funded that

they jeopardize the partnership built so carefully over 15 years.

The tail is wagging the dog. Budget cuts have forced us to give

up the trained professional personnel we need to adequately super-

vise the $50 billion in program payouts. If the Medicare carriers

and intermediaries are to continue to do the Job expected of them,

they must be adequately funded. To do otherwise is penny wise

and pound foolish on an unprecedented scale.

Thank you.
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The American Association of Homes for the Aging respectfully submits

these comments to the Senate Committee on Finance concerning the impact of

the administration's proposed budget on long term care. AAHA represents

nearly 2,000 not-for-profit providers of long tern care, housing, and

housing-related services for the nation's elderly. Over 50 percent of our

member skilled nursing facilities and intermediate care facilities participate

in the Medicaid program, and many of our members also participate in the

Medicare program.

The administration plans to reduce Medicaid expenditures $2 billion

in FY 1983, and the Medicare program by $2.5 billion. The magnitude of

these budget reductions will clearly and profoundly affect the ability of

our member nursing homes to provide quality care to Medicaid residents./
We see in these drastic cuts the continuation of a process, begun last year,

in which the service delivery system in long term care is being re-ordered

to eventually mirror the almshouses that shocked the public consciousness

at the turn of the century. Not since the Great Depression have public

conditions threatened to abandon the poor, sick, aged and disadvantaged.

We plead before this Committee for relief from these budget proposals which

are morally and ethically repugnant.

Our position is predicated on the assumption that the government

cannot reform the admittedly expensive public pay programs with a simple

meat ax approach, without causing severe disruptions in the lives of

thousands of nursing home residents in this country. The effects will not

be hidden, nor will they be confined to the ledger sheets of recipient

facilities. Rather, the Impact will be seen in reduced admissions,

reduced quality of life within the facilities, and reduced capacity to

provide even the minimally acceptable (by today's standards) levels of care.
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The cuts in nursing home financing are exacerbated by meat ax chopping of

potential alternative programs in home care, social services and housing.

The budget constitutes a statement of abandonment for the frail and

vulnerable elderly.

For these reasons, we greatly appreciate the opportunity to speak out

on the proposed cuts, and we applaud the scrutiny that these budget proposals

are receiving in the Congress.

Medicaid

The proposed Medicaid reductions must be viewed in light of the $.9

billion reduction already built into FY 1983 by the Omnibus Reconciliation

Act of 1981. The additional $2.2 billion cut would result in a $4 billion

reduction over a mere two-year period (FY 1982-FY 1983), an astronomical

sum when compared with the rising costs of and rising demand for Medicaid

services. Reductions of this size cannot be achieved by simply rooting out

waste and inefficiency, especially in an expedited time frame. Instead,

the "savings" are obtained from the core of these program services, which

still are considered vital to the provision of humane and quality care.

The specific reduction proposals clearly bear this out.

The administration wants to reduce federal matching expenditures

for the care of "medically needy" individuals by 3 percent for FY 1983.

Persons in the "medically needy" category are characterized as "optional

beneficiaries," with the implication that they are an insignificant part of

the nursing home population. In fact, a substantial majority of skilled

nursing and intermediate care Medicaid residents are within the "medically

needy" category. These people have incomes too high to be eligible for

mandatory assistance, but have also incurred major medical expenses. The
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administration's proposal, then, would slice an additional 3 percent from

the federal contribution for the care of the category of indigent individuals

which makes up the majority of Medicaid aged and disabled persons in nursing

homes. Such a funding reduction would not merely affect "optional" benefic-

iaries In the normal understanding of the word, but would go to the heart of

the nation's long term care population.

Similarly, the administration seeks a 3 percent reduction in the

federal matching payments for the provision of "optional" services. Again,

it is implied that "optional" services are frivolous, luxury items, but in fact

they encompass such services as dental care, prescription drugs, and perhaps

most importantly, intermediate care. Over the years, the provision of

intermediate care services has become an integral part of the long term care

system. At a time when public policy and common sense have mandated that

greater emphasis be placed on providing the appropriate level of care for

each individual in the long term care system, it is seemingly contradictory

to hamstring a widely-used level of care which is proven effective and less

costly than skilled nursing or acute care services. If intermediate care

becomes financially prohibitive for facilities.with resident populations

(and potential populations) requiring twenty-four-hour-a-day-care, and the

availability of such care is drastically curtailed, then the alternative is

placement at the skilled nursing level,or in hospitals because of the

shortage of skilled nursing beds. This would not be in the best interests

of the individual, who may receive care overly intensive in relation to his/

her needs. It also is not in the best interests of the public funding

agencies, since skilled nursing care is often significantly more costly than

intermediate care and hospital costs are up to ten times as expensive.
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In addition to the specific issues raised by the proposed 3 percent

reductions, a more general concern must also be considered. A blanket

percentage reduction does not permit recognition of the merits of a particular

program, nor does it separate efficient from inefficient operations. Instead,

it affects all long term care facilities, regardless of previously-implemented

cost-cutting measures. A tremendous burden is placed on the states, where

they will have to choose between curtailing needed programs and services or

Increasing their own spending to offset the federal reductions. Since many

states are in serious financial circumstances, it is unfortunately clear how

they will resolve that dilemma. Further, there is a strong possibility that

states would move to maxi ize Medicare and therefore increase federal costs

in that entitlement program.

In addition to the reductions of optional services and services to

t~e medically needy, we are also concerned about the proposed combined

welfare administration block grant, wherein Medicaid administrative costs

would be placed within a block grant, along with the administrative costs

for the Aid to Families with Dependent Children and food stamp programs.

This block grant would be funded at 95 percent of the projected 1982

administrative expenditures in the areas. In addition to limiting the states'

capacity for ferreting out fraud and waste, the block grant approach would

also hamper their ability to assum, the greater programmatic responsibilities

envisioned for the states in the draft of the new Conditions of Participation

and survey and certification rules presently under development within the

Department of Health and Human Services. Further, we fear that, as an

alternative, the-states may recapture the necessary funds for administration

by withholding an additional amount of financial assistance from the

facilities. On top of the other proposed funding reductions, this indirect
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reduction could have a truly debilitating effect on the ability of nursing

homes to provide quality care.

The proposal to "allow states flexibility to recover long term care

costs from beneficiary estates and relatives" raises several questions which

must be clarified by the administration. While the concept may be appropriate

for discussion, it is not clear whether the administration is seeking to use

family contributions as a supplement to Medicaid payments, or as a partial

replacement for such payments. This may pose the unwelcome scenario where

the states further reduce Medicaid payments, and put the burden on nursing

homes to seek substitute funding from the beneficiaries' families. AAHA

strongly opposes this use of family supplementation. The high costs incurred

in locating families and soliciting payments, merely to regain the original

levels of financial support, make this an extremely undesirable approach.

Its primary effect would be to shift costs to the facilities, at the eventual

expense of the residents, in terms of reduced funds available for programs

and services.

Another cost-shifting effort is seen in the proposed mandatory co-

payment for Medicaid services. The policy assumption behind this idea appears

to be that too many people with medical needs seek medical attention-at

public expense. By giving Medicaid-eligible persons the-responsibility of

paying the first dollar for medical services, the administration hopes to

decrease the incentive to utilize the available services. Thus, a dual cost-

savings is achieved through a reduction of the actual federal-state Medicaid

payment, and by an anticipated reduction in the use of services.

This proposal raises significant ethical questions. There Is no

division made between those persons who can afford the co-payment and those

persons who cannot. It raises the spector of people actually being too poor
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to receive Medicaid benefits, as it does not account for an individual's

inability to contribute towards his/her care. This, as much as any

proposal in the administration's budget, illustrates how easily holes can be

made in the social safety net. Reliance on the private sector to identify

and subsidize people affected by the co-payment provision cannot be without

limits. The budget reductions over the past two years have placed increasing

strains on the community sources of funding of charitable activities. At

the present time, it is difficult to be confident that such community support

can sufficiently compensate for the future compounding deficits that appear

likely to occur.

Medicare

The underlying theme in the budget presentation for Medicare is one

of cost-shifting. The budget proposes a number of steps which shift costs

to providers, consumers and-to state governments. What is clear from a

reading of the budget proposals Is that the administration is more concerned

with the short-range fiscal impact of the budget cuts than it is in the long-

range consequences.

The cost-shifting through provider screens and integrated percentage

cuts to providers will not bring systemic changes in health care delivery,

but will lead to policies of cost avoidance. Less providers will serve the

poor and disadvantaged and those that continue to do so will either become

Medicare mills simply pushing people through, or bankrupt. For the individual,

cost-sharing will increase his/her disposition of resources leading to

eventual pauperization. Medicaid rolls will increase as new, eligible

persons spend down to the level of catastrophic protection. States will

suffer the pains of disregarding need or raising revenues to compensate for

the failure of the federal structure to promote the public welfare.
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For example, the proposed budget would eliminate the federal matching

payments for. the beneficiary share of Supplemental Medical Insurance premiums.

This appears to be little more thap the shifting of additional costs to the

states, with the inevitable result that even more money will be drained from

the state contribution to actual program services. This particular provision

cannot be viewed in a vacuum, but must be seen in the context of the full

array of proposed reductions in federal Medicaid contributions. With

financial pressures being placed on the states from every aspect of the

Medicaid program, the termination of federal matching payments for Medicare

Part B premiums will only accelerate the return of the "warehousing" concept

-to the realm of policy acceptability. States, burdened by a reduced tax base

due to tax reductions and the depressed economy, may be forced into the

position of mirroring the federal government's meat ax approach to ward off

fiscal instability. Despite denials made at various levels within the

administration, this can only be done "on the backs" of the indigent elderly

and disabled.
Also, the administration has been promoting the concept of maximizing

free-market forces in the health care field, and has promised to submit a

comprehensive "pro-competition" bill this year. While this bill would be

timed for FY 1984, we feel it is appropriate to offer our views on the

subject, due to the apparent reliance that will be placed on the pro-competition

approach.

At the outset, we urge the rejection of any "market" proposal which

signals a governmental decision to do so much for the elderly, but nothing

beyond that point, leaving them to their own devices as part of a Darwin-type

scheme. Competition should never become a code word for the dilution of the'

public sector's commitment to the elderly persons in this country.

95-227 0 - 82 - 26
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As we understand it, the administration is contemplating some sort of

voucher system, wherein a person could select the type of health care

coverage that best suits his/her medical and economic needs. We must join

the ranks of those who have voiced some concern over the ability of the

at-risk populations, who are vulnerable because of age or multiple chronicities,

to be informed consumers. While the theory behind the voucher-hat-a--certain

appeal, it is doubtful that many of the indigent elderly and those persons

with impaired mobility can make the sophisticated decisions that would be

thrust upon them by this proposal. Efforts by the Department of Health and

Human Services to educate the users of vouchers would have to be intensive

and probably very expensive, without a clear probabi-lity of success.

We urge the Congress to avoid the simplistic categorization of the

issue as being a matter of either pro-competition or pro-regulation. If we

as a nation do move towards competition, it is inevitable that a final product

will contain a blend of thee concepts, and thus manifest free-market aspects

to create incentives for cost reduction while preserving the government's

historical stake in the process as a defender of the poor, infirm, elderly,

and disadvantaged. Towards this goal, we commend the systematic review performed

by this Committee during the 96th Congress of proposals to utilize the Medicare

and Medicaid programs to provide catastrophic health care protection. Likewise,

we think it would be useful to explore the use of the Internal Revenue Code

to create incentives for the proliferation of privately-sponsored care. While

we as an association do not endorse either of these options -t this time,

we do believe that they have the potential to free up significant resources,

to be used in a more effective manner.

AKP/b-Jc
3-10-82



399

UrAWd Ceeal Poky Aeseddfee ht
Gomwom Adit Ofte
OMWle AAiwrgS . Sufs 141
423SSWr tNW.
W"Mnoo. D.C. 2001

february 1s, 1962

Honorable Robert J. Dole
Chairman
Senate Cettee on Finance
Room 2227
Dirkien Senate Office Building
Wtashington, D.C. 20510

Dear Senator Dolei

- Attention: Iobert Z. Ughthiutr
id.f O soun l

In response to your announcement of Clomitteo hearings March 10-12
on Administration proposed budget reductions, please find enclosed our
February, 1982 Word From Washington Malnsis paper, "UCPA Affiliates Report
Title XX Social Services and Maternal and Child Health Budget Rductions.,
Please feel free to use the paper in whatever way that would be of
assistance to the Comittee, including its reproduction in the hearings
transcript.

If we can be of as1sitance, please let us know.

Sincerely,

3. Clarke Ros, D.P.A.
Director

ECI/rlk

Enclosure

LEONARD KF GOLDEN"O4
CHARMAN OF THE GOAR"

JACN HAUSMAN NINA EATON HOWARD C MILLER. JR
VICE CHAIRMAN VICE CHAIRMAN PRISSON?

WILLIAM 81IRENDERO. M O.
vICE PRIHlOENI
MECICAI. AFAIRS

p M20) $42124

EARL K. CU TERO
1xIiJIpa 1)(NECTOR



400

ANALYSIS

E. Clarke Ross, D.P.A.
Director
Governmental
Activities
Office

United
Cerebral
Palsy
Associations
Inc.

Chester
Arthur
Building
425 1 Street
Northwest
Suite 141
Washington,
D.C. 20001

(202) 842-1266

P

Number To

In Depth Resource Material
Prepared for Affiliates Of

United Cerebral Palsy Associations, Inc.

UCPA AFFILIATES REPORT TITLE XX
SOCIAL SERVICES AND MATERNAL AND CHILD

HEALTH BUDGET REDUCTIONS

Volume Eleven

This paper has been prepared at the
request of Representative John D. Dingell,

Chairman, House Committee on Energy and Commerce

by

-E. Clarke Rose, D.P.A., Director and
Merna N. Williamson, Research Assistant

UCPA Governmental Activities Office

February, 1982



401

DOWUNT'S PURPOSE

This paper has been developed in response to a January 22p 1982 letter
from Representative John D Dingell (MI), Chairman, House Committee
on Energy and Commerce. The Committee is gathering information "on
the effects of the Reagan budget cuts on the programs under our jurisdiction"
in preparation of the report they must file to the House Budget Committee.

in his letter to JCPA, Chairman Dingell stated that "I am writing to
you because you and your associates were so helpful to the Committee last
year when we were trying to understand the effects of each and every
program cut and restructuring. During the next two weeks I hope you will
be able to provide the Committee staff with updated information. What
effect have the program and budget cuts had on services and people? What
effect would further reductions have on programs and people? Are there
any special cases, histories, or events that illustrate clearly how the
budget cuts are being felt?"

THE F.Y. 1982-1983 FEDERAL BUDGET

In terms of the major federal programs of highest priority interest to
UCPA, most of these programs were protected by the Congress in fiscal year
1982.

The Administration had proposed the block granting of P.L. 94-142, the
"Education for All Handicapped Children Act," and had recommended funding
reductions of roughly 30% from the 1981 level. By P.L. 97-35, the Budget
econciliation Act, Congress extended P.L. 94-142 for several years as a
categorical program. And by P.L. 97-92, the F.Y. 1982 Continuing
Resolution, P.L. 94-142 appropriations were actually increased over 1981
for 1982. Of course the Administration has proposed a substantial
rescission in these 1982 levels but Congress has not yet accepted this
proposal.

Likewise, in P.L. 97-35 the Congress rejected the Administration's
block grant proosals regarding state grant programs of Vocational
Rehabilitation, Independent Living, and Developmental Disabilities. And
P.L. 97-92 increased the 1982 VR funding level and held constant the
IL and DD levels. Congress will have to once again reinforce these decisions
as the Administration seeks 1982 rescissions.

The Administration also sought an arbitrary "cap" or ceiling on
Medicaid expenditures in FY 1982. Again, the Congress through P.L. 97-35
retained the entitlement feature of Medicaid, rejected the cap proposal,
and enacted higher state matching rates. Though matching rates were
increased, because of the efforts of House Subcommittee on Health and
the Environment Chairman Henry A. Waxman (CA) and Mr. Dingell, P.L. 97-35
also contained a new "waiver" provision program allowing noninstitutional
community-based services under Medicaid at state option. As of this date,
nine states have submitted waiver requests, and two. states have received
application approval.
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So five major programs of UCPA interest--P.L. 94-142 Education, $931
millions VR. $863 millions IL, $17.280 million; DD, $60 millions and
Medicaid, $17.2 billion--were largely protected in FY 1982 (unless last
minute rescission decisions are made).

However, two service areas of UCPA priority did not survive in as
strong a condition. The Congress rejected the Administration's proposals
to block grant both the Title XX SocLal Services and Maternal and Child
Health services programs but major revisions were made in both programs.
Regarding Title-XX, state matching requirements were eliminated and the
services, day care set aside, training, and administration functions were
consolidated in what is now referred to as the Social Services aini-block
grant. Likewise, seven previous categorical programs, including Crippled
children's Services, Genetic Diseases Program, and SSI Disabled Childrents
Program were consolidated into a new 4Ha block grant program. So the
immediate focus of UOPA budget reduction concern in the human services
areas (keeping income assistance, and research areas separate) is with
Title XX and MCH. The financial condition of these two programs follows

President' s Proposed
Program FY 1981 FY 1982 FY 1983 Budget

Title XX $2.9 billion $2.4 billion $1.974 billion
Social Services

Maternal and $447.6 million $347.5 million $1.000 billion
Child Health
Block Grant --

a) Women, $927 million $934.1 million 0
Infant,
and Children to be consolidated
(WIC) nutri- with MCH
tion program

b) MCH-WIC $1.375 billion $1.282 billion $1.000 billion
totals

UCPA AFFILIATE APPROACH

In fiscal year 1980, UCPA's 250 affiliates had a combined operating income
of $109.758 million, of which $70.457 million was derived from state and local
government grants and contracts. UCPA does not operate a centralized and
computerized affiliate data gathering system so financial records are frequently
outdated. Records of the UCPA Washington office documented 62 affiliates
receiving Title XX, CCS, or MCli funding. In response to Representative Dingell's
request, a telephone survey of these 62 affiliates was developed by'Merna
Williamson, Research Assistant, UCPA Governmental Activities Office.

Of the 62 affiliates, 3 no longer operate any of these three funded programs
and one affiliate was unreachable despite several attempts. In two other
affSliates, the executive directors were not available and no one else
in the affiliate could provide the necessary information. Thus this report
includes 56 affiliates and 59 funded programs as several affiliates operate
programs funded by more than one of these three programs.
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TITLE XX AND MCH BUDGET IMPACT

Ms. Williamson's telephone survey revealed the following results:

" Twenty affiliate program (34% of the survey) experienced program
reductions of these, 18 were-Title XX reductions, 1 was CCS, and
I was MCH.

• These 20 programs experienced Title XX, MCH, and CCS dollar
reductions of at least $658,131. Roughly $127,000 of those reduOtions
have been replaced with other public and private funding.

" Thirty-nine affiliate programs (66% of the survey), including
34 Title XX programs and 5 OCS programs have experienced no
program reductions. However, rany of these affiliates are
expecting reductions by the end of their state's fiscal year
and few of these affiliates are able to-serve the needs of
persons with disabilities as they would like even with
present funding. Though programs have not received actual dollar
reductions, because of inflation there have been real
dollar reductions.

" Program reductions range from 2% in Pittsburgh in their Handicapped
Adult Recreation and Social Program and in Utah in their
Handicapped Sumer Caping Program to 50% in cedar Rapids where,
as a result, their Handicapped Adult Day Care Program was
terminated. Lexington, KY UCPA also experienced a 50%
cutback which has resulted in severe curtailment of their
training of parents and paraprofessionals in the care of
their handicapped children.

" In Columbus, OH, as a result of a $180,000 Title XX program
reduction in their Handicapped Adult Services Program,
110 disabled adults have been terminated from service. These
adults now are Isolated in their residential setting with
absolutely no daily or special day services.

" In Erie, Pennsylvania, as a result of a Title XX out,
the UCP Adult Day Care Program serving 36 persons with
disabilities was closed.

" In Illinois, work by the Human Services Override Coalition, of
which UCP of Illinois is an active member, convinced the
Governor's office to restore $2.4 million in Title XX program
reductions. In April 1981, Governor Thoupson proposed a
four ear program, involving 25% annual cuts, to phase-out
all Title XX contracts involving donated funds. These programs
will now stay operational at least through FY 1983.

" In Maine, the state's administration has declared their intent
not to reduce current human services in spite of substantial
reductions.

" In San Antonio, TX, where UCA has been able to document cost
differentials of $2,400 per month institutional costs and -
$500 per month community placement costs, UCPA's independent
living program will receive a Title XX increase.
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" For the 20 affiliate programs being reduced, most are
reducing administrative costs, attempting new private
fund raising initiatives which have not yet been
successful, and increasing staff-client ratios while
reducing the level of client services.

OTHER BUDGET OBSERVATIONS

" Though the Developmental Disabilities federal budget has
technically only received a 4% reduction, as specified in
P.L. 97-92, state DO program are being terminated. For
example, in Pennsylvania, the DO council fned in FY 1981
13 DD-CLA (Developmental Disabilities-Community Living
Arrangements) programs. in FY 1982 only 3 of these independent
living programs are operating and they will be terminated
at the end of this fiscal year. The DO Council's
expectation that these 13 programs would be permanently
financed by the-state was dissolved when Pennsylvania
received word of the P.L. 97-35 federal reductions. Some
of these program participants are now being reinstitutionalized.

" Many affiliates reported substantial reductions in CETA
(Comprehensive Employment and Training Act) personnel though
this was not an area of survey questioning.

SURVEY RESULTS

Specific program information listed by affiliate follows a
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Service programs for persons with disabilities, if UOA is characteristic
of the disability field, have frequently been protected by many federal,
state, and local government legislative and executive agencies in comparison
to other human services cunastituencles. The most vulnerable programs serving
the disabled appear to be day community programs for both adults and children
funded through Title XX Social Services contracts.

This survey did not include the loss of personnel assisted by the CSTA
program. CETA programs were reduced from $7.143 billion in FY 1981 to
$3.003 billion in FY 1962. The President has proposed a further reduction
in FY 1983 to $2.387 billion and CETA'S replacement with a new employment
and training assistance block grant to the states. UCPA affiliates with
CRTA contracts are encouraged to document their experiences with the
UCPA Washington office.

In a paper prepared for the UCPA governmental activities committee
(Congregate Housing Services Program A Review of P.L. 95-557,n February

1982) , UCPA Professional Services Program Department Consultants Rachel
Marron and George Gray documented several nonprofit organization recipients
of H(M Section 202 housing construction loans who were postponing develoiment
because of the lack of available services financing. This could be the
beginning of a slowdown or termination to deinstitutionalization efforts in
several states.

tCPA affiliates are strongly encouraged to send their government grant
and contract experiences to the UCPA Washington office. only by accurate
and complete documentation can we demonstrate to federal-policy makers
and analysts the real Impact of federal budget reductions.

it. Clarke Ross, O.P.A. T
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- Buchanan County
St Joseph, Missouri 64501

March 16, 1982
Patricia Eddins
President
(816) 271-1492

To: Senator Robert Dole, Chairman, and
Members of the Senate Finance Committee

From: Missouri Child Support Enforcement Association
Patricia Eddins, President

Subject: Child Support Enforcement Program
Alternative Funding Proposal

The Missouri Child Support Enforcement. Association

appreciates this opportunity to express our concerns and

recommendations concerning the Administration's proposed budget

cuts and alternative funding proposals for fisical years 1982 and

1983, regarding the Child Support Enforcement program.

ALTERNATIVE FUNDING PROPOSAL

The Federal government (HHS), Office of Child Support

Enforcement, is attempting to implement, effective July 1, 1982,

a "formula",that would totally restructure the program's funding

mechanism. It will eliminate the present funding tote of 75% for

state and local administrative costs and the 15% incentive for

AFDC collections. The new formula requires states to fund their

entire program expenditures (both AFDC and Non-AFDC) from their

AFDC collections. Incentive payments are to be paid based on

increased AFDC collections and improved cost effectiveness.
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The Administration's budget package projects a savings of

$35 million for 1982 and $157 million for 1983. Out of these

savings, $25 million is expected from actual expenditure

reductions for 1982 and $100 million for 1983, due to the

implementation of the new formula. It is being presented as a

means to increase cost effectiveness and efficiency in States'

programs, but was actually developed from the ground up to meet a

predetermined budget cut.

As of this writing, we are still waiting for the official

formula and the supportive data which reflects how the formula

will effect each state. So far, only unofficial versions of the

formula have been released by the Administration.

PROBLEMS AND EFFECTS OF THE FORMULA

1). Increased AFDC expenditures, elimination of the

Non-AFDC program.

As stated previously, states will be required to fund their

entire program costs out of their AFDC collections. States will

still be responsible to maintain a Non-AFDC.program, but there

will be no positive funding for this portion of the program.

Recent budget cuts have taken thousands off the AFDC rolls.

These people now, more than ever, are relying on the Non-AFDC

program to assist them in obtaining their child support. Because

of the inevitable demise of the Non-AFDC program, their last

hopes are being quashed.



411

(3)

Last year, $870 million wan collected nationally for

Non-AFDC children. These collections produce a direct cost

avoidance factor.

- Because of the reduced enforcement, Non-AFDC collections

will drastically decrease, the children will be deprived of

support monies, and their parents will be forced to turn to the

government for assistance. If they are ineligible for

assistance, and they are unable to afford private counsel, then

there is nowhere else for them to turn.

This in turn means that absent parents have successfully

been allowed to shirk their parental and financial

responsibility; a fact that is contrary to one of the program's

main goals and a fact that is also contrary to the present

Administration's-beliefs.

2). Minimize cooperation between states on interstate

cases.

The new funding structure provides no incentive for

interstate cooperation. This lack of incentive will necessitate

local jurisdictions to adjust their entire program emphasis to

their own local AFDC caseloads. Past strides toward interstate

reciprocity will be stymied producing an elimination of

interstate collections.

A move across state lines will once again allow the shirking

of parental financial responsibility and the children will suffer

from this allowed deprivation of support.

3. Reduced Establishment of Paternity.

Seventeen percent (17%) of the present births in this

country are out-of-wedlock. In the past fiscal year,
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approximately 150,000 paternities were established. Reductions

in funding will curtail this important accomplishment of the

program because these cases are costly to handle. America's

children born out-of-wedlock will be denied their identity and

legal rights,

4. Incapability of states and local political subdivisions

to appropriate additional funding.

Missouri, like many states, has a fiscal year which runs

from July 1 to June 30. FY 1983 funding allocations are

presently before the state legislature and the funding levels

have already been determined. In order to implement the new

formula, appropriation changes will be necessary and that

requires legislative approval. There is little time left to make

these changes.

The local governments in Missouri, and in other states, have

an even greater problem. Their fiscal periods run with the

calendar year and there is absolutely no flexibility to change

this year's appropriation. This makes it impossible for the

political subdivision to make adjustments which will be

necessary to meet the formula implementation deadline of July 1,

1982.

In Missouri, there are approximately 650 people employed

with the Child Support Enforcement Program. 205 Workers are

employed by the State and the remaining 445 are employed by the

115 political subdivisions. The inability to appropriate

additional funding will necessitate drastic reductions in

staffing. As a result, strong enforcement activities will

diminish and collections will plunge downward.
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Also, not only are additional funding appropriations

virtually impossible to acquirol but the formula is also

burdensome to administrate and financially unreliable. Local

jurisdictions will have to become experts in collection and

expenditure forecasting and will be expected to accurately

predict economic conditions such as in unemployment rates and

inflationary factors which affect collections and expenditures.

This extremely difficult task, along with the other problems

caused by this new formula, will force many localities to

withdraw from the program. In turn, major gaps in the

enforcement network will develop and escape havens will again be

established.

RECOMMENDATIONS AND CONCLUSION

Missouri, along with other states, recognize that we have a

responsibility to the taxpayer to operate an efficient and

cost-effective program. In the past five years, we have all been

working very hard to attain this goal.

No other program has so drastically removed the financial

burden from the taxpayers and returned the responsibility of

supporting America's children to their parents.

In the past eighteen months, many states have passed

legislation which should produce increased collections. Missouri

has legislation pending which, if passed, is expected to increase

our PY 83 collections by $8.8 million over Fy 82. Numerous

states have passed tax intercept and wage assignment laws.

Additionally, the Federal tax intercept law is in its infancy and

95-227 0 - 82 - 27
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has not yet been evaluated. This surge of legislative activity

needs time to work.

Time is needed to find a more realistic means of redirecting

cost responsibility.

The program must be strengthened rather than weakened. The

foundation which has been laid over the past several years should

not be allowed to erode..

We believe America's children are worth the investment and

they should not be victimized by this hastily concocted attempt

to reduce the federal expenditure.

We recommend that Congress be sensitive to the above

problems and effects. Pro-child support enforcement legislation

is needed. The growing momentum behind the program should be

recognized and endorsed.

One goal of the present Administration is to reduce the

federal budget and we feel that the Child Support Enforcement

program DOES runconcurrent with this goal. The proposed funding

formula must be discarded so that the children and local

taypayers of this country remain the beneficiaries of this

program.

The Missouri Child Support Enforcement Association is

grateful for this opportunity to express our concerns and

beliefs.
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Mr. Chairman:

7he National Association of Private Psychiatric Hospitals appreciates the

opportunity-to react to the fiscal 1983 Medicare budget cuts proposed by the

Administration. We have serious reservations about unilateral actions taken

without the benefit of a long term approach to restructuring a total system.

We feel-many of the proposed reductions are short term in nature and will do

nothing to control costs over the long haul.

At the outset we must state that we are unalterably opposed to the 2%

-reduction in Medicare hospital reimrbursement. It would cut payments to

hospitals across the board, disregarding their efficiency, costs, case mix,

intensity, or occupancy. We oppose cuts which are Arbitrary, inequitable,

and do nothing to resolve the real problem facing the Medicare program.

Furthermore, such a cut would penalize those hospitals serving a higher

proportion of Medicare beneficiaries. This seem totally punitive towards

those hospitals comTaitted to serving the Medicare population.

The National Association of Private Psychiatr:F Hospitals represents the

nation's 203 freestanding (nongoverreental) psychiatric hospitals and related-

hospital-based psychiatric services. The hospitals, with over 24,000 beds,

represent a variety of types of ownership and provide for the medical care

and treatment of persons suffering from psychiatric disorders and impair-

ments, The membership offers the wide and varied range of competitive

hospital-based program critical to addressing the needs of children, adoles-

ents, adults, the elderly, the alcoholic, and the substance abuser. All of

our member hospitals are accredited by the Joint Ccxmdission on Accreditation

,_----of Hospitals, the national agency for voluntary accreditation of hospitals.
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We would like to take this opportunity to cement on sone of the proposals

mentioned in the administration's budget reociaenMations, as well as comment

on sC!T proposals not yet introduced but under active consideration by the

administration.

Specific Proposals:

Repeal Waiver of Provider Liability

This provision would repeal a prior amendment passed by Congress to protect

both institutions and beneficiaries from a retrospective denial of reim-

bursement for services. We believe this provision would unjustifiably

penalize institutional providers which have delivered care deemed medically

necessary and appropriate on the orders of physicians and other health

professionals. Since physicians, not hospitals, order such services, such

a repeal under Part A would be unfair.

Elimination of Utilization Review Requirement/WCFA/Private Sector Utilization

Review Initiative

%bile agreeing in concept to the elimination of burdensome regulatory acti-

vities for hospitals, we are ooncerned that this proposal, established to save

in excess of $300 million, has not yet been fully developed or articulated.

W would and do strongly object to returning to a system which would vest the

interediay and third party payor with the responsibilities of reviewing

care or determining the criteria under which care is deemed medically neces-

sary or appropriate. Such a system would revive the arbitrary and capricious

retrospective denials of care, which the psychiatric hospital is all too

familiar with.
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This association has endorsed the elimination of the PSR0 program and is

committed to developing a system which will remain institution specific in

all ing the individual hospital utilization review committees to develop

norns for admissions, leng-tis of stay, discharge criteria, et. al. Such a

system would allow each institution to develop norms applicable to its

setting, treatment goals, treatment objectives, and unique capabilities.

Any system developed only with the payor's interest in mind would be unfair

and in the long run nnore costly to a system, only encouraging inappropriate

utilizatIon' or under utilization.

Medicare Contractor Initiative

This proposal would eliminate " providers'ability to nominate their own

intermediary. Presently, the Secretary is required to assign intermediaries

based on published standards and criteria for efficient administration. The

proposed amendment would remove such a requirement. We feel such a proposal

would be a detriment to the system.

Other Proposals:

EMaing Section 223 Limitations

%bile this proposal has not been formally introduced as part of the FY 83

budget, the Department continues to give active consideration to lowering

Section 223 limits and expanding them to ancillary services. The specialty

psychiatric-hospital has long had difficulty in being reimbursed for what has

been considered routine for their programs. The true cost of providing

medical neccessary psychiatric care must include therapeutic services,

i.e. education, social services, and therapeutic modalities. Such services

are required of specialty hospitals under the Conditions of Participation
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for the Medicare program. However, they are rarely reimbursed. A further

tampering with the 223 limitations would seriously limit the specialty

hospital's ability to be adequately reimbursed and most likely would result

in the hospital's inability to continue to adequately treat the Medicare

population.

Protective Reimrbursement System

This Association stands ready to assist the oamiittee and other interested

parties as they explore alternatives to the-present cost based, retrospective

reimbursement system.

Such a system, however, nmust not penalize hospitals and must allow for such

factors as intensity, case mix, efficiency, labor costs, debt financing,

inflation, and demand.

The Association believes that the health care. system has moved in the direction

of greater competition and encourages this movement. Vtile increased conpeti-

tion in the health care system may slow down escalating costs, any "pro-

competitive" approach should be implemented with thoughtful regulation in

order to assure that consumers have adequate information about competing health

plans and to protect unsuspecting consumers from plans which exclude necessary

services. :

Competition among health plans must be based on differences in deductibles,

oo-payanmts, catastrophic stop-loss contributions, and supplemental services.

In addition, a basic package of minimum benefits must be maintained for all

qualified ccmaetition health plans. Such a package should include all medi-

cally necessary physician and hospital services with no distinctions made

between any medical specialties.
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In conclusion, we believe a fraiweark is crucial to cssure adequate and

continued reinbursenmt for all appropriate costs attributable to the

Medicare program designed with incentives for the long term solvency of the

program, minimizing cost shifting, assuring a catastrophic element not now

found within the program, beneficiary cost sharing, and allowing for ade-

quate planning to meet increasing denmnds.

Mr. Chairman, we thank you and the ocmrittee for giving us the opportunity

to omrent and we look forward to working with-you as you consider the

above proposals.
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STATEMENT
OF THE

NATIONAL COUNCIL OF HEALTH CENTERS
TO THE

SENATE FINANCE COMMITTEE
ON THE

ADMINISTRATION'8 PROPOSED FY 83 HEALTH BUDGET
SUEBI TTED FOR THE RECORD

March 12, 1982

The National Council of Health Centers is pleased to have this

- opportunity to express our views on President Reagan's proposed budget for

fiscal year 1983. Our comments will address those areas that directly or

indirectly affect nursing homes as well as elderly Medicare and Medicaid

beneficiaries.

The National Council of Health Centers is the national association

representing multifacility nursing home firms with more than 170,000 nursing

home beds in 49 states and the District of Columbia. Our members also provide

a number of other health-related services including home health, adult day

care, drug and alcohol rehabilitation, and retirement communities.

During the debate last year over the Administration's fiscal year 1982

budget, the National Council publicly supported the goals of the

Administration's economic recovery program. In a telegram to President Reagan

-we stated, *We strongly endorse your proposal to shift the burden of health

care delivery back to the free market place and support the inclusion of long

term care services in that proposal. By allowing competitive forces to

control costs and by easing the present tremendous regulatory burden, you will

provide us with the new beginning that we so desperately need."

