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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.,dI.)irksen Senate Office Building; Hon. Robert Dole (chairman)
presiding.

B Pﬁsent: Senators Dole, Danforth, Grassley, Long, Byrd, and
radley.

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’AMaT0. 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 which been
most effective in my State and, I think nationally. Thé 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

1)



2 y

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, 6568 projects were financed under section
103(b)6); $1.8 billion in bon(fs were issued for a groject 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 pu , $315 million
wasg 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. en 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)
IDB 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-
rt the administration’s proposal. If, on the other hand, we be-
ieve 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-
rt my colleagues on this panel who feel that the retention of
DB’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
smtglsl- 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 pro ls 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 countf would abandon the utilization of IDB’s. But that is not
the case. DB’s have little effect on the borrowing cost of States,
counties, and municipalities. The county executives who have testi-
fied on the October 6 hearing of the Urban and Rural Economic
Development Subcommittee of the Small Business Committee made
this point quite Kersuasivel . Vermont Governor, Richard Snelling
. appearing on behalf of the National Governor’s Association, echoe
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 corollari 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 seems to be more than readilg
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 simYly 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 overwhelmin% With other pro-

ams for small business, including EDA, UDAG, SBA, et cetera,

ing cut to the bone, this tool of local economic development must
be l;?t open to local and State decisionmaking. This is the essence
of federalism. If we are oina% to talk about federalism, then State
and local officials should lowed 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 closing, I 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. &ﬁman, 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 entraef)reneur 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 hoie that the Chairman
yvou{d 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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STATEMENT
BY
SENATOR ALFONSE D’AMATO
- ON .
INDUSTRIAL DEVELOPMENT BONDS
BEFORE THE
SENATE FINANCE COMMITTEE
T%RWW%EWM&MMg@mw1$wnm1mmmvm
FEBRUARY 26, 1982, CONTAINED A LENGTHY SECTION ON TAX-EXEMPT
REVENUE BONDS/” A NUMBER OF RESTRICTIONS WERE SUGGESTED, ANY ONE
OF WHICH MIGHT BE SUFFICIENT TO COMPLETELY KILL THE INDUSTRIAL

DEVELOPMENT BOND (I.D.B.) PROGRAM,

THIS CANNOT BE ALLOWED TO HAPPEN, DURING THE PAST DECADE THE
ﬁALL iéSUE 1.D.B, PROGRAM, UNDER SECTION 103(s) (6) OF THE INTERNAL
REVERUE CODE, HAS BEEN A VITAL T0OL OF‘LOCAL ECONOMIC DEVELOPHMENT,
THOUSANDS OF SMALL BUSINESSES ACROSS THE NATION WOULD HAVE BEEN UNABLE
" .70 SECURE THE NECESSARY CAPITAL FOR EXPANSION WITHOUT 1.D.B.s.



TENS-OF THOUSAKDS OF EXISTING JOBS HOULD HAVE BEEN LOST WITHOUT
1.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 RAVES, SMALL BUSINESSES CANNOT THRIVE, OR
EVEN SURVIVE, WITHOUT THE LOW COST FINANCING MADE AVAILABLE THROUGH
INDUSTRIAL DEVELOPMENT BONDS, -

T0 ILLUSTRATE WITH SOME STATISTICS FROM NYFOHN STATE. OF
NEW YORK: FROM 1970-1380, THE FIRST 11 YEARS IN WHICH I.D.B.s
WERE ISSUED IN NEW YORK, 658 PROJECTS WERE FINANCED UNDER SECTION 103
(8)(6). $1.3 BILLION DOLLARS IN LONDS WERE ISSUED, FOR A PROJECT
AVERAGE OE LESS THAN $2 MILLION. 1.D.B.s WERE AUTHORIZED BY 85
'DIFFERENT LOCAL AGENCIES., OF THE $1.3 BILLION OF AFFORDABLE
FINANCING MADE AVAILABLE THROUGH ISSUANCE OF 1.D.B.s, $721 MILLION
WAS USED FOR -INDUSTRIAL PURPOSES, $315 MILLION WAS USED FOR ”
COMMERCIAL PURPOSES AND $269 MILLION WAS USED FOR POLLUTION
CONTROL, 1.D.B.s FACILITATED THE CREATION OR RETEN*ION OF 80,666
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IN 1.D,B. FINANCED ENTERPRISES, IT IS ESTIMATED THAT ANOTHER .65
" OF A JOB WAS CREATED ELSEWHERE IN NEIGHBORING SUPPORT BUSINESSFS.
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 DEYELOPMENT,A
EMPLOYMENT OPPORTUNITIES ARD STATE AND LOCAL-FINANCE RESULTING
FROM 1.D.B.s ARE UNDENIABLE, 1 REITERATE, WE CANNOT ELIMINATE

THIS PROGRAM. . . }

ACCORDING TO THE CONGRESSIONAL BUDGET OFFICE, THE SECTION 103(s)
(6) 1.D.B. PROGRAM IS LARGELY A SMALL BUSINESS PROGRAM, OF THE
OVER $8 BILLION OF 1.D,B.s ISSUED IN 1980, 84% OF THE CAPITAL WENT
TO SMALL AND MEDIUM SIZED BUSINESSES., THUS, THE CHOICE IS SIMPLE.
IF YOU SUéPORT 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



MARKETPLACE THAT DESERVE TIME-i :NORED SOLUTIONS ALLOWING 1ML TO CAIN
‘ACCESS TO AFFORDABLE CREDIT, THEN YOU SHOULD AGREE WITH IE 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 87Z‘bF ALL NEW EMPLOYMENT IN THIS COUNTRY IS
GENERATED BY SMALL BUSINESSES. AND AN OFFICE OF MANAGEMENT AND
BUDGET STUDY HAS SHOWN THAT SOZ-OF ALL MAJOR TECHNOLOGICAL BREAKTHROUGHS

IN THIS COUNTRY ARE MADE BY SMALL COMPANIES,

GIVEN TRIS IMPRESSIVE LIST OF ACCOMPLISHMENTS BY AMERICA’S SMALL
BUSINESSES, WE CANNOT IGNORE THEIR SPECIAL NEEDS, PERHAPS THE MOST
IMPORTANT OF THESE NEEDS IS CAPITAL FOR EXPANS]ON.‘ LARGE FIRMS HAVE
ﬁUCH MORE READY ACCESS TO THE FINANCIAL MARKETPLACE THAN SMALL
COMPANIES. 1T IS ONLY THROUGH PROGRAMS SUCH AS INDUSTRIAL DEVELGPHMENT
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~

BOIDS THAT WE WAVE, AT 1EAST PART!AILY; O I SLT THIS 1NBALANCE,
WE SHOULD HOT RETREAT FROM LONG ESTABLISHED FROGRANS THAT HAVE HORKLD

SO HWELL,

THE 1.D.B, PROGRAIN IS A TIAE HOOKID SOLUTION TO SHALL BUSIRESS
CAPITAL NEEDS, 1TS USE DATES BACK TO 1935 AND '.AS CODIFIED AS
SECTION 103(8)(6) 14 YEARS .50, THIS IS ONE OF THE MOST SUCCESSFUL:
TAX EXPERDITURES CONGRESS HAS LVEN INSERTED IN THE INTERNAL REVENUE
CODE,

SUitt HAVE ARGUED THAT 1.D.3.s 5i/E 10 BE RESTRICTED BECAUSE
THEY RESULT IN EXCESSIVE FEDERAL REVENUE LOSS. THIS IS RONSENSE.
1.D.B.s GENERATE NEW ECONUIIC ACIIVITY FND NEW JOBS., THEIR KET
EFFECT IS, THEREFORE, TO INCREASE FEDERAL REVENUE AS CORPORATE AND
INDIVIDUAL INCOME TAXES ARE COLLECTED OM THE INCREASED PROFITS AND
EARNINGS RESULTING FROM THIS GROWTH IN ECONOMIC ACYIVITY, PAY”ENTS
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 MINIMAL. FOR THE ENTIRE TAX-EXEMPT BOND PR?GRAM
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PROPOSALS CONTAINED IN THEIR FEBRUARY 26 RCLEASE THE ANTICIPATED
STATIC REVERUE GAIN IS ONLY $6.5 BILLION OVER THE NEXT FIVE YEARS,
MAD 1.D,B.s ARE ONLY ONE OF FIVE PROGRAMS INCLUDED IN THIS CATEGORY.
THE REVENUE L.OSS FEAR 1S A PHANTOM ARGUMENT FOR RESTRICTIHG I.D.B.s.

OTHERS HAVE ARGUED THAT 1.D.B.s SHOULD BE CURTAILED BECAUSE

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

THEIR OWN BONDS., THIS TOO IS A RIDICULOUS ARGUMENT, IF STATE

AND LOCAL GOVERNMENTS_REALLY BELIEVED THIS, THEY WOULD VOLUNTARILY
STOP THE USE OF 1:D.B.s. ALL 1.D.B.,s ARE AUTHORIZED AT THE LOCAL,
AS OPPOSED TO THE FEDERAL, LEVEL, THE CONTINUED USE OF 1.D.B.s,
THEREFORE, ATTESIS VERY WELL TO THE POPULARITY OF THESE TOOLS -FOR
LOCAL ECONOMIC DEVELOPMENT AMONG STATE AND LOCAL OFFICIALS. -

1.D.B.s HAVE LITTLE EFFECT ON THE BORROWING COSTS OF STATES,
COUNTIES AND MUNICIPALITIES., COUNTY EXECUTIVES WHO TESTIFIED AT ;
AN OCTOBER S5 HEARING OF THE URBAN AND RURAL ECONOMIC DEVELOPMENT
SUEEbMMITTEE OF THE SENATE SMALL BUSINESS COMMITTEE MAﬁk THIS POINT
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QUITE PERSUASIVELY, VERMONT GOVERNOR KICHARD SNAILING, APPIARING

ON BEHALF OF THE NATIONAL GOVERNORS ASSOCIATION, ECHOED THEIR SENTIMENTS,
PURCHASERS OF 1NDUSIRIAL DEVELO?MENTTBONDS ARE DIFTLRENT I'ROM THOSE

NHO IRVEST IN CEﬁERAL OBLIGATION BOWDS., THE TWO TYPES OF INVESTMENT

DO NOT COMPETE AGAINST EACH OTHER IN THE SAME MARKET,

THE EOROLLARY ARGUMENT THAT THE ISSUANCE OF TAX-EXEMPT 1.D.B.s
DRIES UP AVAILABLE CREDIT FOR TAXABLE CONVENTIONAL LOANS IS SIMILARLY
LUDICROUS WHEN COMPARED WITH THE POTENTIALLY DEVASTATING EFFECT
ON THE C:EDIT MARKET OF ALL SZVERS CERTIFICATES AND THE FORECASTED
FEDERAL DEFICIT, CORVENTIGNAL CREDIT SEEMS TO BE MORE THAN READILY
AVATLARLE TO LARGE C0“PANIES SUCH AS DUPONT, SEARS-ROEBUCK, U.S.
STEEL AND MOBIL OIL WHICH HAVE TIED UP BILLIONS OF DOLLARS IN THEIR
TAKE-OVER BIDS. 1T IS THE SMALL BUSINESS THAT NOW FINDS CAPITAL
UNATTAINABLE, WE MUST PRESERVE THE 1.D.B. PROGRAM FOR THEIR/USE,

ANOTHER ARGUMENT SOAETIMES USED AGAINST 1.D.B.s IS THAT THEIR
BENEFITS FLOW ALMOST ENTIRELY TO MIDDLEMEN SUCH AS BOND COUNSELS
AND UNDERWRITERS. THIS ISTSIMPLY NOT TRUE, TRANSACTION COSTS FOR
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T SSAIL ISSHE 1.D.B.s ARE CORPARMBLE WEHIH THE 42 T0 77 YLES ROW

CHARGED BY BANKS FOR CUNVENTIUMAL CORHLRCIAL LOANS,

THE ARGUMI NTS ACALRST THE CONTIAULD USE OF I.D.B.s Aﬁﬁ PASLITSS,
THE ARGUMENTS IN THEIR FAVOR ARE OVERWHEIMING, WITH OTHER PROGRAMS
FOR SKALL BUSINESS, INCLUDING E.D.A,, U.D.A.G., S.B.A.,, E1C,, BELilG
CUT TO THLE BONE, THIS TOOL OF LOCAL LCOROMIC DEVLLLMENT MUST BE
_KEPT OPEN 10 LOCAL AND STATE DECISION-MAKING, THIS IS THE ESSENCE OF

FEDERALISH,

I'HAT ARE THESE ONEROUS AND UNACCEPTABLE PROPOSALS THE ADW]N]QIRATION

mx:H“S FEDE CONCERNING 1, D B.s? FOREMOST ANONG THEM IS THE R.QUIREHHNT

THAT AFTER 1985 ALL 1.D.B.s iﬂUlD HAVE TO BE EITHER GUARANTEED BY

THE FULL FAITH AND CREDIT OF A STATc GR LOCAL GCVERNMENT (IN OTHER

WORDS, MAKING THEM NO DIFFERENT THAN GENERAL OBLIGATION BONDS -- 6.0.s)

OR_ANY STATE OR LOCAL GOVERNMEN?\AUTHORIZING AN 1.D.B. WOULD HAVE TO GIVE

THE BCRROUER 17 OF THE FACE VALUE OF THE 1.D.B. AS A CASH GRANT

ouT OF TﬂE PUBLIC TREASURY OR ADDITIONAL TAX ABATEMENT OR REDUCED

COST MUNICIPAL SERVICES, OVER AND ABOVE ANYTHING THAT IS ALREADY
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PROVIDED.  TO TRANSFORM I,D.B.s INTO 6,0,s IS TO ELJMINAIE 1.D.B.s.
T0 REQUIRE THESE 1% MATCHING GRANTS FROM STATE OR LOCAL GOVERNMLNTS
IS I1MPOSSIBLE, 10 BLGIN WITH, GOVERWMENTS IN THE NORTHEAST AND
MIDWEST SIMPLY DO NOT HAVE TIIE CAPITAL VAILABLE FOR SUCH MATCHING
GRAWTS. 1.D.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, NOULD‘EVER AGAIN BE ISSUED IN "W YORK STATE.

THE LIMITATION ON ARBITRAGE PROFITS IS EQUALLY UMJUSTIFIASLE.
BY INVESTING SOME OF THE PRuCEEDS FROM AN I.D.B., DURING A TEPORARY
CONSTRUCTION PERIOD, SKAiL FIRMS FRE ABLE TO GENERATE ADDITIONAL
CAPlfAL, THUS ALLOWING THEM TO BSRROW LESS TO BEGIN WITH, BY
KEEPING THEIR DEBT-TO-EQUITY RATIO DOWN IN THIS MANNER, THESE
FIRMS ARE BETTER ABLE-TO OBTAIN CREDIT FROM SUPPLIERS AND BETTER
ABLE TO “AINTAIN HIGH LEVELS OF EMPLGYMENT,

BY DENYING A.C.R.S. DEPRECIATION BEWEFITS TO ANYTHING FINANCED

95-227 0 - 82 - 2



14

-

ISING ‘tHE PROCLEDS OF AN 1.D.B, 1S 10 FukE SHALL BUSIRI'SSES 1 (0D

CLASS CITIZINS IN THE CGRPORATE COMMUNITY, 1.D.B.s ARE DESIGKED TO
CGIVE [XTRA NWANTAGES TO RUSEATSSFS KHICH STATE OR 10CAL AGFNCIFS y
b[EM AS SERVING A PUBLIC PURPOSE, TO THEN PUNISH THI'SE FIRMS BY
DEIYING THLHM OTHLER TAX BLNLI1TS AVAILABLE 10 ALL OF THEIR COMPETI1ORS
]S TO VIOLATE THE PURPOSE OF THE 1.D,B. PROGRAM, IN ADﬁITION,

EXCéPT FOR COMPANIES OPLRATING AT A LOSS, A.C.R.S WILL ALMOST

ALH§¥S Bk d% GREATER BEGLFIT TRAN I.D.B. FINANCING,  SINCE IT IS

NOT THESE 1.0SS COIPARTES WHICH STATE AND LOCAL OFFICIALS WISH T0,
“NCOURAGE, 'thi USE O 1.D.B,s VOULD ALMIST COMPLETELY CEASE FOLLOWING

THE ADOPTION OF THIS RESTRICTION. -

REQUIRING ALL BONDS TO BE REGISTERED WITH THE S.E.C. IXPOSES
UNNECESSARY COSTS AND—ADMINISTRATiVE BURDENS ON THE PROGRAM.
REQUIRING THAT ELECTED OFFICIALS APPROVE ALL I.D.B.s MAY ALTER THIS
PROGRAM FROM PROMOTING ECONOMIC DEVELOPMENT TO AWARDING POLITICAL
PATRONAGE ,

LINITING 1.D,B,s TO VERY SMALL COMPANIES THROUGH 1MPOSITION
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OF A CAPITAL EXPPNDITURE TEST ELIMINATES THE POSSIBILITY OF A

COMPLETE URBAN REVITALIZATION ANCHORED AROUND ONE OR THO LARGE
COMPANIES ATTRACIED 10 THE AREA PARTLY THROUGH FAVURABLE FFINANCING
ARRANGEMENTS, AND PLACING A CAP ON THE AIOUNT OF 1.D.B.s A FIRM

CAN HAVE OUTSTANDING AT ONE TIME LIMITS THE ABILITY OF SMALL BUSINESSES
TO GROW AND EXPAND INTO NEW MARKETS,

THESE PROPOSALS ARE NOT “REFORMS" OF THE I.D.B, PROGRAM. THEY
ARE DESIGRED TO KILL IT. THUS, COMPROMISE IS IMPOSSIBLE, EACH AND

EVERY C"E OF THESE PROPOSALS MUST BE REJLCTED,
REJECTING THESE PROPOSALS, HOWEVER, 1S ONLY A FIRST STEP,

WE STILL HAVE REVENUE RULING 81-216, IgghED BY THE I1.R.S. LAST

AUGUST 24, OUTSTANDING. THIS RULING, AS WE ALL KNOW, HAS COMPLETELY
ELLINATED THE POOLED 1.D.B. PROGRAM, WHICH IS EVEN MORE VITAL

FOR SUALL BUSINESSES THAN THE “STAND ALONE” 1.D,B. PROGRAM, THUS, MY
COLLEAGUES ON THIS PANEL AND I INTEND TO INTRODUCE A BILL IN THE

HEAR FUTURE WHICH WILL VITIATE RULING 81-216 BY REDEFINING "“ISSUE"
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EN

TN SUCH A WAY THAT HULTIPLE ISSUES USING A COMHMON FIAN OF HARKLIKC,
SOLD AT FFSSENTIALLY THE SAME TIME WITH SUBSTANTIALLY THE SAME RATE

OF INTLREST AND USING A COMMON SECURITY WILL BE EXPLICITLY AUTIORIZID
IN THE INFERNAL RCVERUE CODE, THIS LECISLATION WILL BE RETROACTIVE
10 hUGﬂST 23, 1981, AND WILL RESTORE INDUSTRIAL DEV: LUPI'ENT BONDS

10 THE STATUS THEY L.HJOYED PRIOR TO ISSUAICE OF 81-216, UNDOUBTABLY,
THIS BILL WILL BE REFERRED TO THE FINANCE COMMITTEE, WE HOPE TO HAVE

YOUR SUPPORT,

IN CLOSING, T WOULD JUST LTKE 10 SAY THAT TEX EXPERDITURES
AS SUCCESSFUL AS THE 1.D.B. FrOGRAM SHOULD 0T BE SACRIFICED ON
THE ALTER OF REVENUE ERMANCEMENT, WE CAWNOT DO THIS TO OUR
STATE AND LOCAL GOVERNAENTS., WE CANNOT DO THIS TO SMALL BUSINESS.

WE SHOULD HOT DO TRIS 7O THE LMLRICAN ECCNTMY,
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AS ORE FIHAL POINT I WOULD LIKE TO HAVE IACLUBED IN THE
RECORD A §'IH0 T0 WMYSELF 1ROM i S, DLUORAN TFROLITO CF WHE #I'W
YORK CITY 1i'DUSTRIAL DEVELOPI'UNT AGENCY (I1,D.A.) AS AN APPENDIX
19 MY STATEVONT,  THIS 3010 SPEAKS LHOT RRTIY 10 8 P eATIVE IR CT
RULING 81-216 IS KAVING ON SMALL BUSINESS FINANCING, IN FACT,
AS THE MEMO CXPLALNS, TWDUS.RIAL CONDOMIHIUM FINANCING 1S VIRTUALLY

HPCSITLE URDER RELING 81-216,
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NEW YOIK CITY NEW YORK CITY INDUSTRIAL DEVELOPMENT AGENCY
j)J 225 BROADWAY, ROOM 1200, NEW YORK, N.Y. 10007 (212) 267-9600

WILLIAM 3. BRENNEN MEMORANDUM
CHAIRMAN .

‘. March 15, 1982

TO: SENATOR ALFONSE M. D'AMATO
FROM: DE3ORAH 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 egistinq'industrial
realty is comprised of large multi-storied buildings. " Smail
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 spaee, which 1is 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 resulé of the residential
conversion of their facilities.

<~ 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 évailable for eligible concerns in: 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 tﬂe large
profit margips 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 1living 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,
bq§ provide proportionally higher returns. Prices can range as
high as $150 per sq. foot for a completed apartment unit. 1If
the residential converter elects to retain the building and rent

out apartmenés, 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 1lending
institutions as well as the private indi&idual 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 f;nancing is practically non-existent for an
industrial building acquirgd with the in{gntion of keeping it

industrial. Additionally, the selling price of a building is

calculated at its optimum use, 1i.e., residential conversion. -

Industrial rent rolls at $3.00 - $4.00 per sg. 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 1is acknowledged by the City Planning Commission
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that 90% of all 1loft conversions are done illegally without
regard to tﬁe 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
incén%iVé 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 1is
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 acquiged by the marginally
profitable industrial user. However, presently these small
industrial wusers' access to affordable capital is severely
limited. Industrial development bond financing can proviée the
desperately needed source of capital to the firm who could not
afford the acquisifion 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 kéep industrial
£uildings industrial.

Presently, the only way to acquie an industrial

condominium is to participate in the creation of a condominium
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building. The 1legal roadblocks occur precisely in that use of
industrial development bond financing to assist the small firm in
the participation in a new 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 wunit 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 ;‘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 wkat could turn out to be\; " successful
real - estate venture. It is the policy of the New York City
Industrial Develiopment 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
from excess Vfootage in the building. These policies virtually
ensure that companies will neither incur debt which may be
unaffordable- 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 begip
to address the conversion problem. However, each has its own
inherent drawbacks as well as uniqueness of circumstance not
easily duplicated:r

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‘//

-holding company. These three companies then jointly acquired a
facility (which housed ;;; 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 depend;nt 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 én 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 fhe 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
épecific treatment of the practical problems encountered in the

first condominium financing.

On August 24, 1981 the Internal Revenue Service issued
Revenue _ﬁaling 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 towarad the

financing of industrial condominiums within the City of New York
by the New York City Induqtrial Development Agency.

In brief, Revenue Ruling 81-216 and the régulations
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
thexeby treated as one single issue. The consequences of such
integration can mean the loss of federal tax exemption of
industrial development bond issues having a commona;ity 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
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municipality for the benefit of a particular entity or entities.
An aggregation of separate bond issues each of which by 1tsélf
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 ent}ties 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 1in
excess of__$10,000,000 with respect to facilities located in the
municipality in which the facility being financed is 1located.
. Again, the integrating of bond issues has as a ne¢essary 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 c;ﬁse the $10,000,000 capital
expenditure 1limitation 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 obligationé are sold at substantially the same
rate of interest, and - e

(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 maf 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 bégznninq 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. Yeﬁ, 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 Ruling 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 intéﬂ a contract of purchase with the owner of such
building. The building would then be converted into 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. 1In 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 wutilizing

industrial development financing for the sale of the condominium

95-227 0 - 82 - 3 s
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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.

27 "the obligations are sold pursuant to a common plan

of marketing,”

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. 1f 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, tbe 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 o{ the units. Moreover, a factor such as "common plan of
marketin&" presumes an unlimited financing market to which all
potential company-borrowers will have equal access. The
experience of.;he 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 t;b years being the major
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participant. The 1likelihood, 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\ipall 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 1lead to the same investor reaching a
favorable iné;stment-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 consfant in the factoring of the interest rates at
which the several bond issues are to be priced. Additionallj,
different companies seeking to locate their operations within the
same physical\ structure have, by past expgsfence 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 Dbonds to finance
several condominiuﬁ units, is likely to result in "substantially
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 7 % of these
financings bore a variable interest fate 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 wused or

available to pay debt service for such obligations,”

As to this final factor, the problem again becomes one

of uncertainty in application. Under state law, each condominium
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nni§ constitutes a separate definable parcel of real property. A
purchaser of bonds to finance a condominium unit will wusually
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 huilding is a
single entity, and if each such bond is secured by a separate
ma;tgage upoﬂ> the‘particular condeominium unit financed, then in
_theory the Service might take the position that as to the
structural whole of the building, a common mortgage or "comnon
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 companie;, 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

Tthe continued use and expansion of their respective printing
operations. After approval by the Agency of the application, tﬁe
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 indeﬁendently to seek financing for the
purchase of that industrial development bond neccsééry_to acquire
its particular condoﬁinium unitl‘ Four of the companies already
had a long established banking relationship with Chemical éank
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 ccmpanies, 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 to six of the seven companies an interest rate of
70% 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 ar? 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

A}
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wi;l be used or available "to pay debt secrvice for such
obligation"). )

A literal intefbretation of Revenue Ruling 81-216 mighﬁw
lead to the contention that: (1) the abo;e firancing éonstituted

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 Iﬁiernal Revenue
Code's $10,000,000 capital expenditure limitation discussed above
and therefore caused all seven bonds to become taxable. In the
above financing, the conseéuences of téxability were negotiated
and would lead to the bonds bearing inter;st at a conventional,
but for these companies highly prohibitive, rate of interest. In
the absence of the integration of separate \Qond issues which
Revenue Ruling 81-216 might appear to require, the conéinued tax-
exempt status of each of the seven bends would be measured by the
capital expenditures of the company whose condominium unit 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 iiteral
interpretation of Revenue Ruling 81-216 and the companies have

agreed to 1limit their future growth through 1limiting their
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collective capital expenditures to within the $10,000,000
ceiling. Ih 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 groﬁ, such growth*}ﬁeed Be vertical rather than
“horizontal. It is précisely that small industrialh 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(zl 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.
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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. 1
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 theropportunity to appear
before the committee today to offer my_thoughts on the
Tfeasury 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 umbrell; 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. Cur
efforts culminated in tﬁe 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 pérmanent solution could be reached.

No_sooner had the ink dried from the President's signa-
ture on_this legislation than Treasury_suﬁmarily terminated
transitional relief from Revenue Ruling 81-216 and pointed
the finger at section iiz 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

Boncs.
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___ Let me share with you, Mr. Chairman, why ﬁhe 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
¢apacity, 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

- low as—3.3 percent in 1969. Since unemployment data usually

lags behind production data, it is anticipated that unemploy-

a

ment will go even higiher in the neax future.
New housing coﬁstruction, which peaked at 2,378;000
units started in 1972, is curréﬁtly running below 1 million

starts.

Busiﬁggs 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

=== 11ével 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 cconomic development.

v I
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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 maﬁaged by the Alaska Industrial
Development Authority, or AIDA, which consists of thrgé
cabinet heads; namely, the Commissioner of Commerce and
Economic Development; the Commissionér of Revenue, now
sitting as Chairman, and the Commissioner of Comﬁunity 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 esséntial to economic development of the
state.

This commitment, Mr. 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 pcrcent.

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 woﬁid be
undoing the financial incentive for economic development
which the industrial development bond provisions of the -
Internal Revenue Code are iﬁtended 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 developmehf financing
programs. |

AIDA's newest and most widely used program is its
Umbrella Bond Program which provided industrial developmégi
financing for 216 projects during 1981, the first year 6f
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 fgcilities, 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 A
essential renewable resource fishihg industry.

The Treasury's prébosed 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 lossi to the
State and to the State's contribution to the national economy.

The Umbrella Bond Program takes its name from 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 appropriatiogs. The securi£y interest 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 Rulfﬁg 81-216.
This ruling and the proposed regulations whiéﬁ 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 recvoke Eevenue Ruling 81-216 if all
of its proposals are cnacted. 'This amounts to hold;ng the
Umbrella Bond Progfam 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 during a six-year test
period and have no more than $10 million of industrial
development bonds outstanding immediately after the i;sue.
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 over&helmingly in
employment and economic ripple effect from a project investment
by business from the Lowér 48 states. This kind of business
is extremely likely to have capital expenditu;es in excess
of $20 million.. Why should AIDA be prevented from assisting
these projects?

The Treasury Department wants to have bond issuers méke
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 insgrance 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 "stcund-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, mahy Americans are misinformed
abdut 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 0il; and even when that situation
improves, Alaskans know better than anyone that hydfo~carbon
resources will last a relatively shortrtime.

That is why economic diversification and building
Alaska's industrial infrastructure remaiﬂ 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 respoﬁd 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 tryin&'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 no i’; would object if we put a $20-million capital ex-

?enditure cap that would prevent the Fortune 1,000 corporations
rom reaping the benefits of IDB use. Certainly. if vou ars really
hfgre to represent small business, ycu 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 talkiniabout on a
resource base. 1 can show you just one single drafline that is work-
ing in the coalfields that is more than $20 million. And that’s a
ve'xﬁrlsmall business, Mr. Chairman.

. .te CHAIRMAN. But I think we need to find some reasonable
imit.

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 StevENs. Well, don’t forget that you have an umbrella
concept working here. This chagram 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 limit
is certainly not going to do anybody any good.

