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IMPACT OF THE TAX REFORM PROPOSAL ON
STATE AND LOCAL GOVERNMENTS

THURSDAY, JULY 25, 1985

U.S. SENATE,
COMMrIrEE ON FINANCE,

Wateington, DC.
The committee met, pursuant to notice, at 9:80 a.m. in room SD-

215, Dirksen Senate Office Building, Hon. Robert Packwood (chair-
man) presiding.

Present: Senators Packwood, Heinz, Durenberger, Symms, Grass-
ley, Bentsen, Moynihan, and Bradley.

[The prepared statement of Senator Durenberger follows:]
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Dear Mr. Chairman:

I appreciate this opportunity to address the Committee on

this important issue--the federal income tax deduction for state

and local taxes. This deduction has been a provision of the

Internal Revenue Code since the creation of the federal income

tax in 1913. The President's tax reform plan would eliminate

thih deduction.

The Administration considers this deduction to be an unfair

subsidy to the rich in high-tax states with a penchant for big

government. This rhetoric ignores the fact that the state and

,local tax deduction is part of a much larger system, called

fiscal federalism.

In reality, national, state, and local taxes are combined in

a Federal Tax System. And it is the federal tax system--not just

national taxes--that is the engine for a successful domestic

economy. So, if we are going to tinker with that engine, we had

better know how its parts fit together or we may not get it

started again.

I speak to you today as the Chairman of the Senate

Subcommittee on Intergovernmental Relations. As Chairman, I

participated in the New Federalism debates in 1982. At that

time, it was clear to those of us in the trenches that state and

local tax deductibility is one of a number of ways in which the

national government helps states and local governments to handle

their own responsibilities.

The New Federalism initiative may have died, but de facto New

Federalism is alive and well. Over the past four years, we have
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thrust upon state and local governments more and more

responsibilities with fewer and fewer national dollars to go with

them. And, undoubtedly, we shall continue to do so.

It is only in this Federalism context that we are able to see

state and local tax deductibility clearly. Deductibility allows

states to raise and keep their own revenues. And it rewards them

for handling their own responsibilities.

My subcommittee examined this issue at a hearing in June, and

we received testimony from many groups and individuals--some of

whom are here today. I'd like to read a few comments from theme

"Federal budget cuts, and the elimination or reduction

of certain federal programs have put additional burdens on

state and local governments throughout the country. Removal

of the federal deduction for state and local taxes would have

a serious impact on the ability of thea. governments to raise

the funds needed to meet their increasing obligations."

"The proposed elimination of deductibility threatens to

weaken our federation of states, which is the foundation of

our nation. Factors such as state sovereignty, fiscal

federalism, equity, and national security do not easily lend

themselves to economic modeling and standardized indices. In

today's uncertain time, it would be foolhardy to abandon

these principles in pursuit of new goals. which are framed

more by rhetoric than careful and considered analysis.

These are strong words . . . expressing powerful sentiments.

You're probably thinking they were spoken by Governor Mario Cuomo

or Senator D'Amato or Senator Moynihan. After all, they are all
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from New York, the highest tax state in the country, and citizens

of New York have the most to lose if the deduction is eliminated.

But it wasn't Governor Cuomo nor Alfonse D'Amato nor Pat Moynihan

nor anyone from a high-tax state. These are the concerns and

protestations of the Governors of Alaska and Wyoming--the two

states that would be the biggest winners if the deduction were

eliminated. They know that the issue of deductibility is more

than an issue of winners and losers, and it must be viewed in the

broader context of our federal system.

Our national, state, and local governments are joined in a

single system of government, sharing responsibilities and

resources. And while some states might not benefit as much from

deductibility, they receive the benefits of our intergovernmental

system through grants to. state and local governments, defense

contracts and procurement, and direct payments to individuals.

Por example, Governor Sheffield of Alaska knows that hit state

received the fourth highest per capita federal expenditure for

defense contracts in 1983, a whopping $1,783 compared to the

national average of $778 and a lowly $445 in Minnesota.

The Governor of Mississippi also wrote to me in support of

the deduction, even though his is a low-tax state. His citizens

might not receive much benefit from the deduction; but for every

$1 that Mississippi pays in federal taxes, Mississippians receive

$1.67 back in federal spending. On the other hand, Minnesotans

receive less than they put in: only 87 cents, resulting in a

ranking of 42 for Minnesota.
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Now, I'm not suggesting that each state should receive the

same level of federal spending. What I am saying is that states

which levy high tax rates so they can take care of many of their

problems without federal aid--states like Minnesota--should not

be penalized. I think the Governors of Mississippi and Wyoming

realize that while they might be low on thO' totem pole for some

things, they are high for others. And for them to point the

finger at high-tax states would be like the pot calling the

kettle black.

By repealing the deduction, the Treasury Department is

treating state and local tax deductions as though they were

identical with tax subsidies for three-martini business lunches.

In fact, under the Administration's proposal, those lunches fare-

betters That deduction is reduced but not eliminated.

The Administration says its plan is simple and fair. Well,

repealing the deduction for state and local taxes is certainly a

simple way to keep the plan revenue neutral. But that doesn't

make it fair.

I believe the tax reform plan is grossly unfair to state and

local governments. Consider these statistics: The estimated

federal government revenue loss for tax expenditures which

benefit individuals is $293 billion for Fiscal Year 1986.

Deductibility of state and local taxes represents $33.2 billion--

about 11 percent of the total. Yet , deductibility represents 67

percent of the Administration's proposed modifications of tax

expenditures that would lower tax rates. I don't call this fair.
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I will just mention briefly the reasons I believe the

deduction of state and local taxes is critical for our

intergovernmental system. First, the deduction prevents the

national government from capturing all of the tax base and helps

to preserve some portion of the base for state and local revenue

sharing. Without the deduction, state and local governments will

face increased voter resistance to raising taxes to finance

needed expenditures. The Congressional Research Service

estimates that revenues from state and local taxes paid by

itemizers could decrease by up to 13 percent if deductibility is

repealed. And this decrease would mean a decline in state and

local spending, during a time when we are already asking states

and local governments to assume more responsibilities.

The deduction also helps to cushion the harmful tax

competition among states by reducing the effect of fiscal

disparities among them. There are several factors, other than a

preference for big government, which can cause differences in tax

rates. For instance, large urban areas that have a higher than

average percentage of the poor must impose a heavier burden on

the non-poor so that ordinary public services--education, police,

roads--are provided at adequate levels. Without the deduction,

high-income taxpayers face an incentive to move to lower tax

jurisdictions, leaving behind a depleted tax base which cannot

support the low-income population.

Conversely, low-tax states don't necessarily have a

preference for loes government but might be able to generate

revenue from other sources, such as natural resources, tourism,
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manuf, :turing--sources which enable them to export their tax

burdens to other states.

Deductibility doesn't eliminate these differences, but it

does help to cushion them. For example, under the current tax

system with the deduction for state and local taxes, a family of

two,'with an income of $30,000 in Moorhead, Minnesota, pays a

total federal, state, and local tax bill of $4,390. That same

family, in Fargo, North Dakota,) pays $3,448, a difference of

$942. If the deduction were eliminated, both families would

experience an increase in their tax liabilities, but the increase

would be greater in Moorhead. The difference between the tax

bills in the two jurisdictions would now be $1141, an increase of

21 percent because of the loss of deductibility.

So, I believe that reducing these disparities k4. itself a

matter of fairness Individuals with the. same incoor.e and

receiving roughly equivalent services shoulO not face widely

disparate tax bills.

Finally, because the actual dollar amount of the deduction is

proportionally greater as one moves up the income scale, the

deduction gives states an incentive to rely less on regressive

taxes and to increase their reliance on progressive income taxes.

While high-income individuals benefit from the deduction, it

it also important to the middle class. One half of all

households with incomes between $20,000 and $25,000# and almost

two thirds of all households with incomes between $25,000 and

$30,000, utilize the deduction. Thus, the middle class also

benefits directly from the deductions and low-income individuals

0
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receive in direct benefits from the higner service levels that

higher income individuals are willing to support.

I am willing to concede that targeted grants might be a more

efficient means of assistance to state and local governments but

nobody is talking about replacing deductibility with grants. In

fact, while we are attacking states and local governments on the

tax side, the budget committee are wielding the ax on the

expenditure side--and they are doing it without the proddings of

David Stockman. "I

Optimally, then, I would prefer that the deduction for state

and local taxes remain unchanged. It is one of the cornerstones

of a healthy intergovernmental system. However, I want lower tax

rates just as much as the next person and will agree that state

and local governments should be called upon to do their part.

But this does not mean total elimination of the deduction.

In searching for an alternative to outright repeal, some have

advocated selective repeal of deductibility for particular taxes.

For example, the Bradley-Gephardt proposal repeals the deduction

for state and local sales and personal property taxes Kemp-

Kasten eliminates the deduction for state and local income,

sales, and personal property. These approaches are just as

problematic as total elimination. They would have the federal

government intrude into state and local choices about which taxes

they should utilize, creating a bias for state and local

policymakers to increase reliance on those taxes which remain

deductible. Another problem with selective repeal is that the

effects would be distributed unevenly among taxpayers in



10

different states. For example, those states which did not levy

sales taxes would not be affected. The additional revenues would

only come from those states that rely on the particular tax.

Now, I know compromise is never easy; and, as always, those

who are willing to pursue it are hard to find. So, I was happy

to learn that at the House Ways and Means Committee hearing last

week, some Members were looking for a compromise.
Last January, I introduced a compromise that is simple, is

fair to all states, and contributes its share to rate reduction.

This proposal is attracting bipartisan support both inside and

outside of Congress. In the House, a companion bill was

introduced by Representative Cecil Heftel.

Under my proposal, S. 315, each itemizing taxpayer could pool

his or her state and local taxes and deduct that amount exceeding

one percent of adjusted gross income. My~proposal has several-

advantages. First, itemizers in every state will remain eligible

for the deduction, while differences in state tax systems are

respected. In 1980, for example, the average taxpayer taking the

state and local tax deduction claimed an amount equal to six

percent of adjusted gross income, with the average deduction

ranging from three percent of AGI in Wyoming to 12.6 percent of

AGI in New York. So, with the one-percent floor, two thirds of

the average itemizer's tax payments in the-state with the lowest

overall tax burden--Wyoming--remains deductible; and no state

suffers an inordinate loss in deductions available to its

taxpayers.
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My plan also increases the progressiveness of the state and

local tax deduction. While all itemizers would continue to

benefit substantially from the state and local tax deduction,

taxpayers with higher incomes and in higher marginal tax brackets

would lose a somewhat larger share of their state and local

deduction than would low- and middle-income taxpayers.

The Treasury estimates that the cost of a one-percent floor

under the President's tax plan--in terms of federal revenues

foregone--would be $23 billion in FY 1987, $21 billion in FY

1988, $23 billion in FY 1989, and $25 billion in FY 1990. These

figures represent a reduction of approximately 40 percent

compared to the cost of full deductibility in the current tax

code. Thus, the one-percent floor would represent a fair and

substantial contribution to the lowering of overall tax rates.

The one-percent AGI floor also has a strong theoretical

rationale. The one-percent floor assumes that taxpayers would be

willing, in a free market, to pay at least one percent Of their

adjusted gross income for the state and local services they

consume. Therefore, a deduction need not be allowed for this

portion, which can be viewed as payment for direct services

received.

Finally, because the negative effects on individual taxpayers

is relatively small with the one-percent AGI floor, state and

local taxes and services are not expected to decline.

For some time, it has been clear to me that the lines in this

debate about deductibility are drawn sharply.
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There are those who view deductibility merely as revenue

foregone. And they are wrong.

There are those who favor sweeping changes without respecting

differences among existing state revenue systems. And they are

wrong.

Finally, there are those who would save the deduction at all

costs. But, if we value tax reform--and we should--that might

not be possible.

The deductibility of state and local taxes threatens to be

the major stumbling block to achieving tax reform. I offer my

proposal in the spirit of compromise so that we may move closer

to a goal which we all share--an efficient and fair tax system.

4



18

The CHmimm.A The hearing will come to order, please.
Today, we are hearing principally about the issue of the deduct-

ibility of State and local taxes and whether or not if we adopt a tax
reform bill that deduction should continue or be eliminated or
modified. In addition, some witnesses have some comments on the
rehabilitation tax credit and other facets of the tax reform bill, but
far and away the principal focus of the testimony this morning is
that of the deduction of State and local taxes.

Our first witness is an old, old friend of this committee and of
mine personally, Senator Jack Javits who served in this body for a
quarter of a century without peer and with distinction that any of
us by one-tenth would be lucky to match. I had the good fortune to
go to NYU Law School in the mid-1950's and even had occasion to
observe Jack Javits when he was attorney general of that State
before he came to the Senate. And I can say that in my judgment I
have not served with another person in this Senate that is as capa-
ble or competent or as broad gauged as he is. And we are delighted
to have him back with us today.

Senator JAvrrs. Thank you very much.
Senator Bvmaw. I have to add mine to that. Jack Javits was an

inspiration when he was here and he's an inspiration now. And I'm
just delighted to be with him this morning.

Senator Moymwx. Lest silence be misconstrued, may I welcome
my revered senior colleague, as I called him when he was here and
as I regard him still. And may I express the hope that the chair-
man's admiration for the qualities of the man will lead to special
consideration for his point of view. [Laughter.]

The CHAJRMm . Jack, go right ahead.

STATEMENT OF HON. JACOB K. JAVITS, FORMER U.S. SENATOR,
STATE OF NEW YORK

Senator JAvrIs. Mr. Chairman, first, I am deeply moved to
appear before this committee in this room. And I express my deep
appLedation to you and to Senators Bentsen and Moynihan who
are ve this morning. And I have no notion about the fact that
your deeply gratifying opinion of me will influence your judgment.
Were I sitting where you are, it would not influence mine.

I am deeply grateful to Senator Durenberger for allowing me to
p recede him this morning, and for doing me the honor of being
here to hear me.

It may seem a little unusual for me to be appearing on an issue
of States rights considering the fact that the years in the Senate I
fought to assert the Feeral authority where the Stateswere fail-
ing in their responsibltes. But the key to the Issue before you on
the deductibility of Stat and local taxes is whether or not the fed.
eralism upon which our government is organized require that we
assist rather than impede the States when they try to discharge.
their responsibilities.

Second, whether comity between the States requires burden shar-
ing. And Just as we, in the so-called high tax States, have heavy
respo.nsibiities in respect of poverty and law enforcement anddiscrimination and education and we contributed enormously. And
Senator Moynihan has been a great champion in that regard to
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help other States without begrudging it when they needed dams
and bridges and irrigation and farm price support, and a dozen
other things.

Two good examples are the fact that the Medicaid and aid for de-
pendent children formulai are slanted toward the so-called low-tax
States. Now the President's tax plan lost something on its way to
the Congress. Between Treasury and the administration, a mini-
mum of $240 billion went out the window for the 5-year period that
is the base of the argument for this plan: One hundred and seven-
ty-four billion in extra depreciation; $31.5 billion * the taxability
of financial institutions; and some $40 billion in oil drilling allow-
ances. /

Now nonetheless the administration would have us believe tht
the roughly $147 billion over 5 years represented by this nondeduc-,
tibility is absolutely essential to fuel the tax revision plan. Now the
figures I have given do not include the reduction in the capital
gains tax, which Wall Street itself, from whence I come, cannot un-, )
derstand what that is all about. It's pretty good right now. And /
Martin Feldstein the other day in analyzing the drastic increase in\
the personal exemptions pointed out that if you confine that in-
crease to those reportin under $80,000 in income you would gain
$20 billion a year or $100 billion in 5 years for the tax take.

Now that makes pretty much a shambles of this argument that
you got to have the money to fuel the tax plan.

And one other point. This was-tax revision to close loopholes in
the taxes, special interests. Since when are 16 States, vis-a-vis
Treasury figures-I include Illinois-with 108 million people a spe-
cial interest and yet that's whom you are going to punish by nonde-
ductibility.

Now this deductibility has been incorporated in the law since the
beginning of the income tax. And as you heard a dozen times, it
was even the rule in the Civil War when we had an income ta#.
And that represented the kind of a compact between the State an/
the Federal Government to which we are accustomed in this cow,
try. And it's proposed that it be cut down immediately as of Janu- '
ary 1, 1986. That's one great way to treat your fellow Americans. /
Now who is going to get hurt? The kids are going to get hurt, and'
the homeowners are going to get hurt.

Pat Moynihan has given us some good figures on education,1
which show a dimunition of a minimum of 11 p percent and maxi-
mum of 20 percent if you eliminate the deductibility considering
the support from taxes of education at the local level. And I think
the figures show that at a minimum it will cost a little over $200 a
pupil per year, a maximum of about $1,000 per pupil per year, and
an average of about $600. And I think we all agree on the critical
importance of education support.

And that raises one other question. When the income tax was
pa", the understanding was that tle Federal Government had to
get its revenue there, leaving the property tax to the States and
localities. And if you deny the deductibility, you destroy this bal-
ance at one fell swoop.

And one other point. When I was here fighting the battles avoid
New York City's bankruptcy with Moyn and Keating and
many others who helped us, it began to be realized that if New



York went, big cities throughout the Nation would be deeply hurt
anA everybody realized that they had a New York in theif -State,
even if it might be called Omaha or St. Louis or New Orleans or 
Cedar Rapids. And it's the same here. This isn't a New Yofk, iues
The kids in every State will be hurt if education is diminishe4, And
the people who own homes in every State will, be hurt if they can't
deduct their property taxes. And the value of homes will be depre- :

dated, and that includes millions of homeowners.
In short, gentlemen, notwithstanding deals with other economic

interests, justified or not, this nondeductibility will. ,punish great "'
groups of Americans and will disturb the balance whtch-has been
established between the Federal and State governments; will cause
people, yes, to vote with their feet, to pick up and move from cities
to suburbs,.or to another State, and from so-called high-tax to low-
tax States, all in the name of tax revision.

In this country, we have helped each other and we need it'now.
We need that help in the States that have heavy responbilities
and to carry them. And that's why I'm here today.

Thank you, Mr. Chairman.
The C .MAN. Senator, thank you very, very much.

![The prepared written statement of Senator Javits follows:]
k4, \
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DEDUCTIBILITY OF STATE AND LOCAL TAXES

The greatest controversy over the President's tax

revision plan is now concentrated on the effort to make

non-deductibility from Federal income tax local and state

taxes paid. This effort runs counter to the U.S. system

of Federalism to comity between the states to the equal

treatment of their citizens. It will hurt cities, towns

and counties as well as states. It discriminates against

homeowners and will be especially harmful to school chil-

dren.

It i's now clear that the only reason advanced for

this proposition is to put it baldly that the revenue

involved is needed to fuel the President's tax revision

plan. The amount involved is generally referred to accord-

ing to the Administration's book on the subject as $33.8

billion per annum an aggregate of $148.9 billion over

five years (actually i26 billion using the lower tax

rates of the President's plan an aggregate of actually $129.2

billion over the same five year period).

Even this proposition is unsustainable when

we take into account the sums of Federal income taxes taken'

out of the President's plan by accommodations with other

economic interests in amounts far exceeding what is involved

in state and local tax deductibility. I estimate the

amounts which disappeared from the revenues to be available

Y~
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under the Administration plan under the same five year

basis to be $240.5 billion broken down as follows: depreciation

174.2; financial institutions 31.5; international taxes

0.5; oil and gas drilling 34.8.

These figures do not include a reduction of the federal

capital gains tax from the present 20% to 17.5%; and

exclude also the ballooning of the depreciation figure

when extended for 10 years after the five year estimate

according to the calculations of the Congressional Budget

Office which sees serious revenue losses at a time of

extremely heavy federal deficits in this projection.

The Administration started out by claiming that the

non-deductibility was justified because low tax states

were subsidizing high tax states. It based this claim

on the proposition that non-deductibility punishes only

the people of 15 states and the District of Columbia

whose per capita tax saving from such tax deductions

under current law is above the national average (but

I include Illinois whose tax savings per capita are just

about at the U.S. average and which is tenth in the rank

of income per capita in the states) making it 16 states.

Even if the impact were limited to these states, they
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have a population of 108 million and from their people

is derived 50% of the total personal Federal income tax

paid.

The Administration's claim that deductibility of state

and local taxes is to be denied because the low tax states

subsidize the high tax states is erroneous and unfair.

Also, it is the tax revenues from these same high tax

states that have for all the years of the income tax

financed the expansion of the U.S., bringing power and

telephones to the Northwest, irrigation to the Southwest,

the TVA to the South and many other benefits to many

other so-called low tax states in the nation. The formulas

for the distribution of medicaid and AFDC and the benefits

of farm price legislation are heavily weighted in favor

of these low tax states and the people of the high tax

states have paid billions in federal taxes more than

they received from the Federal government to sustain

these expenditures.

It is claimed that only itemizers are hurt by the

non-deductibility of state and local taxes. But what

is not stated is that itemizers pay 69.9% of the income

taxes paid by the people of the U.S. and that the popularly

advertised figure that only 1/3 of the taxpayers are

itemizers fails to take account of joint returns which
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include two taxpayers and raises this figure to over

40%. Nor is it advertised that the non-deducttbility

as far as itemizers are concerned hits hardest at the

middle class. While the figures show as would be expected

(because the Federal income tax is progressive) that

the greatest amount of money (74%) of what is deducted

for state and local taxes paid goes to people with incomes

over $30,000 per year the fact is that the deduction

is taken by 87% of the taxpayers in the income bracket

of $50,000 per annum and less and 51% by itemizing tax-

payers in the income bracket of $30,000 per annum and

less. There is also the fact pointed out by Senator

Durenberger of this committee that the Administration

tax revision plan continues to allow deductibility of

interest on mortgages and charitable contributions.

These deductions of course should be continued but the

inconsistency is sharp and poignant as they benefit the

same people as the deduction of state and local taxes

and there seems to be no ethical reason to discriminate.

The deductibility of state and local taxes, namely

property taxes including school taxes, income taxes,

and sales taxes has been a fundamental principle of the

Federal income tax for 72 years since it was first adopted

by Constitutional Amendment in 1913. Indeed, the first
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income tax enacted during the Civil -War over 120 years

ago allowed such deductibility.' It has been an accepted

and essential Constitutional principle as an underlying

basis for the comity between the states and the Federal

government.

It is extraordinary that this Administration would

breach this cardinal principle at the very time when

the new Federalism preached by the President proposes

additional burdens on local governmental initiative in

education, health, housing, crime control and places

for the homeless and under-privileged and a whole list

of other services essential to the common good. The

states under the system of Federalism were to be the

laboratories for initiation and differentiation in public

policy. Here at one fell swoop the means for this purpose

are to be sharply curtailed at the source.

The question raised here is whether the Administration

is seeking to dictate to the states their public policy

on these vital issues of education, health, housing,

crime control, children, the homeless, welfare and many

other services by cutting down on the resources available

to them. Let us remember that it is the states which

cfoated the U.S. just as they created their own municipali-

ties, not the other way around.
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Let us remember too, that Federalismdemands of

the states that they discharge their responsibilities

and this implies the continuance of the requisite means

to do so.

The Civil Rights laws, in the shaping of which I

took an especially active part, emphasized the principle

which lies at the base of Federalism. The cooperative

spirit of our people with their fellow Americans who

may be disadvantaged has always in modern times been

one of the distinguishing features of our national life.

Non-deductibility turns this national character and the

Federal system itself on its head by penalizing those

very states which are doing the most to give every citizen

an equal career starting line. The Civil Rights laws

of t:he 60's setting a national pattern of non-discrimination

have been implemented by states in just this way.

In fact, non-deductibility of state and local taxes

does not just affect the so-called high tax states.

Every study, including those done by Treasury, shows

that it will probably result in a reduction in services

in every state. The irony is that it may be the poorer

states that are now striving to upgrade their public

services, as Arkansas has just done with public education,

that will find ,t harder to raise the necessary revenues

locally and will be trapped at an inferior service level.



Eliminating deductibility will create problems of

taxpayer migration from city to city and from metropolitan

areas to suburbs. This would be true even in low-tax

states as well; and older cities would suffer very badly

compared to suburbs in their metropolitan areas. Similarly,

loss of deductibility means greater regional competition

for higher income people. Today, a couple in Portland,

Oregon, earning $100,000 annually, pays in taxes about

$3,800 more than the same couple in Seattle, Washington.

Eliminating deductibility will double this difference

to over $7,500 giving itemizers a serious incentive to

leave where they are. To keep higher income taxpayers, cities

and states will ba forced to cut their taxes and therefore services.