Today, one year later, we still firmly believe that a major reorientation

of the health care system is in order with a shift in focus to private sector

initiatives and the prinq.jples of competition through a prospective payment

system.
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We have come to rely too heavily on government for all the answers to our

health care needs, at the same time expecting that it will pay for all these

needs. As a result, programs have grown without the benefit of a cohesive

long range policy or objective and expenditures have risen out of all

proportion to that originally anticipated.

A acre rational and logical approach is to define in advance government's

role, the basic package of benefits which will be supplied, the population to

be served, and the payment which will be made for those benefits. While this

may sound simplistic, it is illustrative of the root-of our problems

expectations with regard to coverage and benefits are unrealistically high and

only lead to frustration when, for example, a Medicare beneficiary finds that

only 380 of his medical costs are covered. The name given to these programs--

"entitlement" is indicative of the general attitude that one is entitled to

coverage of all his needs, yet given our economy's current condition the

government clearly cannot afford that type of open ended liability.

At th"ame time, providers are caught by an inefficient and uncertain

reimbursement system with cost disallowances, non-covered costs, and the lack

of incentives for efficient performance. The nature of the system has spawned

regulations, oversight and endless paperwork for the purposes of monitoring

and overseeing the inefficient system.

As providers very much involved in providing a wide range of long term

services, we have begun to explore alternative sources of funding for long

term care and the appropriate roles of federal and state governments and the

private sector. Essential to this process is the development of a payment

system for government-programs which is designed to stimulate the utilization

of the most cost effective and appropriate health care services by the

recipient. If this new proposed prospective payment system can be based on

the competitive principles of the private marketplace, then by its nature, it

will constrain costs.
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We are encouraged that the Administration Is not content with continuing

the old inefficient and costly Medicare methodology. As the members of the

Committee know, Medicare's retrospective departmental cost based system only

invites piecemeal cutting of benefits and tightening of cost limits each year

as expenditures for health programs increase beyond any projections made.

Many o 'these increases are inevitable as technology improves, as the number

of elderly eligible for benefits grow and demand more services. The certainty

of these factors force major new approaches and proposals. Unfortunately in

awaiting the Administration's new proposals, we are once again faced with more

cuts and losses of benefits. Vie can only hope that the Administration will

move quickly and that Congress will act swiftly in enacting these new

initiatives because clearly neither states, nor providers, nor beneficiaries

can continue from year to year as they have been with the uncertainty which

currently prevails.

With these comments as an overview we would like to address specific

proposals contained in the FY 83 health budget.

MEDICARE PROPOSALS

Efualixation of Rates for Hospital Based and Free Standing Skilled Nursing

Facilities and Hospital Based and Free Standing Home Health Agencies.

We are very supportive of this proposal for the reason that it makes no

sense to pay higher rates for the same services to Medicare SNF patients

merely because they were delivered in a hospital setting. Last year the

average Medicare rate in a free standing skilled nursing facility was $45.36,

while for a hospital based SNFr the average was $93.92.

The great difference between these two rates is also reflective of the

inefficiencies of the Medicare cost reimbursement system# a system we believe

should receive the highest priority in reforming the Medicare program.
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Elimination of Waiver of Liability

The passage by Congress of legislation in 1972 enacting waiver of

liability provisions and presumed coverage were symptoms of the already

evident problems with Medicare's retrospective cost reimbursement system.

Providers--hospitals and nursing homes--had to make the determination of

whether a patient was covered by Medicare and they were then at risk for that

decision. If,a clerk in an intermediary's office disagreed with that

decision, the provider in effect was punished by being denied payment for that

patient's care.

Realizing perhaps that this policy put providers in an unfair position#

Congress enacted provisions for Presumed Coverage and Waiver of Liability in

Public Law 92-603. Last year Congress repealed the Presumed Coverage

Provision and now the Administration proposes to do the same for Waiver of

Liability.

From the perspective of skilled nursing homes, unless a prospective

payment system for Medicare is enacted swiftly, the elimination of Waiver of

Liability will all but eliminate the Medicare SN? program as well. Providers

will have no recourse for any mistakes or disagreements regarding

retrospective determinations in coverage.

A 1979 report by the New York State Office ofHealth Systems Management

points out that Medicare specifically allows for presumptive coverage of

Medicare benefits on the basis of a physician's certification of SNF level of

care need. While this certification does occur, it is not accepted as a final

decision, nor do most physicians sufficiently understand the intricacies of

eligibility to correctly inform their patients. As a result patients are

frequently told by their physicians that they will be covered, and they are

almost always disappointed. Unfortunately, explanatory pamphlets distributed

by federal agencies do little to dispel these expectations.

A report compiled by a Medicare Task Force of the Minnesota Foundation -
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for Health Care summarized the perceptions and misperceptions about the

Medicare program held by concerned parties in that state. Physicians commonly

believe that all their patients' skilled care is covered by Medicare for up to

100 days. Consumers expect that any nursing home care will be covered for 100

days. Unfortunately, both of these perceptions are far from the truth as only

about three percent of the patients in nursing homes are covered by Medicare

and the average length of stay is only 24 days.

Prospective reimbursement would do much toward resolving some of these

problems, but not other problems such as the overly restrictive definition of

skilled care or the hospital backlog.

Hospital Backlog

A significant problem exists in the so called "hospital backlog" of

patients in hospitals awaiting nursing home beds. One need only look at the

number of states reporting serious backlogs of hospital patients awaiting a

Medicare or Medicaid nursing home bed to appreciate the magnitude of the

problem. These states include, to name only a few, California, Washington,

Georgia, Massachusetts, Connecticut, Michigan, Minnesota, New York, and the

District of Columbia. Data from individual states is supported by further

national data indicating that 250,000 administratively necessary hospital days

were used in the first quarter of 19791 and that Obackup patients" average ten

percent of a hospital's occupancy. Little computation is needed to figure

savings to be gained by substituting a $45 per day-rate in a nursing home for

a $300 daily rate in a hoaptial. The cost to the Medicare and Medicaid

programs for these administratively necessary days has been estimated at $1.5

billion.

There is little incentive for hospitals to discharge these patients who

are at an inappropriate level of care, and since there is no copayment until

the 60th day of hospitalization, there is no reason for the patient to want to

be discharged.
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Maintaining hospital occupancy can be a critical factor especially when

occupancy rates nationally remain at 751. An HNS Region 10 study noted the

effect of low hospital occupancy levels by citing the policy in one state to

penalize through lower reimbursement1 hospitals with occupancy rates less than

850. The report states "Where there is a deliberate penalty# there is

certainly an economic incentive to maintain occupancy rates".

This disincentive to discharge has been one of the reasons for the

hospital backlog nor do we see the situation improving as reimbursement limits

are tightened further and if utilization review is eliminated. If both PSRO

and UR are abolished there will be no mechanism for identifying these patients

and for assuring that they get transferred to a less costly and more

appropriate level of care.

Three-Day Stay

One way of saving Medicare and Medicaid dollars is to assure not only

that hospital patients are discharged in a timely manner, but also that they

never enter a hospital unnecessarily. That is precisely what S.1507, the

elimination of three day prior hospitalization would accomplish.

Last year Congress eliminated this requirement for home health

services. S.1754 introduced by Senator Heinz last September would do the same

for skilled nursing facilities.

As early as 1976 an HHS report# Forward Plan for Health# endorsed

elimination of the three-day stay stating, * . . . experience suggests that

significant numbers of Medicare beneficiaries now receiving hospital care

would benefit as much from SNF care . . . and " . . . it is probable that

patients in need of only skilled nursing care, and who are now instead

hospitalized are never subsequently transferred to an SNF because of paperwork

(eg, transfer of medical records, treatment plan) and the lack of any

financial incentive or disincentives (ego no cost sharing is required after,

first hospital day and until the 61st day)."
I
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In discussing potential savings, the Forward Plan for Health goes on to

say, "since the a-eragq Medicare cost of a covered day in an SNP is less than

one-third the routine cost per day in a hospital, the potential cost savings

is obvious'.

Much has happened in the intervening six years since HEW made that

recommendation. Most notable is that hospital costs have now escalated to

$200 to $400 per day. While the average Medicare SNP rate was $45.36 last

-year. It goes without saying that keeping any patients out of hospitals who

don't need to be there would save millions of dollars.

Physicians freely admit that they place their patients in hospitals

solely to qualify them for the Medicare SNF benefit. Many of these patients

never find their way to the nursing home because a bed might not be available,

or because they help a sagging hospital utilization rate and are never

discharged into the appropriate level of care.

A four-year demonstration project in Massachusetts and Oregon which

permitted direct entry into a nursing home of Medicare-eligible skilled

nursing patients found cost savings in avoided hospitalization and identified

a number of other potential indirect cost savings. These included fewer

physolan visits (physicians are reimbursed at a higher rate for their

hospital patients versus nursing home patients) and lower ancillary services

cost and utilization.

In evaluating the study results Abt Associates found a net potential

savings of $3 million in eliminating the three-day stay requirement--an

increase in Medicare SNP costs of $46 million and a savings of $49 million in

reduced hospitalization. It should be noted that this evaluation was

extremely conservative in deriving estimates and this was so stated in the

report. Further, none of the potential indirect savings mentioned above were
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included, nor was there any consideration of those patients who enter

hospitals in order to qualify, but who never are discharged, staying in the

hospital until the termination of their illness.

The Abt study found that many patients who entered the nursing home

directly under the waiver, vere terminal cancer patients, those for whom

heroic and costly life saving treatments are unnecessary. Other patients were

at an- intermediate care level and became more ill, making them eligible for-

Medicare. These patients would routinely have entered the hospital in order

to qualify.

We should point out that the Health Care Financing Administration has

refused to accept the results of the Abt study and discounts any potential

savings because, according to HCFA, an empty hospital bed would be paid for

anyway under Medicare's cost reimbursement system.

In our opinion, this only serves to point out the ludicrous nature of

Medicare's reimbursement system, not the validity of the study's results. To

imply that a hospital bed would be paid for by Medicare whether it is empty or

not would seem to indicate a casual attitude towards restraining medical care

costs that is certainly contrary to the expressed concerns of the President

and the Secretary. We do not-believe this is the case.

To those who have expressed concern over the potential for increased SN?

utilization, we would propose the imposition of a high deductible, such as 50*

of-the hospital deductible to act as a barrier to unnecessary utilization.

This amount would actually cover the cost to Medicare of the first three days

in the SNP.

Prospective Reimbursement

Much of the dissatisfaction nursing homes have with the Medicare program

can be traced to its retrospective system of reimbursement.
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The complexity of retrospective reimbursement and its cost reporting

requirements has forced nursing homes to hire CPA's with Medicare experience

just in order to remain in the program. It is also the reason that many

smaller homes and single facilities have been dropping out. When so few

patients meet the Medicare eligibility requirements and then for only a few

days' time, it is simply not worth the extra effort involved to maintain

Medicare certification.

The case against Medicare's retrospective reimbursement is almost

overwhelming. It is cost inflationary, provides no incentives for efficiency,

nor for containing costs. Perversly, it rewards the inefficient provider.

those who spend more, get more. At the same time, costs accepted as

legitimate business expenses in all other sectors of our economy are not

recognized by Medicare. Further its system of allocating portions of costs to

various cost reporting centers is inappropriate and unnecessarily complex in

the context of a nursing home.

In discussing the disadvantages of retrospective reimbursement, a study

by the Battelle Institute notes, "The more complicated the system, the more

likely the system will be unenforceable. Every additional cost item reviewed,

audited, or monitored represents a further dilution of monitoring resources,

and each additional regulation requires additional effort to assure compliance

by the industry". This description fits the Medicare payment system

perfectly. The Battelle study futher states, "Rather than trying to monitor

and control the behavior of 18,000 individual nursing homes, attention should

be directed to the design of a payment system for nursing home services in

which incentives for the efficient use of resources are built into the

system. There would then be no need for expensive if not impossible

monitoring and control of the nursing home industry".

95-227 0 - 82 - 28
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We endorse this recommendation wholeheartedly and believe that a

prospective payment system fulfills these requirements perfectly.

The fact that 38 states already reimburse prospectively for Medicaid

nursing home services should be a strong incentive for doing the same for

Medicare. It is both illogical and inefficient to have two separate payment

methodologies in effect in a 100 or 150 bed nursing home. Medicare's

disallowances, non-covered costs, ceilings, and retroactive denials are

disincentives which have nevertheless failed to restrain costs.

Various proposals for prospective reimbursement are being discussed and

we welcome the dialogue. Many of the problems of Medicare--paperwork,

complexity, inflationary aspects, could be eliminated simply by implementing

prospective reimbursement. We are encouraged that the Administration and

members of Congress are now giving this issue important consideration. We

stand ready to assist in that effort.

MEDICAID

Three-Percent Reduction in Match

For the majority of nursing home patients, Medicaid is the principle

source of payment for their benefits. While we understand that many of the

Administration's proposals are not cuts but rather reductions in the rate of

spending, we wish to point out that with regard to the 3t reductions this is

not necessarily the case. No matter how much states may have reduced their

Medicaid expenditures, these proposals penalize all.

The proposal which would reduce by three percentage points federal

matching rates-for optional services for the categorically needy and for all

services for optional groups, including the medically needy, would cut federal

Medicaid expenditures for FY 83 by $600 million.

The term "optional" with regard to these services and beneficiaries is to

some extent misleading, for they are neither frivolous nor luxury items. The
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majority of Medicaid eligible nursing home patients are classified as

"medically needy; patients in intermediate care facilities (ICF's) comprise the

primary optional service. in 1979, nearly 61 of the Medicaid payments in

these two areas were for long term care services.

We feel compelled to point out that these two reductions, in addition to

the 4% reduction in federal Medicaid payments mandated last year by Congress,

would concentrate inequitably on one specific beneficiary populations elderly-

nursing home patients on Medicaid.

The attached chart, prepared by the Congressional Research Service shows

the extent of the impact of these two reductions on states in FY 83.

As pointed out earlier, the uncertainties and apprehensions that attend

the budget making process each year, whereby each group of beneficiaries and

providers receives smaller and smaller pieces of the same pie, or none at

ally mandate significant changes in the structure of that system, rather than

a continuation of the old one. One major element of that change would be the

federalization of Medicaid.

Medicaid Co-Payments

The Administration's FY 83 budget proposal includes a provision requiring

nominal copayments on a variety of health services. These include a $1 per

visit copayment on the categorically needy and a $1.50 per visit copayment on

the medically needy for physician, clinic and hospital outpatient department

services. In addition, a $1 and $2 copayment per day would be required of the

categorically and medically needy-respectively, for inpatient hospital

services.

We support the concept of cost-sharing and believe that these modest-

amounts should not impose undue hardships on beneficiaries. At the same time,

we believe that by participating in the expenses of their health care, rather

than receiving it cost-free, will serve to make Medicaid recipients more cost-
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conscious and perhaps act as somewhat of a barrier to unnecessary utilization

or over-utilization.

Supplementation

Included in the FY 83 budget are plans for prQposed regulations to allow

states, under their laws of general applicability, to require adult children

of institutionalized Medicaid recipients to contribute to the cost of their

parents' care.

The National Council has previously-endorsed the concept of shared

responsibility through private supplemental payments for the cost of Medicaid

patients' nursing home care.

We believe that states, patients, and their families should have that

flexibility, given the shortages being experienced in state Medicaid funds.

At the same time, families have expressed a desire to contribute a nominal

amount for their elderly relatives' care. An added positive benefit would be

the involvement of those families in purchasing nursing home services and in

assuring that quality care is delivered.

It should be noted that numerous states have been moving in this

direction,-by requesting necessary waivers from the Health Care Financing

Administration and by seeking federal and state legislation. As an example of

the extent family supplementation can alleviate a portion of the Medicaid

burden, in 1976 when the federal government ended the practice of allowing

supplementation, Tennessee's intermediate care facility budget increased by

281. Relatives of nursing home patients as well as friends, churches,

philanthropic groups, and counties had been allowed to contribute funds to the

facility to supplement the state's basic rate for Medicaid care.

We feel strongly that this option must be available to states in order to

avoid possible cutbacks in staffing and services to nursing home patients.
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Federalization of Medicaid

President Reagan has proposed what has been called a major "swap" of

federal and state programs. One component of that swap is the full assumption

of the Medicaid program by-the federal government beginning in PY 84.

The Board of Directors of the National Council of Health Centers has

given its endorsement of the President's proposal with the caveat that It not

be modeled after the Medicare program's overly complex payment system and

administrative structure. We would also predicate our support upon the

ability of the states and the federal government to reach an agreement as to

which services are to be assumed by the federal government and at what level

of expenditure as well as a uniform eligibility standard.

In conjunction with the federalization of Medic-id, we urge consideration

of the steps necessary to establish a national policy for long term care. It

is appropriate that these two actions be taken simultaneously and that they

are entirely compatible. We feel that the impending fiscal crisis in the

Social Security Trust funds, as well as that already being experienced in

Medicaid, force some drastic and far-reaching changes to be made.

As mentioned earlier, we feel it is vital to restructure the financial

supports of long term care into a more pluralistic system in which competition

would play a key role. To this end, we strongly support the adoption of the

principles of competition in that system and the incorporation of the same

competitive purchasing practices for Medicare and Medicaid beneficiaries as

presently exist for private patients seeking nursing home care. There are a

number of ways/of instilling competition at the Medicare/Medicaid consumer's

point of purchase, such as the use of vouchers. /

Further in seeking alternative funding mechanisms we should consider the

many imaginative proposals available such as:

e Tax incentives to encourage the development of private insurance plans
for long term care, including coverage of supplemental payments and
coinsurance premiums.
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* -Inheritance tax policies which recognize individuals' financial
commitments and responsibilities in providing for the care of their
elderly family members in their homes and appropriate health centers.

" Establishment of self-help programs such as subsidized reverse
mortgages in which individuals could borrow on the equity in their
residence to assist in the payment for their long term health care
costs.

" Taxing programs with revenues being totally dedicated to long term
health care for the elderly such as excise taxes on liquor and
cigarettes.

" Tax credits recognizing the fees of condominiums dedicated to
congregate living undet life health care plans.

" Allow tax credits for increased contributions to IRAs, KEOGHs, and
pension funds if they are dedicated for the support and payment of
long term care after the individual reaches the age of retirement.

Conclusion

The Administration has had to make some difficult decisions with regard

to its fiscal year 1983 budget proposals. No segment of the Medicare/Medicaid

provider and beneficiary population will remain untouched or unaffected by the

changes and some of these cuts will result in hardships.

President Reagan has recognized that this process cannot continue, and so

has set in motion discussions and proposals for sweeping changes in the

Medicare and Medicaid programs. The National Council believes that the debate

on these changes is an appropriate opportunity as well for discussion of some

necessary fundamental changes in our long term care system. We urge its

inclusion on the debate.
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MIECOMSIN 694P239 675,811 "10,428 648,779 -45*460
MAMNG 13.637 13s249 "311 12s719 "910

TOTALS 20.626.005 20.026,099 "59V.996 19.290,073 "1,336,012

TAbLS PEAcREE ST Cra tSTIMAT[ AR SUSJKCT TO
LIMITATIONS or DATA AND THE ASSUIPTIOHS USCO In
ESVINATIC-1. I-TAIL MAT NOT SUN TO TOTALS EUE TO
ROUNOIN

HOTCl 60If lAT1A PROVIP IT HEALTH CARE FINANCINO ADNIITAATION, TOTAL IMPACT
Or THREE PEPCENTAOK POINT REDUCTION is ESTimATo AT 600 MLLIO#4 DOLLARS

IN So 1983 &w THE AMNIISTRAYIO NIS TOTAL Ras IISI7SPUTEI. ACROSS
STAT&% OJ 16TAt S Or cA L4LqrooS 00145 ori FV1ISO DATA
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Joint Statement of Mr. James Vincent
and Mr. Lonnie Hollingsworth

Before the Senate Finance Committee
March 12, 1982

HHS/HCFA 1983 Budget

Mr. Chairman, Members of the Senate Finance Committee:

I am James Vincent of Yuma, Colorado. My colleague is Lonnie
Hollingsworth of Lubbock, TX. We serve respectively as Chairman
of the Executive Committee and Chairman of the National Legislation
and Government Affairs Committee of the National Association of
Retail Druggists.

The National Association of Retail Druggists (NARD) represents
owners of more than 30,000 independent pharmacies, where over
75,000 pharmacists dispense more than 70 percent of the nation's
prescription drugs. Together, they serve 18 million persons daily
and provide nearly 90% of the Medicaid pharmaceutical services.
NARD has long been acknowledged as the sole advocate for this
vital component of our free-enterprise system.

NARD members are primarily family businesses. They have roots
in America's communities. The neighborhood independent druggist
typifies the reliability, stability yet adventuresomeness that
has made our country great.

As owners of independent pharmacies, our members are committed
to legislative and regulatory initiatives designed to provide them
a fair chance to compete. We especially appreciate the opportunity
to appear before the Committee on the proposed Fiscar Year 1983
HHS/HCFA Budget, especially the Medicaid program.

We believe that one of the major strengths in the health care
system is the thousands of independent community pharmacies readily
accessible to virtually every segment of the population. Any
revisions in the Medicaid health care program should capitalize
on the strengths of the existing retail distribution network for
drugs. It provides maximum access and professional services
unknown to non-professional government dispensaries or mail order
vendors.

In consideration of the proposals before the Committee, we ask
that prescribed drugs be retained as an integral part of a basic
health care package. What good is there in making the services of
a physician available to diagnose an illness, and making diagnostic
laboratory services available to assist the physician, if after
these procedures and services are completed, the necessary drug
therapy indicated to properly treat the illness is not also available.
It just doesn't make sense to expend the time and resources on a
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diagnosis for which therapy cannot be provided. And it does
not make any more sense to institutionalize a patient to assure
that drug therapy indicated will be provided.

In contrast to most, if not all other Medicaid services
delivery systems, competition in retail pharmacies is alive
and well. Not only are prescription drug prices well below
the general consumer price index for the past two decades, but
they are significantly lower than the index for all other medical
care reimbursed by Medicaid:

Since 1960 CPI up for:
All consumer prices: 178%
Medical care prices: 236%
Prescription prices. 34%.

We maintain this is significant evidence that our members, who
are filling 70 percent of the nation's prescriptions, have kept
faith with the public and-the government. We further submit
these results emphasize that American competition is still a
tribute to our democracy. Competition is an incentive for
efficiency and the price competition in retail pharmacy is
greater than can be found among the other providers of health
services.

Reagan Medicaid Proposals

We find the low priority assigned to the Medicaid pharmacy
program by the Reagan Administration FY '83 HHS budget troublesome.
The proposed 3% reduction must be rejected as short-sighted.

Even if one were to disagree with our assessment of the
cost-effectiveness of this Medicaid component little savings
could be realized by reductions in this area. The Congressional
Budget Office, for example, in its recent "Medicaid-Choices, for
1982 and Beyond" concluded that the total medical optional services,
of which drugs is only one, have had little effect on total Federal
Medicaid cost. If savings are to be realized they must be found
in the components that have kept the medical price index, while
ahead of the general consumer price'index, not prescription drugs.

Additionally, it is well known that any barrier to a prescription
creates a Medicaid cost -- emergency hospital service or prolonged
illness -- ten or more times in excess of fair competition to a
pharmacy provider.

Needless to say, NARD was pleased by the Committee's March 2,
1982 endorsement of the President's level of cuts, but rejection
of specifics, such as the 3% cut in the pharmacy program. Likewise,
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we commend the Administration for not resurrecting the theoretical
volume purchase plans, like that recently terminated for Inherent
excessive overhead in California.

Additionally, some aspects of the '83 proposal, which .shift
&Aednistrative activity to the states, seem inconsistent with
'e'84 proposed swap of Medicaid and the AFDC and Food Stamp

programs. In any case, NARD views fair reimbursement for these
products and services as essential whether or not Medicaid is
Federalized. Medicaid could not succeed without this preventive
service that helps to cut hospital, nursing home and physician
costs.

Pharmacy Reimbursement

Today there are many problems confronting independent
pharmacists servicing Medicaid patients. Fixed dispensing fees --
inadequate to begin with -- are based on out-of-date information.

States reimburse pharmacists on a product-cost plus dispensing-
fee basis. Fees are determined by state Medicaid agencies. States
are required by regulations to conduct surveys of costs of-filling
prescriptions; but, since they are not required to use the survey
data, states can establish fixed dis~insing fees atw--atever rate
they choose. So far, fixed fees have always been below the average
dispensing-cost.

When states do make required surveys, the data are obviously
12 months old when collected. By the time they are analyzed, they
are a minimum of two years old. By the time states get around to
granting fee increases, the data is three years old. It is not
rare for dispensing fees to be three years out-of-date by the time
increases are granted, oven if based on a required survey.

Further, services provided Medicaid patients are not paid for
by Medicaid. Services such as 24-hour emergency prescription service,
free delivery, maintenance of patient profiles and consultations.are
of no intrJnsic value where Medicaid is concerned. Yet, Medicaid
patients expect and depend upon these services, the same as cash-
paying customers. Additionally, states never consider reasonable
profits or return on investment. By not including compensation
for investments pharmacists have in inventories, fixtures and
buildings in these days of exhorbitant interest rates, the fixed
dispensing fee becomes a luxury that many pharmacists cannot afford.

Few states grant annual fee increases to pharmacists. Consi-
dering the rate of inflation over the past ten years, pharmacists
are in serious -rouble.
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Another problem with the Medicaid prograin is inadequate
state appropriations. When states prepare annual budgets,
anticipating providing increased fees to pharmacists, additional
funds allocated for possible fee increases are usually used up
by increases in wholesale costs of drug products.

Manufacturers can raise their prices at will. What happens
when a manufacturer raises a price? Generally, a letter is sent
to pharmacists stating their prices today when up 10 percent. If
the pharmacist has to order the medication tha next day, the new
price is 10 percent higher.

Because states are slow in changing their records, new
wholesale prices are not reflected in the states' computers for
30 to 90 days. Therefore, if there is a 10 percent increase (say
the price of a product goes from $10.00 to $11.00 per 100 tablets)
and the pharmacist fills the prescription for 100, with a $2.50
fee, the pharmacist has lost $1 because the state has not changed
its computer records. In effect, the pharmacist gets a fee of
$1.50, not $2.50.

When states do change their records updating drug prices,
money previously allocated for-their Medicaid programs is used
up quickly. Nothing is left to increase pharmacists' dispensing
fees and they are left with fee schedules that may be one to six
years out-of-date.

This system of reimbursement recognizes no variation in
operation expenses or variation in professional services or
professional competence. The more experienced attorney or
physician usually charges more and is allowed more under any
system because of more professional or specialized experience.
The professional fee for prescriptions recognizes no difference
in professional abilities but allows the same fee for a prescrip- -
tion filled by a recent graduate that is allowed when the pharma-
cist has had years of valuable pharmacy experience. Once again,
we find that the pharmacy points of view vary significantly
depending on what is invested. The store owner must be conserva-
tive, be proud of our profit system and have an adequate return
on the investment; consequently, our owners recommend the elimination
of inflexible mandatory fixed fees. NARD recommends that the
pharmacist be reimbursed under Medicaid at a level at least
as high as a store would charge their private patients.
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Payment - Delay

After pharmacists fill prescriptions and submit claims
to the state, they must wait for reimbursement. HCFA has
promulgated regulations requiring states to pay 90 percent
of all Nclean" claims within 30 days. However, since these
regulations have no enforcement provisions, if a state either
does not want to, or cannot -- because of budget problems --
reimburso the pharmacist in a timely fashion as required by
regulations, reimbursements can be delayed indefinitely or
forgotten.

When a state runs out of money, as a number of states
have, pharmacists are being asked to continue underwriting
the-Medicaid system until money becomes available. Medicaid
was not designed to be a charity for states. It was designed
to provide health care to those families who cannot afford it and
allow reasonable profits to providers of Medicaid services.

Reimbursement rates today are well below what they should
be. It is difficult to stay in business when you are losing
money on every prescription. These problems are not restricted
to Medicaid. Private, third-party prescription programs follow
in Medicaid's footsteps. Whateyer Medicaid gets away with the
private carriers do too. Therefore, pharmacists are being used
as whipping boys" with fees kept far below what they should be
if independent pharmacists are to stay in business.

Mr. Chairman, apparently Health Care Financing Administration
bureaucrats are totally unaware of how competitive retail pharmacy
really is. Other segments of the health-care system are not
competitive at all. However, in the retail pharmacy business,
if your prices are too high, consumers go down the street to a
chain drugstore or another independent. If chain prices are too
high, consumers will patronize the independent. Because drugstores
are conveniently located in neighborhoods as stated before, we
are the health-care professionals most often seen by patients.
Despite this, all of the problems being created by Medicaid continue
to reduce the number of independent pharmacies in business.

Maximum Allowable Cost

The Health Care Financing Administration, trying to reduce
prescription costs, has placed regulations in effect under the
Maximum Allowable Cost program (MAC) and the Estimated Allowable
Cost (EAC). The MAC program is 10 years too late.
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In today's market, considering the number of generics available,
and the required drug-substitution laws effective in many states,
the MAC program is ineffective or unneeded.

Another problem-with the EAC and MAC is they offer no incentive
for pharmacists to save on procurement. They are penalized for
buying'in quantity to obtain lower prices, since they do not share
in the profits resulting from quantity-buying. A pharmacist could
invest money to buy in larger quantities to save the customers money
while making profit, but, MAC and EAC prevent this from happening
with Medicaid. So why should pha::macists buy in larger quantities?

Is There A Bettec Way

We believe there is a better way -- there must be. We are
in the prQcess of analyzing the problem of overall pharmaceutical
costs, not only to recipients of Medicaid but to the general
public as well. we have established the following criteria:

- Any cost-reduction program should not disrupt the current
drug-distributiOn system which has provided our nation
the best health-care record in the world;

- Medicaid patients must not be relegated to positions of
second-class citizenship by being denied freedom to
select their own health-care providers and choose the
sources of their prescription drugs and pharmaceutical
services the same as any other citizen;

- To be acceptable, any cost-reduction program should not
discriminate against small-business owners nor be detri-
mental to independent retail pharmacy;

NARD urges the elimination of the fee for services reimbursement
and supports legislation requiring states to pay marketplace prices
for prescription drugs. Marketplace prices would enable pharmacies
to be reimbursed for the services and products supplied. Medicaid
patients would benefit because-more independent pharmacies would
remain in business and available to provide needed services.

NARD recommends a direct payment approach for these products
and services. Possible models include the following:

a) Coupons such as-those provided by the USDA for the
purchase of food;

b) Health care vouchers drawing on concepts such as those
of the Gephardt Competitive Health bill, H.R. 850;
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c) Retail vouchers redeemable for products under the
Federal program for Women, Infants and Children
(W.I.C.); or

d) The Delaware Prescription Drug Draft Program under
which eligible persons submit a check to the pharmacy
provider which is endorsed and deposited the seme as
any check received by the provider from a patient
for pharmaceutical services. The draft, however, can-

- not be cashed.

NARD believes that reliance on market forces will yiold
savings. The high administrative cost of the pharmaceutical services
program, relative to the cost of the services, could be greatly
reduced. The chronic problems associated with late payments
would be eliminated. Competition would be enhanced and prudence
amongst Medicaid recipients would be encouraged. Likewise, fraud
and waste made possible solely because of the unnecessary, complex
way in which the program has been implemented would be eliminated.

Mandatory copay could be easily added to such a system.
Cost sharing could take the form, for example, of a 5% or 10%
contribution towards the pharmaceutical voucher/draft/coupon.

NARD likewise agrees that retention of recipient freedom
of choice as to pharmacy provider is essential, not only to
assure the widest access to quality care but to assure maximum
reliance on marketplace that will in return yield taxpayer
savings.

NARD also supports the following interim steps until the
fee for service reimbursement is eliminated:

a) Full implementation of the "Cost of Filling a
Prescription" surveys;

b) Interest and penalties for late payment;

c) Compensation for the variety of services -- in addition
to prescriptions -- actually provided by professional
pharmacies; and

d) Reinstatement of the recently revoked 60-day public
notice for state changes in Medicaid reimbursement
method or level of reimbursement.

Lastly, it is absolutely essential to assure that the providers
of services in sucha competitive market as retail drugs, have a key
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role in the design, operation and administration of the Medicaid
program.

In the past, a small group of career bureaucrats -- most who
never met a payroll in their lives -- have met behind closed doors,
without pharmacy provider insight and developed Medicaid policy,
legislation and excessive regulations.

Without such an opportunity to participate in the fashioning
of the Medicaid program, providers, such as our members, will be
left totally to the whim of totally unrestrained bureaucrats.

NARD seeks the support of the Finance Committee for our
recommendations and pledges to assist its members and staff in
the refinement of our proposals to make Medicaid more cost effec-
tive.

*
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Raz Proposed SSI Cuts Recommended for FY 83

Dear Mr. Lighthizer%

This organization sees over 1500 elderly individuals each year
here in Maine. Of these, a very large number are SSI recipients.
The cuts which the Administration has proposed for Fiscal 83 will
have a dramatic and drastic effect on their standard of living. On
behalf of theaeclients, I am writing to oppose these cuts. I will
discuss them sequentially.

(1) Rounding down benefits and paying benefits only back to the day
of application, rather than to the first day of the month in which
the application is filed.

The proposal to round down benefits can only seen innocuous
in the context of personal budgets of $10,000, $20,000, $30,000 or
more dollars per year. In such a context, opposition to rounding
down might seen like quibbling over trifles. In the context of an
annual income of less than $4,000 per year, the aggregate loss of those
pennies has a proportionately significant impact on the monthly budget.

HmWW8&ub The proposal to pay only to the date of application is a more
VanBwan drastic issue. People are not newly poor at the time of application.

Often they have been struggling for some time before they get to the
point where requesting public aid is the only alternative. Also,
there are fixed monthly costs, and often people have not been able to
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pay them for the month in whlch they apply because they have had no income
for some time. The dislocation caused by having to leave a rental because
y6u can't pay that one month's rent is such more Important than any savings
that might accrue by waiting until the date of application for payment.
Further, especially in this rural State, people cannot always get into an
office on the first of the month. There are specified days for intake when
representatives ride out to the rural areas to take applications. For our
homebound clients, this rule will work in a special hardship.

(2) Disability must last two years and the impairment must be "generally
disabling."

The two-year duration rule is completely irrational in the context of a
needs-based program. The need exists in the present, even if the disability
may lessen in the future and enable the person to work. People with short-
term disabilities are no less needy than people with long-term disabilities,
during the entire period of disability.

The medical severity of an impairment, and its impact on an "average"
person is an ivory tower approach to the real problems facing our clients.
We have women who have been divorced by their husbands late in life, who are
between 60 and 65 with no work record, and for whom a variety of Impairments
preclude their ability to sustain themselves in the job market. To say that
they must nonetheless meet some artificial standard of medical severity, as
applied to people with average work histories, is to ignore the reality of
their lives, and make the promise of assistance for those in need a hollow one.

(3) Elimination of $20 disregard.

This is just another way of cutting money out of the pockets of individuals
who are not receiving an adequate Income to sustain themselves as it is. In ef-
fect, for the many widows whom we represent who have only $150 or so dollars from
their husband's account inxSocial Security, this means cutting their SSI benefits
by $20 per month. This in many instances will result in a 52 or more decrease in
benefits in an already inadequate benefit.

(4) Recover SSI overpayments out of Social Security Benefits.

There are two policies which would be violated by allowing SSI overpayments
to be recovered out of Social Security benefits. One is the policy that has
been in Social Security since It was enacted, which is that no attachment may
be made of these benefits for creditors, because they were understood to be
only a supplement as it was, and should be inviolate from the claims of
creditors. Equally importantly, however, is the principle that SSI overpayments

95-227 0 - 82 - 29
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should not be recovered from individuals whose income is so low that to do
so would be a hardship. If you take away a person's SSI, and have only left
their Social Security, by definition they have less than what they had when
they had their SS. Accordingly, if anything, they are suffering a greater
hardship, and they should be allowed to retain the meager -esidual.