The CHAIRMAN. I think the administration’s proposal takes care
of that problem. Well, thely just had a poll in the small business
community, NFIB, last fall, which found that 49. percent of the
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.small business respondents opposed the continued use of small

issue IDB's, while'otnalf' 87 percent favored any continued use. The
roblem is-that we talk about small business, but the beneficiaries
ave 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

uestion it at all if you go through the average town in the United

tates 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 find a tre-
mendous need.

Thank you, Mr. Chairman. .

The CHAIRMAN. 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 Philosoghers, 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 CHAIRMAN. 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 WEICKER. Mr. Chairman, as I said, my principal activit
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 fame plan, while -suiting some, in effect, produces what,
hopeful f’ 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 squeezin
out of the small businesses. The key here is not whether a smal
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 Xoints. I have submitted my
statement in its entirety for the record. o -

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 lyet:w
to date, you’'ve had 2,600 bankruptcies compared to 1,800 -in 1981.
And 1981 wasn’t exactly a banner year. Now that’s the picture.
And the majority of the companies T'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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uite a few months when it was Chrysler that was on the line.

hat 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 said 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 356 employ-
ees. It manufactures custom packaging machinery. They were able
to move from a 10,000-square-foot cram 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 citfr-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 7Y% percent at a time when conventional rates would have
b&en cioser to 11 percent. -

Because of the success of the operatior, 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.
At}d 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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SENATUR LUWELL WEICKER, JR.
STATENEHT BEFURE
SENATE FIQANCE COMNITTEE
AN on
THDUSTRIAL DEVELOPNEMT BOHDS
HARCH 17, 1982
~. GOOD RURHING, NR. CHAIRNAN. 1 APPRECIATE THIS OPPURTUNLTY TO
PRESENT 1Y VIEWS OH THE ADHINISTRATION'S LATEST PRUPQOSALS FOR
HODIFYIHG THE USE OF TAX-EXENPT INDUSTRIAL DEVELOPIENT BONDS.

LET HME SAY AT THE OUTSET THAT 1 BELIEVE THESE LATEST-TREASURY
PROPOSALS AEE UNNECESSARY, UNACCEPTABLE AND COUNTER-PRODUCTIVE. 1IN WY
OPINION, THIS IS A THINLY VEILED ATTEMPT TO ELIMINATE THE SMALL ISSUE
DB PRUGRAM UNDER THE GUISE OF REDUCING THE VOLUME OF SHALL ISSUE
BUNDS AHD MAKING THE SHALL ISSUE BOND PROGRAH;A SIALL BUSINESS
PROGRAIt.

WELL, HR. CHATRHAN, LET’S BE CLEAR ABOUT UNE THING. WHAT THE
TREASURY 1S PRUPUSING HERE 1S HOT A SNALL BUSIHESS PRUGRAN IF
ANYTHIIG, IT IS ANTI-SiALL BUSIMESS. ’

1T 1S ALSO ANTE-ECUNUMIC DEVELOPMENT. YESTERDAY, AT A HEARING
OF THE APPROPRIATIUNS SUBCONMITYEE UN STATE, JUSTICE AHD CUMHERCE, OF
WHICH | AN CHAIRIMAN, 1 HEARD OF THE ADNINISTRATION'S PLAN TO CUT
FUNDING FOR THE ECONOMIC DEVELOPHENT ADIINISTRATIUN BY 90 PERCENT.
COMING UN THE HEELS OF THE TREASURY DEPARTIENT PROPUSALS WE ARE

-
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DISCUSSING TODAY, IT APPEARS THE ADNIMISTRATION INTENDS Tu LEAVE OUR

LUCAL TOWN ANU CITIES FLAT, WITHOUT AHY VEHICLE FUR'REV[TAL!Z!HG UUR

URBAN AREAS AND PRUMUTING JUB CREATION. 1 BELIEVE THIS IS POUR PULICY - —
AND PUUR PLANNING, FOR A NUNBER OF REASONS.

SHALL- BUSINESSES RIGHT NOW ARE IN A FIGHT FUR THEIR LIVES. AS
CHAIRMAN UF THE. COMMITTEE UM SMALL BUSINESS, 1 CAN TELL YUU THAT SrALL
FIRHS ARE GOING UMDER EVERY DAY. BANKRUPTCIES THIS YEAR ARE UP FROM
- LAST YEAR BY 41 PERCENT, AND OVERALL, BUSIHESS FAILURES ARE AT THEIR
HIGHEST RATE IN 40 YEARSI

EVEN 1N GOOD TINES, IT IS STANDARD FOR SHALL BUSINESSES TO BE
CHARGED WIGHER INTEREST RATES THAM LARGE FIRMS. THESE ARE NOT GOOD
"TIMES, AND THE STATISTICS TELL THE STORY: WHILE BIG BUSINESS IS
BUKROWING AT 18 AND 19 PERCENT INTEREST, SMALL FIRHS ARE PAYING 20 T0
21 PERCENT! AT THESE RATES, SMALL BUSINESSES SIHPLY CANNOT AFFORD TO °
BORKOW [N THE CUMINERCIAL MARKET.

IN THE PAST, SNALL BUSINESSES IN NEED OF AFFORDABLE, LOW-CUST
CAPITAL HAVE BEEN ABLE TO TURN TU THE 1DB PROGRAM. CONTRARY TO THE
PUBLICIZED REPURTS OM THE USE 6F TAX EXEMPT FINANCING, THE PRIMARY
BENEFACTORS OF THE SMALL 1SSUE EXEMPTION HAVE BEEN SMALL BUSINESSES.
BY DEFINITION, THE $1 HILLION DOLLAR LIMITATION IMPOSED BY CONGRESS IN
1968 HAS EFFECTIVELY LIHITED THE SIZE UF BUSINESSES WRICH HAVE USED
THE BONDS. ACCURDING TO A RECENT REPORT UF THE CONGRESSIUNAL BUDGET
OFFICE ON THE SMALL ISSUE PRUGRAI1, OVER 90 PERCENT OF_IDB's GO TO
CLUSELY HELD, SHALL BUSINESSES.
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THE FACT 1S, HR. CHAIRHAN, THAT THE SMALL 1SSUE, 168 PRUGRAN -
HAS BEEW A SHALL BUSINESS PRUGRAH, AS WELL AS AN INPORTANT TOOL FUR
LUCAL ECUNUMIC DEVELOPNENT. o

IN HY HOHE STATE OF CONNECTICUT, IDB’s HAVE HELPED WURE THAN
900 COMPANIES AND CREATED OR RETAINED HMORE THAN 100,000 JOBS-SINCE
1973. LET ME GIVE YOU A FEW EXAMPLES:

LAST SPRING WHEN CONVENTIONAL RATES WERE AROUND 16 PERCEHT,

. THE CONNECTICUT DEVELOPHEMT AUTHORITY WAS ABLE TO HAKE A LOAH TO NEW
ENGLAND MACHINERY, INC., FOR $702,000 FOR 25 YEARS AT 11 PERCENT. NEW
ENGLAND HACHINERY, A YOUNG, GROWING FIRM WITH 35 EWMPLUYEES, ‘
RAKUFACTURES CUSTOH PACKAGING NACHINERY. THEY WERE ABLE T0 HOVE FROM
A 10,000 SQ. FT. CRAMPED FACILITY TO A VACANT 47,000 SQ. FT.. FORHER

“BUTTLING PLANT. THE MOVE HAS HELPED THE COMPANY DOUBLE 1TS SALES,
SOHKE OF WHICH GO OVEBSEAS, AND HAS PROVIDED 25 ADDITIUNAL JOBS.

LIKEWISE, UNDER THE SELF-SUSTAINING PROGRAM, CONNECTICUT HAS
PROVIDED ADDITIONAL JOBS BY A[DING MEDIUM SIZED COMPANIES. ENSON
RESEARCH, [NC., IN BRIDGEPURT, CONNECTICUT [S A GOOD EXAMPLE.

IN JUNE, 1980, THIS CLOSELY HELD MANUFACTURER OF AEROSOL
VALVES AND RELATED MANUFACTURING EQUIPHENT ACQUIRED A 70,000 SQ. FT.
MANUFACTURING FACILITY IN A CITY-UWNED INDUSTRIAL PARK. THIS PARK WAS
CREATED WHEN GENERAL ELECTRIC DUMATED THEIR FORHER MANUFACTURING
BUILDINGS TO THE CITY OF BRIDGEPORT. THE BORROWING. RATE AT CLOSING
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MAS /:1/2 PERCENT AT A TINE WHEW CONVENTIONAL RATES WUULD HAVL KEL
CLUSER T0 11 PERCEWI.

BECAUSE UF THE SUCCESS UF THE UPERATION, Iu OCTUBEK, 1981, AN
AUDITIONAL $2 NILLION OF FINANCING-ENARLED THE COMPANY TO JNSTALL
ADDITJGNAL PRUDUCTIUN EQUIPHENT AT THE SITE AND TO RENUVATE ITS FURIER
BRIDGEPORT LOCATION, WHICH IT HAD EARLIER PLAHNED TO ABANDOW. THESE
THO PROJECTS HAVE RETAINED 450 JOBS IN THE CITY OF BRIDGEPORT. THE
BORRUXIHG RATE FUR THE SECOMD LOAN WAS 65 PERCENT UF PRIME.

SUME WOULD ARGUE THAT THE TREASURY PRUPUSAL HWILL INCREASE TAX
REVENUES. !P HY 1IND, THEY COULD HOT BE HORE WRONG. ELININATIOR OF
THE 1DB PROGRAM WILL SURELY CAUSE LOCAL-ECONOMIC DEVELUPNENT TO FALL
(FF HORE SHARPLY, REDUCING OVERALL ECONOMIC ACTIVITY, AND ELININATING

SUBRCES UF NEEﬁED NEW JOBS.

HR. CHAIRNAN, HE DO HOT MNEED Tt CHANGE THE LAW OR ENCUIBER THE
SHALL ISSUE EXEMPTION PROGRAN, AS THE TREASURY DEPARTNEMT PROPOSES.
INSTEAD, THE CONGRESS HUST ACT TO GET THIS VITAL ECUNUMIC DEVELOPNENT
PRUGRAN INTU HIGH GEAR. TU DO THAT, FIRST, WE SHUULD QUICKLY DISHISS
_THESE PRUPOSALS WHICH CURRENTLY ARE HOVERING LIKE A CLOUD UF
UNCERTAINTY UVER THE PRUGRAH: AND SECUNDLY, WE SHOULD HOVE QUICKLY Tu_
UVERRULE IRS's CUUNTER PKODUCTIVE KULING 81-216 WHICH HAS KILLED THE
UMBRELLA BUMD PRUGRAN 11 CONNECTICUT AND OTHER STATES.

MY COLLEAGUES AMD [ PLANI TO INTRODUCE LEGISLATION IN THE CCMING
WEEKS TO REVOKE THIS DISASTEROUS IRS RULING AUD RESTORE THE !.IVB}E.U\ BOD

PROGRAM TO THE STATES. ™~
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OUR TUWNS, OUR CITIES, UUK SHALL BUSIMESSES, MEED RELIEF WUM!

IF*PLANS FUR AH ECUNUHIC‘RECUVER; ARE EVER 10 SUCCEED, WE WILL ALL
HAVE 10 PLAY A PART. THE SHALL ISSUE IDB PRUGRAIN 1S THE EEST TOUL tiUR-

SHALL BUSTIESSES AND LOCAL CUMAUNITIES HAVE FUR CONTRIBUTING: TU THAY
ECGHUMIC RECUVERY.

_ I URGE THE NEMBERS OF THIS COHMITTEE TO RESTORE THAY
PRUDUCTIVE TUUL BY REJECTING THIS ILL-CONSIDERED AND CUUNTEK-
PROLUCTIVE TREASURY PRUPOSAL. '

THANK YuU.

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 Byrp. May I ask you a question?

- The CHAIRMAN. Yes. Excuse me, Senator Byrd.

Senator Byrp. 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 WEeICKER. That’s correct.

Senator BYrp. But on page 4, you say:

Because of the success 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 Byrp. 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 BYRrD. 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 ByRrp. So it’s not limited to $1 million?

Senator WEICKER. That’s correct. That is correct.

Senator BYRp. It’s limited to $10 million. In other words, $10 mil-
lion could be-given to one companz?

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 Byrp. Thank you.. -

Senator WEICKER. All right.

The CHAIRMAN. One company alone can use $10 million, so long
as all capital exﬁenditures of the company in thé 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 $562 million. Now they are not small business. And I .
don’t think we have to keep programs in effect to help people who

——can.find 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 pregent 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. , ~
'BS?inator WEeICKER. Thank you very much. Thank you, Senator

yrd. | ..

The CHAIRMAN. Senator Tsongas.

STATEMENT OF HON. PAUL E. TSONGAS, U.S. SENATOR FROM
e 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 suigest 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 abuses are all we should be concerned

-
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with. I just suggest the program has been too generous. I don’t
uarrel with anybody who takes advantage of an existing program.
ey 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. , B

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 commerciall{ 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-
aldsand the K-Marts, and so forth te 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.

. Thg 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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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, th!‘l_ a deepening recession -
brought on b'z the highest real interest rates in history, the Administration
has proposed restrictions which I believe would cripple this important
program. I hope that the Committee will give the wé program the thorough

consideration that it deserves before taking any action.

The Massachusgt§§ Program

In Massachusetts, three-fourths of 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-term 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 19% of the Massachusetts IDB program is commercial, as opposgd to as
high as 60% in states with no commercial targeting. This innovative approach

has resulted in $140 mi1lion in new, private investment in 92 commercial
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revitalization projects in the downtowns of our‘older communities. 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 I0B program.

One abuse has stood out. That is the use of 1DBs 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. Bas;cally, if we want to stop ?he K-Mart and
McDonald's syndrome, we should do it. But we should not enact restrictions
that choke off the only effectivemeans of cutting interest rates on highly

productive investments.

It is essential, when looking at I1DBs, to separate rhetoric from fact.

The rhetoric is that IDBs aid large national corporations. In fact,

a CBO study found that IDBs have been used overwhelmingly by smaller businesses.
Ninety percent of all 1DBs issued in recent years went to closely held,

uniisted firms which were dependent on local finéncing. Only 7% went to

Fortune 1000 companies, and only one-half of these issues exceeded $1 million.



58

The rhetoric is that IDBs result in massive revenue loss to the

federal government. In fact, CBO projects that total elimination of IDBs
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 Turg. a leading supply side
economist, who is now Undersecretary for Tax Policy. In 1980, Or. 'Tur{
wrote the following:

"108s 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 ?ayron -- 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 fn 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
Vimit effectively keeps most large corporations from making much.use of

small issues.”

N
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New Investments and New Jobs

In Massachusetts, we have seen the lower interest rates from IDBs
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 miilion in new manufacturing investment

produces a net reduction in unemployment of over 4,800 jobs and an increase

. A

in personal income of $139 million -- in _the first year alone. In addition,
this invesfment 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? IDB recipients in Massachusetts
were surveyed last summer. Eighty-five percent responded that they would
have reduced or cancelled plant expansions without the interest rate
redugtfons from IDBs. 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.

——



60 -

First, the Administration proposes to make business choose between
1DBs an&'accelerated cost recovery. Most IDB users are small businesses
without access to affordable capital for long-term expansion. IDBs provide
reduced 1nteres§\rate financing to these firms -- offsetting their disadvantag;s
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.

Sécond, the Administration proposes a strict capital expenditure test
for all small issue IDBs. In particular, I believe that limiting total 10B
and non-IDB investments for companies to $20 million over six years will
have a severé‘negative impact on the high technology fndustry. 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 1 indicated earlier, Massachusetts has limited commercial IDBs to downtown

areas. I urge the Conmittee 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

comunities in Massachusetts and throughout the nation. Now the Administration
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has proposed to use io8s in connectiop with enterprise zones -- a concept
that may hold 1imited promise down the road. But I believe that targeting
of this type for the 108 program right now could be very helpful.

In conclusion, I can't help but recall the pressurized atmosphere in
which Congress put rest?fctions on IDBs in late 1980. Today, the housing
industry 1s flat on its back and the Administration is talking about .
returning.to mortgage revenue bonds. The tesson for hasty action on
10Bs shquld 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 tnvestments, job
creation and urban area revitalization -- would damage our economy now’and

in years to come.

The CHAIRMAN. Senator Byrd.

Senator Byrp. 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 dn appropriate use for IDB’s. We need to work with you
and your staff and other Members who have appeared this morn-
in%. ere 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 one that ought to be trimmed back. Maybe that would be
‘unfortunate but when we are taking abqut $4 away from poor fam-.
* ilies—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. [Laug texr'ﬂ , ' R \

B téT}le CHAIRMAN. Well, we will try to weather the storm. [Laugh-
r.

Senator TsoNGgas. Thank you, Mr. Chairman. -

Tl;l’e.CHA!RMAN. Senator Byrd, do you want to make a statement

- now? , - ‘

~ Senator Byrp. 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 supg‘(})‘rt the

. chairman’s view on that. I think Senator Dole is correct. That we

95-227 0 = 82 = §
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must either modify or repeal and I am inclined to repeal the leas-

~ ing provision. ‘ .

y suggestion to the chairman would be if he were willing to
have a meeting of the committee at the earliest possible date or

~ ma¥be 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. N
I think this committee has a great responsibility. We apﬁzr-loved

that provision. We did it with very little debate; very little knowl-

edge of exactly what the ramifications would be. And 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 CHAIRMAN. 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 th? Joint gggnlnittee have 44 differen}t'l options on how. to
‘modify leasing. And I assume everytime another company pops up,
it adds to 'tha% number. There are now 44 options, but I think the
are all options to sharply modify leasing as of Februa? 19. 1t
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. And it seems

to me that it might be a way to save a billion or two. o
T think it is a good.suggestion, and I will try to do that as quickly

as we can. o L : . |

Senator Byrp. Thank you. o , , )

. The CHAIRMAN. We are privileged to have Dr. Rivlin this morn-
ing. Alice is the Director of the Congressional Budget Office. Do
ﬁou 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, DIRECTOR, CONGRESSIONAL
o ' - BUDGET OFFICE o -

\ Dr. RivuiN. Thank tyou, 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 ﬁgrt 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 gurposes. 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 advantafeous 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 hosgitalr 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 means
of providing subsidies if any are necessa?r. 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 under yinf pol-
lution problem, such 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 usin th IRB’s
and ACRS. 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 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
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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 schools, 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 financing _for 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-exeampt bdbonds for private purposes,_ .

and; .
o The 1likely effect of the Administration's proposals to curb the
growth of reveaue bond financing.

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

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

purpo;eé other than schools, roads, sewers, and other public projects has

““grown sharply. Private-purpose financing now aécounts for about half of all
newly fssued, tax-exempt long-term bonds.

Industrial revenue bonds (IRBs) are.the primary mechanism for providing
tax-exempt financing forkgfivate investment in plant and equipment. Since
state and local governments issue these bonds, their interest income {is
exeapt from federal taxation, making it possible for businesses to benefit
from below-market {nterest rates. With IRBs, a governmeat 1ssuer transfers

k_lts tax-eig;pt status to a private borrower, and the federal goverament

gives up revenues to subsidize the borrowing costs of privite industry.
‘Generally, the only b;;king for the bonds is the credit of the borrowing
firm or the revenue from the facility financed. 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 1is unaffected. Consequently,
the normal wotivation to limit the number of bond {ssues is lacking.

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

to i{ssue size.- These i{nclude pollution control equipment, airport and port
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facilities, lports‘f;gilitiea. convention or trade show facilities, and land
for industrial parks. IRBs may also be used to finanée plant and equipment
for other- unspecified private business purposes, but these issues @ay not
exceed $10 wmillion. ﬁoreovet, if the 1issue exceeds $1 wmillion, tota{'
capital expenditures on all of the borrowing firm's facilities yithin the
same county or city may not exceed $10 million fgr-the three years before
and the thtge years after the {ssuance of the bond. These so-called "small
issues,” which are used to finance a wide variety of facilitiea - from
manufacturing plants, to doctors' offices, to country clubs, account for the
large;t share of all tax-exempt bonds floated for private purposes. 'The
other major uses of tax-exempt bonds are for pollution c;ntro} and solid
;Histe disposal equipment, private hospitals, and port and airport facili-
ties. (So Ear, the use of the bounds for industrial parks, sports facilt-
ties, and convention centers has been limited.) I will briefly outline for
you the 3r§wth in the use of tax—exempt financing {n each of these areas,
starting with small issues, vhich were the subject of a Cougressional Budget
Office (CBO) report published in 1981,

Small lssues -

As of 1970, most states used small 1ssue IRBs only for manufdcturiag
and closely related facilities:> By the mid-1970s, however, state and local
officials, bdrokers, banket;, and businessmen realized that federal law made )
virtually any enterprigse eligible for small issue IRB financing. One state

legislature after another began to.pass laws relaxing or entirely removiag

the‘reatrict}ons that earlier had confined the use of the bonds. Today, 48



states use small {ssues, and more than half of these statés put no
restrictions on the use of the proceeds.

Small issues are particularly advanAtageous to large, geographically
dispersed corporations, since the dollar limit on issue size applies not to
.the firm, but to facilities within an anorporafed county or munfcipality.
Large retail chains are probal;ly in the best position to use IRBs because
single stores usually can be financed well within the $10 million capital
expenditure limit. Based on listings in Moody's Bond Record, t_he largest
single user of small—tissue IRBs in the past five years was K-Mart, which

financed some 100 stores with $240 aillion_in tax-exempt bonds. Other large

users during the same perfod were Hqspltal Corporation of America ($70

‘nnliou), Rroger ($55 million), Weyerhauser Corporation ($52 million), and

)
|

P

HcDonald’s Hamburgers ($43 million).
Between 1975 and 1980, small issue sales increased from $1.3 buuon to
$8.4 billion. Prelhinary i{indications are that in 1981 small issue sdles

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

‘owf all nevw long-term tax-exempt bond ;ssues. Most small issues are private

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

gtate or local level.A Consequently, the volume of issues 1is 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 1local agencies. Most states had good records, but some had

incomplete information or none at all.)
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" Pollution Control Bonds

Sales of tax-exempt pollution control bonds registered a hefty 56
percent iancrease in 1981, when they reached $3.9 b111163, up from $2.5
billfon in 1980, and acégﬁnted for approximately 7 percent of all new long~
term tax—-exempt boand issues. Pollution control bonds finance approximately
40 percent of all private investment in pollution control equipment. The
exemption forvpollution control equig&ent antedated the passage of federal
enviroanmental éénttol laws, and may initiall} have servea as an incentive to
induce firms to undertake ;ollution abatement neaaure; voluntarily. Today,
the avaiiabi}ity‘of tax-exempt bonds~-or any other subsidy for pollution

. control~-can have only limited influence on a company's decision to invest
in pollutioﬁ control equipnent- 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 reénova-
ting an older plant or transferring some operations to a newer one else~
where. : -

Private Hospital Bonds

~—

The_volune of tax-exempt bonds used to finagce héspital conetfuction
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-tera

- tax-exempt financing last year. Tax—exempt bonds finance about half of all
new hospitalr congtruction, and approximately three-fourths of all bonds
issued are for privately owned facilities. The use of tax-exempt bonds to

finance hospigal and medical equipment has grown especially rapidly in the
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last few years. For hosﬁital equipment, the trend {s toward short-term tax~
exempt financing. The necéssity of providing subsidies for new ;oépital
construction has come into question because at preseat the United States has
a surplis of hospital beds. Consequently, direct federal subsidies for
hospital coanstruction have been cut ba;k sharply in recent years. Des;ite a
national surplus, some areas might lack adquate hospital facilities, naking

sélective 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 Hest-coasts are gevelopiﬁg plans to expand their coal exporting
capacity. Indications are that over the next five years several hilljon
dollarg worth of IRBs will be issued to finance port dredging and terminal
construction. Although these types of vrojects usually attract much atten-
tion, smaller port‘and airport projects are often unreported. Consequently,
the precise volume of fssues for port and airport facilities is unknown, and
an agency-by-agency survey of port and airport authorities would be neces-
sary to deter;lne it.

ADMINISTRATION PROPOSALS

The Administration has recently submitted proposals to curd the use of

tax-exempt bonds. These proposals raise a number of issues: First, are



" subsidies for private-purpose financing n;cesgary, particularly in light of
the 3enerou§‘busineas tax gptﬁ_enacted under the Ecoﬁomic Recovery Tax Act
of 19817 Second, can the muiiicipal bond market continue to absorb large
increases in private-purpose financing? Third, are tax-exempt bonds the

wost 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 taz-exempt bonds issued
after 1982 be depreciated using the straight;line method over an extended
recovery period, which {s 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 goveraments and that, ;fter
1985, ;;ceive a:financial contribution or commitment from th:\local govera-
ment. Swmall 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 f6r>pr1vate purposes, although much will depead
on interest rate levels and on the ratio of tax¢exem§t to taxable yields.
Under current market conditions, firms in the 46 p;rcent tax bracket, which
account for most IRB users, would be virtually 1nd1§fetent between acceler-

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

high and the ratio of taxable to tax-exeapt yields were to decline, IRBs
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would be more attractive. In any event, unless the Congress has a special
rﬁison for providing tﬁdustty with subsidies so deep that they result in a
negati;e tax rate, the idea of trading accelerated depreciation for
tax-exenmpt financing- would appesr to be equitable. At curreant interest
rates, the combination of IRB financfag and accelerated depreciation for a
typic;i equipment purchase would result in greater tax savings than would
‘occur 1f the investment was immediately recovered in full (or “"expensed”).
This could cause distortions in capital resource allocation. Regardless of
whether firms choose ACRS or IRBs, cost savings would result, ranging from
about $300 million in fiscal year 1984 to $3 billion in fiscal year 1987,
The Administration's proposals woﬁld 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 {mpossible for Fortune-listed firms to use small issues. Firas with
annual sales of less than about $125 million would be much less affected by
the limit. CBO estimates that this provision alone would cut back small
fssue IRB use by between 15 and 20 percent. The net effect of the Adminis-
tration's proposals would be to target the use of IRBs generally--and small

{ssues, in particular--to smaller firms.

The Effect on the Municipal Bond Market

At present, municipal bond interest rates and the ratio of tax—exempt
to taxable ylelds are at record“highs. Histori{cally, the ratio has been
0.7, It is now between 0.85 and 0.9. 1In other words, tax-exempt rates,

which tended to be approximately 30 percent lower thaa conventional rates,
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are n;w only betﬁe;n 10 and 15 percent lower. As a result, the sgginss
normglly associated: vith tax-exempt financing are eroding, making the
financing of pubiic projects relatively more expensive. The growth in
. priv#te-purpose f;nanctng is partially, but not entirely, responsible for
these developments.- In the past year, banks and casualcr~1ns;r?n€; com~
panies have either uad lower profits or tound other means of shielding
income from taxation, with the result that they have substantially cut back
on their purchases of tax-exempt 8on§s. At the same time, the cut in the
maximum tax ftoQ 70 to 50 percent and the expansion of otherv}ax~favored
investment options in the 1981 Tax Act have lessened individual demand for
taf;exenpt 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 :ax-exeipt 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—exeﬁpt bond
financing, between a quarter and a third of the sussidy goes to bondhold;;a,
underwriters, and bond counsel. Tax-exempt bonds often result ian other
inefficiencies. 1In the case of pollution control bonds, for example, tax~
eienpt financing is ;vallable only for “end-of-pipe” capital expenditures,
which discourages seléZtion of other, possibly more effective, gsolutions, 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 ‘xesources. In the case of hospitalq?ltargeciﬂs direct
- subsidies to areas that may have shortages of adequate facilities may be a
much 'less costly and»uofe efficient means of providing asasistance than the
‘continued universal availability of tax-exedpt financing.

Other Approaches -

An alternative that the Congres; may wish to consider would be to
target the use of tax—exempt €inancing to‘heedy or distresged areas. The
major problem with such an approach 1s the difficulty of arriving at
definitions of distress that represent ; congensus Jithout including Qost of -
the country.

The Cohgtess 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 thg Senate, would institute a reporting
requirement for small issues. The bill 1s now awaiting conference.
CONCLUSION . -

Tax-exeapt financing for private purposes has been an issue for several
years. Current law--which essentially goes back to 1963--warrants reexam
i{nation to determine whether the subsidies the federal goverament {s
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 Treasﬁry has tried to address these i{ssues
in its proposals. Other proposals may be equally valid. cifarly, howevar,

the prodblem needs to be addressed.
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*“The CHAIRMAN, Senator Byrd. \ :

Senator Byrp. Dr. Rivlin, In the earlier part of your statement—I
" didn’t want to interrupt you at the time—it was not clear. You
" mentioned that one-fifth of the tax-exempt industrial development
bonds were uséd for a certain purpose. I didn’t get that.
~ Dr. RivLiN. Those are the small issues. :
" Senator BYrD. Beg your pardon.
"~ Dr. RiviN. The small issues account for about one-fifth. The
- others are for pollution control, hospitals and other purposes,
~ Senator Byrp. Thank you. That clarifies that point. Is it your
- feeling that Con(gli'ress should tighten up considerably on the use of
- these industrial development bonds? o L :
Dr. RivLiN. We think grave questions are raised by the actual

"~ uses of them, and that-Congress should certainly reconsider wheth-

~ o the purposes for which you intended this provision are really
being served. ' - ‘
" Senator Byrp. Would you change the limitations? The dollar
limitations? - S , ‘
"Dr. RivuiN. 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
cczpntry, this would seem to me certainly to merit serious consider-
ation. . . o
‘Senator Byrp. 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-
. gion 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. S
. The CHAIRMAN. Senator Bradley. :
Senator BrRADLEY. 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 exces-
-sively high. Do you feel that the IDB advantage actually produces
so\xtg:?bmlding that would not be there in a time of high interest
ra - N - . -2 A -
Dr. Rivuin. I think it’s a difficult question. Obviously, interest

pvs

rates are high for everybody at the moment. They are high for
~ State and local governments wanting to finance projects for munie-
‘ipal purposes too. The elimination of IDB’s or-the restriction of
‘IDB’s would certainly make interest rates higher for the private
'lﬁgrrower who is tdking advantage of them, and: lower for the public
rrower. . R : L

" “Senator BrapLev. Well, do you think that the municipal bond

raarket can assume larger financing for such private purpose issues:
as IDB’s? .- : : S B
.~ exempt market—now roughly half."And it certainly conttibuted to

raising municipal bond rates. patdean A 06 tbatet el

, o h 3 ° L
. 'Dr: Rivuin. I think it’s doubtful. It's a very large part of the tax-.
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Senator BRADLEY. So Iyour thought is that half of the tax-exempt
financings now goes to IDB'’s. , .