This could hurt people at the lower income levels far

more than they would gain from Vax revision.

This issue of non-deductibility of state and local

taxes is a national issue, not a sectional one. It will

be especially harmful to homeowners and to the elderly

and estimated 3.4 million who are homeowners for whom

the deduction state and local taxes is most often the

largest deduction and who pay the same property taxes

as anyone else. Every homeowner in America -- in all

50 states -- whether or not they itemize deductions will

see the value of their home ownership drop because of

this one provision.
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The 39 million children receiving elementary and

secondary education in our public schools will probably

be the hardest hit by non-deductibility. It is estimated that

the total tax expenditure state and local for elementary

and secofidary education aggregate over $120 billion per

year; that deductibility from Federal taxation of this

aggregate is about $14 billion dollars for education

purposes per year and represents more than 40% of the

total amount deducted from federal income tax for state

and local taxes. Estimates of the cut in state and local

taxes devoted to education which will result from the

pressure of declaring state and local taxes non-deductible

from the federal income tax vary from $231 to $1,069

per pupil per annum, representing at the best in 11%

dimunition and at the worst a 20% diminution. Senator

Moynihan, a member of the finance committee, has estimated

an average loss of $606 per pupil per annum as the likely

result of non-deductibility. At a time when education

and its short-comings are critical to our national in-

terest, this is bound to be a heavy blow to what is best for

our country.

Finally, what about the financial ability of states

and localities to raise money through bond issues for

development and infrastructure now so urgently needed.

The ratings of Standard and Poor and other such agencies
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will certainly depend heavily on whether there is continu-

ing deductibility of state and local taxes to back up these

bonds.

Where is the fairness in such a tax revision plan?

Already the Administration has made deals with special

interests to punch big holes in the tax revision plan

shown in the differences between Treasury I and the instant

plan, Tax revision which discriminates against large

groups of Americans who are helping to discharge proper

governmental responsibilities in their states and localities

and which would encourage movement out of their states

and localities by those best able to pay taxes, while

deals are made with specific economic interests to punch

big holes in revision without regard to the inequities

must be considered neither fairness nor cimplification

nor conducive to growth.
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The CHAIRMAN. We can take Senator Durenberger, and then I
think we might have some questions for both of you.

David?
Senator DURENBERGER. Mr. Chairman, thank you. And the elo-

quence and comprehensive nature of that statement will cause me
to abbreviate my own comments substantially.

I, Mr. Chairman, do not have any fiscal skeletons in my closet.
We all know I represent a high-tax State. Minnesota taxpayers
stand to lose significantly if the State and local deduction is elimi-
nated. But I'm not here to address you as a Senator from Minneso-
ta. I'm here to speak as chairman of the Subcommittee on Inter-
governmental Relations, a position that has convinced me over the
past 4Y2 years that the State and local tax deduction is too impor-
tant a part of the intergovernmental system-to-lose.

The administration's rhetoric attacks State and local tax deduct-
ibility as the single biggest loophole-in-the Tax Code. No more,
they say, than a subsidy to the rich in high-tax States with a
penchant for big government.

But is that really what State and local tax deductibility is about?
I think not.

If we think about State and local tax deductibility only as a loop-
hole to be closed-a quick and easy way to lower individual rates
and still keep the tax reform plan revenue neutral-we will miss
the forest for the trees.

State and local tax deductibility, as Senator Javits has pointed
out to us this morning, is part of a much larger stem called
"fiscal federalism." The balanced operation of Federal, State, and
local tax systems-not just Federal taxes-is the engine for a suc-
cessful domestic economy.

As the chairman of the Senate Subcommittee on Intergovern-
mental Relations, I participated in the new federalism debates in
1982. At that time, we discussed ways to return more authority to
the States. It was clear to those of us in the trenches that State
and local tax deductibility is one of a numberof-ways in which the
National-Government helps those governments handle their respon-
sibilities.

In June of this year, my subcommittee examined the deductibil-
ity issue again. And I would like to read a comment from one of
the witnesses: "The proposed elimination of deductibility threatens
to weaken our federation of States which is the foundation of our
Nation. Factors such as State sovereignty.Alscal federalism, and
equity do not easily lend themselves to economic modeling and
standard indices. It would be foolhardy to abandon these principles
in pursuit of new 'goals which are framed more by rhetoric than by
careful and considered analysis."

Those are strong words, and you probably think they are the
words of Governor Cuomo or our colleagues Pat Moynihan or Al-
fonse D'Amato. But it was not Mario Cuomo. It was not Pat Moyni-
han. It was not Alfonse D'Amato. In fact, it wasn't anybody from a
high-tax State. That was the testimony of Ed Herschler, the Gover-
nor of Wyoming, the State that stands to be the "biggest winner,"
if the deduction is eliminated.

If we believe the administration's rhetoric that this is a subsidy
for high-tax States at the expense of the rest, we can't explain why
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over 35 of the Nation's Governors would rise to defend deductibil-
ity. Yet they did. Because they know the issue is not about winners
and losers. It is about defending the States ability to collect the
taxes they need from revenues they have, and to meet the burdens
they face in serving their citizens.

While some States might not benefit as much from deductibility,
they receive the benefits of our intergovernmental system through
grants to the State and local governments, through defense appro-
priations, or through direct payments to individuals. For example,
the Governor of Mississippi also wrote me in support of the deduc-
tion, even though his is a low-tax State which supposedly would
profit from nondeductibility.

The citizens might not receive much benefit from the deduction;
but for every dollar that Mississippi pays in Federal taxes, its citi-
zens already receive $1.67 in Federal spending.

On the other hand, Minnesotans receive less than they put in:
only 87 cents, among-the lowest in the Nation.

Now the point is this: Deductibility works like Federal matching
programs for State and local expenditures. Mississippi gets its Fed-
eral match in larger part through rants, through direct appropria-
tions, or through formual aid based on per capita income, as Sena-
tor Javits has pointed out. Per capita income squared formula for
AFDC and Medicaid penalizes the District of Columbia, makes the
District of Columbia the part of the country that gets the smallest
amount of matchig aid, while Mississippi will get the most.

Minnesota gets a greater percentage of Federal aid through a
State and local tax match.

Now, I'm not suggesting that each State should receive the same
level of Federal spending. But what I am saying is that the deduct-
ibility puts the spending decisions at the State and local level, not
at the Federal eve. These States should not be penalized, nor
should the citizens. Individuals with the same incomes, receiving
the same services, should not have to pay big-differences in their
total tax bills.

For example, currently a family with an income of $30,000, in
Moorhead, MN, pays $4,400 in State and local taxes. Across the
river in Fargo, NI), the same family pays almost $1,000 less. With-
out deductibility, that gap increases bY 22 percent.

Senator Javits gave us the examples of Omaha St. Louis, and
New Orleans. Taxpayers living in a center city such as Omaha, St.
Louis, or New Orleans--similarly situated, with similar incomes,
and receiving similar services-are different from similarly situat-
ed taxpayers in the suburbs of those cities: The city dweller's tax
burden is greater by 37 percent.

The answer to the tough question before us-that is, how do we
get tax reform and at the same time safeguard federalism-will not
be found in the justifications, however well-reasoned they might be.
So I was happy to hear that States at opposite ends of the pole on
this issue, as well as the Ways and Means Committee, were looking
for a compromise. Two years ago and again last January, I intro-
duced a compromise that I believe is simple, is fair to all the
States, and contributes its share to rate reduction.

Under my proposal, each itemizing taxpayer would pool his or
her State and local taxes and deduct the amount exceeding 1 per-
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cent of adjusted gross income. There are other ways to modify the
rules regarding State and local tax deductions. Some proposals
would repeal the deduction for sales or income taxes, others just
the sales tax. But when you examine selective repeal, you see that
these proposals come up short with respect to equal treatment for
all States, and they demonstrate how far off the mark we can get
when we tinker with the engine without understanding it.

From where I sit, Mr. Chairman, any compromise we settle on
should not aggravate fiscal disparities among the States. It must
respect State and local revenue-raising decisions. And it should
contribute to the progressiveness of the overall Federal, as opposed
to just the national, tax system.

For some time, it has been clear to me that the lines in the de-
ductibility debate are drawn sharply. There are those who view de-
ductibility merely as revenue foregone. I think they are wrong.
There are those who favor sweeping changes without respecting
differences among existing State revenue systems. I think they are
wrong. There are those who would save the deduction at all costs;
but if we value tax reform, and we should, that might not be possi-
ble.

So the prizes in this debate should not go to those who refuse to
come down off the fence and compromise. Nor should they go to
those who would change the system without taking the time to un-
derstand it.

It is my hope, Mr. Chairman and my colleagues, that the hearing
today will shed new light on the subject of State and local tax de-
ductibility, and that it will bring those who have been unwilling to
compromise to the negotiating table. If we don't do that, it might
well be the issue on which tax reform fails.

Thank you, very much.
The CHAIRMAN. We follow a first-come, first-serve rule on ques-

tions. And the order of the Senators' arrival today was Moynihan,
Durenberger, Packwood, Bentsen, Heinz, Grassley and Bradley.

Senator Moynihan.
Senator MoY1=. Thank you, Mr. Chairman.
I would like first to address a question to Senator Javits, and

then one to Senator Durenberger.
The first, then, to a man who has spent many years in public

life. I take it the thrust of your argument, Senator Javits, was that
the main impact of this proposal would be on education-elementa-
ry, secondary education-and the persons who would be most di-
rectly affected are children.

Senator JAvrrs. Thirty-nine million of them.
Senator MOYNIHAN. Thirty-nine million children.
And it is no coincidence that children don't vote, I suppose.
Well, yesterday we heard testimony from responsible sources

that the effect of the removal of the State and the local tax deduc-
tion would be to increase the real after-tax cost of school taxes by
percent. I take it these are also your calculations, sir.

Senator JAvrs. Yes. We've checked your figures very carefully
and have come up with the same.

Senator MoYNmAN. If we were to repea, State and local deducti-
bles, school districts would have two choices. One would be to cut
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back their services not simply slow down, but cut back, The second
would be to turn to the Federal Government for m6re assisnce.'

Senator JAvrrs. Absolutely. And with the Federal Government' ..
plan to eliminate deductibility, you must remember- b the Feder-
al Government I mean the executive departments almost
beyond comprehension to me that the officials carrying the ball are
for nondeductibility and are saying there is one issue upon which
they will not compromise and that is deductibility. That's a lot of
nerve to 108 million people and of the Federal system. And I can't
understand it. And I doubt that you gentlemen can understand it
either.

Senator MOYNIHAN. I very much agree, sir. And we thank you for
the eloquence of your remarks.

I'd like just to say-
Senator HEINZ. Would the Senator just yield to me for just 10

seconds?
SenaafMYNIHAN. Certainly.
Senator HEINZ. I just want to welcome our good friend Jack

Javits and my distinguished Governor of Pennsylvania, Dick
Thornburgh who is sitting out there in the audience on the next
panel. I hope I will be back in time to welcome him personally, but
if I'm not, I want him to understand that we have a little situation
on the floor that may temporarily preclude me, but I will be brk"
here as soon as I can.

I thank you, Pat, and you, Mr. Chairman.
_Senator MOYNIHAN. I just want to put a general proposition to

-Senatpr Durenberger. Yesterday, we received some figures on the
amount various States spend on education and, how much of these
funds come from the Federal Government. We all look ! d",hese
tables qnd at our own States first: New York State gets # be.rnt;
Pennsylvania gets 3.2 percent; Minnesota gets 4.1 percent. These -- _,
are the "low range" States. The high range is 18 percent. These are
States that get 18 percent of their total expenditureMfrom the Fed-
eral Government.

The numbers are the result of an effort by the higlh-tax States to
help the low-tax States, which are low-tax States very often be-
cause they have low income levels.

And the "high-tax" States have lived with less Federal assistance
in part because of deductibles.

Would you care td judge? If deductibility is eliminated, what will
happento this sharing of the burden? Isnt it likely to dry up very /
fast and disappear?

Senator, DuREBzRGzR. I think my predecessors and -I have
learned something about the way the Federal system- has worked
particularly in the last 20 to 25 years in a period of what we call"cooperative federalism." That is, very good ideas for splving prob-
lems will inevitably arise some place in this country, and if an idea
ik good, it will catch on. And somebody with a problem in another
State will come and say, well,iw did-you do it, and soon the idea
spreads. Some politician &idbp i and incorporates it into his cam-
paign; it ends up as a bill in Co0 , affecting all 50 States.

So we have devised appvoximatey 194 different formulas for dif- ,
ferent programs to make sure that in all 50 States, plus the Die-,
trict of Columbia and the W-ritories and possessions, t new

52-911 0 - 86 - 2
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idea-whether it be aid for the handicapped or low-income energy
assistance-catches on all over.-We now send money off to Amen-
can Samoa to heat homes. That is how we have traditionally oper-
ated, and those States with the internal capacity to tax in order to
meet these needs-because they were protected by deductibility-
were able to go along with a system that provided these nationally
collected revenues for all the States, regardless of capacity.

Senator MoYNiHA. That would seemt to be the logic of the case.
I hope it is heard by those who ought to be warned.

And I thank you both, gentlemen, so very much.
The CHAIRMAN. Senator Grassley, I believe, has a statement he

wants to make here.
Senator Gissizy. I thank you.
I'm sorry I don't have questions, but I want to let you both know

how much I appreciate very much your testimony. And Cedar
Rapids, IA, was mentioned by Senator Javits. I would like to speak
about the entire State and just point out a statistic I'm going to
have to observe the same way you are observing as we work with
this tax bill. And in now way is that insinuating that I'm against
the tax reform package but in regard to this overall issue of State
and local tax deductibility.

I want to suggest that whereas New York is the top effective tax
rate State of all with that effective rate being 57 percent, in Iowa,
it happens to be 56 percent, and, of course, that would place Iowa
second only to New York. And I would also like to point out that
probably the economic disadvantage to Iowa citizens would be even
greater than to New York citizens rank well below the national av-
erage in their return share of Federal tax expenditures.

I think we are at something like 48, 49, maybe even 50 in some
respects. And so I want to point that out for the consideration of
my colleagues.The CHAIRMAN. Thank you.'

Senator Bradley.
Senator BRADLE. Thank you very much, Mr. Chairman.
Let me thank both of the witnesses for their testimony. I think

that it's very helpful. And I would like to just ask Senator Duren-
berger: The rationale for your suggestion, which I think is a help-
ful suggestion, is that, in your view, the deduction should be worth
about the same amount for all taxpayers. Is that not the rationale?Senator DuRmmXoER. Yes. The proposal is premised on the fact
that the income tax is good because it is progressive as compared toother taxes. And that the deductibility on the Federal income tax
has traditionally been a way to provide incentives for states to use
income taxes as a progressive, rather than regressive, form of tax-
ation. So, rather than putting a cap at the top, which would be re-
gressive, I suggested a floor. This would permit States to add taxes
on top which would be deductible, thereby preserving progressive-
ness in deductibility, as well.

Senator BRADLEY. And is there any reason why you picked the 1
percent?

Senator Duwwanou. I picked 1 l ercent because at the time, 2
years ago, the revenue on- percent was about $6.5 billion, which
equalled the amount of money that was going into general revenue
sharing, based on one-third State revenue shared and two-thirds
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local revenue sharing. And my proposition in the new federalism
debate was that, in effect, we finance general revenue sharing to
State and local governments with some part of the elimination of
deductibility. General revenue sharing was perceived as a more ef-
ficient way to get a dollar of federally collected taxes into the
hands of State and local governments than was deductibility.

That's how I came up with the 1 percent.
Senator BRADLEY. Let me thank both of you for your testimony.
The CHAIRMAN. Senator Symms.
Senator SYMMs. Thank you very much, Mr. Chairman.
I apologize to witnesses that I missed their testimony, but I will

carefully look through it. I appreciate both of their sincere points
of view. I think this is one of the big issues facing the country with
respect to tax reform. And I bave to admit that I have been on
both sides of this issue at different times in the last 6 weeks, but- I
think there is probably room for some of us to study this carefully
to make up our minds. I think from what I have seen of the
progress of tax reform that we will have a lot of time to do it.
When I see all the problems arise with the worshipping at the
altar of revenue neutrality that the administration is still striving
to do, I think we will probably still be talking about it next year
and the year after. As long as they maintain they want revenue
neutrality, it's impossible to pass tax reform. But that's just one
Senator's opinion.

From a parochial point of view, I suppose my State would be one
of those on the lower end of the tax rates. I do think, however, that
there is a good argument for the federation of States to be inde-
pendent and be able to raise their own revenue and run their own
business, leaving the people on the banks of the Potomac out of it
as much as possible. I am very sympathetic with the thrust of your
testimony.

Thank yot, Mr. Chairman.
The CHAIRMAN. Senator Javits, Senator Durenberger, thank you

very much.
Senator DURENBERGER. Thank you, Mr. Chairman.
Senator JAvrrs. Mr. Chairman, I would like to thank individually

the Senators who arrived a little after we started for being here-
Senators Bradley and Bentsen and Grassley and Heinz and Symms.
I know how tough it is to get to everything. And I'd like to thank
Senator Braiiey for taking account of the deductibility of his bill,
which he did, md that was, in my judgment, very honorable, and
that's why I hardy understand why the administration on this one
issue is Etonwalling it as if it were holy writ, which it certainly is
not.

Thank you, Mr. Chairman.
The CHAIRMAN. Thank you very much, Jack.
Next we will have a panel of the Honorable John Carlin, the

Governor of the State of Kansas and the chairman of the National
Governors' Association; the Honorable Richard Lamm, Governor of
the State of Colorado and the chairman of the National Governors'
Association Task Force on Tax Reform; and the Honorable Dick
Thornburgh, the Governor of Pennsylvania and a member of the
executive committee and member of the task force on tax reform of
the National Governors' Association.
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Gentlemen, if you have no objection, we will take you in the
order that you appear on the witness list.

Governor Carlin.

STATEMENT OF HON. JOHN CARLIN, GOVERNOR, STATE OF
KANSAS, AND CHAIRMAN, NATIONAL GOVERNORS' ASSOCIATION

Governor CARLIN. Mr. Chairman, thank you very much. mem-
bers of the committee, we are pleased to have this opportunity to
present testimony. I would ask that our full testimony by submit-
ted in the record.

The CHAIRMAN. All of your testimony will be in the record in
full.

Governor CARLIN. I would also ask that you enter into the record
the statement of 0ov. Ed Herschler who would have liked to have
been here, but could not.

The CHAIRMAN. Without objection.
[The prepared written statement of Governor Herschler follows:]
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I am pleased to submit this statement for the record of

the hearing to be held July 25, 1985, by the Senate Finance

Committee of Congress concerning the federal income tax

deduction for state and local taxes. My statement will reflect a

fundamental belief that federal policies should avoid influencing
state decisions regarding the manner in which Wtates finance and

structure delivery of the governmental services which their

citizens require.

As Chief Justice Marshall recognized, the states'

"power of taxation is indispensable to their existence." Any

efforts to limit or influence this power should be treated as a

matter of the greatest delicacy. Unfortunately, in the case of

federal income tax reform, delicacy has been pushed aside in the

rush to achieve other goals. I am hopeful that this committee

can interject some delicacy back into these deliberations on tax

reform.

Death and taxes, the two certainties of life, have

O1allenged modernmanus basic philosophical beliefs for

centuries. The proposed federal income tax reform leads us again

to philosophical dialogue and debate. While analysts may attempt

to characterize the tax reform debate through charts, graphs and

tables, the outcome will likely turn on philosophical beliefs and

convictions rather than numbers.

Factors such as state sovereignty, fiscal federalism,

equity and national security do not easily lend themselves to
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economic modeling and standardized indices. Nevertheless, they

are the basic beliefs and principles that have bound this nation

of ours together, with results that are the envy of the world.

In today's uncertain economic times, it would be foolhardy to

abandon these principles in pursuit of new goals which are

framed more by rhetoric than careful and considered analysis.

In a nation which often seems preoccupied with

identifying winners and losers, it may seem strange that the

governor of a state with relatively low overall taxes would rise

in support of retaining the federal income tax deduction for

state and local taxes. However, I see more at stake than numbers

from the various taxing jurisdictions. The proposed elimination

of deductibility threatens to weaken our federation of states,

which is the foundation of our nation.

I have seen this threat first hand in a different, but

related context, and have often defended Wyoming's state and

local taxing decisions from threats of federal interference and

pre-emption. In that context, Congress was reluctant to alter

the historic and necessary rights of states to formulate their

own taxing policies. I am hopeful that a similar reluctance will

surface in the debates on the state and local tax deductibility

issue. I am also hopeful that Congress will see certain

transparencies in the logic which attempts to support eliminating

deductibility of state and local taxes.
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I find it interesting that the President's tax reform

proposal woold retain a "limited number of special deductions and

exclusions -- Principally those that are widely used and

genrally Judged to.be central to American values." The numbers

I have seen indicate that the state and local tax deductions are

among the most widely used of all deductions. In 1982, over 33

million taxpayers claimed the state and local tax deduction while

24.5 million or'25 percent less claimed the home mortgage

interest deduction.

Moreover, it appears that use of the state/local tax

deduction is particularly widespread among America's middle

class. Eighty-seven percent of the returns itemizing state/local

tax deductions come from taxpayers with incomes less than

$50,000. The middle class are obviously significant users and

beneficiaries of the current state/local tax deduction. While it

is true that non-itemizers do not benefit from state/local tax

deductions, this fact holds true for other deductions which are

scheduled for retention under the President's proposal.

Finally, property tax deductibility, which is used by

over 85 percent of all taxpayers itemizing state/local taxes,

also supports America's unequivocal commitment to private-home

ownership. State and local tax deductibility is obviously not a

"loophole" that benefits a privileged few. Further,

deductibility of state and local taxes is probably one of the

simplest of all deductions because of the sales tax tables and
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the taxpayers ease in recording state and local property and

income tax payments.

I have also heard the argument that this deduction

somehow unreasonably "subsidizes" high ttx states. Frankly, the

logic supporting this argument escapes me. A taxpayer's total

tax burden in a high taxing jurisdiction is still higher after

the deduction, as compared to a taxpayer who benefits both from

low state/local taxes and federal tax deductibility. A higher

total tax burden doesn't seem to be much of a benefit or subsidy

to me.

A major goal of the President's tax reform package is

that the ultimate result be "revenue neutral". However, an

equally important goal for tax reform should be jurisdictional

neutrality. My experience with the divisiveness created by

interstate and interregional tax battles, leads me to shy away

from tax reform proposals which would fuel such no-win, state vs

state confrontations. The potential for these battles and

disunity is amplified today by the revenue problems facing state

and local governments. Given the prior, significant cuts in

federal aid to state and local governments, and the "New

Federalism" push for increased state and local revenue

responsibility, deductibility has become more important than ever

in maintaining the fiscal health and perogatives of state and

local taxing jurisdictions.
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The need to maintain the fiscal health of state and

local jurisdictions, buffer interstate tax differentials,

preserve state sovereignty and taxing perogatives, and make

federal tax policies more closely reflect "ability to pay" are

all important principles that should be preserved under any tax

reform. As with most principles, this preservation comes at a

cost. However, in these troubled economic times, our nation

needs unity. I believe the cost is one we can and must afford to

pay.

It is my understanding that the proposal to eliminate

state/local tax deductibility is characterized as essential to

finance the proposed reduction in marginal tax rates. Perhaps

the proposed rate reductions, particularly those benefiting the

wealthiest taxpayers, deserve closer examination.

The effect of the non-deductible social security

payroll tax on low and middle income taxpayers appears to be

overlooked in the debate on appropriate marginal tax rates.

Combining the social security tax with the President's proposed

brackets makes the total federal tax burden rates approximately

22%, 32% and 35%. The three percent differential between middle

class America and the wealthiest Americans does not reinforce the

fairness and equity of the President's proposal. This three

percent differential is reduced even more when one considers the

proposed lower tax rate for capital gains and the link between

allowable interest deductions and investment income. These

proposals will also primarily benefit the rich.
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In light of the complete tax burden picture, Congress

might wish to consider retaining deductibility of state and local

taxes in return for raising the top bracket from 35 percent to 40

percent. Other options, such as retaining deductibility and

adding a fourth bracket to further differentiate between the

middle class and the wealthy, warrant investigation.

If there is to be any fair and simple tax reform, there

must be compromises which will retain deductions that are widely

used and important to American principles and values. As my

remarks indicate, I believe the deduction for state and local

taxes meets this fundamental test. Any proposal to eliminate

state and local tax deductibility should be resisted as contrary

to basic intergovernmental philosophies and respect, and against

the interests of a healthy and strong union of American states.