Thank you very much for this opportunity to comment.

Sincerely,

Naney rca
Chief Attorney

NB:a r
cc: Barbara Leyser
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PROPOSED CUTS IN AFDC FOR FY 83

Mr. Robert E. Lightnlzer
Chief Counsel
Committee on-Finance, Room 2227
Dirksen Senate Office Building
Washington, DC 20515

I am going to address each issue and give you my thoughts

on these cuts most of them are not favorable therefore if

you do not want to read anything disfavorable please

discard right now.

States would be required to pay less than full benefits whenever

an AFDC recipient live in a household with others. To me

this really smacks of treating those on AFDC as non-citizens. Let

me use a comparison. The administration did not do anything for a

longtime regarding the Southeast Asians who came to America and

were paid very well for 2-3 years (I believe it was 3) and it was

OK for'them to live together' but when an AFDC person lives with

others benefits are to be cut. As a citizen and taxpayer I can-

not justify this when I think of the above statement.

States would also be required to count the income of all adults living

'in the household who are not related to the AFDC children as income

tQ the children. I am not sure I fully understand this statement but

it seems to-me that it simply means that kids are going to be support-

-ing kids which both-you and I know is wrong.
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States would be required to count energy assistance received by AFDC
recipients as income so that the amount of their AFDC benefits would

be reduced a dollar for each dollar that they recieve in energy

assistance. Most people on AFDC do not even get enough to pay

for all of their energy costs in the first place because their in-

come is so low. Are you going to penalize them because they do not

recleve a decent living check from the people who tell us what the

standard of living is? This is really ludriciousl I am a working

- person on a low income and I can barely get by, how do you expect

the people on AFDC to when electricity and gas etc. is going up il1

the time.

Family benefits would be reduced when the youngest child reaches 16

Just because a child reaches 16 he/she doesn't quit eating and parents

do not cease to be parents. Agreed she should look for work and if

she can find it in this depressed economy she should and I am sure

would take that job rather than be embarrassed when people ask you

what you do for a living. This also affects the kids pride in them-

selves and their parents, so if we don't pay for It one way we can

expect to pay for it through more prisons etc. I and many, many other

people would love to see work relief programs but the states simply do not

have the money to finance them so maybe between the states and the Federal

Government a work relief system could be set up. It does noone good to be

idle. A price freeze and lowering of prices so people could afford to

buy the necessities of life is a suggestion I feel is necessary if we are

going to get the money flowing. The rich' don't support 'the majority, we
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,Minor children who have income of their own such as social security

benefits based on the earnings of a deceased parent would be forced

to contribute that income to meet the needs of their siblings.

As long as the one parent does not re-marry I feel he is entitled

to these benefits to him/herself.. Should the parent marry all

benefits would be stopped since this is a two parent-family again.

I am willing to pay taxes where I feel there is a good justification

but not if there is a good justification. For instance, I cannot see

and here I agree with the administrations efforts to cancel college

funds -just because-you happen to have a dead parent. I am divorced

and supporting my children myself and cannot afford (nor can the

children afford) a luxery as college is.

The program of emercency assistance for families would be eliminated.

People are already in an emergency when they apply for emergency

assistance and need this assistance probably now more fhan six

month away in order to survive.

States would also be required to round benefits to the next lowest -

dollar and would be barred from paying benefits for any period prior

to the date of application . I cannot see the great savings in this

but agree in principal..

I am just going to generally lump all of the PROPOSED CUTS IN SSI

FOR FISCAL YEAR 1983 together. As a citizen I can see this as

a humilitating thing and a dehumanizing experience. First of all
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noone wants to be on SSI in the first place, and I must add that I

can remember the time before it was begun and we did just fine

without it then. Let's go back to Social Security responsible

for all and tryand get the.mess straightened out in the Social

Security Department and then we can maybe consider some of the

proposed rules. They are, to me, at the present time just a bunch

of "stupid" lines on paper.

I do hope this will be read and some consideration, as much as

anyone else's opinions, will be considered. This goes for those

who hold office too for I feel that as a citizen of the United

States my opinion still counts and it should be heard and listened

to.

Thanks for bearing with me to the end of this letter.

I would appreciate a response to this letter and these thoughts.

Sincerely ,

Marlene A. Byrne
644 SE 148 Apt 4
Portland, OR 97233
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MR. CHAIRMAN AND MEMBERS OF THE COMMITTEE:

THE CATHOLIC HEALTH ASSOCIATION (CHA) REPRESENTS 633

CATHOLIC HOSPITALS HAVING 169,928 BEDS AND 260 LONG-TERM CARE

FACILITIES HAVING 32,670 BEDS. THESE HEALTH CARE FACILITIES

ARE SPONSORED BY RELIGIOUS ORDERS AND DIOCESES OF THE CATHOLIC

CHURCH.

CATHOLIC HOSPITALS CAN BE FOUND IN THE INNER CiTIE$ SERVING

LARGE PROPORTIONS OF MEDICARE, MEDICAID AND CHARITY CARE

PATIENTS. CATHOLIC HOSPITALS CAN BE FOUND SERVING RURAL

COMMUNITIES. CATHOLIC HOSPITALS CAN BE FOUND AMONG THE RANKS

OF THE TEACHING HOSPITALS AND THE TERTIARY CARE CENTERS.

BECAUSE OF THE LEVEL OF COMMUNITY SERVICE REPRESENTED BY

CATHOLIC HOSPITALS AND THE IMPORTANCE OF TAX-EXEMPT FINANCING

TO A CONTINUATION OF THAT SERVICE, THE ASSOCIATION WILL FOCUS

ITS TESTIMONY ON THOSE ASPECTS OF THE ADMINISTRATION'S TAX

PROPOSAL THAT DEAL WITH TAX-EXEMPT FINANCING.

TAX-EXEIPT BONDS FOR PRIVATE ACTIVITIES

THIS PART OF THE ADMINISTRATION'S TAX PROPOSAL FOCUSES ON

THE USE OF TAX-EXEMPT BONDS BY ENTITIES OTHER THAN UNITS OF

GOVERNMENT.

THE ADMINISTRATION'S PROPOSAL ON TAX-EXEMPT'-ONDS WOULD

PLACE RESTRICTIONS ON THE ISSUANCE OF ALL TAX-EXEMPT BONDS

ISSUED-BY UNITS OF STATE AND LOCAL GOVERNMENT FOR OTHER THAN

THEIR OWN USE. THE APPLICATION OF THE ADMINISTRATION'S PROPOSAL

COVERS A WIDE RANGE OF TYPES OF BONDS, FROM SMALL ISSUE

INDUSTRIAL DEVELOPMENT BONDS, TO STUDENT LOAN BONDS, TO BONDS
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USED TO FINANCE CAPITAL PROJECTS OF NOT-FOR-PROFIT HOSPITALS.

CHA HAS REVIEWED THE ADMINISTRATION'S TAX-EXEMPT FINANCING

PROPOSAL, AND ASSESSED THE IMPACT OF THAT PROPOSAL ON TAX-

EXEMPT FINANCING OF CAPITAL PROJECTS OF NOT-FOR-PROFIT HOSPITALS.

IT IS OUR CONCLUSION THAT ELEMENTS OF THE ADMINISTRATI-ON'S

PROPOSAL COULD HAVE A SEVERE AND ADVERSE IMPACT ON ACCESS TO

CAPITAL FINANCING OF NOT-FOR-PROFIT HEALTH CARE FACILITIES.

To SUPPORT THAT CONCLUSION, OUR TESTIMONY WILL:

1. IDENTIFY THOSE PARTS OF THE-ADMINISTRATION'S PROPOSAL

THAT IMPACT TAX-EXEMPT FINANCING FOR NOT-FOR-PROFIT

HEALTH CARE FACILITIES.

2. DELINEATE CHA's GENERAL AND SPECIFIC CONCERNS WITH
-THE ADMINISTRATION'S PROPOSAL.

3. WITH REGARD TO HEALTH POLICY, MAKE THE CASE THAT:

A. THERE ARE NO HEALTH POLICY CONSIDERATIONS WHICH

WOULD PROVIDE SUFFICIENT JUSTIFICATION TO WARRANT

RESTRICTING ACCESS TO TAX-EXEMPT FINANCING ON THE

PART OF NOT-FOR-PROFIT HOSPITALS.

B. THERE ARE A NUMBER OF HEALTH POLICY CONSIDERATIONS

WHICH WOULD MORE THAN JUSTIFY PRESERVING ACCESS TO

TAX-EXEMPT FINANCING FOR NOT-FOR-PROFIT HEALTH

-CARE FACILITIES.

CHA CONCLUDES WITH A REQUEST THAT IF THE SENATE COMMITTEE ON

FINANCE BELIEVES IT MUST AMEND THOSE PORTIONS OF THE TAX STATUTE

THAT DEAL WITH TAX-EXEMPT FINANCING, IT DO SO WITHOUT IMPACTING

ADVERSELY ON NOT-FOR-PROFIT HOSPITALS' ACCESS TO THAT FINANCING.
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ELEMENTS OF THE ADMINISTRATION'S TAX-EXEMPT BOND PROPOSAL WHICH

WOULD AFFECT NOT-FOR-PROFIT HOSPITALS

THE PROPOSAL WOULD IMPOSE SEVERAL ADDITIONAL REQUIREMENTS

ON STATE AND LOCAL GOVERNMENTS ISSUING TAX-EXEMPT BONDS F R

"PRIVATE PURPOSES", WHICH WOULD-INCLUDE THE CAPITAL FINANCING

FOR_-A NOT-FOR-PROFIT HEALTH CARE FACILITY.

1. THE HIGHEST ELECTED OFFICIAL OR LEGISLATIVE BODY OF

THE GOVERNMENTAL UNIT ISSUING THE BONDS AND IN WHICH

. THE PROJECT IS LOCATED MUST FIRST HOLD A PUBLIC HEARING

ON THE WORTH OF THE PROJECT, AND THEN IT MAY APPROVE

THE BONDS.

2. IN CASES OF BONDS ISSUED AFTER 1985o THE UNIT OF GOVERN-

MENT ISSUING THE BONDS MUST MAKE A FINANCIAL CONTRI-

BUTIONP COMMITMENT OR OBLIGATION TO THE CAPITAL

PROJECT FOR WHICH BONDS ARE BEING ISSUED. THE FINANCIAL

CONTRIBUTION MUST BE EQUAL TO 1% OF THE FACE VALUE OF

THE BONDS.

3. POSITIVE ARBITRAGE WILL NOT BE PERMITTED. TREASURY WILL

NOT PERMIT A RETURN ON FUNDS RAISED THROUGH THE

ISSUANCE OF BONDS AND INVESTED DURING THE CONSTRUCTION

PERIOD GREATER THAN THE INTEREST RATE ON THE BONDS.

WHILE THE ADMINISTRATION'S TAX-EXEMPT BOND PROPOSAL INCLUDES

SEVERAL-OTHER REQUIREMENTSo THEY DO NOT APPEAR TO AFFECT TAX-

EXEMPT FINANCING FOR CAPiTAL PROJECTS OF NOT-FOR-PROFIT HEALTH

FACILITIES.
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CATIQUE.OF THE ADMINLSRATION'S TAX-EXEMPT BOND PROPOSAL

CHA's CONCERNS WITH THE ADMINISTRATION'S TAX-EXEMPT BOND

PROPOSAL ARE BOTH GENERAL AND SPECIFIC.

GENERAL:

CHA IS CONCERNED THAT:

* TREASURY HAS DEVELOPED A BROAD BRUSH PROPOSAL TO SOLVE

PROBLEMS PERCEIVED WITH A SPECIFIC TAX-EXEMPT FINANCING

VEHICLE.

. TREASURY'S ARGUMENTS IN SUPPORT OF THIS PROPOSAL ARE

NOT VALID ESPECIALLY WHEN CONSIDERED IN THE CONTEXT OF

TAX-EXEMPT FINANCING FOR CAPITAL PROJECTS FOR NOT-FOR-

PROFIT HOSPITALS.

BROAD BRUSH PROPOSAL...": THE ADMINISTRATION'S TAX-

EXEMPT BOND PROPOSAL WOULD APPEAR TO APPLY TO ALL "PRIVATE PURPOSE

TAX-EXEMPT BONDS ISSUED BY STATE AND LOCAL GOVERNMENT". ALTHOUGH

SECRETARY REGAN'S TESTIMONY BEFORE THE HOUSE WAYS AND MEANS

COMMITTEE ON FEBRUARY.2 DOES CONTAIN REFERENCES TO POSSIBLE

PROBLEMS OR ABUSES WITH SMALL ISSUE INDUSTRIAL DEVELOPMENT BONDS

(IDBs), THE ADMINISTRATION'S PROPOSAL APPEARS TO BE DEVELOPED

-MORE FROM A PHILOSOPHICAL PERSPECTIVE THAN IN REACTION TO

PERCEIVED PROBLEMS WITH THE VARIOUS TAX-EXEMPT FINANCING VEHICLES

TO WHICH THIS PROPOSAL WOULD APPLY. FROM THE AVAILABLE LITERATURE

IN SUPPORT OF THE ADMINISTRATION'S TAX PACKAGE, IT WOULD APPEAR

'THAT THIS PROPOSAL HAS BEEN PUT FORWARD WITHOUT ANY EFFORT ON

THE PART OF TREASURY TO ASSESS ITS IMPACT ON THE VARIOUS TAX-
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EXEMPT FINANCING VEHICLES TO WHICH IT WOULD APPLY.

CHA HAS ASSESSED THE POSSIBLE IMPACT ON TAX-EXEMPT FINAN-

CING OF CAPITAL PROJECTS OF NOT-FOR-PROFIT HOSPITALS AND HAS

CONCLUDED THAT ELEMENTS OF THIS ADMINISTRATION PROPOSAL COULD

HAVE SEVERE AND ADVERSE IMPACT ON THE ACCESS TO CAPITAL

FINANCING FOR NOT-FOR-PROFIT HEALTH CARE FACILITIES. THE

ADMINISTRATION'S PROPOSAL IS ALSO A SOLUTION FOR A PROBLEM OR

ABUSE THAT DOES NOT EXIST IN THIS PARTICULAR SECTOR.

TREATS. ARUNEHT: THE TREASURY DEPARTMENT HAS PUT FORTH

TWO ARGUMENTS IN SUPPORT OF ITS PROPOSAL. THESE ARGUMENTS ARE

THAT INCREASED GROWTH IN THE USE OF TAX-EXEMPT FINANCING HAVE:

" CAUSED HIGHER INTEREST RATES FOR STATE AND LOCAL

FINANCINGS) AND*

* CAUSED REVENUE LOSSES TO THE FEDERAL TREASURY.

THESE ARGUMENTS ARE FLAWED AND PARTICULARLY SO WHEN VIEWED IN THE

CONTEXT OF TAX-EXEMPT FINANCING FOR CAPITAL PROJECTS OF NOT-FOR-

PROFIT HOSPITALS.

... jqfHR.-jNREST RATES FOR STATE AND LOCAL FINANCINGS: CHA

IS UNAWARE OF ANY STUDY WHICH SHOWS THAT INCREASES IN TAX-EXEMPT

FINANCING FOR NOT-FOR-PROFIT HOSPITALS HAS CAUSED OR WILL CAUSE

INCREASES IN INTEREST RATES WHICH MUST BE PAID BY STATE AND

LOCAL GOVERNMENTS ON THEIR TAX-EXEMPT FINANCING. HOWEVER, IF, AS

SUGGESTED BY TREASURY, WE ARE TO SUPPOSE THAT INCREASED DEMAND

FOR TAX-EXEMPT FINANCING WILL DRIVE UP INTEREST RATES* THEN

SHOULD WE NOT FIRST LOOK TO THE COMPOSITION AND PRIME SOURCE
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OF THIS INCREASED DEMAND? IN 1981o MARKET DEMAND WAS:

PUBLICLY OFFERED CORPORATE BONDS

-PRIVATELY OFFERED CORPORATE BONDS

TOTAL CORPORATE BONDS

LONG-TERM TAX-EXEMPT BONDS

SHORT-TERM TAX-EXEMPT BONDS

TOTAL TAX-EXEMPT BONDS

U.S. TREASURY ISSUES

TOTAL PUBLIC BONDS.

$ 34 BILLION
13 BILLION

$ 47 BILLION

$ 45 BILLION
35 BILLION

$ 80 BILLION

S 93 BILLION

$173 BILLION

IN THAT SAME YEAR DEMAND FOR HOSPITAL TAX-EXEMPT BONDS WAS

$5 BILLION.

FROM THESE FIGURES IT WOULD APPEAR THAT HOSPITAL TAX-EXEMPT

BONDS ARE A VERY SMALL PERCENTAGE OF:

LONG-TERM CARE TAX EXEMPT BONDS

ALL TAX-EXEMPT BONDS

ALL PUBLIC BONDS

11%
6%

FROM THESE FIGURES IT WOULD SEEM THAT THE ENTITY HAVING THE MOST

EFFECT ON THE BOND MARKET IS THE FEDERAL GOVERNMENT. WITH $93

BILLION IN 1981o IT. ACCOUNTED FOR 54% OF THE PUBLIC BOND MARKET.

IT WOULD APPEAR THAT THE FINANCING NEEDS OF THE FEDERAL GOVERNMENT

HAVE-A LARGER EFFECT ON THE INTEREST RATES THAT STATE AND LOCAL

GOVERNMENTS MUST PAY THAN ANY OTHER ENTITY IN THE BOND MARKET.

THEREFORE* IF INTEREST RATES THAT STATE AND LOCAL GOVERNMENTS

MUST PAY IS IDENTIFIED AS A PROBLEM. IT WOULD SEEM TO BE MOST

PRODUCTIVE TO LOOK AT THE FEDERAL GOVERNMENT'S OWN ACTIVITIES

IN THE BOND MARKET FOR A SOLUTION TO THAT PROBLEM.
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IN FACT* RATHER THAN CONTRIBUTING TO THE FINANCIAL PROBLEMS

OF STATE AND LOCAL GOVERNMENTS* TAX-EXEMPT FINANCING OF

HOSPITALS ACTS TO REDUCE EXPENDITURES AND MAY EVEN INCREASE THE

REVENUES OF THESE GOVERNMENTS.

TAX-EXEMPT FINANCING FOR HOSPITALS RESULTS IN:

0 LESS EXPENSIVE EMPLOYEE-HEALTH INSURANCE PREMIUMS TO

STATE AND LOCAL GOVERNMENT.

* LESS EXPENSIVE MEDICAID PROGRAMS-FOR STATE GOVERNMENT

AND IN SOME CASES COUNTY GOVERNMENT.

. LESS EXPENSIVE GOODS AND SERVICES WHICH STATE AND LOCAL

GOVERNMENTS PURCHASE FROM THE PRIVATE SECTOR. (HEALTH

INSURANCE FOR EMPLOYEES IS NOT AN INSIGNIFICANT COST OF

PRODUCTION.)

IN ADDITION, IN MANY COMMUNITIES THE NOT-FOR-PROFIT HOSPITAL

IS ONE OF ITS LARGEST EMPLOYERS. IT MAY ALSO BE AMONG THE

LARGEST PURCHASERS OF GOODS AND SERVICES. THEREBY PROVIDING

ADDITIONAL JOBS IN A COMMUNITY'S ECONOMY. TAX-EXEMPT FINANCING

IS THE PRIMARY SOURCE OF CAPITAL OF MANY SUCH HOSPITALS. IF

HOSPITAL ACCESS TO TAX-EXEMPT FINANCING IS RESTRICTED OR CURTAILED*

-- IT CANNOT FAIL TO IMPACT ADVERSELY THE STRONG ROLE WHICH THE

HOSPITAL PLAYS IN A COMMUNITY'S ECONOMY.

REVENUE LOSSES TO THE FEDERAL GOVERNMENT: THE ADMINISTRATION

.. IN ITS TESTIMONY BEFORE THE COMMITTEE ON WAYS AND MEANS SUGGESTS

. PRIVATE"PURPOSE TAX-EXEMPT FINANCING REPRESENTS LOST REVENUE

-TO THE-FEDERAL GOVERNMENT. THAT CONTENTION MAY BE ARGUABLE

IN GENERAL TERMS, BUT IN THE CONTEXT OF TAX-EXEMPT FINANCING

FOR HOSPITALS. IT IS MUCH LESS ARGUABLE.
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THE CONGRESSIONAL BUDGET OFFICE HAS ESTIMATED THAT LOSSES

IN FEDERAL REVENUES AS A RESULT OF TAX-EXEMPT HOSPITAL BONDS WILL

BE $100 MILLION IN FY '82, $200 MILLION IN FY '83 AND $300 MILLION

IN FY '8. HOWEVER, THESE PROJECTIONS FAIL TO TAKE INTO CONSID-

ERATION THAT TAX-EXEMPT HOSPITAL FINANCING REDUCES THE COST TO

THE FEDERAL GOVERNMENT FOR:

* MEDICARE*
* MEDICAID,
* HEALTH BENEFITS OF FEDERAL EMPLOYEES#

* CHAMPUS,
EVERY GOOD AND SERVICE THAT THE FEDERAL GOVERNMENT PURCHASES
FROM THE PRIVATE SECTOR.

FURTHERMORE* IF HOSPITALS ARE FORCED INTO THE TAXABLE BOND

MARKET IT DOES NOT AUTOMATICALLY FOLLOW THAT THE TREASURY WILL

RECEIVE PROPORTIONATE INCREASES IN REVENUES. MANY INVESTORS IN

TAXABLE HOSPITAL BONDS SUCH AS PENSION FUNDS ARE THEMSELVES TAX-

EXEMPT AND THEREFORE THE INTEREST EARNED ON THEIR INVESTMENTS IS

TAX-EXEMPT.

SPECIFIC CONCERNS WITH THE ADMINISTRATION'S PROPOSAL:

CHA'S SPECIFIC CONCERNS RELATE TO THE FOLLOWING PARTS OF

THE ADMINISTRATION'S TAX-EXEMPT BOND PROPOSAL:

• ARBITRAGE,

• PUBLIC HEARING AND APPROVAL BY ELECTED OFFICIAL OR
LEGISLATIVE UNIT#

* FINANCIAL CONTRIBUTION, COMMITMENT OR OBLIGATION.

ARBITRAGE: THE ADMINISTRATION'S PROPOSAL WOULD EXTEND

PROHIBITIONS AGAINST POSITIVE ARBITRAGE TO RESERVE FUNDS AND

FUNDS INVESTED DURING THE TEMPORARY CONSTRUCTION PERIOD. UNDER
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THE PRESENT LAW AND RULES, POSITIVE ARBITRAGE CAN OCCUR ON

RESERVE FUNDS AND INVESTMENTS MADE DURING THE CONSTRUCTION PERIOD.

WITH RESPECT TO INVESTMENTS MADE DURING THE CONSTRUCTION

PERIOD, AN EXPLANATION MAY BE HELPFUL.

NOT-FOR-ISOFIT HOSPITALS RAISE CAPITAL FUNDS THROUGH FLOATING

TAX-EXEMPT BONDS. ON THE DAY CONSTRUCTION BEGINS# THE TRUSTEES

FOR THE BOND HOLDERS RECEIVE 1OOX OF THE MONIES RAISED. SINCE

100 OF THE MONIES RAISED CANNOT BE SPENT ON DAY ONE, THE MONIES

ARE OFTEN INVESTED IN SHORT-TERM INVESTMENTS THAT MATURE IN

CONCERT WITH-THE NEE0"TO MAKE PAYMENTS DURING THE CONSTRUCTION

PERIOD. HOPEFULLY THESE INVESTMENTS ARE MADE IN INSTRUMENTS

WHICH RETURN A HIGHER RATE OF INTEREST THAN THE HOSPITAL HAS TO

PAY OUT. THE DIFFERENCE' IN THE TWO INTEREST RATES RESULTS IN

ARBITRAGE.

WITH RESPECT TO-RESERVE FUNDS HOSPITALS ARE OFTEN REQUIRED,

AS A CONDITION OF THE FINANCING, TO SET UP A DEBT SERVICE RESERVE

FUND EQUAL TO ONE YEAR'S DEBT SERVICE ON THE FINANCING. THE

MONIES FOR THE FUND ARE DERIVED FROM THE PROCEEDS OF THE BOND

ISSUANCE. THE MONIES IN THE FUND ARE INVESTED, HOPEFULLY AT

RATES HIGHER THAN THE HOSPITAL IS PAYING ON THE BONDS. ARBITRAGE

IS THAT MONEY WHICH IS THE NET RETURN ON THE INVESTMENT AFTER

THE HOSPITAL PAYS OUT INTEREST ON THE BORROWED FUNDS.

IF ARBITRAGE IS EXPECTED TO OCCUR AS PART OF THE FINANCING,

THE MONIES DERIVED FROM ARBITRAGE ARE INCLUDED IN THE CALCULATION

A HOSPITAL AND ITS FINANCING TEAM MAKE WHEN THEY ESTABLISH THE

AMOUNT OF MONEY NEEDED TO COMPLETE THE CAPITAL PROJECT. SINCE
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THE MONEY DERIVED AS A RESULT OF ARBITRAGE IS USED TO PAY COSTS

ASSOCIATED WITH THE PROJECT* THE COST CALCULATIONS ARE LESS

THAN WOULD OTHERWISE BE THE CASE. IF THE ADMINISTRATION'S AR-

BITRAGE PROPOSAL IS IMPLEMENTED IT WILL MERELY CAUSE HOSPITALS

TO INCREASE THE AMOUNT OF MONEY TO BE BORROWED TO SUPPORT

CAPITAL PROJECTS.

ELECTED OFFICIAL: UNDER THE ADMINISTRATION'S PROPOSAL,

THE HIGHEST ELECTED OFFICIAL OR LEGISLATIVE BODY OF THE UNIT

OF GOVERNMENT MUST APPROVE THE BONDS. PRIOR TO SUCH AN APPROVAL*

A PUBLIC HEARING MUST BE HELD TO GIVE MEMBERS OF THE PUBLIC

THE OPPORTUNITY TO COMMENT ON THE CAPITAL PROJECT AND THE BOND

ISSUANCE.

HOSPITALS AND NURSING HOMES OFTEN OBTAIN THEIR FINANCING

THROUGH AUTHORITIES ESTABLISHED BY UNITS OF STATE OR LOCAL

GOVERNMENT. THIS PROPOSAL COULD PROVE TO BE DEVASTATING TO

HOSPITALS AND NURSING HOMES THAT USE STATEWIDE AUTHORITIES TO

OBTAIN THEIR FINANCING.

THEIR TAX-EXEMPT FINANCING APPLICATIONS WOULD HAVE TO COMPETE

FOR THE-GOVERNOR'S ATTENTION NOT ONLY WITH ALL OTHER TAX-EXEMPT

FINANCINGS IN THE STATE BUT ALSO WITH ALL THE OTHER DUTIES AND

OBLIGATIONS A GOVERNOR OR STATE LEGISLATURE MAY HAVE. IF THIS

REQUIREMENT IS TO BE ONE OF SUBSTANCE RATHER THAN FORMT-AT THE

95-227 0 - 82 - 30
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STATE LEVEL# AND PARTICULARLY IN THE LARGER STATES, SUCH A

PUBLIC HEARING AND APPROVAL REQUIREMENT WOULD CREATE SUCH A

BOTTLENECK IT WOULD BE TANTAMOUNT TO DENYING HOSPITALS ACCESS

TO TAX-EXEMPT FINANCING.

WHERE STATEWIDE BOND ISSUING AUTHORITIES EXIST# THEY ARE

INSTRUMENTALITIES OF THE STATE GOVERNMENT. THEIR MEMBERS ARE

USUALLY APPOINTED BY THE GOVERNOR. CHA SUBMITS THAT ACTION BY

THESE STATEWIDE AUTHORITIES SHOULD SATISFY THE PUBLIC HEARING

AND APPROVAL BY ELECTED OFFICIAL REQUIREMENT.

FINANCIAL CONTRIBUTION: UNDER THE ADMINISTRATION'S PROPOSAL*

AFTER DECEMBER 31, 1985 UNITS OF STATE OR LOCAL GOVERNMENT WILL

BE REQUIRED TO MAKE A FINANCIAL CONTRIBUTION EQUIVALENT TO 1%

OF THE FACE VALUE OF THE BONDS TO EACH CAPITAL PROJECT FOR WHICH

THEY ISSUE PRIVATE PURPOSE TAX-EXEMPT BONDS. THE CONTRIBUTION

CAN TAKE THE FORM OF A CASH PAYMENT* TAX CREDIT OR ABATEMENT,

OR PROVISION OF ADDITIONAL SERVICES. THE TREASURY DEPARTMENT, IN

DOCUMENTS RELEASED FEBRUARY 26, 1982, DID INDICATE THAT THE

GENERAL TAX EXEMPTIONS PROVIDED FOR EXEMPT ORGANIZATIONS UNDER

STATE LAW COULD BE USED TO SATISFY THE CONTRIBUTION REQUIREMENT

WITH RESPECT TO PROJECTS FOR EXEMPT ORGANIZATIONS.

THE RAMIFICATIONS OF THE IMPLEMENTATION OF THIS ASPECT OF

THE ADMINISTRATION'S PROPOSAL COULD BE ABSOLUTELY DEVASTATING TO

NOT-FOR-PROFIT HOSPITALS IF GENERAL TAX EXEMPTIONS UNDER STATE

LAW ARE NOT ALLOWED TO SATISFY THE FINANCIAL CONTRIBUTION REQUIRE-

MENT.
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UNITS OF STATE-, COUNTY AND MUNICIPAL GOVERNMENT AT THIS

TIME AND FOR THE FORESEEABLE FUTURE ARE NOT IN THE FINANCIAL

POSITION TO MAKE SUCH CONTRIBUTIONS. IN ADDITION, MANY STATE-

GOVERNMENTS, AND THEREFORE COUNTY AND LOCAL GOVERNMENTS, ARE

CONSTITUTIONALLY PROHIBITED FROM MAKING CONTRIBUTIONS TO

INSTITUTIONS WITH RELIGIOUS SPONSORS.- FOR ALL INTENTS AND

PURPOSES, TAX-EXEMPT FINANCING WILL CEASE TO BE AN AVENUE TO

CAPITAL FOR NOT-FOR-PROFIT HEALTH FACILITIES EVEN THOUGH'THESE

HOSPITALS SERVE A PUBLIC PURPOSE.

IF TAX-EXEMPT BONDS CEASE TO BE AN AVENUE TO CAPITAL, HEALTH

FACILITIES MUST USE TAXABLE"BONDS. FOR MANY HOSPITALS, SUCH A

PROPOSAL COULD THREATEN THEIR EXISTENCE.

* PRIVATE, NOT-FOR-PROFIT HOSPI-TALS IN THE INNER CITY WHICH

HAVE A HIGH VOLUME OF MEDICARE, MEDICAID AND CHARITY

PATIENTS PERFORM A PUBLIC SERVICE TO SUCH AN EXTENT THAT

STATE, COUNTY AND/OR MUNICIPAL HOSPITALS COULD NOT PICK

UP THAT LOAD IF THESE HOSPITALS WERE TO DISAPPEAR.

* HOSPITALS THAT SERVE A HIGH POPULATION OF-MEDICARE, MEDI-

CAID AND CHARITY PATIENTS TEND TO BE WEAKER HOSPITALS

FINANCIALLY BECAUSE OF THE DISCOUNT ENJOYED BY THE

MEDICARE AND MEDICAID PROGRAMS.

• BECAUSE OF THEIR WEAKER FINANCIAL CONDITION, THESE

HOSPITALS WILL BE UNABLE-TO COMPETE EFFECTIVELY FOR

CAPITAL IN THE TAXABLE BOND MARKET.

WITHOUT ACCESS TO CAPITAL, THEIR VERY EXISTENCE IS

THREATENED.

FOR HOSPITALS THAT CAN COMPETE EFFECTIVELY IN THE TAXABLE

BOND MARKET, SUCH A MOVE MEANS MORE EXPENSIVE HEALTH CARE:
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HOSPITALS THAT ARE ABLE TO FLOAT TAXABLE BONDS WILL
HAVE TO PASS ON THE INCREASED COSTS OF TAXABLE FINANCING
TO THE PATIENTS AND THEIR PAYORS.

FOR EMPLOYERS AND EMPLOYEES, THIS MEANS SUBSTANTIAL
INCREASES IN INSURANCE PREMIUMS AND THEREFORE INCREASES

IN THE COST OF PRODUCTS THEY PRODUCE.

FOR GOVERNMENT, THIS MEANS INCREASED PAYOUT FOR THE
-HEALTH INSURANCE PREMIUMS OF FEDERAL EMPLOYEES UNDER BOTI
FHEP FOR CIVILIAN EMPLOYEES AND CHAMPUS FOR MILITARY
EMPLOYEES, RETIREES AND THEIR DEPENDENTS. IT ALSO MEANS
INCREASED PAYOUT IN THE FORM OF MEDICARE AND MEDICAID
AND INCREASED COSTS FOR ALMOST EVERY GOOD OR SERVICE
PURCHASED BY THE GOVERNMENT.

TAXEXEMP_ AN.. _-TAX-EXEMPT HEALTH CARE FACILjTISSHOULD
REMA4 .A -_ ..ITY

IN THIS SECTION OF OUR TESTIMONY WE WILL SEEK TO MAKE THE

CASE THAT:

1. THERE ARE NO HEALTH POLICY CONSIDERATIONS WHICH WOULD
PROVIDE SUFFICIENT JUSTIFICATION TO WARRANT RESTRICTING
OR ELIMINATING ACCESS TO TAX-EXEMPT FINANCING ON THE
PART OF NOT-FOR-PROFIT HEALTH CARE FACILITIES.

2. THERE ARE A NUMBER OF HEALTH POLICY CONSIDERATIONS-WHICH
- WOULD MORE THAN JUSTIFY PRESERVING ACCESS TO TAX-EXEMPT

CAPITAL FINANCING FOR NOT-FOR-PROFIT HEALTH CARE
FACILITIES.

,..No NEED TO RESTRICT O0 ELIMINATE ACCESS TO TAX-EXEMPT FINANCING ...

THIS SECTION WILL ADDRESS TWO ARGUMENTS THAT HAVE BEEN OFFERED

IN -SUPPORT OF RESTRICTING OR ELIMINATING ACCESS TO TAX-EXEMPT

FINANCING FOR NOT-FOR-PROFIT HOSPITALS:

* OVERBEDDING
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* TAX-EXEMPT FINANCING IS AN INEFFICIENT WAY TO SUBSIDIZE
HOSPITAL CONSTRUCTION

0VERBEDDiNQ: THE MAIN ARGUMENT IN THE OVERBEDDING AREA IS

,THAT THERE IS TOO MUCH HOSPITAL CAPACITY IN THE COUNTRY AS A

WHOLE. THE MOST GRAPHIC ILLUSTRATION OF THIS POINT WAS MADE

WITH RESPECT TO HOSPITAL BEDS WHEN THE BUREAU OF-HEALTH PLANNING

SET THE 4.0 BEDS PER 1,000 POPULATION. THERE MAY BE AREAS OR

LOCALITIES THAT HAVE AN EXCESS OF HOSPITAL CAPACITY, BUT

RESTRICTING OR ELIMINATING HOSPITAL ACCESS TO TAX-EXEMPT CAPITAL

FINANCING TO CURE THAT PERCEIVED EVIL, IF IT DOES EXIST, IS AN

OVERKILL SOLUTION TO THE PROBLEM.