Dr. RivLIN. 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. RivLIN~-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-
ny, do you think that there is less or more reason for IDB's this
year than last? - |

Dr. RivuiN, Oh, clearl%', less. To the extent that IDB’s were a way
of encouraging general business investment, you have al'ready 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. , L _

Senator BRADLEY. Does it make any sense to-you to set a certain
targeting 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-

‘i‘n%;:‘o'ncept appeal to you at all? o -

. RIvLIN. Yes. If the intent of the Congress is to encourage in-
vestment in ?rarticular 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 that
milght be targeted? :

r. RivLIN. Targeting is always difficult, as you know.

Senator BRADLEY. That’s why I wanted to get the CBO’s opinion.

Dr. RivuIN. 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
eag to do, however. . , .

nator 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. RivLiN. 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. Rivuin. I think that'’s a question for the Congress and not for
- me. What do you want to accomilli:h with this provision? If your

prima .pur%)se is to get some kind of investment into targeted
areas, then the target should dominate. If the primary purpose is
to 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. C

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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1 ' )
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
Dow Chemical or Burlington Industries or Colt Industries or Cor-
ning Glass Works or General Mills or General Motors. Those aren't

| exactlﬁ mom and pop operations. : o

Dr. RivLIN. No; they are not.” :

. The CHAIRMAN. A lot 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 now, the excess beds. The
cost of medicare’is about to go through the ceilin'f. It's up to $56

~ billion 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 $334 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 18 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

_Dr. RivLIN. We are available to help further if necessary.

The CHAIRMAN. Senator Byrd.

Senator Byrp. Let me ask one question if I may. You mentioned
the record high interest rates which communities now must pay for
municipal bonds. -

Dr. RivLIN. Yes.

Senator ByrRp. 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? .

I{x}; lthqu. 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 deﬁends a lot on the credit rating of the
city. In some cases, cities have been paying long-term, tax-exempt

-rates in the neighborhood of 9 to 10 percent; others have been
paying more. - g
 Senator Byrp. What? ~ : A
"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 Byrp. Would that be what you might call an average?

‘Mrs. RicHARDSON. Let me get you an upgated figure for the
record. I haven’t checked the most recent bond buyer index, which
would give you the average. ' , '
. Senator Byrp. Very good if you would. And could you have that -
information telephoned to mir office? | :
~ Mrs. RicHARDSON. Sure. I'll do that this afternoon. - |

-/
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'Sénator Byrp. Thank you. \

[The information follows:] '
, _ U.S. CONGRESS,

Coﬁcaassxom.x. BupGET OFFICE,
Washington, D.C., March 17, 1982.

‘Hon. HARRY F. Byrp, Jr., : .
Committee on Finance, .
U.S. Senate, Washington, D.C.

DeAR SENATOR; In response to your questions on tax-exempt interest rates at the

- Senaté Finance Committee hearings this morning, I would like to pass along the
following information. o

* . 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 obliga-
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 1976 to 1977,
increased slightly in 1978, remained fairlg stable in 1979, and have since been rising.
sharply. (The table shows the highest and lowest average interest rates recorded for
each year since 1975. The percentage difference between the m and low yields is

an indication of the volatility of municipal bond rates, which has been greater
since 1980.)- - . .
" MUNICIPAL BOND RATES, 1975-81
(i pescents)
| Yer ' Hghyed  lowyied  Peceatiss
BO75...orreveressseeresssersunsnseresssssssrss e sesesstsesssatas R RRRARERR RS RER SRR mRR R 1.67 6.27 23
. 1976 1.13 5.83 23
19 5.93 §45 838
1978 6.67 5.58 195
1979 138 6.08 214
1980 10.56 1.11 485
1981 . 13.30 9.49 40.1

As of March 11, 1982, the index for genei?al obligation bonds was 12.71 percent.
The Bond Buyer index for tax-exemg; revenue bonds was 13.59 percent. Revenue

bond inter%t—-m&e& are generally her because general obligation bonds are
-backed by the full faith and credit of tlﬁe issuing locality; revenue bonds are backed
?gxt‘}}e sgvepue_s from the facility or project being financed, rather than by general
unds. . , . ,
- If you have any further questions, please let us know. ‘
Sincerely, - ; N ) .
; . Auce M. Rivun, Director. .
- The CHAIRMAN. Senator Grassley.
-~ Senator GRAsSSLEY. I have no questions.
* The CHAIRMAN. Thank you very much. .o
: I think there will be other witnesses, Senator Byrd, from different
~ cities that mig}'a}t; have information, too. |
- Dr. RivLIN, 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, Essex County, N.J. ’

.~ Tremind the witnesses that your entire statements will be made a 2—‘:"?:‘"

' . 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. * = - . S

¢ - Do you have an order in which you wxsh to'proceec'l‘?

R Mr. GuTHMAN. 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 here today are going to be very helpful to the committee.
And we welcome you, Pete. , - :

Mr. Suariro. Thank you, Senator.

The CraigMmAN. 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 Polic{‘ Committee. I appreciate your
giving me this opportunity on behalf of NLC to present the views
of city officials on industrial development bond and minimum tax’
prgrose.ls before the committee. B

y primary pur here today is to urge the committee to pass
legislation that will-control the issuance of tax-exempt-industrial
develogment 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-

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 roof, 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-térm, tax-exempt,
and taxable rates has been about 30 to 356 percent. In 1981, that
‘margin shrank from 10 to 15 percent. The difference is still danger-
. ou‘shl’%small. . o L
| at 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 iparticipat;ed 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 this market. That

is, if we want affordable interest rates. L

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 changes 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 ¢redit. And in doing so, we
must conclude that public needs, such as the building of roads,
bridges, sewers, water lines, 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 local government 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 eentrol 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 eontroversy. 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-
ggse of the tax-exempt bond: No taxpayer should have both the
nefits of ACRS and tax-exempt financing.

Those that benefit from ﬁollution control bonds will tell you cer-
tainly that they serve a public pu . 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
all taxpa({ers. They were originally intended to give industry incen-
tives to deal with pollution problems and to ease the cost of retro-
fittigg existing plants to meet Federal standards, but those bonds
issued now aré 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 oné 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 T
., © . OF. | | X
RICHARD'GUTHMAH, COUNCILMEMBER, ATLANTA, GEORGIA
- FOR THE :
NATIONAL LEAGUE OF CITIES
 MARCH 17, 1982 -

M. CHAIRMAN AND MEMBERS OF THE COMMITTEE, | AM RlyuAnD
GUTHMAN, COUNCILMEMBER IN ATLANTA, AND_CHAIRMAN OF THE
NATIONAL LEAGUE OF CiTiES’ FINANCE, ADMINISTRATION, AND INTER-
GOVERNMENTAL RELATIONS PoLicy COMMITTEE., | APPRECIATE YOUR
GIVING ME THIS OPPORTUNITY, ON BEMALF 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, | WILL CONFINE MY REMARKS
70 THO MATTERS: INDUSTRTAL DEVELOPMENT BOND AND MINIMUM TAX
PROPOSALS. | B

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. | REALIZE IT IS HIGHLY UNUSUAL FOR LOCAL GOVERNMENT
OFFICIALS TO BE ASKING THFE FEDERAL GOVERNMENT TO DO WHAT SOME
WOULD REGARD AS INTERFERRING WITH STATE AND LOCAL AFFAIRS,

BUT THAT INTERVENTION 1S 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 [ WILL RETURN TO IN A MOMENT.
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HWHILE 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 HNLC,
T00, 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 SEL
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 1S A PROBLEM WE CANNOT SOLVE OURSELVES, ANY CITY

OR STATE THAT ACTS .TO RESTRlCT_lDB ISSUANCE PLACES ITSELF AT

A COMPET!TIVE DISADVANTAGE WITH SURROUNDING JURISDICTIONS,
UNDERSTANDABLY, NO ONE WANTS TO BE THE FIRST TO CUT BACK.
To SAY THAT IT CAN BE HANDLED ON A STATE-BY-STATE BASIS

" WITHOUT FEDERAL LEGISLATION 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

“-
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BBNDS-_;OR INTEREST DEDUCTIONE 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.

1. INDUSTRIAL DEVELOPMENT BONDS

Tne-ConpiTion oF THE MARKET

IT WILL COME 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. TRADITIONALLY, THE
SPREAD BETWEEN LONG-TERM TAX-EXEMPT AND TAXABLE RATES HAS RUN
ABOUT 30 10 35 PERCENT, BUT IN 1981 THAT MARGIN SHRANK 70 -10
70 15 PERCENT. THE MARKET HAS RECOVERED SOMEWHAT NOW, BUT THE
SPREAD REMAINS TOO SMALL, I -
THE SIGNIFICANCE OF THAT DEVELOPMENT IS THAT, WHILE ALL
THE CREDIT MARKETS ARE PLAGUED BY. OPPRESSIVELY HIGH INTEREST
RATES, THE DEMAND FOR TAX-EXEMPT BONDS HAS FALLEN RELATIVE 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 1S 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

Il _
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, WILL_NEVER 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 wot
ONLY LESSENED THE NEED FOR TAX SHELTER, IT MADE TAX SHELTER
MORE READILY AVAILABLE; THE ACT LOWERED REGULAR TAX RATES,
' REDUCED THE TOPCAPITAL GAINS RATE, EXPANDED THE USE OF INDI-
VIDUAL ReTIREMENT AccounTs (IRA’S), 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 BUILDKNG OF ROADS, BRIDGES,
~ SEWERS, WATER LINES, AIRPORTS AND PUBLIC RUILDINGS, DESERVE A
"“PREFERENCE OVER ESSENTIALLY PRIVATE PURPOSE NEEDS. WE BELIEVE THET
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THE ADMINISTRATION'S PROPOSAL ON IUB’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 U PERCENT OF THE LONG-TERM MAR-
KET, IN 1976 10 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
‘1§susn VERY FEW BONDS, NOW ACCOUNT FOR ABOUT 19 PERCENT OF TOTAL
VOLUME. — - ' e
AS YOU KNOW, MOST BONLS ISSUED FOR BUSINESSES ARE BACKED o
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’ GOYERNMENT I1SSUERS 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 L1DS, SLOW TAX BASE GROWTH, 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 ALLOGATES CREDIT AWAY FROM TRADITIONAL PUBLIC SECTOR ‘7
- NEEDS. CONSEQUENTLY, CITIES CAN'T SELL, OR DON'T 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,
Ine ADMINISTRATION PROPOSAL o -
 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 1$-
JUSTIFTCATION 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 FORM OF ACCELERATED DEPRECIATION (1.€., ACRS) 1IN
- 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
FORKIN THE ADMINISTRATION PROPOSAL. FOR PRACTICAL REASONS,
* BOND-1SSUING 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 1S 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. DiRrecT=
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 QF 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.



89 -

NE- OPPOSE THE REQUIREMENT THAT BONDS BE 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
cOSTS, SOMETHING NLC HAS LONG SOUGHT TO REDUCE, THIS PROVISION
GOES IN THE WRONG DIRECTION, ‘ ) ,

NLC 1S ALSO TROUBLED BY THE PROVISION THAT WOULD PROHIBIT
'SMALL-1SSUE 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 , OTHER
“INVESTORS TYPICALLY FOLLOW SUIT. WE THINK THIS PROVISION WILL
TAKE AWAY WHAT WE FEEL IS THE PRIMARY JUSTIFICATION FOR SMALL-
1sSUE IDB’S - THEIR USE FOR ECONOMIC AND PHYSICAL REVITALIZA-
TION, WE WOULD ASK THAT THE PROVISION BE AMENDED TO MAKE
EXCEPTIONS FOR SUCH PROJECTS,

——
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 ALONG THIS LINE, THE CoMMITTEE' SHOULD CONSIDER EXEMPTING
TH1S 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.
~ WlE 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. [T 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 THESE PROJECTS
THAT DO SERVE A PUBLIC PURPOSE COULD BE ADVERSELY AFFECTED.
- C .
| "ME 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 ISSUE; MANY, IN FACT,
STRONGLY FEEL THAT THEIR RIGHT TO 1SSUE ID3’S 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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ONE OF THE MOST. CONTROVERS!AL ASPECTS OF THE ADMINISTRATION .

PROPOSAL WILL DOUBTLESS. BE ITS: APPLICATION 7O ALL [DB’s anbD.

. -NOT JUST.TO SMALL-ISSUES., WE SUPPORT ITS BROAD APPLICAT[ON‘BE-;

CAUSE TO US THE PRINCIPLE 1S THE SAME NO MATTER WHAT THE SIZE.

| OR PURPOSE OF TAX-EXEMPT BONDS.. No TAXPAYER SHOULD HAVE BOTH

THE BENEFITS OF ACCELRATED DEPRECIATION ENACTED LAST YEAR AND

TAX-EXEMPT FINANCING. - : .
- IN:MY _CITY OF ATLANTA, FOR EXAMPLE, WE WILL STILL BE ABLE'

TO ISSUE BONDS TO BUILD A RUNWAY AT OUR AIRPORT UNDER THE AD-

" MINISTRATION PROPOSAL. HOWEVER, IF WE ISSUE A TAX-EXEMPT BOND

'TO“BUILD A FACILITY FOR AN AIRLINE, IT IS ONLY FAIR THAT AIR-

LINE GIVE UP ANY RIGHT TO TAKE ACCELERATED DEPRECIATION ON. THAT

' PARTOF THE FACILITY FINANCED WITH TAX-EXEMPT BONDS.
1 SUSPECT THAT NOWHERE WILL THE CRIES OF PROTEST AGAINST
‘fu:s PROPOSAL BE LOUDER THAN FROM THOSE WHO BENEFIT FROM POL-~
LUTION CONTROL BONDS.“NLC SUPPORTS. THEIR INCLUSION IN THIS
PROPOSAL. IN 'FACT, WE HAVE HAD A POLICY SINCE 1976 THAT. POL-
LUT!ON CONTROL BONDS WHICH. SUPPORT PRIVATE FACILITIES OR IM- :
. PROVEMENTS THAT BEAR NO RELATIONSHIP TO TRADITIONAL MUNICIPAL
,-f’vssavxces.on FUNCTIONS SHOULD BE ABOLISHED, !
o ‘CLEANlNé UP AIR OR WATER POLLUTION FROM A CLEARLY -IDEN~
TIFIABLE”SOURCE 1S A RESPONSIBILITY THAT GOES ALONG NITH BEING
A eoop CORPORATE CITIZEN, THE COST OF THAT CLEAN-UP SHOULD aa
BORNE BY. THE USERS OF THE GOODS OR SERVICES PRODUCED AND NOT -
BY ALL TAXPAYERS, . - -

]



, HuEN POLLUTION CONTROL BONDS WERE' AUTHORIZED IN 1968,

- THEY WERE SEEN AS AN INCENTIVE FOR PRIVATE INDUSTRY TO 1npaove
THE env:nonneut, LATER THEY WERE VIEWED AS PARTIAL COMPENSATION
'FOR FEDERAL ENVIRONMENTAL MANDATES IMPOSED ON ;Nnuérnv. Ir
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-
MENT THROUGH LOSS OF TAX REVENUES OR BY STATE AND LOCAL GOVERN-

. MENTS THROUGH LOSS OF cAprAL 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 PURPOSE.,

AGAIN, 1 WOULD EMPHASIZE THAT ALL THE ADMINISTRATION
PROPOSAL WOULD REQUIRE IS 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 _
10 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,

™
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IT. THE MINIMUM TAX

- . — .

AT THIS POINT, | WANT TO TURN TO THE MATTER OF THE MINIMUM
TAX PROPOSALS. FOR THE SAME REASONS | 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 IS 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-
STRATION'S PROPOSAL TWO STEPS FURTHER BY EXTENDING THE TAX TO
INDIVIDUALS AND BY INCLUDING INTEREST EARNED ON TAX-EXEMPT BONDS
'A 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.
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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 PERCENY 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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STATEMENT OF HON. PETER SHAPIRO, COUNTY EXECUTIVE,
ESSEX COUNTY, N.J.,, ON BEHALF OF THE NATIONAL ASSOCI-
ATION OF COUNTIES

Mr. Suapriro. 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

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 ee 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.
Namelﬁ, 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 an f]: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
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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. N

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 Broject equal
to 1 percent of the face amount of the bond. Although we believe
the Treasury Degartment attempted to grant State and local gov-
ernments some flexibility in meeting this requirement, virtuall
anyone of those mentioned in the proposal would present signifi-
cant difficulties, legal and otherwise, to State and local issuers. For
example, the Treasurgoproposal 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
im constitutional debt limitations on their localities.

imilar problems exist with virtually all of the other possible
forms of financial contribution. And it is our feelinithat 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-

e to provide, and those least able to afford the 1 percent contri-

ution.

Furthermore, we feel that if the purpose of the requirement is to
insure that IRB’s meet a public purlpose, 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-

nditure 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, major 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 op 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 issuing juris-
dictions, however, such investments simply represent prudent cash



P
97

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
ChmY, LS, ST G 1 ol o e
COMMITTEE, 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).*

1 AM TESTIFYING BEFORE YOU TODAY ON BEHALF OF NACo, THE ONLY NATIONAL
ORGANIZATION THAT REPRESENTS COUNTY GOVERNMENT.

MY REMARKS THIS MORNING WILL B8E 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 INDEBTEONESS
TO PURCHASE OR CARRY TAX-EXEMPT SECURITIES IN THE CALCULATION OF A
MINIMUM TAX ON BANKING INSTITUTIONS. -

LET ME FIRSf_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 spectrun 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 SMALL-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/VﬁLUE T0O
ECONOMIC DEVELOPMENT. 1IN 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 }HE JURISDICTION IN WHICH THE BONDS ARE.

BEING ISSUED FOLLOWING A PUBLIC HEARING. WE ALSO AGREE THAT SMALL ISSUES SHOULD
BE REébRTED. IN ORDER TO DETERMINE THEIR EXACT VOLUME. TWO OTHER RESTRICTIONS
THAT WE ENDORSE HAVE NOT BEEN PROPOSED.BY THE TREASURY, NAMELY, THAT RETAIL
COMMEREIAL AND RECREATIONAL USES OF SMALL-ISSUE lNDUSfRIAL 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 SMALL-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, OELAFIELD 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 8E 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 REPRESENTATIJE 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 OIFFERENTIAL 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 PROPdSED 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.
JdﬁISDICTIONS 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 PROPGSAL 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. 1IN
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 OBL!GATION 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 THAY
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 SURISDICTION IN WHICH THE BONODS
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 RESTRE&TION 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 OURING 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 INSTARCES 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 QUTSTANDING
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 80OND 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 REVEHUE 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, HCWEVER, 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 t0SS. A 1980 STUDY 8Y NORMAN TURE,
CURRENTLY UNDERSECRETARY OF THE TREASURY FOR.TAX 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 REPRE-
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 ODEAL WITH WHAT WE PERCEIVE

TO BE THE NEGATIVE EFFECTS OF THESE BONDS ON OUR OWN JURISDICTIONS,
RATHER THAN ON THE FEDERAL GOVERNMENT,

NOW 1 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 dF 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. 17 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,



106

WRICH 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 REODUCTION IN THE PERSONAL TAX RATE; THE ACCELERATED
COST RECOVERY SYSTEM; THE ALL SAYERS 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 GOYERNMENTS ARE FINDING IT MORE
DIFFICULT THAN EVER TO FINANCE PUBLIC PURPOSE PROJECTS IN A BOND MARKET
THAT 1S CHARACTERTZED 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 MECHANISN.

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 REHARKS.' 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. Esser. 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 {ou and to the distinguished local officials on
this panel that the value of tax exemption is 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 og‘pose 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 chax'}%es 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-exeinpt 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

rems

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 finénce. 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-volum; 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, Illinois, 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 inc¢lusion in any minimum income tax a
preference item which would, directly or indirectly, affect the tax-exempt bond

market.

L 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 severaz 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 construetion
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 Aet
that affeet 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 incone.

o 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).

o Partial exen_wption 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.



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. }xpanslon of these opportunities may prove to be especially signifi-
cant in further reducing’ commercial bank demand for municipal securities.

Looking at the demarid 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:mindividuals (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 sﬁ:)wn 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 publie

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 willw 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.

I 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 o;i corporations. But,
we must comment on one of the 14 preference items recommended by the Ad-
ministration which we believe would have a significant effgct on the tax-exempt
bond market.l/ We do not oppose this prefereﬁce item *o'n 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 minirﬁum 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. Intérest 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 poliey.

Y Preference item Number 9 in the Administration proposal states, "(9) dedue-
tions for debt to buy or carry tax-exempt securities."



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, bgnk
ownership is especially crucial in t]1e shorter maturities, which is the rabidly
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 heaith 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 se\;ere adverse impacts on that market. Bank demand can
change rapidly. As /ot September 1981, commercial banks held an estimated $20
billion in short-term, tax-exempt securities (those due in less than one year) and
probal_)ly another $10 - 15 billion in bonds inaturing 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 exist'i;; holdings of tax exempts, largely replacing

maturing bonds and notes with new purchases. With the imposition of a minimum

Y We estimate that banks hold $20 billion of the approximately $25 to $30
billlon in short-term, tax-exempt debt outstanding.



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 cl;rrent 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 seecurities, to finding themselves with a large sufplus -of these securi-
ties. This change in 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 éasualty (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
invéstors 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'




current holdings of $133 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 effeet 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 wduld 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 muniecipal
holdings in tﬁeir portfolios, would be a certainty. B

Prior analysis has estimated that $1 billion in added supply increases tax-
e*empt bond rates by 3 to 5 basis points. Using those estimates, a $40 billion
surplus in bank holdings wm{ld 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.



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 thai
" same year. The Treasury Department estimateg 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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II. Industrial Revenue Bonds

_The Municip:1 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 specifie, 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.3/ 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
oceupying 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 funetional involvement in -that the facility financed is one
which it could not itself operate as its own public facility.



examined along with all other conduit IRBs in order to fully understand their
cumulative effect on the municipal bond market. o

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. e

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;bn
rates of interest and difficulties for traditional governmental borrowers that must
compete for credit with neﬁ 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 c;se.ﬁ/ 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 see- their borrowing costs going up by a

4/ Por 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.
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larger factor than would be trug elsewhere in the market as a whole because of
competition for local investment funds.5/

The Treasury estimate of $10.5 billion in sales in 1980 of small-issue IRBs
would 'iinply 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
inereased annual borrowing costs of $155 to $260 mlll!pn annually for each year
that bonds sold in a given year remain outstanding. ;I‘hus, 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.8/

It should be pointed out that these nhumbers relate only to the 1981 sales
figures for IRBs. If, in fact, the volume of IRB new issues rises as forecasted
by ghe Congressional Budgéi' 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-‘
fnentsl’ Since most small-issue IRBs are érivately 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

8/ For an analysis of the local -market impacts of increased offerings, see
Hendershott, Patrie and Da’vfg;m. "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.

8§/ nt valye of $1.9 billion and $3.1 billion, assuming an annual
- ?r.\'}faﬁ%%seratev oi" e16) pgrcent obe?- %ﬂe ig years, _is 33500 mﬁlion andu%990 million.
K 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,8/ any shift in their demand for general obligation (or tax-

. supported) bonds for governmental purposes is a disturbing sign t‘or.étate and

lo‘;al 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. Dewer?/ 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.10/

8/ See Federal Reserve Board, Flow of Funds Accounts.

9/ Dewar, Margaret E., The Usefulness of Industrial Revenue Bond Programs

- for State Economic Dévelopment: some Evidence irom Massach'useggs.
Working Paper No. 63, Joint Center for Urban Studies of the Massachusetts
Institute of Technology and Harvard University, March 1980.

10/ 1big, pp. 1-2.




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 seribus economic deprivation. If the Congress agrees
with the Administration's recommendation to prohibit the use of the accelerated
cost recovery sysfem of depreciation in combination with IRBs, we encourage
Congress to lift that restriction when the vsmall-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
Pederal restrictions in small-issue IRB area. Our Association came to the
c&ncluslon that this is an area in need -of restrictions at the Federal level of
govern;nent. Many of the state and local officials who are mémbers 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 commur;ities 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 eorborate 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 attra&t 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 reoceurrence 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
reven;;e 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 loc:l 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 rev’enue 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 inciustrial revenue bonds which are strictly conduit bonds.

Wé ‘do think, however, that the Administration's arbitrage proposal would be
too far reaching and might affect governmental projects and, th;.refore, 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
pape}-work and administrative reguiréments generated by this requirement would
be too ecumbersome. /Ihstead. 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-

N

governmental Relations or similar entity.

Conelusion
h The question before us today is: Will the tax-exempt market continue to-
be avalilable 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

BOND BUYER 20 BOND INDEX (TAX-EXEMPT),
MOODYS ALL-INDUSTRY CORPORATE BONDS (TAXABLE),

AND RATIO OF RATES:
1978 to 1982.1 -

- Moody's All- Ratio Of
Bond Buyer Industry Corporate Tax~-Exempt
20 Bond Index Bonds ..To Taxable
Year/Quarter (Tax-Exempt) (Taxable) - (%)
1978 (yr.) 6.07 % 9.07 % 66.9 %
1979 (yr.) 6.53 10.12 64.5
1980/1 - 8.56 12.80 66.9
1980/I ) 7.86 12.32 63.8
1980/11 8.79 12.30 - 71.5
1980/IV © .61 13.67 70.3
1981/1 9.97 | 14.09 70.8
1981/11 10.68 B 14.89 71.7
1981/1t 12.03 15.85 76.9
- 1981/IV 12.59 15.64 80.5
1982/1* 13.13 16.09 | 81.6

* First two months data . '

95-227 0 - 82 - 9
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The CHAIRMAN. Thank you very much,

Senator Byrd?

Senator Byrp. 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 Byrp. What was it?

Mr. GUuTHMAN. Just over 9 percent. And we, have a AA credit
ratinﬁ;. We anticipate selling some revenue bonds for our airport,
and that is probably going to be over 14 percent. :

Senator Byrp. What will be 14 percent?

Mr. GurHMAN. Some revenue bonds to be used to build a fourth
runway at our airport. -

Senator Byrp. It will be 14 percent tax exempt?

Mr. GuTHMAN. Yes, sir.

Senator Byrp. 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 Byrp. Well, Mr. Guthman, you say last fall you paid 9
percent.

Mr. GutHMAN. Over 9 percent.

Senator Byrp. Over 9 percent but you are now going to pay 14
percent. , i

Mr. GuramaAN. 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 Byrp. 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.
boS?ln‘?tor Byrp. What would be the maturity on the $100 million

nds

Mr. GuTHMAN. We are looking at a 20-year total maturity.

Senator Byrp. 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 Byrp. 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. T 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. He’s the Mayor of
the largest city in our State. He is a verfr 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 Byrp. Thank you. [Laughter.]

The CHAIRMAN. Senator Bradley. '

Senator BrRADLEY. 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
320 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 commerical 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.
< Wi\}r? Why don’t banks leave the short-term market?

r. Esser; Well, currently they are purchasing short-term bonds
because that is one of the few securities that are being offered by
sltate and local governments. They do buy some tax-exempt bonds

80.

Senator BRapLEY. 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. A

Senator BRADLEY. 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-éxempt bonds. And it

" - would subject the cost of their interest that they now pay to a

et
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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 BRADLEY. 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 aV{’l{ other criteria or would
you app. ithis to all firms everywhere? What would be a targeting
criteria that you might establish?

Mr. Suariro. Well, the administration has proposed an——  _

Senator BrapLEY. Well, cculd you give an example of how it
would work in Essex County? .

Mr. Suariro. 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. SHarIro. They are saying either you get a big incentive to
_invest anywhere or you get a small incentive to invest in an urban
p.rea./ If [»;ou have that choice, it means you are likely to not invest

in an urban area.

Senator BrabLEY. 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 toda({. Don’t private purpose still
threaten the traditional State and local bond market? Why has
NACO changed its mind? ‘ o

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 af)pro riate 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
Se?;l 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
imyfortant 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. -

e 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-

am—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. | %uess 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 pro . Is that correct? -

Mr. GurHMAN. 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 ireatest 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 v&)rohibit:-
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
fhe i:ontribution would, and that is necessary oversight at the local
evel.

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. EsskRr. 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 not 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
gill!tsubstantially abandon the municipal market. And we will be

urt.

The CHAIRMAN. Your concern is thei 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 oppos1-
_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. GuraMAN. 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 Trea;xry proposals, a new section will be added to
the current minimum tax provisions, imposing a new 15 percent alternative
tax on éorporate minimum taxable income in excess of sso,ooo.-‘-’ 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 lndebtedness 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) disalldwing deduction of expenses and interest
relating to ta’x-exempt income does not apply to commercial banks (or to

. other financial institutions having less than 15 percent of their tot'al assets -
invested in the tax-eéxempt 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 eeonomic 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,

y See: Department of the Treasury, General and Technical Explanations

of Tax Revisions and Improved Collechon and Enforcement Proposals,
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 cabacity to alter their portfolios rapidly to reflect the changing advan-
tageousness of different security holdings.'~ -

At present, the pressuré on the municipal bond market, relative to
other credit markets, is particulérly 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 conseqhence 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 i'ecent tax code changes, recessipnary
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

eoncern.
‘ A corporate minimum income tax that in;:ludes the pfo-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‘t‘o issuers requires answering three
subquestions: .