40

Governor CARuN. I will make some very brief comments, fol-
lowed by Governor lamm, and, of course, Governor Thornburgh
will then follow and we will be open to any questions that you
might have.

I think we all very quickly agree in terms of the challenge we
face, the tax system that needs to be worked over and improved.
The first thing I want to make clear is that we support your efforts
as well as the administration's to improve the system.

I want you to know that as Governors we started our work in
September of last year and worked through February in a very
comprehensive way to develop what you have in detail before you.
We took our work seriously, recogaing the tremendous ramifica-
tions on the States as well as the importance to the constituents
that we share.

I would also want you to understand that we arrived at our
policy in February prior to the President submitting his specific
proposal to you, and it was approved by a two-thirds plus vote. Al-
though there were disagreements on some of the specifics when it
was all put together, there was very, very strong support.

Basically, we support a modified flat tax that broadens the base
as the best alternative. But this morning, of course, the issue is de-
ductibility. And I want to make it clear that the resolution of theNational Governors' Association very clearly and strongly opposes
the total. elimination of' deductibility. We are willing to discuss
compromise.

We are aware that in order for this objective of tax reform to be
accomplished that we cart ask for total perfection, but there are
ways in which we can accommodate your need for revenue and still
protect the basic thrust of deductibility in the system of federalism.

We would hope that the debate would center on fairness, efficien-
cy, equity, and federalism and not regional differences and winners
and losers. It is clear that in terms of fairness as you look at the
need for revenue to fund what you want to accomplish with lower-
ing the rates-that you have a lot to- look at. And we are aware
that the deductibility is about 11 percent of that pie that you can
go after.

The President's p proposal gets 67 percent of what he needs from
the deductibility issue alone. We consider that very unfair. In*
terms of equity of individual taxpayers, the deductibility of State
and local taxes is the most frequently used deduction, and the one
most important to middle-income taxpayers. And on that basis, as
well, we would ask consideration of the issue.

We feel as Governors and representatives of State and-local-gov-
ernment we have certainly participated in the broader issues of the
budget; have certainly taken our she of cuts. We feel that the ra-
tionale and support for the long-established deductibility should be
maintained at least in principle and think it particularly inappro-
priate that at the same time we are being asked to do more that
you make it more difficult for us to accomplish that mission.

And, again, before I yield to Governor Lamm, I would point out
that although cases can be made for some individual taxpayers
benefiting, maybe even some States benefiting we would hope that
the issue would be looked at on the basis of wiat is right or wrong
for the future of this country on the basis of sound public policy.
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And it's on that basis, certainly, that we adopt the resolution that
we have submitted in the testimony that is before you.

I would yield at this time to Governor Lamm.
[The prepared written statement (combined) of Governor Carlin

and Governor Lamm follows:]

4,v
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Mr. Chairman and Members of the Committee, we are pleased to appear before you

today to represent the National Governorf Association option on tax reform, particularly

with respect to the two Issues which have an Impact on state and local government:

deductibility of state and local taxes, and any modifications which affect municipal bonds.

In our remarks this morning, we would like to focus on the following Issued

C

S

The governors' federal tax reform policy,

The appropriate criteria to evaluate state and local tax deduct and

T1rPtential Impact of restrictions on state and local tax-exe pt bonds.

Fedmal Tax Reform Polcy

The governors have a strong interest in the efficiency, fairness, and revenue-raising

capacity of the federal tax system. Federal tax policy is critical to national productivity

and job creation and, thus, to the growth in output and real Income. These in turn have a

&ho. effect on the growth In state tax revenues. In addition, state tax policy s c1)bely

Onk.LAo federal policy; 35 states currently use either federal adjusted gross income,

federal taxable income, or federal tax liability as the state tax base for 0W ncome

taxes. ,,\ \

The current system, however, suffers from three basic problersiKlti Is complex,

Inefficient, and unfair. Most of these problems are Iink.!d to the existece of the $293

billion in so-called "tax expenditures" which have become part of the inkyvdual Income

tax. A modified flat tax that broadens the tax base is the best alternative for

strengthening the federal tax system. It would allow a significant reduction In tax rates

which would have a positive impact on Incentives to work, save, and Invest. These

advantages will also be reflected in most state income tax systems since states generally

follow federal definitions of Income.

)
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With respect to the issue of deductibility, the governors are willing to consider some

limited modification, but only In the context that the proposed base-broadening Is

significant and that any changes not have major differential impacts across states.

Elimination of deductibility, as proposed by the Administrationp goes considerably further

than NGA policy and thus must be opposed.

Concerning bond financing, the governors strongly believe that reforms should not

affect the current exclusions of state and local Interest payments. Here again, the

Administration's proposal and others must be opposed.

The Apvvriate Criteria to Evaluate State and Local Tax Deductibility

The efficacy of eliminating state and local tax deductibility should not be debated

on the grounds of winners and losers among states. With the exception of a limited

nurnber of federal grants, there has never been a clear-cut federal policy in the United

States to use fiscal policy to equalize the distribution of income across states - that iso

the spending and taxing authority of the federal government. Such a policy is followed in

many European countries. For example, in Germany, no state has resources available for

providing public services that are less than 92 percent or more than 110 percent of the

national per capita average. The United States system, on the other hand, has generally

preferred to allow the market to allocate resources across states and has considered

diversity to be an inherent strength In our system. If the United States desires to change

Its system and move toward equality, then it should do so across-the-board so that the net

effect of all federal spending and taxes moves toward equality. To single out state and

local tax deductibility as the only redistributive component of federal policy is

inconsistent with the long-held United States values of market reliance and diversity.

Whether or not curtailment of deductibility Is good public policy should not be

evaluated on regional grounds. Such a debate distorts the real public policy issues of

fairness, efficiency, equity, and federalism.
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Fairness - Assuming that the goal of tax reform Is to broaden the tax base, then the

logical starting point Is the list of tax expenditures associated with the Individual Income

tax. The major categories are:

Revenue Loss
Fiscal Year 1986

Tax Expenditures Billions of Dollars

Deductions $ 98.1
Pension and Retirement Contributions 70.2
Employer-Paid Benefits (except pensions) 27.2
Special Treatment of Capital Gains 26.9
Untaxed Government Benefits 25.4
Business Taxes on Individual Returns 14.2
Other 16.7

Total $292.9

The estimated federal government revenue loss for fiscal 1986 for all the tax

expenditures listed above is estimated to total $292.9 billion. Any serious attempt at tax

reform must look at all of these Items. Most represent distortions to free markets and

thus have a negative impact on long-run economic growth.

Deductibility of state and local taxes represents $33.2 billion, or only II percent of

this total. The revenue gain from the Administrations modification of all tax

expenditures that reduce marginal tax rates would total only $49.4 billion. ThOs,'state

and local deductibility represents 67 percent of the tax expenditure modification, but only

II percent of the current total. Mr. Chairman, the governors are willing to contribute to

tax reform. They are not special pleaders and-they are prepared to do their part.

However, a plan which asks state and local government - the partners In the federal

system - to bear 67 percent of the burden through elimination-of deductibillty, while

continuing more than $243 billion in special exemptions and deductions, Is not true tax

reform.
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Efficency - The Administration's tax plan, as well as the other several prominent

alternatives, are all slightly less complex and perhaps slightly more equitable than the

current system. However, a major benefit of tax reform should be one of increased

efficiency. Tax reform should stimulate the Incentives to work, save and invest by both

reducing marginal tax rates and eliminating market distortions. Over the long run, this

will stimulate economic growth.

The reduction of the high marginal tax rates from 30 percent to 33 percent will

clearly provide incentives for economic growth. However, the failure to limit other

deductions which dearly are market distortions represents a major lost opportunity. For

example, the continued allowance of a major deduction for Interest payments other than

mortgages -ontinues to bias our system toward consumption as opposed to savings.

Similarly, the failure to cap fringe benefits causes substantial market distortions. For

example, the failure to seriously tax employer-paid health benefits contributes toward

high inflation In health care costs, which in turn costs the federal government more in

Medicaid and Medicare. The continuation of these Imperfections in the tax system makes

our economy less efficient and less competitive with other countries.

Deductibility does cause state and local spending to be somewhat higher than It

otherwise would be; but given the structure of state and local taxes, there Is practically

no distortion of economic activity by this deduction. One may buy a house or pursue a tax

shelter to minimize federal taxes, but no one pays more state and local taxes because of

deductibility. In fact, we would go one step further and argue that, as many public

surveys Indicate, taxpayers believe that there is considerable more efficiency in

government spendIng at the state and local level than at the federal level. Thus, the

elimination of deductibility Is essentially a long-nm shift in revenues, and thus spending,

from state and local government which is more efficient to the federal government which

is les efficient.

/,'
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L oeFor governors, a major Issue Is equity. Under the Administration's plan,

only 7 percent of the American taxpayers benefit from the capital gains exclusion. Only

four-tenths of 1 percent use the foreign tax credit, and fewer than 1 percent benefit from

the proposal for Intangible drilling cost and the percentage depletion allowance. By

contrast, the state and local tax deduction Is used by more people than any other

deduction In the federal code - more than that for charitable contributions, or for

medical expenses, or for home mortgage Interest. In Alaska, 39 percent use this

deduction; in Utah, $8 percent; and In Virginia, 41 percent.

The beneficiaries of deductibility are not a privileged class. According to Treasury

data# 41 percent of tax fliers Itemize for state and local taxes. About 31 percent of those

who Itemize for state and local taxes report Income of less than $30,000, and only 13

percent have Income above $50,000. This Is primarily a deduction for middle America -

for those families where both husband and wife work, who own a home, and who pay most

of the federal, state, and local tax burden. State and local tax deductibility Is one of

their few deductions; few have capital gains, real estate shelters, or special oil and gas

tax preferences.

In examining IRAs, which are expanded under the Administration% proposal (and

available to non-itemizers a wel), 21 percent of IRA beneficiaries make over $30,000 or

61 percent greater than state and local Itemizers In the same Income tax bracket.

Perhaps nowhere in the proposal Is the difference between state and local tax

deductibility and other tax deductions so clear as in the case of charitable contributions.

IRS tables show that filers with Income above $30,000 and contributions of more than

$3,000 receive 31 percent of the benefits. This compares with less than 32 percent

benefit to the same class of persons for state and local tax deductibility.

Pedralim - The deduction for state and local taxes Is the oldest d auction In the

F federal tax system. It originally was allowed In a national Income tax In 1864 and then

i~.Vj~
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later incorporated Into the federal code when it was formalized in the individual income

tax In 1913. The rationale was to avoid levying a tax on a tax and to provide a more

precise measure of the ability to pay. Not only are these arguments still valid today, but.

more importantly, this deduction has been either Implicitly or explicitly woven into every

fiscal decision made by state and local government over the last 73 years.

The elimination of tax deductibility will clearly erode the ability of state

governments to fund their increasing needs over the next decade. State and local

governments will face significant demands for additional Investment in the programs for

which they are currently responsible. Such demands Include responses to needs which

were deferred during the early part of the decade, Improvements In the quality of current

services, growing populations in need of service, and a substantial investment in the

Infrastructure. By 1990, the increased annual expenditures needed to fully address these

demands would include,

o .4,13.6 billion to fund an expanding demand for health care, particularly for the
ncreaslng aged population;

o $3.4 billion for improved correctional services, prison modernization and the
reduction of prison overcrowding;

o $15.4 billion for services to a larger school-aged population and improved
elementary and secondary education;

o $16.4 billion for restoring and maintaining the federal, state and local highway
system

o $2.1 billion for clean-up and maintenance of hazardous waste sites;

o $4.7 billion for w~ste water treatment; and

o $$.3 billion for water supply facilities.

Not only are the needs of state and local government increasing, but most

expenditures for these levels of government are investments in human and Infrastructure

capital. Overallp over 38 percent of state and local spending Is on education, and 12
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percent on Infrastructure - roads, highways, parks, etc. The curtailment of these

expenditures will have substantial long-run negative impacts on economic growth.

State and local government has already paid a heavy price In terms of lost federal

aid as grants will have been reduced by 40-percent In real terms between 1980 and the end

of next fiscal year. Governors believe they have absorbed a large share of the deficit

reduction. They now believe that they are being asked to pay the price for tax reform by

restricting their ability to raise revenues to meet both emerging needs and to offset some

of the huge federal reductions in domestic programs. States cannot assume more federal

vsponsibillty, receive less money from the federal government, and be restricted In their

ability to raise revenues - all at the same time.

Potential ImlpCt - In the short run, states whose state income taxes are linked to

federal adjusted gross Income will all witness small Increases in state revenues. Some of

these gains, however, will be offset by reductions in states where taxes are linked directly

to federal tax liability. Over the long run, however, the Impact will clearly limit state

revenue-raising capability and spending. This change will not happen overnight, but

legislatures and voters will be more reluctant to raise taxes. The effect is likely to be

slower growth In absolute dollars in state and loca spending. The estimates of this

impact range between 1 percent to 20 percent. Our own sense Is that after all

adjustments, state and local spending will be 10 percent to 1 percent lower than

otherwise would be the case.

Should we worry about this effect at all? In all states, we would still strive for

high-quality education, would still maintain roads necessary to get products to market,

and exercise compassion for our needy. Our public officials can sell those services in

competition with bigger houses, faster cars, and vacations in Europe on a level playing

field.
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But it is tougher when the field Is not level. That Is why governors care about

balance In the tax reform package. If the bigger house and the faster car are financed

with tax-deductible interest, while the schools are financed with tax payments to cover

governmental Interest payments that are not deductible, the playing field Is not level. If

the European vacation Is a deductible business expense and the safety net is an after-tax

cost to taxpayers, the playing field Is not level.

Ending deductibility will also probably accelerate some tax changes already being

made In state and local taxation. State tax drafters know that deductibilty reduces the

bite of state income taxes on higher bracket taxpayers. With deductibility gone, there

will be a tendency to reduce the progressivity of state Income taxes. This will come at a

time when many states are reducing their top bracket rates because of Increasing

evidence that economic development may be as sensitive to them as It Is to the tax

burden on corporations. For all of these reasons, Mr. Chairman, we must oppose the

elimination of state and local tax deductibility.

Alternative Modificatlorm - It makes little sense to end the deductibility of one or

two of the big three taxes (sales, income, and property) while leaving the deductibilty of

others. The revenue increase assumptions used to gauge the effects of selective

elimination are Inaccurate. For example, If sales taxes are no longer deductible and the

other taxes are, states will adjust. They may pot eliminate sales taxes, but there will be

adjustments. Oregon voters, for example, would not accept the sales tax on which they

will soon be voting. Kansas officials will take less interest In relieving local property

taxes through state sales tax revenues and more Interest In broadening sales tax

exemptions. With such major effects on taxpayers, we would find a way to rely more on

deductible taxes - eroding federal revenues and distorting our tax systems as a result.

Another questionable approach is to put a cap on the deduction of state and local

taxes with the cap being either an absolute dollar amount or a percentage of adjusted
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gross income. The absolute dollar cap Is good only for raising the taxes of high-income

persons. That can be done directly in dealing with the rate schedule and tax breaks which

are the province of those with high incomes. The adjusted gross income cap Is primarily a

penalty for states with the most progressive Income tax systems and their taxpayers.

A constructive approach - In the context of broader tax reform - may be that of

maintaining the deduction for total state and local taxes above 1 percent of adjusted gross

income. Such an approach minimizes the differential impacts across states and does not

substantially limit our revenue-aising ability over time. Another alternative would be to

maintain all current deductions but only allow individuals to take a given share (e.g., 90

percent) of the total as a final deduction. Similarly, It may be possible to add together all

current deductions and only allow a deduction for that which Is above some percentage of

adjusted gross Income. While these approaches may not be less complex, Ithey are truly

more fair.

The Potential Impact of Reduction on State and Local Bond

Section 103 of the Internal Revenue Code Is one area of the tax code that needs no

reform. Changes in tax-exempt bond provisions proposed by the Administration, as well

as the plans sponsored by Representatives Gephardt and Kemp, would hinder the ability of

state and local governments to raise revenues, and therefore are strongly opposed by the

governors. We are no longer talking about the use of industrial development bonds for

questionable activities - we are talking about essential public purpose projects.

Under present law, states and localities have the right to Issue and determine the

purposes for which tax-exempt financing may be used. The federal Constitution itself

preserves that right to states and localities. The Tenth Amendment, federalism principles

evident in the structure of the Constitution, the doctrine of intergovernmental tax

immunity and the Sixteenth Amendment (which specifically ,preserved tax immunity),

Individually and combined, bar federal withdrawal, modification or limitation of the

states' authority to issue tax-exempt financlngs.
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lmortance to States - State tax-exempt borrowing is a significant and critical

portion of state revenues. In 1983 states borrowed nearly $30 billion in tax-exempt

financing for which they had a direct repayment responsibility. That figure represented

about 8.2 percent of state revenues ranking only after taxes (combined from all sources),

federal intergovernmental payments, and Insurance trust revenues. By category, revenues

from debt financing exceeded money received from the corporate income tax, severance

taxes, any single excise tax, license taxes or user fees. In terms of expenditures, states

allocated about 3 percent of their annual budgets to debt redemption.

In 1984, overall long-term state and local tax-exempt bonds for all purposes

exceeded $115 billion. These bonds were used for the public good. Traditional uses

Included the acquisition, construction and/or rehabilitation of public buildings, the

purchase and rehabilitation of equipment, and the construction and maintenance of our

infrastructure, Including roads and highways, dams and bridges, airports, docks and

wharves. They also provided for the building of public schools, the construction of non-

profit higher education facilities, and the provision of student loans.

In the area of health, bond support was, provided to public and non-profit hospitals,

out-patient facilities-and nursing homes. In the area of housing, supV'rt was targeted to

first-time homebuyers trying to enable them to realize the Amer qan dream and the

construction of low-income, multi-family rental housing units. Money was also allocated

to meeting our environmental needs and specific federal clean air and water mandates.

Tax-exempt financing was provided for the construction and rehabilitation of water and

sewer lines, solid waste disposal, waste to energy projects and air and water pollution

control facilities. Municipal bonds were also Important in mass transit. Financings

covered the construction of mass transit facilities, the purchase of mass transit vehicles,

and the construction of associated parking facilities. The production and conservation of

energy was promoted by means of state and local bond financings of facilities for the

local furnishing of energy and gas, hydroelectric generation, and local district heating and

.
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cooling. Municipal bonds were also a major economic development tool providing for

financing of convention and trade show facilltes, sports facilities, industrial parks and

small business which we expanding or rehabilitating facilities.

The Potental lsa c - The Administrations plan would eliminate the tax-exempt

status of governmental bonds If more than I percent of the proceeds were.used directly or

indirectly by any person other than a state or local government. Representative Kemp

(H.R. 2222) and Representative Gephardt (H.R. 800) would eliminate the tax-exempt

Interest from all but general obligation and traditional revenue bonds.

It is estimated that the Administrations plan would make 62 percent to 80 percent

of municipal bonds taxable, Including some general obligation and traditional revenue

bonds. The -percent rule would end ali publiclprlvate cooperative ventures via the bond

market. Privatization of the public sector would end.

o A general obligation bond issued to modernize the local elementary school
could lose Its tax-exempt status If ch%rches, the Kiwanis Club, or even the Boy
Scouts, regularly used the school.

o A general obligation bond whose proceeds financed the construction of a state
office building which permitted more than 1 percent of the floor space to be
used for an employees' cafeteria under a two-year management contract and
private newspaper stands operated by the blind or disabled, would be made
taxable.

o General obligation or revenue bonds issued for road construction could lose
their tax-exempt status If the planned road primarily served a major local or
regional employer.

o Industrial development bonds financing a publicly owned soll waste disposal
fadlityeonstructed and operated by a private high technology company would
be taxable.

o Industrial development bonds used to construct publily owned airport
terminals and hangars, or harbor wharves and plers, utilfed by private carriers
would be taxable.

o Industrial development bonds financing construction of air pollution control
facilities of major publicly regulated utilities would te taxable even though
the facilities were designed to meet federal clean alr standards and reduce
acid rain. -
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o General obligation bonds used to provide housing for veterans would be
taxable.

The proposals of Representatives Gephardt and Kemp would also eliminate the use

of tax-exempt bonds for many critical public purposes. Under both the Gephardt and

Kemp proposals, $70 billion of the $115 biMon in 1984 municipal bond volume would have

become taxable. While states and localities could finance public hospitals with municipal

bonds, they could not make tax-exempt financing available to non-profit hospitals which

serve many of the same poor and seriously ill citizens. While states could use general

obligation bonds to finance, construct and operate waste to energy facilities' they could

not use Industrial development bonds to create a public/private partnership with a firm

that had the expertise, experience, resources and energy needs to ensure a viable project.

While states could use general obligation bonds to construct runways, they could not

finance airport terminals with industrial development bonds whose repayment would be

provided by the user airlines. From a public policy perspective, non" of these results

makes sense.

The Administration's plan also Imposes new arbitrage- restrictions and prohibits all

advance refundings. The Investment of bond proceeds at market rates for a reasonable

period of time, pending their application for the purpose of the bond issue, is good cash

management. Arbitrage reduces the cost of public projects by reducing the total amount

of bonds issued for a project. Advance refunding bonds are desirable where a) interest

cost savings of a significant magnitude can be realized and b) where the elimination of

burdensome restrictions, relief of financial distress, or rearrangement of debt service is

warranted. States and localities should have the same opportunities to restructure their

debt that is available to individuals and corporations. The Administration's plan also

applies new restrictions to general obligation and revenue bonds that are presently

Imposed on industrial development bonds. Such requirements will impose greatly

increased admInIstrative burdens on state and local governments and Increase their cost.

/ -.A
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market historically has bo dominated by two types of Investors: (1) individuals, and (2)

Institutions, mainly commercial banks and property/casualty Insurance companies.

Individual buyers, directly or through mutual funds, are a mainstay of the municipal

market. In the fourth quarter of 1983, Individuals directly owned 36.6 percent of all

outstandLng tax-exempt bonds, and Indirectly held yirtually all of the tax-exempt bonds In

mutual funds, another 24 percent of the total outstanding supply. The proposals to reduce

Individual Income tax rates will lessen the Incentive of Individuals to buy and carry tax-

exempt bonds, and therefore Increase the Interest rates and borrowing costs to be paid by

state and local governments to sell those securities.

The poposals to reduce corporate Income tax rates will also reduce the Incentives

for corporate purchasers to buy and carry tax-exempt bonds. Commercial banks, which

have purchased between one-third and two-thirds of municipal Issues over the last 25

years, will be particularly discouraged from Investing In tax-exempt bonds by the

Administration plan, which modifles the corporate minimum tax so that It further

reduces the deductions taken by banks And other financial Institutions for the costs

Incurred In buying and carrying tax-exempt obligations.

fl~r burowft Costs - The cost of borrowing by state and local governments Is

affected by the relative risk to tax-exempt bond purchasers. One element of risk Is the

risk of default. Municipal bond Insurers have already Indicated that they expect the loss

of deductibility of state and local taxes to itemizers to Impose practical llmlts on the

ability of state end local governments to raise taxes and user fees. The reduction In

revenues, they say, will lower bond security and Increase borowing costs. They indicate

that about ha of all bonds currently eligible for municipal bond lnsurace would be made

Ineligible, or elible only at significantly higher premiums.

,
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If state and local governments had to Issue taxable bonds for public projects, It Is

estimated that the average cost of financing would Increase by 25 percent to 35 percent.

Assuming a 3 percent Interest rate differential between Issuing at taxable rather than

tax-exempt rates, states could expect the projects to cost an additional $#1 billion over a

five-yer period of time.

Coopers and Lybrand has just completed an analysis of Treasury's estimates of

revenue gains from the proposed elimination of selected tax-exempt securities. It

concludes that the anticipated revenue gains from the elimination of these tax-exempt

bonds would bit less than $2 billion over the five-year period. This Is substantially below

the estimate of the Treasury Department. Thus, the revenue gain tqo the federal

government Is expected to be very small, while the costs and disruption to state and local

government are potentially very large. Such changes In the tax code are thus strongly

opposed by the governors.

In conclusion, Mr. Chairman, the governors support meaningful tax reform that

follows the general guideline of broadening the base and reducing marginal tax rates. We

are willing to cotnider some modification of state and local tax deductibility as part of a

comprehensive tax reform plan, but the total elimination of deductibility Is opposed.

We also are strongly opposed to recommendations regarding tax-exempt bond

financing. In 1980, 1982, and again in 1984, Congress acted to place restrictions on

Industrial development bonds, mortgage subsidy bonds, and student loan bonds. Specific

purposes deemed abusive were simply eliminated and additional restrictions were Imposed.