To BE SURE. SOME TAX-EXEMPT FINANCING MAY BE USED TO FINANCE

NEW CONSTRUCTION OF HOSPITALS. BUT MUCH MORE HAS BEEN USED TO

ADD NEW SERVICES, REFINANCE EXISTING DEBT, AND RENOVATE EXISTING

FACILITIES. HOSPITALS REFINANCE THEIR DEBT FOR A VARIETY OF

REASONS, ALL OF WHICH RESULT IN EITHER A STRONGER FINANCIAL

POSITION FOR -HE HOSPITAL OR A REDUCTION IN COSTS. HOSPITALS WILL

CONTINUE TO NEED TO RENOVATE THEIR FACILITIES AS THEIR PHYSICIAL

PLANTS BEGIN TO WEAR OUT AND FAIL BUILDING, LIFE SAFETY AND FIRE

CODES.-

ESTIMATES OF THE AMOUNT OF CAPITAL WHICH WILL BE NEEDED BY

-HOSPITALS IN THE 1980S RANGE FROM $130 BILLION TO $190 BILLION:

AND AS IN THE PAST, A MAJOR PORTION, 70-80%, OF THAT CAPITAL -

WILL REFINANCE EXISTING DEBT OR RENOVATE EXISTING FACILITIES.

THE APPROPRIATE QUESTION TO BE ASKED IS:
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DOES THIS COUNTRY WANT TO RAISE THE COST OF HEALTH CARE

IN THE '80s. '90S AND BEYOND-BY THE INCREASED INTEREST NECESSARY

ON TAXABLE FINANCING, JUST TO CURE AN OVERBEDDING PROBLEM WHICH

MAY OR MAY NOT BE A REALITY?

TAX7EXEMPT FINANCING IS AN INEFFICIENT WAY TO SUBSIDIZE
HOSPITAL CONSTUCT|QN: ONE OF THE ARGUMENTS IN THIS AREA IS

THAr MUCH OF THE SUBSIDY ASSOCIATED WITH TAX-EXEMPT FINANCING AS

MUCH AS ONE-THIRD, GOES TO BOND HOLDERS* UNDERWRITJERS AND BOND

COUNSEL.

PROPONENTS OF THE INEFFICIENCY ARGUMENT SUGGEST THAT WITH

DIRECT SUBSIDIES, LIKE A HILL-BURTON PROGRAM. 100X OF THE SUBSIDY

WOULD GO TO THE INSTITUTION. HOWEVER, DIRECT SUBSIDIES AT

THE NATIONAL LEVEL WOULD REQUIRE BOTH A SIZEABLE BUDGET AND A

SIZEABLE FEDERAL BUREAUCRACY TO IMPLEMENT THE PROGRAM. SUCH AN

EFFORT WOULD BE INCONSISTENT WITH THE REAGAN ADMINISTRATION'S

OBJECTIVE OF REDUCING THE SIZE OF GOVERNMENT AND COULD BE MORE

EXPENSIVE THAN THE PRESENT TAX-EXEMPT FINANCING MECHANISM.

,..JUSTIFICATION FOR PRESERVING ACCESS TO TAX-EXEMPT FINANCING...

FOR A NUMBER OF-REASONS, TAX-EXEMPT FINANCING IS AND SHOULD

REMAIN AN INTEGRAL PART OF THE FINANCING OF NOT-FOR-PROFIT HEALTH

CARE FACILITIES. THESE REASONS REVOLVE AROUND THE FOLLOWING

CONSIDERATIONS:

0 PUBLIC PURPOSE OF NOT-FOR-PROFIT HOSPITALS:

0 MAGNITUDE OF THE NEED FOR CAPITAL:
* CONSEQUENCES OF SEEKING TAXABLE FINANCING;
* PROBLEMS ASSOCIATED WITH CURRENT GOVERNMENT REIMBURSEMENT

POLICY;
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, POTENTIAL DISADVANTAGE OF NOT-FOR-PROFIT HOSPITALS

VIS-A-VIS THEIR FOR-PROr4T COUNTERPARTS.

ELJIC PURPOSE OF NOT-FOR PROFIT HOSPITALS: NOT-FOR-PROFIT

HOSPITALS UNQUESTIONABLY SERVE A PUBLIC PURPOSE, AN ESSENTIAL

PUBLIC PURPOSE AS ACUTE CARE HEALTH FACILITIES ESTABLISHED BY

UNITS OF STATE. COUNTY AND CITY GOVERNMENTS. THEY SERVE THE

GENERAL PUBLIC AS WELL AS PATIENTS WHO ARE BENEFICIARIES OF

GOVERNMENT PROGRAMS LIKE MEDICARE AND MEDICAID AND THE INDIGENT

AND MEDICALLY INDIGENT IN THE COMMUNITY.

IN ALMOST EVERY LARGE INNgR CITY IN THE COUNTRY THERE ARE

NOT-FOR-PROFIT HOSPITALS WHOSE PATIENT LOADS ARE PRIMARILY

MEDICARE, MEDICAID, AND THE POOR. THESE HOSPITALS ARE* IN MOST

INSTANCES, RELATIVELY WEAK FINANCIALLYBOTH BECAUSE OF THE INADE-

QUACIES OF THE MEDICARE AND MEDICAID REIMBURSEMENT MECHANISM AND

BECAUSE OF THEIR HIGH CHARITY LOAD. IF WELL MANAGED, THESE

HOSPITALS CURRENTLY RECEIVE BBB RATINGS ON THEIR TAX-EXEMPT BONDS.

FREQUENTLY THESE HOSPITALS-ARE OLDER FACILITIES, BUILT EARLY

IN THIS CENTURY AND IN THE NEAR FUTURE WILL BE AMONG THE FIRST

TO ATTEMPT TO RAISE CAPITAL TO RENOVATE OR REPLACE THEIR WORN OUT

PHYSICAL PLANTS. IF TAX-EXEMPT FINANCING IS RESTRICTED OR

ELIMINATED AS A RESULT OF IMPLEMENTING THE ADMINISTRATION'S TAX-

EXEMPT BOND PROPOSAL. MANY OF THESE HOSPITALS WILL BE ELIMINATED

FROM THE TAXABLE BOND MARKET. BECAUSE OF THEIR RELATIVELY WEAK

FINANCIAL CONDITIONS, BOND RATING AGENCIES ARE LIKELY TO GIVE

THESE HOSPITALS' TAXABLE BONDS A BB RATING, A RATING WHICH IS

NOT HIGHLY SALABLE.
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IF THESE HOSPITALS FAIL BECAUSE THEIR WORN OUT PHYSICAL

PLANTS CANNOT PASS BUILDING, FIRE AND LIFE SAFETY CODES AND

BECAUSE THEY CANNOT OBTAIN THE CAPITAL NECESSARY TO RENOVATE

OR REPLACE THEIR PHYSICAL PLANT, WHO WILL PICK UP THEIR PATIENT

LOAD? THERE ARE NOT ENOUGH PUBLIC HOSPITALS TO FULFILL SUCH

AN EXPANDED NEED.

NOT-FOR-PROFIT HOSPITALS ARE NOT MERELY PUBLIC PURPOSE, AS

A PARK IS PUBLIC PURPOSE. THEY ARE ESSENTIAL PUBLIC PURPOSE

ENTITIES$

QL iAL...APITAL-NEDs IN _9Q_% -__j30-190 BILLION. CONSE-
QUENCES QE_ ELNQl AbLE FjNAJ .Nq ESTIMATES OF THE AMOUNTS

OF CAPITAL WHICH WILL BE NEEDED BY HOSPITALS IN THE 1980s RANGE

FROM $130 BILLIOII TO $190 BILLION. IF TAX-EXEMPT FINANCING IS

RESTRICTED OR ELIMINATED AS A RESULT OF THE ADMINISTRATION'S

PROPOSAL, FINANCIALLY SOUND HOSPITALS WILL RAISE CAPITAL THROUGH

TAXABLE BONDS. INTEREST RATESON TAXABLE AND TAX-EXEMPT BONDS

HAVE NARROWED IN RECENT YEARS BUT THERE IS A DIFFERENCE. INTEREST

ON TAXABLE BONDS IS GENERALLY 3-5% HIGHERTHAN INTEREST ON TAX-

EXEMPT BONDS. -IF HOSPITALS ARE FORCED INTO THE TAXABLE BOND

MARKET, THEY ARE LIKELY TO HAVE TO PAY ADDITIONAL INTEREST EQUAL

TO 50Z OF THE PRINCIPAL.

A SEARCH FOR TAXABLE FINANCING ALSO PRESENTS OTHER PROBLEMS

FOR HOSPITALS. BY AND LARGE THE LENGTH OF A TAXABLE FINANCING --

IS CONSIDERABLY SHORTER THAN THE LIFE OF THE ASSET AS RECOGNIZED

BY MEDICARE. FOR INSTANCE, IF A HOSPITAL USES TAXABLE FINANCING
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TO REPLACE ITS PHYSICAL PLANT, IT MAY HAVE TO PAY OFF THE LOAN

OVER A TEN OR FIFTEEN YEAR PERIOD. HOWEVER, MEDICARE WILL

REQUIRE THE LIFE OF THE ASSET TO BE 20 OR MORE YEARS AND REIMBURSE

DEPRECIATION OVER THE 20-YEAR PERIOD. HAVING TO RETIRE THE

DEBT FASTER THAN THE DEPRECIATION SCHEDULE RECOGNIZED BY MEDICARE

WILL ONLY ERODE FURTHER THE FINANCIAL VIABILITY OF HOSPITALS.

FURTHERMORE, IF HOSPITALS ARE FORCED INTO THE TAXABLE BOND

MARKET, THAT MEANS HIGHER INTEREST PAYMENTS FOR HOSPITALS AND A

HIGHER COST OF MEDICAL CARE. HOSPITALS THAT GO FOR TAXABLE

FINANCING WILL HAVE TO PASS THIS INCREASED COST TO INSURERS.

--INSURERS WILL IN TURN PASS THIS ALONG TO EMPLOYERS WHO PAY FOR

EMPLOYEE HEALTH BENEFITS. -THE COST OF PRODUCTION OF GOODS AND

SERVICES WILL IN tURN INCREASE GENERALLY. THIS WILL RESULT IN

HIGHER PRICES FOR GOVERNMENT AND THE PUBLIC IN GENERAL AS THEY

PURCHASE GOODS AND SERVICES FROM THE PRIVATE SfCTOR.

/ ABI. ITY.QF NQT-FOR-PROFIT. HOl PTAJQ RAi. C API TAL IS
IMPAI RED .@Y.ZR@9R6._ ANJ2_MED ! 8 ./MEPI .. RE J MBURSEMENT POLICY:

PRIVATE. NOT-FOR-PROFIT HOSPITALS CANNOT RAISE EQUITY CAPITAL

(I.E., ISSUE STOCK). To RAISE CAPITAL, NOT-FOR-PROFIT HOSPITALS

MUST RELY ON CHARITABLE CONTRIBUTIONS, EARNINGS ACCUMULATION OR

DEBT FINANCING.

CHARITABLE GIVING OR PHILANTHROPY HAS BEEN DECLINING AS
A SOURCE OF CAPITAL FOR THE POPULATION OF HOSPITALS AS
A WHOLE. AT THE CLOSE OF THE 1970S, PHILANTHROPY
ACCOUNTED FOR APPROXIMATELY 2% OF THE TOTAL SOURCES OF

HOSPITAL CAPITAL. IN ADDITION, CHARITABLE CONTRIBUTIONS,

INCLUDING THOSE MADE TO NOT-FOR-PROFIT HOSPITALS, ARE
PREDICTED TO DECLINE AS A RESULT OF THE DIMINISHED
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INCENTIVE TO MAKE SUCH CONTRIBUTIONS WITH THE PHASE-
IN OF THE TAX RATE REDUCTIONS ENACTED IN 1981.

EARNINGS ACCUMULATION OCCURS-WHEN REVENUES EXCEED THE
COSTS OF DELIVERING MEDICAL CARE. EDICARE AND MEDICAID
CREATE SERIOUS PROBLEM IN THIS AREA. ALTHOUGH.MEDICARE

IS ALLEGED TO PAY FOR THE "REASONABLE COST" OF DELIVERING

MEDICAL CARE IN INSTITUTIONAL SETTINGS, THERE ARE

SEVERAL COSTS THAT ARE NOT RECOGNIZED BY MEDICARE AS

ALLOWABLE. SUCH COSTS WOULD INCLUDE RETURN ON-EQUITY
FOR NOT-FOR-PROFIT FACILITIES. IT IS GENERALLY BELIEVED
THAT THE SHORTFALL IN MEDICARE REIMBURSEMENT DUE TO

NON-RECOGNITION OF SUCH COSTS IS 15-20%. UNDER THE
MEDICAID PROGRAM THE SHORTFALL IS ESTIMATED TO BE AS
MUCH AS 30% IN SOME INSTANCES. WHEN THE MEDICARE/MEDICAID

REIMBURSEMENT PROVISIONS OF THE OMNIBUS RECONCILIATION

ACTS OF 1980 AND 1981 ARE IMPLEMENTED, THE SHORTFALLS
WiLL GROW2VEN LARGER-

MEDICARE AND MEDICAID DO REIMBURSE FOR DEPRECIATION BASED

ON THE HISTORICAL COST OF THE ASSET. HOWEVER, IF A

HOSPITAL FUNDS ITS DEPRECIATION, THE DOLLAR AMOUNT IN
THE FUNDED DEPRECIATION ACCOUNT AT THE END OF THE

DEPRECIATION SCHEDULE IS THE ORIGINAL PRICE OF THE ASSET

AT PURCHASE-NFLATION IN THE INTERVENING YEARS WILL

CAUSE THE REPLACEMENT COST OF THE ASSET TO BE SUBSTANTIALLY

MORE THAN THE ACCUMULATED DEPRECIATION.

NOT ONLY DO MEDICARE AND MEDICAID NOT CONTRIBUTE TO--

EARNINGS ACCUMULATION BUT THEIR REIMBURSEMENT POLICIES

ALSO TEND TO WEAKEN HOSPITALS FINANCIALLY. THE MORE

MEDICARE AND MEDICAID PATIENTS WHICH A HOSPITAL TREATS,

THE MORE IT TENDS TO ERODE ITS CAPITAL BASE.

THIS PROPOSAL COULD HAVE A-MAJOR IMPACT ON THE VIABILITY OF
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NQT-FOR-PROFIT-HOSPITALS VIS-A-VAS THEIR INVESTOR-OWNED, FOR-.
PROFIT HOSPITAL COUNTERPARTS: SINCE THE ADVENT OF MEDICARE AND

MEDICAID, THE INVESTOR-OWNED HOSPITAL HAS BECOME A LARGE AND

GROWING PART OF THE TOTAL HOSPITAL SECTOR. THESE INVESTOR-OWNED

HOSPITALS COMPETE WITH NOT-FOR-PROFIT HOSPITALS FOR DOCTORS#

'PATIENTS AND CAPITAL. BY RAISING THIS POINT CHA DOES NOT MEAN

TO SPEAK AGAINST FOR-PROFIT HOSPITALS OR THE COMPETITION THEY

BRING TO THE HEALTH CARE SECTOR. WE.,DO MEAN TO SAY, HOWEVER#

THAT FEDERAL POLICIES THAT WOULD AFFECT EITHER THE FOR-PROFIT OR

THE NOT-FOR-PROFIT FACILITY, DIRECTLY OR INDIRECTLY, SHOULD NOT

BE ADVOCATED OR IMPLEMENTED WITHOUT TAKING INTO CONSIDERATION

THE EFFECT OF THE PROPOSAL ON THE ABILITY OF EACH SECTOR OF THE

INDUSTRY TO COMPETE WITH THE OTHER. THAT IS, THE GOVERNMENT

SHOULD PROVIDE NEITHER ADVANTAGE NOR DISADVANTAGE TO EITHER

SECTOR AS A RESULT OF ITS POLICIES.

WITH RESPECT TO ACCESS TO CAPITAL THE NOT-FOR-PROFIT HOSPITAL

IS ALREADY-WIDELY VIEWED AS BEING AT A SERIOUS DISADVANTAGE TO

ITS INVESTOR-OWNED COUNTERPART. WHILE REDUCED PHILANTHROPY AND

GOVERNMENT REIMBURSEMENT POLICIES JEOPARDIZE THE FINANCIAL-

STRENGTH AND THUS, THE INVESTMENT APPEAL, OF NOT-FOR-PROFIT

HOSPITALS, THE FOR-PROFIT HOSPITAL INDUSTRY SIMPLY ISSUES MPRE

STOCK IN WHAT IS, AT THE PRESENT TIME, A STRONG GROWTH SECTOR OF

THE MARKET. TWO FACETS OF THIS ADMINISTRATION'S PROPOSAL WOULD

ADD SIGNIFICANTLY TO THE PRESENT DISADVANTAGE OF NOT-FOR-PROFIT

.-FACILITIES.
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PIRST-OF-ALL, THE PUBLIC HEARING AND APPROVAL PROCESS OF

TAX-EXEMPT FINANCING IS A PROCESS TO WHICH THE FOR-PROFIT

,_HOP1ITAL WOULD NOT BE SUBJECT SINCE IT DOES NOT ORDINARILY SEEK

SUCH FINANCING. IN ADDITION, SUCH A PROCESS WOULD CREATE A

BOTTLENECK AT THE GOVERNOR'S OFFICE IN MANY STATES AND IN SO DOING,

ADD TO THE COST OF THE PROJECT BY DELAYING CONSTRUCTION.

THE FINANCIAL CONTRIBUTION REQUIREMENT. IF IMPLEMENTED WITH-

OUT SPECIAL CONSIDERATION FOR TAX-EXEMPT ORGANIZATIONS, WOULD

ELIMINATE ALMOST ALL ACCESS TO TAX-EXEMPT FINANCING, PARTICULARLY FOR

THOSE HOSPITALS THAT SERVE HIGH PROPORTIONS OF MEDICARE/MEDICAID

AND CHARITY PATIENTS. SUCH A PROPOSAL WOULD SIMPLY ELIMINATE

THEIR ACCESS TO CAPITAL.

SUMARY AND RECoMENDATION

IN SUM, CHA FINDS THAT THE ADMINISTRATION'S ARGUMENT THAT

TAX-EXEMPT BONDS ISSUED FOR PRIVATE PURPOSE

. CAUSE HIGHER INTEREST RATES FOR STATE AND LOCAL
FINANCINGS, AND

. CAUSE REVENUE LOSS TO THE FEDERAL TREASURY

DOES NOT STAND UP WHEN VIEWED IN THE CONTEXT OF TAX-EXEMPT CAPITAL

FINANCING FOR NOT-FOR-PROFIT HOSPITALS.

FURTHERMORE, THERE APPEARS TO BE NO HEALTH POLICY CONSIDERA-

TION WHICH WOULD PROVIDE SUFFICIENT JUSTIFICATION TO WARRANT

RESTRICTING ACCESS TO TAX-EXEMPT FINANCING ON THE PART OF NOT-

FOR-PROFIT HOSPITALS. ON THE CONTRARY, THERE ARE SEVERAL-HEALTH

POLICY CONSIDERATIONS WHICH WOULD MORE THAN JUSTIFY PRESERVING
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ACCESS TO TAX-EXEMPT FINANCING ON THE PART OF NOT-FOR-PROFIT

HEALTH CARE FACILITIES, FACILITIES WHICH SERVE AN ESSENTIAL

- PUBLIC PURPOSE.

CHA RECOMMENDS THAT IF THE CONGRESS FEELS COMPELLED TO

MODIFY THE STATUTE WITH RESPECT TO TAX-EXEMPT FINANCING FOR

PRIVATE PURPOSES THAT SUCH MODIFICATIONS NOT APPLY TO EXEMPT

.ORGANIZATIONS (NOT-FOR-PROFIT HOSPITALS) AS DESCRIBED IN

103(B)(3) OF THE STATUTE.
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The Honorable Robert J. Dole
Chairman
Senate Finance Committee
2227 Dirksen Senate Office Building
Washington, D.C. 20510

-Dear Mr. Chairman:
Associated Hospital Systems strongly objects to the Acmilnistra-
tion's proposals to impose restrictions on the tax exemption of
bonds for tax exempt organizations, especially non-profit hospi-
tals. It is our hope that you will include this statement In
the-Waring record for the hearings of the Committee scheduled
for March 17 through 19. We appreciate the opportunity to submit-
these coments.

ASSOCIATED HOSPITAL SYSTEMS (AHS)

ANS is comprised of ten systems of hospitals that are exemptfrom federal taxation under Section S01(c)(3) of the Internal
Revenue Code. The systems, as indicated on our stationery, cover
a wide geographic region of some 22 states, owned, ltased or
managed over 150 hospitals with approximately 30,000 acute care
beds. Our meer systems pride themselves on the public service
they provide in their many communities as voluntary, non-profit
organizations. To provide this service requires some $2 billion
annually to support the related costs.

ADMINISTRATION CONCEPT

It is our understanding that the Administration proposes to impose
a variety of new restrictions on use of tax-exempt bonds. Four
of these proposed restrictions adversely affect non-profit hospitals.

1) The highest elected official or legislative body, for example,
the Mayor or City Council, of the governmental unit issuing
the bonds and in which the facility is located, must approve
the bonds after a public hearing. Alternatively, the public
approval requirement could be met by a voter referendum on
the bonds to be issued for the particular facility.

2) In the case of bonds issued after December 31, 1985, the govern-
mental unit must make a financial contribution or commitment

NON-IMIIOSA 4MrAL SnTnMS COOKUAII%. to 0"MPtt( PK41M C0t
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t the facility finah-ced with tax-exempt bonds, The contribution
could take the form of a cash payment, tax credit or abatement provi-
sion of additional services, or payment of the bond issuance expenses
with a value on the date the bonds are issued equal to 1% of the face
amount of the bonds. Alternatively, the issuing governmental unit
can satisfy the commitment requirement by insuring or guaranteeing the
bonds or by designating the bonds as general obligations of the state
or local government. As is discussed below, the application of this
requirement to non-profit hospitals--which state and local governments
already exempt from taxation--is ambiguous in the Treasury Department's
description of the Administration's proposal.

3) Each bond must be-registered, not bearer, form.

4) Restrictions on the investment yield from the use of the proceeds of
the-obligations are extended to reserve funds and funds held during the
temporary construction period. Bond costs may not be taken into account
in determining the yield for purposes of the arbitrage limitations.

-Other restrictions would be applied to "small issue" industrial revenue
bonds issued under Section 103(04(6) of the Internal Revenue Code. These
restrictions would include limiting the availability of IDB's to small __
businesses and requiring that entities choose between the tax exemption and
use of the ACRS provisions of the Economic Recovery Tax Act. These provi-
sions do not apply to bonds issued by tax-exempt organizations.

The proposed restrictions on non-profit hospital bonds appear to be based
on several premises:

* Bonds issued for non-profit hospitals are utilized for "private"
activities.

The Treasury will gain substantial revenue through limiting the
current exemption for interest earned on bonds issued for non-
profit hospitals.

Implicit in the Treasury's discussion is the further premise that non-profit
hospitals have access to other forms of capital to finance their needed reno-
vations and other projects.

We would like to discuss thesepremises in some detail.

TAX-EXEMPT HOSPITALS SERVE A "PUBLIC" PURPOSE

Insofar as the IR.S. is concerned, hospitals exempt from federal income tax
under Section 501(c)(3) of the Internal Revenue Code of 1954 as amended, are
clearly serving a "public rather than a private interest." JI.R.S.
Reg. 1.501 (c)(3) (1)(d)(ii)). Thus, characterizing hospital bonds as being
used for "private"activities is inconsistent with the basis on which the I.R.S.
grants tax-exempt status to such hospitals. The exempt purpose of such
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non-profit hospitals is further exemplified by the provision of free
services to-many individuals, as was a requirement for many of these
hospitals in order to receive grants under the so-called Hill-Burton.-
program.

CLAIMS OF ABUSE ARE UNSUBSTANTIATED AND IGNORE OTHER CHECKS AND BALANCES
iN THE SYSTEM

The Treasury Department's February 26, 192, explanation does not allege
that tax-exempt bonds have contributed to construction of unneeded hospi-
tals, but this allegation has been made in the past. This allegation
ignores not only the existence of other regulatory checks, but also ignores
the workings of the financial marketplace. Hospitals seeking to secure
debt through the issuance of tax-exempt bonds must compete on the open
market for the investor dollar. The institutional or individual investor
must choose between numerous investment options. The fact that many such
investors have historically chosen to invest in a hospital bond reflects
not only a recognition of the prudence of issuing such debt (in their
opinion), but also their willingness to support such public purposes.

Numerous regulatory checks also exist in the system suggesting that, if
unneeded hospitals have been financed through tax-exempt bonds, the exist-
ence of such an exemption can hardly be held as a casual factor. Zoning
laws, state certificate of need and licensure laws, state rate review pro-
grams, and other state and local initiatives provide that a myriad of
approaches must be obtained'prior to ever issuing tax-exempt bonds for the
purpose of financing such projects. Further, the current process of issuing
such bonds is subject to continuous public scrutiny. We remitn unclear
that abuses in the issuance of such bonds have occurred.

It is unclear that the growing use of tax-exempt financing by hospitals has
contributed to any growth in capital expenditures, let alone construction of
unneeded hospitals. In fact, there is no demonstrated relationship. During
the period 1973-1979, when the portion of hospital construction financed
with tax-exempt bonds rose from 21% to 49%, private hospital construction
spending was relatively stable rising from $3.05 billion in 1973 to
$4.3 billion in 1979 (our most recent data). When inflation over the
Period is considered, the real Value of hospital construction actutilly
dropped to ;2 .6 billiOn in*1979. Most of this tax-exempt financing is used
for renovation, modernization, and replacement of existing facilities and
refinancing of existing debt, not construction-of new beds.

IMPOSING RESTRICTIONS ON NEW HOSPITAL BONDS WILL NOT SUBSTANTIALLY INCREASE
FEDERAL REVENUE

The Treasury Department does not and cannot claim that it's proposed restric-
tions would have much, if any, short term impact in increasing federal
revenue and in reducing burgeoning deficits. In fact, for Fiscal Year 1983,
the Treasury Department acknowledges that it's proposal would result in a
net loss in revenue of $200 million. The Administration has released no -
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estimates on the revenue it expects to gain in Fiscal 1984 or 1985 from
that part of Its proposal restricting the tax-exemption for non-profit
hospital bonds 1/ but the Fiscal 1982 Carter Administration budget esti-
mated that the increased-revenue in Fiscal 1981 and 1982 from restricting
the exemption would be only $35 million and $135 million, respectively
(FY 1982 Budget Special Analysis G, page 231).

These estimates of revenue gain do not take into account the offsetting
Increases that would oc.ur in federal outlays under the Medicare and Medi-
caid programs due to the increased cost of capital that would result from
taxable debt. ANiS currently has outstanding approximately $900 million in
combined long-term tax-exempt debt. With a 33.2% rate of Medicare and 7.2%
rate of Medicaid utilization, this means that for every additional dollar
that ANS must pay in interest rates, Federal government outlays for reimbur-
sement to AHS alone will increase by approximately .374. Assuming a 3 per-
centage point spread between interest rates for tax-exempt and conventional
financing, the annual Federal reimbursement to AHS hospitals on existing
debt would be approximately $10,000,000 greater. This increased reimbursement
to AIS along would offset more than one-fourth of all the revenue that the
Treasury Department apparently projects it would gain in Fiscal 1984 by
restricting the exemption for all ' non-profit hospital bonds.

Rather than focus on the limited, or even negative, revenue impact of restric-
ting the exemption for hospital bonds, the Treasury Department and others
have emphasized claims that the estimated revenue loss from the tax-exemption
for non-profit hospital bonds is $84Tmillion for Fiscal 1983. This claim,
however, is misleading and irrelevent as an indication of the revenue that
would begained should the exemption be restricted. The reason for the vast
discrepancy between the revenue loss and revenue gain figures Is that the
Administration proposes only to apply its restrictions to the exemption for
new hospital bonds, not retroactively to the exemption granted in the past for-
all outstanding hospital bonds. To retroactively rescind the exemption for

- existing bonds would raise serious constitutional questions. This means that
far less revenue is gained from the proposed restrictions on new bonds than
supposedly is being ost from the exemption on both new and old bonds.

HOSPITALS RELIANCE ON TAX-EXEMPT DEBT IS SIGNIFICANT

It is particularly discouraging to us that the Administration might consider
trying to cut back on- federal health expenditures by cutting off the life

1/ The Administration projects a revenue gain of $300 million in Fiscal 1984
and $1.1 billion in Fiscal 1985, but these figures are for restrictions
on all tax-exempt revenue bonds, not just those of non-profit hospitals.
Currently, tax-exempt bonds for non-profit hospitals constitute approxi-
mately 11% of the total volume for tax-exempt revenue bonds, indicating
that the Administration expects its proposed restrictions on hospital bonds
to increase Federal revenues by only $33 million in Fiscal 1984 and
$121 million in Fiscal 1985. These are the same estimates given in
President Carter's Fiscal 1982 budget for Fiscal 1981 and 1982.

96-227 0 - 82 - 31
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blood of hospital debt--tax-exempt bonds. As early as 1977, tax-exempt
bonds accounted for the majority of the dollars used for all hospital reno-
vation, modernization and construction.- Hospitals have turned to tax-exempt
bonds to replace other sources of financing which have dried up, such as
government programs and philanthropy. For the Congress to restrict the
exemption would have a truly devastating impact on non-profit hospitals.

FINANCIAL CONSTRIBUTION REQUIREMENT

On its face, the Administration does not propose that the tax-exemption for
-non-profit hospitals be completely eliminated. -Depending on how the pro-_
posal Is interpreted, however, it could well-have this effect. For example,
the Administration proposes that tax-exempt bonds be available only where
the governmental unit makes a financiall contribution or commitment to the
project" in an amount equal to 1% of the face amount of-the bond. (General
and Technical Explanation at page 28.) This contribution must be "speci-
fically earmarked for the facility or project," meaning that "general tax
reductions or regular services provided to all facilities are not counted
for this purpose." (Id..at 28-29.) Were this requirement applied to non-
profit hospital bonds, such bonds would not be available. The Constitution
in most states would prohibit such a contribution and in other states,
facing mammoth federal aid cutbacks, no funds would be available to make
such a contribution.

The Administration proposal does states that "general tax exemptions provided
for exempt organizations under State law could-be used to satisfy the con-
tribution requirement with respect to projects for exempt organizations." (Id.)
As stated above, the meaning of this qualification is ambiguous. If it .
means that State and local governments would not be required to-make, a f in-
ancial contribution specifically earmarked to a project of a non-profit
hospital, it would mitigate the impact of the financial contribution require-
ment. Adoption of such a qualification is warranted for tax-exempt organi-
zations because State and local governments already make an indirect finan-
cial contribution to such organizations by granting them-an exemption from
State and local taxes. To require that such governmental units make an addi-
tional contribution to eaclr specific project is inequitable and unreasonable.
Given the tax-exempt status of non-profit hospitals, aState or local govern-
ment cannot further abate the State or locl taxes of the hospital. This
means that any additional financial contribution to a specific project would
likely have to take the form of a direct equity contribution to the project,the form-of contribution that specifically is prohibited in many State con-
stitutions.

CONCLUDING REMARKS

The key Issue facing hospitals in the-1980s is capital formation. Hospitals
are consuming their own capital largely due to current federal .eimbursement
policies that do not cover fOll cost of operations and ignore th require-
ment to reimburse non-profit hospitals for a return on equity. The result,
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overtime, is that hospitals increasingly are assuming greater levels of
"debt to replace existing assets. As this statement demonstrates, restric-
ting the tax exemptions for non-profit hospital bonds would severely
exacerbate the financial strain already felt by non-profit hospitals,
Ampair their ability to renovate and modernize existing facilities, and
prevent expansion in those areas where patient needs warrant construction
Of additional facilities.

In-the opinion of Associated Hospital Systems, it is imperative that not-for-
profit hospitals continue to have access to tax-exempt bonds. To deny such
access may well result in a significant deterioration in health services to
this nation's public.

Please do not support the Administration's proposals regarding tax-exempt
hospital bonds. We very much appreciate the opportunity to submit this
Statement,-

Respectfully submitted,

Edward J. Connors
Chairman, AHS

/Jkp

cc: 1embers of Senate Finance Committee
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Adventist Health System-West
1545 North Verdugo Road, Box 2054, Glendale, California 9120'9
(213) 956 1900

-March 18, 1982

The Honorable Robert J. Dole
Chairman, Senate Finance Comittee
2227 Dirksen Building
Washington, D. C. 20510

Dear Mr. Chairman:

On behalf of Adventist Health System-West, I appreciate your invitation to
submit a statement to be included in the hearing record for the Committee's
Ka h 17 hearing on tax-exempt revenue bonds.

I serve as President of Adventist Health System-West, a multi-hospital system
based in Glendale, California. Adventist Health System-West is a non-profit,
tax-exempt organization that has seventeen owned and managed hospitals in the
states of California, Oregon, Washington, Idaho, Hawaii and Arizona with a
total of 2,700 acute care beds and a gross revenue of approximately
$400000,000.

On February 26, 1982, the Treasury Department announced that the Reagan
Administration would propose major restrictions on the current tax-exemption
for bonds for tax-exempt organizations, including non-profit hospitals.
Adventi-t Health System-West and each of its seventeen hospitals strongly
oppose this proposal for the reasons outlined In this statement.

The Administration's proposal is based on the assertion that tax-exempt bonds
issued for non-profit hospitals are utilized for "p activities.0 The
proposal makes no distinctions among tax-exempt bonrd commercial and
manufacturin enterprises, proprietary and non-profit hospitals, and
non-profit education institutions, Ihle the Administration's assertion may
have some validity with respect to other users of tax-exempt financing *it is
not accurate with respect to bonds of non-profit hospitals. The regulations
of the Internal Revenue Service explicitly state that non-profit hospitals are
entitled to tax-exempt status only if they serve a "public rather than a
private interest.3  I.R.S. Regulations 1.601(c)(3) -TTJTd(l)(ii). For the
Treasury Department to characterize hospital bonds as bonds for private"
activities, therefore, is Inconsistent with the premise upon which-I.R.S.
relies'in OIFnhng tax-exempt status to non-profit hospitals. As you can
appreciate, non-profit hospitals must view this inconsistency potentially as
having troubling and indetermtnate long-term implications.
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Contrary to the assertion of the Treasury Department, tax-exempt, non-profit,
hospitals serve a public-purpose in the same sense as do public hospitals. As
a matter of policy, as required in many states and as a condition for receipt
of grants under the Hill-Burton program, non-profit hospitals provide free
health care to indigents. Adventist Health Sjstem-West hospitals provided
$2,916,386 in charity care and another $5,612,389 in bad debts written off.
If the ability of non-profit hospitals to meet their capital requirements Is
impaired, public hospitals will be forced to increase their share of
responsibility for providing medical care. For these reasons it is simply
inaccurate for the Treasury Department to characterize non-profit hospital
bonds as bonds for *private activities.

To Justify its proposed restrictions on non-profit hospital bonds the
Administration cites no abuse of the exemption. In the-past there have been
allegations that the existence of the'exemption leads to construction of
unneeded hospitals. This allegatin, however, ignores the fact that in almost
all cases non-profit hospitals must obtain a certificate-of-need before they
may proceed with a construction project. No prudent investor would buy bonds
for a hospital for which a certificate-of-need had not been obtained.

Nationally, when adjusted for inflation, hospital construction actually
declined by 35% between 1971 and 1979.
Furthermore, this allegation fails to recognize that most tax-exempt financing
is for renovation of existing facilities and refinancing of existing debt, not
construction of new facilities.