1. By how much nwill 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

. Moody's All= Ratio Of
Bond Buyer Industry Corporate Tax-Exempt
20 Bond Index Bonds - To Taxable
Year/Quarter (Tax-Exempt) : (Taxable) (%)
1878 (yr.) 607 % 9.07 % 66.9 %
1979 (yr.) 6.53 ' 10.12 64.5
1980/1 8.56 12.80 66.9
1980/11 7.86 12.32 63.8
1980/111 8.79 12.30 1.5
1980/1V 9.61 13.67 70.3
1981/1 9.97 14.09 70.8
1981/11 10.68 - | 14.88 0.1
le81/m 12.03 15.65 76.9
1981/1v 12.59 - | 15.64 L 80.5
1982/1% 13.13 " 16.09 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 Coinmercial 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 ecomposition of tax-exempt to

total assets:

. Tax-Exempt Assets _ o
(E/A* = Total Assets =1 (re/re)

where, :

average rate of total cost (interest and operating costs),
N
average rate of taxable return onassets,

r
(4

rt

(E/A)* = obtimal proportion of tax-exempt assets to total assets.

Under the proposed change in the corporaté-}ninimum tax law, it can -
be deduced that the optimum ratio of tax-exempt to total assets would be

determined by the expression: - -

- Tax-Exempt Assets _ _
(_E/ Apr = Total Assets 1-Q .

-

(t - tm) ro + tm 1}

where, Q = .
{t-tm)rg + tm rj

where, ro and ry are as before, rj 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)*¥ is 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

To ¢ - tm) re + tm rj
rt (t -tm)ry +tm

Therefore, -

1 - (e/r) $ 1-Q, and, (E/A)* > (E/A)*s,

=——-Thus, the optimal tax-exempt holdings are grea{er 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 commereial banks (E/A) for the period 1975
through 1980, with those predicted using the formula under the ‘eurrent tax
treatment, (E/A)*, and under the proposed tax treatment, (E/A)**.-z-/ 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). : o

.

Column 2 is caleulated using the t"opmula (E/A)* = 1 - (ro/ry).

Column 3 is calculated using the formula:

t-tm)rg + tm 1

AN

Fe, Tj, Py are taken from the 1981 Annual Report of the Federal Deposit
Insurance Corporation (FDIC). Also, t = .46 and tm = .15.
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1976
1977
1978
1979
1980

Avg.

Note:
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TABLE 2
Actual and Estimated Holdings of
Tax-Exempt Securities as Percentages of
Total Bank Financial Assets

‘

Column 1 Column 2 - Column 3
€/8) - . (E/A)* (E/A)**
Actual Tax-Exempt Predicted T.E. Holdings Predicted T.E. Holdings
Securities As % Of Under Present Tax Under Minimum Tax
Total Assets Treatment as % of Proposal (15% note)
. Total Assets As % Of Assets
12.46 % 13.47 % 9.64 %
11.90 12.26 8.93
11.65 ) 12.88 9.40
11.17 13.23 9.73
10.80 11.91 8.62
10.76 10.21 7.27 -
11.46 % 1232 % 8.93 %

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:

.46 .7 x _  x= 8319 -
1232 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.
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Column 3 gives the predicted‘p;rcentage of assets in tax exempts, had
the proposed minimum tax on allocated interest deductions (at .a 15 percent
rate) been in effect. 1It, too, tracks nicely the figures in the previous two
columns, but at a uniformly lower level. On average, as indicated in Table
2, it \;l:mld 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 fn the optimal
level of bank holdings, were the banks' respective average rates of overall
costs (rq), borrowing costs (rj), and taxable investment earnings (r¢) to have
been in effect. -

i To calculate the dollar magnitude of the 27.5 percent decline in tax-
exempt I‘\oldings, 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.3/ Such a

reduction - approximately $43 billion — in bank holdings would be of enormous

consequence. That amount represents almost the equivalent of one year's

Alternative interpretations of adjustment from the eurrent level of
desired tax-exempt holdmgs are possible. For example, it is estimated -

" 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.



140

entire new offerings of long-term debt and approximates almost twice the

size of recent net increases in tax-exempt debt outstanding.

-

Impact of Reducéd Bank Demand on Tax-Exempt Interest Rates

The second issue to be resoiyed 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 mérket in Igeneral. A useful starting
point is to consider the "surplus" of $43 billion in bank-hel&. tax-exempt debt
as an in.crement in supply to be absorbed elsewhere in the market. Prior
research has vestimatéd that each biniqn in new supply of tax-exempt debt
* (holding. other factors constant) increases-tax-exempt rates by 3 to 5 basis
points.y Thus, $43 billion in "unwanted" municipals might be expected to
Increase tax-exempt rates on the order of 120 to 200 basis polnts (using 20-
year bond yields as the index), with 160 basis points providing a mid,—poiht
estimate. The final obéerved effect woulc; 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 rates‘,/séveral statistical estimates were used to

derive direct evidence. The general approach is to explain the level of tax-

4/ For a review of recent studies regarding the interest rdate 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
1L
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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 hefd credit market instru-
ments in the economy.-‘y Specifically, we can test if there is any
statistical relationship between the ratio of tax-exempt to taxable rates,
shares of tax-exempt securlties 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 1 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/FAbe)', 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 noi attributable to the portfolio varliables also found in the equation.

Equation 2 is a similar formulation, but one which seeks to explalh'
further changes in the ratio of rates by taking into account the changing AL
portfolio composition of the two other rpajor investors in tax_exempts, property

and casualty insurance companies, and households (MSpe/FApe) and (MChh/CMhh),

y -

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 above.

95-227 0 - 82 - 10
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Equation 1
' | TABLE 3 _
Dependent Variable: (RE/RT)'_ B
Independent Variables - Coefficient ' Standard Error
" Constant B .0051 -
(MS/CMI)’ B .0362 0516
(MSeb/FAcb)! * - .0333 .0167
R? = 1920
standard error = .0395
period = 1960 to 1981 (annual)
(/) = change in ratio in percentage points -
- Equation 2
Dependent Variable: (RE/RT)' _
Independént Variables Coefficient ) Standard Error
Constant 0137 .-
(MS/CwMmI) .0284 .0556
(MShh/CMhh)" 0092 . .0108
{(MScb/FAcb) - .0343 : 0170
(MSpe/FApe) - .0100 -.0036
R? = .5568 ' B - -
standard error = .0309

period = 1960 to 1981

(/) = change in ratio in percentage points
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i Equation 3
TABLE 3 (Continued)

Dependent Variable: (RE/RT)
lndepéndent Variable ™ Coefficient Standard Error
Constant 4562 -
(MS/CMI)! .0500 .0430
(MShh/CMhh)* .0136 .0083
(MSeb/FAcb) - .0215 .0135-
(MSpe/FApe)', - 0077 .0029
(RE/RT), - 3727 .0430
R = L6706

0237 .

standard error

period = 1960 - 1981

(/' = 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 changeé in bahk holdings as found in

Equation 1.

The results indicate that a one percentage point rchange .in the pereen--—-
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 tatio 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 .73.

Equation 3 provides a slightly different formulation, whereéby 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 (his lag formulation, it can be assumed that there
is a period of “adjustment" in the ratio to new levels as portfolios undergo
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 ratid, other things being con-

stant.—s-/ B

The above statistical results can be coupled to the previous estimates «
of changes in bank holdings to estimate the impact of bank withdrawl from

the tax-exempt market on tax-exempt interest rates. As a result of the

8/  _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@gs 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 tak-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 béen 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 averagg), the total adde;j cost of borrowing would be
much greater during the period the bonds were outstandiné.z/ 4 )

LT 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 "publie"
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.-s-/ But even lowering the total borrowing
cost impaets to two-thirds of those described above, (the interest f;ie 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

7
charges. . : T

This added $85_0 million in state and logal borrowing costs should be
weighed against the added $144 million that the Treasury evidently plans by

1984 to obtain from banks by imposition of the new corporate minimum tax

o o
.

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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provislons.g-/ Were almost all of the $144. million revenue increases attributable.

to taxing the interest deduction preference item, the ratl;of increased
borrowing costs for state and local governments to added revenues to the

u.S. 'I‘reasury'would,be on the order of 5.9 to 1. 19/ 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. .“'I"lie' ineffieiency and
;lnequit\y of such a solution to the Federal budgetary gap — not only passing -
” it on for states and localities to close, but ;;ultipl;ing it nearly 6 times in

the process — are both remarkable and depressing.

8, 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 & -
total of $5.3 billion in that same year. The 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._ .

1y/ To the extent that other tax-preference items of banks account for the
added revenues, the ratio of increased borrowing costs added receipts

would be proportionately higher.

Y]
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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 takpaﬁrer nationwide, then I think

that is an area we ought to focus on. Not that it means wa ought to
eliminate the program; just Ogighten it up considerably and which I
think all of you agree is a good idea. :

Mr. SuAPIRO. 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. Mistér. 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. MisTER. 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. EUREgsTE. May I start now?

The CHAIRMAN. Yes.

STATEMENT OF COUNCILMAN BﬁﬁNARDO 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 dgoing on b

ears. ] am on my third term as a council member. And I am at a
evel 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
th‘a“:l statement would stand for the record. And I would not like to
read it.

I would like to, however, say that I have heard this mornin
some of the comments that were made. My profession is soci
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
v(itt‘h 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
buildings-just 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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TESTIMONY BY COUNCIIMAN BERNARDO EURESTE
- ON BEHALF OF MAYOR HENRY CISNEROS, OF

Wednesday, March 17, 1982

Mr. Chairman, Members of the Comittee, 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 importance of industrial develop-
ment bond fifiancing to the City of San Antonio.

San Antonio, Texas is the 11th largest city in the nation with a
1980 population in excess of 800,000. Over one half of the residents of
the City are menbers of an ethnic minority with approximately 53% being
of Hispanic ancestry. Historically, the industrial base of the City has
been limited, providing low-paying, “low-skill jobs in labor intensive
enterprises with very little opportunity for upward mobility. 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.

R Recently, however, San Antonio, its lé;\ders and its pecple have
begun to march out of this econamic and cultural malaise toward a new
San Antonio, offering a diversified industrial base with opportunities
for developing skills, for earning higher pay and for upward mobility,
vhile building a revitalized downtown which preserves the beauty of the
past for the excitement of the future. While we have not yet éttai:\ed
our goal, we are intent upon improving the situation. of our citizens and
realizing a place of proaminence for our City.
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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 exempt borrowing at reduced interest rates for new industrial
facilities locating in our City and for cammercial projects which re-
vitalize and preserve our downtown area. While industrial development
bond financing "is only one aspect of a complete program of econcmic

- -assistance that is administered by the City's Department of Employment
and Econamic 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 development 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 comprised of 11 members
appointed by the City Council and representing a wide variety of com-
munity 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. J -

A major goal of the City has been the revitalization and redevelop-
ment of its historic, downtown area. Few citiga 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 proéran 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-
cpers;ave shown faith in the cammunity and have been willing to under-
take downtown redevelopment projects financed with industrial development
bonds, the face of downtown San Antonio is changing.

We recognize that there have been abuses in industrial devéloment
bond financing and we concur with the recommendation 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. .

. We 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. f‘br 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 businesses provide perma-'
nent employment and sexve as a magnet for attracting other firms. Also,
we object o the Administration's proposed $20,000,000 limit on worldwide
capital expenditures. Our City is attempting to attract, among others,
high technology firms which must make significant capital i.nvesu;nts in

“research, development and equipment to remain corpetitive. The 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 j.n“ius-
trialydevelopnent bond privilege to assure that it is in furtherance 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 busi;:ess from utilizing industrial development bond financing.

If ever there was a time ln the history of our City (if not our
country) when we should be encouraging businesses to borrow money and
mal-cev capital ﬁw‘estuents it is now., To deny business the reduced bor-
rowing 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 upward mobility. We respectfully request this distinguished
Camdttee not to recammend legislation which will deny our City the use

 of this important tool for industrial growth and redevelogment,
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" 7 STATEMENT OF MELVIN MISTER, ON BEHALF OF HON. VINCENT )
THOMAS, MAYOR, CITY OF NORFOLK, VA.

Mr. MisTer. 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.

I would like to very quickly summarize our specific comments on
the items in the administration’s proposal which.are 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 proposal. 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.

Seconrd, 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 IDB’s 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 oné which re-
volves around certain kinds of activities which local governments
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

h.mil:in%l the size of the businesses that can benefit from IDB’s. We

hink 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. - .

o>
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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 this. provision, 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 thls 6pportunity 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
ona feature of the minimum tax proposal of the Administration.
One of the tax preference items to ghich the miﬁimum»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 $l1 billion -~ hardly an insignificant amount.

We are concerned that such a proposal will wreak furtheér havoc
on the municipal bond market, already reeling from the effects
of high interest rates, federal and state budget cutbacks,
declining municipa; credit ratings, the effects of last year's
tax law, federal limitations on state and local bonds, and the
gener;1 uncertain%y currently prevailing in the market.

Banks are‘the largest holder of state and loé;f.bonds,
tespecially short-term securities, and to- the extent they must
pay taxes on debt used to carry such bonds, they Qill 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

fof highways, bridges, sewer and water systems, it is important

L
©7,96-227 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 r®mvenue bonds are an im- .
portant economic development tool for central cities, helping to
attract new firms and téAcreate job opportunities. We believe
this importagt 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 heat-

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 IDBs

must be depreciated under the straight line method, rather than
under‘the accelerated depreci;tion method (ACRS) permitted under
the new tax law. The Conference of Mayors is concerned that this
option will result in the cancella;ion 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 pddition, wa are opposed to the very tight limits pro-
posed on the size of businesses which can benefit from smal;
issue IDBs. The $20 million capital expenditure limitation Qillr
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 commitment than for a poorer heavily taxed jurisdiction.
We urge th;s Committee to waive this provision.for distressed
communities until 198§.

Finally,‘he 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 President's 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 encourége
energy conservation. We are particularly distressed at the
proposed rgpeal of the tax provisions which allow 193;1 govern-~
ments to issue tax-exempt bonds for solid waste and\éimilar
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.] S—
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. 1
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 local
effort is concerned. But it is an drea that is controversial. It is one
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. Eureste. 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 a

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, a member of the Council of State Hos-
pital Finance Authorities. . ' o

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. THompsOoN. 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 ea(gproxirnately 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 medicaré and medicaid programs.
- To give you an order of magnitude for the bed need_situation na-
tionwide, accordin%eto census figures which we have interpreted,
we feel there will be a need for 400,000 nursing home beds in the
next 20 gears-:—ne,w beds in new facilities, At the constant 1982 cost
of $20,000 per-bed, we are talking about $8 billion worth of nursing
home development which will have to be financed in the next 2
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 proFrams are discussed twice, three

ic hearings before the appropriate
authority of the county or State or city. 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. A - ' _

I am not familiar with any technicﬁt‘x: 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 nursinignome developments have a place on the pri-
grity lii;t and should be given a chance at tax-exempt revenue bond
inancing. ‘ -

‘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. I'am also convinced that commercial banks cannot go out the
length of time that is required to finance a nursing home. A nurs-
ivxag home project has a payback period of 15 or 20 years, not b years.

e cannot possibly borrow money on a b6-year basis on the slim
hope that we can refinance the debt at the end of the 5-year period.
That is just taking too much of a risk. ,,

-~ Our system is to lease these buildings to small family units. We

have 60 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 option to buy the buildings so that they can
end up with them as their own pro rty after 6 or 10-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 Street money would build branch stores

to fill the bed needs instead of the “moms and pops” who now pre-
- dominate in the industry. I don’t have the exact statistic, but I be-
lieve 80 percent of 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. ‘ ' Co '
[The prepared statement of Mr. Thompson follows:] -
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.

SUMMARY OF PRINCIPAL POINTS
Pusrnzug?AmyAﬁgugﬁrgi‘ 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 catégory.

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 loét.

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, éhairman, my neme is Bruce G. Thompson. I am
President, Chaitmanﬁand Chief Executive Off{ger of Health
Care Fund, the principal office of which is located in Lima,
Ohio, I appreciaté 'the opportun:l.tj to appear before this
Committee and to describe for it the essential role industrial
development bond financing has 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 opefators in a
five-state area consisting of Ohio, Indiana, West Virginia,

Missouri and Pennsylvania. At present, our portfolio of

s

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 Qt 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
ﬁhaﬁ giveh a four- to’sik-point-spread'betGEen 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 ;xpensea 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

‘developmant bend financing provides the only viable method

of financing badly needed skilled and intermediate care

. nurping'homa facilities. Since such facilities are subject

to substantial regulation at state and Federal levels,
including ceilings on occupancy costé under state Medicaid
reimbursement and Federal Hedicare reimbursement, such
regulation operates to create a situacion where the facilI”Zes
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 indu?trial development bond

financing has the health dar&vindustry been able to stay

abreast of the demand for\hursing facilities in the economic
climize of the past several years. _ If the health care

industry were not ablé to keep pace with demand, théré is

‘little dogbt 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 Eixpayér.
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A typical nursing 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 1ndiv1dua1>employee§:'or approximately 1,760
employees in the 22 facilities for which we used tax-éxempt

‘financing, Of those employees. approximately 90% are paid at

or Just™in QXcess of the Federal minimum wage. Categories of -
joba in which those 907 are employed include aides, orderlies,
security personnel, houaekoeperdf and assistant cooks. A_
significant proportion (depending upon location) of that 90%
is comprised of minorittes 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 50,000 to 100,000, and often is the only such
modern facility for many miles around. These facilities serve
the socially useful purpose of maintaining aged relatives in
¢lose 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
approximicely $4,000. Today, the average cost,-ﬁiilizing
‘tax-exempt financing, is approximately $20,000 per bed. 1If
taﬁ-exempc financing-were not available, the cost per bed

would increase maCer;;lly. R ' <
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Thé components of .expense with respect to a nursing
home include approximately 50% for salaries and wages, 25%- |
35% for food, medicinea,‘gné other operating expenses, and
the balgnce for occupancy cost (debt service or ranc),v 1f
the cost of financing 1sugignificqnt1y increased, occupancy
costs will increase proportionately, and such~coats cannot
be passed on to the patients by virtue of occupancy cost )
ceilings in the Mhdiéaid and Medicare reg&la;ions. Thexefore,
we could not build these facilities at all. B

We have found, based upon our s:udiés';nd our history
of operation, that the average bond issue for construction is
-approximately $1.5 million and that a. average annual payroll
for a typical 100-bed facility is approximately $600,000.00.

We have also found that state and local payroil taxes and
property taxes average approximately $55,000 annually for such

a facility. When the Federal income taxes paid by the owmers
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 t;xes 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 caxéé‘oh>fhe -
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 approx{mately ‘
$18,750. Further, the annual payroll is approximately 56% of

the amount of the bond issue.
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’ There appears to be a general misconception Ehac-chore
is insignificant public input at the local level in the IDB
approval process. My experience has been entirely to the

_contrary. In most jﬁézsaictions--including Ohio, Indi;ha.

Qnd Missouri--the a?pliqant for industrial development bond
f;nanéing must firsq~obtainwthe appréval'of a community-based
group before the prospective issuer of 1ndustgial'devalopmant
bonds will even consider the proposed financing. Thereafter,
there are a minimhm of -two public hearings (sometimes as many .

‘-aqlfour such hearings) before the prospective issuer will
finally commit to issue industrial development bonds.
Questions of'public benefit, job creation, direct economic

,beneftcqu the:1ssuer, competitive effect of the proposed
project, and similar questions of state and local 1nt;rest are
fully aifed 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 requirements,
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Tﬁh‘bgtienﬁ load in our typical nursing facility -
édnéists of appxoxiﬁaté}y 70% Mgdicaie,_uedicaid and V.A. _
patients, with the balance of the patients being those who can
pay for the services provided out of brivate savings or
insurance or those who have relacives‘who'can do 80.’
Thetefore, any factor, including the availability of indus-
trial development bond financing, which reduces operating
' expenses in the nursing homé inevitably will tend to reduce
: “'the cost of providlng health care services which are charged _
to state governments and to the Federal government itself. )
The "eubsidy'" or "tax expenditure" arguments- advanced
’ by‘qpponents‘of'thié tax-exempt financing neglect-or’iénoré>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 gbvern;
menﬁ, represent one of the few bright spots in a national
economy devastated by recession.

In conclusion, you have a choice with respect to’cﬁe
health care industry. You can restrict the industrial
development bond program and the use of such boﬂﬁa.yich the
foliowing logical consequences: (1) reduction in the number
of nursing home—Eacilities which are required to meet an
ever-expanding need; (2) loss of permanent job opportunities,
particularly with respect to entry-level jobs; (3) loss of

construction jobs; (4) loss of Federal and state tax resources’

¢
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'wh!.’ch' dtt}gmise wouid be é:eafed ha_ a result of the N
afbremgntioned jobs;. (5) loss of property tax revenues which
would r§3u1t fr,om‘ the const;uction »ofA such faciliciés; and
.. (6) an overall ii\cr;ase"in the cost of health.care services.
In agldt,y;i;oh. to these consequencéé. we will 'once again have :
i‘ witg#ssed the Federal government dictating to the states what
is good for them. ‘ - '
B ~In the ;icemative, we can leave the industrial
de'velopme'n;' bond program »in'tact and continue to acl;;.e\}e the

- positive economic and human benefits thereof.

" STATEMENT OF GEORGE C. PHILLIPS, JR., ACTING CHAIRMAN,

COUNCIL OF STATE HOSPITAL AUTHORITIES, WASHINGTON, D.C.

Mr. ' ParLiips. Thank you, Mr. Chairman. 1 represent-the Council
of State Hospital Finance Authorities, which is an association of 19
. State” dauthorities each of which issues' tax-exempt securities on

‘behalf of 501(cX8) hospitals. - o ;

‘The council is concerned by the administration’s proposals to
impose new restrictions on tax-exempt bonds issued for section
501(cX8) héalth care facilities. I have submitted my commerits 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 limijtations intended by the administra-

. tion’s proposals

" The council l;elieve's‘ that any new restrictions on tax-exempt fi-
nancing will adversely effect the Nation’s health care delivery

. gystem. Tax-6xempt financing has played a substantial role in the

. " supply of capital to the Nation’s nonprofit hospitals. In 1981, tax-
- . exempt financing 'for capital was approximately $5.04 billion
. : through such financirg. And it mpligd roughly half of all capital,
. - new capital, to tax-exempt hospitals. The use by nonprofit hospitals
.~ of this form of financing has been necessitated by restrictions on
~ other sources of capital, restrictions in which many cases are the

o g{loducts of or were exacerbated by Federal Government policies.

e ultimate result of restricting tax-exempt financing to charita- . -

2" ble hospitals in the current environment will be the erosion of the

L ~ca€‘ital 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. Tlie 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 thege projects are
approved by local bodies whose approval is required, we feel; 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 azsures a satisfactory level of political approval of any hospital
project. o , L
e council objects as well to 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 fyield restrictions, might make some particular forms of
hospital financing impossible, specifically the FHA 242 and 282
programs. _ , A

ank you, Mr. Chairman. o S,
- [The prepared statement of Mr. Phillips follows:]

e
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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
‘figcal 1983 budget.

The Council of State Hospital Finance Authorities is a
recently formed association of nineteen astate authorities, each
created under the laws of its respective state. The principal
function of each of the Council's member authorities is to admin-
{ster and monitor the issuance of revenue bonds for nonprofit
- health care facilities in its respective state., The health care
facilitlies which benefit from the financing are generally organi-
zations exempt from Federal income tax under section 501(c)(3) of
the Internal Revenue Code. I am Executive Director of -the
I11inois 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
hosplitals 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=
tion 501(c)(3) organizations in general, and nonprofit hospitals
in particular. Section 501(c)(3) hospitals include most of the -
hospitals in the nation which are affiliated with or sponsored by
universities, most church affiliated hospitals, and independent
charitable hospitals which play a critical role in the delivery
of health services to their local communities. These hospitals, ..
{n terms of the number of beds, and in reSearch, training, and
teaching, play a dominant role in the nation's health care -
delivery system. ’ - :

95-227 0 - 82 - 12 - _ i L
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.The Council of State Hospital Finance Authorities
believes that availlability 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 in thé American health care delivery system. We do not
believe that it has ever been substantiated that, when all pri-
wary and secondary consequences of such financing ave properly
taken into accéount, such financing entails any measurable revenue

cost to the Pederal 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 bonds, 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 believe, based on these conajderations, that no changes are
warranted in the current tax exemption as it applies to revenue
bonds used to finance hospital projects. % g

, With respect to the particular restrictions proposed 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 bélieve that the application.of. these
proposals to hospital revenue bonds would not and could not make
;n¥is:rious contribution to the reduction of the Pederal budget

eficit. : - -

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(c)(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 Eharitable nonprofit hospitals,
If these institutions did not exist, the medical care and ser=
vices they provide would be a diréct 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. , B

4 ] » »
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. 'In evaluating the effecdt of the Administration proposals
upon- nonprofit hospitals, tha first step is to understand the -
dimensions of the capital needs of those hospitals, and the role
which tax exsmpt financing plays in nsoting those nseds.

{° is ‘true. that there. has been substantlal grdwth 1n
‘recent years in the use of tax exempt finanding 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 oftertng 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 and state;. prlvate cdontributions; and internally generated
funds -- which at that time~ supplied roughly 60.5% of the capital
" of charitable hospitals. Only about '39:5% of the capital ‘

requirements of these hospitals was supplied by debt tinancé,'and’

4a1nost all the debt issued by these hospitals was taxable debt.

! A substantial market fot tax exempt hospital revenua
_bonds was first developed during the late 1960s and early
1970s. By 1976, a substantial majority of nonprofit hospital
" capital requirements (about 67.9%) were met by debt financing,
and roughly half of this (or about 30-35% of total capital
. requirements) was satisifed by tax exempt borrowings. In the
' years since, the:proportién 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 all new capital raised by those hospitals.

The distribution of sources of capital~for the nation's
_ section 501(¢)(3) hospitals has been projected to remain along
these orders 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 aecounting for a return on capital
used in determining Medicare and Medicaid reimbursement pay-
ments., Under existing regulations, interest is counted as an
allowable cost_in computing Medicare and Medicaid reimbursements,
"which are computed 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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Obviously, tax exempt finéncing piays a significant role
-An meetihg 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 rescrtctions
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.

o 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 base, and physical

plant of the hospitals, and ultimately of the quality of the
delivery system. This is because, as the figures cited above
suggaest, sources of capital other than tax exempt f{nancing have
been greatly eroded by a number of developments in recent years,
Many of these developments have been created or aggravated by
policies of thé Federal Government:

* Government financing is clearly no longer a -

. .viable source of equity financing for private
section 501(¢)(3) hospitals. In the late
1960's and early 1970's, the Federal Govern-
ment gshifted its focus with regard to a number
of welfare activities, including health, edu-
-cation and housing, from subsidy for the con-

- struction of physical plant to direct subsidy

fo 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 finanoing 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-

- erdl nor state and local assistance to

hospital construction can be expected to
increage 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 intlationat9 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 i{n 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
gsource of financing. Federal and state reim-
bursement payments do not fully cover the cost
of service; only about 85% 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
of fers 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 indepen- -

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 1issues 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 distributions no such
market now exists. The result is that
investors will demand premiums to purchase
securities which are issued by smaller bor-
rowers with less established credit standing,
and .which the investors may be uhable to

. liquidate. Accordingly, the difference inh 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 Thorease 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.

- L »

~—

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 inveéators,
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 oredit equal to 1l0% of the depreciable personalty acquired or
congtructed with the proceeds of a borrowing, and they will also
enjoy substantial tax benefiis 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, restridting the tax exemption on the interest on borrow-
ings by section 501(c)(3) organizations is discriminatory against
such organizations, —_-
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Indeed, the Administration proposal with respact to tax-
- eaxempt 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; the Administra~-
~- - tion suggests that when a borrower enjoys 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 exemption 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 suggestiona are
without foundation. 1In the first place, it must be remembered

. that there are substantial government and market placa 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
undertake-a—f£inancing 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. ’

e A causal relationship between the issuance of tax exempt
~7 . "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 new 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-

. creaged gubstantially. Moreover, there has been a negative
correlation between the issuance of bonds and the amount of
construction, including renovation, replacement, and facility
conversion. From 1972 to 1979, the dollat volume of tax-exempt

- hospital bond issues increased 670%; but hospital construction
: starts declined by 40%, and construction completed by 36%, From

 ————
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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 suggestione -
that tax exempt financing leads to excess hospital capacity.
Such financing has been used to f£ill 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 hospltals 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 theit  -

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: »

hd 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 financéing reduyces 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 Medicaid is
completely federalized, as ‘the President has
proposed. In 1980, we believe the reduction

- in Medicare and Medicaid reimbursement pay-
ments offget at least 27% of whatever revenue
losses the tax exemption entails for the
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Treasury. Another 6% were offset by reduced
gtate 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 analytical 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.

FPourth, 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 rate. 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 possible 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 ltmit the use of
hospital revenue bonds. .

L » L

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 bonds;:- )

The Administration proposal. of course, does not propose.
outright elimination of tax 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 Administraeion proposals.

Two of the restrictions proposed by the Administration
are of particular concern to us,  The first is the requirement
that financially -pressad 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 shoulder responsibilities
which would otherwise have t6 be borne by the government, whether
Federal, state, or local. Under present law whether a hospital
revenue bond serves a public purpose is testéd, 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 conditlons constl-

tute a sufficient test of the public purpose of any municipal

bond, indludtng particularly hoapital ravenue bonds.