New substantive restrictions, state-by-state volume limitations, and curbs on arbitrage

were enacted In 1984. Additional reforms are not necessary and will only cause

substantial financial disruption to state and local government for very little revenue gain

to the federal treasury.

-?0
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The Administration's proposals regarding deductibility and tax-exempt funding

represent about $35 billion or 71 percent of the modifications that are used to reduce

marginal tax rats. Why should state and local government - the erters In the federal

sy.em - pay 71 percent of tax reform when over $240 billion of 4ecia -1" exemptions,

deductions, and credits continue to be maintained? The states are pared to do their

share however, thiy camnt do It all. We have already paid most of t 4eprice of deficit

reduction In terms of reductions In state and local grants. You cannot ask us to continue ..j)
to Increase our responsibility, provide us with lss federal assistancei and then

substantially restrict our ability to raise revenues through taxes and debt inancng. Mr.

Chairman, this Is not fair, equitable, or efficient; and It represents a major step back In

American Federalism.
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The CHAIRMAN. I might make a few comments, if I might, about
Dick Lamm, who is an old, old friend of mine. He was in the Colo-
rado State Legislature, when I was in the Oregon Legislature, and
we both had an interest in the subject of abortion and a woman's
right to choose. And Colorado is one of the early reform States in
that area before the Supreme Court's decision in 1973. And I met
him when we were in the legislatures and-he was national presi-
dent of Zero Population Growth when I was active in that.

I do recall when I went out to see him-he was Governor by this
time-a year or two after the Supreme court decision on Rowe v.
Wade and we thought we had won the issue; that that battle was
over. And that night he and his wife, Dotty, took meup to an opera
house in one of their old silver towns and we saw an opera. And it
was raining somewhat hard as we went up, and when we came out
it was pouring down rain. And I thought to myself if that rain is
raining that hard off those hillsides, those rivers are going to come
up, and sure enough, by the time we got out, we were almost
blocked from getting back. He let me stay at the mansion that
night. I think you were gone by 5 o'clock in a National Guard heli-
copter the next morning looking over the damage. And I supppose I
should have realized that as a harbinger of our mutual interest on
a woman's right to choose that, indeed, the battle wasn't over. The
rain was a bad omen. But, Dick, it's good to have you with us.

STATEMENT OF HON. RICHARD D. LAMM, GOVERNOR, STATE OF
COLORADO, AND CHAIRMAN, NATIONAL GOVERNORS' ASSO-
CIATION TASK FORCE ON TAX REFORM
Governor LAMM. Thank you, Mr. Chairman. I do remain a fan of

yours and appreciate the good things you fight for.
The beneficiaries of deductibility are certainly not a privileged

class of people. According to the Treasury data, 41 percent of the
taxfi'lers itemize for State and local taxes. And 87 percent of these
people have income below $50,000 a year. This is a middle-class-
America deduction.

A few people have capital gains; have real estate shelters or spe-
cial oil or gas tax preferences. This deduction, as you know, is used
by more people than any other deduction in the Federal Code. And
it seems to me that that is a very important item.

The second thing that I'm here to talk about is the efficiency, be-
cause I do think when you write a Tax Code you simply have to
take into account the efficiency. What the tax laws say somewhat
dictates a whole, wide variety of economic activity. It is an incen-
tive for economic growth or it could be a disincentive. But the fail-
ure to limit other deductions in this tax plan that have very severe
market distortions, I think, represents a major loss of opportunity.
For instance, the failure to seriously tax employer-paid health ben-
efits contributes toward high inflation in health care costs. I know
it's controversial, but it simply adds to the inflation. It is an eco-
nomic motivator.

But the deductibility of State and local taxes does not seem to
me to be an economic distortion. People may buy a house or pursue
an oil and gas investment to minimize their Federal taxes, but no
one pays more in State and local taxes because of deductibility.

4?
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I'm also asked to speak a little bit on municipal bonds. State tax-
exempt borrowing is a significant and critical portion of State reve-
nues. States last year borrowed some $30 billion by tax-exempt fi-
nancing for which they had a direct repayment responsibility. It is
estimated that the administration's plans would make 62 to 80 per-
cent of municipal bonds taxable, including some general obligation
and traditional revenue bonds. The 1-percent rule would end all
public-private cooperative ventures via the bond market.

If the State and local governments had issued taxable bonds for
public projects, it is estimated that the average cost of financing
would increase by 25 to 35 percent. And that could add an addition-
al $41 billion over a 5-year period of time.

So the potential revenue gain from this, on the question of mu-
nicipal bonds, is $2 billion a year. The revenue loss is not anywhere
proportionate to the cost of State and local governments, which is

Potentially very large. We ask that you carefully look at that provi-
sion also.

Let me summarize the National Governors' Association testimo-
ny here today. We do support meaningful tax reform that follows
the general guidelines in our resolution of broadening the tax base,
reducing the marginal rates. We are willing to consider some modi-
fication of State and local deductibility as part of a compromised
tax package.

But as Governor Carlin said-with only 11 percent of the tax ex-
penditure, we are being asked to provide 71 percent of the modifi-
cations that are used to reduce those marginal rates. Why should
State and local governments, the partner in the Federal system,
pay 71 percent of tax reform when over $240 billion of special tax
exemptions, deductions, and credits continue to be maintained?

The States are prepared to do our share, but we can't do it all.
And we are being asked to unjustly give more than our percentage
of the problem. We have already paid most of the price of deficit
reduction in terms of reduction in State and local grants. You
cannot ask us to continue to increase our responsibilities, provide
us with less Federal assistance, and then substantially restrict our
ability to raise revenues through taxes and debt financing. It is not
fair. It is not equitable. It is not efficient.

Thank you.
The CHAIRMAN. Thank you.

STATEMENT OF HON. DICK THORNBURGH, GOVERNOR, COMMON-
WEALTH OF PENNSYLVANIA, MEMBER, EXECUTIVE COMMIT-
TEE AND MEMBER, TASK FORCE ON TAX REFORM, NATIONAL
GOVERNORS' ASSOCIATION
The CHAIRMAN. Governor Thornburgh.
Governor-THoRoR. 4r. Chairman, members of this commit-

tee, I appreciate the opportunity to appear before you today.
Since the President introduced his tax reform proposal, there

have been a gat many statements as to what the Governors are
for Or agailM,- As a Governor who is a member of the executive
committee the National Governor's Association and who is also a

%E member of the association's task force on tax reform, I would like
to offer my personal perspective.

Alii
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First of all, I think it's important to note that the full associa-
tion, its executive committee nor the tax reform task force have
met since the President introduced his tax reform proposal. It will
be a lively subject for discussion, I expect, at our summer meeting
beginning next week in Senator Symms 'home in state of Idaho.

Our policy, which you have, doesn't even mention tax deductibil-
ity. Consequently, any interpretation, including my own, as to how
the President's plan fits with the NGA policy adopted this past
winter must include a goodly amount of conjecture.

My feeling, which I believe is widely shared by the Governors
and by the American people, is that the current tax system is com-
plex, inefficient, and unfair. That system, through its patchwork of
loopholes, credits, exemptions, and deductions, results in individ-
uals with similar yearly incomes paying vastly different taxes. Fur-
thermore, the complexity of the system and its high marginal tax
rates inevitably discourage incentive and encourage tax evasion.

There is a need for tax reform. We need a system that is simple
and fair, and perhaps just as importantly, one that is perceived to
be fair.

President Reagan's plan, by adoption of a modified flat tax rate
with a maximum rate of 35 percent, should go far toward returning
a sense of fairness and equity to our Federal tax system, a system
which incidentally could learn much from Pennsylvania s simpli-
fied flat tax with a rate that is low and is going -lower. Because
there is not fast and complex array of deductions in the Pennsylva-
nia tax system, our taxpayers can utilized a one-page return, fill it
out in 30 minutes and normally without any professional assist-
ance. Furthermore, we have experienced fewer areas of omission or
commission and observe less incentive for evasion or avoidance due
to the simplicity of our tax.

The plan put forward by President Reagan, if adopted in toto
today by this Congress, would instantly work dramatic improve-
ments in the Nation's tax climate and benefit the vast majority of
the Nation's taxpayers.

Special interest groups by the hundred seeking .to protect a
whole variety of special treatment provisions in the maze of cur-
rent tax law have and will, no doubt, continue to come to members
of this committee and other Members of Congress pleading their
special cases. They have a tax advantage now, and understandably
they want to keep it.

States are no exception. Some of the provisions found in the cur-
rent tax system, for example, allow Pennsylvania and local govern-
ment units to issue tax-free industrial development bonds and pro-
vide investment credits such, as those for historical rehabilitation.
These have been very useful tools in our economic and community

* development programs. They have had and still have my strong
support. Moreover, I will fight to preserve these tax provisions
which favor my State, if the tax reform effort gets bogged down in
a prolonged debate over special breaks for onegroup after another.

My hope, however, is that the Congress not take such a
course of action. If there ever was an issue that requires allof us to
place the public interest above the special interest, it is tax reform.
If ever there was a time to do so, it is now. If we all work together,
public officials at all levels of government, from all parties, we can
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reform this Tax Code which has made it impossible for so many
Americans to even know-what our tax laws are, let alone fill out
their 1040 forms in good faith without a battery of CPA's and law-
yers.

Let me address on further matter. Some of the special State in-
terests you have heard from are those who are upset by the Presi-
dent's proposal to eliminate the deduction for State and local taxes.
I disagree with those Governors, and not just because Pennsylvania
is a low-tax State whose taxpayers would be net gainers from the
President's proposal. I believe that ending this deduction is a rea-
sonable and equitable price to pay for signficicantly reducing the
average American's tax burden. The President's plan calls for low-
ering personal tax rates and replacing the current 14 brackets and
tax rate range from 11 to 50 percent with broad brackets of 15, 25,
and 35 percent, which coupled with increases in the personal ex-
emption will benefit all taxpayers.

The Advisory Commission on Intergovernmental Relations, upon
which I am privileged to serve, has calculated that 79 percent of
our taxpayers, including many of those who currently deduct State
and local tax payments, will get a tax cut or pay the same amount
in Federal taxes'as a result of these changes. Overall, according to
ACIR, individual tax liability will be reduced by an average of 8.5
percent. The current system of allowing for deductions of State and
local tax payments has, again, according to ACIR, generally
worked to the advantage of a small percentage of persons with
high incomes living in States with high and steeply graduated tax
rates. The two-thirds of Americans who do not itemize their deduc-
tions get no benefit at all from this provision and end up, in effect,
subsidizing those who do.

The average citizen in the 34 lower tax States ends up subsidiz-
ing, in effect, high-income taxpayers in higher tax States, taxpay-
ers who in my view neither deserve nor need such subsidization.

Three other points have been referred to by my colleagues this
morning, and I would like briefly to address them. First, it is said
that the President's proposal is unfair because 67 percent of the
revenues would come from eliminating this deduction, which repre-
sents only 11 percent of the total deduction. If these revenues were
going to be used to increase vast new spending programs or to
reduce the deficit, I would wholeheartedly agree with that observa-
tion. But they are not. These revenues will be returned to all tax-
payers in all States in a way that will reduce the overall tax bur-
dens for the vast majority of them. I ask what could be fairer than
this.

It is said as well that the plan is inequitable in that it takes
away a deduction which is used primarily by middle-class Ameri-
cans. Only 50 percent of the median-income households, however,
use this deduction. And even those people are not the ones primari-
ly benefiting from it. According again to ACIR, the top 20 percent
of the taxpayers in the highest income brackets claimed 80 percent
of the total amount deducted for State and local taxes in 1982, the
latest year for which figures are available. In fact, the majority of
median-income, households will pay lower taxes under the Presi-
dent's plan than they do today.

'52-911 0- 86- 3
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Finally, it is said that eliminating the deduction will restrict the
ability of State and local governments to raise revenues. I've been
Governor of a low-tax State for 61/2 years. As many of you know,
raising txes is a painful experience for any political leader, regard-'
less of a high- or low-tax environment. Never once, however, did
anyone ever suggest to me that I should raise taxes because 29 per-
cent of the Pennsylvania households would be able to deduct them
from their Federal returns.

The choice is simple-either to continue a tax break which bene-
fits only one-third of all taxpayers and those in the high tax brack-
ets in high-tax States at that, or to provide lower tax rates for all
taxpayers in all States, as the President has proposed. To me, the
answer is obvious.

I'm asking members of this committee to rewrite the tax laws to
make them simpler and fairer to resist efforts by the special inter-
ests to protect their tax breaks. Move the President's plan forward
without unraveling it. For the average American, many businesses,
it is a giant step forward and a vast improvement over our current
system.

Thank you, Mr. Chairman.
The CHAIRMAN. Thank you, Governor.
[The prepared written statement of Governor Thornburgh fol-

lows:]
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Mr. Chairman and Members of the Committee:

I appreciate the invitation to appear before you today.

Since the President introduced his tax reform proposal,

there have been a great many statements as to what "the

governors" are for or against. As a governor who is a member of

the Executive Committee of the National Governors' Association

(NGA) and who is also a member of the NGA Tax Reform Task Force,

I would like to offer my perspective.

I should like to point out that neither the full NGA, its

executive committee, nor the Tax Reform Task Force have met

since the President introduced his tax reform proposal, which I

am sure will make for a lively discussion at our summer meeting

beginning next week in Boise, Idaho. Consequently, any

interpretations, including my own, as to how the President's

plan fits with the NGA policy adopted this past winter includes

a goodly amount of conjecture.

My feeling, which I believe is widely shared by the

governors and by the American people, is that the current tax

system is complex, inefficient and unfair. That system through

its patchwork of loopholes, credits, exemptions and deductions

results in individuals with similar yearly incomes paying vastly

different taxes. Furthermore, the complexity of the system and

its high marginal tax rates can inevitably discourage incentive

and encourage tax evasion.

- more -
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Page 2.. .TAX REFORM

There is a need for tax reform. We need a system that-is

simple and fair and, perhaps just as important, one that is

perceived as fair.

President Reagan's plan, by adoption of a modified flat tax

with a maximum rate of 35 percent, should go far towards

returning a sense of fairness and equity to our federal tax

system -- a system which, incidentally, could learn much from

Pennsylvania's simplified, flat tax with a rate that is low and

going lower. Because there is no vast and complex array of

deductions in the Pennsylvania tax system, our taxpayers can

utilize a one-page return and fill it out in 30 minutes,

normally without professional assistance. Furthermore, we have

experienced fewer errors of omission or commission and observed

less incentive for evasion or avoidance due to the simplicity of

our tax.

The plan put forward by President Reagan, if adopted in

toto today by this Congress, would instantly work dramatic

improvements in the nation's tax climate, and benefit the vast

majority of the nation's taxpayers.

Special interest groups by the hundreds seeking to protect

a whole variety of special treatment provisions in the maze of

current tax law will no doubt come to members of this committee,

and other members of Congress, pleading their special cases.

They have a tax advantage now, and understandably they want

to keep it.

States are no exception. Some of the provisions found in

the current tax system, for example, allow Pennsylvania and its

- more -

\ ~



66

Page 3.. .TAX REFORM

local government units to issue tax free industrial development

bonds and provide investment credits such as those for

historical rehabilitation. These have been very useful tools in

our economic and community development programs. They have had

and still have my strong support. Moreover, I will fight to

preserve those tax provisions which favor my state if the tax

reform effort gets bogged down in a prolonged debate over

special breaks for one group after another.

My hope, however, is that Congress will not take such a

course of action. If there was ever an issue that requires us

to place the public interest above the special interests, it is

tax reform. If ever there was a time to do so, it is now.

If we all work together, public officials at all levels of

government from all parties, we can reform this tax code which

has made it impossible for so many Americans to even know what

our tax laws are, let alone fill out their 1040 forms in good

faith, without a battery of C.P.A.s and lawyers.

Let me address one further matter. Some of the special

state interests you have heard from are those who are upset by

the President's proposal to eliminate the deduction for state

and local taxes.

I disagree with those governors, and not just because

Pennsylvania is a low-tax state whose taxpayers would be net

gainers from the President's proposal. I believe that ending

this deduction is a reasonable and equitable price to pay for

significantly reducing the average American's tax burden.

- more -
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Page 4.. .TAX REFORM

The President's plan calls for lowering personal tax rates

and replacing the curren'. 14 brackets and a tax rate range of

11-50% with broad brackets of 15-25-35%, which coupled With

increases in the personal exemption, will benefit all taxpayers.-

The Advisory Commission on Intergovernmental'Relatf'ons

(ACIR) has calculated that 79 percent of our taxpayers,

including many of those who currently deduct state and local tax

payments, will get a tax cut, or pay the same amount in federal

taxes, as a result-of these changes.

Overall, according to ACIR, individual tax liability will

be reduced by an average of 8.5 percent.

The current system of allowing for deductions of state and

local tax payments has, according to ACIR, generally worked to

the advantage of a small percentage of persons with high incomes

living in states with high and steeply graduated tax rates.

The two-thirds of Americans who do not itemize their

deductions get no benefit at all from this provision, and end up

subsidizing those who do.

The average citizen in the thirty-four lower tax states

ends up subsidizing high-income taxpayers in higher tax states

taxpayers who neither deserve nor need such subsidization.

Three other points frequently made by some of my colleagues

for opposing the elimination of deductibility deserve some

attention.

It is haid that the President's proposal is unfair because

67 percent of the revenues would come from eliminating this

deduction, which represents only 11 percent of total deductions.

- more -
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Page 5...TAX REFORM

If these revenues were going to be used to increase spending or

reduce the deficit, I would agree with them. But they are not.

These revenues will be returned to all taxpayers in all states

in a way which will reduce the overall tax burden for the vast

majority of them. What could be fairer than this?

It is said that the plan is inequitable in that it takes

away a deduction which is used primarily by middle class

Americans. Only 50 percent of the median income households,

however, use this deduction, and even these people are not the

ones primarily benefiting from it. According to ACIR, the top

20 percent of the taxpayers in the highest income brackets

claimed 80 percent of the total amount deducted for state and

local taxes in 1982, the latest year for which figures are

available. In fact, the majority of median income households

will pay lower taxes under the President's plan than they do

today.

Finally, it is said that eliminating the_deduction will

restrict the ability of state and local governments to raise

revenues. I have been governor of a low tax state for 6-1/2

years. I can assure you that raising taxes is a painful

experience for any political leader, regardless of a high or low

tax environment. Never once, however, did anyone ever suggest

to me that I should raise taxes because 29 percent of

Pennsylvanian households would be able to deduct them from their

federal returns.

The choice is simple: either to continue a tax break which

benefits only one-third of all taxpayers, and those in the high

- more -
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Page 6 ... TAX REFORM

brackets in high-tax states at that, or to provide lower tax

rates for all taxpayers in all states, as the President has

proposed. To me, the answer is obvious.

I call upon members of this committee to rewrite the tax

laws to make them simpler and fairer, and to resist efforts by

the special interests to protect their tax breaks.

Move the President's plan forward without unravelling it.

For the average American and many businesses it is a giant step

forward and a vast improvement over our current system.

C,,
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The CHAIRMAN. Senator Moynihan.
Senator MOYNIHAN. Thank you, Mr. Chairman.
Excellency, we are very honored to have you with us today. I

have just a couple Qf questions I would like to ask and one general
statement I would like to make. I think that this committee-at
least some of us here-is concerned that in the course of undertak-
ing to reform the Tax Code, which in all truth we do every other
year, we are going to alter the Constitution. I mean by this we are
going to change the constitutional balance in some fundamental
way. Senator Javits has described so well of the increasing efforts
of the Federal Government in the last quarter century to reduce
inequities in the American Federal system. As a result of this
effort, there arose some concern that the Federal Government was
getting too large.

In response to this concern, President Kennedy initiated-and
President Nixon finally adopted-revenue sharing. This was a very
specific proposal- to turn revenue back to State governments and
local governments and to permit decisions to be made there.

Now we have lost revenue sharing. And if we lose State and local
tax deductibility, there is going to be one ineluctable process-that
is, more and more decisions will be made in Washington.

I would like to ask all of you one question. I was surprised to
learn that the Treasury Department describes this provision, which
has been in the Tax Code from the beginning, as a Federal subsidy.
There is something perverse about this proposition-any money
the Federal Government doesn't take from you, it has somehow al-
lowed you to keep, as if it was theirs to begin with. A Federal sub-
sidy, it would appear, is the amount of money that the Treasury
does not collect as taxes.

And just this very word, subsidy, changes the whole political
debate. It is a most arrogant assertion that the government owns
your income-what it does not take from you is something it has
given to you.

The CHAIRMAN. Let me interrupt and recall to memory. You
weren't here at the time, Pat, but in 1974-75 Ed Levy who became
our Attorney General but was then the dean of the Law School at
Chicago testified-we were on tax reform then as we are now-and
he took exactly this theory that you were talking about. About it
belongs to us, but we will let you keep some of it. And he said I
don't know where these tax reformers get this idea that that's anew theory. He said that's been around for centuries. We used to
call it feudalism. [Laughter.]

Senator MOYNIHAN. Well, welcome to the court.
But there is another subsidy that I would like to ask you about:

the Federal tax exemption for the interest on State and local gov-
ernment bonds. Would you consider it? For a number of years the
Office of Management and Budget would put out special anayss
of different aspects of public finance, up until 1982 when they
stopped it. There was a table, 89 which listed the present value
-of the subsidies for new issues of State and local government bonds.

In the year 1982, it was estimated that the tax loss to the Feder-
al Government for new bond issues was $28 billion and the borrow-
er benefit was $16.5 million, which meant to say that there was a
difference of $8 billion that went solely to the people who owned'
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these bonds. These obviously, are not low income people. The Fed-
eral Government is already describing this as a subsidy. Would it
occur to you-if we go about declaring the State and local deduc-
tion to be a subsidy that the next subsidy we will eliminate is the
ability ofStates to issue tax-exempt bonds?

Governor CARUN. I would imagine you are going to consider them
both. I would, particularly on the bond side, remind you that very
recently -you have made some changes that restrict considerably
the use of tax exempt borrowing.

Senator MOYNIHAN. Of the IDB's?
Governor CARUN. Yes. And rightly so, I would say quite candid-

ly. And I would respectfully suggest that that issue should not be
on the table. You have .addressed it, and it ought to be allowed to
proceed forward and see after a few years' experience as to wheth-
er or not further-lmnge should be taken place.

Senator MOYNIHAN. Governor, make the point that the Office of
Management and Budget has already described that as a subsidy, a
loss in Federal tax revenues. If we eliminate one subsidy, won't
we end up getting rid of the other?

Governor LAMM. Mr. Chairman, I think it really goes to the
heart, your suggestion. I mean we are separate sovereigns.

Senator MOYNIHAN. Right.
Governor LAMM. In fact, we are separate units of Government,

and it seems to me-it's like the word "loophole." The President
roposes a plan where if, you know, you borrow a lot of money to
uy some ridiculous extravagance, you can deduct that, but if you

go to build a school house or if, you have some other State and
local expenditures, which are extremely important expenditures
then no deduction for things that keeps society going.

Senator MOYNIHAN. Governor, I completely agree. When did
Washington start describing the oldest fiscal practices of the States
of the United States, as a Federal subsidy?

Governor LAMM. You can go back to 1913. We do take it up on
page 9, and we go into great detail. We talk in terms of the 10th
amendment, the federalism principles evident in the structure of
the Constitution, the doctrine of intergovernmental tax immunity
and the 16th amendment. All of these argue that this is not simply
a another loophole -in the tax law. This is an integral part of inter-
governmental respect.

Senator MOYNiHAN. Thank ybu, sir.
Governor THORNBURGH. Mr. Chairman, may I speak to that?
The CHAIRMAN. Yes.;:
Governor THORNBURGU: TIwflIround Qut the trilogy of Governors

you have got here. I might say at the outset, Senator Moynihan
that I think the, revenue-sharing prooa that was incorporated
into our fiscal picture during the 1970's was a very positive addi-

T tion and a useful way to enhance the capabilities of States in deal-
ing with their problems. However, in the 1980's when it is no
longer revenue sharing, but the sharing of proceeds of Federal bor-

X. rowing, which would tend to drive the deficit up higher and in-
crease the load upon every citizen, I think that it quite properly
was looked at as a candidate for excision. And we at the State level
no longer have it, President Carter having removed that in 1981,
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and the present administration now seeks to do the sme thing with
regard to local revenue sharing.