Such renovation and refinancing may reduce hospital and patient costs. One of
Adventist Health System-West's hospitals refinanced tax able debt to tax-exempt
and realized a savings in excess of $500,000 annually. Restricting the
exemption therefore, is not needed to remedy any documented abuse.
The Treasury Department cannot claim that its proposed restrictions would
result in much, if any, short-term Increase in Federal revenue and reduction
in the burge9ning deficit- In fact, for Fiscal 1983 the Treasury Department
acknowledges that Its proposal will result in a net loss in revenue of $200
million. -The Department has released no estimates on-M revenue impact of
that part of its proposal restricting the tax-exemption fof non-profit
hospital bonds but the Fiscal 1982 Carter Administration budget estimated that
the increased revenue in Fiscal 1981 and1982 from restricting the exemption
would be only S35 million and $135 million, respectively. Fiscal Year 1982
Budget, Special Analysis G at page 231.
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These estimates do not take into account the automatic increases in Federaloutlays under the P9iTcare and Medicaid programs due-to increased claims forreimursements Fiscal Year 1982 Budget at page 81. AHS-!West currently hasoutstanding approxmtelg1,0ow .. n long-term, tax-exempt debt. With a48% rate of Medicare and 17 Medicaid utilization, this means that for everyadditional dollar AHS-West must pay in interest rates Federal governmentoutlays for reimbursement to AHS-Wst will increase by approximately 65cents. Assuming a three percentage point spread-between the interest ratesfor tax-exempt and conventional financing. the added Federal reimbursement toMS-West alone on existing debt would be .approximtely $2.28 million peryear. This amou:t of increased Federal expenditures for ANS-West alone thenis more than six percent of the Treasury Department's estimates for increasedFederal revenue in Fiscal 1981.
AHS-West has plans to seek approval within the next year for $78,000,000 oftax-exempt bonds. This financing will fund projects at five member hospitalsof the MS-West system, including the-following projects: (1) remodeling ofphysical'therapy, central supply and laboratory facileTties; (2) relocation andexpansion of acute psychiatric service (with a equivalent reduction In medicalsrgcal beds); (3- remodeling of twelve medical surgical beds;.and (4)"renovatton of current emergency medical, clinical lab, radiology, nuclear
medicine, pharmacy, respiratory therapy and nursery facilities. WereAHS-West forced to raise these funds through conventional financing, it willface an increase in interest payments of approximately $4 million per year and$120 million over the term of the bond. This additional-.payment'ts
approximately 1% of the yearly gross revenues received by AHS-West and wouldnecessitate raising patient costs by $7.00 per day over the thirty year termof the bond. Of this amount the Federal and State governments would reimburse
AIS-Iet4approximately $4.55 per patient per day and $78,000,000 over the termof the bond.
These estimates assume that conventional financing would be available to

- AHs-West to borrow $78 million. In order to obtain conventional financing,however, it is likely that AHS-West would be required by- lenders to make a20-40% equity -ontribution, to the financing of such projects. Thiscontribution could only by generated-by increased rates, charitablecontributions, funded depreciation orother internal sources. For AHS-W a 30equity contribution to these projects would be approximately' $22,400,000 astaggering figure. If this contribution was generated sole y by increasingrates for noqp-edicare patients for, one year, the increase would beapproximately $85.00 per patient per day, Were the Federal government toreimburse the hospital for that pI'tion of the equity contribution,-attributable to edic.re patients, the increase in rates for all patientswould be nearly $40.00 per-patient per day. This figure does not include thecosts of the higher interest rates that AHS-West would have to pay to obtain
such conventional financing'.

• ,

7 /
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In order for non-profit hospitals effectively to compete for conventional
financing at market rate,, they would need to be reimbursed for a reasonable
return-on-equity. Without a return-on-equity non-profit hospitals would be
forced to pay premium rates for conventional financing' If this
return-on-equity was set at 18%, the rate currently available to proprietary
hospitals, the additional Federal reimbursement to AHS-West would be
approximately $18,000,000 per year.

The devastating financial impact from loss of the tax exemption for hospital
bonds is exacerbated by the fact that current Medicare and Medicaid
reimbursements fails adequately to compensate ANs-West for its costs. The
shortfall currently is approximately 16%, manning that AHS-West must attempt
to shift this cost to its private pay patients. Given the fact that AHS-West
has a higher than average Medicare and Medicaid patient loadsits ability to
shift these costs to other patients has reached the breaking point. For the
Federal government now to restrict the tax exemption for the bonds that
AIS-West must issue to removate its existing facilities will place an
intolerable financial burden on AHS-West.

on its face the Administration does not propose that the'tax-exemption for
non-profit hospitals be completely eliminated. Depending on how the proposal
is interpreted, however, it could well have this effect." For example, the
Administration proposes that tax-exempt bonds be available only where the
governmental unit make a "financial contribution or coinitment to the pro ect
nan mount equal to one percent of the face amount of the bond. General and
T calE lanation at page 28. This contribution must be "specifically
earmarked for the facility or project,' meaning that generalrl tax reductions
or regular services provided to all facilities are not counted for this
purpose."' Id. at 28-29. Were this requirement applied to non-profit hospital
bonds, such-Vnds would not be available. The Constitution in most states
would prohibit such a contribution and in other states facing mamouth Federal
aid cutbacks, no funds would be available to make such a contribution.

The Administration proposal does state that "general tax exemptions provided
for exempt organizations under State law could be used to satisfy the
contribution requirement with respect to projects for exempt organizations.'
Id. The meaning of this qualification Is ambiguous. If it means that State
anT local governments would not be required to make a financial contribution
specifically earmarked to a project of a non-profit hospital, it would
mitigate the impact of the financial contribution requirement. Adoption of
such a qualification Is warranted for tax-exempt organizations because State
and local governments already make an Indirect financial contribution to such

I-
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organizations by granting them an exemption from State and local taxes. To
require that such governmental units make an additional contribution to each
specific project is Vtquitable and unreasonable. Given the tax-exempt status
of non-profit hospitals, a State or local governmnt cannot further abate the
State or local taxes of the hospital. This mans that any additional
financial contribution to a specific project would likely have to take the
fore of a direct ity contributin to the project, the form of contribution
that specifically ft prohibited In many State Constitutions.

The key issue facing hospitals in the 1900's is capital formation. Hospitals
are consuming their own capital largely due to current Federal relmbursement
policies that do not cover full costs of operation and ignore the requirement
to reimburse non-profit hospitals for a return on equity. The result, over
time, Is that hospitals Increasingly are assuming greater levels of debt to
replace existing assets. As this statement demonstrates restricting the tax
exemption for non-profit hospital bonds would severely exacerbate the
financial strain already felt by non-profit hospitals, Impair their ability to
renovate and modernize existing facilities and prevent expansion in those
areas mere patient needs warrant construction of additionalfacilities.
On behalf of Adventist Health System-West, I appreciate your consideration of
these issues.

zVry l ially yours,

Adventist Health systen-West

FF'D/yos

xc: Mebers of Senate Finance Committee
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Mr. Chairman and Members of the Committee:

Enclosed is a resolution of the California District

Attorney's Family Support Council. This resolution is based on

our understanding of Office of Management and the Budget, and

Health and Human Services proposal to restructure financing

for child support enforcement. The resolution says simply the

H.H.S.-O.M.B. proposal now before you as we understand it

will injure the taxpayers directly by depriving those taxpayers

of at least $150,000,000 in revenue now received from child

support enforcement. It-i the request of the District Attorneys

of California that you drop the O.M.B. proposal, pass H.R.

4961, and leave child support enforcement funding as is until

A.F.D.C. (Title IV-A of the Social Security Act) is made a

state responsibility. As Legislative Representative of the

Family Support Council, I am forwarding this request to you.

I hope you will bear with me as I explain why O.M.B. should

be rejected on this matter, as briefly as I can. First, what

we understand the O.N.B. proposal to be and why it won't work.

Title IV-D of the Social Security Act deals with proving

paternity, and collecting support for all children on and off

welfare. In so doing, it works both within states and across

state lines. A 1973 G.A.O. study found that states and localities

were doing very little in this area, primarily because of lack of

real fiscal incentives and as a result A.F.D.C; costs were high

and going higher. Title IV-D was then passed with 75 percent

federal financial participation (f.f.p.) and 15 percent of
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the support collections that repaid welfare grants being

rebated by the federal government to local government. From a

money-losing proposition the program has gone to a diiidend

payer to the taxpayer. It cost $450,000,000 in 1980 to do this

work, but the program took in $603,000,000 in A.F.D.C.-related

child support alone. An additional $900,000,000 was collected

to keep families off welfare. Viewed just from the perspective

of welfare collections, the taxpayers got the dividend of

*150,000,000.

H.H.S.j I might add, does not appear to have told O.M.B.

about this dividend to the taxpayer since this sot in the

budget message before you.

The non-welfare area seems to be one of the targets of the

H.H.S.-O.M.B. proposal. The following background on funding

support enforcement on behalf of non-welfare, single-parent

families should be helpful. The original IV-D program carried a

25 percent incentive on welfare collections, but for non-welfare

work federal financial participation only and only for a

limited period. Later the incentive was reduced to 15 percent

and federal financial participation extended indefinitely to

non-welfare enforcement efforts. Fees for this service were

made optional and a pattern developed where the rural states

instituted a fee but the urban states did not. Illinois was a

singular exception to this pattern but has since rescinded its

fee.

The reason for this split on fees is obvious. The rural

states and rural areas of urban states have a strong work ethic
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and a social pressure against welfare dependence. Urban areas

lack-this restraint. Thus the fee became a barrier against

perceived abuse of IV-D in rural areas. In urban areas, however,

it inhibited cooperation in the IV-D program for the low-income

single parent and simply proved more costly to collect than it

was worth. Urban areas found that the clinic-like atmosphere

of IV-D offices automatically screened out middle income cases

and that the offer of this service avoided welfare dependence.

Shelby County, Tennessee (Memphis) saw the welfare caseload

drop 30 percent in the first year of IV-D. Nevada saw its

A.F.D.C. caseload drop from 3200 to 2300 between 1975 and 1978

instead of climbing to a projected 6000. The Ford Administration

was able to state that as a result of IV-D, A.F.D.C. dropped

for the first time in over thirty years.

The reason this has become tmj'ortant is that, unfortunately,

the management of H.H.S., with its leadership drawn from

welfare administration, was unable to comprehend the relationship

of non-welfare support enforcement and a drop in A.F.D.C.

caseloads. So in 1980 they proposed a nation-wide fee from the

independent single-parent of such a magnitude that it would

have discouraged drastically their participation in IV-D until

the viscissitudes of life put them back on A.F.D.C.

Your Committee substituted a fee chargeable to the non-

custodial parent, but that fee would have penalized the responsible

parent and appears unconstitutionally discriminatory in its

application. H.R. 4961 is now before you. It will repeal the

whole mess putting the state option back in as it existed in
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September 1981.

.The matter of non-welfare service is even more important

with the new limitation on welfare benefits for the working

poor. To out this group off of their limited A.F.D.C. benefits,

as has occurred, and then start charging them for enforcing

criminal and quasi-criminal support statutes (as H.H.S.-O.M.B.

_,proposes) will materially add to their financial problems and-

lessen the inducement to work. Yet instead of accepting

H.R. 4961, this is what the O.M.B. document before you appears

to call for.

However, this is not all. The main part of H.H.S's

proposal is to make collections which off set A.FD.C. expen-

ditures, pay for the whole IV-D program, withdrawing both the

15 percent incentive and the 75 percent federal financial

participation. The end result will be to kill the support

program and the taxpayer dividend referred to above. Because

the subsidies to the states and counties have given them the

bulk of this dividend, while the federal government has

heretofore operated at a loss ($100,000,000), H.H.S. has

attempted to reduce federal involvement, unfortunately without

regard for the taxpayers for whom we all work.

The savings to the taxpayers in the program reduce-local

tax bills for goods and services. What is not understood at

O.1.B. or H.H.S. is that prior to IV-D there was no savings to

anyone and A.F.D.C. continued to grow largely at federal

expense. Unless and until the federal courts are prepared to

take over child support and the Justice Department to prosecute
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these cases, it is in the public interest to let the local

government get the tax cuts involved in having an efficient

program. Unfortunately, the H.H.S. staff that came up with

this proposal failed to perceive this.

Because of this the following-negative results will occur

unless the H.H.S. proposal is dropped and present funding left

in place. First, in jurisdictions that do not collect enough

on A.F.D.C. to cover their costs, the program would be cutback

to readh that level. While this group of states includes New

York, at least some of the states in question are smaller and

poorer. Arkansas, West Virginia, Louisiana, Kentucky, District

of Columbia, Puerto Rico, Tennesssee, all fall within this

group. These states also produce poor emigrants to the more

populous-states.

The first item to go in such a cutback is paternity work.

If this effort is reduced, then the future support rights of a

whole generation will be lost. Timeliness is esential in

paternity work and the delay resulting from giving such cases

low priority makes ultimate adjudication infinitely more

difficult. Outward migration from such jurisdictions will

create future welfare burdens without a right of reimbursement

being established.

Interstate cases will get much the same treatment

since the enforcement agency's job will depend solely on

skimming the cream off local A.F.D.C. collections. Non-welfare

cases will either have to pay a substantial fee, thus inviting

welfare dependence, or expect to be placed on the back burner.
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In a state like Nevada, which has effectively cut its A.F.D.C.

caseload by 40 percent and therefore does not collect enough on

A.F.D.C; to cover its costs but keeps many off A.F.D.C,

this is a certainty.

Second, in those states where the collections on A.F.D.C.

cases exceed total cost, the potential for the same prioritization

that exists in the states that lose money will also exist. But

the dollar saved by this even in the short run will quite

probably never find its way out of the state. Thus the revenue

O.M.B. projects is a chimera, This will occur because the

H.H.S. proposal will in fact encourage it to happen.

It is axiomatic that in government expenditures rise to

equal any fixed pool of cash available. Thus family, and sex

education classes in the schools could be recast as education

classes to prevent out-of-wedlock parentage and so funded by

IV-D. Marriage counseling on visitation and custody could be

augmented to include a financial review and thus given access

to the funds left over from actual child support enforcement.

Defense counsel in paternity suits could justify some claim to

these funds. Given the emotional strain this job places on

public staff, early retirement and increased salaries could

also be justified as opposed to turning between 50 percent and

80 percent of this money back to the federal government. The

incentive to spend it on non-productive efforts at the local

level will be considerable.

The present federal financial participation system carries

with it no such threat. Each budgetary increment in the child
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support program requires a new and separate appropriation of

local or state funds equal to 25 percent of the item. As a

consequence, each item must stand on its own merits..Also,

under the present system, the program manager takes a certain

level of pride in holding costs down to maximize return to his

jurisdiction. But under H.H.S.-O.M.B.'s proposal, if the

manager does not spend the pool of cash made available by the

A.F.D.C. collection, then the local jurisdiction will in fact

be injured.

Some of this undoubtedly will constitute the same kind of

expenditure relief now in effect in local jurisdictions under

the present system. But now the local programs must stand-on

their own merits to justify these funds.

However, it is likely in the future that with the lack of

fiscal incentive to make such tangentially related local

programs accountable on their own that new and lesb than

worthwhile programs will be created to fill the gap. In

financially strapped Michigan, this taxpayer saving as of 1980

was $50,000,000; in California, $10,000,000; in Wisconsin,

$17,000,000; in Massachusetts, $22,000,000. Pennsylvania, New

Jersey and Washington also produce significant taxpayer savings.

Watch them disappear if the O.M.B.-H.H.S. proposal is adopted.

Fourth, federal costs will increase. It could be argued

that even if the above two scenarios were adopted, in total the

federal government would still be in better shape in terms of

revenue than it now is. The taxpayers would have lost directly

$150,000,000 in tax savings and indirectly much more in A.F.D.C.
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funds because of welfare dependence, even though O.M.B. would

appear whole, but the drain does not end there.

To try to prevent the expenditure of the taxpayers'

$150,000,000 on irrelevant items, the federal government will

have to put in the field an army of inspectors general. The

inevitable lawsuits would follow with government lawyers on

both sides arguing whether sex education classes could be

reasonably related to paternity prevention, or arguing some

other tenuous relationship of some other program. The alternative

would be to spend a couple hundred million setting up a budget

approval system to review all state and county child support

budgets before claims could be filed thereon. This might cut

down the inspectors general and lawsuits, but the cost and time

involved would be enormous. Local initiative.would most likely

be killed and so would the only form of welfare reform to

succeed in the last forty years.

Fifth, with the tangle of red tape outlined above and

the priority shift and cutback in the program also referred to

above, A.F.D.C. rolls would again begin to grow. By way of

example as to how this-would work, please note the following:

Recently a cap was put on the amount that could be earned and

welfare benefits still be received. The change in the law is

to be applauded. I am aware of a case where the earned income

exceeds $30,000 for a family of four and A.F.D.C was still

being paid out because of manipulation of work-related allowances,

and I have been advised that personnel in other counties

have seen similar cases.

95-227 0 - 82 - 32
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But the bulk of these cases need child support to pick up

the difference lost in the welfare cutoff. These families

perceive of themselves as poor and many are. They are familiar

with the welfare system and-know how to obtain benefits thereunder.

While I doubt that many people will quit work to obtain welfare

(A.F.D.C.), the slightest change in their economic circumstances

will put this group back at the A.F.D.C. application window

unless the child support picks up the slack.

H.H.S.-O.M.B.'s scheme for funding activity discourages

enforcement of support in such non-welfare cases and will

promote dismantling of existing efforts in the non-welfare

area. A survey of Sacramento County's non-welfare cases even

before this cutoff indicates 75 percent of them would be on

A.F.D.C. but for this office's efforts. A very quick review of

California counties at random shows that 60 percent to 65

percent of their non-welfare caseloads are former welfare

cases. It is obvious that such families are on the knife's

edge of A.F.D.C. dependence.

The cost of administering a non-welfare child support

case under Title IV-D is infinitely cheaper than a Title IV-A

(A.F.D.C./welfare) case. In 1980 in California a non-welfare

IV-D case cost $115.15 per year to administer based on H.H.S.

statistics.

Without considering the A.F.D.C. grant the average A.F.D.C.

(IV-A) case in California costs $480 per year just to administer.

In terms of administrative costs it is much cheaper to keep a

family off A.F.D.C. Add in one or two months welfare grants to
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this and the cost of now setting up a welfare-related child

support case, and the difference is even greater. Yet if the

child support program is weakened, this is exactly what will

happen and so long as Title IV-A (A.F.D.C.) is paid for out of

federal funds, the extra cost will come out of the federal

budget. If O.M.B. and H.H.S. are trying to increase the

deficit, they could not have picked a better way to do it.

Other consequences more remote, but no less predictable,

flow from this proposal. Child support enforcement as part of

the divorce procedure places more people in contact with the

court than any other phase of the judicial system except

traffic court. Weakening the firm stand that has been taken

for enforcement of support obligations weakens generally

respect for law. Failure to enforce support while taxing

people-to pay welfare to the unsupported family encourages

family formation (or simply procreating without regard to

having a family) by those who are unable or unwilling to

support an existing household while it discourages family

formation and expansion by responsible parents. To anyone who

cares about family stability, the consequences of this ought to

be obvious.

When IV-D first came into effect, suspicious county

administrators and prosecutors cautioned their peers against

participating. These "nay sayers'" position was don't trust

the federal government. That their peers did not take their

advice is demonstrated by the success of the program. To adopt

H.H.S.-O.M.B.'s proposal is to give credibility to the prophets
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of doom and discourage the local government officials who have

committed themselves to support enforcement. The practical

result, in addition to growing costs of A.F.D.C., will be to

doom to failure the transfer of A.F.D.(. to the states under

the new federalism. Without this important check rein,

state costs would spiral.

To take the time to rebuild what O.H.B.-H.H.S. will

wreck would take too long. The competence built up at the

local level over the last six years may never be fully restored,

at least not until after countless taxpayer dollars have--beon

lost needlessly. In fact, if action is deferred and funding

left in place until IV-D is transferred back to the states,

this program (IV-D) as a functioning part of the transferred

system would be well received. No state wants a morale shattered

wreck, but a good system will be a major barrier to heavy state

A.F.D.C. costs.

Further, this proposal is unnecessary. There are areas

where better federal administration would produce sufficient

funds to meet the federal shortfall without cutting off the

taxpayers' dividend, and H.H.S. (if not O.H.B.) ought to know

it.

The first is to reevaluate and reinforce- the tax intercept

program. This is the system-whereby a tax refund is set off

against past-due child support owed on a welfare case. Record-'

held by H.H.S. secured from the states for this program show

$2,000,000,000 is owed the public. Yet, unaccountably H.H.S.

has estimated only $25,000,000 will be recovered this year
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under this program. A more realistic assessment would be

$250,000,000, eighty-eight million of which would end up in the

federal treasury. Thus all but twelve million of the federal

shortfall will be made up by a system already in place.

Nor is this a one-year aberration. Two states, Michigan

and California, have submitted tapes totaling $900,000,000 of

that two billion. If the present IV-D funding system stays in

place, it can be expected the increasingly straightened state

governments will bring their records up to the level of California

and Michigan. Also, it has been our experience in CaliforniaL

that once a set-off procedure is established, the money continues

to roll in in succeeding years. Therefore for the next several

years at least this collection tool should make up the difference

between federal expenditures and costs.

If the funding system is changed, however, then the loss

of local support for the program will eliminate the capacity to

create at the local level the necessary record to permit a

setoff. To show what is not now being done, but what can be

realized, the whole State of Massachusetts submitted only 6500

cases. Sacramento County, California, alone submitted 5500

cases.

Had Congress enacted legislation enabling this setoff in

1973 when it was first proposed by the undersigned, there might

not be a shortfall in federal IV-D revenues now. Be that as it

may, the program is on its way and so long as the present

funding remains in place it can grow. Cut funding and cut off

the incentive to develop this program and funds will flow into
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the pocket of the non-supporting parent rather than the taxpayer

to whom it is owed.

The remainder of the shortfall could be made up if the

federal government would, instead of trying to abort a program

that pays its way and gives the taxpayers $150,000,000 over the

cost, become more positive and just bring its own jurisdiction

up to the level of, say, Detroit. In Detroit, total child

support enforcement expenditures are approximately $6,500,000.

Collections on just A.F.D.C. cases are about $24,000,000. In

the District of Columbia, total program costs are $2,649,798,

but A.F.D.C. collections are only $1,286,019 according to

H.H.S.'s "The Annual Report to Congress for the Period Ending

September 30, 1980." In Guam the same report says $142,929 was

expended but only $102,826 collected on A.F.D.C. cases. For

Puerto Rico the figures are $921,897 expended, $626,322

collected; and for the Virgin Islands the figures are $444,953

expended, $131,051 collected.

If H.H.S. and O.M.B. could just bring these areas up to

the level of Detroit, collections would be just short of

$15,000,000 and net revenue to the federal government of

$11,00,000 instead of the present $2,000,000,000 loss.

However, instead of putting their own houses in order, O.M.B.

and H.H.S. have elected to reduce funding and therefore

effectiveness of a state and local effort that yielded to the

taxpayers according to the same report $152,000,000 and saved

untold millions more by keeping thousands off welfare.

Governor Reagan in March-1971 stated to the California
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Legislature:

"Too many families are on welfare because
'of the failure of parents, usually the
absent father, to contribute to the
support of their children. Where a parent

- is capable of supporting his children, but
refuses to do so, the fairest solution is
to legally enforce his obligation rather
than force the taxpayer to make up for the
parent's unwillingness to provide adequately
for his own offspring."

The vast majority of states and counties have responded to

this call to action. The result has been the only form of

welfare reform in the last forty years that has worked. To now

permit O.M.B. and H.H.S. bureaucrats to undercut this effort by

their ill-conceived funding scheme is to neither serve the

President nor the public.

As is demonstrated above, H.H.S. on its own could have set

in motion initiatives that would have met the funding targets

of O.8.B., and O.M.B. could have identified these initiatives

if it had just read the reports sent by H.H.S. to Congress.

Their proposal now before you is unnecessary.

The IV-D program now pays a $152,000,000 dividend to the

taxpayers. It is not "broke". Please ignore H.H.S.'s plea;

instead pass H.R. 4961, and otherwise leave it as it is. It

doesn't need fixing.

I thank the Chairman and the Committee for permitting

me to present these views.
iews.

-- o0o--
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RESOLUTION

DISTRICT ATTORNEY'S FAMILY SUPPORT COUNCIL

February 18, 1982

WHEREAS, the child support enforcement program
operating under a funding system providing for 76 percent
federal matching funds and a 15 percent federal incentives

1) has provided the taxpayer with a consistent
profit over the costs;

2) has automatic cost controls built in because
of the 25 percent lQcal and state contribu-
tion to funding and the incentive;

3) provides a sound basis for long-term cost
avoidance in the determination of paternity
and the enforcement of non-welfare cases; and

4) creates the basis for an effective federal
tax intercept program which shows promise of
profiting not only the taxpayer in general
but the federal government; and

WHEREAS, the proposed federal restructuring of the
funding system by basing funding entirely on collections
that offset Aid to Families With Dependent Children
(A.F.D.C.) grants would:

1) encourage a rise in costs to equal collections;

2) reduce the overall benefit to the taxpayer
without meaningfully increasing the profit
to the federal government;

3) destroy the paternity determination and

non-welfare enforcement programs; and

4) eliminate interstate cooperation; and

WHEREAS, the recently enacted legislation imposes
mandatory 10 percent fee on obligors in non-welfare cases,
replacing the former system of eptimal fees:

1) is confusing and ambiguous;

2) discriminatory in its application;

3) administratively unfeasible; and

4) deleterious to cost-effective collection
systems; and
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WHEREAS, any mandatory fee system in non-welfare
cases:

1) interferes with the concept of federalism
because the states should be fair to carry
out their own public policies;

2) has been rejected or tried and found
counterproductive by the majority or urban
states and high volume states; and

3) will have the tendency to courage welfare
dependency, particularly in view of new
welfare eligibility standards; and

WHEREAS, the federal government has not given
adequate attention to more effective means of increasing
effectiveness such ass

1) evaluation of cost avoidance in the welfare
_ system.

2) encouraging the collection of interest and
the assessment of attorneys fees and costs in
both welfare and non-welfare cases; -

3) simplified wage assignments; and

4) increased evaluation, training and assistance
to individual states and localities in
improving their programs; and

WHEREAS, stability in funding systems and expressed
commitment to the program by the federal government is
essential to program planning and budgeting by the ind-ividual
states and localities;

NOW THEREFORE BE IT RESOLVED, that the California
District Attorney's Family Support Council urges:

1) The current funding system should be retained;

2) The mandatory fee provision be replaced and
the question of fees be left to the option
of the states; and

3) Health and Human Services and Congress review
the traditional methods of recovering costs
in the enforcement of family law cases.

BE IT FURTHER RESOLVED, that copies of this Resolution
be sent to appropriate federal agencies and congressional
committees.
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RESOLUTION

DISTRICT ATTORNEY'S FAMILY SUPPORT COUNCIL

February 18, 1982

WHEREAS, the child support enforcement program
operating under a funding system providing for 76 percent
federal matching funds and a 15 percent federal incentives

1) has provided the taxpayer with a consistent
profit over the costs;

2) has automatic cost controls built in because
of the 25 percent local and state contribu-
tion to funding and the incentive; -

3) -provides a sound basis for long-term cost
avoidance in the determination of paternity
and the enforcement of non-welfare cases; and

4) creates tbe basis for an effective federal
tax intercept program which shows promise of
profiting not only the taxpayer In general
but the federal government; and

WHEREAS, the proposed federal restructuring of the
funding system by basing funding entirely on collections
that offset Aid to Families With Dependent Children
(A.F.D.C.) grants would

1) encourage a rise in costs to equal collections;

2) reduce the overall benefit to the taxpayer
without meaningfully increasing the profit
to the federal government;

3) destroy the paternity determination and
non-welfare enforcement programs; and

4) eliminate interstate cooperation; and

WHEREAS, the recently enacted legislation imposes
mandatory 10 percent fee on obligors in non-welfare cases,
replacing the former system of eptimal fees:

1) is confusing and ambiguous;

2) discriminatory in its application;

3) administratively unfeasible; and

4) deleterious to cost-effective collection
systems; and
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WHEREAS, any mandatory fee system in non-welfare
cases

1) interferes with the concept of federalism
because the states should be fair to carry
out their own public policies;

2) has been rejected or tried and found
counterproductive By the majority or urban
states and high volume states; and

3) will have the tendency to encourage welfare
dependency, particularly in view of new
welfare eligibility standards;-and

WHEREAS, the federal government has not given
adequate attention to more effective means of increasing
effectiveness such ass

1) evaluation of cost avoidance in the welfare
system

2) encouraging the collection of interest and
the assessment of attorneys fees and costs in
both welfare and non-welfare cases;

3) simplified wage assignments; and

4) increased evaluation, training and assistance
to individual states and localities in
improving their programs; and

WHEREAS, stability in funding systems and expressed
commitment to the program by the federal government is
essential to program planning and budgeting by the ind-ividual
states and localities;

NOW THEREFORE BE IT RESOLVED, that the California
District Attorney's Family Support Council urges-

1) The current funding system should be retained;

2) The mandatory fee provision be replaced and
the question of fees be left to the option
of the states; and

3) Health and Human Services and Congress review
the traditional methods of recovering costs
in the. enforcement of family law cases.

BE IT FURTHER RESOLVED, that copies of this Resolution
be sent to appropriate federal agencies and congressional
committees.

-- 000--
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Mr. Chairman:

The National Association of Private Psychiatric Hospitals appreciates the

opportunity to react to the fiscal 1983 Medicare budget cuts proposed by the

Administration. We have serious reservations about unilateral actions taken

without the benefit of a long term approach to restructuring a total system.

We feel many of the proposed reductions are short term in nature and will do

nothing to control costs over the long haul.

At t e outset we must state that we are unalterably opposed to the 2%

reduction in Medicare hospital reimbursement. It would cut payments to

hospitals across the board, disregarding their efficiency, costs, case mix,

intensity, or occupancy. We oppose cuts which are Arbitrary, inequitable,

and do nothing to resolve the real problems facing the Medicare program.

Furthermore, such a cut would penalize those hospitals serving a higher

proportion of Medicare beneficiaries. This seem totally punitive towards

those hospitals omitted to serving the Medicare population.

The National Association of Private Psychiatric Hospitals represents the

nation's 203 freestanding (nongovernmental) psychiatric hospitals and related

hospital-based psychiatric services. The hospitals, with over 24,000 beds,

represent a variety of types of ownership and provide for the medical care

and treatment of persons suffering from psychiatric disorders and impair-

ments, The menership offers the wide and varied range of competitive

hospital-based programs critical to addressing the needs of children, adoles-

ents, adults, the elderly, the alcoholic, and the substance abuser. All of

our nmzber hospitals are accredited by the Joint Cctnission on Accreditation

of Hospitals, the national agency for voluntary accreditation of hospitals.
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We would like to take this opportunity to cement on some of the proposals

mentioned in the administration's budget reccix',rrndations, as well as comment

on sae proposals not yet introduced but under active consideration by the

administration.

Specific Proposals:

Repeal Waiver of Provider Liability

This provision would repeal a prior amendment passed by Congress to protect

both institutions and beneficiaries from a retrospective denial of reim-

bursenent for services. We believe this provision would unjustifiably

penalize institutional providers which have delivered care deemed medically

necessary and appropriate on the orders of physicians and other health

professionals. Since physicians, not hospitals, order such services, such

a repeal under Part A would be unfair.

Elimination of Utilization Review Requireuent/HCFA/Private Sector Utilization

Review Initiative

Mhile agreeing in concept to the elimination of burdensome regulatory acti-

vities for hospitals, we are concerned that this proposal, established to save

in excess of $300 million, has not yet been fully developed or articulated.

We would and do strongly object to returning to a system which would vest the

intermediary and third party payor with the responsibilities of reviewing

care or determining the criteria under which care is deemed medically neces-

sary or appropriate. Such a system would revive the arbitrary and capricious

retrospective denials of care, which the psychiatric hospital is all too

familiar with.



507

This association has endorsed the elimination of the PSRO program and is

comitted to developing a system which will remain institution specific in

allowing the individual hospital utilization review oxmittees to develop

norms for amAissions, lengths of stay, discharge criteria, et. al. Such a

system would allow each institution to develop norms applicable to its

setting, treatment goals, treatment objectives, and unique capabilities.

Any system developed only with the payor's interest in mind would be unfair

and in the long run more costly to a system, only encouraging inappropriate

utilizaton or under utilization.

Medicare Contractor Initiative

This proposal would eliminate the providers'ability to nominate their own

intermediary. Presently, the Secretary is required to assign intermediaries

based on published standards and criteria for efficient administration. The

proposed amendment would remove such a requirement. We feel such a proposal

would be a detriment to the system.

Other Proposals:

Eg2pnding Section 223 Limitations

%bile this proposal has not been formally introduced as part of the FY 83

budget, the Department continues to give active consideration to lowering

Section 223 limits and expanding them to ancillary services. The specialty

psychiatric hospital has long had difficulty in being reimbursed for what has

been considered routine for their programs. The true cost of providing-

medically neccessary psychiatric care must include therapeutic services,

i.e. education, social services, and therapeutic modalities. Such services

are required of specialty hospitals under the Conditions of Participation



508

for the Medicare program. However, they are rarely reimbursed. A further

tanering with the 223 limitations would seriously limit the specialty

hospital's ability to be adequately reinursed and most likely would result

in the hospital's inability to continue to adequately treat the Medicare

population.

Propsective Reimbursement System

This Association stands ready to assist the committee and other interested

parties as they explore alternatives to the present cost based, retrospective

reimbursement system.

Such a system, however, must not penalize hospitals and must allow for such

factors as intensity, case mix, efficiency, labor costs, debt financing,

inflation, and demand.

Vie Association believes that the health care system has moved in the direction

of greater ccaietition and encourages this movement. Mile increased oompeti-

tion in the health care system may slow down.escalating costs, any "pro-

xmrpetitive" approach should be implemented with thoughtful regulation in

order to assure that consumers have adequate information about competing health

plans and to protect unsuspecting consumers fran plans which exclude necessary

services.

Competition among health plans nrst be based on differences in deductibles,

oo-paynts, catastrophic stop-loss contributions, and supplemental services.

In addition, a basic package of minimum benefits must be maintained for all

qualified ocrpetition health plans. Such a package should include all medi-

cally necessary physician and hospital services with no distinctions made

between any medical specialties.



509

In conclusion, we believe a framework is crucial to assure adequate and
continued reimbursement for all appropriate costs attributable to the
Medicare program designed with incentives for the long term solvency of the
program, minimizing cost shifting, assuring a catastrophic element not now
found within the program, beneficiary cost sharing, and allowing for ade-
quate planning to meet increasing demands.

Mr. Chairman, we thank you and the ccnttee for giving us the opportunity

to comwnt and we look forward to working with you as you consider the
above proposals.
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Summary of Testimony

We urge you to reject arbitrary cuts in the Medicare budget
which do not reform the current system. instead we urge you
to accelerate efforts to bring marketplace competition and res-
traints on utilization to the system by enacting the following
legislative proposals:

(1) A ceiling on tax-free employer purchased health
benefits designed to encourage the offering of multiple
insurance plans;

(2) Benefit redesign to require reasonable cost sharing
by Medicare beneficiaries during the first 30 or 60
days of a hospital stay up to a catastrophic level in
order to encourage restraint in utilization;

(3) A voluntary Medicare private insurance option as
proposed in H.R. 4666 sponsored by Representatives
Gephardt and Gradison; and

(4) Development of a Medicare prospective payment
schedule for hospital services and the elimination of
cost reimbursement.

These four changes would address the underlying problems in
the current system and would alleviate the need for arbitrary cuts
in the Medicare program. Enactment of a ceiling on tax-free health
benefits and passage of Medicare benefit redesign with restructur-
ing of cost sharing would produce immediate budget savings and
increased revenues substantially in excess of those cost reimburse-
ment cuts which we oppose. These two proposals could reduce the
budget deficit by more than $3 billion compared to the $1.1 billion
in hospital cuts contained in the proposed fiscal 1983 budget.
Enactment of a Medicare voucher option and a prospective rate
system might not produce immediate first year savings but would
produce substantial dollar savings in the second and future years.