Accordingly, we do not. believe a contribution require-

K menc 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-
tion of an organization under state tax law, parallel or compar-"
able to the exemption accorded by seotion 501(c)(3), would sat-
tafy the contribution requirement. We believe that if Congress
decides to impose a contribution requirement of some gort, a
qualification that such a requirement would be met by the state
tax axemption would be essential to the preservation of tax .
exempt hospital firmancing, A contribution requirement not quali-
fied by such a provision would virtually destroy the ability of
the nation's 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(c)(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, and procedures developed in connection

"+ with existing law, sufficiently test both the public purpose of

bonds issued on behalf of gsection 501(c)(3) authorities and the
degree -to which such 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
powar 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 process, and might in gome circumstances result {n
making a particular financing impossible., Thé requirement thus
might impair the access of section 501(c)(3) hospitals to -
capital, without creating any assurances greater than those which
now exist that hospital financings recaive an appropriate level

‘of local political approval, Accordingly, we oppose the
requifement of approval by an elected body. ) :

L L n - .

For the reasons I have set forth, the Council opposes
any restrioctions 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 nation, and would result at best in raising an
insignificant amount of revenue.

-I welcome t?{a opportunity to answer any questions you
may have, ‘
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TAX-EXEMPT HOSPITAL BONDSt KEY QUESTIONS AND ANSHERS
by George C. Phillips, Jr.

This year Congress ;ill consider Girious proposals to
regtrict tax-exempt revenue bond financing. - Some of " the
reastrictions under consideration would substantially reduce the
~availability of tax-exempt financing to private, not-for-profit
hospitals. Although efforts to restrict the issuance of tax-
exempt'bond; have been made in the Eist, the threat to tax-exempt:
hospitals has never been so direct.

While it may be appropriate to restrict the availabllity‘ot
tax-exempt financing to-some users, there is no justification for
 any suSéiantial raduc;ion in health care facilities' access to

the tax-exempt market. Indeed, none of the policy concerns
advanced A;gainst 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 thdr availabiiity of tax-exempt hbspit;l
financing. Significant amounts of hospital capital are
needed for facility reno#dtion, :eplicement, conversion
and expansjon projects. Most 6! this capital must be
raised by issuing debt because of the substantial

- impairment by the Federal Government of Eax-exempt
~ hospitals' other sources of capital. As to the concern

- that tax-exempt hospital financing leads to excessive
hospital expansion, this contention has never‘rbeeﬂ
demonstrated and all the evidence shows that this has

not occurred.
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The 'budget policy concern of feducing Treasury revenue
losses, presently a major impetus behind efforts to
restrict tax-exempt tinhncing, is less‘ applicable to
hospital bonds than to any other use of tax-exempt
_financing. This s primarily because of offsetting
reductions in. Medicare and Medicaid reimbursement -
pa&ments for interest expense, ' ?6;' this and other
reasons, tax-exempt hospital financing is far less
expensive than generally estimaﬁed.
The tiax policy issues of whether a public purpose is
gerved by the pkoject financed, reducthns in tax rate
"progressivity,” and the Tuncontrollability" of tax
expenditures have 1little force when applied to
Wospitals. _Tax-exempt hospitals _ serve the
unquestiqgaply public purpose of maintaining the héalth
of the community, the same essential public purpose
.served by public 1nat1tutiops. Any reduction {n the
§roqresslvity of the tax rate structure is amply
justified by this public purpose. In addition,
effect§v§ governmental controls> on hospital capital
projects and on the issuance of bonds to finance these
piojects 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 deceptralized

system of state and local governmental decisionmakers,

——
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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

distozzions and increased muniéipal 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 markét 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.l/ 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, 1983.%/ In 1981, Congress focused its attention on certain

users of small~issue industrial development bonds iIDBs)f.

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 certa!n“'resétictions on
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“their use.d However, there are substantial factual and policy
differences that distinguish hospital bonds from these other
types of tax-exempt financing considered by Congress. These
other uses were not in furtherance of an e;senéial public purpose
such. a# maintaining the health of the community, were not
performed by tax-exempt charitable iqgtitutions, and were not

- . subject to iny 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 restrictioni under consideration as this article is written
would , virtually terminate the availability of tax-exempt
figancing to private, not-for-profit hospitals. One such
proposal would require that tinincially hard pressed units of
state or local government make additional financial contributions
to tax-exempt hospital construction projects, begond the
substanti;l commitments already made to these institutions in the
form of tax abatements. Such additional ° contribution
requirements are not 1likely tgvbe met in many éases. Another
proposal would require ‘that in addition to the approvals of
health planning agencies, rate-setting bodies, and bond issuing
authoritiés, an elected official or body also approve the
project. This proposal and others would needlessly delay

construction and increase project costs.
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QUESTIONS AND ANSWERS

The xoperition of tax-exempt hospital financing and the -

consequences of substantlallf‘ restricting its 680 requires an
examination of complex ‘and interrelated questions of health,
budget, tax and credit policy. ™These questions must be./answered
in the contgxt‘of thé"presenf state of our nation's th-exempt
hospltils and the other elemgg;s of our health care system,
including: the demand for hospitalvéapitals the expécted ;hanges
in other federal policies affecting_ the availability and cost of
capital.for hospitals; and other unique circumstanceé of hospital
finincing. --V ' N

The balance of this article is a discussion of theée

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-excmpt hospitals is

justified by the purposes for which this financing is used

and by the impairment of thesé institutions' traditional

sources of capital by actions bf the Federal Government.

Estimates of the ;mount of capital wﬁlch will be needed by
. hospitals iﬁ the 1980s .range from $130 to $190 billion--more than
double the amount of hospital investment In the 19703.1/ This
capital is needed to renovate old, inefficient facilities, to

replace obsolete equipment (especially in teaching and research

r

95-227.0 = 82 « 12
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hospitals), and to comply with variousruliéensing requirements.

-It {8 also needed td convert existing facilities to new uses in
>kesponse to changed modes of patient care. The tntroductioﬁ 6!

more compétition into the health care system {s expected to
“increase the amount of capital required for many of thesq//,»/””
purposes. Where medically underserved areas exist, ¢ usfd/;;

population shifts and an aging population, cgg;tar'ia needed for
o

P
—

expansion, -
Tax-exempt financing for ta -e’:f;;pt, private, not-for-profit
-hospitals |{is espe?ially Jjuﬁe‘d by the charitable nature of -
these inshituticns‘;,--*’ﬁistorically, these hospitals have improved
the health o‘ge»tl";ejir communities by providing medical services to
those iﬁgz--ri'efed, regardless of their ability to pay.
‘,,-f“i:.ax-exempt hospital financing is also justified because the
;"‘”Jﬁtfaditiqpal sources of —. capital 'tor prlv;te, tax-gxempt
hospitals--earnings accumulation, charitable contributions and
'debt {ssuance--have - been impaired by a vi:iety of _Federal
Government actions: ‘
| o Barnings accumulation has been tedd.c’:'ad, and {n some
cases entirei§ ‘eliminated, by federzl and state
reimbursement Apayments which do not fully cover the
costs of service. Only about 85 percent of costs are
reimbursea under Meéicare and 70 percent under
Medicald.§/ These percentages will be reduced further
by recently enacted teductio-ns in federa;} reimbursenment

payments,-s-/ and future additional reductions are
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expected. Earnings accumulation has also been reduced
because of increasing amounts of charitable services
and bad debts in a recessionary econonmy.

Charitzble contributions to tax-exempt hospitals are
expected to decline as a result of the personal and
corporate income tax rate reductions enacted by the
1981 Tax pct.Z/

These reductions in earnings accumulation  and
charitable contributions will necessitate the increased
use of debt to finance capital projects. ___ The
proportion of copstruction expenditures funded by debt
issuance has been projected to increase from 78 percent
in 1977 to over 90 percent in 1983.§/ Credit-
worthiness will decrease as debt-to-equity ratios
increase and 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 ét 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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Current and foreseeable high Interest rates make
borrowing even at tax-free rates very costly. Much
borrowing by hospitals in 1981 odcocurred despite high
interest rates because of the inability of some
institutions to delay construction further, because of
thg 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 taxe-
exempt hosplital 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 fully offset by increased interest
expense reimbursements,

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.

This competition for credit has been increased by 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.

Would tax-exempt hospital financing continue to be justified

if proposals to create a more competitive health care

environment are implemented? .

This togm of hospital financing would not only continue to

be justified, but would be necessary. Vigorous competfiion

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 zddition, 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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Because tax-exempt hospitals serve proportionately more
patients whose care {s financed by Medicare and
Medicaid than do Iinvestor-owned institutions,®/ they
will suffer more severe revenue decreases as the result
of reimbursement reductionst This - disparity s
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 ng-exempt hospitals.

Tax-exempt borrowing helps to put the borrowing cost of
tax-exempt hospitals on a bhasis 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 s 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 6f
tax-exempt institutions. )
Certain Medicare policies amount to additional
disparate treatment éirectly 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 ﬂbspitals 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 effectivg governmental and marketplace
controls on its use. Under section 1122 of the Social
Secur£t§ Act, depreciation ané interest expenses associated
with a capital expenditure are not reimbursed unless the
necessary planning approvals are obtained.lg/ 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 thé/ state. Most
impo;tant, 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-exenmpt
hospital bonds and the amount of hospitdl construction has
never been demonstrated. Rather, the facts show that tax-

exempt financing has been used ©primarily to refinance
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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.

o

Since the early 1970s when tax~exempt financing becane
generally available to hospitals and tax-exempt
ho;pital bonds'were issued in significant amounts, the
number of acute care beds per thousand population has
not 1ncreased/su$stant1a11y (from over 4.2 in 1972 to
less than 4.5 in 1979). In addition, the rate of
growth in this statistic has not increased at all since
at least 1960.l$/

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, replacementw and facllitcy
conversion. Prom 1972 to 1979, the wvolume of tax-
éxempt hospital bond issues has increased 670 percent,
and the volume used for construction has increased 6690
pe:centlz/ while hospital construction starts declined
by 40 percentié/ and hospital construction completed

declined by 36 percent:i/ (all figures are in constant

dollars).

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 &nd 1979, 24 increased bed capacity, while 7
reduced capacity and 82 left capacity unchanqed.lé/

o FProm 1974 to 1979, between 25 and 46 percent of the
volume of tax-exempt hospital bonds i{ssued were fQi'
refinancing at lower interest rates.18/ ’ Such
refinancing lowers the costs of health care by reducing
ln;erest axpenses.

Is tax-exempt. financing an éfficient way of assisting

hospital investments?

 Yes, The efficiency (the ratio of hospital savings to

Treasury revenue losees) of tax-exempt hospital £inancing

has been substantially understated by the Treasury and the

Congressional Budget otfife {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., - ‘

° Administrative costs in the issuance of ‘tax-exempt
financing are less than comparable administrative costs
in federal di:;ct subsidy programs.ll/ -

] Another important but often overlooked aspect of
efficiency is the ratio of the value of the
construction project to 1ts_post. Because tax-exempt

financing can be arranged much more quickly than a

direct subsidy could be approved, construction cost
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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 principal source of inefficlency identified by the
Treasury and the CBO (retu;ns to high-~bracket investors
in excess of the ;fier-tax returns on their taxable
iﬁvestments) will be substantially decreased by the
recent reduction in the top maiginal tax rate from 70
to SO percent.lﬁ/
Is this benefit targeted to those projects where capital is
most needed?
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 i{ssuing authorities, and investors effectively

direct these benefits to needed projects.-

BUDGET POLICY

Q.

Would the termination of tax-exempt hospital financing
result in a significant increase in Treasury revenues?

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:
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1. The CBO estimates do not account for offsetting
reductions in federal, state and local assistance and insurance
program reimbursement payments.

° Tax-exempt hospital £inancing reduces federal, state
and local health care reimbursement payments because

. sayings 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 1local govar;ments
gimilarly benefit through reduced reimbursement
payments in Medicaid and other assistance programs and
by reduced premium payments to private insurers, for
ggom state governments are sometimes the largest
customer.

° The reduction {n Fedezalr Medicare and Medicaid
reimbursement payments in 1980 offset at least 27
pe?ceng of the CBO-estimated Treasury losses.lg/

° Another six percent of the CBO-estimated revenue i$sses
were offset by reduced state and local government
reimbursement paymenés under Medicaid and other
assistance and insurance programs in 1980.32/

2. The CBO estimates do not account for increased tax

revenues resulting from investment-stimulated economic activitf.
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All federal tax and direct expenditures are assumed to
lﬁckease 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. economiﬁ
séimulus.zl/ 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,

The CBO estimates overstate the amount of revenue

losses caused by displaced taxable issues.

(]

4.

Many i{ssues 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 1979322/ would not be
undertaken at taxable rates. -

In addition, many investors in taxable hospital
securities, such 2s pension funds, pay 1little or no
federal income tax. The replacement of such debt by
tax-e*empt bonds therefore causes 1little 1loss in tax

revenues.

The CBO estimates do not accogpt for the tax rate

reductions of the Economic Recovery Tax Act of 1981 (the 1981 Tax

Act).
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° The across-the-board 23 pcicene 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
boéause any__displaced taxable investments would bhave
been taxed at a lower rate.

-] The reduction in the 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 a1 percent of revenue loss, will increase.

TAX POLICY

Qo

Does thé use of tax-exempt financing reduce the equity and
progressivity of our tax system? i

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 tix progressivity is amply justified by the

charitable_nature of the institutions receiving the benefit
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of this tax-exmeption and by the public purposes served by
the investments assisted.

Are tax-exempt hosital bond revenue losses uncontrollable
because they do not require Congressional approval each
year?

It i{s true that these revenue losses are not subject to the
appropriations process, as is the <case for all tax
expendityres., However, as discussed above, there are other
effective governmental and marketplace controls on the

issuance of hospital bonds.

CREDIT POLICY

Qu

Qu

Does this form of federal assistance for hospital financing
distort the free market's allocation of capital?

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 intzuslye on
the operation of a free market than other forms of Federal
involvement in health care.

Does the amount of hospital tax-exempt bonds significantly
increase the ihterest rates, and thus the borrowing costs,
for other state and local governmental purposes?

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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)
municipal bond interest rates., Inflation and federal fiscal

and monetary policies are by far the dominant influences on
municipal bond rates. In addition, it 1is no nmore
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 taxe
exempt hospital bonds is to decrease their expenditures for
health care. This is especially so in states with urban
hospitals,

Has the volume of hospital tax-exempt bond issues increased
the cost of borrowing to the Federal Government?

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 t2259§9mpt hospital bonds.zé/ Therefore, tax-
exempt hospital bonds accounted for 1l 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.

CONCLUSION

The problem of attracting affordable capital is expected to
be the cr}tlcal issue facing hospitals in the 1980'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. — )
In 1979, tax-exempt financing was the source of 55 percent
of all hoppital construction capital.zil 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 dlf!iculf for many hospitals to
finance these projects. This inability to undertake needed
capital {mprovement 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.
T Those hospitals able to finance at taxable rates would
suffer cash flow problems and incur higher interest exﬁenses,

thus increasing the reimbursement expenses of Federal, state and
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local governments under Medicare, Medicaid, and other assistance
and insurance 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 restriction 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 wve

have worked so hard to attain.

95-227 0 - 82 -~ 14



206

Footnotes
See generally, G. Gayer, The Case For Hospital Tax-Exempt
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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 Med{care 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
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National Health Expendltures I§gb, Health Care Pinancing
Review September 1381 !ﬁere!nafter "National Health
Expenditures"), at 13, 14, 42, 48, (0Of the total
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cannot Dbenefit from the wuse of tax-exempt financing .
(Veterans Administration, $4.8 billion, DOD, $3.3 billion,
Public Health Services, $1.1 billion, and State and local
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Medicare ($26.3 billion) and Medicaid ($5.2 billion) are 37%
of this $84.4 billion.)
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revenues through Medicaid and other assistance and insurance
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billion), State and 1local workmen's compensation ($1.9
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Means, Subcommittee on Oversight, April 8-10,-198l. 1In the
study on which his testimony was based, he and co-author
Thomas T. Nagle (alsoc 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. Kormendl

and T. Nagle, A Summary of the Nature and Effect of Small=
Issue Industrial Develooment sonds (1981); R. Rormendl and
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The CHAIRMAN. Senator Grassley.
Senator GrRAssLEY. I would like to ask you if you don’t think that
~most 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 b
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. PHiLLIPS. 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 of financing.
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
pug{ic. And we feel that this will increase the cost to the general
public. _

The CHAIRMAN. 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. 1
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. PaiLuips. Well, let me give you the other side of the story,
Mr. Chairman. During the period from 1972 to 1979, the figures
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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. And, 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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AMERICAN HOSPMTAL ASSOCIATION

)

-

REPORT ON TAX-EXEMPT HOSPITAL FINANCING

Today, tax-exempt bonds provide spproximately 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 concera to the hospital
industry. The impact of the use of tax-exempt bonds on hospital capacity,
distzibution of resources and health care costs is of squal 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.hoalth‘ca:o“

institutions using tax-exempt bonds.

The Division of Financial Management of the American Hospital Association,
therefore, has compiled this report. Information was taken from various
sources, including a survey of the state tax-exempt financing authorities
concerning hospital financings completed in 1978 and 1979. Fifteen state )
authorities provided information about 105 issues, totalling $1.7 billion for
113 institutions, undertaken in this two-year period. Data sources are
described in Appendix B.

Summary of Principal Findings

Most tax-exempt hospital bonds sre sold to finance private, nonprofit
facilitiea. The percentages of tax-exespt 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
incréased 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"3. Howsver, health care construction spending has not increased ™
commensurately.

. Use of tax-exempt bonds to finance hospital censtruction projects
has increased by more than 150% batween 1973 and 1978,

. This growth has occurred bescause tax-exempt bonds have replaced
other sources of capital that were either more costly (taxable
debt) or unavailable (direct goverament programs). ™~

. There appears to be no correlation between health care construc-
tion starts and new wmoney 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

. " B -
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from tax-exempt hospital revenus bonds has incressed from $1
- billion in 1974 to more than $2.6 billiom {n 1979. '

d
<,

Of the 13 state-suthorities that completed the survey snd undortook ﬁntncm
in the two-year period, seven reported no projects that increased bed capacity
and three of these suthorities financed projects that reduced bed capacity.. - 4
" Refinancing was a significant use of tax-exespt bond proceeds. In the
two-year period, refinancing accounted for 29.6% of total uses of funds.
Construction, equipment, and other project-related costs accounted for 35. 62
of total uses of funds. Twenty-two of the 105 issues were undcrukn\
oxcluivcly to refinance cutatanding debt.

The structure of the tax-exempt hospital bond market has implications for
comitment of credit by governmental units and sllocation of resources among
public and private hospitals. Distinctions among tax-exeapt hospital bonds

are based on the tax status of the hospital, the relationship between the
hospital and the governmental unit, and the extent to which tex sppropriations

are available for repayment of indebtedness. The two generic types of
tax-exeapt bonds are:

+ Tax-supported bonds, which are repayable from tax sppropristions.
Tax-supported bonds may be genersl obligations, which have a claim
on 81l 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 sre no public hospitals,
tax-supported bonds may be sold to finance private institutions.

. Reveaue 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 benafits from the bond issus.

« Authority Bonds. Most tax-exempt hospital bonds are revenue bonds
issued to finance projects for private, nonprofit hospitals. Suck
bonds are issued and sold by an authority or other governmental
unit (such as & municipality), and the proceeds of the bonds are
lent to the hospital, usually under a note and nortga;c or a leass
arrangement. This financing technique is known as_"conduit
financing" because the transaction {s 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 privately owned projects, such as pollution
abatement facilities, low and moderate income housing, and
facilities for private colleges and universitiss.

. Revenus Ruling 63-20 Bonds. Bonds may be issued directly by
& private, nonprofit hospital under Revenue Ruling 63-20,
which requires the institution to transfer ownership of the
financed facilities to the governmental unit on repaysent of
the indebtedness.
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. Industrisl Development Bonds. Industrisl developaent bonds may be

sold to finsnce investor-owned facilities subject to the "small
issue exeaption" (ususlly $2,000,000 but up to $10,000,000 in
certain cases). Such bonds are also issued under a conduit arrange~
ment. Communities offer industrial developaeat bond financing to
all types of enterprises to stimulate investment and, thereby,
expand esployment.

. . Revenus bonds may be issued directly by a

ic, nonprofit hospital or agency that opsrates a hospital.

. There is no conduit suthority and the issuer repays the debt from
operating revenues, rather than taxes. This type of revenus bond
is also used to finance water and sewer projects, local transit
systems and other public facilities.

In 1978, according to The Daily Bond Buyer, $3.1 billion of tax-exsmpt 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 1. Approximately 78% of all new money issues (that is, issues that
involved construction or squipment acquisition) were sold by authorities to
finance projects for private, nonprofit hospitals. )

The composition of the tax-exesmpt hospital bond market varies from year to .
year. In 1979, The Daily Bond Buyer reported that $3,5 billion i{n tax-exeapt
bonds were sold to finance hospital and medical care projects; of this amount,
$159 million, or 4.5%, were tax-supported bonds.

e s e ——————— . e me m e ees W
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Although s high percentage of new money from tax-exempt bonds benefits priiité
hospitals, this percentage reflects the historical ownership structure of .the
industry. The distridbution of hospital assets is described in Tadble A.

. Private, nonprofit hospitals comprise the largest sector of the
hospital industry ian terms of numbers of institutions, beds and
plant assets.

+ Private, nonprofit hospitals, based on aversge bed size, are
generally larger. Because larger hespitals frequently offer more
sophisticated services, they have proportionately greater capital
1nvoltnent necdl as reflected by gteltet aet pl.nt assats per bed.
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Efowth of Tax-Exg!gt‘fincﬁcing

Use of tax-exempt bonds to finance construction of community hospital projects
has increased by approximately 150% from 1973 to 1978, as illustrated by Graph
II. This growth occurred because tax-exeapt obligations are providing an
increasing share of capital funds.

Shifts in funding sources to tax-exempt bonds are attridbutable both to a
decline in the availability of certain financing ptograns and to the
displacement of other sources of funds.

. Government programs’ (appropriations and Hill-Burton direct loans
and guarantees), which constituted 23.5% of total sources of funds
in 1973, declined to 8.6% of such funds ia 1978, primarily as a
result of the discontinuance of the Hill-Burton grant and loan

programs. Y
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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-exempt bonds to taxable debt because of
lower interest costs, and-ready availability of funds.

During this period, tax-exempt bonds incressed from 21X to 49% of total
sources of funds. Almost all of this increase is accounted for by off setting --
declines in the availability of mvommul prograns and in the use of higher
cost taxable debt.

GRAFE IT
SOURCES OF FUNDING FOR CONSTRUCTION brie el
) COMMMITY HOSPITALS Socton
S. 2% [ A~
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Source: American Hospital Association, Sources of Fupding foy Congtruction



Construction Spending

This growth in the use of tax-exempt bonds by private hospitals occurred

during & period when construction spending was relatively stable, as

illustrated in Graph III. Econowic pressures imposed by the Economic
Stabilization Program caused many hospitals to postpone construction snd other
capital expanditures in 1973 and 1974. When controls wers lifted, the backlog
of capital investment needs was quickly filled and, as & result, construction
starts peaked in 1976. Since 1976, hospital mtr\lction starts have declined, '

+ In current dollars hospital construction starts in 1978 and 1979
were approximately equal to those in 1973,

+ After inflation {s taken into sccount, construction starts in 1978/ -
were app:oxmtoly half tho nount in 1973 in :ul tom
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8ince 19746, the-annual volume of tax-exempt hospital revenue bonds (excluding.
refinancings) has grown at & wore rapid rate than coastruction starts. This
finding casts doubt on the widely held belief that growth in use of tax-exeapt
revenus bonds has induced additional health care construction.

Bistory of Tex-Exempt Financ ivate, Nonprofit Hospit

Growth in the volume of tax-exempt financing for health care institutions
occurzed as this financing technique became.widely available to private,
nooprofit health care institutions. The first such conduit financing was .
completed in 1966 through the Connecticut Heslth and Educational Facilities
Authority for Middlesex Memorial Hospitasl, Middlatown, Connecticut. Today, 23
states have statewide suthorities and 35 states have legislation enabling .
other governmental units to issue such bonds. Eight states have both state
snd local tax-exempt financing options. Nevada is the oaly state with no
provision for tax-exempt financing for private, nooprofit hospitals. State
legislative provisions are summarized in Appendix A.

Table B summarizes the activities of the state authorities that have issued
bonds. In 1978, these asuthorities 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 expenditurs review program exists in each
state that has & tax-exempt financing suthority. Furthermore, with limited
exceptions, a certificate of need program was in existence when ths state
suthority began issuing bonds to finance hospital projects. In Connecticut
and Massachusetts, the first two states to sell such boads, the finamcing
authority preceeded the certificate of need program. Among the states in this
survey, these certificate of need programs wers predated only by New York and
Maryland. In the other states where the financing authority became active
before enactmant of certificate af need (Idaho, Maine, New Hampshire, New
Jersey, North Carolina, and Vermont), Section 1122 reviews had been
established befors bonds were issued.

Under certificate of need prograas or Section 1122 reviews, capital expendi-
tures in excess of $100,000, changes in bed capacity, and substantial changes
in services sre subject to review by a designated planaing agency. Except for
projects that msy have been grandfathered under such programs, projects
financed through the state tex-exespt financing authorities are subject to
capital expenditure review. -



STATE TAX-EXEMPT FINANCING AUTHORITIES
PRIVATE NONPROFIT HOSPITAL PROJECTS

Principal Amount Sold

Certificate (in thousands) Close of Total Amount of Bonds

of Need Year of First Calendar Year Most Recent (iz thousands)
State Enacted - Bond Sale 1978 1979  Fiscal Year Issued Outstanding®
Alaska 1977 1979 - $ 12,000 — $ 12,000 $ 12,000
Colorado 1973 1978 $21,975 11,807  9/30/79 21,975 .21,975
Connecticut 1969 1966 - 61,300  6/30/79 153,450 119,880 -

. Idsho 1974¢ 1975 2,100 *© 4,415  8/31/79 29,874 za.m’)b
I1linois 1974 1974 99,605 151,139  6/30/79 1,230,029 1,141,81
Louisiana 1973 1974 -— - 6/30/719 93,700 91,400
Maine 1978 1972 - 2,600 6/30/719 66,995 62,265
Maryland 1968 1973 52,115 172,615  6/30/719 198,981 192,957 v
Massachusetts 1971 1969 7,500 34,110 6/30/79 191,810 175,307 ®
Michigan 1972 1974 ,705 105,399  6/30/79 473,564 458,929 '
Migsouri 1979 1979 -_— 112,515 - 112,515 112,515
New Hampshire 1973 ° 1971 —_ 21,230  6/30/79 85,460 82,860
New Jersey 1974 1973 103,410 177,610 12/31/79 580,115 459,504
New York (Dormitory Authority) 1966 : 1970 73,413 28,215  3/31/719 219,898 202,813
New York (Medical Care Facili-~ 1966 1970 —_ 164,230  10/31/79 1,039,760 1,017,510

ties Finance Ageacy)" :

North Carolina 1978 1977 110,645 60,995  9/30/79 208,290 206,723
Rhode Zsland /1968 1976 1,900 4,700  6/30/79 18,960 13,775
South Dakota 1972 1972 15,535 11,575  6/30/79 107,273 88,857
Vermont 1975 1971 915 2,800 12/31/79 14,940 12,078
Wisconsin 1977 1979 — 1,300 - 1,300 1,300

_ Total  §545,818 $1]40,645 $4,860,889 94,503,255
®As of last audit; bounds sold in 1978 and 1979 . SSection 1122 review.

may exceed total amount issued 1f fiscal year
1is not the calendsr year. : :

bIncludes $259,700 for advance reduptim and o Yncludes financing by New !ork State llouaing r:l.nnu Py
cpecul obl:lztuoo bonds. Agency.

812
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Uses and Sources of Funds

-

Table C is an aggregate Uses and Sources of Funds from the financings
completed by the 15 suthorities 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 gensrally involved minimal changes
- in acute care capacity. Examples of p:ojocu include:

. Support facilities necessary but not directly related to patioae
care, e.g., maintenance sreas, cafeterias, living quarters,
educational facilities, medical office buildings, and parking
gerages (a fairly typical project to be included in these
financings). Perhaps the most unusual project was & helipad and &
rapid transit system linking parts of a major medical center. )

. Hodernization and conversion of heating and cooling systeas as
well as meassures to improve the efficiency of existing energy
systeas.

. Alternatives to traditional acute care, e.g., smbulatory 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 wers undertaken in connection with renovations or replace~
ments. It was impossible, therefors, to determine whether the expansions
represented new capacity or increases in square footags 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 s refinancing are not used to acquire physical assets. There are
sany reasons a refinancing may be undertaken. Two of the most common are:

. To lower the cost of borrowing
R . 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 souxces 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.

Effects_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 sopport this result.
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STATE TAX-EXEMPT FINANCING AUTHORITIES
PRIVATE NONPROFXT HEALTH CARE PROJECTS

Note: Numbers may not add due to rounding.

(in thousands)

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 (consulting, legal, financing, etc.) 38,436
Other (contingency, ete.) 9,752

TOTAL USES $657,541
Sources
Bond Principal $516,343
Interest Earned on Funds Held During Comstruction 14,911 |
Hospital Contributions : ’ 68,197
Other Sources (Crants, Appropriations, etc.) 58,089

TOTAL SOURCES $657 ,541

USES & SOURCES OF FUNDS

Percentage
of Total Amount
0.41X $ 13,439
43.22 594,589
3.26 37,578
3.46 22,703
2.35 48,634
5.48 77,043
31.58 341,547
2.91 72,180
5.85 33,747
1.48 2,197
100.00% . $1,263,257
78.53% $1,081,338
2.27 45,471
10.37 114,823
8.83 21,626
100.002 - $1,263,257

Source: AHA, Division of Financial Management, survey of state tax-exempt financing authorities. .