I think the principal is good if the revenue is there.
Second, my former boss Ed Levy, with whom I proudly served in

the Department of Justice, when he was Attorney General, makes
a very apt observation. It would be apt to this situation if the pro-
posal was that moneys be taken from State and local governments
by eliminating the deduction for State and local taxes. That's not
the case.

First of all, it's not a loss of dollars to the State and local govern-
ments. It's a loss of dollars to certain taxpayers who reside in
States and local communities. Moreover, it is not a loss to the ag-
gregate taxpayer in that these sums are then turned around and
redistributed in what I would content to be a far more equitable
manner than the system which presently provides benefits dispro-
portionately for high-bracket taxpayers in high-tax States.

With regard to tax-exempt State and local financing, I think
there are two things that have to be pointed out. One is we have
been enthusiastic users of that vehicle in the Commonwealth of
Pennsylvania. I believe we lead the Nation in that regard. And as I
said in my testimony, they have been very useful. And, frankly, if
the unraveling process that I fear occurs with regard to the Presi-
dent's tax reform plan, it is the one area where this Governor
would raise strenuous objection to not including in that unraveling
a return to tax-exempt status.

Nonetheless, I think all of us, if we are in good faith about tax
reform, recognize that there are certain benefits that each and
every one of us enjoy that have to be given up in the greater good
of simplifying and providing more equitable tax treatment for all
Americans. And in that sense, I think that my colleagues and I
have taken the position that- most everything must be on the table
and up for discussion, including the tax-exempt status of State and
local financing, provided it is part of a broad, comprehensive tax
reform effort.

Senator MOYNIHAN. Thank you. My time is up.
The CHAIRMAN. Senator Durenberger.
Senator DURENBERGER. Governor Thornburgh, you have me at a

slight disadvantage with all the ACIR statistics, because I didn't
get your statement until this morning. And since we both serve on
the commission, I need to ask you a couple of questions that stretch
you beyond your office as Governor of a so-called low-tax State.

But, first, with regard to the statistics: According to one figure,
only 50 percent of median-income households use the deduction. I
have a letter from the Assistant Secretary of the Treasury, in re-
sponse to a question I had asked him at a hearing in June, in
which he indicates that 72 percent of the taxpayers with incomes
at $20,000 or more utilize the deduction.

Governor THORNBURGH. The difference between taxpayers and
households, I think.

Senator DURENBERGER. Perhaps. Maybe it is.
I am concerned about two things. One is, where does this rank on

your list of priorities in getting to major tax reform? Where does it
rank in relationship to the investment tax credit, .to changes in
ACRS? I had the heads of five or six of the Nation's major steel
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companies in my office telling me that they are bankrupt, and that
a flat-rate tax is not going to save them. So, maybe as Governor of
Pennsylvania, you can tell me whether this $31 billion is more im-
portant than that $31 billion, and where we, who have to try to get
to the end of this, give up.

The second thing that concerns me relates to the notion of the
deficit and Federal spending, and also the notion that deductibility
might not be the most efficient way to get money from one level of
Government to another, but, in effect, it is a matching program.
You pay $1 of property tax in Pennsylvania, and the Federal Gov-
ernment matches that with 50 cents, if you happen to be in the 50-
percent tax bracket.

But the pressure is on the spending side-the decisions on the
spending side are in Pennsylvania or in the city of Harrisburg, if
that is where you live.

Now, Pennsylvania is a little different. Yes, it's a low-tax State;
but Pennsylvania was 10th among the States in the award of Fed-
eral contracts in 1984. My State was 37th or 38th.- Pennsylvania
ranked 11th in terms of Federal per capita domestic expenditures,
and my State was 31st. Pennsylvania ranked fourth in terms of
direct payments to individuals, which we were talking about here
earlier. Minnesota was 38th. Those payments have a direct impact
on people, people in need of Medicaid, AFDC, housing, and more.
And Minnesota then could end up being a high-tax State because it
ranks 38th in terms of the response of the Federal Government.
How do you, as you look at this from a national perspective, justify
that disparity?

Governor THORNBURGH. Let me try as best I can to answer those
in the order you asked them. With regard to priorities, I think
what many of us look at in the attributes of the elimination of de-
ductibility of State and local taxes as the price tag for securing
overall lower marginal rates is the attribute of fairness. That is to
say rather than having a system which provides benefits to only
one-third of the taxpayers-those being high bracket taxpayers in
high-tax States-why not use that same amount of dollars to pro-
vide benefits for all taxpayers in all States-and that's a zero sum
proposition in rough terms, in my view in conceptual terms.

When you look at ACRS and the investment tax credit, which
are available to our smokestack industries, conceptually they have
a great deal of appeal. I, frankly, would have been more supportive
of those concepts, however, if I had actually seen some investment
made in the State of Pennsylvania by those who claim they will be
hampered 4nd prejudiced by the loss of the present provisions in
the law. The fact of the matter is that so far as my state is con-
cerned, as far as the steel industry generally is concerned, which is
one of our principal industrial base concerns, there has not been a
great deal of new investment made using either the ITC or the
ACRS provisions since they have been on the books.

Senator DURNBERGER. But that-is not giving both of them up?
You think we ought to give both of them up, plus let those steel
Companies sit there With their unused-tax credits and not be ableto use them, which is part of that proposal.

,* Governor THORNBURGH. I'm talking about an overall comprehen-
sive reform system where everything has to be on the table, and if
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the attributes that I see in the overall system are forthcoming,
then I think you have to look lower down on the priority list to the
retention of those' particular features.

I think there is-and I would suggest to the attention of the com-
mittee utilizing what we have done in Pennsylvania, and that is
taking those unused credits and over a finite period of time tieing
them to actual investments so that some benefit will be forthcom-
ing and some additional incentive will be there. But the notion of
retaining these on the books in perpetuity, in view of the somewhat
limited use that has been made of them up to this point, I think,
makes it negotiable.

The question of whether or not there is an equivalency beeween
the deductibility of State and local taxes and the vast array of Fed-
eral programs that are designed to aid States-some of the statis-
tics you noted-where there is an obvious disproportionate feature
built in, that every dollar paid in does not go back dollar-for-dollar
to the States, I think turns on looking at what the process is and
who the beneficiaries are. With regardto the deductibility of State
and local taxes, that deduction accruesto individuals. It is to their
benefit. It provides a break, as I have noted, to a group of taxpay-
ers who I would think would be among the least of those about
whom, we are--

Senator DURENBERGER. $20,000 a year or more, Remember, 72
percent of them earn $20,000 a year or more. That's just barely-
above the poverty line.

Governor THORNBURGH. I think it's less important, Senator, if I
may suggest, to look at how many people take it as to what thedollar value is. And here the top 20 percent of the taxpayers get 83
percent of the dollar value of the deduction. And that, clearly, is
the basis of the ACIR finding that this is primarily of benefit to
peopel in higher brackets and higher tax States.

But the fact of the matter is the beneficiaries of the present de-
ductibility of State and local taxpayers are primarily inviduals in
high-tax brackets. The beneficiaries of the type of programs that
you have described and the whol array of Federal programs are
people who have identified needs for whom a

Senator DURENBERGER. The beneficiaries of deductibility are tax-
payers whose taxes support all of the people earning below $20,000.

Excuse me. I guess r ran out of time..,,
The CHAIRMAN. Let me start with Governor Carlin and move to

the subject of bondsrather than State and local tax deduction.
In your judgment, is there any purpose for which a state or any

one of your local subsidivisions nght want to issue a Government
bond and, call it a 'public purpose' that the Federal Government
should deny tax-exempt status on, or should the decision as to the
definition of public purpose be totally within your jurisdiction and.
we automatically grant it tax-exempt status?

Governor CARUN. I think it would be reasonable to discuss a cer-
tain set of criteria so that any abuses that night be suggested that
are ones that can be backed up, those abuses be limited or certain.
ly reduced. I don't know specifical.ly what you are making refer-ence to, but, again, tieing back to the revenue bonds, there were
abuses. And although it's somewhat, you know, general in terms of
how we approach it-we just put a cap-it does force us to be more



75

selective, and, therefore, go to those projects that bring the greatest
return for use of the program.

The CHAIRMAN. I will give you a specific. I don't know if Senator
Bradley was here when your Director of Economic Development
testified. I was quite impressed with him. He seemed to know what
he was about in terms of tracking industry, and we were talking
about industrial development bonds. And he just very frankly said,
no, that's a public purpose; providing jobs is a public purpose. And
he even went so far to say if the law allowed it, he would try to use
industrial development bonds to attract the Satern plant.

Now General Motors is going to locate that plant some place -ld
if the purpose of the bonds is to allow Kansas to outbid Colorado to
outbid Pennsylvania, all the no-net benefit to the Federal Govern-
ment-the plant is going to go some place anyway-should you be
allowed to use bonds for that kind of purpose?

Governor CARLIN. I think that's an excellent question. Certainly
the question allows you, as you have, to limit the use. I think what
we have found, quite frankly, is with the use of tax-exempt bonds
we've been able in areas where it is difficult to attract, where you
need some additional incentive, you have something to offer. And,
therefore, it has been helpful. And you mentioned Satern where we
are competing nationally. No, I can't justify or back up that par-
ticular purpose.

Our concern this morning, of course, in terms of tax reform- is
the municipal-the public purpose, the elimination of that or for
all practical purposes the elimination with the rule that's being
suggested by the President's program.

The CHAIRMAN. One of the frustrations is the amorphous defini-
tion of public purpose. And the New Jersey development director
would say the providing of jobs is a public purpose.

Governor CARLIN. And I think he's correct in terms of philoso-
phy, but it can bee carried-it was abused. I mean I have to ac-
knowledge that. And, therefore, you were right in taking some
action. But I would suggest, as I did before, you have taken that
action and I would like to see some time pass to see how under
that change it works before we come back now again with another
significant, dramatic reduction.

The CHAIRMAN. Governor Lamm.
Governor LAMM. Mr. Chairman, your reform is already in this

area, and I think that you are absolutely right. You can't leave it
to State and local governments totally to define public purpose. I
wish you could; but I do not think you can. The recotd of abuse is
clear. I

I do believe that you have already-
The CHAIRMAN. We have taken a number of steps already.
Governor LAMM. And, in fact, as I recall, they don't even take

effect until, what, July 1, 1986. You have already gone part or all
the way to solving the problems. And I think Governor Carlin is
right. Wait to see what you have already done, because I think you
have closed an awful lot of the abuse in this area.We do have some specific policy on this. It talks about perhaps
defining the size of business, defining thesize of the distressed
area that this should be available. We coitld make it a separate
part of the record.
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The CHAIRMAN. Governor Thornburgh.
Governor THORNBURGH. It's very hard to tell from the present

status of the proposals that you are examining precisely what that
public purpose definition is going to be. And the fact that you are
dealing in a complicated area, I think, compounds the problem in
terms of making an assessment as t what kind of a break point
you have to have. Why 1 percent, for example. There might be
some room for- movement there.

As I said, these are very useful tools that all of us use in vari-
ous-in what we define as public purpose areas. I think one obser-
vation that has been made that I think is worthy of some consider-
ation is if these are such public purposes, why do you have to filter
there through the bond market? Why don't you just establish vari-
ous mechanisms that make these available for what there is a gen-
eral consensus about public purpose rather than making them
available simply to those who are buying and selling municipal
bonds or tax-free industrial development bonds.

But the fact of the matter is, as I have reiterated my position, I
think that if everything is going to be on the table and our overall
effort is to simplify and reduce the tax burden on the taxpayers,
this ought to be on the table as well.

The CHAIRMAN. A quick question to the two Governors who are
on the opposite from you. There is just a little hint in your testimo-
ny of room for some compromise. Do you have any desire to sugget
what that might be?

Governor CARLIN. Well, you heard from one of your colleagues
this morning, and I would throw that out as an example of what
we are talking about because it allows the deductibility issue to
contribute what we would consider a fairer portion of the need to
accomplish your overall mission, but still protects the, thrust of fed-
eralism and the original purpose of deductibility.

Another specific suggestion is, say, to allow 80 percent of. the de-
duction. You tally up all your State and local taxes and 80 percent
of it, can be deducted. That would likewise allow you to raise some
needed revenue'to balance off the package, but it would be certain-
ly much fairer.,

Senator, may I comment in terms of Governor Thornburgh in
regard to the fairness aspect that we are protecting certain people
on the deductibility issue. The, fact is more people use the State
and local tax deduction than anyone else. I mean you have a long
list of other tax expenditures that are for a very narrow percent of
the population. And if you want to use that argument, then I think
it's, in fact, on the side of maintaining deductibility; not going after
it.

And one other comment I would add is that we should be think-
ing about this together on both the bond issue and the deductibility
issue. We really serve the same constituency. You are, and I think
rightfully so, sending us more responsibility, but at the same time
by reducing our use of bonds or by reducing or eliminating deduct
ibflity you also, I think we can agree, make it moredifficult for us
to accomplish those res ponsibilities you ar h6 back.

The CHAIRMAN. Doei that answer speak for you, too, Mc or
not?
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Governor LAMM. Mr. Chairman, we have no policy on this so, we
are really testifying only for ourselves. But there are compromises,
and I think along that line, perhaps add -up all your State and local
taxes and be able to deduct 75 percent of them. There are compro-
mises out there. Senator Durenberger's approach. Something out
there will work.

The CHAIRMAN. Thank you.
Senator Bradley.
Senator BRADLEY. Mr. Chairman, thank you very much.
Let me thank Senator Javits for his kind remarks about the

Bradley-Gephart bill and for recognizing that it does not eliminate
the deduction for State and local income taxes. I don't think it's a
good idea to eliminate the deduction for State and local income
taxes and property taxes.

But the question is really one that Senator Packwood asked. And
that is, we are in a political process. It is conceivable that there
will be a compromise at some point. And the thing that strikes me
is that witness after witness comes in with an extreme position,
argues the extreme position, offers the committee no counsel what-
soever as to what happens if we get into a mode, which is the usual
mode in Congress, of some kind of compromise. And, therefore, I
would urge you to try to be as forthright as you can at least about
the principles that we should look at if we move toward some com-
promise on this issue.

I would assume that one of the principles that you would support
is that the compromise should be as fair as possible, meaning that
it should not benefit upper income individuals more than middle or
lower income individuals. Is that not right?

Governor CARLIN., Yes.
Senator BRADLEY. There are a couple of ideas around. Let's take

your figures, GoVernor Lamm and Governor Carlin, as to who
takes these deductions. You point out that 40 percent of the tax-
pagyers take the deduction. You point out that 50 percent of those
who take the deduction are under $30,000 in income. You point out
that 13 percent of the taxpayers who take the deduction or about 6
percent of the taxpayers are over $50,000,

Let's assume that we kept the deduction for everyone; that we
didn't eliminaw it. But for that 6 percent of the population or
maybe 10 or 15 percent of the upper income individuals, that that
deduction was worth slightly less. Is that a reasonable compromise
from the standpoint of the progressivity of the tax system and fair-
ness?

Governor Girazit. We can't speak for the association because
that specific question has not been put to the association. As an in-
dividual Governor, I would answer yes.

Senator BRADLEY. Governor Lamm.
Governor LAMM. Senator, I'm sorry in mentioning compromise I

didn't mention your bill. I give you an unqualified yes to your ques-
tion.

Senator BRADLEY, Governor Thornburgh.
Governor THORNDURGH. I have a little trouble with that, Senator,

because it seems to me what is unfair is. the -present system, and
that the proposal that the* President has made, which would be a
benefit to all taxpayers in all States, is far more fair than the
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present system, which provides benefits only to high bracket tax-
payers in high tax States. QED. It seems to me that if you are talk-
ing about making something more fair, you have a pretty tought
road to hoe.

Senator BRADLEY. So you want to eliminate it, and you don't
want to have any compromise?

Governor THORNBURGH. From the point of view of fairness to the
taxpayer, it seems to me that the substitution of benefits.to every-
one is preferable to the retention of benefits for some.

Senator BRADLEY. All right.
Let me ask you as Governors. If we got a major tax reform bill

passed, say it's the President's, say it's whatever, a variation of
that, it is likely that you might have more revenue. Take your
States. Are your codes-tied to the Federal Code?

Governor LAMM. Thirty-five States in some form or another are
tied.

Senator BRADLEY. Thirty-five are tied. Which means that adust-
ed gross income for those States wold increase after tax reform
because any change in the Federal Code would be reflected the
State code. That would increase adjusted gross income in your
States. So let's say adjusted gross income was $100 billion before
tax reform. After tax reform let's say it's $150 billion. What would
you do with that extra revenue? Would you cut your State tax rate
possibly? You'd have the same amount of revenue.

Governor CARLIN. OK. First of all, let me add that the position
that we've take on tax rform has not been based on short-term ben-
efits. To those of us serving current terms, we are well aware that
the bulk of us would get a little more revenue and it would not be
a serious problem. We have our policy position on the base that it
was right for the country the long haul and the principles we dis-
cussed here this morning.

In, terms of what we would do with the revenue, yes, I would
imagine we would get-I think it's pretty safe to say that we would
get additional revenue in Kansas. I think you would have to look
at that in light of two other things; principally, what you have
done on the budget, what you probably will have cut; we will have
more programs to make up. And, second, in our State with. the defi-
cit issue continuing, our economy is suffering, our revenues are
going down. And so we would certainly, definitely not be talking
about a tax break. I can guarantee you that.

Senator BRADLEY. Governor Lamm.
Governor LAMM. I would stick with that answer.
Senator BRADLEY. Governor Thornburgh, since you don't have

that benefit, I won t ask you to answer that question.
Thank you very much, Mr. Chairman.
The CHAIRMAN. Senator Symms.
Senator SYMmS. Thank you, Mr. Chairman. And thank you, all

three of the Governors, for your appearance here this morning. I
have found it very enlightening.

I want to ask two questions. The first question will be, I think,
one you can answer yes or no. I will, cite a situation that is taking
place in my state. I think Governor Lamm might have a simir
situation with respect tok the mining industry. It's flat on its back.
The forest-products, wood-processing industry is hurting. Agricul
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ture is under a lot of pressure. A lot of these things are commod-
ities that are internationally traded, and we are in a very competi-
tive environment. The big deficit causes a stronger dollar, or it con-
tributes to it in a way. For example, you are Governors trying to
run the affairs Df your States. What is your advice to us? Now I am
a Senator from a State in which, just yesterday, Polax Corp. an-
nounced that they were closing their wood-processing operations ini
Idaho. These operations amount to about 1,000 jobs. About 600 of
them come from a small community of 4,000 people. It's an unmiti-
gated traumatic tragedy for those families. What's the most impor-
tant? To worry about tax reform which has no impct on those
people or to address ourselves to budgetary control and expendi-
ture control?

I will just go down the list.
Governor, CARLIN. I would say on behalf of myself-and I would

almost guarantee the bulk of the Governors-the budget is the No.
problem. If you have got to pick and choose and you have only
g6t time to take care of one, deal with the defict. ,

Governor LAMM. I think the deficit problem -so overwhelms this
problem. It just overwhelms it.

Governor THORNBURGH. I think that's true.
Senator SYMMS. Even though you made a very good statement,

Governor, in favor of tax reform, you still think deficit spending is
more important.

Governor THORNBURGH. The short-term problem of $200 billion
deficit stretching as far as the eye can see is pretty chilling. I think
there is a longstanding dissatisfaction with the perception of un-
fairness and inequity in our Federal tax system which cannot be
ignored in perpetuity. But if it's an order of priority, I think get-
ting ahold of that deficit and bringing those spending rates down
has got to be a priority.

Senator SYMMS. Well, Governor, you bring me to my second ques-
tion. I have long believed that we need tax reform, and I in general
support the President's noble effort to simplify the tax bill, al-
though I don't see his bill as being anywhere near what his speech-
es are. I like the speeches, but the bill looks like it was written by
a bunch of people that don't believe in doing a lot of things, when
you start looking at all the deductions they want to remove.

We have a basic bias in our Tax Code. I ,think we all agree that
we double tax equity capital, that is, dividends. We tax interest
savings accounts. Then we allow the deduction on interest expendi-
tures. So we have a built-in bias in our Tax Code that is over-
whelming in favor of consumption and in opposition to savings. It
has grown over the last 40 years to that degree.

How do you think we can really have any tax reform that means
anything unless we start in on the biggest single bias in the tax
system and address that first, and then work back from that? In
other words, what I'm saying is if we are going to do tax reform,
why don't throw out all deductions and tax all income once and not
have this hodgepodge.

Thesebis-dm nistration's bill, the Bradley bill, and the Kemp
bill-I guess the Kemp bill wouldn't because he has now left the
resources alone-raise taxes on agriculture, mining, timber and
recreation homes. These are the only bright spots in our economy.
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It appears to me that there can't be much enthusiasm for this
effort.

If we are not really going to have tax reform-in other words,
not really going to stop double taxing savings, why is this exercise
worthwhile? I

Governor THORNBURGH. I hope I'm not misunderstood, Senator,
but I would r-ther look at the proposal than the speech in that
regard. I think if you are looking at a specific proposal with respect
to some substitue for what the President--

Senator SYMMS. Well, the Hall-Rabushka tax plan from the
Hoover Institute-Senator DeConcini has introduced it and I have
cosponsored it to get it on the table-starts on that premise. It is
really tax reform. It is a flat tax. It's based on a 19-percent tax
rate, and it ,,ly taxes income once. But that would be a starting
point.

Governor THORNBURGH. We have such a tax in Pennsylvania. As
I indicated, ours is a flat tax, no deductions, simle, and it is one I
think has a good deal of credibility with the populace. Obviously,
with the revenue-raising capability that exists at the Federal leveL
and the different needs that have to be met on a national basis, I
wouldn't necessarily recommend that. But I think what the Presi-
dent has offered in terms of the gradations of tax rates that retain
the progressivity features but bring all the rates down certainly
has a lot to recommend it over what we have at the present time.

So much of what we are talking about here seems to me is not
drafting'and passing a perfect tax bill. With all of your skills and
talent and all the time that you all, with your experience, devote to
this, that's just not possible.

My view is-is what the President has proposed better than what
we have today? And my answer is a resounding yes. And, there-
fore, I would urge you to make that incremental change and save
the desire for perfection or at least defer the desire for perfection
to another day.

Senator SYMMS. Could you say whether you think it's better tbn
what we have or not, Governor Lamm and Governor Carlin?

Governor LAMM. Senator, I really feel that your question is an
important one. I think you ought to look at each and every deduc-
tion. To me, this is not a rubber stamp body. You should judicially
examine every deduction in the Tax Code. You were elected to do
your own independent examination. When you talk about unravel-
ing, I think there ought to be a presumption, let's say, against
every deduction that you have. And the" you examine it. And it's
only if there is public policy reasons so overwhelming that you put
them back in the Code. But I think State and local deductibility for
oil drilling, for foreign tax credit, for a number of other things that
are in the Code.

I think you are on the right track. Look skeptically at every de-
duction. Make it carry its own weight. -

Governor CARLIN. But the efficiency issue that you raised, it is
one that should be looked at because Governor Lamm in his re-
marks, I think, ver. specifically pointed out the differences be-
tween the deductibility issue versus some of the other'tax expendi-
tures. As far as what you have raised, I
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I would stick with the current over the President's proposal for
the very simple reason that I think if you are going to do it, I think
you ought to do it right. And I think he has some fundamental
flaws. You don't have just two choices. You can do it better. And so
until you can do it better than the President, just stay with the
current system:

Senator SYMMS. Thank you, Mr. Chairman.
The CHAIRMAN. Any other questions of this panel? We have

others to go.
[No response.]
The CHAIRMAN. If not--
Senator MOYNIHAN. We certainly want to express our apprecia-

tion.
The CHAIRMAN. I was going to say, Governors, you did an excel-

lent job. Thank you very much and thanks for being patient.
Next we are going to take very briefly--
Senator SYMMS. And we'll welcome you all to Boise next week.
The CHAIRMAN. Next is Ron Pearlman, the Assistant Secretary

for Tax Policy. I asked him to come back although the administra-
tion has already testified on the entire tax bill. I asked him to
come back to testify on this subject and then to be here when the
next panel speaks, and the next panel represents quite a variety of
local government interests, most of whom have some misgivings
about this provision.

Mr. Secretary, the Governors were admirably brief in their pres-
entations and we would hope in the spirit of federalism that you
would follow their advice. [Laughter.]

Mr. PFARLMAN. Absolutely, Mr. Chairman. How can I not?

STATEMENT OF HON. RONALD A. PEARLMAN, ASSISTANT SECRE-
TARY FOR TAX POLICY, DEPARTMENT OF THE TREASURY,
WASHINGTON, DC
Mr. PiARLMAN. I'm happy to be invited back. Don't really feel

coming to the Finance Committee is coming back. And I am going
to try to be brief.