We strongly oppose the proposed two percent cut in cost
reimbursement to hospitals. It is an arbitrary proposal which calls
for an across the board cut to all hospitals, disregarding their
relative efficiency, costs or caseload.
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Mr. Chairman- and Members of the Subcommittee, my name is

Michael D. Bromberg, Executive Director of the Federation of Ameri-

can Hospitals.

The Federation of American Hospitals is the national associa-

tion of investor-owned hospitals and hospital management compan-

ies, representingg over 1,000 hospitals with over 115,000 beds. Our

member hospttal management companies also manage under contract

more than 300 hospitals-owned by others. Jnvestor-owned hospitals

in the United States represent approximately 25 percent of all

non-governmental hospitals. In many communities investor-owned

facilities represent the only hospitals serving the population.

We appreciate this opportunity to react to the fiscal 1983 Medi-

care budget cuts proposed by the Administration. In general we

have serious reservations about the short term reductions in hospi-

tal reimbursement contained in a list of proposed regulations and

proposed legislation. These short term savings total more than $1.1

billion in hospital reimbursement arbitrarily reduced by strained

attempts to justify new definitions of allowable cost reimbursement.

This annual charade has been going on since 1966; however,

the scope of the reductions in cost reimbursement has reached an

all time high this year. Proposed cuts in hospital reimbursement

are two and three times higher than proposed cuts affecting other

providers and beneficiaries. As we address these individual cuts

and express our- opposition to them, it is ,important to keep in

mind that all of the short term proposals are directly related to

definitions of retrospective cost reimbursement, a system which

pays too little and contains perverse incentives.

This Administration, like others before it, recognizes that cost

reimbursement has fueled health expenditure increases and needs to

be replaced by a system which turns around the incentives in

order to reward management efficiency and restrain utilization. We
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are very supportive of the system reform proposals being developed

by the Administration and by Members of this Committee. Specifical-

ly we urge you to reject arbitrary cuts in the Medicare budget

which do not reform the current system. Instead we urge you to

accelerate efforts to bring marketplace competition and restraints

on utilization to the system by enacting the following legislative

proposals:

(1) A ceiling on tax-free employer purchased health

benefits, designed to encourage -the offering *of multiple

insurance plans;

(2) Benefit redesign to require reasonable cost sharing
by Medicare beneficiaries during the first 30 or 60 days

of a hospital stay up to a catastrophic level in order to

encourage restraint in utilization;

(3) A voluntary Medicare private insurance option as
proposed in H.R. 4666 sponsored by Representatives Gep-

hardt and Gradison; and

(4) Development of a Medicare prospective payment sched-
ule for hospital services and the elimination of cost

reimbursement.

These four changes would address the underlying problems in

the current system and would alleviate th-e need for arbitrary cuts

in the Medicare program. Enactment of a ceiling on tax-free health
benefits and passage of Medicare benefit redesign with restructur-
ing of cost sharing would produce immediate budget savings and

increased revenues substantially in excess of those cost reimburse-
ment cuts which we oppose. These two proposals could r-e-duce the
budget deficit by more than $3 billion compared to the $1.1 billion

in hospital cuts contained in the proposed fiscal 1983 budget.

Enactment of a Medicare voucher option and a prospective rate

95-227 0 - 82 - 34



514

system might not produce immediate first year savings but would

produce substantial dollar savings in the second .and future years.

COMMENTS ON SPECIFIC ADMINISTRATION PROPOSALS

Two Percent Reduction in Medicare Hospital Reimbursement

This proposed amendment would reduce Medicare hospital reim-
bursement from 100 percent allowable cost reimbursement to 98

percent of allowable costs. It would cut payments to hospitals by

$653 million even though these dollars represent actual hospital
expenses. Medicare reimbursement is already far below what can

be considered fair payment for services rendered to program

beneficiaries. This arbitrary proposal calls for an across the

board cut to all hospitals, disregarding their relative efficiency,

costs or caseload. We strongly oppose this incqUIta'b1e cut. We

cannot find any merit to the proposed two percent cut which does

nothing to resolve the real causes of increasing costs in the

Medicare program.

Repeal Waiver of Provider Liability

This provision would repeal a prior amendment passed by

Congress to protect both hospitals and patients from retroactive
denials of reimbursement for services reasonably believed to be

necessary at the time rendered but subsequently found to be

unnecessary.

Wt believe Congress was correct in its prior decision to enact

this change, particularly since physicians rather than hospitals

order these services. By imposing penalties on the hospital under

Part A reimbursement, the proposed repeal would be most inequita-
ble.

Medicare Contractor Initiative

This legislative proposal would eliminate provider nomination



515

of intermediaries and we believe such a change is unnecessary.

Under present law the Secretary may reject an intermediary nomina-

tion where he finds it is not in the best interest of efficient and

effective administration. The proposed amendment would take away

the due process right of providers or intermediaries which requires

the Secretary to make that decision based on published standards

and criteria for efficient and effective administration.

We believe that experimentation with negotiated -fees between
,the Secretary and intermediaries can be conducted without sacrifi-

cing competition by simply allowing all intermediaries to contract

at the fixed fee rate and retaining a pluralistic intermediary

system.

Length of Stay-Utilization Reduction Program

This regulatory proposal is estimated to save $330 million.

While details have not been released, we believe the program will

9iclude instructions to Medicare - intermediaries in areas of high

average length of stay or high utilization to reduce hospital

utilization by various means. We believe this approach has some

merit provided it does not lead to arbitrary actions and a return

to problems encountered in early years of the program when

retroactive denials were more common than today.

Since physicians, not hospitals, are legally and medically

responsible for determining length of stay and utilization of

services, it would be unfair to penalize hospitals retroactively for

orders issued by. physicians. Where utilization decisions are proper-

ly reviewed by hospital review committees, no penalty should be

imposed in the absence of prospective guidelines. We will want to

carefully study the details of this program when they are pub-

lished.

Elimination of PSRO Program

We support the proposal to repeal the PSRO program. We

believe the private sector can - do a better job in evaluating
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utilization decisions than a regulatory program. We will study
forthcoming proposals to establish a program for contracting out

this function-- on a limited basis. This is an area where local

coalitions can play a meaningful role.

Eliminate Private Room Subsidy

This- regulatory proposal would reduce cost reimbursement by

offsetting private room revenues from certain Medicare patients who

voluntarily elect such accomodations. The Administration argues

that private room costs should be excluded from routine cost

finding under Medicare; however, Medicare regulations do not

allow hospitals to separately identity Medicare private room or

sub-intensive care unit costs. We oppose thi rcaciu1htorv proposal

as presented by the Administration and instead urge-you to pectfy

that additional cost centers be allowed in the cost finding process

for these types of services.

Cost Sharing

The Administration budget documents discuss cost sharing in

connection with the health care competition proposal to be -submit-
ted to Congress in the near future. Part of that plan will call for

a modest coinsurance rate on all hospital days following the first

day and will provide catastrophic coverage,, including unlimited

hospital days, limiting total cost sharing under Parts A and B to

$2500 per year. No budget savings are projected since the details

of the plan have not been finalized. The Congressional Budget

Office has estimated that 10 percent of the deductible cost sharing

from the second day through the 30th day would save over $1

billion in the first year.

More important than sharing costs is the impact that consumer

participation would have on utilization.

A large body of economic analysis strongly supports the

conclusion that financial incentives have a significant impact on
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utilization. Utilization goes down as cost sharing goes up. Here
are some typical findings:

A _en percent increase in the price of inpatient services

reduces demand between five and seven percent. (Feldstein,

Martin, "The Welfare Loss of Excess Health Insurance," Jour-

nal of Political Economy, 1974.)

A 100 percent dpcr.abe in the price of ambulatory services
weuld raise demand by 120 percent. (Newhouse, Joseph, Char-

les Phelps, and William Schwartz, "Policy Options and the
Impact of National Health Insurance," New England Journal of
Medicine, 290 (1974) pp. 1345-1359.)

Increasing Demand

Because the proportion of the population over 65 will increase
markedly over the next decade, the utilization of health care
services per capita is expected to increase dramatically under the
status quo. Medicare expenditures, even after being adjusted for
inflation, are expected to increase by 60 percent from 1980 through
1985.

Among the major contributing factors to hospital cost increases
are admissions and intensity. The percentage increase in total
hospital admissions has been stable at between 2.5 and 2.9 percent
annually since 1977 except for a relatively low 0.4 percent
increase in 1978. The intensity increase has been caused primarily
by increased admissions of patients over age 65.

The cost of treating over age- 65 patients generally is more
than two times the cost of treating patients under age 65 in

hospitals.- The following chart illustrates the admission intensity

trend:
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Percentage Increase in Admissions 1978 1979 1980 1981
(6/80 to 6/81)

Under age 65 1.0 1.7 1.5 0.4

Age 65 and older 4.9 5.3 6.7 5.3

The intensity area also includes technological advances

which save and prolong lives and' are costly. There are many

social, ethical and economic questions which can be raised in this

area, but an aging society demands more intensive health care.

During the past twelve months admissions of over age 65

patients rose about five times the rate of under ago 65 admissions.

Demand is the single most serious aspect of hospital cost increases

and until demand is addressed, there will be no solution to health

care inflation.

A Market Strategy

The large body of studies examining the catises of health care

expenditure growth all point to the same conclusion: The problem
is not inefficiency but utilization -- patients, freed from the

burden of payment, demand more; and physicians, unrestrained by
cost-based reimbursement, provide more.

Our present system of health care financing has desensitized

providers and consumers to the true costs of health care through

the extensive use of first dollar coverage and low-- copayment

rates. The situation has been aggravated by cost reimbursement

which encourages excessive spending. The result is- intense quality
competition but little price competition.

Restoring cost consciousness to providers and consumers is
intrinsic to any solution to rising health costs. Without price

awareness, demand for health services is infinite. That is why we
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urge you to substitute proposals for a ceiling on tax free health
insurance premiums, cost sharing, a voucher option, and a Medi-
care prospective - payment system for the cuts proposed by the
Administration in Medicare reimbursement.

Other Regulatory Options

Three regulatory cost control options which have not been
recommended by the Administration in its budget proposals are
expansion of section 223 limits to all Medicare hospital costs per
admission, reliance on state rate controls and reduction in the

rate of return on equity capital for proprietary providers. We
strongly oppose these measures.

Section 223 limits on per admission costs would require use of
a complex methodology for grouping hospitals and case mix. A
large number of exception requests would be filed as every
hospital argues that it differs from others due to the mix of
patients and diagnoses. Physicians would be tempted to upgrade
diagnoses and admit marginal cases to maximize reimbursement. A
larger bureaucracy would be needed to administer this kind of
program. There . would be no incentives for efficiency since the
system would still be cost based.

A review of state rate controls indicates little difference in
expenditure growth on a per capita basis between the seven states
with controls and all other states. 1980 per capita hospital costs
rose 13.6 percent in rate control states compared to 13.7 percent
in all other states -- an insignificant difference. When New York
is excluded, the per capita increase was 1.2 percentage points
greater in the rate control states -- 14.9 percent compared to 13.7

percent for non-control states. Maryland also incurred per capita
* increases of 13.9 percent -- also above the increase for other
states.
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Hospital care is more expensive in states with mandatory rate
setting programs. In 1979, per capita hospital expenditures for the

seven states with mandatory programs were $305 versus $272 for

non-mandatory states.

New York, which_ has the oldest and most advanced rate
setting program, also has a hospital system which is in very poor
financial health. Between 1974 and 1978, New York voluntary
hospitals had to use almost $500 million in hospital reserves to
finance current operating losses. At that rate it will only take 15

years before the total equity of all the 222 voluntary hospitals in
New York is consumed. Although demand for services and patients
served increased during the 1974 to 1978 period, the number of
voluntary and public hospitals declined 5.4 percent.

Although New York has reduced its hospital expenditure growth
rate more than any other mandatory rate setting state, the penalty

probably is more than other states would be willing to bear.
Liquidating a hospital system to save money is like demolishing
the rooms of a house to cut energy costs.

An adequate rate of return on equity capital is necessary to

protect the hospitaLs financial integrity and maintain its credit

and to reward investors at a level commensurate with the risk
assumed in making their investment.

Investor-owned hospitals pay taxes -- federal, state, city,
property. In no other industry are income taxes not recognized as

an operating expense for purposes of cost based reimbursement or

rate of return. Eliminating income taxes as a reimbursable cost

has effectively reduced the return on equity for investor-owned
hospitals. Even though the Medicare return on equity payment rate
is near its historic high, it still is substantially below the rate

of return on equity earned by American industry as a whole. For

example, the pre-tax return on equity for the Standard and Poor
400 industrials was 30.8 percent in 1979 and- 27.5 percent in 1980.
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By contrast, the Medicare return -on equity allowance was 13.7
percent in 1979 and 16.5 percent in 1980.

On an after-tax basis, the Medicare allowed rate of return on
equity capital is also substantially lower than the after-tax return
on equity for the Standard and Poor 400. In 1980 the after-tax
Medicare turn on equity allowance was 9.5 percent as compared to
a 14.9 percent after-tax return on equity for the Standard and-
Poor 400. Investor-owned- hospitals must be allowed a fair return
on investment in order to remain viable.

These regulatory strategies cannot be effective without sacri-
ficing quality and we urge you to reject them.

Medicare Prospective Rates

After fifteen years of rhetoric on the perverse incentives of
cost reimbursement, we believe it is time to develop a Medicare
prospective payment system.

A new system acceptable to the government should certainly
include budget savings and predictability, administrative simplici-

ty, incentives for efficient delivery of services, the ability to
install the new method quickly, and-consistency with the competi-
tion strategy.

The hospital industry will certainly want assurances that the
new system will be equitable, will enable hospitals to recover
their full financial requirements and involve less regulation.

Other third-party payers will look at the system to see
whether it minimizes cost shifting.
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Beneficiaries. will certainly be concerned about the scope and

equity of any cost sharing elements as well as freedom of choice
of providers.

The concerns of the various parties involved can all be
satisfied by following these guidelines:

(1) Establish a prospectively determined Medicare pay-
ment schedule;

(2) Permit hospitals to charge beneficiaries the differ-
ence between the Medicare rate and hospital charges up
to some catastrophic level;

(3) Recalculate the Medicare rate annually based -on
average charges or based on an index which reflects

hospital input price and wage increases and capital
costs in a geographic area; and

(4) Avoid complex formulae which rely on diagnostic

related groupings and which result in a large number
of exception requests.

These principles would assure hospitals of the opportunity to
recover their financial needs (although it would not guarantee
recovery if their prices are too high). They would assure benefi-
ciaries of catastrophic protection which they do not have under
current Medicare law. They would minimize cost shifting by rede-

signing the time of copayment. They would save dollars and
provide budget predictability to government. Finally, they are
consistent with the competition strategy of the Administration
stressing consumer choice and incentives for restraint in utilization.
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'This is truly an historic proposal whose details as of now
are unknown but whose objectives a-e timely and virtually uncon-
tested. The hospital industry owes it io the public, government,
and itself to carefully and constructively review the Administra-

tion's plan when it is unveiled in the near future. It may well
turn out to be revolutionary enough to free hospitals from arbi-
trary Medicare regulations and from the future threat of even more
arbitrary cutbacks in payment for quality care.

We are anxious to work with the Committee Members and staff
to explore the idea of developing a Medicare prospective payment
schedule as soon as possible.

Conclusion

Last year's Reconciliation Act cut Medicare expenditures by
more than $1 billion. The Administration's fiscal year 1983 budget
proposes a $2.5 billion reduction in Medicare. Cuts ot this
magnitude without true reform are intolerable.

We urge this Committee in its recommendations to the Budget
Committee on the First Budget Resolution to modify the Administra-
tion's proposed spending levels for Medicare and to immediately
address the underlying problems of the current system through
changing tax incentives, restructuring beneficiary cost sharing,

providing a Medicare private insurance option- and developing a-
prospective payment system for Medicare.

Passage of a tax on employer-paid health insurance in
excess of $150 per month for a family of four and the restructuring
of patient coinsurance could reduce the fiscal 1983 deficit by $3.7
billion and would save $10 billion in fiscal 1987 according to
Congressional Budget Office estimates.



Revenue Gain

Tax Excessive Employer-

Paid Health Insurance

Income Tax.

Payroll Tax'

Subtotal

2.0 billion

0.6 billion

2.6 billion

6.0 billion

2.1 billion

8.1 billion

Expenditure Reductions

Restructuring Coinsurance

Savings 1.I billion

Total Reduction of

Budget Deficit 3.7 billion

Source: CBO Report, "Reducing the Federal

February 1982, pp. 196, A-72, B-40.

1.9 billion

10.0 billion

Budget Deficit,"

If these two changes in the law were coupled with passage
of a voluntary Medicare voucher option and a prospective Medicare

hospital payment system, -_savings would increase substantially in

fiscal 1984 and could double by fiscal 1987.

Mr. Chairman, we thank you and the Members of the Subcom-
mittee for this opportunity to present our association's views on

the proposed Medicare budget.

524

1983 1987--'



525

CENTEX CORPORATION

March 15, 1982

Senate Finance Committee
2227 Dirksen - Senate Office Building
Washington, D. C. 2o5o

Attention: Mr. Robert E. Lighthizer,
Chief Counsel

Dear Sirs:

We would like to submit this letter as written testimony in the Senate
Finance Committee Hearings this week.

By way of background, Centex Corporation is a diversified company
with annual revenues of over one billion dollars. Our largest business is as
a general contractor in the construction industry, where our annual revenues
are presently about $Soo,ooo,ooo.

We are strongly opposed to the recent proposal of the Treasury
Department to eliminate Completed Contract Tax Accounting for the con-
struction industry.

We object to the Treasury Department proposal on Percentage of
Completion Tax Accounting, because a construction company can not
accurately determine the amount of profit or loss on a construction
contract until the project has been:

- substantially completed, and

- accepted by the owner.

Until that point, a construction company is vulnerable to the adverse
impact of factors beyond its control, including:

- weather delays,

- strike delays,

- increases in costs due to inflation, and

- the failure of a subcontractor, a supplier or an
owner to perform on a timely basis, due to
bankruptcy or otherwise.

The risks in the construction Industry are increased because of thc
prevalence of lump sum or guaranteed maximum prices. All the construction
contracts we obtain through competitive bidding (including all of our Government

4600 REPUUC NAT"" SANK TOWER.OALLAS, TEXAS 7,OIrMPONEI214748.71
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contracts) have a lump sum bid price. The other contracts which we
obtain on a negotiated basis almost always have a guaranteed maximum
price. A construction company Is ioo% at risk for any cost overruns in
excess of the lump-sum bid price or the guaranteed maximum price.

Percentage of Completion Tax Accounting would result in a tax on an
"estimate" of the eventual profit, before the profit were actually known
and before It were actually earned. That would obviously be unfair.

The IRS auditors could have a field day with Percentage of Completion
Tax Accounting. With the benefit of hindsight, they could proos higher
taxes for any job on the basis of either the percentage of completion
claimed or the amount of profit estimated by the taxpayer 'at the end of
each year.

We also object to the Treasury proposal on Progress Payments Tax
Accounting, because it would be a tax on cash flow, the first such Instance
we are aware of In the United States. There is no correlation between
the ups and downs of the cash flow during the course of construction and
the eventual profit or loss on the job.

The Progress Payments method could cause a company to pay taxes
during the course of a job that could exceed the eventual prof it on the
job. The Progress Payments method would tax a job that had a positive
cash flow even If It were expected to be unprofitable at the time It were
completed.

As you know, the Completed Contract Tax Accounting method has
been used in- the construction industry for over 60 years. It has stood the
test of time, and there is no need to discard It.

For the above reasons, we urge the Senate Finance Committee to
retain Completed Contract Tax Accounting for the construction industry.

rel
Frank M. Crossed

Chairman of the Board

FMC-jkr

/
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STATEMENT
OF

AMERICAN TRUCKING ASSOCIATIONS, INC.
ON

CORPORATE MINIMUM TAX
COMMITTEE ON FINANCE

U. S. SENATE
MARCH 15, 1982

The American Trucking Associations, Inc. (ATA), appreciates this

opportunity to present the trucking industry's views on the-Administra-

tion's proposal to revise and expand the corporate minimum tax.

ATA is the national association of the trucking industry. It has

affiliated associations in each state and thirteen national conferences.

ATA represents every type and geographical scope of trucking operation in

-the United-States. The great majority of these carriers would be impacted

___bytqthese proposed changes.

Less than a year ago, we testified before this Committee and asked

that you give consideration to a legislative proposal allowing motor

carriers to write off as an ordinary deduction their loss in investment

-of an asset- unique to the motor carrier industry. Many carriers had

expended substantial sums in the past to purchase operating rights for-

use in their business, and these rights had been rendered worthless by

the Motor Carrier Act of 1980. The economic loss that resulted seriously

threatened the financial stability of the industry. As Congress suggested

-in--the report accompanying the Motor Carrier Act, equity demanded

legislative action.

In accordance with that suggestion, this Committee initiated the

legislative action to clarify the Internal Revenue Code so as to

expressly allow an ordinary deduction for operating rights over a

60-month period. The Committee on Ways and Means and the President's

substitute tax bill, as adopted by the House of Representatives,

contained an identical provision to that passed by this Committee. The

/



528

Senate amendment became Section 266 of the Economic Recovery Tax Act of

1981, which was enacted into law on August 13 of that year, only 7 months

ago.

The deduction for operating rights in Section 266 allows the motor

carrier nothing more than the loss which was sustained in 1980 when the

adoption of the Motor Carrier Act stripped them of their value. There-

fore, because of the non-recurring nature of this write-off, it is unique
7

among the proposed tax preferences, in that it will not result in future

action or investment by the taxpayer that might eliminate his tax

liability completely unless limits are placed on its use. The events

giving rise to the deduction under Section 266 are in the past. The

provision allows a deduction for the future only because Congress chose

to spread this loss over 60 months.

It must be emphasized that Congress already has acted to reduce the

tax deduction realized by the carriers from this write-off. Instead of

allowing the carriers to deduct their loss in the year the operating

rights became worthless, when worthless assets ordinarily are written

off, Section 266 requires that this loss be taken over a five-year

period. Treating the deduction as a preference item would amount to a

retroactive amendment of this provision to stretch out its benefits even

further.

Such a result would come as a severe blow to the trucking industry

in view of its already weakened economic condition. The changes brought

about because of the passage of the Motor Carrier Act, coupled with the

poor state of the economy, has had a serious adverse financial impact on

the motor carriers and their employees.
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Preliminary results for the third quarter of 1961 indicate that

profit levels' declined 12 percent from the already depressed third

quarter earnings of 1980. In addition, it is estimated that 100,000 of

the 400,000 Teamsters nationwide currently are on lay-off status and more

than 50 carriers, many oasubstantial size, have closed their doors

causing more than 17,000 employees to lose their jobs since the Hotor

Carrier Act was passed. Because of its depressed financial condition, the

industry's taxable income is down substantially. Yet, the lower a

carrier's earnings, the more likely it wil be subject to minimum tax, if

the Section 266 deduction is treated as a preference item.

As ATA has indicated, the deduction of operating rights allowed by

this provision is not a tax incentive for future investment like the

other items listed as tax preferences, but a recognition for tax purposes

that a loss was sustained in the past. Including this deduction as a tax

preference would amount to a retroactive amendment of Section 266 which,

in. many instances, would spread the loss sustained by the carriers in

1980 over an even longer period than 60 months. Such treatment could

further penalize motor carriers by imposing a burdensome minimum tax

solely because profit levels have been severely reduced since the passage

of the Motor Carrier Act. We urge the Committee not to curtail the

provisions of the recently passed Section 266, but instead to eliminate

the deduction for operating rights from the tax preference list.

96-227 0 - 82 - 35
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NATIONAL TAX EQUALITY ASSOCIATION

1000 CONNECTICUT AVENUE SUILOINO. WASHINOTON. 0. C, 30, TELEPHONE 830-S414

CNAM" powam"V4 VK PRESOPNT W0AflAhA
GARNER M. LESTER RAY M. STROUI L KENNETH MALO ARTHUR T. ROTH
a IL £sm a COMPANY WAS.ON. 0 C DONVE. COLOAADO 0MIMM
040N. U61SS1SS1PPI TYOWIROOL NEWYMTR

March 16, 1982

Hr. Robert E. Lighthizer
Chief Counsel, Committee on Finance
Room 2227, Dirksen Senate Office Building
Washington, D.C. 20510

Dear Hr. Lighthizer: re: FY 1983 Tax Proposals

The National Tax Equality Association (NTEA) appreciates this opportunity
to comment briefly on the taxation proposals as outlined in the President's fiscal
year 1983 budget.

This association was organized in 1943 by businessmen who sought an effective
means of expressing their concern about the tax-favored position of cooperatives
with which their own businesses were competing. Firms in the grain, lumber, coal,
feed, fertilizer, cotton and seed industries were represented by NTEA in its early
years. Other businesses, including comercial banks, have joined in subscribing
to the association's program.

Over the years, NTEA has undertaken to persuade Congress to reduce the tax
advantage enjoyed by cooperatives vis-a-vis private corporations. NTEA can
therefore be considered as primarily a single-issue organization. However, one
primary observation overrides our stated concern. We believe that it is impera-
tive for the Congress to send a signal quickly to the financial Warkets that
Congress is serious about reducing the expected FY 1983 budget deficit. We
believe that this is an undertaking which transcends traditional election year
politics.

Although NTEA does not pretend to advance the entire solution to the
deficit-interest rate problem facing U.S. taxpayers, we do believe that a tax
policy neutral in its incidence and effects is highly desirable. As one step
towards achieving this tax policy, NTEA advocates the elimination of the special
cooperative corporation tax privileges as outlined in IRC Section 521 and Sub-
chapter T of the Internal Revenue Code. The Congressional Budget Office has
estimated that the loss of federal revenue, the "tax expenditure," due to these
provisions is $670 million in FY 1983.

This taxation proposal has not been addressed by the present administration
in its budget recomendations. It has, however, been the subject of controversy,
hearings, proposed legislation and Treasury rulings almost continuously since
1947.

The cooperative business in the United States is today BIG BUSINESS in every
way -- except for tax status. Seven cooperative corporations now qualify among
the Fortune magazine list of the 500 largest U.S. industrial corporations. Three
cooperatives listed assets in 1980 of at least $1 billion. Farmer cooperative
corporations had combined business volume in 1979 of $56.3 billion. Despite
all of this, cooperative corporations pay virtually no federal corporate income
tax.

1*
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Hr. Robert E. Lighthizer - 2 - March 16, 1982

Cooperatives pay such low taxes because, unlike their competitors, a tax
is not levied on any profits which the cooperative returns or allocates to its
owners. This tax treatment is essentially a deduction from corporate income
tax liability for dividend allocations. Since most cooperative earnings go into
refunds to owners, the income taxes paid by co-ops are very small. Generally,
the co-op effective tax rate is below 10.

Additionally, present law enables cooperatives to generate significant
amounts of untaxed earnings for expansion of their business, an advantage not
enjoyed by private-investor owned businesses. This occurs because present tax
law requires that only 20, of the earnings allocation be in cash. The balance
of the co-op profit is often returned to the patron in certificate form--bearing
no interest. Allowing a deduction from corporate tax liability for dividends
not paid in cash results in a substantial pool of tax-free funds for capital ex-
pansion. Although many firms would prefer this system of taxation, all object
when only a limited few are so favorably treated.

Accompanying this letter is our proposed revision of the cooperative tax-
ation scheme. We respectfully request that this proposal be made a part of the
Committee record along with this letter. In general, it may be said that our
proposal taxes co-op businesses on the same basis as other businesses and that
it treats the dividends paid by co-ops in the same way that the dividends of
ordinary businesses are treated. The right of cooperative corporations to exist
in our economy and to grow unaided by federal tax subsidies is neither involved
nor questioned by this legislation.

Thank you.

Sincerely,

? ta Ma MLSupe
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97th Congress
2nd Session H.R.

To amend the Xnternal Revenue Code of 1954 to provide for the equal
corporate income taxation of certain cooperative corporations and
competing investor-owned businesses.

IN THI HOUSE OF REPRESENTATIVES

1982

N~t. _of introduced the following biU;
which was referred to the Conmittee on Ways and Means

A BILL

To amend the Internal Revenue Code of 1954 to equalize the

taxation of certain cooperatives.

Be it enacted by the Senate and Hous" of Representatives of

* the United States of America in Congress assembled,

That this Act may be cited as the "Tax Equalization Act of

19 "..

Sec. 2. TAXATION OF COOPERATIVE CORPORATIONS.

(a) -Part IV (relating to farmers' cooperatives) of subchapter

F. and subchapter T (relating to cooperatives and their patrons).

of chapter 1 of the Internal Revenue Code of 1954 are repealed.

(b) Part IX (relating to items not deductible) of sub,:hapter

B of chapter 1 of such Code is amended by aiding at the eid thereof

the following new section:



$'SEC. 280. PATRONAGE DIVIDENDS PAID BY COOPERATIVE CORPORATIONS.

* "(a) No deduction or any other allowance which has the effect

of reducing gross Income shali be permitted to cooperative corpo-

rations for amounts paid or accrzed as 'patronage" dividends' by

such corporations.

"(b) DEFINITIONS.-

- "(1) COOPERATIVE CORPORATIO.-For purposes of this

section, the term cooperafive corporation' means a corpora-

tion (A) that calls itself a 'cooperative' or 'co-op', (B)

that represents to any persons or classes of persons which

deal with it that their patronage will or may entitle them

(i) to the payment,. either actually or constructively, of

patronage dividends, or (ii) to an equity interest In any

of the corporation's assets, or (C) that Is otherwise oper-

ated for the mutual benefit of persons or classes of persons

that deal vith it; but such term does not include a mutual

insurance company or any corporations otherwise exempt under

this chapter.)

"(2) PATRONAGE DIVIDEND.--For purposes of this sec-

tion, the term'patronage dividend' means an allocation or a

distribution paid or payable (whether or not in money and

whether described as a refund, rebate, price adjustment, or.

payment of a balance due under a marketing agreement) to mem-

ber patrons or to member and nonmember patrons on some basis

related to their sales to, purchases from, deposits with,

* investments in, loans from, or other transactions with the

corporation during the taxable year, if (A) the allocation
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or distribution is conditional (1) upon profits or margins be-

Ing earned by the corporation from Al its operations or a

class of its operations during Its fiscal year, or (1i) upon

income attributable to the resale of the producer's product

along with products or a class or classes of products'of some

other producers less any deductions, determination of which is

within the discretion of the corporation, or (B) the amount 6f-

the allocation or distribution can be determined only with ref-

erence to the amount of the profits, margins, or income earned,

or (C) the. amount of the allocation or distribution can be de-

termined only after declaration or payment of dividends on any

class of stock of the corporation or only after the fixing of

sums to be transferred to capital, reserve, or surplus."

(c) The table of sections for such part IX is amended by

adding at the end thereof the following:

"Sec. 280. Patronage dividends paid by

cooperative corporations."

.Sec. 3. DEFINITIONS OF DIVIDENDS.

(a) Section 116 of the Internal Revenue Code of 1954 is

amended by adding at the end thereof the following new subsection:

"(a) PATRONACE DIVIDENDS.--The term Idividends' as used in this

section includes patronage dividends, as defined in .section 280(b),

received after December 31, 19 , and payable with respect to trans-

actions during a taxable year beginning after December 3', 19 ."

(b) Section 243 of such Code is amended by adding at the end

thereof the following new sbsection:
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"(e) PATRONAGE DIVIDENDS.--The term 'dividends' as used in

this section includes patronage dividends, as defined in section "

280(b), received after December 31, 19 , and payable with respect

to transactions during a taxable year beginning after December 31,

19 ."

Sec. 4. DIVIDENDS RECEIVED: EXCLUSIONS AND DEDUCTIONS.

(a) Section 116(b) (2) (A) of the Internal Revenue Code of 1954

is amended by striking out "or section 521 (relating to farmers'

cooperative associations)".

(b) Section 246(a)(2)(A) of such Code is amended by striking

Out "or-section 521 (relating to farmers' cooperative associations)".

Sec. 5 MISCELLANEOUS CHANGES.

(a) Section 3121(b)(10) of the Internal Revenue Code of 1954 is

amended by striking out "or under section 52:0.

(b) Section 3306(c)(10) of such Code is amended by striking out

"or under section 521".

(c) Section 4382(a)(3) of such Code is hereby repealed.

.(d) Section 4421(2)(B) of such Code is amended by striking out

"sections 501 and 521" and inserting in lieu thereof "section 501".

(e) Section 6072 of such Code is amended by striking out sub-

section (d) and by redesignating subsection (e) as subsection (d).

Sec. 6 TAXABLE YEARS TO WHICH APPLICABLE.

The amendments and repeals made by this Act shall be applicable

only with respect to taxable years beginning after December 31, 19
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TESTIMONY BEFORE THE SENATE FINANCE COMMITTEE

Hearings on the Administration's Tax Package

March 16 - 19, 1982

Submitted by:

C. WILLIAM CARTER
Vice President - Operations
Long Lake Energy Corporation
330 Madison Avenue
New York# NY 10017
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Mr. Chairman and members 3f the Finance Committee,

thank you for allowing us to submit the views of Long

Lake Energy Corporation at your hearing on the

Administration's Tax package. We are extremely

concerned about the potential elimination of the Safe

Harbor Lease provision in the 1981 Economic Recovery

Act. New companies such as Long Lake, that are developing

renewable energy resources are relying heavily on the-

financial opportunities opened up by the passage of

the Safe Harbor Lease provision. If this provision

is not-.continued, it will not be economical for companies

such as ours to develop the full potential of this Country's

renewable energy resources.

Long Lake Energy Corporation is a private firm

developing small-scale hydroelectric projects in New

York State. We have played a catalytic role in the

development of hydroelectric energy in New York State.

In the past 12 months, Long Lake has filed 39 permits

and 19 licenses. FERC has just'issuedtwo licenses

to us and we hope to receive several more in the near

future.

The next steps in the development of these hydro

resources are signing contracts with utilities and

securing financing for the projects. Our ability to/

obtain financing and to continue in this business will-

be heavily influenced by upcoming actions by Congress

and the Administration. There are many renewable energy
compan-esthat are at a critical stage in their development.



If these new industries are to successfully develop

renewable energy resources, there must be a stable

investment climate. As we have experienced in our

recent dealings with bankers, even the threat of

changes in the laws can make investors reluctant to

finance our projects. Every effort should be made to

stabilize the laws and regulations impacting this

developing industry.

The passage of the Economic Recovery Act of 1981

eliminated a significant obstacle that small power

producers such as Long-Lake faced. The development

of small-scale hydro projects requires a long lead time.

It can take 6 to 18 months to obtain a license and 1

to 2 years to order equipment and complete construction.

During this time, the company receives no revenue from

its projects and it operates at a loss. As a result,

the company cannot utilize tax credits and accelerated

recovery that it-is eligible for.

The value of these credits is not an insignificant

amount especially for new companies such as ours. The

credits can equal 10 to 50% of the net return from a

project. Obviously, without the ability to transfer

the value of the credits to profit-making companies

that can take advantage of them, many hydro projects

will no longer be viable. This is true for companies

developing other renewable energy resources as well.
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The Safe Harbor Lease provision provides a simple,

efficient mechanism for transferring the value of the

tax credits and accelerated recovery from one company

to another. The elimination of the Safe Harbor Lease

provision will discourage entrepreneurs from taking

the risks involved in setting up new renewable energy

companies. It will be much more difficult for these

new companies to participate equitably in the distribution

of benefits. This runs counter to the Administration's

and Congressional efforts to encourage competition and

economic development. We urge this Committee to insure

that the renewable energy companies (as defined as

Qualified Energy Property- in Section 48 (c) (8) (F) (iii))

continue to be eligible to use the Safe Harbor Lease

provision.