1979

TABLE C

Percentage
of Total

1.062

47.07. ~

2.97
1.80
3.8
6.10
27.04
5.71
2.67
1.73

100.00%

- AT =
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. Of the 15 state authorities responding to the survey, seven ‘:'

P

reported no projects that increased acute care bed capacity. - =
Thres of these cuthorities financed projects that reduced bod N

cspacity over the two-year period. e

. Of the 113 institutions completing financing, 31 undertook: C
projects that changed bed capacity. Of these, 24 inltitutiona
increased capacity; seven decreased it,

Among the 24 hospiuls that increased ded capacity, the nunbo: of new bodl

ranged from 1 to 312. The 312-bgd increass, ‘however, included shelled-in . . .

space for 104 beds so the actusl increass in capacity was 208 beds. Thirteen

. of the projects involved 25 or fewer new beds, including seven projects that

PO

added 10 or fewer new beds. Only five projects resulted in additions of 100
or more beds uch. ) -
The following ducriptim are rapresentative of the projects in which bed

capacity increased: . -

. A 438-bed hospital, replaced its pediatric beds with additional
medical-surgical beds, incressed the nuaber of medical-surgical
and respiratory intensive care beds, and added rehabilitation and
intermediate care beds to its coronary care facilities. ‘l'otal bed
capacity increased by 24 beds.

Four other projects involved addition or expansion of intenaivc

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 rooas, compared to 10 private rooms formerly. Private -

rooms maximize the hospital's flexibility to provide medical
isolation as well as patient privacy.

. In two projacts, 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, & heart and lung spscialty
hospital added 25 beds in existing 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.

Most of the changes in bed capacity resulted from long-range planning studies
that addressed modernizations, 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 reevaluats their
services, especially in the context of the relation between an institution and
its community.

9§-227 0 - 82 = 15
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Igglicatioin of Tax-Exempt Financing

Tax-exempt financing for hospitals has grown in receat years because it offers
significant sdvantages 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 sctivities to capture these
benefits. First, hospitals are refinancing outstanding debt. In most cases,
refinancing lowers the cost of borroving, but, equally importaatly, 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-exespt debt. The types of projects financed generslly iuvolved
minimal increases in capacity.

The amount of refinancing will significantly affect the total volume of =
tax-exeapt hospital bonds. Uatil long-term interest rates decline
significantly, most hospitals will be unable to realize savings in borrowing
costs by refinancing outstanding tax-exempt debt. Due to differences in
interest rates between taxable and tax-exempt markets, a few hospitals will be
sble to lower borrowing costs by refinancing outstanding taxable debt with
tax-exempt bonds. However, such activity is diminishing becsuse taxable dedt
has been refinanced by many borrowings and is used less frequently as s source
of new cspital.

If tax-exempt bonds become unavailable, due to either legislative action or
adverse market conditions, there will be serious adverse consequences for
hospitals. It appesrs that hospitals will respond by substitut{ng higher
cost, taxable debt as a source of financing for capitsal projects. Financing _
requirements initially will be reduced because refinancing would not be
sttractive at taxable interest rates. However, if private hospitals are
foreclosed from the tax-exeapt 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.

Taxrexempt bonds are only one source of capital funds available to hospitals.
This report suggests that restrictions on avsilability of ome source of
capital, even a source as significant as tax-exempt bonds, will have little
effect on capital investament.

Mary Alice Lightle

Beverly J. Hawkins

Division of Financial Management -~
Amexrican Hospital Association

June 1980
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APPENDIX A

EALTH FPACILITLIES FINANCING AUTI ITIES

STATE STATE AUTHORITY STATE LEGISLATION
FOR ISSUING ' ENABLING GOVERNMENTAL
TAX-EXEMPT UNITS TO ISSUR TAX-EXEMPT
BONDS BONDS

Alabama
Alasks
Arizona
Arkansas
California
Colorado
Connacticut
Delavare
District of Columbia
Florida
Georgia
Hawail
Idaho
Illinodis
Indiana
Tova

—Kansas
Kentucky
Louisiana
Maine
Maryland
Massachusetts
Michigan
Minnesota '
Missisaippl
Missouri
Montana
Nebrasks
Nevada
New Hampshire
Nev Jersey
New Mexico
New York
No2th Carolina
North Dakota
Ohto
Oklahoma -
Oregon
Pennsylvania
Rhode Island
South Carolina
South Dakota
Tennessee
Texas
Utah
Vermont
Virginia
Washington
West Virginia
Wisconsin
Wyoming

-~
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21; Egtablished but inactive. (2) In organizational stages (3) Suffolk County oniy{
4) In litigation. I

May 1980



SOURCES OF DATA

Four principal sources of dats were used to develop this report:

. Sources of Fuading for Construction. This survey has been
conducted mlly since 1973 by the American Hospital
Association's Data Center. The objective of the survey is to
obtein information on 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 p:zjoctod. .

« U.8. Department Commerce, Buresu of the Census. Quarterly,
the Departaent o%%!o-oxco 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 Da Bond Buyer. Tax-exempt bond issues sold to finance
hospital and medical care facilities have been reported by
The Daily Bond Buyer since 1974.

. Surve oy snu Authorities. The state health care financing
suthorities were surveyed to obtain specific information sbout
financings for private, nonprofit health cdre 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 nctivir.y were not
developed.

Data froa these sotirces are not interchangeable because:
different survey uchniqun are used;
different types of health care institutions ars x.ncludod
within the scope of esach 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 of 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_looking 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 sug%esting that the ad-
ministration’s prOfosal 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. MitcHELL. One of the concerns that we have is that if, ih
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. MrrcHELL. Yes, sir.. Then that ought to be examined as part
of this matter. .

Tne CnaiRMAN. 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 1l-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. THoMmPsON. I believe in Ohio it might take a constitutional
amendment. I am not sure about that, but it might. In order for
thebaiuthority to contribute that money to the project. It might be a
problem. _
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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. PaiLuips. 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 meést
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
R{e hﬁlpﬁi‘l. We will start with Mr. Johnston, Mr. Bean, and then

r. Hawk. -

STATEMENT OF PHILIP C. JOHNSTON, COUNSEL, THE SMALL
BUSINESS COALITION FOR POLLUTION CONTROL, WASHING-
TON, D.C.

Mr. JouNsTON. 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. JounsToN. 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 decision of 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 program has bheen 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
$36,470,000. 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 was just the beginning. Twenty-six more Ohio eompanies em-
ploying 2,127 peg&:le alrea f have been issued inducement resolutions to finance an
additional $46,060,000 of po

—

Intion control facilities.
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OMB's policy shift has put their projects in the deep freeze and-their futures in
jeopardy. 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.

e hope that you will be able to convince the few individuals in the Administra-
tion 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 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 concern for this particular
program which is being operated or authorized,-first, much below
the $250 million authorized by Congress, and, second, with a direc-
{:)i;re d;'rom OMB that there be no tax guarantees for tax-exempt

nds.

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 someone 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 COUNTERPRODUCTIVE CONSEQUENCES

Mr. Chairman and Members of the Committee:

You and this Committee are to be congratulated for holding
these important héarings. Their focus on industrial development
and revenue bond taxation and the resolution of the outstanding
igsues associated with them which should emerge from your
delibetations'ﬁhoulg 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. - /

M9 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 réQenue bond financing
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 Cémmittee 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”té the Treasgry) has =~

here reached, and is threatening to destroy, an important program
and that this is happening without an adequate Pnderstanding on
the pafg_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 Administration: 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
A program, some hearly 8,000 in Ohio alone. IAask 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 cépacity as a

partner in Vorys, Sater, Seymour & Pease, a Columbus, Ohio



230

general civil practice firm of national reputation in the
relevant corporate, bond, tax and environmental eompliance
areas. The firm is counsel to the Coalition.

The Coalition was organized last year to heighten the
awaréness of Congress, the Administration and the public on
‘alternatives before them in determining the future of the SBA's
pollution coanol facilities and equipment financing guarantee
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 statutes, rsgulations.‘
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
thg capital market and ;he last back in. It is the first hit by

the high interest rates which ina@equéte capital can producel.v

A

! 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 fdced by the small businesses surveyed.
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The president of the Coalition is Jack L. Schaefer,
president of The Specialty P;pers 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-consequence;'of a fallure 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 consistent 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-cbntrol 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. 1l1l1) in
order to tllow 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 businesseg under
qualified contracts for the planning, design, financing or
installaiion 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 yearsrf@he 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 fce of 3.5~
percent timeé principal plus interest, less an escrow deposit of
3 montﬂly 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, rec;vered 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 reasonsi '
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 th;
guarantees is nearly impossible because of (a) the
disproportionate cost of the equipment iﬁ\;alation 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 poliution control -
applications which have been received by it during the past 18
months., Ehere are $35.6 million in commitments outstanding and

$93.4 million awaiting processsing.
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The Issues

This continuing, if not growing, need Botwithstanding, 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 ofAFY82 annualA;uthority 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; and

3. Whether the personnel ceiling for SBA's Pollution
Control Financing Section, a ceiling also c;ntrolled 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 t&b 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.
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The Fallacies Inherent within OMB's and Treasury's
Attacks on this Program

OMB and Treasury, representing themselves as the
Administration on this issue, have attacked this program by
curtailing its annual authority ceiling and by prohibiting its
use in association with tax-exempt industrial revenue bonds. Iﬁ
short, OMB and Treasury have contended that the existence and
level of annual authority consitutes an unwarranted intrusion inf
the capital markets and-that the guaéanteeing 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 éimply is no difference.

The mo;e 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 Statgg 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 husinesses. Given the characteristics of these

-—



236 -

ponds (usually 20 years, etc.), including their taxabhle nature,
where would this market be created? _ﬁhere would these bonds be
8old? 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 gotn;-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, 1n_summary on this point, it can be said that
boéﬁ 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
ig; Treasury, while destroying small businesses in the meantime.

This is clear ;nd 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
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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 which 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 prdéram 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, 8o concerned aboutighig_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.

95-227 0 - 82 ~ 16



- 238 -

The two issues within the debate which OMB.and Treésury have
created -- Federal guarantees' effects on capital markets and
potentialrtax revenue losses -- degserve 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 1ntrus{9n
in the ;apital 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 about_any
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 of greater interest to it than its concerns on the deficit
borrowing side. One could even make a credible argument that the
lo§n 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 tie productive economy, i.e.,
private borrowing is disadvantaged in order for public borrowing ..
to be advantaged. What an ironic policy objective within this
Administrationl A - -

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 1s exempt from Federal taxation would
create a security which would be superIorfin the market to
the direct obligations issued by the U.S. Treasury. The
PubIic 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-;ould 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 "epirit" 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
Mehle's 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
FPirst 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
v 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 {ts prohibition against the tax exemption of the
obligatigns in question reveals a clear disfinction from the'
bonds guaranteed until December 31, 1981 by the SBA through its
pollution control facilities fipancing program as to disprove his

contention.

The principal impetus behind the 1941 Act was to relieve
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Treasdry of the likelihood of major tax revenue losses. It had
bacome apparent that the meeting of war expenditures would push
the U.S. Government publjic 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 dramaticafly.
Although the U.S. entrance into the Second 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, miliéary preparedness. The 1941 Act, in part,
amends the "Act to provide ways and means to meet war
eﬁpenditures" approved June 13, 1938. However, the matter is
deeper than this.

- Thé& legislative higtory is clear that the guiding principle

behind the enactment of the prohibition on tax exemption of these

1941 Act obligations was the realiqation that these obligations

produced no tax revenues to offset the tax logsses which woulgd

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-—

révenue gains. They are in the form of Federal corporate taxes

paid by the small businesses and 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

hbusiness thereby, revenues are increased in the best case
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circumstances and maintained in the worst case eircu@ptances. N
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 withiﬁ
the Mehle letter which cannot go unmentioned. It must arise from
believing that because one has thought of impediments to eﬁisting
policies that it is the first_time anyone haéuihod;ht of Fhem.
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 Zhe legislation
which led-to the enactment ;f this SBA program, and those
arguments were rejected in :;e constitutional processes of the
formulation of this law, which processes this Adndinistration 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 obiigations 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 ﬁhe United States? If it is, the hour is later than it
has acknowledged or most have suspected.

_MLastly, the Administration has failed té 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 meet_pollution regulation by the
acquisition and installation of generally non-productive

assets. As long as this Gévernment's policy on the one hand is
to have such pdllution 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.

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 fﬁ>§%7_m—
modified pollution control facilities-financing program will
still escape current Federal 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. 1In order for such
Federally-guaranteed taxable bonds to be marketed, there will
have to be created within the ecdonomy 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 p;nsion funds. It is that
reality which defeats OMB's and Treasury's intentions in
prohibiting SBA 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 cutrently 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 busiﬁesses will
constitute a larger deduction from.ﬁederﬁi corporate income
taxes. The Treasury coffers will end up with less in them than
before OMB and Treasiry 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 t&*es
paid on one hand, and increased unemployment and other benefits
on the other, the latter adding to pressures on ihe budget side
of fiscal policy. Such economics is not only bad economics; it
is also bad poliiics.

The Administration has a1;§ 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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OMB has the present authority to rescind the December 31,
1981 SBA apportionment document proviso prohibiti.ng the further
" use of’the SBA guarantee authority for guaranteeing tax-exempt
_bonds. ‘;t 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 act%gns of this Committee
and Conaress could thereafter impair its future.

Under present lLaw, 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 Requlat;ona, however,
this approach requires an analy;is 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}-af 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 practicel matte;. irrelevant to small
business. Such businesses lack borrowing capacity in excess of

the $1 million to $10 million range. Thus, even if exempt



247

facilities financing is retainegd, th? elimination or constriction
of the small issue exémption would severely hamper the ability of
small business to finance pollutign control fégilities.

.Certain of the Administration's proposals to make chané%s in
IDB legisiation 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
goverhment 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 would allocate limited resources toward the financing of
pollution control facilities for small business as opposed to
competing for locatioﬁ‘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 éssential to participants in the program
and insignificant to the Treasury. It should be permitted to
continue within the framework and intent of the existing

leglslation.

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
Eode in essentially the form in which it now exists. Based upon
my experience, I will briefly take this opportiinity to comment on

what I perceive to he the criticisms of IDB :inancing being
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advanced by the Administration and others in recént months.

"The elimination of IDB financing will immediately restore

substantial sums to the Treasury". IDB financing has been for

businesses, large and small, dqring the past two years "the only
game in town". During this pé;lod of extgﬁordinarily high
interest rates, the conventional financing alternative has simply
been unavailable. Compared to IDB financing, conventional
_financing has always been less»costly t6>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 oaly fajil 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 éhe question of whether or not to carry out a par-
ticular expansion. I can, however, dite numerous examples of the
use of 1IDB financing by small, family-owned businesses. In some
instances, this financing has enabled small concerns to hold
their place in the Business community. 1In other cases, it

enabled them to achieve substantial growth as employers and

-
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taxpayers. Existihg legislation has permitted local financial
‘1n§titutions to provide financing to local business at\\
affordable, tax exempt rates. I believe the proposed changgé in
IDB legislation would direct the funds held by these financial
.1nét1tutions away from local businesses toward investment 1q
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—;nd that of other states 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. 1Indeed, 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 authoripy is not a political sub-
division. Existing law permits state and local governments to
determine the criteria necessary for the 1;suance of industrial
development bonds. The imposition of a federal sEandard seems

both redundant and unduly restrictive of local autonomy.

"Local government must - make a contribution or commitment to

"the facility financed with tax exempt bonds". This idea poses at

Jléast two major problems. First, it runs contrary to existing
constitutional and statutory restrictions on the "lending of

credit"” to private business which exisﬁs in most, if not all, of
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the gtates. Second, this reduirement would tend to make the
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 proposidl 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 inté&nt 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 actualiy 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 the.small
IRB issues in FY81 and will be less than 1% in-
FY82. N

- The program has demonstrable publigrpenefits,
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 favorqble consideration of the recommendations set

forth herein.
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The Honorable Robert J. Dole

" Chairman
Senate Committee on Finance -
Washington, D.C. 20510

Dear Senator Dole:

On behalf of the people of Ohio, 1 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 has~
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 efféctive in helping small
businesses throughout the country to meet federally mandated poilution 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,
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. : .
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Senator Robert J. 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
governmentl - :

" We hope that you will be able to convince the few individuals in the
administration who have decréed 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 gollution control financing at the levels
previously recommended by Congress. ,

JAR/1t

195-227 0 - 82 = 17
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President Counsel
fack L Schaefer Randal C. Te:
The Speciaity Papers Company Vorys Sater Seymour & Pease
Box 1031 . 1828 L. Srwet, NW.
Oeyton. Ohlo 45401 . : Washingron, D.C. 20036
13431 226-1300 s 1202 822-9200
- January 14, 1982

Hon. Roger W, m. Jr. . .
Assistant s:gr:‘:xy for Domestic Finance ' .

Rai mmummmnuummmm
. Textable vs, Tax-Exanpt Bond Issues

- Dear Secretary Mehlet
Tha Small Business Coalition for Pollution Oontrol was

The
carpranise is in two parts: the armmal authority ceiling, uh.i.d\wiube
$150 million in F¥82 and FY83, Public Law 97-92 motwithstanding, and the

proviso t}atﬂnHBZauuwritynotcloeedasoftmammdmte
dats of the cuirpromise and all the FY83 authority be available only for

taxable bond issues.- Because you have been involved in both the FPederal
mmmemwmmmmmm,mzueu

particnlarly inportant to bring several matters to your attentiomn.

msahpmmminwbemgformlymems small busi-
nesses ocould not obtain commercial £ of the expenditures required -
to comply with Federal air and water poll: ocontrol and solid waste -
managemant policies and orders without Federal guarantees of the bonds the
proceeds of which are used for such facilities and equipment and without
theaddedat&acﬁmwithinﬂabondmketphcacfthewwmpﬂm

These expenditures are conpelled by Goverrment policy; in the absence
of that policy, the expenditures would not be made and the financing sought.
If Federal loan and credit guarantees are a financial marketplace distortion,

- sotooisthacovermentreq\nmmntuutessenuanymn-pmdwtiwmnuol
- equipment be installed at great expense.

The tax-exemption of the bonds is compelled by the reality that the
absence of ﬂutmﬁonmldumwms,evenaggregated, ot



Mslattupoimismtanallusimﬁ:wtatmd.ghthappa\ Rather,
it is a statement of what has happened, When the Administration put this
SBA pollution control facilities financing guarantee program in abeyance
inﬂnSprimotnel,ﬁmmrebertarﬁnnloo lwants Sane with~
&mﬂﬂrqﬂmﬂ,mmmﬁammmfmt
:uwiesuﬁn:uiesmtitmﬂnmeommtma:had&mmtedﬁm

Before one rushes hoaaytbatﬂosesmnmsimseswhid:wentout
of business must have, therefore, been so marginal that they would not
have survived anyway, reflect on the experiential history of-this particular
program: in its six years, there has never been a default not recovered by
SEA. ‘There have been only two defaults at all. There sinply is no other

_. Our plea to you: horecognizetheparticu.larcimmstaxmsassociated
with this particular program, including that history and including !fhx
small businesses need the Fedaral gquarantees and the tax-exesmption of the
~financing bonds, and to then & two things: (1) inform aMB, that is
lawrence&mm, that Treasury has no objection to rolling back the proviso
requiring the remainder of the FY82 $150 million and all of the FY $150
million be available for only taxable issues, and (2) informing those within
Treasury involved in the formulation of the Isdninist:radaﬂs position on the
forthcoming ional hearings on industrial development bonds that,
irrespective of what broader policies are sought, the tax-exemption for —
IDBs used for pollution control facilities under either IRC §103(b) (6) (E)~(F)
solid waste and air and water pollution control facilities exemption o the
IRC §103(b) (6) (A) small ‘issue exemption ought to be preserved. We reference
IRC §103(b) (6) (A) small issue exemption because a private sector business
must use that exemption, rather than either IRC leS(b) (6) (E) or (F) because
-the latter must be for public purpose and other tests which a private
corporation cannot meet. The entire history of this SBA program has been

cm———
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one of using bonds under IRC §103(b) (6) (A).

The diffgrence which taxable bond issues and tax-exempt bond issuves
have on these small businesses has heen set forth in a recent letter to
us fram H, Robert Fuller of the First Wisconsin National Bank in Milwaukee,
ane of the four principal financial institutions involved in this program.
The other three are Bank of America, Blythe Eastman out of tha San Francisco
office and McDonald & Co, investment bankers in Cleveland,

My only quarrel with the First Wisconsin depiction of the financial
impli cat.i.cns of the alternative between taxable and tax-exempt is that
the

applicants with which wa are working indicate that the differential
is closer to 4.25%, scme 425 basis points.

Your ttenﬂmhoﬁﬁsmtteruﬂmhmlvmntinitb:esoluﬁm
would be very m:d\agpreciamd”‘

-~ : W . —~

- Randal C. Teague



- DEPARTMENT OF THE TREASURY
WASHINGTON, D.C. 20220

ASSISTANT SECRETARY

Pebruary 4, 1982

Dear Mr. Teague:s

I am pleased tu respond to ydur letter regarding the SBA
pollution control facilities guarantee program.

In the last decade, rapid growth of Federal credit activit{
has had serious effects on the Nation's economy and on financia
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
-wpdditional 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 Govegrnment. .

~ .

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-exempts 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, erowd out.
other, less creditworthy municipal borrowers, and increase the
borrowing costs of all municipal borrowers. =

I hope this information is helpful.

Roger W. Mehle

Mr. Randal C. Teague
Vvorys Sater Seymour & Pease : B
Washington, D.C. 20036 .
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EXECUTIVE OFFICE OF THE PRESIDENT
OFFICE OF MANAGEMENT AND BUDGET
WASHINGTON, 0.C. 20008

‘ : February 18! 1982

Mr. Randal C. Teague

Vvorys, Sater, Seymour & Pease
1828 L. Street, N.W. - Suite 1111
"washimtm, 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 Administration's
. policies regarding the Pollution Control Equipment Contract

Guarantee Revolving Fund of the Small Business Administration (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, which 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 comparable
— _ reduction in other SBA credit programs.

— Second, that in view of the Administration's opposition to
indirect Federal guarantee of tax-exempt bonds, 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 SBA 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-income 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-exempt securities issued by State and local
governments. This oould result in higher borrowirng costs for
State and local governments, which must finance schools, roads,
hospitals, and other essential public facilities.
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This Mministration 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 ocnply
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 oconcerns.

| ZZ«M% |

Lawrence A. Kudlow
Associate Director for
- Economic Policy and Planning

cc: Craig Fuller
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The Small Business Coalition for Pollution Control

Prevident Consael
ack L Schaeler Randal C Teague
The Specialty Pepers Company . Vorys Sater Seymour & Pease
B0s 1001 540 1828 Lmo%'zbou
' Deyton, Ohio 43401 - Washingson, O:
13131 226-1300 1202) 822-8200

- ~ . Pebruary 12, 1982

The President of the United States
The ¥White House
Washington, D.C, 20500

Dear Mr. President:

We are small businesses whose abilities to provide jobs,
produce goods and services, pay taxea 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 ihd
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 SBA 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 businesaes 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 which shows the lack of knowledge or interest at.
OMB. ' . . - - e

No one in business knows the adverse impacts cof the Federal
Government spending and taxing and over-regulating more than a
small business. Small businesses are the first hit bX
inflation. They are the first hit by crowding out and high
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 pxogram of reduced spemding, reduced -
corporate and individual income taxes, and reduced deficits. We
support your attack on the crowding out of available capitil and
the inflationary pressures those deficits can areate. 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 prxogram's association with tax-exempt
bonds is necessary to prevent tax revenue losses. : : -
Hag . . . :

" OMB is wrong. This program constituted less than one
percent of the small industrial revenue bond issues in 1981. 1t
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 program actually makes
money for the Govermment; its initial $15 million revolving fund
has grown to over $30 million by the accumulation of the 3.5%
fees paid by tlie applicants, and interest on that fund moxe than
pays for all administrative costs. The program is funded with
private sector funds; it is only guaranteed by the Government.
The program has public benefits, particularly pollution
abatement. Most importantly of all; 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 millions of dollars on essentially non-productive
facilities and equipment. Further, the tax revenue losses from
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The President of the United States

February 12, 1982
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s

tax-exempt IRBs are miniscule compured to tho real tax revenue
losses which will result if we have to close our businesses and
lay off our employees., Or, if we can't expand productive -
capacity. Absent a continuation of this program, as it éxisted .
prior to OMB's 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 mérits of this program speak for

themselves.

We aak you to direct OMB to reverse its unilateral aotions

and to do 80 before the matter worsen-.

Respacetully requested,

54@(:4

ack L.

CC Schagfen

THE SPECIALTY PAPERS COMPANY

Dayton, Chio

?

Steve Milter
NATIONAL BRIQUETTE CORPORATION

‘East Chicago, Indiana

Robert E. Embry .

Baum Gardener Oil, . Inc. -
ENERGY RESOURCES, LTD.
Baltimore, Maryland

Robett Speaéh
ENV, INC.
Long Beach, California

James D, Lightbody

PHILWAY, INC.
Ashland, Ohio .

Frank B.ASmith
F. E. SMITH CASTINGS, INC

- Ringsford, Michigan

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 :

Les A. Liman
DOWNHILL PICK-UP
Steamboat Springs, Colorado
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The President of the United States
February 12, 1982
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J. BE. Droege
ELECTROFIIM, INC.
Valencia, California . ~

Anthony L. Torrance
OPTICAL SCIENCES GROUP
Petaluma, California

Aubrey Burer
CHEMTRONICS
El Cajon, California

Larry Winget .

Gary L. Robbins -

VENTURE INDUSTRIES CORPORATION
Prasex, Michigan

Lewis Lakin
A. LAKIN & SONS, INC.
Chicago, Illinois

Harvey Scholten
RIVULBT HURST DAIRY

- Holland, Michigan

Lerxoy Wurst
HURON CASTINGS COMPANY
Pigeon, Michigan

Paul J. Keating

John A. DelRossi

P. J. KEATING COMPANY
Fitchburg, Massachusetts

Donald Schulz .

NATIONAL METAL FINISHING
COMPANY

Springfield, Massachusetts

W. O. Larson

M. F. Ludowese

LARSON CONSOLIDATED, INC.
Grafton, Ohio

The CHAIRMAN. 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.) A
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. BEaN. Thank you, Senator. I am Ronald Bean. I'm the presi-
dent of the Council of Pollution Control Financing Agencies, and
also the director of the Illinois Pollution Control Financing Author-
ity. #d I would just ask that our statement be submitted for the
record. -

' I would summarize by saying that the general purgose of IDB’s is

- to encourage socially productive undertakings and there is not

more socially productive undertaking than the protection of the en-

vironmental quality of life. 3

- To that end, I believe that the records will show this. I know that

in the State of Illinois that rouihly 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.point that I would make in summary is that the use of
IDB’s for 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 ?ollution 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.

Thank you.

The CHAIRMAN. Thank you.

[The prepared statement of Mr. Bean follows:]
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Ti COUNCIL OF -
POLLUTION CONTROL FINANCING AGENCIES

- —

STATEMENT

PRESENTED TO
THe SeNATE FINANCE CoMMITTEE
MarcH 17, 1982

~——

ON BEEALF oF THE Counct oF PoLLuTION
ONTROL INANCING GENCIES
BY
RoNALD BEAN
AFPEARING AE RESIDENT
Tue CounciL oF PoLLuTION CONTROL FINANCING AGENCIES

AN
Executive BIRECTOE
<JLLINOIS ENVIRONMENTAL FACILITIES FINANCING AUTHORITY

1016 18TH STREET, NW. ¢ SUITE200 e« WASHINGTON, D.C. 20038 * (202) 659-2498
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MR, CHAIRMAN, MEMBERS OF THE ComMITTEE, I AM RONALD Beaw, Execurtive
DIRECTOR OF THE ILLINOIS ENVIRONMENTAL FACILITIES FINANCING AUTHORITY.

I APPEAR BEFORE TH1S COMMITTEE As PRESIDENT oF -THE CounciL oF PoLLu-
T10N CONTROL FINANCING AGENCIES., ON BEHALF OF THE COUNCIL, | WELCOME

THES 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 AGMINISTRATION'S PLAN TO RAISE ADDITIONAL REVENUES INCLUDES A
PROPOSAL TO CURTAIL THE AVAILABILITY OF TAX-EXEMPT BONDS FOR POLLU-

TION CONTROL FACILITIES. THE ADMINISTRATION ARGUES THAT TAX-EXEMPT
' FINANCING SERVES A QUASI-PUBLIC PURPOSE, THUS CREATING UNDUE COMPE-
TITION IN FINANCING OTHER MUNICIRAL 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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[ MUST POINT OUT, WERE tMPLEMENTED DURING THE LATTER PART OF THE
SEVENTIES, WHICH ACCOUNTS FOR THE GROWTH IN THE USE OF THESE BOEBS.
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 | QUOTE FROM TS EXPLANATION °
OF THE TAX PROPOSAL:
.-.BUSINESSES REQUIRING POLLUTION CONTROL FACILITIES,
THROUGH THE USE OF TAX-EXEMPT FINANCING CREATES A BIAS
IN FAVOR OF INVESTMENT OF THOSE ACTIVITIES. IN EFFECT,
THOSE FAVORED ACTIVITIES FOR EXAMPLE, BUSINESSES THAT

CREATE POLLUTION, 4ARE SUBSIDIZED AT THE EXPENSE OF
OTHER ACTIVITIES.”

MR, CHAIRMAN, THOSE INVESTMENTS ARE MANDATED BY STATUTE AT THE
FepeERAL, STATE, AND LOCAL LEVELS OF GOVERNMENT, IT_IS 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 S-CONCERNED ABOUT DOUBLE DIPPING BENEFITS

A BUSINESS RECEIVES USING BOTH ACRS AND TAX-EXEMPT FINANCING.FdR
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 1260
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. TH;VCOUNCIL 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 DUIMINISHES, THEREBY INCREASING REVENUE
LOSS, -DENIAL OR RESTRICTION OF TAX-EXEMPTS ACUTALLY MEANS HIGHER
PRICES, LOWER LEVELS OF PRODUCTIVITY, AND POSS;éLY 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 DEfﬁ!HENT OF A éUSTAlNED 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 1S 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 Anp 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 RESQURCES. AND
THIRD, MOST STATES AND LOCALITIES ARE LIMITED CONSTITUTIONALLY OR
STATUTORILY TO THE AMOUNT OF DEBT THEY CAN INCUR. IF YOU ACCEPT
“THIS 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
- S0 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, | AM ATTACHING FURTRER INFORMATION RELATING TO THE

~ ADMINISTRATION'S PROPOSAL AS WELL AS THE [MPORTANCE OF THE CONTINUED
NEED FOR SBA POLLUTION CONTROL LOAN GUARANTEES. | AM ALSO ATTACHING
MATERIAL SUPPORTING THE EXPANSION OF CURRENT AUTHORITY TO INCLUDE

THE FINANCING OF HAZARDOUS WASTE FACILITIES.