I think it is important for us to be here this morning, and I do
appreciate the chance of doing that.

I hope you will agree with me that it is less important for us to
rehash what has been said a number of times before, and, instead,
try to focus on some of the issues that are being debated at this
point in the debate. And that's what I would like to do in the few
minutes-I have f6r my oral statement.

We have given you a written statement which does try to specifi-
cally deal with a number of the arguments that are being made in
the press and before you, and some data that I think may be of as-
sistance to you.

<I'm going to focus on a couple of specific criticisms, but before
doing so, I think it is important to go back, as we have so many
times before, to what we consider, what I consider, is the principal
reason for proposing the repeal of the deduction for State and local
taxes. And that is an issue of fairness, and it's an issue of fairness
iii the context of a Federal tax system.
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We begin with the simple fact that States and localities vary sig-
nificantly in the type and the extent of public services that they
choose to make, and thus the level of taxes that they impose. Be-
cause of the deduction differences in the level of taxes imposed by
State and local governments translate to differences in the level of
Federal income taxes paid by the residents of a particular jurisdic-
tion, the deduction must leave State and--local governments with
the ability to effect the Federal income tax liabilities of their resi-
dents through their own tax and spending policies. The net effect,
the deduction causes a shift in Federal income tax burdens to tax-
payers in high-service, high-tax communities benefitting at the ex-
pense of taxpayers in low-service, low-tax communities.

To put it in other terms, because of the deduction to itemizing
taxpayers with equivalent incomes living in different communities
with different levels of State and local taxes, they will pay corre-
spondingly different shares of the cost of national defense, interest
on the national debt, other Federal programs. And we believe
that's patently unfair, and we believe that is the fundamental
reason why the issue of the deductibility of State and local taxes
simply has to be a major issue in the tax return debate.

I would like to also just briefly comment-the data is contained
more specifically in the statement-on the argument that we are
hearing regularly now that this is a deduction of the middle class. I
think we have to go back and begin by reminding ourselves that
the vast majority of people in this country, taxpayers, do not item-
ize, and that, therefore, the deductibility of state and local taxes
don't affect them at all. But, further, even when looking at itemiz-
ing taxpayers, even though a relatively large percentage of returns
claim the deduction for State and local taxes, including 62 percent
of the returns with an adjusted gross income between $25,000 and
$30,000. Incidentally, that s in table 2, if you are interested in look-
ing at it.

The simple fact is that the amount and value of the deduction
reflects a disproportionate use by high-income taxpayers. Thus, as
we show in table 3, roughly 75 percent of all tax- returns in 1983
had adjusted gross income of less than $30,000-75 'percent.

However, this same group of taxpayers accounted for only 28 per-,
cent of the total deductions taken for State and local taxes paid,
and only 15 percent of the tax benefits from the deduction. Put an-
other way, the top 25 percent of all taxable returns by adjusted
gross income account for 85 percent of the total benefit o-f the taxes
paid.

As Governor Thornburgh, I think, quite eloquently said, in evalu-
ating the deductibility of State and local taxes, once again this
data, I think, brings us back to an issue of fairness.

Now, I would like to move from that and focus very briefly on
two arguments, again, that we hear made very frequently. And one
of them is this very amorphous argument about federalism and the
intrusion that a proposal to change the deductibility of State and
local taxes has on essential relationships between the Federal Gov-
ernment and State and local governments.

Let me begin by saying that the process of examining the deduct-
ibility of State and local taxes is not new with the President's pro-
posals. Indeed, if you go back-and we have put some data in the
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statement-if you go back and look at the history of the deductibil-
ity of State and local taxes, it is quite accurate that it was con-
tained in both the Civil War income tax and in the 1913 income
tax. But what has happened since that point is a periodic erosion of
the deductibility of state and local taxes in the Federal tax system
And so what we see starting in the 1930's and going all the way up
as late as 1978, I think it is, is specific decisions by the Congress to
cut back the deductibility of State and local taxes. We had inherit-
ance taxes. We had a variety of other taxes. Gas taxes. All were
deductible at some point in time. And they are now no longer de-
ductible. So we begin with not just sort of a new item where all of
a sudden the administration is suggesting a repeal of the deduct-
ibility of State and local taxes, but really a maturation of a process
that has been going on for a long, long time in this country.

Second, in articulating the federalism argument, I would submit
--to you that the proponents of that argument-that we are in some
way disturbing the relationship between the Federal Government
and State and local governments confuse federally coordinated pro-
grams, whether they are tax expenditures or whether they are
direct expenditure programs that try to distribute the benefits of
those programs across the Nation with a locally controlled subsidy.
I use the word "subsidy" not to be pompous, Senator Moynihan.
With a locally controlled subsidy for locally determined purposes.

Imagine, if you will, a direct expenditure program where the
state and local government has total freedom to determine not only
the programs on which Federal funds are spent, but also the level
of spending. Such- a proposal, I would submit, would not be taken
seriously by the Congress. That the Congress would not write a
blank check to State and local governments for any programs they
want to spend. And, indeed, the State and local tax deduction, I
suggest, does precisely that.

I think federalism is really turned on its head if we define a
system in which taxpayers in some States, low-tax States in the
case of the State and local tax deduction, or localities within a
State are required to finance programs the size and purpose of
which are determined solely by taxpayers in other states.

Another one of the issues that we hear about, and that is the
high-tax States put more into the system argument, or what we
refer to as the fiscall flow argument." It is our view that we should
look at the quantum of expenditures that are made by a Federal
Governmnet in a particular State and we should compare that with
the tax receipts and other payments made by taxpayers in that
State, and balance them. And What we will find frequently is that
high-tax States-come out on the short end of that formula.

I would suggest to you that that is a very dangerous analysis to
make. We have spent a lot of time over the years analyzing fiscal
flows and what you will find when yo do that-and I think what
people do find as they do that-is that it is impossible to make that

'kind of analysis without making some very broad and crude as-
sumptions. Let me give you a couple of simple examples.

There is the fact that there is an Air Force base in Colorado and
that there are salaries paid to personnel on that Air Force base in
Colorado and does it really mean that the only State which bene-
fits from the location of that Air Force base is the State of Colorm-
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do? Does the fact that a ship used by the Navy is constructed in
one State and therefore payments for the construction of that ship
are made in that State mean that only that State benefits from
that ship? On the other hand, does the fact that someone lives in
one State and works in another mean that one $tate or the other
should be credited with the Federal tax liability paid by that indi-
vidual? Or for that matter, does the fact that corporate tax receipts
are deposited in one State-should that State get the credit for the
corporate tax receipts in working out a fiscal flow analysis?

So I would simply urge you that in analyzing his so-called fiscal
flow argument that is being made that you be way of the very
dangerous assumptions, I think, on which those are premised.

Mr. Chairman, I'm going to stop with the red light. I'll be happy
to try to entertain your questions.

The CHAIRMAN. Thank you, Mr. Secretary.
[The prepared written statement of Mr. Pearlman follows:]
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Mr. Chairman and Members of the Committee:

I am pleased to appear before you today to discuss the
treatment under the Federal income tax system of amounts paid for
State and local taxes. As you know, the President's tax reform
proposal would generally repeal the existing itemized deduction
for State and local taxes.

Introduction

Current Law .
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property taxes on stocks and bonds. State and local income taxes
are not treated as incurred in carrying on a trade or business or
as attributable to property held for the production of rents or
royalties, and therefore are deductible only by individuals who
itemize deductions.

Administration Proposal

Under the President's Tax Proposals to Congress for Fairness,
Growth, and Simplicity, the itemized deduction for State and
local income taxes and other taxes not incurred in carrying on a
trade or business or income-seeking activity would be repealed.
State and local taxes (other than income taxes) which currently
are an itemized deduction but which are incurred in carrying on
an income-seeking activity would be aggregated with certain other
miscellaneous expenses and would be deductible above a threshhold
of one percent of adjusted gross income.

State and local taxes that under current law are-deductible
without regard to whether the taxpayer itemizes would not be

-affected by the proposal. Thus, for example, real property taxes
on property used in a trade or business or held for rental would
remain deductible. Similarly, the proposal would not affect the
deductibility of State and local taxes paid by corporations.

Reasons for Proposed Repeal

Fairness

Analysis of the deduction for State and local taxes
appropriately begins with the question of its fairness in the
context of the Federal income tax system. The question of
fairness is, in turn, driven by the fact that States and
localities vary significantly in the type and extent of public
services which they choose to provide and thus in t~e level of
State and ldcal taxes they impose. Because of the deduction,
differences in the level of taxes imposed by State and local
governments translate to differences in the level of Federal
ncome taxes paid by the residents of particular jurisdictions.

The deduction thus leaves State and local governments with the
ability to affect the Federal income tax liabilities of their
residents through their own tax and spending policies. In net
effect, the deduction causes, a shift in Federal income tax
burdens, with taxpayers in high-service, high-tax communities
benefitting at the expense of taxpayers in low-Aervice, low-tax
communities. Put in other terms, because of thf deduction, two
itemizing taxpayers with equivalent incomes living in communities
with different levels of State and local taxes will/pay
correspondingly different shares of the cost of national defense,
interest on the national debt and other Federal programs. This
result is patently unfair.
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The unfair distribution of benefits among State and local
jurisdictions as a result of the deduction for State and local
taxes is illustrated by recent tax return data. As shown in
Table 1, tax savings per capita in 1982 as a result of the
deduction varied widely among the States, ranging from a high of
$233 for New York to $20 for South Dakota. The discrepancies are
even greater when the tax savings accruing to itemizers are
compared. For example, in 1982, itemizing taxpayers in New York
received an average tax savings of $1,292 from the deduction,
whereas itemizers in Wyoming on average saved only $257.

Although the data in Table' 1 focus on the distribution of the
deduction's benefit among the States, it is important to
recognize that the question of fairness is not simply a matter of
high-tax versus low-tax States, but equally of high-tax versus
low-tax communities within the same State. Thus, the deduction
is of greater benefit to an affluent sburb with high property
taxes, a population of high-income, it sizing taxpayers, and a
high level of home ownership, than to a not far distant inner
city community, where renters predominate and few itemize their -
deductions.

Tax return data als contradict those who argue that the
deduction for State and local taxes is a "middle class
deduction." Although a relatively large percentage of returns
claim a deduction for State and local taxes, including 62% of
taxable returns with AGI of between $25,000 and $30,000 (Table
2), the amount and value of the deduction reflects
disproportionate use by high-income taxpayers. Thus, as shown in
Table 3, roughly 75 percent of all taxable returns in 1983 had
AGI of less than $30,000; however, this same.grcup of returns
accounted for only 28 percent of the total deductions taken for
State and local taxes paid, and only 15 percent of the tax
benefits from the deduction. Put another way, the top 25 percent
of all taxable returns by AGI account for 85 percent of the total
benefit from the taxes paid deduction.

A final issue of fairness concerns the effect of the
deduction on State and local tax burdens within particular
communities. Consider the variation in effective tax rates for
three persons facing a 6 percent State sales taxi a nonitemiser,
an itemixer in the 20 percent tax bracket, and an itemizer in the
50 percent bracket. The nonitemizer pays the full 6 percent
sales tax rate, whereas the two itemizers pay effective rates of
4.8 and 3 percent, respectively. Thus, a State and local tax
that is flat or even mildly progressive in form, is transformed

by the deduction to one that is significantly 
regressive inefect.

Need to Reduce Marginal Rates

Aside from the issue of fairness, the revenues at stake with
respect to the State and local tax deduction are critically
important to our efforts to reduce marginal tax rates. Under
current law, the deduction for State and local taxes is projected
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to result in a revenue loss of approximately $33 billion in 1987,
increasing to $40 billion by 1990i Unless these revenues are
recaptured through a repeal of the State and local tax deduction,
a significant reduction in marginal rates will not be possible
within the constraint of revenue neutrality. We should not lose
sight of the fact that lower tax rates are central tootax reform,
and that lower rates will, in and of themselves, do much to
reduce the significance of tax considerations in personal and
commercial decision-making and therefore to promote fairness,
growth, and simplicitly.

Inefficient Subsidy

Many who support the deduction for State and local taxes
concede that it cannot be defended as a matter of tax policy, but
argue instead that it is an appropriate subsidy for State and
local government spending. Even assuming a Federal subsidy for
State and local spending is appropriate, a subsidy provided
through a deduction for State and local taxes fails on grounds
both of efficiency and fairness. On average, State' and local
governments gain less than 50 cents for every dollar of Federal
revenue loss because of the deduction. Moreover, a deduction for
taxes does not distinguish between categories of State and local
spending, but is as much a subsidy for spending on recreational
facilities As for public welfare spending. The deduction thus
operates as a general subsidy for State and local government
spending, with the result that high-service, high-tax States and
localities derive a disproportionate benefit.

Effect of Repeal on States and Localities

Effect on Spending

Many of the arguments for retention of the deduction for
State and local taxes reflect concern over the effect of repeal
on the ability of States and localities to raise necessary
revenue. These concerns are understandable, but a hard look at
the facts indicates that the effect of repeal on State and local
spending will be extremely modest. Perhaps the most important
fact to consider is that a relatively small percentage of State
and local expenditures are financed with deductible taxes. As
shown in Table 4, taxes claimed as an itemized deduction
represent about 31 percent of all State and local tax revenues,
and only 20 percent of all State and local revenue sources
exclusive of borrowings.

* Even as to State and local revenues derived from deductible
taxes, the effect of repeal should be limited. Since the
President's proposals are revenue neutral, State and local
governments will face no greater competition with the Federal
government for tax dollars. Indeed, among individuals, the only
taxpayers affected by repeal of the State and local tax
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deduction, the President's proposals reduce Federal income taxes,
and thus leave even greater flexibility to State and local
governments. In addition, the other base-broadening provisions
contained in the Administration proposal will actually tend to
increase tax revenue for the thirty-two States (and the District
of Columbia) with income tax systems that utilize Federal
concepts of taxable income. For example, Colorado recently
estimated that, unless it lowered its income tax rates, 1986 tax
revenues would be increased by $50 million as a result of the
base-broadening contained in the Administration proposal. The
proposed base-broadening will also benefit States that impose
corporate income taxes that "piggyback" on Federal definitions of
taxable income.

Our conclusion that repeal of the State and jocal tax
deduction will have a very limited effect on State and local
spending is confirmed by recent independent studies. Thus, a
National League of Cities study found that total State and local
spending is about two percent higher because of the existence of
the deduction for State and local taxes. Similarly, a study by
the Congressional Research Service predicted that total State and
local expenditures would be only 1.5 percent lower if the
deduction were repealed. Assuming that the current seven percent
annual growth rate in State and local spending continues, these
studies indicate that repeal of the deduction would not reduce
the level of State and local spending, but would merely slow its
rate of growth. Moreover, both of the studies assumed that
nonitemizers exert no control over State and local spending and
tax decisions. If the role of nonitemizers in the electoral
process were taken into account, the predicted effect of repeal
on State and local spending would necessarily be lower, perhaps
by a substantial amount. The figures from the studies, of
course, represent averages, and thus the effect on particular
States and localities could be higher or lower.

It must also be recognized that repeal of the State and local
tax deduction will reduce State and local spending only to the
extent taxpayers decide that the services provided by State and
local governments are not worth the taxes paid to provide them.
Moreover, to whatever extent State and local taxpayers make that
decision, the practical effect is not a loss of wealth to State
and local communities, but a shift in resources from public to
private activities. Thus, any loss in State and local government
spending would be matched by an increase either in private goods
or services or in private investment and savings. Such increase
would have positive effects on State and local economies, which
should, in turn, generate additional tax revenue. "

Some opponents of repeal have argued that, at a mini*um, the
property tax deduction should be retained because of its
importance in financing education expenditures. The argument
ignores that itemized property taxes, the only property taxes
that would be affected by the proposal, constitute only a small
percentage of the revenues supporting public education

" Nqj
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expenditures. Less than half of all State and local direct
expenditures for elementary and secondary education are financed
from property tax revenues. Moreover, less than 35% of all
property taxes paid are claimed as an itemized deduction, with
the balance either not deducted at all (because paid by
non-itemizers) or deductible by corporations and other businesses
and thus unaffected by repeal. Thus, less than 18% of all State
and local direct expenditures for elementary and secondary
education are financed by property taxes which are claimed as
itemized deductions.

Effect on Interjurisdictional Tax Competition

Some opponents of repeal have argued that deductibility is
necessary to mute tax competition among different jurisdictions,
and that absent the deduction, State and local governments would
bid destructively to attract taxpayers to their jurisdictions.
Such fears about the adverse effects of tax competition are
greatly overstated. Competition among-business firms is
universally heralded as the source of efficiency, innovation, and
cost control; without it, consumers are at the mercy of those who
enjoy monopoly positions. The same line of reasoning is
applicable to competition among the States and among localities.
As long as the Federal government mutes competition by picking up
part of the tab for State and local expenditures, there is less
need for responsive and responsible government. Competition can
be expected to bring more innovative government, greater
efficiency, and lower cost than a system in which State and local
governments operate under the umbrella of Federal deductibility.

It should also be noted that taxes are but one element in the
competition among jurisdictions. Jurisdictions that impose high
taxes also deliver a high level of services. The choice faced by
taxpayers is'not simply whether to live in a high-tax or low-tax
jurisdiction, but also whether to live in a jurisdiction with
high or a low level of public services. Moreover, for the clear
majority of taxpayers, those that do not itemize deductions, tax
deductibility does not affect interjurisdictional tax
differences.

Response to Arguments Against Repeal

Opponents of repeal of the deduction for State and local
taxes have advanced a number of arguments in support of their
position. We believe these arguments are without substance, and
I would like to take this opportunity to respond to them.

-1. "The Administration proposes repeal simply for the
money." t his been asserted that the Administration proposes
repeal of the State end local tax deduction simply "for the
money." The assertion is not only untrue, it is disingenuous.
Even a casual study of the academic literature would reveal that
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economists and legal scholars have for years criticized the
deduction for State and local taxes, and cited its repeal as an
important element of tax reform. Similarly, the two leading tax
reform proposals originated in Congress, one sponsored by
Republicans and the other by Democrats, would each substantially
restrict the State and local tax deduction. What these another
studies of tax reform have recognized is that the deduction for
State and local taxes fails the basic test of fairness.

2. "The deduction is part of federalism." Some have argued
that the disproportionate benefits provide to high-tax States by
the deduction for State and local taxes are no different than the
wide variety of direct benefits that the Federal government
provides to State and local communities. On this view, the State
and local tax deduction is akin to crop support, disaster relief,
water and mass transit projects, and the other assorted Federal
programs and benefits that are targetted to particular
communities. Although this argument purports to draw on
principles of federalism, it, in fact, confuses Federally
coordinated programs that distribute benefits across the nation
with a locally controlled subsidy for locally determined
purposes. Imagine the response in Congress to a proposed Federal
spending program under which State and local governments, each
acting independent of the other as well as of the Federal
government, were free to determine not only the programs onwhich
funds'were to be spent, but more critically, the actual level of
spending. Such a proposal would surely not be taken seriously,
tnd yet that is the precise effect of the deduction for State and
-ocal taxes. Unlike crop support, disaster relief and the other
Federal projects that -re annually reviewed and approved by
Congress, the'subsidy provided by the State and local tax
deduction is controlled in both amount and character by the
individual policies of countless State and local governments.
Federalism is turned on its head if defined as a system under
which taxpayers in low-tax States and localities are required to
finance programs the size and purpose of which is determined
solely by the taxpayers of high-ta* gtbtettand localities.

3. *High-tax States put more into the Federal system than
they get out-, Some who defend the State and local tax deduction
argue that even though high-tax States are disproportionately
benefitted by the deduction, they nevertheless pay more on
average to the Federal treasury in taxes than they receive in
FederaT outlays. Thus, so the argument goes, high-tax States are
subsidizing low-tax States, rather than the reverse. This sort
of argument verges on the irresponsibile, for It draws on a
mechanical analysis of where Federal expenditures are made to
support a conclusion about which States benefit from the
expenditures. Consider Federal expenditures for national
defense. Does the fact that an air force base is located in
Colorado mean that the salaries of personnel at the base benefit
no State in the Union other than Colorado? Similarly, does the
cost of the ships, planes, missiles and other equipment used by.
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the armed services represent a benefit only to the State in which
they are built? The answer, of course, is no; the benefit of
Federal expenditures for defense, as with the great bulk of
Federal.. expenditures generally, extends far beyond the State in
which the expenditures are made.

There are comparable difficulties in allocating Federal tax
receipts to particular States. Many individuals, particularly in
the urban areas of the Northeast, work in one State but live in
another. Which-State should be credited with their tax payments?
How, moreover, are corporate tax payments to be allocated among
the States? Should they be treated as effectively paid by the
corporation's customers, by its employees, by its shareholders,
by all owners of capital, or by some combination thereof? The
fact is that all of the published studies that have attempted to
analyze the source of Federal tax revenues have been forced to
make grossly simplifying assumptions about these and other
questions. They are a slender ground on which to base an
argument that some States pay more to the Federal government than
they receive in benefits.

4. "State and local taxes have been deductible since the
inception of the income tax." Some opponents of repeal have
cited the fact that a deduction for State and local taxes has
been allowed histbrically- as though to suggest that
deductibility of State and local taxes is an inviol-able tenet of .
Federal-State relations. A careful reading of the deduction's
history, however, suggests something quite different. Although
the first Civil War Income Tax Act and the Revenue Act of 1913
each allowed a deduction for State and local taxes, they
similarly allowed a deductions fo'°rederal taxes, including the
Federal income tax itself. Over time, Congress increasingly
narrowed the range of deductible-taxes: the deduction for Federal
income taxes was eliminated in 1917; the deduction for Federal
and State inheritance and transfer taxes was eliminated in 1934;
the deduction for certain State and local sales, transfer and
admission taxes was eliminated in 1964; and the deduction for
non-business State gasoline taxes was eliminated in 1978. The
successive restrictions on deductible State-and local taxes
contradict any notion that the current deduction rests on a
bedrock principle of federalism. Moreover, the historical
grounds on which certain State and local taxes have remained
deductible are of limited relevance today. 'For example, Congress
in 1964 indicated that continued deductibility of State income
taxes was appropriate because the combined Federal and State tax
rate could otherwise be excessively high. That judgment may have
been correct at a time when the maximum Federal rate was 90
percent, but there is no comparable basis for concern at current
rates' Indeed, the reduction in Federal income tax rates under
the President's proposals would generally reduce the combined
rat* of tax on individual and business income.



It should also be recognized that the early Federal income
tax statutes were written at a time when the relative powers and
responsibilities of the Federal and State governments were viewed
much differently than today. In 1917, the Supreme Court was
preparing to hold unconstitutional a Federal statute attempting
to regulate child labor, Hammer v. Dagenhart, 247 U.S. 251
(1918), and was still decade-saway from recognizing Federal
powers and responsibilities that are taken for granted today.
This limited, and long since outmoded view of Federal authority
carried over to the tax laws, where Congress originally allowed
not only a deduction for State and local taxes, but also a
complete exemption from tax for the salaries of State and local
government employees. In time, it was recognized that whether
State and local employees should pay Federal income tax was a
question of tax and social policy, and not of Federal versus
State authority. We believe the debate over the deductibility of
State and local taxes should be conducted on the same terms, and
that on those terms, the deduction is revealed as an anachronism
that should be ended.

5. "Tax reform should not be accomplished on the backs of
States andlo alities." Some opponents of repeal have asserted
that the State and local tax deduction has been unfairly singled
out in the Administration's proposal. Thus, they claim that the
revenue loss from the State and local tax deduction constitutes
only 11 percent of the revenue-loss from all "loopholes" in the
system (as measured by the tax expenditure budget), but 67
percent of the revenue necessary to lower marginal rates under
the Administration proposal. At the outset, we would note that
the figure of 67 percent was apparently derived by dividing the
$33.3 billiorevenue pickup from repeal 5f4..dduct1bility in
fiscal year 1987 by the $49.5 billion revenue loss from the
proposed change in the rate schedule' In the same year. This
analysis overlooks the fact that the increase in the~zero bracket
amount and the increase in the personal exemption arezintegral
parts of the rate reduction provided in the President's
proposals. When these items are considered, the revenue
generated by repeal of the State and local tax deduction
constitutes about 35 percent of the revenue necessary to revise
the rate structure in fiscal year 1987 and about 31 percent in.
fiscal year 1990. ,1

We recognize that absent repeal or reduction.o._every
preference on the tax expenditure budget, those ifems that' are ',.
repealed or reduced will inevitably generate a disproportionate
share of the revenue necessary for rate reduction. This
mathematical fact should not be permitted, however, to divert
attention from the merits of particular preferences. In the
context of fundamental tax reform, each preference must be tested
separately for whether it is fair and in the national interest.
We concluded, for example, that a deduction for charitable
contributions should be retained, even though many would
characterize it as a preference. The deduction for State and .
local taxes, however, should be judged on its own merits. If, as
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we have concluded, it is neither fair nor in the national
interest, it should be repealed.