If the Committee has any questions, we would be

happy to answer them.
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K4A1sER
CEMENT

KAISER CEMENT CORPORATION, KAISER BUILDING, 300 LAKESIDE DRIVE, OAKLAND, CALIFORNIA 94812

March 17, 1982

The Honorable Robert J. Dole, Chairman
Committee on Finance
United States Senate
Washington, D. C. 20510

Dear Senator Dole,

Kaiser Cement corporation, a U.S. cement producer since 1939 and
currently the largest producer in the Western States, appreciates this
opportunity to describe to the Senate Comittee on Finance same
significant developments which are occurring regarding the use by port
authorities of their tax-exempt status to subsidize the importation of
foreign products in competition with domestic manufacturers. These
developments affect the health and continued viability of an industry
which provides an essential ingredient to at least 90 percent of all--
construction projects and which is, therefore, absolutely vital to the
U.S. construction sector which is itself the sixth largest industry
sector in the United States.

Since 1979, three import terminals for bulk cement have begun
operations in California, at the Ports of Long Beach, San Diego and
Stockton. A fourth terminal is pending approval by the Port of Redwood
City. Together, these terminals will have the capacity to handle
approximately 1,750,000 tons of imported cement annually. This potential
volume is equivalent to 13.4 percent of the rated capacity of all
California cement manufacturers and more than 24 percent of the cement
actually shipped in California last year.

In the case of the proposed terminal at Pedwood City, the port
authority reportedly intends to finance a substantial portion of the
variously estimated total cost of $B - $24 million with tax-exempt
industrial revenue bonds. Although tax-exempt bonds were apparently not
used for the Stockton and San Diego projects, we believe that these
facilities were financed out of the tax-exempt operating revenues of
these respective public port authorities. moreover, in the case of the
Port of Long Beach, tax-exempt bonds were used to finance other projects,
so that internally generated funds were available to finance the $17
million cost of-its bulk cement terminal.

The establishment of these import terminals is occurring at a time
when the cement industry in California is operating substantially below
full capacity but is nonetheless spending hundreds of millions of dollars
to modernize and expend its manufacturing facilities. aiser Cement
alone has committed almost *250 million to improve the oost-efficiency,
modernize and enlarge the capacity of its California plant. In 1981, the
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cement industry in California added nearly 1.7 million tons of annual
capacity. By 1984, the industry is expected to add another 1.3 million
tons of annual capacity. Nearly all of this new capacity will employ the
most fuel-efficient technology available.

In general, we believe that the public interest is not served by
permitting port authorities to use tax-exerpt bonds to subsidize the
importation of foreign products in ccmpetition with domestic
manufacturers. Our reasons are as follows:

1. It is patently unfair to provide foreign importers unlimited
ABnancing at below market rates, for facilities to handle their products,

m__idlar financing is not generally available to domestic
manufacturers. Although it is desirable to promote international trade,
this -hould be accomplished through the removal of artificial trade
barriers, not through the creation of taxpayer-financed subsidies which
accord foreign importers an unfair coetitive advantage.

2. To the extent that interest subsidies induce imports that would
otherwise not be profitable, they cause an uneconomic allocation of
capital resources. thile ports and port ccmmnities may initially
benefit from the resulting increase in trade, domestic manufacturers will
suffer an immediate loss of sales and an eventual decline in investment

--and employment. As manufacturing plants are typically more capital and
labor-intensive than import facilities, any loss of their natural markets
to imports will have a disproportionately adverse affect upon the
domestic economy and particularly upon employment in those natural
markets.

3. The promotion of imports through interest subsidies undermines
the President's program to stimulate business investment and improve
productivity. Any artificial inducement for imports contributes to lower
operating rates and returns on investment for domestic manufacturers.
When domestic markets are over-supplied, the needed flow of capital funds
into Improved plant and equipment is likely to be retarded or inhibitied.

4. The substitution in the marketplace of subsidized imports for
domestically manufactured products is likely to result in a net reduction
in tax revenues. Because much of the profit on imported products is -
realized by foreign suppliers and shippers,- the amount retained by the
importer subject to tax in the U.S. can be modest, compared to that
earned by a domestic manufacturer. Thus, in fact and effect, Federal

-taxpayer subsidization of import facilities is not being used for a
legitimate public purpose. Father, such use results in loss of domestic
business revenues and a corresponding loss of tax revenue to the Federal
and state governments.
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5. Although port facilities financed by tax-exempt bonds are
reuired to be publicin nature, they can be essentially single-purpose
facilities for the exclusive use of an importer, because of design
limitations or the lack of suitable alternative users. Such is the case
with several of the cement import terminals referred to above.

Interest subsidies made available to foreign importers through port
authorities are unfair and unnecessary to prmate legitimate
international trade. At worse, they enable marginally profitable
importers to enter domestic markets as a result of their unfair advantage
in obtaining financing at below market rates. 1he modest benefits
obtained by a particular port and its local community do not adequately
compensate for the long-term Injury suffered by domestic manufacturers
and the U.S. economy.

le reocmmend that Congress consider developing core explicit rules
for assuring that tax-exempt financing can be used only for truly
"public" import facilities, and rules that require the port authority to
demonstrate that facilities so financed will not result in a loss of jobs
in the community generally to be served by the imported products.

In conclusion, we wish to underscore that Kaiser Cement Corporation
does not crose rigorous and fair competition between domestic-producted
and foreign-produced cement or other products. We do object, however, to
the subsidization of foreign goods by the American taxpayer

We respectfully request that this statement be included in the
Committee's hearings.

Very truly yours,

Walter E. Ousterman, Jr.
Chairman of the Boartd, President and

Chief Executive Officer
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STATEMENT OF JAMES R. STITES, SENIOR VICE PRESIDENT

REPUBLIC GEOTHERMAL INC.

PREPARED FOR

SENATE COMMITTEE ON FINANCE

March 12, 1982

My name is James R. Stites and I am Senior Vice President

of Republic Geothermal, Inc., a company engaged in the

exploration, development, production and marketing of

geothermal resources. I appreciate this opportunity to supply,

for the Committee's hearing record, a statement by Republic

Geothermal expressing its views on the Administration's tax

proposals. In particular, Republic would like to comment on

the proposal of the Administration to repeal the energy

investment tax credits.

First, I would like to thank this Committee for its strong

and consistent support of the energy investment tax credits and

the alternative energy industry. You have demonstrated, most

recently by your letter to the President urging retention of

the tax credits, an understanding of how vital these credits

are for the success of non-oil and gas energy development in

this country. Without question, the energy tax credits are the
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major factor in the remarkable progress achieved in the

renewable resources sector in general, and in the geothermal

area in particular. Repeal of the geothermal tax credits will

crip15le or cause the demise of the geothermal industry. You

can be sure that we wih follow your lead in working to see

that these important incentives remain in place. I can assure

you that your support is very much appreciated.

We find the Administration's reasoning for the repeal of

the energy tax credits to be- faulty and misfounded. Other tax

incentives, enacted as part of the ERTA of 1981, although

greatly improving the business atmosphere, do not go far enough

in attracting capital to our industries. Nor can we understand

the revenue estimates we have seen with regard to collections

which would occur if the energy investment tax credits were

repealed. Recent studies have shown that the cost of the

energy investment tax credits to the Treasury is offset by

energy savings. And, under some very reasonable scenarios,

Treasury will actually profit on the energy tax credit program

by increased corporate revenues. Moreover, substantial federal

royalties for geothermal resource production, stimulated by the

energy tax credits, will accrue to the Treasury for geothermal

energy development on the numerous federal leases.

If anything, we would argue that the energy investment tax

credits should be increased to encourage this source of

alternative, non-oil and gas production. While the fossil fuel
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market may now be soft, we at Republic do not feel that this

country should- lull itself into a false sense of security, even

for the short term. If projects are now abandoned, it will

take over a decade to start them up again and the U.S. will

suffer the consequences. For a very minimal outlay we can

continue to guard against events which are, to a large extent,

beyond the control of our country.

The commercial development of geothermal resources is

capital intensive, characterized by high-up front capital

costs, offset by low running costs over a long operating

period. A typical geothermal project will take four to five

years to complete after the geothermal resources which

constitute a commercial prospect have been identified.

Accordingly, you will easily understand why the geothermal

industry needs the maximum tax credit to attract investors to a

technology which is relatively new and thus perceived, by some

investors, as risky, and which takes a considerable period of

time to develop. For the same reasons, the present 1985

expiration date for the geothermal tax credit is too short and

should be. extended. And, of great importance, at this time, is

the necessity for so-called "affirmative commitments" language

similar to that contained in Senator Wallop's bill, S. 750.

That bill quite appropriately extends the affirmative

commitments time-table through 1994 for certain non-renewable

energy property. Few people recognize that there is no

96-227 0 - 82 - 36
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existing affirmative commitments section for certain other

types of property, including geothermal property. Yet, in

light of the constant attacks on the energy investment tax

credits, and in view of the heavy capital commitments required,

it is essential that, for these long lead time projects, we

have the security of knowing that these projects, once

undertaken, will be completed within the economic framework

upon which we embarked.

We would also like to comment briefly on the

controversial, so-called "safe harbor" leasing provisions. We

understand problems associated with safe-harbor leasing

techniques and likewise recoil at the excesses reported. But

the concept of transferability of tax incidents is absolutely

valid in particular situations, and the neophyte alternative

energy industry presents perhaps the most meaningful of-these

situations: difficulty in attracting capital, inability to

make use of investment tax credits until profitable, and

commitment to efforts which are, without question, in the

national interest. Here, if anywhere, new industries should be

able to transfer their tax credits to successful industries who

can thus help underwrite new, emerging alternative energy

sources.

Finally, we would like to share with you the difficulties,

in practice, of utilizing the energy tax credits which you have

fashioned. The Internal Revenue Service has taken an unduly
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stringent and restrictive interpretation of the energy tax

credits. For example, we were stunned to learn that equipment

used to drill for and produce geothermal-energy was excluded

from eligibility for the geothermal tax credit by IRS

regulations issued in January, 1981, well after the enactment

of the 1981 credits. Such equipment is fundamental to the

production of geothermal energy and,Nwe believe, was clearly

intended to be eligible for the geothermal tax credit. This is

merely one example of the type of obstruction posed by the

Internal Revenue Service in its interpretation of the credits.-

As an example of the broader questions on effective

application of the tax credits, we would urge you to look at

how we can best market our technology overseas which would help

lessen other countries' dependence on imported oil and make our

citizens the beneficiaries of lower prices based on mass

production and marketing. In this regard, we invite your

attention to the restriction against any property used

predominantly outside the United States from qualifying for the

investment tax credit. Thus, although a contractor may export

important technology and "know-how", in the implementation

phase, he is discouraged from taking the tools of his trade

abroad. This works against our twin goals of stimulating the

economy and rectifying our now chronic negative balance of

payments. Particularly in the emerging geothermal energy area,

expanding the markets to include such property would
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dramatically reduce, overall costs and further implement our

national energy policy.

In closing, let me again thank you for your leadership and

support in the alternative energy area. We believe that the

energy tax credits have made the difference and that they have

been instrumental in nurturing our fledgling geothermal

industry. We implore you to stand with us once again and

insure that these energy investment tax credits remain intact

and, indeed, are improved and made more viable. We look

forward to working with you in the future.
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AMERICAN IRON ORE ASSOCIATION
STATEMENT TO THE COMMITTEE ON FINANCE

Hearings on Tax Prools in the Administration's Budget
(March, 1982)

The American Iron Ore Association is a trade organization representing companies that

mine approximately 75% of the iron ore produced in tne United States and Canada, as well as a

substantial amount of iron ore produced in the free world. Not having been selected for an oral

presentation at the hearings, this statement is being submitted for the record in response to

Chairman Dole's February 12, 1982 announcement of hearings related to various aspects of the

Administration's budget proposal. Specifically, we are addressing the tax revision proposals which

were released by the Department of Treasury on February 26, 1982.

The Present Environment and Economic Conditions

The Reagan Administration is presently under severe attack by some critics, both in and

out of government, who would enjoy nothing more than to see its economic policies fail. The

American Iron Ore Association is not to be identified with this segment of the population. We

firmly agree with the Administration's assessment that government spending has gotten out of hand

and that many involvements and "entitlements" of government have grown mucn too large.

Inflation has been labeled the cruelest tax of all, but it doesn't get attention through

negative publicity because of its impersonal nature. President Reagan's economic program of 1981

is aimed at government excesses and inflation. We remain convinced that the program will Dring

positive results to our entire economy and to all citizens, but a redirection of government this vast

cannot possibly be evaluated as to Its effectiveness within six months after being put in place. We

ask that you not permit the present dialogue and confusion over federal deficits to lead to

tampering with the substance of the 1981 economic program, of which business taxation Is only

one element.
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The American Iron Ore Association is not unmindful of our country's present fiscal

situation, and it sincerely appreciates the anxiety of those who believe the anticipated deficit for

the upcoming fiscal year will be excessive or will lead to even greater continued deficits In

subsequent years. On the other hand, we strongly oppose this hastily developed new approach by

the Administration to Impose substantially higher taxes on capital intensive business, and we

_question the justification for legislation to Increase income taxes by any means at this particular

time. However, if it Is subsequently determined that-there Is a substantiated need for additional

income tax revenues, we ask that permanent legislation be directed toward identified and valid

problem areas and that any interim solution be chosen very carefully and be temporary in nature.

During 1981, when the Administration's economic program was being debated, iron ore

and steel companies were in a definite economic slump. As we've moved into 1982, economic

conditions have worsened; and our industry is now suffering from the largest and most extended

cutback in demand for its products in the last quarter century. But, we do not attribute our present

economic tribulations to the recently enacted and instituted programs of the Administration. It is

clear to us that this country and our industrynow have an international problem of immense

proportions. In this regard on an even broader scale we also believe that a nation which seems to

have an insatiable demand for, and an ability to consume, leisure-time activities, while& its basic

industries and natural resource capabilities are faltering, should be raising some fundamental

questions about its overall sense of direction.

Last'Year's Support of the Administration's Economic Program

In 1981 the American Iron Ore Association submitted written statements to your

committee and to the Committee on Ways and Means in connection witn the President's economic

program and tax reduction proposals. Our organization strongly supported the Administration's

1981 economic package which called for a significant reduction in federal spending, couple with a
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reduction of individual income marginal tax rates across-the-board over a three-year period and the

establishment of the Accelerated Cost Recovery System. We commend the Administration and the

Congress for their determination in establishing these initiatives through bi-partisan legislative

effort, and now that implementation has begun we remain of the firm view that these actions, if left

in place and substantially intact, will prove to be of vla- assistan-ie in helping to satisfy our nation's

desperate need for improved productivity and increased rates of savings and investment.

Our statements for the hearings record in 1981 also supported the Administration's

original request for a "clean" tax bill to be followed by a second bill of broader latitude, and we

expected that any such considerations of consequence would be the object of a further hearings

process. As it turnedout, the single major piece of tax legislation that sprung forth in 1981 in the

form of the Economic Recovery Tax Act contained a variety of significant and far-reaching

provisions that were not directly the subject of the public hearing process. Before speaking directly

to this year's considerations, we wish to say that the hearings procedure of 1981 should not serve as

the model for consideration and enactment of important new tax legislation in the future.-

An Uncertain Tax Atmosohere Is to be Avoided

Throughout the past decade, there has been an increasing trend toward instability in our

federal tax system. This ever-present lack of certainty has serious negative implications on any

sound business decision-making process. Now, with the Administration proposing significant new

tax legislative proposals just six months following the enactment of the Economic Recovery Tax

Act of 1981, we seem to have reached an all-time high for instability in tne tax legislative process.

We view the present situation of having to deal with a policy reversal proposal in early 1982 with

deep reservations and skepticism.
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The Proposed Minimum Tax on Selected Business Deductions Has Many Serious Shortcomings

Many of the member companies of the American Iron Ore Association have been

adversely affected by the-present add-on minimum tax for corporations. In testimony of several

prior years, this organization, in calling for repeal of the minimum tax, has pointed out the onerous

impact this tax has on corporate enterprises carrying on iron ore mining operations in terms of its

drain on capital formation and needed cash flow. With present economic conditions in our industry

worsening daily and an increased need to dispense-with the ill-conceived tax on tax deductions, we

are at a loss to understand the reasoning of the Administration in suggesting a new alternative

minimum tax which-would be even more burdensome to our member companies. Although we do

applaud the Administration for suggesting a repeal of the add-on minimum tax, we certainly cannot

subscribe to a more onerous minimum tax in its place. (We are not submitting quantitative data as

to the adverse consequences of the Administration's proposal on our membership because, for the

most part, it would co(niitute duplication of amounts included in the several hundred million dollar

total which has already been communicated in testimony by other organizations representing the

mining and steel industries.)

The construction of the Administration's alternative minimum tax proposal is of the

"quick fix" variety, overriding and substantially diminishing by an indirect formula approach a

wide variety of selected provisions of the existing Internal Revenue Code (i.e., net operating losses,

investment credits, foreign tax credits, and the chosen "bad" deductions such as mine

development). Furthermore, we see in the Administration's proposal an attempt to sanctify an

aberration of corporate business taxation. No substantiation has ever been advanced to support the

taxation of corporate tax deductions. The add-on minimum tax came into law in 1969 with'ut-,

benefit of a full hearing process as a by-product of the drive to insure payment of some tax by a few

high income individuals who reportedly had been successfully sheltering substantial amounts of
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Income from tax. Likewise, there has never been substantiation advanced to support the arbitrary

15% rate which was established in 1976 as an increase from 10%, which also never had been the

subject of rational explanation.

The American Iron Ore Association supports the proposition that all entities with

economic income should pay some tax, but it virgorously challenges any implication that our

opposition to the Administration's alternative minimum tax proposal (or to tne existing add-on

minimum tax statute for that matter) constitutes a rejection of that proposition. In reality, the

Administration's proposal reaches far beyond the taxation of economic income, and it is this

overextension that causes us difficulty. It certainty is obvious that the Administration did not

attempt to define economic income, and It appears as though there was no independent

consideration given to the proper rate or rates of taxation to be applied thereto in the few short

weeks from the President's announcement of the intended "strengthening" of the minimum tax in

his State of the Union message in January to the TreasuryDepartment release in February.

In addition to the promotion of an ill-founded concept for taxation, the Administration's

proposal creates an unnatural and undesirable setting for contrQversy. This i$ an extremely serious

problem in our estimation. Rather than focusing upon the aspects of existing tax law which are

deemed worthy of review, your committee's attention is being focused on so-calleu "preferences"

and a new form of tax complexity which will extract under a new scheme substantial revenues from

many corporations with unlucky facts under a new and different set of standards. If various

business interests Ire enticed into defending particular "preferences" being suggested for taxation,

should it be implied that the concept itself and the rate are acceptable? If no such defense is

advanced, does this establish the worthiness of any particular item as a "preference"? We believe the

answer to both questions is emphatically no, but we still feel obliged to point out that the

Administration's proposed treatment of net operating losses and investment credits from prior years



554

and the identification of mine exploration and development as a "preference" are-completely

-indefensible and grossly inequitable. These-three aspects and the inherent permanence of the

concept would cause the greatest resistance to the tax, even if the need for tax revenues at this time

could be justified. Moreover, the stacking of "tax preference" item-upon the income of foreign

branches discriminates In favor of those w-h-conduct their business through foreign subsidiaries. We

believe that discrimination in this manner encourages the incorporation of foreign branches into

foreign subsidiaries and, therefore, Is not sound tax policy.

In summary, we are troubled to find that the present Administration has come under

such extreme criticism and premature pressure with regard to recently enacted capital formation

incentives that it has abruptly and prematurely seized upon this ill-founded minimum tax proposal.

Considering the relatively minor impact on Treasury revenues, coupled with the dramatic,

misdirected and inequitable increase in tax cost to certain capital intensive mining corporations, it is

not possible for us to understand the rationale. What seems to have been forgotten is that this

country's basic industries have been engaged in an economic war with their foreign competitors and

that the Economic Recovery Tax Act of 1981 has provided assistance in overcoming a serious

international disadvantage. The Administration's 1982 proposal would again deprive many capital

intensive industries of this long-awaited economic stimulus. If the private enterprise system is to

survive and prosper in the face of competition from nationalized and foreign government supported

competition, this country must continue to provide the mining and basic industrial segments of our

-economy with necessary tools through an economically viable income tax system.

Cash Flow from Capital Cost Deductions and Investment Credit Utilization is Vital

In 1981, the statement submitted to your committee by this organization pointed out

that substantial expenditures by our member companies, which were undertaken in recent prior

years for plant expansions, modernizations, and governmentally mandated expenditures, had given
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rise to an accumulation of unused Investment credits. At that time we observed thet-depressed

earnings were also restricting the utilization of these available credits, and we-called for a program in

which credit utilization might be enhanced, at least for the short term.

As Is generally known, "safe harbor leasing" was uliimately enacted In 1981 as a means

by which newly created credits and capital cost deductions can give rise to immediate cash flow in

the current year, thus avoiding further build-u-pof unused balances. Now that Congress has selected

this vehicle to help generate cash where capital investment is taking place, we recommend that its

basic elements remain intact long enough to permit adequate evaluation of its effectiveness. We have

no reason as yet to think that this general type of legislation is not already serving the intended

purpose of stimulating the movement-of funds toward investment In needed production facilities,

and we strongly advise against impulsive and exaggerated negative reactions in this area of tax

legislation. It should also be observed that in future years under existing tax law it is extremely

unlikely that there could occur a repeat condition of 1981, whereby such large amounts of unused

credits that had accumulated over so many years were backed up and unutilized.

Also, without question, self-use of tax credits and deductions will always be economically

preferable whenever income is adequate, so it is predictable and understandable that the tide of

"safe harbor leasing" will never again rise to the level already reached since passage of the 1981 Act.

If it ever does, it will most likely constitute an indication of very severe economic hardships

throughout the economy with implications extending far beyond the tax code. Certainly, there

must be initial close scrutiny of this and any other tax legislation of such magnitude and

Importance, and it is-quite likely that modifications and/or fine tuningmay be necessary-now to

curb abuses and to insure that the intended purpose is being fulfilled in all cases; but it seems much

too early for there to develop a wholesale loss of faith in its usefulness
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Other Proposals by the Administration

The American Iron Ore Association is not as perplexed about the remaining tax revision

proposals announced by the Treasury on February 26, although we do question some of the

expressed reasoning with regard to certain items; but we must reiterate our conviction that, overall,

this hasty initiative to raise business taxes in 1982 legislation on a broad scale (primarily from

capital intensive industries) is both unwarranted and unsettling to us, especially so soon following

the 1981 enactment
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March 9, 1982

onorable Robert J. Dole
Chairman
Finance Committee
United States Senate
2213 Dirksen Senate Office Building -
Vashington, D.C. 20510

Dear Mr. Chairman

According to its Fiscal Year 1983 budget request, the Administration
intends to soon put before you a legislative proposal designed to restrict
significantly the use of federal tax-exempt revenue bond financing. Some of
the proviaons under consideration would virtually terminate the availability
of sucb financing to non-federal, not-for-profit hospitals. For these public
purpose institutions, tax-exempt financing now is the source of weil over half
of their construction capital. On behalf of the membership of the Association
of American Medical Colleges (AAMC), I wish to express several concerns
regarding this Administration proposal and request that pursuit of this course
of action be rejected by you and your Congressional committee colleagues.

The Association's constituency includes all of the nation's medical
schools. 74 academic societies, and more_-than 325 non-federal, not-for-profit
hospitals. These hospitals participate- in the Medicare program; account for
sixteen percent of the admissions and twenty percent of the ambulatory services
provided by non-federal short-term hospitals; provide a comprehensive range of
patient services, including the most complex and intensive tertiary care
services; and are responsible for a majority of the nation's medical education
programs. Moreover, these hospitals account for 35.4 percent of the patient
bad debt deductions and nearly half of the charity care deductions at all
short-term community hospitals in the United States. Thus, a proposal that
would limit the federal tax exempLlutl for incerest on private, nonprofit
hospital bonds is of direct and vital interest to the AAMC, its members, and
the communities and publics they_ serve.

NO EVIDENCE LINKING TAX-EXEMPT FINANCING TO HOSPITAL OVERBEDDING

Previous efforts to restrict the availability of tax-exempt hospital bonds
have been based on the assumption that a causal relationship exists between the
use of such-financing and the construction of unneeded hospital beds. Treasury
Secretary Regan's discussion of the misuse of industrial revenue bonds to build
"unneeded hospitals and hamburger stands," which appeared in the January 12,
1982 New York Times, leads one to believe that the current Administration
believes similarly.

The AAMC contends that there is no evidence which supports this
assumption. In fact, according to the Bureau of Census' own figures, annual
completed hospital conatruc Eon dropped 35 percent between 1971 and 1979 when
measured in constant (1967) dollars. Inversely, for the same time period, the

Suite 200/One Dupont Circle, N.W./Wsshington, D.C. 20036/(202) 828-0400
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Congressional Budget Office (CBO) reports that the volume of hospital
tax-exempt bonds issued. rose 672 percent. Thus, despite the rapid Increase in
hospital tax-exempt bond use, hospital- construction in real dollars declined,
strongly contradicting the assumption of a positive correlation between the
two.

In addition, the vast majority of hospital construction projects are
undertaken specifically to replace or renovate antiquated, inefficient and
substandard facilities and equipment, or to convert existing facilities in
response to evolving medical practice and patient demand patterns (e.g.,
transforming inpatient facilities Into ambulatory care units). These are
necessary and legitimate projects which require-capital, but addno new beds to
the existing health care delivery system. According to the American Rbspital
Association's Hospital Construction Survey, only 28.4 percent of hosplal
capital projects undertaken in 1978 were for new construction. Clearly, the
premise that tax-exempt hospital financing invariably results in-more beds is
erroneous.

EFFECTIVEE GOVERNMENTAL AND MARKETPLACE MECHANISMS TO MONITOR THE NEED FOR
HOSPITAL CAPITAL EXPENDITURES EXIST

As It argued In its comments on a restrictive proposal made by 0NB under
the preyous Administratlon, the Association believes that any arbitrary
legislative plan to limit tax-exempt financing for hospital capital projects
would lead to an inappropriate role for the federal government in the capital
marketplace. It would also ignore existing federal health planning authority,
and many state regulatory agencies, responsible for monitoring need for major
capital expenditures by hospitals.

Under the various Certificate Of Need (CON) review provisions of the
National Health Planning Act (P.L. 93-641) and Its amendments (P.L. 96-79),
Health Systems Agencies (HSAs) and State Health Planning and Development
Agencies (SHPDAs) are required to certify the need for capital expenditures,
major medical equipment acquisitions, and new institutional health services
proposed by hospitals. These decisions must be based on such criteria as the
appropriateness of the costs and methods of proposed construction, the
application of national guidelines which include a standard for overbeddedness,
and the impact on patient care costs and charges at the proosing Intitution

.and other area facilities.

Tax-exempt bonds are purchased by private investors in competition with
other investment opportunities and are therefore subject to the self-regulating
investment market. To limit their risk and assess a hospital's- debt repayment
potential, investors have historically conditioned their purchase of tax-exempt
bonds on CON approval of projects. The certificates are viewed as expressions
of community need, economic soundness and the. will of the people. -These
principles have also been of primary importance to state bond issuing

-authorities in their determinations to approve or deny tax-exempt financing for
hospital projects,

In the absence of evidence to support the assumption of a linkage between
the availability of federal tax-exempt hospital financing and construction of
excess hospital beds, the Association recommends that the federal government
maintain its current policy on tax-exempt hospital bonds. It must not attempt
to displace the combination of local level decision-making and consumer choice
with some -form of arbitrary federal statutory proscription and new burdensome
regulation.
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THE TREASURY'S ,ESTIMATED REVENUE LOSS DUE TO TAX-E EMPT HOSPITAL BOND ISSUANCES
IS OVERSTATED

The Association respects the Administration's efforts to identify new
revenue sources to offset the burgeoning federal budget deficit. However, it
must take issue with CBO's current projections of $100 million, $200 million,
and $300 million in Treasury revenue losses due to new tax-exempt hospital
issues for Fiscal Years 1982, 1983 and 1984 respectively. These estimates are
believed to be overstated because:

o they fall to account for the reduced federal Medicare add Medicaid
reimbursement outlays attributable to the lover interest expenses
of tax-exempt financed hospitals;

o they fall to account- for increased personal and corporate tax
revenues paid by hospital employers and contractors; and

o tax rate reductions enacted in the- Economic Recovery Act of 1981
will reduce the cost of tax exemptions to the government and the
loss of Treasury revenue in turn.

Thus, the AAMC strongly opposes the limitation of federal tax-exempt
hospital financing as an overestimated response to the dubious premise that
such financing contributes significantly to excess hospital bed capacity and
federal government expense.

TAX-EXEMPT FINANCING FOR NON-FEDERAL NOT-FOR-PROFIT HOSPITALS IS BOTH
IP1O PRIATE AND NECESSARY IN THE PUBLIC INTEREST

Non-federal not-for-profit hospitals are an essential component of our
nation's health care system, serving an undeniable public purpose. The vast --
majority of teaching hospitals in the U.S. belong to-this hospital group and
provide vital--and highly complex patient services, often at no charge to the
poor and medically indigent. Additionally, these institutions serve society
through their education and research missions which advance biomedical science
and technology and supply the nation's health manpower. The proper maintenance
and continuing viability of these institutions depends upon their success at
capital formation.

Eliminating or restricting significantly the tax-exempt status of hospital
bonds would prevent financially weaker institutions from undertaking necessary
improvements 'and would raise considerably the cost of borrowing capital to more
financially stable hospitals (and thereby also increase the federal and state
level reimbursement claims of these institutions). The federal government's
reimbursement policies under the Medicare and Medicaid have had a prohibitive-
effect on-not-for-profit hospitals as well. These policies tend to cover less
than the full costs of operation for these hospitals and deny them a return on
equity accorded proprietary institutions. Moreover, recent legislative
amendments have further reduced federal reimbursement. This has taken its toll
'disproportionately on the revenue of "not-for-profit institutions, afd teaching
hospitals particularly, because they serve proportionately more Medicare and
Medicaid patients.

As a result, the not-for-profit hospitals are rapidly coneuing all their
oy n available capital raised through earnings accumulation and charitable
contributions and are assuming more and more debt to acquire financing.
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Because they do not pay income tax and receive no benefits from tax incentives
(e.g., investment tax credits or deduction of interest expense), not-for-profit
institutions view the tax-exempt financing mechanism as a means of making their
borrowing costs comparable to those of proprietary hospitals. Should this
mechanism be terminated or curtailed seriously, many of the financially weaker,
though essential, hospitals would be forced to join the sizable group of urban
and rural hospitals that are operating on the fringe of insolvency.

Furthermore, it must be recognized that the nation's health care delivery
system is an integrated and interdependent one. impairing the ability of
not-for-profit institutions to adequately -meet community needs and maintain
public health will adversely affect, and in many instances irreversibly strain,
thi capabilities of other public and private hospitals in the country that
would have to assume greater responsibility as demand fQr health services is
shifted to them. An erosion of the quality of care in the system inevitably
would follow.

CON CLUSION

In summary, the AAMC strongly urges the federal government to maintain its
present policy regarding hospital use of federal tax-exempt bonds and
discontinue activity to adopt a legislative proposal that would limit such bond
use. This recommendation is based on the following grounds:

(1) There is no evidence linking tax-exempt financing to hospital
overbedding.

(2) Governmental and marketplace controls exist to monitor the need
for hospital capital expenditures and need not be displaced or
duplicated.

(3) The Treasury's estimated revenue loss due to tax-exempt hospital
bond issuances is overstated.

(4) Tax-exempt financing for non-federal, not-for-profit hospitals
is both appropriate and necessary in the public interest.

I appreciate this opportunity to express the Association's concerns and
suggestions on the issue of federal tax-exempt hospital financing and hope they
will be considered seriously in your deliberations in the days ahead. I, and
members of the AAHC staff, would be pleased to discuss these matters further-
with you at any time.

Sincerely, -

John A.D. Cooper, M.D.
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WRITTEN TESTIMONY OF
PRESIDENT TERRY SANFORD

DUKE UNIVERSITY
ON TREASURY DEPARTMENT'S TAX PROPOSALS

SUBMITTED TO THE SENATE FINANCE COMITTEE

MARCH 17, 1982

Like the presidents of other universities, I am concerned that one
of the Treasury Department's proposals for revising the tax code would
seriously__damage the capacity of our country's institutions of post-
secondary education to deliver instruction and research of the high-est
-quality.

In the attempt to control the proliferation of certain tax-exempt
revenue bond issues (industrial development bonds in particular), the
Department's proposals would restrict universities' use of bonds vitally
needed for facility construction and student loans. The Treasury Depart-
ment proposes that tax-exempt financing be limited to bonds approved by
local governments and, after 1985, bonds receiving a financial contribu-
tion or commitment from the local government. These requirements would
do more than simply reduce the abuse of tax-exempt industrial d-evelop-
ment bonds issued for private purposes of for-profit corporations: as a
practical matter they would also unnecessarily eliminate all student loan
bonds and virtually all 501(c)(3) bonds for capital borrowing.

Duke anticipates using tax-exempt financing for constructing long-
overdue housing for our students, completing our business school facility,
developing an automated energy management and conservation system, and
purchasing computers and other facilities we critically need to continue
our research efforts. Like almost all colleges and universities we also
must plan for the financing of the great accumulation of deferred main-
tenance on our plant and equipment, a task involving large sums of capital.

These tasks embody the traditional kinds of public purpose activities
which are required as a precondition to exempt status under Section
501(c)(3) of the tax code. As public purposes they reflect the very
objectives for which tax-exempt financing is intended. It distorts
reality to suggest in any way that the tax-exempt financing of 501(c)(3)
organizations serves private purposes. The Duke Hospital, for example,
which we constructed using tax-exempt bond financing, will provide $82
million in Medicaid, Medicare, and charity care this year--48% of its
total budget; the balance of its activity still exclusively involves health
care, a charitable or public purpose.

Small-issue IDBs accounted in 1981 for almost half of all non-govern-
ment-issued tax-free bonds and about one quarter of the entire long-term
tax-exempt bond market. These are clearly "private purpose" issues;
by contrast, higher education facility construction and student loan
bonds, and their associated revenue losses, constitute only a fraction
of small-issue IDB volume. If the Committee deems it advisable to restrict

95-227 0 - 82 - 37
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the use of tax-exeupt bonds, it seems clearly possible and desirable to
preserve tax exempt bond authority for the charitable and public pur-
poses of 501(c)(3) organizations, including universities and their
teaching hospitals. Although small compared to other kinds of issues,
these bonds provide a crucial part of our shrinking financial base and-
should not be eliminated.

Even as the Administration calls for the private sector--especially
charitable institutions--to replace the federal government in activities
vital to our country's cultural, economic, and technological development,
we find our capacity to meet that challenge undermined. Proposals to
severely reduce financial assistance threaten our best students--including
essential young research scientists. And, as we are learning through our
experience with the effects on charitable giving of the Economic Recovety
and Tax Act of 1981, tax changes can cause serious unforeseen harm to
important but vulnerable enterprises like ours.

I urge the Finance Committee to exempt 501(c)(3) institutions' bond
issues and student loan bonds from the Treasury Department's legislative
proposals.



El CITY OF OCEANSIDE
OFFICE OF THE CITY MANAGER

Testimony of Philfp L. Millenbah, Energy Coordinator, City of
Oceanside, California to the United States Senate Committee on
Finance. Testimony supports continuation of the 150 Business
Energy Investment Tax Credit.

Member's of the Committee:

The City of Oceanside, California has created a Municipal Solar
Utility (MSU)., the goal of which is to reduce dependence on fossil
fuels and lobal utility bills - which are amongst the highest in
the Country - for its residents.