‘MR. CHAIRMAN, THIS CONCLUDES MY FORMAL TESTIMONY. | WOULD BE HAPPY
TO RESPOND TO ANY QUESTIONS THE COMMITTEE MAY HAVE AT THIS TIME.
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- EXHIBIT 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 propnsed Treasury regula-
tions whicn, notwithstanding EP}'s objections, define pollution
control _facilities a3 only those devices that operate at the
end of the production process, The rule is that any system
that eliminates the creation of pollution is not for air or
water poYtrution control., This "realized pollution" test dis-
tegards 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 regulaticns 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 Serwvice'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.

J. Since 1970, governmental units and corporations, in an
effort to support the nation's environmental! and energy goals
nave 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 conktrol of air or
water pollution or solid waste, such cxperditures are denied,
arbitrarily, the benefits of tax exempt financing. Further,
since all potential polluters are adopting technology for elim-
inating pollution ratner 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 1
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6. 'Congress should enact technical amendments to Sections
103(b)(4)(s) 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 educatidn of
the’ public through an annual synposium, workshop nrograms and
publiications of the nation's environmental standards including
analyses of requlatory actions. 1Its voting members are s%ate
or local government agencies cnharged 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.

1ts non-voting members consist of public members such as
inves:ment bankers, law firms and companies. This broad based
membership has allowed the Council to establisn a liaison with
officials with policy responsibilities affecting poilution 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 Council a unique position within our system., It is from
this broad base of experience that the Council has learned of a
serious prublem relating to pollution control financing caused
ty the Internal Revenue Service ané proposed Treasury
Regulations, Further, the Council believes the harmful efiects
of the regulaticns will be exacerbated by reason of the need
for compliance under RCRA. Accordingly, the Council apoears
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 buth &PA and the
Council's comments that the regulations are contrary to
Congressional intent, inconsistent with national &nvironmental
and energy policies and detrimental to both scate 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 developmént bonds, i.e., bonds defined in
Segction 103(b) of the Code as being issued by or on behalf of
states or their political subdivisions for the.benefit of
private businesses, ganerally do not bear tax exempt intefest
under Section 103(a). However, where the proceeds of the bonds
will be used for certain "exempt activities" (e.g., air ot

water pollution con€rol facilities, solid waste disposal facil-

ities, etc.) the bonds will bear tax exempt interest.

Realized Pollution Test

The Treasury and the Internal Revenue Service have promul-
gated and proposed various definitions of the types of facil-
ities that may be regarded as beina pollution control and solid
waste dispusal facilities. Many of these rules so narrowly
restrict the types of facilities qualifying for tax exemot bond
financing that they are contrary to the underlying statute and

to some of the policics of the EPA. -

In particular, Propused Req.§51.103-8{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" qualify for tax

exempt financing. Excluded by the requlatory definition of air

Page 3
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.0r water pollution cqntrol are.such facilities, even if
" acquired pursuantito EPA mandate under the Clean Ai: Act, the
Federal Water Pollution Control Act, or RCRA, that treat hazac-
dous waste, eliminate the creation-of a pollutant througn

- process changes, control a "nuisance", or are used "tradi-
tionally or customa:il;ﬁ‘by an industry. This interpretaticn
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 gollution con-
trol and solid waste disposal facilities was enacted in 1963 to
encourage the installation of such facilities, Such equicment
is frequenéli'placed in service because pubiic policy demands
that the environment be protected even though this may require
investment that either is unprofitatle for a producer or
involves a aigh degrze of financial risk, The Service's fail-
ure to give proper recognition to these facts is philoscph-

ically unfair and statutorily improper.

Gross Savings Test

" Assuming the facility meets the so-called "rcalized vollu-

“tion test", the position 0f 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" economic

benefit to the manufacturer.

Proposed Reg §1.103-8(g)(3) guarantees a reduction in al-
lowable financing eveﬁ/where off-;etting costs of cperation ’
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
gualify as an air or waste pollution control facili;f under
Section 103(b)(4){F). Even if such devices are acquired pursu-
.ant to the Svlid Waste Disposal Acé, ;he Treasury regulations

deny tax exempt financing under Section 103(b)(4)(E).

In the case of the exemption for 30lid waste disposal
facilities, the term "soiid waste" has been defineé by éhe
Internal Revenue Service to mean solid waste within the meaning
of the Solid Waste Disposal Act as it existed in 1968, despite
the fact that cﬁé Act has been amended_to modernize the govern-
ment's response to the problem of solid waste disposal. ?hus,

he -

- Page §
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-

for example, solid waste disposal facilities as defined and
mandated by Congress in RCRA aré& excluded from qualifying for

tax-exempt financing,

congress Must Act

Proposed Bill or Amendment

-~

The Committee sﬁould 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
~133(b)(4)(E} and (F). It sﬁould be clear that the Committee
believes that the Treasury énd Internal Revenue Service's
interpretations are too restrictive and that a reasonable
definition of those terms was intended by the Congress when ;t'
originally enacted Section 103(b)(4). Further, the Committee
should make if 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, controlliing or preventing water or
atmosphe£ic pollution_so long as a certification to cthat efféct
is given by a responsible local, state or federal environmental

agency. The effect of such a provision would be to ensure that

pPage 6
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environmental agencies have the authority to determine whether
or not tax incentives are consistent with overall ehvitonmental
"7 policy. Thus, stacutorily, the orevention 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 tenefits is eligible for—finanéing, tire bill could
ptogiqg for»i‘reduction in costs eligible for Ein;pcipg to the
eéxtent of net economic benefits. No such reduction should be

" ‘made, however, where the facility is installed primarily for
pollution control. Thus, the bill shduld 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 purpuses,

" In the case of sulid waste dispusal facilities, the bill
3hould coutain.the provisions of present law which recodnize
and encourage economic solid waste disposal, including tgsourcé
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-

* €ain&d in The Solid Waste Disposal Act as amended. This provi-"

sion will negate the unrealistic idea that the definition of

90lid waste under Section 101 of the Code is to remain frozen-

{ - .
Page 7
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to 1968. Solid waste disposal facilities under Section 103
reflect changing environmental policy. Thus, for example, the
bill should include hazardous waste within the definition of

solid waste.’ ‘ ) -

Conclusion

The Council of Pollution Ccntrol‘Financing Agencies, as
wellkas many taxpayers, and the EPA have advised thé TFeasury -
and Internal Revenue Service that its regulations are legally
arbitrary and inconsistent with €he Nation's environmental and
energy goals. Since these comments have not been repudiated
i.e., they have been £ota11y ignored, Congress must amend
>Sections 103(b)(3)(E) & (F) to guarantee that environmental
judémenﬁs can be mazde by thouse entities capable of ascertaining

most. intelligent environmental policy without prejudicing

governmental units or companies tax rights,

Paasr 8
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EXHIBIT 8

l‘fm COUNCIL OF - ’ ,
POLLUTION CONTROL FINANCING AGENCIES -

. January 21, 1982 _ =

The Presidant
The White House
washington, 0.C. 20500

i, President:

de are most concerned about reports that the Administration intends to 1imit tha use
of tax-exempt industrial development bonds (103s) to financa pollution control facili-
ties, As a coalition of organizations whose members rely upon this form of financing,
ue believe attempts to restrict tha availability of [DSs for pollution control would
adversely affect your efforts to foster economic growth in America and reduca environe
vental pollution. . We urge the Administration not to restrict the use of 108s for .
sotiution control financing., Furthermore, we believe tre current avatlability or [08s
Yor pollution control should be expanded o include, as specifically eligible for tax-
exemot ri~ancing, hazardous waste facilities. _.

Arerican tusinesses, large and small, depend upon [08s to meet requirements under Fede
aral and State environmental law. Pollution control facilities, such as stack scrubbars
<0 cintrel sulphur dioxide and other oreventive techiblogiss, unfortunately yield no

~~-returns 5 business. ~But they are critical in achieving mandated environmental goals
<nat have strong public suooort. To meet this worthwhile cbjective, industry has tra-
ditionally usad [08s t0 decrease the capital costs of contml facilities. The-use of
:[8s for 20liution control reduces the costs of Tacilities, makes more capital availe
cble “or econcmically aroductive purgoses,anc 1s thus completaely consistent with the
gcals of your ecoromic recovery program, '

Zacent reports suggest you have under consideration several optfons to curtail tne availe

- ability of 103s for ail purposes. Tiis would have the effect of either eliminating [08s
ar ¢ffering busiresses a cnofce betwean ID3$ and the recently implemented Accelerated
Cost Recovery Systam (ACRS). Nefther option s viahle. They cannot foster economic
recovary because they fail to acknowledge the limited avatlability of capital in the
private sector and the almost total absence of financing sources of non-productive pol-
Jutfon abatement and prevention facilities. o

“hese two tax provisions are not comparahia. ACRS :as enacted to unleash the nation's
nredustive capacity. However, 108s for pollution control are used to lessen the unequal
-apact on industry of poliution control mandates. They are raducing the additional costs
uf production and easing a major restraint on economic activity. The denial or restric-
tion of ID8s to industry-wil) mean higher arices or icwer lavals of productivity, or
toth. There is no basis for a policy which forces industry to choosa batween using (08s
“or sollution control and using ACRS, which has a di fferent_raticnale and makes no dis-
tinction batween pollution control and other uses.

Jenfal of [08s for pollutfon control will be most harmful tc small businesses, the main
source of naw jobs and economic growth. A small firm must shut down 1€ 1t cannot find
. reasonadble financing to meet its pollution contr] mandates.

i
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£1so, there will be.severe imsediments to the development of badly needed joint public/
orivate ventures for disoosal of solid and hazardous wastes. -The marginal economics o
these projects resuires tax-exerpt financing to avoic having al! costs absorbed by hard-
oressed local governments, and to rermit the particication of private firms in solving
this growing environvental oroblem. Cormunities are looking for disposai alltarnatives
at the lowest f ssible cost. Tax teneffts rassed cn to investors result in lcwer inter-
est rates and reduced disposal costs to tha communicy.

Businesses use small issue tax-sxemnt obiigatfons to finance hazardous waste cortrol
fac’lities because of the Tailure of the Internal Revenue Service to reflect the most
current statutory definition of solid waste in its regulaiions. Revenue Ruling §1-2i¢
2nd subsequent prcposed regulations coupled with the uncertain availabiiity of SBA-.
poiiution controt loan juarantees jeopardizes the continued use of this alternativa te
finance these neadeu and legally required facilities. Further, IRS initiatives have
failed to take into account Congress' announced intentions te review the use of small
isgize 1D8s for this and other purpases. Congeass should have this oorortunity.

en used Jor sollution contrel ournoses. IN8s sontwibute te the nation's effarts to ra-

indusirializa, to its ecoromic ind social vitaiisw. ard foster 3 haalthier and safer en-
sircameat in the precess. .

Sinceri ’, ’
. /'Ai \ ./)\“ —
: ' iy o~ - .
W V'a»w\_; \'%-imk\\;:‘.ﬁnvp@o&“\
duts iaun, Presiden Rzoert Partridge, General Manader

Ararican Paper Institute Hational R?ral Electric Ccoperative
. Associatien

) N 555{ ) ) ;7

ﬁ/mb‘fk : /'(‘.74-,4_‘ é QZ”%, —.

.- R ’,

Ronald Bear, President Richard L. Hanneman, Director of
souncil of Pellution Control . Government and Pubiic Affaics

Financina Agencias Hational Solid Wastes Management Associc
' % [P IS ‘ g -. -z/ /’ : z/ - .'
o hnme (e ~ LR D At di
d{1itam Mclollam, Jr., President ~—~ Jack L. Schaefer, President’
£dizon Electric Institute Smg!l Buiiness foalition for Pollution

R cnive

1Tfff?;;/;. ozins, Cresident , o

©aticnal Ascociation of Metal
Finichers
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"Sidebar:”

o WASTE BUSINESS GROWS AS LANDFILL
CLOSES

The only landfill in Grundy Jounty, Illinois, closed last year.
But local scavenger, Mel's Disposal, just kept taking on new

e —

customers, - —
Dave Melhown even signad up the town of Morris whera the

landfill had been located.

Melhorn's new transfar 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 Disposal earns mors than $100,000 a month, serving 12,000
‘homes and 2,000 commercial establishments. Nine years ago,
Melhorn and his wife, Xathy, started the business with one
pickup truck serving three housnholds, making $9.0Q0 & month.
while thoy haé §rand plans for their business, it was dih!?cul:
to secure the !ﬁganeinq ﬁécdcdufq make their visions real.

- neore -«
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Reluctant to qget involved with government agencies, they
nevertheless finally contacted the Illinois Environmental
Facilities Financing Authority (IEFFA) which offered finan¢ing

tailor-nade for the Melhorn's.

IEZFFA issues revenue bonds %0 finance small businesses in
illinois fn the pollution control business or those which~§usc

add polution control equipment to meet requlations.

The Authority then loans the oroceeds from the bonds to the

business with long-term repayment scheduled at modest interest

rates,

"We built a business where none existed, we provide jobs cthat
vweren't here before, wWwe pay taxes, and ncw we're aven conserving

fuel, tires and equipment with the transfer station,” Melhorvn

said.

“We've looking at a new trailer to buy this year, and we've got
the site plcked out for the second transfer station,” Melhocn
continued, "It's time to talk with the IZFFA again to try to

work out the financing.”

- more =



" ‘Baler Reduces Landfill Volume

!n East Moline, tll., solld waste handlers- have gotten toqather
to form the Metropcliban Reclamction-and Transport Co. to sort,

compact and bale trash for this Mississippi River town.

ISFFA provided them with $1,800,000 in revenue bond financing -in
early 1981 to permit the 25-ton per hour baling system to get

- underway.

. After the nearby Rock rsland landﬂill olosed last year, lgcal
haulars -looked for altornaiive days to sexve this highly
llnduscttal area.‘

* The high=-gspeed balof turné oni ton of erqsh-Ln:o onc;cﬁblc yard
Eor the landttll 19 miles away. ' The bales are loaded onto flat
bed trucks Eor the trlp because the tight compaction eliminates

. blowing and,lieecrinq.

" The revenus bond !tnanctnq, covering 100 percent of the costs of

" business, costs thc company 10 3 pe:cone for 20 years.

'
H
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SU2E, SPEED KEYS TO EFFICIENT
RESOURCE FECOVERY AT ILLINOIS
WASTE OISPOSAL UNIT -~

s

—

- Biqger~1§ not necessarily bettar 1in resource recovery from solid
| wastaes, according to Merle Buerkat:, Springfield, Illinois. ‘ e
"Many opesators, particularly municxpali:xe;: are ouilding
inefficiently large siredding and sorting plants,7'3uerketc
said. ' -
Buerkett, owner/operator of the 4, Buerkett Landfill, serves the
Sanqémmon County area in central Illinoié with about 150,000

customers located within a l0-mile radius of his plant.

"We thiﬁk we have installed the least costly, most efficient
resource racovery system,” Buerkett said, describding his
one-year-old Saturn -Model 50 shredder and Mayfran conveyor
combination. The low=-speed, shear~-type rotary shradder
processes up to 400>:ons of mixed refuse per day and is
,“;nsgg;;ed,qn~only"12 inches of mesh reinforced concrets.

- more -
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Waste ‘Jolume Reduced

Was=a volume going into the landfill has already been reduced Ss
much as four to 6ne on some loads, but in the next year,
Buerkett expects to install an air classifier from Iowa
.;an::aciutinq Co. 7 ) B

The resulting c¢lean, combuq;xble,hacerx;; will be sold as fuel
and, aventually, may be compacted into cubes for even wider

Egel ises,

The 530 h.p. shredder's low speed reduces noise, dust and flying
debris compared to a hammermill-type unit. The sxplésions which
- occur With the hammermill tvpe are almost aliminaged. Materials
lika steel beltea tices, angine blecks, and appliances that are
a g:&Siem for the hammermill require no §rior sepé}acxon for the
Satucn model. It uses less energy an; is less costly to

inscall.

. Three employees per shift operate Buerkett's unit, and an
additional shift is soon to be added due to the growing volume

Adt business.

.= Mmore -
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"Our operation is less vulneraz.2 to shut-downs than =he
- high=-technology plants that ze.: »n very large volume
deliveries,” Buaerkett stressed.

-t

Medium=-size Facility Best Finazzsially -

The. 250yton per day plant thac_;:sgosesuak solid waste 1n the _ -
e

same area where it is generata2 173 nandles wvicrtually everyv itanm
hauled to it requires a relat:va2.y small investment, 3Suerket:
maintains. "This is the optisi~ dlant for the future,” he

said.

3uerkett financed his plant wiz: zhe assistance of the Illirois
Environmantal Facilitlies Finans:23 Authority (IEFFA) which™makas
financing available to small c.s:nasses in Illinois for

pollution control equipment. -

"ISFFA issues revenue bonds on zshalf of several small
businesses at a Exma,‘ accordinz to Ronald_Bean, executliva
dir:ctor. "The Authority lends zhe proceeds ot the cond sales
to the companies and repayment 9f the loan is quaranteed by the
Small Business Administration. . TO encourade this type of

action, the .Internal Revenue Sarvice (IRS) exempts 1nvestors

from federal income tax on the zeturn_from éucﬂ bonds."

= ~ hore - *
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L ad

8uerkett's loan of $1,000,000 was part of a bond issued April 1,
1330, for a total of $3,530,000 involving 2ight separate

ccmpanies at 73 to 7-3/43 interesc over 20 years, Conventional
financing available at that tirme was considerably more costly,

«#i%h i{nterest rates a: about 203,

cailv Operation

_ The 3hredder is housed in a 120 x 200 foot -etal building that
Juarkect desijyned ‘and engineered hinself, The airpf;ne
ranger-type doors open to 70 Zeet and haulers drive onto the
tisoing £loor o0 dump their loads at or near the conveyor so

thera i3 no blowing debris on access roads.

A front-end loader pushes wast2s onto the conveyor as they
arrive, elininating stockpiling., ‘fastes travel the conveyor uip
into the hydraulically Jriven shredder whera two rows of ccunter

rotating cutter-discs produce uniform-sized preduct.

The nearly indestructible shredder stops automatically whenever
the cutters veach a preset pressure limit., The cutters chen
reverse without any change of direction by the electric motor,
pump or other components., The process can be repeated

indefinitely without damaging the shraedder,

- More -
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The shralier can deliver 60 wons ger hour to another sonvayor
that carzias nixed waste thesugh a ~aqnet where burnasla was:a

is separizad from -~ecal.

vntil =ne air classifier is adied, ~on-metal wasta i3 convevad
theoush =ne wall 5% =he huililing firagcly ia=o =he landfill.
Howevar, =nais procass has alraady 3i3ad ag nuch as fifz2en years

to the life of the Landfill, accoriing co Buerkae:t.

Recovers “arket Cacertain —

Buerket: is well acquainted with =he u2s and dcwns of =he markat
for racovared cvesources., A 3ritish Sirm %alked %o hnim a year
ago asout groducing oil from shredcded :=ires, hut world-wide oil
regarvas =ave 3teadily increasad and =neir interest decreased.
There is curvently no narket for =ia cans, 3uerkatt said, dut hte
Xeeps i3 2ars open, ~Ferrous metal scrap prices IZluczuace so

greatly =hat just breaking even lc23ks 3jood,

3uerkets is actively pursuing the use of wastes for fuel with
both public and private outlets in the area. "1've offered a
free trial," he said, "I'm that convinced the fuel will work_to
their benefit.”

- 30 ==
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Merle Buerkett's shredder and sorter is housed in
A metal building with a:rplane hanger-type doors. Up
to 400 tons of mixed rafuise can be processed per day.

Wastes move from the shredder (foreground) into the
sorter (rear) and out o2 the building directly into the
landfill (left).

Haulers dump their loads onto the floor as the base of
the Mayfran conveyor. 3uerkett pushes rafuse onto the
conveyor as it arrives, 2liminating stockpiling.

Refuse leaves_the 600-az Saturn Model 50 shredder that
was financed through illincis Environmental Facilities
Financing Authority bonds.

The Springfield, Il ogerator shreds tires and appliances
because the equipment stcps automatically when the cutters
reach a preset pressure limit. 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
announc;menc 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 presidant Fred DeMaria says, "It's a good
thing for people to see."

As a small ousinessman, DeMaria has a strong concern for the

- —"botton line." And, unless the bottom line is painted black,
the business eventually will close, and people will lose t.ueir
jobs. On the can#as of life, this is pale realism.

‘In 1980, DeMaria feared that he would have to close his
business, which wag started by his father in 1961, His
elsctroplaeing operation was polluting the local water system at
ph levels exceeding the standards determined by the Metropolitan
/Sanltary District of Greater Chicago. Plating and anodizing
agents such as cyanide, cadmium, chromium, copper, zinc, nickel

and others were the source of the problem.

MEMOER: INTEANANIONAL FUSLIC RELATIONS GAOUP OF COMPANS. LTD Oficos 1t Now YOrk * Aasnmgion = Oetron * 08 ANQeieS ¢ San Francieco + Honoiu .
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While no violations were ever cited, DeMaria 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 cqgcrol 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 vate hovering around 20 per cent,
DeMaria would assume a 23 per cent annual fingnce charge with
only a seven~year payback peridd for a piece of equipment that

wouldn't generate any income. “At that rvate, it's ridiculous,"”

he sighed, enchoing a common refrain. heard from small
businessmen the last two years.

But DeMaria took advantage of an alternaéive_yﬁiéh he believas
saved his business. He had read some litgrature abcut
government assistance in financing pollution control projects,
and had heard a speaker address the same subject at an industry

conference meeting. 1t was worth léokinq into.

He met with a representative from the Pirst Wisconsin Bank of
Milwaukee, who told him about the Illinois Environmental
Pacilities Pinancing Authority (IEFFA), an agency that grovides
financing at lower interest rates to small businesses for

pollution control equipment.
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The IEPFA provides loans by issuing revenue bonds at one time on
behalf of a number of small businesses. The proceeds of the
bond salé; are loanad to the companies with a Small Business
Administration guarantee for the loan repayment., To encourage
putrchase 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 monoy for
nonproductive assets such as pollution control equipment,”
explained Ronald Bean, exeCutLye director of IEFFA.

In DeMaria's case, even if banks were willing cto provide a loan,
high interest rates made this an unreasonable option. Howevar,
by meeting the requirements for the SBA guaranteed bonds,
DeMaria secured a $189,000 loan at 12-1/2 per cent interest over
5‘20 year period -~- definitely a more reascnable altaernative.
Included were the costs to prepare and issue the bonds.
According to DeMaria, the procedure for obtaining the locan was
':eilly pretty simple.® After completing a financial statement
- and general questionnaire, the wheels began to turn. "The First
Wisconsin Bank of Milwaukee, working with the IEPFA, 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 ;;ey enter the sanitary system as an essentially clean
£luid. "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 DeMaria.

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 fraeash supply of ocutside air
into the plant. In addition to p:oviélng fresh air for easier
breathing, the humidity level élso is sharply decreased, and
virgin metal is not as suseptible to rust, a primary concern

bafore the system was pu:chaséh.

DeMaria claims none of this would have been possible without his
IEPFA loan. "I really couldn't p:y 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 1980, tatalling about $12,8 million. Thase 14
businesses employ over 1,000 people -whose jots may have been in

:jeopardy without the LEFFA financing program.
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*We're providhg pollution control equipment at reasonable costs
in today's marketplace, which grotects the physical environment
and helps save jobs. It's a jovarnment program that really

works. Small businesses' inzarest in the program grows

continually,” says Bean.

DeMaria supports the program <noleheartedly: "For me, it was

terrific. Other pecple in tne position I was in would be

foolish not to consider it."
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Del Mar's general supervisor Jim Costello examines water which
has been internally treated in recently installed pollution

control equipment bafores it enters the pﬁbiic sanitary system.



PHOTO CAPTION

Dirty water from the cleaning tanks and plating bins is sumped
into these three filters which utilize a. resin base to eliminate

chemical impurities.

-—
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PHOTO CAPTION

owner Fred DeMaria displays a jar of untreated water (left)
and 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. “



PHOTO CAPTION

Owner fred DeMaria reviews tha "make=up air unit® located on

the roof of his plating and anodizing company in Franklia 2ark,
I1l. The unit dramatically reduces thae humidity level in the
building by vacuuming steam and blowing frash air into the work
area., Installation of this unit has improved working cénditions
for thq laborers and essentially eliminated rusting on untreated

metals.
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PHOTO CAPTION

Shown hers is an overall view of the water pollution control

unit récently installed at Del Mar Plating and Anodizing Company,
ranklin Park, Ill. The unit includes a filtering system,
(foreground), ion exchange tanks for filiezad,wator, (cackground
center), and sludge tanks (white, background right) for'accumulated

wastes which don't enter the public sanitary system,
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EXHIBIT D

PN I
| 1] COUNCIL OF ,- —
POLLUTION CONTAOL FINANCING AGENCIES

i

The Council is a national non-profit o-janization of state and Yo-al
oublic agencies wnich issue poliution control revanue bonds and provide
economic assistance to industry for finincing nollution abatement
facilities.-- It was formed in 1978, with the following objectives:

o To encourage and facilitate capital financing for envirormental
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
fncentives for environmental improvement.

o To support research and provids information about the neads, -

purposes and benefits of polluticn control financing.

o To promote better coordination of <aderal, sta:e and local
policies and regulations for the zompatibility of envirormental
improvement, efficient aa2rgy 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 functfons are designed to inform and educate the business,
governmental and financial communiiies about the issues, developments

and opportunities for more economical and aquitable means of financing
anvironmental 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



- 802

m COUNCIL OF

POLLUTION CONTROL FINANCING AGENCIES

MEMBERS

Allegheny County Industrial Development Authority, Pittsburgh. PA

Roltimore Economic Development Corporation, Bailimore, MD

Brazos River Authority, Waco, TX

California Pollution Control Financing Authority, Los Angeles, CA

Conneeticut Development Authority, Hartford, CT

Eric County Industrial Development Authority, Buffalo, NY

Gulf Coast Waste Disposnl Authority, Houslon, TN :

Itinois Environmental Fnellitics l'innnclng Authority, Chicago, 1L

Kentucky Pollution Absiement Authority, Frankfort, KY

Maryland Environmental Service. Annapolis, MD =

Massachuselts Industrial Finance Authorily, Boston. MA

Michigan Job Development Authority. Lansing, Mi

Minnesota Smoll Business Finance Agency, St. Paul, MN

Missouri State Environmental Improvement Authority, Jefferson City, MO

New York State Environmentel Facilities Corporntion. Albany, NY

North Carolina Department of Commerce, Raleigh. NC

Ohio Air Quality Development Authority. Columbus, 011

Ohio Water Development Authority. Columbus, OIf

Philadelphiu Industrinl Development Corporation. Philudeiphin. 1'A —~

Pucrto Rico Industrint Medicul and Environmental/Pollution Control
Financing Authorily. San Juan, PR

Sabine River Authorily of Texas. Orange. TN

Wayne County Economic Development Corporation, Dearborn, Al

ASSOCIATES
Induistrinl

Anheuser-Busch Companies. Ine., St. Louis, MO
Alantic Richficld Company, Loz Angelex, CA
BRK Corporation, Torrance, CA

Genstar Conscrvation Systems, Inc., San Francisco, ("A
Greal Lakes Carbon Cerporation, New York, NY
International Paper, New York, NY

1T C‘orporation. Wilmington, CA

Mead Corporation, Dayton. ON

Republic Steet Corporation, Cleveland, Otl
Rolm and Haus Company. Philadclphia. PA

Sun Oil Company. Radnor, PA

Texaco, Inc., White Piains, NY

Financial

Blyth Lastman Paine Wcbber Incorporated, New York. NY

Dean Witter Royvnolds, San Francisco,CA

Ehrlich-Bober & Company, Ine., New York, NY

First Boston Corporation, New York, NY

First Nationnal Rank of Chicago, Chicago, 1L

First Southwest Company. Ine., Dallas, TN

Gioldman, Sachs & Company. Inc., New York, NY

LE.F. Hulton & Companv. Inc., New York, NY

RKidder. Peabody & Campany. Ine., New York, NY .
Merril! Lynch White Weld Capital Marl\eh Group. New York. NY
Salomon Brothers. New York, NY

Legal

Chapmart and Cutler. Chicago, 11

Dawson, Riddell, Fox, lolroyd & Wilson. Washington, DC
Debevoise, Plimplon, Lyons & Gales, ‘New York, NY -
Dewey, Balluntine, Buchiby, Palmer & Wood. New York, NY
MoeCall, Parkhurst & llorton. Dallas, TN

North, Haskell, Slsughter, Young & lewis. Birmingham, Al
O'Melveny & Myers, 1.os Angeles, CA

Qrrick, lMeeringlon & Suteliffe, San rancisco, CA

Squire, Sanders & Dempsey, Cleveland, OH
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The CHAIRMAN. Mr. Hawk.

STATEMENT OF RICHARD C. HAWK, PRESIDENT, HIGHER
EDUCATION ASSISTANCE FOUNDATION, OVERLAND PARK, KANS.

-Mr. HaAwk. 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.
irst 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 guaran 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 Use 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 alreadj/ 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 St’ateffor postsecondary education.