6. "Repeal of the State and local tax deduction would amount
to imposing a tax on a tax." We believe this argument is more
rhetorical than real. zt is contradicted by the practice of most
States with respect to their own tax systems: 43 States and the
District of Columbia impose a personal income tax, yet 28 of
these jurisdictions do not permit a deduction for Federal income
tax, and many also allow no deduction for local taxes.
Similarly, of the 46 States that impose a corporate income tax,
39 do not permit a deduction for Federal income taxes.

To the extent'the "tax on a tax" argument has substance
beyond its rhetoric, it suggests that amounts paid in state and
local taxes should be exempt from Federal taxation because such
payments are involuntary and because State and local taxpayers
receive nothing in return for their payments. Neither suggestion
is correct. State and local taxpayers receive important personal
benefits in return for their taxes, such 4s public education,
water and sewer services, and municipal garbage removals
Moreover' State and local taxpayers have ultimate control over
the taxes they pay through the electoral process and through
their ability to locate in jurisdictions with amenable tax and
fiscal policies.

7. "It's unfair to permit a foreign tax credit but not a
State and local tax deduction." The asserted analogy between
foreign taxes and State and local taxes is unsound. The foreign
tax credit is an integral part of a system of international
taxation in which primary taxing authority is generally ceded to
the country where income is earned. Under this system, U.S.
residents are allowed a foreign tax credit for foreign taxes
paid, just as foreign taxpayers earning income in the U.S. are
generally allowed a credit ,in their home country for U.S. taxes
paid. In contrast to this international system in which primary
taxing authority is ceded to one country, our federal system of
government necessarily involves different levels of government
applying tax to the sane taxpayers and the same income. The
deductibility of taxes paid to overlapping domestic jurisdictions
thus is not an issue of double taxation but rather of the extent
to which each Jurisdiction is able to define its own tax base.
As indicated above, most States assert this authority for
themselves by denying a deduction for Federal income taxes.

conclusion

Let me say in closing that the nation faces an historic
opportunity to reform the tax system, for the benefit of
ourselves and of generations to come. By reducing marginal tax
rates and improving the fairness of the system we can remove
unnecessary restraints on the prosperity of all Americans. We
believe repeal of the deduction for State and local taxes is a
necessary component of tax reform. Let Me emphasize again that
this is not simply a question of revenue, but more fundamentally,

Y,
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a question of fairness. As has been eloquently stated by
Governor Thornburgh "... what divides the nation is the
unfairness of the present tax structure. If there's anything
that demonstrates the unfairness of the deductibility of State
and local taxes it's the fact that there's such an enormous
difference in viewpoint depending on what State you're in ....
When you have that kind of difference you've got an unfair tax
system."

This concludes my prepared remarks. I would be happy to
answer any questions that you might have at this time.
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Table 1

States Ranked by Per Capita Tax Savings
from Taxes Paid Deduction-- 1982
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Table 2

mauber and Percentage of Returns with Taxes Paid Deduction - 1983

I Returns with se Pid Deducion-=
a All a Taxable I a an percent i as percent

Adjustsd Gross I Rturns i Returns I I of All i of Taxable
Ina=* class a Uasi (thousands) a (thousaands) Returns a Returns

Total 96,321 81,492 34,794 36.1%k 42.71

under 9 S,000 17,836 5.806 536 3.0% 9.3%
5,000 - 9,999 16,828 14,615 1,680 10.0% 11.st

9 0,000 - $ 14,999 13,878 13,S23 2,621 18.9" 19.4
$ 15.000 - $ 19,999 10,770 10,672 3,420 31.8% 32.01
$ 20,000 - $ 24,999 6,848 8,802 4,166 47.1% 47.3
$ 2S,000 - $ 29,999 7,357 7,329 4,591 62.4% 62.6
$ 30,000 - $ 39,999 10,421 10,389 8,140 78.1% 78.4
* 40,000 - $ 49,999 5,148 5,136 4,651 90.3t 90.6
$ 50.000 - $ 74,999 3,591 3,582 3,393 94.St 94.7%
$ 75,000 - 99,999 823 821 792 96.2% 96.5%
* 100,000 - $199, 99 622 620 607 97.6 97.9"
-$ 200,000 - 499,999 162 162 160 96.3 98.5%
* 500,000 - 99999 25 25 25 96.6 96. 7
$ 1,000,000 & over 11 11 11 96.St 96.6%

Mfie of t S, ecretiry o tra Treasury July 23, 1989
Office of Tax Analysis

ITi x paid de&ction net of State incm tax re"unds.

Notes Detail my not. add &to total because of rounding.

Unuroet Internal Revenue Service, Statietics of Income for 1963 individual
iname tax returns.
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Table 3

Cumulative Percentages of Taxable Returns, Returns with
Taxes Paid Deductions, Taxes Paid Deduction, and
the Value of the Taxes Paid Deduction -- 1983

cumulative Percentages of.
a a Returns with - Taxes a Value of

Adjusted Gross a Taxable a Taxes Paid a Paid s Taxes Paid
Income Class t Returns s Deduction i Deduction 1/ # Deduction 2/

Under 5,000 7.121 1.551 .37%
Uhder U 10,000 25.060 6.380 2.06% .300
Under $ 15.000 41.65% 13.91% 5.25% 1.43%
Under 0 20,000 54.7S 23.741 10.45% 3.94%
Under $ 25,000 65.55% 35.71% 17.94% 8.27%
Under S 30,000 74.S4% 48.91% 28.04% IS.16%
Under U 40,000 87.29% 72.30% 50.00% 33.17S
Under 50,000 93.59% 65.67% 66.00% 49.75%
Under 75,000 97.99% 95.420 82.02% 70.14%
Under $ 100,000 99.00% 97.69% 07.41% 78.200
Under 200,000 99.76% 99.441 93.80% 88.93%
Under 500,000 99.96% 99.90% 97.181 94.93%
'Under $1,000,000 99.991 .99.97% 98.39% 97.11%
All Returns 100.00% 100.00% 100.00% 100.00%

office or the Secretary of te Treasury July 24, 1903
Office of Tax Analysis

T7-YixT-"-rpaid deduction net of State income tax refunds.

2/ The value of the deduction for taxes equals the marginal tax rate times
the lesser of the deduction for taxes neot of State income tax refunds)
or total itemised deductions (net of State Income tax refunds) in excess
of the sere bracket amount.

e L ess than .005 percent.

Note. Detail may not add to total because of rounding.

Source Internal Revenue Service, Statistics of Income for 1983 individual
income tax returns.
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Table 4

Taxes Paid Deductions as Percent of Total State and Local
Government Receipts and expenditures

Calendar Year 1982
$billions

Total itemized taxes paid deduction $ 88.0
Minus State income tax refunds 5.0
Total taxes paid deductions net of refunds 83.0

Total tax revenue of State and local governments 1/ 270.9

-- Itemized taxes paid deductions as percent 30.6

Total State and local government expenditures from own
source revenues 2/ 325..

-- Itemized taxes paid deductions as percent 25.5

Total State and local government receipts from own
source revenues 3/ 358.0

-- Itemised taxes paid deductions as percent 23.2

Total State and local government expenditures after

intergovernmental transfers 4/ 409.0

-- Itemized taxes paid deductions as percent 20.3

Ozzice ot the Secretary of the Treasury July 22, 1985
Office of Tax Analysis

if Fiscal year data converted to calendar year with 3/4 for FY 02 and
1/4 for FTY 83.

2/ Includes the $81.6 billion of Federal aid to State and local
governments.

3/ Includes interest earnings, user fees and miscellaneous charges.

4/ Federal aid to State and loca1 overnments spent by State and
local governments as State and local expenditures.

Sources Statistics of Income Individual Income Tax Returns 19821
Advisory Commission on Intergovernmental Affairs, Significant
Features of Fiscal Federalism, Tables 1, 2, 3, and 33.
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The CHAIRMAN. Senator Moynihan.
Senator MOYNIHAN. Mr. Chairman, once again to welcome Secre-

tary Pearlman whose openness, candor, and clarity, in these mat-
ters is appreciated.

Just one remark. And I know you will take it in the spirit in
which it is intended. You referred to amorphous arguments about
federalism. Well, there are those of us who take this matter very
seriously. Indeed, the Senate embodies the role of the States in the
Federal system, and our singular purpose here is to attend to the
principles of federalism as we adduce them. A small volume called
the "Federa ist" was published in 1788 in my State in pursuit of
these matters-we stillread it, some of us here.

We make the point that federalism as devised in Philadelphia
was not a managerial arrangement that considered the technology
at the time owing to the fact we'didn't have long distance tele-
phones. [Laughter.]

It was a principle of Government, Ron.
I have two questions. One, very simply, straight out.
Mr. PEARLMAN. I get no opportunity, I guess, to make a comment

on that one? [Laughter.
Senator MOYNIHAN. No.
Mr. PEARLMAN. I will write you a letter on it. [Laughter.]
Senator MOYNIHAN. That was -a statement.
Ron, I'm going to have to ask you this now. Get ready. On April

9, 1983 in a radio address from Camp David, President Reagan said
as follows:

A recent special report put out by the Democratic Study Group makes plain they
are considering many other options to raise your taxes, You should know that these
options include capping mortgage interest deductions and eliminating deductions for
State and local taxes. In other words, you would pay a tax on a tax.

Now has the President changed his mind? And, if so, when? And,
if so, who did it? [Laughter.]

Mr. PEARLMAN. I think there are two parts to your question.
[Laughter.]

I think first if we were sitting here talking about-if we were not
sitting here on a tax reform context, if we were sitting here talking
about revenue raising and a proposal to eliminate the deductibility
for state and local taxess, for home mortgage interest deductions,
for investment credit, whatever, I think you would get a clearly dif-
ferent response from the President. I think that the issue here--I
think well put by a couple of the Governors-is we are embarked
on what, I think most people agree, is a bold effort at fundamental
reform of the system. And it is in that context that the President is
supportive of a repeal of State and local tax deductions.

N ow you may have been asking has he changed his mind on tax
on a tax. I can t answer that question. I don't know. I can tell you
that we have said repeatedly that we do not believe that this is a
tax on a tax issue. That on a very empirical basis, I think, that one
may be able to document that by simply looking at what the vast
majority of States do when they are asked whether the Federal
tax, or indeed local taxes within their States, are deductible for
State taxes. And most of them, as It presume you know, answer
that question no.
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Senator MOYNIHAN. Ron, why don't you just admit that you
know Treasury I is an exemplary product of a theory of taxation
devised by the only policy planning staff at the Treasury and that
the President had only the slightest idea of what they were doing
while he was out getting himself reelected. Could I ask you one
other thing? [Laughter.]

The OMB has for a number of years defined the loss of the tax
revenue to the Federal Government from tax-exempt State bonds
as a subsidy. You think it is a justified subsidy? Well, you defined
this deduction of State and local taxes as a subsidy.

Mr. PEARLMAN. I think that's a difficult question to answer. I
think in a pure system-and I will now go back to the debate with
Treasury 1. In a pure system, I think clearly the exemptions, the
tax exemptions, for State and local bonds should not be in a tax
system. And I say that in an academic context. As a practical-on
a practical basis-and that was our decision. i make that very ex-
plicit. On a practical basis, we believed that it was important to
continue to let State and local governments use the tax exemption
privilege as a financing technique if limited. Now I recognize some
have argued that, well, if you allow the State and local govern-
ments to use the tax exemption privilege as a financing technique,
then why shouldn't you allow people to continue to take the de-
ductibility for State and local taxes. I do think it is different.

Senator MOYNIHAN. Well, my time is up, and I don't want to
keep you. But may I just say honestly that it offends the idea of
federalism to describe something like this as a tax subsidy, some.
thing donated by the Federal Government to some subsidiaries
called "States." You and I can't agree on that.

Mr. PEARLMAN. Let me--
Senator MOYNIHAN. We would not--
Mr. PEARLMAN. Permit me, at least, to say this much, Mr. Chair-

man, Senator. I think one of the things that is very-continues to
be unfortunate in this debate, and that is to use buzz words topit
people against each other. And the word "loophole" and "subsidy"
tend to do that. We have tried not to do that. We have tried as best
we can to articulate the merits. You and I may disagree on the
merits, but it's not with the idea of trying to elevate the Federal
Government to a level above the States.[think we all believe In
federalism. And I hope the debate stays on that level.

Senator MOYNIAN. Thank you.
The CHAIRMAN. Senator Durenberger.
Senator DURENBERGZR. Thank you.
Ron, when you came before the Intergovernmental Relations

Subcommittee, you appeared as a tax expert, and today in front of
this committee you are coming off as a federalism expert.

[Laughter.]
Senator DunsNuRo9R. I want to associate myself with the re-

marks of the distinguished Senator from New York regarding your
definition of amorphous.

Two questions. And I guess we aren't going to agree on this. I'm
just trying to figure out why you or the administration insist on it.
And DickThorn-burgh did, too. There I am quoting from your state-
ment.
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Put another way: "The top 25 percent of all taxable returns by
adjusted gross income account for 85 percent of the total benefit
from the taxes paid, deduction." And *the implication is that is to-
tally unfair.

Mypoint-when Dick Thornburgh made that point-was that
those are the people who are paying the taxes for which they get
relatively few benefits; particularly at the State and local level,
except, perhaps, education benefits. They are the ones who are
paying the larger share of the taxes, and a lot of other people down
below them are getting the larFer share of the benefits.

Now, I could see you're making that argument if we were talking
about the interest deduction where only the taxpayer benefits, or
some other deduction where only the taxpayer benefits and you
have to sort of stretch it to cover some other things in the commu-
nity. But, when you are talking about taxes-as the President said,
the tax on the taxpayer-which are going to benefit, in greater pro-
portion, somebody else in the community; what makes that unfair?
Wat makes that unfair?

Mr. PeAR LMAN. Well, let me suggest this, Senator: The way you
put the question implies there is a correlation, there is a direct cor-
relation, between the income level and the amount of taxes paid,
and, therefore, the deductibility attracts that. But the facts are
simply not those.

Let me just give you one example. Something like 68 percent of
the families in this counry are homeowners. Over half of the home-
owners in the country who obviously pay property taxes don't item-
ize for Federal income tax purposes. The problem we get into is
that there is not a correlation between the tax burden and the ben-
efit that one receives through a tax deduction. And as a result of
that, it's not unique to the State and local tax deduction, as you
point out. It's true with other deductions, but it's also true at the
State and local tax deduction that it varies, it depends, on what
kind of tax you are talking about, what the incidence of that tax is,
and you don't find an absolute correlation.

Senator DuRENBUGER. But the whole thrust of the administra-
tion argument is: It is unfair that people in higher income brackets
are getting some kind of benefit.

Mr. PzEmm. That is absolutely right. What we are saying is
that simply because a taxpayer is in a higher incolne tax bracket
does not mean that he is paying relatively more taxes than some-
one else. It simply means at A higher income level the .dollar
amount of his benefit is greater than lower income taxpayers, and
one of the problems is the itemizer, the nonitemizer distinction.

Senator Duwmno=a. And I knew we wouldn't agree.
(Laughter.]
Senator Dumawazou. Let me get to the other question before

the mayors get up because-I wish you had tried to be a federalism
expert at the other hearing and a tax expert here. But this is the
other quotation:

Put In other terms, because of the deduction two itemizing taxpayers with equiv-
alent incomes liv in 'communities with diferent levels of state and local taxes
will pay correspondingly different shares of the cost of national defense, interest on
national debt and other federal program& This result is patently unfair.
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And that theme appears throughout the administration's testi-
mony. And I just have to say I find that to be patently egalitarian
and typically Republican, and a lot of other things bother me about
it. The notion that if you live in downtown Cleveland, by God,_you
ought to pay the penalty for living in downtown Cleveland or New
Orleans. ,[Laughter.]

And it's only the folks who can afford to get out to the suburbs,
where they aren't bothered by those problems, who ought to get
the benefit.

We have gone through a system in this country where we en-
couraged people to get out of the Clevelands; we encouraged them
to get out of the New Orleans. Go out and build yourself a nice
home in the suburbs, andi so forth. But we sort of sheltered that
process; we saved the Clevelands by taxing their income when they
went out there and bringing it back into the inner cities to help
these mayors witk' some of these problems.

Now, this administration is saying, let's cut out that part of the
process. Let's cut the programs. Let's go back to the core cities.
And now let's not allow deductibility to act as some kind of equaliz-
er for the folks who stayed in downtown Clevelands with their
businesses and stayed downtown in the New Orleans with their
homes, and paid the 87 percent higher taxes. Let's make everybody
who can afford to, go to the suburbs. What's wrong with that?

Mr. PEARLMAN. Well, I think there are a couple of things wrong
with that. I think that, No. 1, it's quite appropriate for the Con-
gress to make a judgment that it wants to provide a certain level of
support for State and local government. But it seems to me it
should be a congressional determination; not one of city-by-city or
State-by-State. And that's what the Federal deduction for State and
local taxes does. No. 2, we have a Federal tax system, and we are
defining a Federal tax base. And if there is going to be a fairness in
a Federal tax system, some way we have to deal with the State and
local tax deductions and the disparity around the country. And just
finally one other item. This whole discussion, and the whole State
and local discussion, assumes catastrophe for State and local pro-
grams, for State and localities' ability to finance. That is not what
the data shows. Look at the ACIR study. Look at the National
League of Cities study. And what you will find is the data does not
indicate that State and local governments are not going to be able
to maintain current levels of service even. Indeed, the only thing
those two studies show is that the rate of growth in local spending
may be affected and it's affected on a very de minimis basis, 1 % to
2 percent.

The CHAIRMAN. I want to make sure I heard you say something.
I hope I didn't hear you say it. That indeed Congress ought to
make the decision as to whether to aid downtown Cleveland or
downtown Philadelphia. But the present tax code kind of willy-
nilly discriminately aids some and not others or some greater and
not others as great. Did you say roughly something like that?

Mr. PEARLMAN. Yes. What I--
The CHAIRMAN. And if we want to aid downtown Cleveland, we

ought to get rid of this State and local tax deduction and appropri-
ate some money for downtown Cleveland.

Mr. PEARLMAN. Well, no, I'm not saying that. [Laughter.]
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I hope that I'm not forced into that response. ,ut what I am
saying, Senator, is I think we all have to recognize that the State
and local tax deduction, fashioned as it is today, just says to ever
State and local government-I don't want to talk about Cleveland.
I think it's unfair to single out a particular city. [Laughter)

Senator DURENBERGER. Talk about Minneapolis, Portland.
[Laughter.]

The CHAIRMAN. Most other witnesses specify our towns when
they testify.

Mr. PEARLMAN. Well, I'll use mine then. You determine what the
level of the Federal expenditure is. And I don't think that's the
role of the tax system. I think that's what tax reform is all about.
And I think it's true with the State and local deduction as it is
with other deductions.

The CHAIRMAN. Well, I'll tell you what bothers me, Ron. I've
heard the argument that Treasury has made to those housing do-
velopers that use tax preferences to develop low-income rental
housing. And I think the proposal of the President will effectively
finish that. Gone. And I have heard from two different groups that
have met with the Treasury, and the Treasury said, yes, it prob-
ably will, but that is something that should be handled through the
Banking Committee and the Appropriations Committee if we want
to subsidize low-income rental housing. That's just fundamentally
foreign to my concept. If we are going to do something beyond the
marketplace, we are better off to do it with the Tax Code than ap-
propriations. And I hope that we are not hearing from you and the
administration that no, we are better off to do with appropriations
because the Federal Government program with the grants and the
strings and the centralization in Washingtn can better tell Minne-
apolis or Cleveland or Schenectady or Portland what they ought to
do when those towns know what they ought to do.

Mr. PEARLMAN. Senator, I think when you are talking about a
fundamental reform process which is not a revenue-raising process
as I think-at least most people think this one would not be; would
be a revenue-neutral process-that we are not saying that. That
State and local governments--ain, I would like to emphasize that
the data does not indicate that State and local governments are
going to be turned on the ear in terms of maintaining programs
and financing their important needs. But in addition to that,
there's no net money coming out of that.

The CHAIRMAN. Understand that. What bothered me was the
federalism philosophy I was hearing; not the ta part and not the
tax reform philosophy that, indeed, we are better off to do it with
appropriations.

Mr. PEARLMAN. No. I don't think you heard me say that. But I
hop youjust give me at least a couple of seconds to respond again.

y criticism of the federalism argument is not a criticism of the
concept of the federalism. I think we all share the view that there
is an important relationship between State and local governments
and the Federal Government and it has to be maintained, and the
role of the State and local government is critical obviously. I mean
there is no dispute about that.

The thing that I was criticizing when I said "amorphous federal-
ism arguments" is the mere emotional argument that by second-
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- guessing the current tax system, by raising a question about the
dedutibility of State and local taxes that we are throwing federal-
ism to the wings. And I would submit to you that that we think
that that is not true. And that the data would suggest that that is
not true. And that federalism does not go down the tubes simply
because we raise a question about the deductibility of State and
local taxes.

The CHAIRMAN. Senator Bradley.
Senator BRADLEY. Thank you very much, Mr. Chairman.
Mr. Pearlman, one of the questions here is what percent of the

total tax paid, whether it be sales, income or property tax, is actu-
ally deducted. And I have some rough figures here that I would
like you to corroborate if possible.

Of the total sales taxes paid, the amount itemized in 1982 was
around 18 percent. Of the total income taxes collected at the State
level, about 88 percent was itemized. Of the total property tax col-
lected, around 35 to 88 percent of the total property tax was item-
ized.

If you don't have those figures at your fingertips, I would appre-
ciate it if you could get them for me for the record. But I think if
they are not exactly accurate they are ballpark. And what they tell
us is that State local income taxes are itemized by a much higher
proportion of the population than is due of the property tax.

My question is: Why? And my second question to you is if such a
relatively small percent of the people who pay property taxes item-
ize them, why is that the case?

Mr. PEARLMAN. Senator, the numbers I have in front of me vary
slightly from the ones you gave out. I'll be happy to submit those
for the record.

PERCENT OF STATE AND LOCAL TAXES AFFECTED BY REPEAL OF ITEMIZED DEDUCTIONS-CALENDAR
YEAR 1982

JUNs ~11t In Mmtl

["wow tunnt bi TOWlitooAosii

$1810 ~~~~ ~a am k as~W uro Z

Inlivid al Income texts net of refunds ................................................................ $38.96 '$52.92 74
Pro eoty ta ................. ................... .... ..................... ............ 28.68 83.75 34
Sae taxe .......................................... .14.22 95.29 is
OtWe tms.. .............. . ... 11 .. ... . .. . .. 1.19 38.92 3

Totl (net of refunds) ............................................................................... 83.04 '270.88 31
fscal ywn mnwfed to cahadhi yeses wite 15125 pest wowersl fadcr

'L a c tam e o n e p e taes ($1,1 boo In 1983).

1#2 fl M m~~tI c M N r N W I a on eom e l e SkelWfl I fom

Senator BRADLEY. Well, if you have them, we can take them now.
Mr. PEARLMAN. Well, the numbers I have indicate that the indi-

vidual income tax-and that may be the difference. You might be
including other taxes, I don't know. Seventy-four percent. I think
you said 88 percent.

Senator BRADLEY. Right.
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Mr. PEARLMAN. Property taxes, I show 34 percent. This is a total
tax.

Senator BRADLEY. OK.
Mr. PEARLMAN. So they are fairly close.
Senator BRADLEY. Why do only 34 percent of the people who pay

property taxes itemize? Why is that?
Mr. PEARLMAN. I can only speculate that there are lots of home-

owners in this country-and we know. I mean the statistic I men-
tioned a moment ago that a substantial number of homeowners in
this country who are at income levels where they don't have total
itemized deductions that are in excess of the zero bracket amount
and they simply don't itemize. That, obviously, suggests to me that
property taxes must not be at levels in most jurisdictions that
when combined with other deductions push them above the current
zero bracket amount.