A principle element of Oceanside's Municipal Solar Utility is the
Solar Leasing Program that combines private sector investment
capital with public sector involvement. This Solar Leasing Pso-
gram has been developed as a prototype for other California
cities, and cities throughout the nation. Some of the cities
working with Oceanside in developing their own Solar Leasing Pro-
grams areas

City of San Diego, California
County of San Diego, California
City of Monterey Park, California
City of San Jose, California
City of Del Mar, California
City of Santa Barbara, California
City of Saratoga, California; and others

Through the Solar Leasing Program, Oceanside is generating local
economic development and decreasing conventional energy use and
costs via the use of private investment capital. The Program is
being developed because of the current administration's emphasis
on local self-reliance, and the use of private capital for new
services. The Leasing Program would-not exist if the federal 15%
Energy Investment Tax Credit is reduced or terminated - simply,
there would be no incentive to attract or maintain private invest-
ment capital.

The City has attracted over twenty million dollars in energy
equipment in 1981 for this project. The City stands to collect in
user-revenues approximately three million dollars over five years
while reducing energy costs to its citizens by approximately three
and a half mu-lion dollars.

Because of the 15% Tax Credit, investors buy solar energy equip-
ment and make it available for lease through the City's Municipal
Solar Utility. The net effective monthly lease payments for the
solar energy system is $11.25, which supplies more than 60% of the
domestic hot water needs. A comparable gas fired system would
cost the user at least $18.00, and an electric customer would pay-
above $30.00 a month.
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The 15t investment credit has therefore: 1) created a substantial
energy savings to the residents of the City of Oceanside - and
consequently saved them money 2) reduced demand-for imported fos-
sil fuels (most of San Diego's electric power is generated 'with
oil and gas); 3) provided local employment in both manufacturing
and service industries and 4) created revenue for the
municipality.

The above issues demonstrate the need for continuation of the 15%
Business Energy Credit as a tax incentive. By using the KSU as an
example of how-these credits directly caused a substantial program
to happen - one not federally funded - It is easy to see that the
net benefit in"Jobs, manufacturing, and revenue far outweighs the
effect to the U.S. Treasury. Clearly, if the 15% credit is abol-
ished, this City's Program, and many other programs just getting
off the ground, would end immediately.
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STATEMENT OF

JOHN R. IRMSCHER
PRESIDENT AND CHIEF EXECUTIVE OFFICER

EMPIRE FAMILY RESTAURANTS-# INC.
CELINA, OHIO

RELATING TO

PROPOSED RESTRICTIONS ON TAX EXEMPT
BONDS FOR PRIVATE ACTIVITIES

SUBMITTED TO THE COMMITTEE ON FINANCE
OF THE

UNITED STATES SENATE

March 30, 1982
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-SUMARY OF PRINCIPAL POINTS

Without tax exempt financing, Empire Family

Restaurants, Inc. would be in a very precarious position. We

currently have nine restaurants (our newest in Napoleon, Ohio

financed with Farmers Home Loan) and a food processing plant,

that was recently built with Industrial Revenue Bonds. We

employ 550 people, of which 95% are unskilled.

Due to the current cost of capital, Empire has

postponed any future restaurant expansion since the spring of 1980.

Empire has retained a legal firm and special accounting firm to

review our situation. The results of their study have shown we

need IDB financing coupled with a limited partnership to enable

us to lower our cost of money to a reasonable rate. With this

system just being currently devised, it stands in the shadow of

disaster if the Federal government abolishes IDB financing.

Being a small business starting in 1966 with two

shareholders, Edward McGillvary and myself, we achieved

financing through a local bank (100% financing). As we started

to grow in 1969, we used the Small Business Administration to

assist us and then went back to conventional financing. In

1979 we used IDB financing for our food processing plant and

have gone from leasing our restaurants to financing with

Farmers Home Loan for our newest restaurant in Napoleon.
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Our food processing plant was built with capabilities

for future growth. We need that future growth to help finance

the cost of the food processing plant. As you can see# an

IDB is not a luxury but a necessity.
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TESTIMONY OF MR. JOHN R. IRMSCHBR
EMPIRE FAMILY RESTAURANTS, INC.

136 NORTH ENTERPfiSE STREET
CELINA, OHIO 45822

I appreciate the opportunity to present our feelings

before the Committee and describe the essential role Industrial

Revenue Bond financing plays in our needs for the future.

Empire Family Restaurants is a privately held

company with two shareholderor-Edward McGillvary and myself.

Empire was started in 1966 and has grown to nine restaurants

in'Ohio (Celina, Urbana, Troy# Greenville, Piqua, Van Wert,

Englewood, Sidney and Napoleon). We also own and operate a

Federally inspected food processing plant which was financed

with Industrial Revenue Bonds. This facility supplies food

to our restaurants and manufactures a retail-product in a

boil pouch bag. The development of the retail business was

out of necessity rather thanjesign. Our growth was stymied

because of the high cost of money, and entry into the retail

business was designed to generate additional revenue to cover

the cost of this new food processing plant.

Prior to 1980 our restaurant were leased from private

investors but when the cost of money went up, we purchased our

Napoleon, Ohio restaurant with Farmers Home Loan, which helped

us keep down the cost. We find it impractical to lease from
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investors because we need to pay them 2%- 3% over their

borrowed cost. This means with today's money we would have

to pay 19 1/2% - 20 1/2% on the total capital cost of the

project and this is unreasonable.

In looking at our peculiar-situation, we contacted

one large accounting firm and a legal firm specializing in

Industrial Revenue Bonds and limited partnerships. The

outcome of that meeting was to help us finance further

. restaurants by developing limited partnerships integrated with

Industrial Revenue Bonds.

To be able to show a profit, anything over a

12%- 13% interest rate would be prohibitive. As small

businessmen, we are concerned about survival as well as growth.

We feel that you hear negatives about IDB's from

individuals and small business people about the large

corporations in our industry, such as McDonald's and Wendy's,

that maybe you feel this should be abandoned. Instead of

being abandoned, I feel the IDB system is a necessity in--

the current economic conditions if you want any growth at all.

Don't solve your problems by just eliminating, but investigate

how thi-vehicle can be refined and impose controls on overuse

and abuse.

Our problem as-small businessmen is that large

corporations have been using IDB's and are able to obtain a
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better interest rate. By taking it away, the problems

worsen for the small businessman. You can look at our

particular case or any small business and find that eliminating

this vehicle will definitely stop our growth and create further

problems. This would just slow the growth rate of large

corporations, but in our case, you may actually kill us.

In our case, if we want to continue to grow, we

must take cash from repairs, maintenance and remodeling to

keep customers and stay competitive with large corporations. 1/

The other key factor in our industry is that with

large corporations expanding and the prime real estate locations

being picked up, it has greatly inflated the cost of that piece

of commercial property. With the high cost of money on top

of that, it further compounds our problem in our industry for

the small businessman.

As I continually talk about inflation and of

competition increasing the cost of real estate, let's look

at an example that has happened to our industry. Basically,

up to 1973 ou1" capital cost did not increase very- rapidly.

From 1973, for an acre of property in a small community of

8,000- 18,000 population (in which we operate), the cost of-

land has gone from $35,000 to approximately $100,000. The

cost of a 4,000-4,500 square foot building has gone from
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$108,000- $115,000 to over $300,000. The rate of interest-

has gone from 8% to 17 1/24 for comercial money.
''We also have received help from the Federal-

government as we used Small Business Administration* Farmers

Home Loans and Industrial Revenue Bonds as we started growing

in 1969.

One of the key systems to our growth and survival

are Industrial Revenue Bonds. We continually hear government

saying the strength and welfare of this country depends a lot

on the small businessman. We agree with that and see things

that discourage us. We see huge corporations closing their

doors and letting hundreds and hundreds of employees go. They

want small business to come in and buy the facility and put

people back to work. The small business has been loyal to the

people of this country. So how about giving the small business

a break.

We tend to try to make rules so simple that you write

one for everyone, but there should be some feeling for different

segments of the industry. Please don't axe this program. If

you need to amend, pay attention and listen to different people

in the industry. Judge the facts and make the best decisions

from these facts and not outside pressures that don't have the

actual data. I'm confident that with facts you will keep the

ii
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Industrial Revenue Bonds and encourage some benefits for the

small businessman in that IDS package.

Also enclosed is a profit performance and cash

flow statement using three examples

A. Our current restaurant in Napoleon ubing

Farmers Rome Loan at 120.

B. -Financing same project with current 17 1/2%

interest rate.

C. Leasing from private investor with current

interest rate.

Results will show that it is-not a luxury if we used IDBes,

but without it we would be unable to make a profit.

I'm showing you proof instead of hearsay and am

flatly stating that we cannot expand without using IDB

financing.

John Irmscher - Proud to be an American

1/ In addition to our industry being capital intensive* it
is also labor intensive. We also employ unskilled persons,-
and being lab6r intensive, one restaurant alone employs 50-60
people. These categories of employment would bes (a) waitresses#
(b) cooks, (c) dishwashers., (d) hostesses and (e) cashiers.
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EAMJIRE
FAMILY RESTAURANTS, INC.

ONAL OFFK -
iM NO"I" UiT1S66r P10. eoxm CS*4e.@IO9

P @U E4a5 11-7nU

RESTAURANTS LOCATID
ANOel~ooo

NOUA

TWOY
VAN WW%
HAPOLION

RESTAURANT PROJECTION
Sales

Fixed Expenses
Manager Salaries
Accounting
P.P. & R.E. Taxes
Liab. & Prop. Insurance
Bldg. Depreciation
Equip. Depreciation
Interest - Bldg. & Land
Interest Equl%;ent
Rent

Variafile Expenses
Total Expenses
Profit/Loss

A. B. C.
$675,000 $675,000 $675,000

.28,600
18,200
2,925
2,170

*8,750
**1 5,000

51.600
18.000

0
145,Z45
519,278
664,523
.10,477

28,600 28,600
18,200 18,200
2,925 2,925
2,170 2,170

*8,750 0
**15,000 *'15,000

75,250 0 0
26,250 26,250

- 0 83850
7 176.995

519,278 519,278
696.423 696 273

211,423J (21,'273

EXAMPLE A.: Financing Is at 12% (FMHA). Interest shown is first year interest.
EXAMPLE I.: Financing Is at 17.50 (Conventional). Interest shown Is first year Interest.
rMPEUC: Building & land are teased at 2% above the investor's mortgage rate of 17.5%.

Suiillding Cost of $30,000 Is depreciated over 40 years.
Land cost Is $80,000.

* Equipment Cost of $150,000 is depreciated over 10 years.

Variable ExnSes
Food 35. S0%
Labor 18.70
Managers! Bonus 3.90
Janitor Expense 1.40
Administrative Fee 2.76
Advertising 1.78
Restaurant Supplies .60
Equip. & Bldg. Repairs 1.05
Dishwashing Supplies .40
Linen & Door mats .31
Utilities (electric, gas. 4.03

water sewer, garbage,
phone) --

Cleanin supplies & carpet .70
cleaning

Guest check & menus .29
Uniforms .41
Payrol l taxes 3.61
Cash short, travel, misc. .20
EPloyees Fringes 1.30

-76.93%



574

Sales

Profit
81dg. Depreciation
Equipment Depreciation
Cash Flow

$675000 S670o0 $675,900

10,477 (21,423) (21,273)
8.750 8,750

NOTE: When leasing, we normally pay the Investor 21 over his mortgage cost. As
the example show, with interest ;rates of 17.61. this-is eunrelistTc for us.
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UNITED STATES SENATE COMII'EE ON FINANCE

WRITTEN STATEMENT
OF

GEORGE . CRREG C.1,D.
ON

RXRNPT SM LL ISSUE
INDUSTRIAL DEVELOPMENT BONDS

FOR THE
HEARING RECORD OF MRCH 17 , 1982

INTRODUCTION

Alexander Hamilton in the New York Packet, Tuesday, January 1, 1788,
wrote# "In DISQUISTIONS of every kind# there are certain primary truths, or
first principles, upon which all subsequent reasonings must depend".

On another occasion in the Federalist Papers he stated -

"The individual States should possess an independent
and uncontrollable authority to issue their own
revenues for the supply of their own wants."

The Federalist system endorsed the doctrine of reciprocal immunity.
*The powers not delegated to the United States by the Constitution or
prohibited by it to the States, are reserved to the States respectively, or
to the people* Article The Tenth, Constitution of the United States.

Under the New Federalism of 1982, powers and responsibilities
unsurped over the last 50 years of wars and social change should be legally
returned to the States.,
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GaEEAL C rS

Hamilton said, "Men, upon too many occasions do not give their own
understandings fair play! but, Yielding to some untoward bias, they
entanale themselves in words and confound themselves in subtleties".
(Emphasis our) The TREASURY DEPART 'TS'S GENERAL AND TECHIiCAL

EXPLANATIONS OF TAX REVISIONSJWND IMPROVED COLLECTIO AND ENFORCEMT
PROPOSALS contains an abuse of "faLrplay" and "untoward-bias' that would
have shocked Hamilton in spite of his strong preference for a national
instead of a federal government.

The section entitled "Tax-Exempt Bonds for Private Activities' is
cleverly written in a manner-Used by many lawyers in writing pleadings and
briefs designed to prejudice a court or jury by the use of "labels', "catch
phrases", *unfounded conclusions", "spurious assumptions',..eto. While I
have great respect for the Federal Treasury Department's tax collecting
ability, tax policy and economic policy should be made by the Legislative
Branch of our Government subject only to the veto of the President. The
laws implementing That policy should be interpreted by the Judicial
Branch, and enforced by the Executive Branch. Under such circumstances, a
report to the Congress s$ch as this document should state taprejudiced
facts without the intentional use-of emotional and biasE-.d words or phrases.
The Congressional Budget Office report was fairly entitled "Small Issue
Industrial Revenue Bonds" and released April 1, 1981 and prepared under the
CBO's mandate to provide nonpartisan analysis with "Policy Alternatives'
and "Policy Goals'i not the unfair biased "Proposal Limits" contained in
the subject section. The Treasury should have entitled this section
'Industrial Development Bonds" and not "Tax-Exempt Bonds for Private
Activities'. The 'public purpose behind the continuance of the
constitutional right of States and their subdivisions to issue Industrial
Development Bonds is to encourage the economic development of the whole
United States. The exemption from taxation of the interest on such bonds
under qualifying circumstances provides not only an incentive for the
retention and creation of jobs, but also acts as a strong incentive to
modernize the backbone of our small 110 million is small - one U.S. Army
tank costs over 2 million) industrial plants, and revitalize our urban
areas. The use of the phrase "Private Activities" ignores the 'Public
Benefit' nature of such financings in bringing about the expansion and
development of the economy.

Under the section subtitle 'Reasons for Change' (which assumes there
are such reasons 'for" and none 'against'), highlights a growth
erroneously preceived as "bad" rather than "good". The growth is good and
is a barometer-measurement of an improvement in the economic climate. In
the second sentence of this subtitle, the "largest growth" Is stated to--
have occurred 'in small issue IDB's implying the "largest' is the 'worst'.
This growth should be no surprise to the Treasury which bas successfully
blocked the ability of small business to borrow conventional loans at
"reasonable" rates. Treasury obligations issued in great volume in the
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last few years has skyrocketed interest rates. Reduce federal borrowing
and reduce federal spending, let interest rates drop to 6 to 8 percent (7
percent is prevalent in Japan) and small business will return to the
conventional market.

The national,rate of delinquency on payments on loans from the Farm
some Administration is now at 580. If you restrict the right of a State
agency to issue industrial development bonds, instead of small business
expansion you will have small business collapse. Farmers and other who in
the- past have sought small business jobs in manufacturing during
agricultural recessions will have no place to find work. Students
graduating and other youths will have no productive future. Welfare
expenses and the costs of crime will increase.

The nation's economy is extremely fragile and cannot stand tinkering.
Henry Kaufman, well known economist, testified before the House Committee
on the Budget on March 16p 1982s

In closing, I again want to urge you to implement -

economic policies that will deal effectively with
the gravity of the business and financial situation.
Patchwork policies will not resolve our problems.
Basic reforms in both fiscal and monetary policies
are needed. Without them, not only will sustainable
economic recovery elude us but greater economic
risks may be the consequence.' (Emphasis ours)

As Mr. Kaufman pointed our, the credit needs of our Federal Government are
now at 28% of the credit market almost 5 times the demand of the
comparable 6% in the 1950's and 1960'.. Assuming a current inflation rate
of 8%, Mr. Kaufman said 'the real rate of return Is now about 800 basis
points for high-quality corporate bonds -- a postwar record", and
indicated that in the 1960's and 1970's "these returns averaged only 275
and 206 basis points, respectively'. Mr. Kaufman said, *High 'real
interest rates' are dangerous- to the seriously weakened financial
structures in the private sector...' Some of our big energy companies can
still go to the credit market and obtain sufficient money to speculate in-
huge mergers money is still available if the risk is small and the
borrower is willing to, and can, pay high interest rates. The availability
of money is recognized in the last sentence of this subtitle, just before
the "Proposal* subtitle with this statement 'they are able to raise funds
readily in capital markets. The Treasury does not add "at 16%'.

The relatively small businesses need tax-exempt rates in order to
obtain the money needed to modernize our industrial complex. The fourth
sentence in the subtitle "Reasons for Change' indicates tfie sale of IDB's
'affects the market for tax exempt securities as a-whole" when the Treasury
well knows the real problem is the 28% credit demand of the Federal
Government, and not the 'minimal affect" of small Issue IDS's in the
competition for 'traditional private corporate capital" which is always
expanding. The competion is not with "traditional municipal bonds". In my
humble opinion, one month of 'all-savers' certificates would have more
effect on the municipal credit market than all the small issue IDS's* issued

95-227 0 '2 30
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to date. Numerous other lave 'including Glass Steagal, and foreign tax
credits have very serious effects on the *traditional municipal" credit
market. One'unentioned fact in this subtitle on influencing all interest
rates is the unpredictability of Federal monetary policy.

The - viability of Industrial Development Bonds is recognized'
throughout the United States. These Bonds have proven to be the best and
most useful tool available for the industrial and any other kind of
economic development. If we want to expand and modernized if we want the
kind of capital investment that will compete in todays world markets we
must start by keeping the few incentives that are working. Let the States
continue their work unhampered. It is good for our States' economies and
for our Nation's economy. It will be good for the economy of the -free
world. The tax exempt feature of IDO's not only upholds the relationship of
State and Federal Governments mandated by our Constitution, it promotes
fiscal independence of the States. Local units of government have always
been closer to the people and are in the best position to determine their
own public policies. States should be allowed to continue to use IDB's to
pursue these goals.

The great State of Massachusetts through its Massachusetts Industrial
Financing Agency recently completed a study which surveyed 800 of the bay
State's firms that have issued more than 1 billion in ID's since 1978 and
found these bonds contributed greatly to the ability of small companies to
expand. The results were certified by a nationally known accounting firm.
More than three-quarters of the firms assested had sales of less than $20
million while almost half were under $5 million. 930 of the companies said
they would have been forced to after their investment plans in IDB's were
not available. 33 1/3% claimed- they would have cancelled their expansion
plans nearly another third said their expansion would have been delayed;
1/Sth said their project would have been slashed; and 5% said they would
have located in another State. The incentive is to modernize and expand;
not locational.

In October of 1981 a similar, study was completed on the "Primary and
Secondary Impacts of IDA Financing on the Long Island EconomyO. The Long
Island study concludes, as follows:

"The Federal government, through IDA financing, can make a major
contribution to the growth and viability of the Long Island economy.
Based on IDA bonds issued during the 1980-81 period the Federal
government would lose $40,993,250, in interest foregone on IDA bonds
issued in Nassau and Suffolk counties. However, the Federal
government would gain $396,096#610 in income taxes on direct jobs
created and $1,188,221,526 in income taxes on secondary jobs created
over a ten-year period. In addition there would be substantial
increases in state income taxes, in state and local sales taxes and in
local property t4xes".

In the 1976 a study was prepared for the American Industrial
Development Council (now the Jmerican Eoonomic Development Council, Inc.)
by Dr. John A. Andrews and Dr. Dennis R. Murphy of Eory University
entitled *The Interest Tax-Exemption on Industrial Development Bonds* The
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Cost To The United States Treasury' which reached substantially the same
conclusion as the recent Long Island survey. The Emory University study
stated -4 follows:

'The issuer is not the only party that benefits from
the issue of the securities. Since the primary use
of the funds is to acquire or improve depreciable
property, there will-be-L nomic benefit to the
related trades that support the dep property
in the form of wages, salaries and so on.
this initial stimulus, there is a loni term benefit
to the immediate area in the from of creation of
Jobs, resulting in wages, salaries and commissions
that in turn create additional activity'.

Furthermore the Emory University study concluded:

"It is clear from the foregoing analysis that
previous studies have seriously overstated the net
costs to the Treasury because of the tax-exempt
interest payable on the IRB's. It is very difficult
to argue for the removal of the tax exemption on
IRB's on the grounds of the cost to the Treasury in
terms of foregone tax revenues."

Dr. Norman B. Ture, in his 1980 study 'Economics and Federal Revenues
Effects of changes in the Small Issue Industrial Development Bond
Provisions" noted thpt>-projection of a revenue loss are based on the
unrealistic assumption that there are no changes in economic activity in
response to a tax change, and concluded that the Federal government would
receive a significant revenue gain from increased use of IDS's based upon
the increased capital formation with the secondary gains in output,
expansion of corporate tax basel and increased individual FICA and income
taxes, and corporate payroll taxes. He concluded that increasing the
"capital expenditure limit' on IDB's 'would generate net gains in tax
revenues for the Federal government and for the state and local governments
of the issuing jurisdictions.0

The New York State Economic Development Council in 1981 undertook its
own study of IDB financing in New York State. This study is still under way
and i not yet complete. An interim report reviewing replies from 33 of the
State of New York's Industrial Development Agencies concluded

'The majority of IDA's do not believe the present bond limit is-
satisfactory but not all agree on what the limit 'should be. Eight
IDAs thought the limit should be $20 million.'
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ANALYSI1rOF TREASURY PROPOSALS

Proposal (1)

There is no need for any such proposal In New York State. The New York
State Industrial Development Agency Act clearly defines "public purpose',
all meetings of the Agencies are subject to the State's Open Meetings Law",
a majority of all the authorized members must act to approve a bond issue,
and the members are "appointed by the governing body of the municipality"
and shall serve "at the pleasure of the appointing authority". New York's
IMustrial Development Agencies are well run and adhere to 'public
purpose" financings. Only 2 small issues have gone into default in over 12
years, and over one and one-quarter billion in financing. The small
businesses of New York State have truly been served, and the public purpose
of creating and retaining jobs has been fulfilled. Approvals of the elected

Is-le would create serious problems regardi SSi-
municipal liability.

Proposal (2)

New York State's Constitution prohibits gifts or loans to private
enterprises. New York would have difficulty with this proposal. On the
other hand, New York does allow a long list of tax advantages to industry
and business without discriminating as to whether the company involved is
seeking tax exempt interest. However, it should be noted that the interest,
on IDB's is totally tax exempt in New York State with no capital
expenditure rule. Most projects are exempt from Sales Tax. The real
property is tax exempt though payments are usually made in lieu of taxes.
There is no personal property tax-in New York State. To require more would
be unfair to New York.

Proposal (3)

To require 35 year 'extended'- life straight line depreciation is
obviously proposed to wipe out IDB financing and totally unfair.

Proposal (4)

No change is needed to "help' small businesses in this regard. The
Congressional Budget Office report indicates *only 16 percent" of such
financings were for Fortune 1000 or 50 companies, and 84 percent were small
business.

Proposal (5)

The newest trend in order to resort" to the lingering recession is to
pool resources, and to start up (1) industrial condominums in urban areas
and (2) small industrial parks in suburban and rural areas. To do this
requires composite letters of credit and guarantees. Proposal 5
discriminates against small business at one of its most recent darkest-
hour.
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Proposal (6)

negistiation vii increase the cost of issuance# cost of operation of
Agencies issuing agencies and result in still higher interest rates. This
proposal also discriminates against mull business. In Ne York issues are
reasonably Ad accurately reported to the New York State Department of
Commerce even though there is no requirement to do so.

Proposal (7)

The present arbitrage regulations are difficult enough to comply
%#ith. The typical New York project has no Oreserve fund. However the
difficulty of calculating and planning a 'zero returns on a temporary
construction fund would be impossible. Any such requirement would severely
complicate an already expensive procedure and again discriminate against
small business in New York State.

Proposal (B)

No comment.
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CONCLUSION

America as a nation is dying of "old age". Our infrastructure is
decayed. Our bridges, highways and other public facilities are falling
apart. Eighty percent of our industrial establishment is operating in 30 to
40 year old buildings. Many of our industrial workers are using World War
I machines and tools.

Hiroshima has been largely rebuilt twice since the atomic bomb was
dropped. We have been lost in lethargy, cliche attacks on 'big business*,
and rampant regulations and restriction of all business.-

As an industrial and economic developer, I know the tools that are
useful for modernizing our economy. I am not a theroist.

Industrial Revenue Bonds are under attack because of a mistaken idea
that only big-name rich companies benefit at the expense of the taxpayer.
The use of a few well known trade names, the listing of a few abusesm and
totalizing volumes of dollars all make for sensational press headlines.
However, as responsible representatives of the citizens of our
communities, our States and our gL.at Nation, we must examine the true
facts in assessing best approach to our rapidly declining position in the
World's economy. The economic war between the States is almost over. While
a few small areas of our nation are experiencing old fashioned
"prosperity", double-digit unemployment is pervading almost every other
oorner of our great United States, we must act in a very positive way to
seek out the causes of our weakening economy. Our close friends in West
(ormany and Japan have built modern industrial empires. The Communist
countries are moving at a relatively slow pace, but they started their
*five year programs" of economic expansion from scratch and have been
maintaining enormous military budgets. The biggest threat to our economic
future is from the middle east. They will be our 'friends" as long as we
buy their oil, and 'subsidize" both their economic development and
military budgets.

Richard Henry Lee, author of the resolution of June 7, 1776 calling
for independence from Great Britain is known to have said that our great
U.S. Constitution was "calculated ultimately to make the states a
consolidated government.' Patrick Henry supported Lee's belief. The spirit
President Reagan's "New Federalism' is the return of control in fiscal
matters to the States.

Alexander Hamilton under the pen name of 'PUBLIUSO aptly said

"Every thing beyond this must be left to the
prudence and firmness of the peoples who, as they
will hold the scales in their own hands, it is to be
hoped, will always take care to preserve the
constitutional equilibrium between the general and
the State governments. Upon this ground, which is
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evidently the true one, it will not be difficult to
obivate the objections which have been made to an
indefinite power of taxation in the United States".

We have faith in our Senators and our Congressmen as representatives of the
people and believe that they will follow the great leadership of our
founding fathers in upholding the Constitution and in legislating on a fair
and unbiased basis.

Industrial Development Bonds are needed now, more than ever, to save
our small businesses and to keep our economy from disaster.

(For additional copies of this statement write George W. Cregg, C.I.D., 932
Onondaga Road, Camillus# New York 13031, or Phone 315-468-1479.)
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\ WRITTEt STATEMENT OF
WILLIAM R. HARRIS, VICE PRESIDENT AND GENERAL MANAGER

INDUSTRIAL CHEMICAL DIVISION
PPO INDUSTRIES, INC.

FOR INCLUSION IN THE RECORD Of
HEARINGS BEFORE THE SENATE COt*I4TTEE ON FINANCE

MARCH 17 THROUGH MARCH 19o 1982

PPO is a major manufacturer of glass, chemicals, coatings and resins, and

fiber glass products, headquartered in Pittsburgh, Pennsylvania* The company

operates 41 major manufacturing and research facilities nlT states$ employing

approximately 28,000 people nationwide.

As an industrial manufacturer, for which energy is a substantial portion

of operating needs and costs, we have a significant interest in legislation

which encourages investments in energy-conserving property. In 1980, PPO

consumed about 105 trillion BTU's of energy in the manufacture of its products,

down from a 1976 total of 139 trillion BTU's. In 1980, our energy efflienoy as

a corporation had improved more than 23 percent compared to 1972, while

production and sales increased.

PPO has faced essentially the same or greater cost increases for energy

over these years as has been experienced by the general public. Energy is a

substantial cost item to PPO totaling approximately $187 million in 1981.

However, it is notofir only cost and represents soMe seven percent of the

company's U.S. sales dollars. Therefore, although energy c-:83 have =.-rc. rnd

are expected to increase further, they are still.only one important cost item
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among many, Within a corporation, competition for the capital expenditure

dollar for energy saving or other projects must be considered in light or

projected economic benefits. Therefore, the blind pursuit of energy

conservation for conservation's sake isa luxury PPO, and I suspect most

companies, cannot afford in their highly-competitive markets.

While the~jubjeot of these hearings Is clearly the broad and very complex

revenue raising proposal of the Adtinistration, my purpose today is to focus on

one small but important part of that package, the busiftess energy tax

incentives. PPO believes the elimination of existing energy tax credits is rot

consistent with the Administration's goals to strengthen the economy, reduce

inflation, increase productivity, and stimulate capital formation for further

productive investment.

History of Tax Credits

The use of tax credits as an incentive to stimulate the modernization of

industrial processes used by industry, is a concept well established in our tax

system. The use of tax credits was first approved by Congress as part of the

Revenue Act of 1962. In 1962, It was noted that American industry must compete

in a world of diminishing trade barriers and growing foreign competition, and

that an inorease in efficiency and productivity at a rate at least equal to that

of other leading industrial nations is in the long run necessary, both from the

standpoint of U.S. balance of payments and to improve our standard of living.

- 4

/

;///



586

To deal with these problems, the objectives of the inves*tMent credit were to

"encourage modernization and expansion of the Nation's productive facilities and

thereby improve the economic potential of the country with a resultant increase

in job opportunities and betterment of our competitive position in the world

economy." (S. Rept. No. 1881, 87th Cong., 2nd Seas., 1962). These objectives

would be realized, it was observed in 1962, by using investment credits to

stimulate investment and increase the availability of investment funds. The

importance of these goals, and the appropriateness of investment credits for

achieving them, are as valid today as they were two decades ago.

RnerRy Tax Credits

Congress further recognized the incentive potential of investment credits

when it enacted the Energy Tax Act of 1978, to utilize energy investment credits

as an incentive to encourage industrial energy conversion and conservation. It

realized that the Nation's dependency on foreign energy resources posed a

serious threat to our economic well-being and our national security. The

Congress rightly perceived that energy conservation would make an important

contribution to both reduce U.S. dependence on foreign oil supplies and bring

energy supply and demand more into balance.

The concept was clear. Oiven the incentive, industry would spend more

funds sooner to reduce its energy dependence. The emphasis was on more and

sooner, for, given the importance of energy supply and the risingcost of

energy, there is little doubt that where possible the funds would be spent

eventually or facilities would be forced to close. The benefit of spending
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more sooner, however, was clear to Congress. Energy savings would be realized

on an accelerated schedule, thereby reducing oil imports and the budgetary and

trade impact of these iiaport3.

Under the legislation, Congress considered three main factors. First,

they put a limit on the number and types of expenditures that would qualify

for the credits. Secondly, focusing on achieving energy savings quickly, a

short time pa"iod was imposed for realizing the Incentive and, thirdly, they

limited the incentive to a relatively conservative 10 percent tax credit.

Although the favorable results anticipated by Congress have not been fully

realized to date, the wisdom of Congress in enacting these energy tax Incentives

is also as valid today as it was in 1978.

Lack of Treasury Action

The 1978 Act provided for 11 specified items of what Is called "speolally

defined energy property" to qualify for the energy tax credit, and for authority

for the Secretary of the Treasury to specify additional-qualifying property for

tax credits by regulations. To our knowledge, the Seoretarial authority given

by Congress has not been exercised to qualify a single item In this category

despite the fact that these provisions are scheduled to expire at the end of

1962. Proposed regulations were not issued concerning the procedures for

applying for qualifications as specially defined energy property until January,

1981, over two years after passage of the Energy Tax Act. PubliO hearings were

held in April of that year, but to date no final regulations have been

published.

f
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An Example

The Crude Oil Windfall Profits Tax Act of 1980 added modificationss to alumina

electrolytic cells" to the list of specifically defined energy property

legislatively, after no' aotion was taken by the i.R.S. on an aluminum industry

application. Similarly, PPO attempted to satisfy the administrative

requirements for obtaining a determination of eligibility for energy-saving

modifications to its chlor-alkali productions which also uses eleotrolytio

s-tells. Based on the similarity with alumina electrolytic cells, we had also

proceeded with an energy Conservation program at one of our ohlor-alkal.

facilities with the expectation that this application would be approved. There

has been no response.

Improvements in ohlor-alkali electrolytic cells save energy in essentially

the same manner as the presently eligible alumina electrolytic tell

modifications. These improvements are motivated by energy efficiency. They

would not increase the productive capacity of the facility and they are not

periodic replacements of cell components. The modernization project PPO has

underway at one of its chlorine and caustic soda producing facilities, whioh-

uses electricity generated by oil and natural gas, will reduce energy.

consumption by some 460,000 barrels of fuel-oil enuivalnnt PAnh ysAt. Thn n1ll

modification project represents a single expenditure at one plant of

approximately $100 million and, if completed, would result in an energy saving

estimated at 25 percent of current energy usage.
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We have also calculated that the investment and energy saving would fall

within the mid-range of eligibility under the "qualified industrial energy

efficiency property" (QIflP) concept contained in S. 750 on which we previously

testified. In addition, S. 2151, which would add modifications to ohlor-alkali

electrolytic cells to the list of specified energy property under the Energy Tax

Act of 1978, has been supported by PPO. Without a favorable Treasury Department

ruling or legislative action to specifically make eligible these electrolytio

cell improvements for a sufficient period ofXtime to quality for a credit, this

project will be denied the energy tax credits which were anticipated when

funding for the project was approved by our Company. In addition, a failure to

allow the energy credit for installation of eletrolytio cell improvement

technology at other PPO plants, and those of others in the ohlor-alkali

industry, may well result in these energy conservation investments being

abandoned. The ohlor-alkali industry is the second largest consumer of

electricity in the United States.

Conclusion

The argument has been made that the Accelerated Cost Recovery System

(ACPS) provisions Of'the Economio Recovery Tax Act of last year remove the need

for energy tax credits to provide incentives for making energy conservation

investments. However, a comparison of the application of ACRS and its

predecessor, the Asset Depreciation Range (ADR) capital cost recovery systems to

chemical industry machinery and equipment, indicates that no significant

iuprovement in the depreciation or cost recovery incentive is provided by ACRS.
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ne energy tax credit was intended to mace energy conservation or conversion

investmehts a little more attractive than other types of Investments to those
•:; t' .ust m.3,e signiFiinn investitV,- AeCisions. This rationale for the energy

credit is as appliaable today under ACRS as it was under the old ADA system.

The lack of guidelines as to what qualities, coupled with the

approaching December 31, 1982, deadline, has given industry no real signals

for making major energy-saving expenditure decisions. In the competition for

investment capital, energy-saving projects are competing with other investment

opportunities,. Management must receive clear signals on what tax credits will

or will not be available in order to make these judgments. We recommend that

the credit not be repealed, that the definition of qualified property be

expanded, and the expiration date be eliminated or extended.

We believe the intent of Congress, when it enacted the Energy Tax Act of

1978, has not been realized, that continuation of energy tax credits is

essential to moving the Nation toward greater energy independence, and that

credits complement the overall objectives of strengthening the economy, reducing

inflation, Increasing productivity, and adding to in-place capital formation

efforts. We believe energy tax credits pay for themselves, free up generated

capital for further investment, and are significant incentives to encourage

industry In total to help move our country toward energy self-sufficiency.

My testimony focuses on one small aspect or the Administration's revenue

raising proposal with very significant Impact on PPO Industries. However, PPO
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also realizes the itportanoe of reduoinj the difference between projooted

federal revenues and expenditures. We believe of greatest Importanoe, in

reducing the projected deficit, are ongoing spending reductions throughout the

government. On the side of increasing revenues we believe olose attention

should be paid to the broad variety of user fees and excise taxes addressed In

the Administration's proposal. Xn addition, the deregulation of natural gasp

whioh continues to be discussed in the Congress, offers promise of sign foant

increases in revenue.
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