No. 3, student loan revenue bonds’are pretty heavily regulated
already. They are regulated not only by the Treasury regulations,
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 agg 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
- pro 1 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 regulatxons 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
lslappen not to be in the fortunate position of bemg money market

tates |

Thank you.

-[The prepared statement of Mr Hawk follows ]
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Tax Exempt Bonds for Guaranteed Student Loans
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by
Richard C. Hawk, Chairman of the Board

HIGHER EDUCATION ASSISTANCE FOUNDATION
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The Higher Education Assistance Foundation serves as the student
loan guarantee agency in the states of Kansas, Minnesota, Nebraska,
West Virginia, Wyoming and in Washington, D.C.
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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 caﬁital 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 studentb 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 revqug'bonds.

‘llthough 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‘tor 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.

IIT. 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 pfoviding 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, maximum 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 had to use revenue bonds for meeting
- student loan needs. Other states--those with capifhl_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.
N

-2 -
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The state of Kansas provides a convenient example. About 28%
($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, whether the
state needs 24% or 77%. i '

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, lowa, Nebraska, Texas, Virginia, and
Wyoming--to mention just a few more--will be affected negatively
by the Treasury proposal.

I1f 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 discrimina;e
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 98.5%, the lack of opportunity for earnings on investments
would destroy the financial feasibility of most student loan revenue
bond issues.

Summar

In summary, applying the Treasury Department proposal to student
loan revenue bonds is (1) irrelevant for determining the public
purpose of these bond issueé, 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) disériminater 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, ¥ive 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 limit
‘pollution 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-
1y 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 encourafe 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 CHAIRMAN. 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 taxgayers in another State pay
for 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
ly.'lo‘ur group,’ I'm afraid we wouldn’t have much success this year in

aving 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 ﬁ)art of the record. And I apolo-
%ize to the last two witnesses. I will run down the hall so Senator
hurmond 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 soime questions. : :

Is Mr. Clyde here?

Mr. CLYDE. Yes, sir. , » . :

& T:xe CHAIRMAN. Mr. Potts, according to my schedule, you are

rst. T

STATEMENT OF RAMSAY D. POTTS, ESQ, COUNSEL, NATIONAL
COMMITTEE ON SMALL ISSUE INDUSTRIAL DEVELOPMENT
BONDS, WASHINGTON, D.C. ,

.

Mr. Porrs. Mr. Chairman, my name is Ramsay Potts. I am coun-
‘sel to the National Committee on Small Issue Industrial Develop-
ment Bonds. o : : ’

- The committee presently has 92 members, principally manufac-

turing corporations, but also State economic development organiza- .
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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 \has 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 losin;ﬁ theitl'wiobs. 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
comdgany 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 technolﬁ and in manufacturing exports. Our position,
however, as we know is being eroded in these fields just as it
already has been in automobiles, in steel, in scameras, 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 every 80 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
g:ce with inflation, the $10 million limit that is now in place would
‘be $15 million in mid-1982. In other words, we need $15 million as
~ the limitijust to stay even. \ o

'The Treasury’s proposal that corgo_rations be limited to $10 mil-
~ lion in outstanding small issue IDB’s at any one time would elimi-

- nate corporations of all sizes. Not 1just. 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-

hancing 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.

'I{xe CHAIRMAN. I might say that I think every member has a
staff person present.

Mr. Porrs. 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 con%ressional 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-
tagle 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 fi-
nancinf 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 goini to
have a damaging economic effect on the communities that seek 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
{)qsition of the United States against Japan and other foreign coun-

ries. :

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.

he CHAIRMAN. Well, your entire statement will be made a part
of the record.

[The prepared statement of Mr. Potts follows:)

N

~
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§Eatement 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

Summarx

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 b} 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 developmant 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 thé use of IDB's for industrial purposes b; 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'éounsel 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. 1/

i/ 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 néeds 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 Econqmic and
Federal Revenue Effects of Changes in the Small Issue Industrial
Development Bond Provisions®” 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 critlcs“
\of_the program Afe entirely speculative and small in comparison
with the revenue losses from other recently-enacted tax provisions,
including the tax leasing provisiont 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-

oity about and criticism of aspects of the small issue IDB 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'issuanc; 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 igdustrial revenue bonds before the House Ways and
Means Oversight Subcommittee in April 1981, no abuses were cited
in the use of 1IDB's for industrial purposes, and there was virtually
no criticism of the continued use of IDB's for industrial purposes
in the Oversight Sg&committee's report and recommendatiéns.

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

ey
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i

other smaller firms, creating service jobs, increasing-the local
tax revenues and encouraging further economic development.
The National Committee's position is to support the continued

~use of IDB's for industrial purposes ard 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 gé 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 Urbaﬁ Development Action Grant Program
("UDAG"), which has ‘developed recogﬁized criteria for economic
‘distress for cities and urban counties and for pockets of po&erty
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 expe;imental 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 1anguage.lo 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 requi:e'
reports from the states to the United States Treasury regard}ng
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 appréval 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 Issqance 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 busiﬂesses. 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 éommunities
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: 1IDB financing
- reduces the initial cost of the financing. It assists in
. making capital available 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 péfcent and 20 percent."” 1In spite of the Economic

Recbvery Tax Act of 1981, busineéss 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 faﬁorably. 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 c;;t
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-
menﬁ 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 té;ﬁcinq inflation, but it has been unable to reduce
interest rates, and the consequences of persiatently high
interest rates are apparent in the ﬁnemployment figures, in
declining output, and in delayed investment. Until interest
rates are substantially reduced, 1DB 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'svis also cduntegptoductive to the
Administration's econoqic goals because:

(1) The states and local governments want to retain

the right ;o decide when Qnd where they may want large and

medium-sized businesses to locate in their communities since

it is these firms that provide permanent employment, generaté
inoreased tax revenues, serve as a magnet for attracting
other firms and generally are responsible members of the
community. Moreover, the arrival or retention of a large or

medium-sized firm is a catalyst for 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
aré-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
ecohomic development and to replace the programs and services
that are being terminated'bynihe Administration's budget
cuts, B

(2) -No state at present excludes large or medium-sized
"businesses from its IDB program; on the other hand, many

. states limit the use of IDB's to industria1,~manufactur;ﬁg
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'intereét rates. When considering the
construction or expansion of a facility, large companies,

- just like small ones, mist evaluate the costs and potential
returns before an investment can ke made. In order to be
approved, the project must pass tﬂe "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 IDB's by large and medium-sized coﬁpanies 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.

(S5) 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, rap;dly 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 iﬁposes 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 en;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 1DB's successfuily 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
1DB finaﬁcing since 1976. -Louisiana estimates that it has
created or anticipétes the creation of 9,667 permanent jobs
and 15,999 temporary jobs in connection with IDB projects-
Vfinanced 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
fiﬁanced facilities. Rhode Island estimates that 1DB
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 financgd faéilities. St. Louis County IndustrialADevelop—
ment Authority has issued 98 bonds since its inception in
1979 for facilities which have created or wil;\create 4,800
jobs in St, lLouis County. Adams County, Color#db, reports
that 28 IDB's issued in 1981 are estimated to create between
1,300 and 1,600 jobs over the néxt ten years. Mississippi,
the first state to use the program, has continued to use it
almost entirely for induékrial purposes. Like the othe:
states, Mississippi has no prohibitions regarding the size
of the company which may use IDB financing. Over a forty-
year span, Mississippi has ﬁséd IDB financing to build
plants for at least 55 corporations among the Fortune 500
industrial corporations and credits its IDB prog;am as vital
in its development of industrial facilities and industrial
jobs in the State,

(8) Elimination of large and medium-sized bgsinesseg

from using IDB'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-effoits 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 loanslto encourage
certain export-related priority industries, in conjunction
with a rapid depreciation schedule to encourage investment.
Loans made for technqlggy 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 Japaneée
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. 1In 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 compeéltively Friced product. As a result,

American firms are increasingly lésing out in both the i
inéernational 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 Qorldwide
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 eéQnomic 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
Japanege 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.

A 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”States industry in both international and domestic markets
in an ever-~increasing number of produét lines. 1In 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 erng~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 Poundry

American Greetings Corporatian

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. o
Cargill Inc.

Carlisle Corp. -
Chromalloy American Corp.

The Continental Group, Inc.

Copeland Corp. -
Copperweld Corp.

Corning Glass Works

Dain Bosworth Corp.

The Dyson-Kissner-Moran Corporation
E. F. Hutton & Company Inc.
Eagle-Picher Industries, Inc.

A. G. Edwards & Sons, Inc.

Emerson Electric Co.

Essex Company .

Pirast 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.
McDhonald 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. .
~ The Robinson-Humphrey Co. -
South Haven Rubber Co. -
Southwire Company -
-~ Stephens Inc. -
Stifel, Nicolaus & Company Incorporated
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.

SUPPORTING ORGANIZATIONS AND INDIVIDUALS =

Alaska Industrial Development Authority

Allegheny County Industrial Development Authority

Ballard, Spahr, Andrews & Ingersoll

Chapman & Cutler

Priday, Herschel H.

Gambrell, Russell and Forbes

Georgla 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 Assocliation 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. B )

™ 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 whethér 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 to the extent 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
outstandmg 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

-—«==~1ax intrusions. Therefore, all investors will demand higher rates on

all new purchases of municipal bonds.

The tax exemption for municipal bonds is, a quxd pro quo for the
acceptance by the investor-of lower rates of return than he could
have obtamed 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-
gected to accept new responsibilities under the new federalism ini-
iative.

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 from-historically 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 t‘port:a, mass transportation facilities, air-
— forts and bonds issued for charitable and educational organiza-

ions. ‘

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 anty 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 op 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 expressl{ recognized the
public purposes achieved by the exeml%; 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

rojects such as: construction of multifamily housing projects for
low income families or the elderly; construction of hospitals owned
bﬁ' charitable, nonprofit organizations; and port development
through dock and wharf construction and boat channel dredging.

We believe that ~the§'should not be affected by any legislation to

e , ‘ :

' restrict small issue IR .

In closing, we would like to reiterate that the adverse effects on
the municipal securities market of last year's tax revisions pale by
comparison to the devastating consequences of this year’s propos-
als. Participants at all levels of this market will suffer, most par-

§5-227 0 - 82 - 22
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ti d local issuers and the investor. We urge the com-
gﬁ:&:;l{osgt:sgge this market, which has served this countrys

State and local governments 8o well over the years.

' k you.
'T[Tl}'xae:l przpared statement of Mr. Clyde follows:]

_ STATEMENT OF
LARRY F. CLYDE
CHAIRMAN OF THE PUBLIC SECURITIES ASSOCIATION

INTRODUCTION

Mr. Chairman, and members of this distinguished Committee,
‘I appreciate this opportunity to present the views of the
Public Securities Association (PSA) on the tax proposals directly
aff;ctiné the pubiic seéﬁkities markets contained in the
Administfation’s Fiscal Year 1983 Budget. PSA is the national
trade association representing banks, aealers and brokers
that underwrite, trade and gsell state and local government
iegur;tiea and U.S. government and federal agencf securities.
Our membership of approximately 300 firms coliectively
account for approximately 958 of the Nation's municipal
securities industry uanrwriting and-trading activity. Ih
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 Administrption;s‘tax proposals. Accordingly,
*e—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 Pank, is Chairman of the Board of Directors of
;he Public Securities Association. ‘
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‘ My remarks will address the effects on the public
- securities market of three particular tax proposals contained
in the Reagan Administration's 1983 Buégec. These proposals
. involve creating a new corporate minimum tax which would include
aé a "special deduction” the tax deduction claimed@ by a bank
or other financial institution- for interest paid on deposits
. to the exé;nt it holas tax-exemﬁt state and local government
- securities; the proposal to add a new set of conditions to -
ihe 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 Schti£ies Association is deeply concerned
wi£h thé implications og 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 alsq disturbed that these proposals are being debated
at a tiﬁe when states and local govérnments 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 recoﬁmend
that the Congress carefully consider the devastgting 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.

_?he municipal securities market has served this country's

state and local governments well over the years b& providing

low cost capital to meet the needs and general welfare of
all their citizens. We believe tﬁat these proposalg 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 capitai market

system,

OVERVIEW OF THE MUNICIPAL SECURITIES MARKET

_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 (o raise funds in the public
'capital markets at reasonable rates and in an expedient and
‘ orderly fashion. The tun&: raiged 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, aizports,‘masi 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 envirxonment is a§1denced by the increased

iute of short~-term financing. In 1981, short-term vqlumo
‘increased to $37.7 billion, up 35.8% from 1980, an aliﬂtime
- record. Annual average borrowing costs stood at 10.77%
compared with a 1980 annual average of 8.66%.

Traditionally, yields on municipal securities have ranged
from 65% to 70% of taxable securities with equival&nt rating
and maturity. During 1981, however, the spread between 20-
year AAA corporate bonds and 20-year AAA municipal bonds
na:zdwed to 73.4%8. This coﬁpares to a spread of 65.6% for

- 1980. Even more disturbing, however, is the fact that
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during‘becembei; 1981, the spread narrowed to 82.28. 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.

N Despite the recent price advance, the upward pressure
on rates in the municipal securities market appears likely

£o 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 -

chgﬂées include the ill-advised, tax free "All Savers Certificates,"
the reduction in the maximum tax, and the incentives for

leasing and retirement accounts. However, th; negative

effects of-last-year's tax revisions pale by comparison to

the likely 1mpa;t of the Administration's new set of proposals.
Participants at all levels of the market will suffer: the issuer,
through overly restrictive prescriptions on the gype of tax-exempt
bonds it may 1ssue;‘£ha corporate bank investor, through
{ndixeet 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 I“PACf 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 mihimum tax on “corporate profits”
in ;xcess of $56,000 would be requireq to be paid only if it
exceeds the regular corporate 1ﬁcome tax. We will address
-  only one particular provision of this proposal, thch we
believe, alone, will have a.severe adverse effect on the
entire municipal market.
~N
The Administration has recommended that corporate
profits be calculaged.by adding back to a corporation's
taxable income a series of special deductions which include
~deductions presé;tly permitted commercial banks and certain )
" other financial institutions for interest paid on deposits -
whe?e the corporation holds tax-exempt securities. The '
Treasury Department has stated that in deterrmining the amount
of interest deduction to be added to.the_minimum tax base,
the cérporation's'total interest deductions will be allocated

pro rata across its total investment portfolio.




340

-

. The Public sécuritien-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 muéiélpal bonds and consequently
will substantially increase state and municipal borrowing
costs. We estimate that this proposal will cost statgx;;a::ﬁ
local governments 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 osligationa
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 commercial
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 wiil have substantiai effects on the entire

municipal market.
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With ;he expanded opportunitieg\for shelterinqrincome
" through alternative investment vehicles, and their increased
'.lansitivity td price volatility;,—it is reasonable to
- anticipate that this proposal will result in an immediate
and substantial diminution in commercial bank investments
.1n municipals. This could undermine the future viability
. of the municipal market. It will undoubtedly drive this T~
market's largigt 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 securiiies

- 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
rglatively‘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
ungettainty 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

redegino- bank deposits as a form of bank borrowing.

L . .



; 842 | -

. Traditionally, the . tax law has not viewed the normal

deposit taking'functions of banks as forms of borrowings.
mhis redefinition could have broader implications whiéh go
beyond the intention of the Administration>in subnitting

this proposal.

It is critically important for this Committee to recognize
N ?_L—K -
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 A
sense, and certaiéiynzgmzérma of equity, the investor in
tax-éxempt bonds has aifeady 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 p:oposedvﬁnder the Administration's "New

Federalism® initiative, the severe budget reductions in
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federal assistance to state and local governments and »
.leveral provisions of the 1981 Tax Act, taken together, are
“ bgacerbating the burdens of high interest rates
on the municipal securities mark;t. l

To the degree that interest on tax-exempt municipal
s;cugities 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 all 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 o£~the,Tax Reform Act of 1969. By late August, 1969,
the market for municipal bonds suffered'a severe dislocation
and hegr collapse. Many local governments were unable to issueh
bonds .at rateg within the maximum limits fixed by their '
.1 controlling state finance laws. It was also difficult to
*- £ind realistic bids for bonds which investors wanted to sell.

We certainly do not want to witness a repeat of the }969-ex§érience;

",particu;arly now, when the municipal market is already suffering

' dnder,the strains of unprecedented interest rates.
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We also understand that Congress is sg;iouuly considering - _
broadening the current minimum tax proposals to include
interest earned on municaipal securities by cprporatlons and
individuals. 1In our opinion, this more direct form of taxation of
state and municipal securities would not only be unconstltutipnal,
but in tandem with the proposed corporate minimum tax would
devastate the entire munjicipal market.

In conclusion, PSA opposes imposition of a direct minimum
tax upon thé interest income from state a;d local government .
sgcurieiel. PSA believes that any such action would cause
se;ere problems in the marketing of such securitiqs 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 effeetivelf'
remove commercial banks from the nunicipal market and would cause

unéEttainty.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 p;oposal will raisé sinte and
local bortowing costs. Let us next examine the set of préscriptions'
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 'ixempt activities" will
.handouft state and local issuers and prevent them from meetlng
the public needs of their citizens. .

PRIV THE ADMINISTRATION PROPOSAL TO RESTRICT ‘ /

The Administratbion's proposal rdlating to industrial
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revenue bonds would restrict (1) small-issue industrial
Hrevenue bonds (IRBs), ~(2) 1IRBs used to finance specified

© exempt public purpose activitiea, and (3) financings for
non-profit hqspitals, éducgtional institutions and student -

loans.

The original IRB»statute was adopted in 1968 as part of
‘the Revenue and Expenditure Control Acé of 1968. The Act
contains a general rule rendering the income on all IRBs
':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 agbject 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 undextaken by state and local governments.

The Administration has now proposed adding the fol;owing
" conditions to the use of all types of IRBs regardless of

their ultimate use:
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-1)  The restrictions generally would apply to what the .

Adminiatration 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. IRBs would be limited to small busi-
nesses (i.e., a company with capital expenditures

B 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
o e of the proceeds of the obligations would be exéended
5 to reserve funds and funds held during the temporary

construction period.

5), Each bond would be required to be in registeréd )
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-

34“,A‘ " al unit would be required to make a contribution

g

or commitment to the facility financed equal to

one percent of the face amount of the bonds.
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7) - The high@lﬁ eléetod o!f#cialgar legislative bdd} .
ﬁoﬁld'be‘requited'to apptévé the bonds after a

- public hearing.

Before'd{scuas{ng PSA's specific comments on the Admin-
istration's proposal, it may be helpful to present the o
_,COmmitEeo with our policy position on small issue IRBs,

¥

"The Public Securities Association supports the riggi of
B staéé and local governments to issue th-exémpt 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 statevand local »
- governments take positive s£eps to curtail their use.
Our Association opposes federal legislation which would
restrict the right of state and local governments to -
"~ determine the §u511c purposes for which bonds can be
~ 4issued. We believe that any federal action concerning
”amall'isnud IRBs should be limited only to the tax -
t:qaiment of direct, privite beneficia:ies‘o( the '
- procoeds otysma}l issue IRBs.

- ' . :

. : We¢591i§6e the Administration's proposed choice'Between ACRS

‘:ahd tax-exempt financing is appropriate if, and only if, it';;

-
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iinited to direct private beneficiaries nf samall isane TRRa,
we also believe that the same proposal as applied to "exempt

activity" and charitable purpose tax-exempt bonds represents
a form of restrictionyvhich compromises the rights of state
and local governments to issue ta;-exempt securities for
traditional publig'purposes. We Selleve that these public
purpoaéwindust:iai revenue bonds, which have played a vital role in -~
establishing and maintaining infrastructures and public .
works taciliﬁies for genefal 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. h

The 1968 gederal 1gg1§1ation 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 projeéts are financed in the municipal market
becagée they involve facilities for Shblic use an; benefit
or extensions of publiclyvﬁsed facilities. Consequently,

\ bongresl decided that tax-exempt fingnciﬁb of tﬁ;se projects

was necessary and appropriate and should not be restricted
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- 4dn o:dei to permit state and local governments to fulfill
the general needs of the public. é;éoial categories were

i 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 facilities 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 nécessary for ihe social and economic well being
of all citizens. The fact that private pafiies may operate
or otherwise benefit from these facilities simply reflects

the historic practice of state and local governments in

s

* In the 1968 statute Congress also authorized tax-exempt
financing for pollution control facilittes owned by
private corporations. Although there is a public
benefit associated with a cleaner environment, 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 supfo:t 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.

9522270 - 82 < 23
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providing public works necessary to suﬁport and maintain

residential communities and cormercial and industrial development.

Public purpose is a continually evolving concept. €4
- state and local govetnmenés are to accept increasing responsibility
for meeting their own needs under the New Federalism, the
private sector will be a necessary partner in such p:ojectsi~
fhis objective will be seriously impaired if Congress enacts-
the Administration's proposals which will jeopardize the
flexibility of states and égcalities‘in choosing, consistent
with determinations of belic 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 Treaaury'i'proposal restricting exempt
facility financihg. 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 thekbrivate bus line

—

will operate;
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3) . A city seeks to finance eonatruétion of new counter
and hangar space at a municipal airport in order
to bring commercial passenger sexvice into the

areaj

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); 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 otherl._fepresent what today
are gardeh-variéty public works projects. There can be 1{;tle
doubt, however, that Treasury and IRS would treat these
cases as "private purpose” financings subject to thé proposed new

limitations. R

ACRS Versus Straight Line Depreciation

The Treasury has proposed that a private participant be

reqﬁi:ed to choose between the new, rapid depreciation system
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{(ACRS) and tax-exempt fingncinq for project facilities it _
may be entitled to depreciate. We believe that given this.
choice, most private parties would decide to use ACRS. 1In
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 Depértment proposal would impose other unwarranted
restrictions on state and local public purpoa; 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
sgcurities proposed by the Adm;nistration; These new "arbitrage”
restrictions would apply to any facility which the federal -
government did no£ regard as wholly public in nature and
thus would advergély affect the whole spectrum of exempt'facilities
fiﬁancings, as well as financings for tax-exempt hospitals,

~
educational institutions, etoc. .

- ‘ When Congress adopted the Tax Reform Act of 1969, it
eliminated the statutory tax exemption for arbitrage bonds
and 1mpo§ed strict limitations on the investment of proceeds i
" from the sale of municipal bonds. Arbitrage bonds are
defined as bond issues~1n 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

ignger tax-exempt.

The original arbitrage statute, however, included -
certain exceptions which expressly authorized unrestricted
investment of bond proceedd (1) for a temporary period
pendiné use in the project, or (2) in a reasonably required

reserve or replacement fund not exceeding 15 percent of the
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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\fhe Treasury has mislabeled as "private activities.”
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 will 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.
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have to be 1nvested in special U.S8. Treasury securities
bearing interest at substantially below market rates. The
result woﬁld 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 uged.

Finally, the Administration has failed to demonstrite
why it is necessary to reverse this sound and long-standing

Congreaéional 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 recommendation:

-=-First, such requirement gould 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 fundamentally alter the structure of the
municipal securities market and even more imporéantiy, could

increase borrowing costs for state and local governments

“seeking to raise new capital. We anticipate that issues of

1

~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 éstablish automated systems of
municipal security clearance and comparison are still in the
trial stage as are current efforts to establish a municipal'
security deposithy environment. Their establishment and
effective operation are some time away. For these reasons,

we believe that benefits to the federal government.

”§éﬁu1t1ng 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 thq‘federal government to
require that state and local governments radically change
the man;ér in which they issue municipal securities. e
Moreover, irrespective of current economic conditions, we
believe that market participants and not fed;ial 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 o
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
have 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 corporﬁiions vhich are established to
facilitate the promotion of econom{c development and to meet
the public needs of their citizens. The enactment of this ‘
proposal would force states to either amend their Constitutions
(a very formidable task) or eliminate the use of tax-exempt .

"financing for "private activities™ after 1985, Thi; is an
undesirable result and certainly one which is b;;ond the
stated intent of the Administration in recommenQ}nq 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 PSA's opposition to
this proposal may best be sumarized by reférence to the
resolution adopted by the Committee on Finance in 1980 (S.
COn..ken. 92) (8enate Report No. 96-863, 96th Congress, 2nd
8ession, July 23, 1980), which reads in pertinent pgrt:
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 lﬁéh proposals

in the pasf and it is the judgment of the Committee




B -

that it will not approve any such proposal now. The

~ Committee is concerned that the proposal to withhold

" income tax on interest and dividend payments could work
hardships on those in&ividuali‘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 withholdinq sysggm unacceptabiy
cuhbersome 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~proposa1 would impose a withholding
requirement for payments of interest to all individuals who
puxchase bills, notes and bonds issued by the U.S. Treasury
and federal agency obligations. The Qommittee should note
that individuals have played an increasingly important role
in the government securities market and caﬂ be expected to
in the future. We estimate that 'hou;éholds' now hold over
3260 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 betweenrnow
and fiscal year 1985. Therefore, it does no£ seem 1ogic5}
to be promoting legislation whose effect will be to drain
1nve§tgble tundi from the household sector of investors at a

time when they will be increasin91§ relied on to finance the
" federal debt.

= Implementation of th;~hdministraton's withholding
proposa}_would also result in significant operational costs
for the dealers and dealer banks in government securities -
which would act as witﬂholding agents for the Treasury.
AUnlikeiintérest on savings and Earporate dlvidends: there is
currently no information reporting system in place for

"7 interest earned on government securities. The basic record-
keeping system for most qsalets in government securitie;
consists of customer confirmations of purchases and saleas.
The costs of implementing withholding and processing exemption
certificates will haye to be pasgpd on to 1nvestor§. reducing —

their return on investments.

- —
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_For these reasons, PSA opposes the withholaing on
interest and dividend proposal, We believe that taxpayer;
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,
1if enacted, could prove to be the death knell of the municipal .
bond market. The inclusioh in a new minimum tax of an indirect
iax on municipal bond holdings of commercial Sanks, the largeét
single investor in municipal securities, will substantially
reduce, if not discontinue, their purchasing of“ngy issue »
municipal bonds; at the same time, the retroactive application
of this tax iaw change could cause them to sell off much of
their portfolio investments in municipal securities. This will
drive bond prices down, fo;ée yields>up, and make it increasingly
“burdensome for state and local governments to borrow to

—

finance their growing needs.

1f 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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securities that they holg. adding further upward pxeqnurc:*
on state and local borrowing costs. -

The Administration's restrictions in the area of public
purpose exempt activity finaﬁcln&? if enacted, will also hive
a disruptive effect on the market. These broad and overly
" | restrictive requlremants will adversely affect an area ot
financing which, by all traditional definitions, has fulfilled
‘pghlie need and public purpose. There has been no’ demonstration: !
of any need to make corrections outside of the current

provisions for small isaue IRBs.

In closing, we would like to.reiterate that the adverse
effects on the municipallé;curltiel market of last ye;r's
111vadvised,'tax-treé “All Savers c;;tificates,' the rgduetign
in maximum tax rates, and the inceqtivel for leasing and -

* retirement accounts, pale by comparison to the devastating
' . consequences of this yeaf's set of proposals. ~Partie’ipants at
all levels of this market will suffer;mo;t particularly state
o and loc#l issuers and the investor. We urge ﬁhe Committee to
presexrve this market, which has served this country's

e

state and local governments so well over the years.

- ‘Thank you.
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‘Senator LonG. Thank you very much, gentlemen.
’ : Statement '

of
SENATOR JOHN C. STENNIS

to the -
COMMITTEE ON FINANCE, UNITED STATES SENATE

Relative To
- " TAX-EXEMPT INDUSTRIAL REVENUE BONDS

Mr. Chairman and Members of the Committee, I appreciate
very much being granted the opportunity to Qubmit this state-
meént to you. The purpose of this statement is to discuss the
use of tax-exempt industrial development bonds by state and
local governments. Your Committeé has, of course, be;;-study-
.\1ng this matter in considerable detail for some time.

It is a\mittet of pride with me that Mississippi, in 1936,.
waé the first state to pass legislation authorizing local govern-
»nhnts éo ;ssue‘tax~exehpt bonds for 1ndustfial development
purpose?. It was th; 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 dgvelopment and to strengthen the qanﬁfacturing base of a
L depreaéed.rural eponomy: While there have allegedly Béén abuses
of these bonds in other states, I do not believe that this can
be: said of Missisaippi 8 program. :

From the ptogram 8 inception to the present, my State has
exercized careful control over the use of these indystrial

-

development bonds. Their use has been limited to manufacturing,

A

~
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processing and warehousing,

Mississippi, I believe, operates a model program. Each issue
must be approved both by the ldgal government, through-the city
coqncil or the county board of supervisors, and by the State B
Boafh of Economic Development. These bodies consider each
potential issue véry carefully and do not ﬁesitate to reject an.
issue if it does not substantially further the program of
stimulating economic development. )

Industrial development bonds have been a véry important e
development tool 1n\ﬂissid§§ipi. While our State is still Sne of
the poorest in the Nation, our carefuily 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. i

Without the availability of industrial aevelopment bond
financing, I am convinced that many of tﬂé new plants which have
located in Mississippi would not have been constructed. Let me -
give a few-figures. 1In the years 1979 and 1980, there were 117
projects'financed with small-issue industrial development bonds
in Hissiééippil 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 thigk it 1is

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 Pohds in
promoting economic growth. I believe that today some 48 states
allow some form of tax-exembt small-issue industrial development
bond financing: CIearly there is no inherent regional bias in
the program as it now exists. This is made clear by the fact that
the National Governors' Ccnférenqe strongly opposes the Administra-
tion's recommendations. Ten states follow Mississippi in allowing
the bonds to be issued solely for industrial or warehousing pur-
poses. Unfortunately, some of the states which have authorized the
issuance of such bonds have‘ahused 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
consideréd 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. 1 believe

that it would be a serious mistake to adopt the Administration's
recommendations or any majqr portion of them.

I want to stress to this Committee in all candor that the future
industrial and econ