Senator BRADLEY. It also implies, if you carry this argument for-
ward-and, again, I don't think we should eliminate the deduction,
but just carrying this argument forward-that if only 84 percent of
the property tax is itemized and the argument is that if we elimi-
nate the deduction somehow or another there will be some kind of
tax revolt, doesn't that also imply that the nonitemizers have no
voice in the political process? Doesn't it necessarily mean that
those who itemize control the political process even if they are a
very small percept of the total population? ,

Mr. PRARLMAN. It does, Senator. And as we noted in our written
statement, one of the things that was, frankly, surprising to us that
in the two studies to which I referred a moment ago, one done on
behalf of the ACIR and one, I think it is the National League of
Cities-I may be erroneously attributing it, but it's in the written
statement-that in neither case did they take" into consideration
the effect of nonitemizers on the local process. And that is clear.
There is no dispute that their analysis was done on that basis.

On that basis, they made a determination-those two studies
made a determination that there would be between a 1 % and 2
percent, I think it is, effect on local spending. Obviously, nonitem-
Izers have an effect on this decisionmaking process. And I think
most people would agree with that.

Senator BRADtL=. So an argument that needs to be dealt with is
the argument that itemizers will revolt and control the political
process and force the property taxes to be cut with all the ramifica-
tions that follow. Those who make that argument have to demon-
strate why nonitemizers have no voice in -the, political process. Is
that not correct?

Mr. PUAwtIAN. I think that's correct. Let me just offer one other
thing. The other very important thing is that you really have to
look very carefully at not Just the property taxes, but the individ-
ual decisions that local taxpayers make with respect to property
taxes. One of the big arguments that we hear is the elimination of
the property tax is going to be the end of the educational system.
And we present some data to suggest that that is not true. But one
of the things that clearly is goig to be the cae is that people
make different decisions about loca services, and that itemizers as
well as nonitemizers are going to be much more reluctant-

Senator BRADLEY. One last point.



107

Mr. PEARLMAN. Excuse me.
Senator BRADLEY. If you had a tax reform in which the zero

bracket amount was increased even higher then the number of
itemizers would be reduced even further. Is that not correct?

Mr. PEARLMAN. You mean even higher than we propose?
Senator BRADLEY. Yes.
Mr. PEARLMAN. Sure. Any increase in either the personal exemp-

fion or the zero bracket amount will reduce the number of item-
izers. I think our estimate is that our proposal will reduce it by
about 4 million taxpayers, but certainly it would go down further.

Senator BRADLEY. Thank you.
The CHAIRMAN. Further questions?
Senator DUltRNBERGER. One, briefly. Ron, on the issue of tax ex-

emption bond, is the 1-percent test still open to be refined in
some way?

Mr. PEARLMAN. Senator, from day one-and I measure day one
on that issue from the date that the Treasury proposals originally
came out last November-we have said to people in every forum
we've had a chance to say it that if our definition of public purpose
is not a workable one, if there is a better approach, we want to
hear about it. The chairman asked a question to one of the Gover-
nors about the difficulty in making the public-private purpose dis-
tinction. We took the position that we wanted as mechanical a defi-
nition as possible so we didn't get into fights about what is or is not
a public purpose.

Sure we recognize that people can quarrel both about the
amount of the percentage, should it be 1 percent or should it be 2
percent; and they can quarrel about things that may be adversely
affected that the Congress will determine is inappropriate. We
have consistently said come in and talk with us, make your views
known to the members of the tax-writing committees.

Senator DURENBERGER. Any great ideas on the table right now?
Mr. PEARLMAN. There are some. Very recently, for example,yes-

terday we received one and we are trying to analyze it now. They
all, unfortunately, go back to much more subjective definitions of
public and private purpose, which makes it not only difficult for
the legislative process, but difficult for the tax compliance process.
but, yes, there are other options on the table.

Senator, I am not an expert on federalism. I'll leave to you
whether I'm an expert on ta* laws.

The CHAIRMAN. One more question from Senator Bradley.
Senator, BRADLEY. Ron, if you increased the zero bracket amount

by another thousand dollars, how many people would become non-
itemizers?

MX. PEARLMAN. I couldn't even guess. I'll be happy to provide
that. I think it would be an easy number for us to provide.

Senator BRADLEY. I would like for you to provide it for 1,000 and
2,000,

Mr. PEARLMAN. Certainly. I'll be happy to do that.
[The information from Mr. Pearlman follows:]
An increase in the zero bracket amount (ZBA) of $1,000 in 1983 would have re-

duced the number of tax returns with itemized deductions by approximately 5 mil-
lion or 14 percent. In these cases, the tax returns had excess itemized deductions of
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$1,000 or less. An increase in the ZBA of $2,000 in 1983 would have reduced the
number of itemizing tax returns by approximately 10 million or 30 percent.

The CHAIRMAN. Thank you very much.
Mr. PEARLMAN. Thank you. -
Mr. Chairman, do you want me to stay?
The CHAIRMAN. I would like you to stay, yes, and listen to this

next panel because you may want to respond to some of the thingsthey a,This is a panel of the Honorable Ernest Morial, the mayor of

New Orleans; the Honorable George Vionovich, mayor of Cleve-
land; the Honorable John J. Marchi, chairman, Senate Finance
Committee, New York State Senate; the Honorable Ann Klinger,
Board of Supervisors, Merced County, CA; and Jonathan T. Howe,
second vice president, National School Boards Association, Rock-
ford, IL.

Again, unless you have objections, we will follow the order that
appeared on the witness list. And we will start with Mayor Morial
first.

Mr. Mayor?

STATEMENT OF HON. ERNEST MORIAL, MAYOR OF NEW
ORLEANS, LA, AND PRESIDENT, U.S. CONFERENCE OF MAYORS
Mayor MORIAL. Thank you, Mr. Chairman.
Mr. Chairman, and members of the committee, it is certainly a

privilege to appear before you today on behalf of the U.S. Confer-
ence of Mayors. And we certainly thank you for the opportunity to
do so.

I have a brief statement on the very important subject of tax
reform. With your permission, we would like to file a more detailed
testimony for the record.

The CHAIRMAN. All of your statements will appear in the record
in full.

Mayor MORIAL. The mayors of this country are concerned about
the Federal deficit, and we think we have demonstrated our will-
ingness to do our share in efforts to reduce it. We have accepted
sharp reductions in direct Federal assistance in the past 5 years.
For example, between 1979 and 1984, direct Federal aid for housing
and community development was cut almost in half from $40.3 bil-
lion to $22.5 billion. Overall, direct Federal expenditures for major
city programs were reduced from almost $70 billion to less than $39
billion. These are major losses. They have forced cities to local ini-
tiatives and local resources to meet major housing development
and infrastructure heeds. The administration's proposed changes in
the Tax Code, specifically those which would terminate the deduct-
ibility of State and local taxes and the tax exemption of many mu-
nicipal bonds and eliminate the rehabilitation and historical pres-
ervation* tax credits, strips cities of the ability to fend for them-
selves, at the same time that loss in Federal aid programs require
that they do so.

The principal reason for' the tax reform is fairness but the pro-
posed change violate the principle of fairness.

Deductibility of State and local taxes is an extremely important
fairness issue. In testimony before this committee exactly 1 month
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ago, Senator Domenici pointed out that eliminating deductibility
will increase resistance to State and local taxes and make it more
difficult for these governmental entities to maintain or increase
needed revenue.

For local governments, finding sources of revenue in the face of
more than $30 billion in Federal cuts with more being proposed in
the current budget negotiations has become a problem more criti-
cal than it has ever been before. In the best of circumstances, it is
difficult for local governments to raise revees-oen for services
citizens deem to be sanctioned. The tax proposed by the Federal
Government is never submitted-to the voters for approval. In cities
and in many States, the citizens often have to vote to tax them-
selves. Education would be a major casualty of the loss of deduct-
ibility. Almost 36 percent of all State and local expenditures is ear-
marked for education. Taxpayers almost always voted on the reve-
nue for such expenditures directlon

I would like to comment briey on bonds and the additional re-
strictions on tax-exempt issues proposed by the administration. The
Conference of Mayors has joined other State and local organiza-
tions in their statement opposing these restrictions, and with your
permission, I am submitting the text with my testimony for the
record.

Senator DURENBERGER. It will be made part of the record.
Mayor MORIAL. We believe that Congress has placed enough re-

strictions on the municipal bond market in recent years. Just last
year, this committee and Congress imposed State volume caps and
other restrictions. In each of the last three tax bills, restrictions
have been adopted. The administration's proposals would make it
virtually impossible to finance multifamily or low-income housing,
airports, solid waste and waste water treatment facilities, nonprofit
hospitals and health facilities, and other important, indeed, essen-
tial infrastructure project. Many economic development activities
now carried on in cities would cease. The Treasury Department
refers always and only to the revenue gain if tax exemption of
most State and local bonds is eliminateJ. It never takes into ac-
count the increased economic activity generated through tax-
exempt interest rates, the jobs created and-the-profits made and
the increased taxes paid to all levels of government as a result.

The Treasury assumptions that there is no economic return in
increased Federal revenues and that all bondholders would rein-
vest in taxable instruments are patently incorrect and result in
quite erroneous estimates of Federal revenue gains if tax-exempt
bonds were to be eliminated.

Finally, the Conference of Mayors has deep misgivings about the
proposed termination of rehabilitation and -historic preservation
tax credits. These credits have been used in almost every central
city across the country to revitalize older buildings in downtowns
and neighborhoods. It is extremely important that these efforts be
continued. The historic tax credit alone has generated $5 billion in
private investment in 6,800 histroic buildings and added $4 billion
to local wages. The fact that such credits are not only tax expendi-
tures, but generate Federal revenue, should not be ignored, as the
Treasury Department does.
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In my prepared statement I have attached the Conference of
Mayors position on tax reform and the deductibility of State and
local taxes adopted by a near-unanimous vote at our annual meet-
ing last month. I respectfully ask that that also be included in the
record.

Senator DURENBERGER. Without objection, it will be.
Mayor MORIAL. Mr. Chairman, and members of the committee,

again, I thank you on behalf of the Conference of Mayors for this
opportunity to appear before you. You have a very difficult task in
trying to fashion a tax plan and no one amongst us, I am sure,
envies that position. As you strive to achieve something fair and
equitable, we pledge to you the full cooperation of the U.S. Confer-
ence of Mayors. But I urge you to reconsider those proposals in the
administration's tax plan that are adverse to Americans that live
in cities, the vast majority of us. State and local tax expenditures
comprise only 9 percent of all tax expenditures in the Tax Code,
yet they total 67 percent of the modifications proposed in the Presi-
dent's tax plan. The goal of tax reform is fairness and we endorse
that. We do not believe it is fair that we and the people who live in
the cities should bear the major burden of tax reform.

Thank you.
Senator DURENBERGER. Thank you. Thank you for your lack of

envy.
[The prepared written statement and additional information

from Mayor Morial follow:]
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Mr. Chairman and members of the Finance Committee, thank you

for this opportunity for the U.S. Conference of Mayors to testify

on the very important subject of tax reform. The Conference of

Mayors has a few major concerns about the President's tax reform

proposals, particularly the Administration's recommendations to

terminate the deductibility of state and local taxes, to end the

tax exemption of many municipal bonds and to eliminate the

rehabilitation and historic preservation tax credits.

Every American is concerned about the federal deficit and

improving the fairness of the federal tax code. Cities are

prepared to do their share. But changes in urban programs which

have been made in the last five years make these tax proposals

doubly unfair to Americans who live in cities. No group of

Americans should be so adversely treated as we pursue solutions to

national problems.

Deductibility of state and local taxes is an extremely

important fairness issue for taxpayers who itemize deductions.

Despite what the Treasury Department says about the deduction

benefiting primarily upper income individuals, the truth is that

over one half of the households who benefit from deductibility

have incomes below $30,000 and 87 percent have incomes below

$50,000. Moreover, over 33 million households benefit from the

deduction; -- more than any other deduction in the tax code in

contrast the house mortgage interest deduction is taken by 25

million households.
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Principles of fairness are violated in several ways. First,

state and local taxes paid do not represent disposable income to a

taxpayer for the purpose of federal taxation. The elimination of

deductibility will result in a tax on a tax, and that simply does

not seem fair to most taxpayers.

Another inequity relates to education. A person making

charitable contributions to a church so as to keep a child in a

parochial school would be able to itemize the deduction in most

cases. In contrast, a taxpayer paying local property taxes to

support the public school system would not be able to deduct those

taxes. While I believe that charitable contributions should

continue to be deducted, state, and local governments and public

school systems deserve the same treatment as the private sector.

Third, while taxes paid to state and local governments would

no longer be deductible, taxes paid to foreign countries would

enjoy a continued tax credit. Certainly, the cities of the U.S.

should be treated as well as Saudi Arabia or Japan.

Last, while homeowners, many of them elderly or middle income

families, would not be able to itemize and deduct state and local

taxes paid, those who hold rental or income producing property

would continue to be allowed to take the deduction. This

represents substantial discrimination against homeowners.
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Education would be extremely hard hit by the President's

proposal to eliminate the deductibility of state and local taxes.

Almost 36 percent of all state and local expenditures are

earmarked for education. Moreover, education is usually one of

the few local expenditures which taxpayers almost always vote on

directly. Thus the effect on education expenditures may be more

direct and immediate and substantially greater than currently

realized.

The federal income tax since the Civil War has preserved

deductibility of state and local taxes as a major federalism

principle. Terminating this deduction would undermine nearly

everyone's concept of "New FederaliSmu. Moreover, the losses

which state and local governments would suffer under the tax plan

occur on top of other losses we have sustained in recent years,

through cuts in direct spending programs and other adverse tax

proposals

Elim;.nation of deductibility threatens reduced property

values and reduced property tax collections for cities. There

have been some estimates that the value of homes nationwide would

decline by three to four percent. That represents a substantial

loss in appraisals and revenues for city governments, not to

mention a substantial loS& for homeowners.
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The Congressional Research Service estimates that state and

local governments will be forced to cut their services by 47 cents

for every dollar the Treasury gains for eliminating deductibility.

By 1990, this would mean a $19 billion cut in basic services,

affecting every locality and state government in the country.

Elimination of deductibility may also result in increased

migrations of middle and upper income families out of relatively

high tax cities, further reducing the tax base of cities.

Finally, too, the repeal of deductibility is expected to put

downward pressure on bond credit ratings, since cities will look

like less attractive credit risks. This will make important

infrastructure investments all the more costly or beyond the reach

of many cities.

The repeal of deductibility has been mislabeled as a loss for

a few high tax states. The truth is that all states and local

governments will lose. Moreover, cities tend to be relatively

high tax jurisdictions rtlative to surrounding suburbs and rural

areas consequently they may lose the most, regardless of whether

they are located in a high tax or low tax state. It simply costs

note to provide the same level of police and fire protection and

to maintain streets and parks in central cities. Horeoverp fey

chronically mentally ill live in the suburbs, few long term

unemployed live in the suburbs. The cities are the homes of most

of the disadvantaged, the poor, and those in need of services.
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It is no wonder that recent polls taken by George Gallup,

Newsweek, and USA Today all show taxpayers disapproving the

President's plan to eliminate deductibility of state and local

taxes.

I would like to comment briefly on bonds. The Conference of

Mayors has signed a statement, along with other state and local

organizations, opposing the Administration proposals to eliminate

the tax exemption of many state and local bonds. Specifically we

oppose the one percent test, the arbitrage and advance refunding

proposals, the elimination of bank deductions for the costs

incurred in buying or carrying municipal bonds and other

proposals. A copy of that joint statement is attached to my

testimony.

The Conforence of Mayors believes the Congress has placed

enough restrictions in recent years on the municipal bond market.

It was just last year that this committee and the Congress imposed

state volume caps and other restrictions on bonds. In each of the

last three tax bills, restrictions have been adopted.



Removing the tax exemption of bonds would be a disaster for

cities. The Administration proposals would make it virtually

impossible to finance multi-family or low income housing,

airports, solid waste ard wastewater treatment facilities, docks

and wharves, non profit hospital and health facilities, sports

stadiums, convention centers and economic development projects, as

well as many utilities,*water and sewer facilities and other

important infrastructure projects.

The Treasury Department is fond of citing statistics that

show the revenue gain to the Treasury if the tax exemption of most

state and local bonds is eliminated. However, their estimates do

not take into account any increased economic activity generated as

a result of tax exempt interest rates -- the increased jobs and

profits and thereby increased tax revenues paid by individuals and

corporations to federal, state and local governments. The

Treasury assumption of no economic reflows to the federal

government and their assumption that all bondholders will reinvest

their funds in taxable instruments can lead to very erroneous

guesses of the revenue gains associated with their proposals.

Removing the tax exemption of bonds represents a major cost

shift from the federal government to states and localities, The

increased cost to state and local governments is estimated to be

30 percent higher without tax exemption or $39 billion over the

1986-1990 period, under current estimates of bond activity.
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The Conference of Mayors also has deep misgivings about the

proposed termination of existing rehabilitation and historic

preservation tax credits. These credits have been used in almost

every central city across the country to revitalize older

buildings and downtowns and neighborhoods. It is extremely

important to the long-term economic health and viability of cities

that these credits be maintained. The historic tax credit alone

has generated $5 billion of private investment in 6,800 historic

buildings and added $4 billion to local wages.

I have attached to my statement the Conference of Mayors

policy positions on tax reform and the deductibility of state and

local taxes. These were adopted at the annual meeting of the

Conference of Mayors last month. I might add that the votes on

these resolutions were nearly unanimous.

Mr. Chairman, I do not envy the job of this Committee in

-fashioning a tax plan. Most mayors endorse the goals and

importance of tax simplification and reform and recognize how

difficult the task is to design a sensible and politically popular

plan. However, we do not believe it is fair that we should bear

the major burden of tax reform. State and local tax expenditures

comprise only nine percent of all tax expenditures in the tax code

and yet total 67 percent of the proposed modifications iv' the

President's tax plan.
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We urge this Committee to reconsider the proposals adverse to

Aericans who live in cities, including the bond proposals, the

proposed termination of deductibility of state and local taxes and

the repeal of historic and rehabilitation tax credits.

Thank you for the opportunity to testify this morning. We

pledge our continued cooperation with you as you strive to fashion

a sound and equitable tax reform plan.
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Resolution No. 57

Deductibility of State and Mayor Joseph Sensenbrenner
Local Taxes Madison

Mayor Winfield Moses
Fort Wayne

1) WBEREAS,, the elimination of the deductibility of state
and local taxes has been included in several tax
Oreformw packages, including the Administration'sj and

2) WHBEREAS, this change would be the most fundamental and far-
reaching change in our federal system of government
since the Civil Warl and

3) WHEREAS, taxing taxes is an abdication of basic principles
of fairness to American taxpayers and violates the
fundamental tenets of our federal system of government
and

4) WHEREAS, the .repeal of deductibility will raise taxes for
the majority, of middle income citizen's, those 40 per-
cent of all taxpayers who itemize, who pay 70 percent of
the nation's taxes;'and thereby increase their resis-
tance to paying for any state and local services# and

5) WBEREAS, recent cuts in federal urban programs make it all
the more important that cities retain the flexibility to
raise local revenue to me" pressing needs; and

6) WHEREAS, the repeal of deductibility would make. it More
difficult for cities to provide basic services and would
lead to declining property values and property tax
collections and have other adverse effects on cities
and

7) WHEREAS, many cities, because of the greater needs of Urban
residents and higher costs of providing services, are
relatively high tax jurisdictions relative to
surrounding areas and

8) WHEREAS, because approximately one half of local taxes are
devoted to education, the repeal of deductibility would
have the most adverse effect on our public school system
at a time when excellence in education Is our nation's.
most important human development priority,

9) NOW, THEREFORE, 9E IT RESOLVED that the U.S. Conference of
Mayors calls upon the Congress to oppose a tax. on taxes
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and to preserve the current deductibility of state and
local taxes, as an important feature of firCil
federalism and as a way of preserving the overall
fairness of our tax system for middle income taxpayers.



122

Resolution No. 3

Tax Policy Mayor Joseph Sensenbrenner
Madison

Mayor winfield Moses
Port Wayne

1) wHERAS, the U.S. Conference of Mayors strongly supports tax
reform which embodies the concepts of equity,
simplicity, economic opportunity, progressivity and
preserving the historic relationship of state and local
governments to the federal government and

2) WHEREAS, the Administration has proposed a tax reform plan
which proposes the elimination of deductibility of state
and local taxes, the elimination of the tax exemption
for nearly all state and local bonds,the elimination of
rehabilitation and historic tax credits, the elimination
of banks' deductions of costs incurred in buying and
carrying municipal bonds and limitations on charitable
contributionsl and

3) WHEREAS, there is increasing support for tax reform in the
U.S. Congress and pressure to adopt lower tax rates,
impose minimum taxes on high income individuals and
corporations, and take the working poor off the tax
rolls and

4) WHEREAS, the elimination of the tax exemption for many
municipal bonds (those where more than one percent of
the proceeds flow to any entity other than a state or
local government) would jeopardize many public services,
including water and sewer projects, resource recovery,
low income housing, docks and wharves, airports,
hospitals, utilities, bonds for economic development,
mortgage revenue bonds, the control of acid rain-and
environmental problems, student loan bonds and other
important programs and

5) WHEREAS, significant reforms have already been enacted by
the Congress which restrict the use of industrial
development bonds and mortgage revenue bonds and

6) WHEREAS, the elimination or rehabilitation and historic
preservation tax credits, along with the elimination of
the investment tax credit, jeopardizes the
rehabilitation of older commercial buildings, central
city downtowms and old, declining neighborhoodsi.and
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7) WHEREAS, the elimination of banksO deductions of the costs
involved in buying and carrying municipal bonds would
virtually eliminate the banks as purchasers of municipal
securities and .ie interest costs for state and local
governments: and

R) WHERhS, restricting current charitable deductions may
reduce substantially the important services provided by
the churches, United way organizations and others in
providing food, shelter and other services to the poor,
the disadvantaged, the elderly and other city residents;
and

9) W1RREAS, many large corporations and wealthy taxpayers
pay no federal taxes whatsoever,

in) OW, TR9REFORS BE IT RESOLVED that the U.S. Conference of
Mayors calls upon the Congress to continue to allow the
use of tax exempt bonds for important public purposes,
including, but not limited to, low and moderate income
housing, resource recovery, docks and wharves, airports,
water and sewer projects, hospitals and health
facilities; utilities, transit, environmental
protection, prisons and the like, and that small issue
industrial'development bonds be available iff---tarted
fashion to those areas that need them most: and

11) BE IT PURTHER RESOLVED that the U.S. Conference of Mayors
calls upon the Congress to protect the municipal bond
market by continuing to allow bank deductions of
carrying costs on municipal bonds and

12) B IT FURTHER RESOLVED that the U.S. Conference of Mayors
calls for the retention of rehabilitation and historic
tax incentives as important tools-for revitalizing
cities, and

11) RE IT FVRTHER RESOLVED that the U.S. Conference of Mayors
calls upon the Congress to reject proposed restrictions
on charitable contribution deductions as likely to
undermine important services for our low income
citizens, and

14) 99 IT P"RTJHER RESOLVED that the U.S. Conference of Mayors
calls upon the Congress to impose higher minimum taxes
on high income corporations and individuals, to retain
certain tax credits for child care needs, and to raise
personal exemptions and deductions to eliminate low
income workers from the tax rolls so as to enhance the
progressivity of the income tax system.

Projected Cost: No additional revenue loss.

7-
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Comments on the U.S. Treasury
Tax Reform Propose'

The U.S. Treasury Department proposes to change the federal income tax
by instituting a modified flat tax that reduces the present number of tax
bracket to three while broadening the tax base by eliminating many
exclusions, deductions, exemptions, and credits. Many of the provisions
contained in the Treasury plan are likely to have a profound impact on the
municipal bond market. The Public Securities Association estimates that
between 62 and 80 percent of a11 municipal bonds will lose their tax-exempt
status under the plan. These comments summarize the specific concerns
that state and local government public interest groups have with the
provisions affecting tax-exempt bonds and the reasons they withhold support
for the plan.

1. We ogoose the Treasury distinction between governmentall" and "nonaov.
ernmental" purposes.

The proposal to deny tax exemption if (1) more then one-peroent of the
muhicipal bond proceeds are used directly or indirectly for nongovern-
mental purposes and (2) if the facilities are not available on the
same basis for all members of the general public presents substantial
difficulties. Many general obligation bond programs may be affected
because of the one-percent rule. Tax-exempt revenue bond financiNg
for many other state and local government functions -- such s
airports, water systems, sewers, mass transit, and port facilities --
will be precluded or made more difficult.

2. We oDOQse the restrictions on "on-behaol-o?" tssujr,.

Tax-exempt bonds ,re issued by states and political subdivisions or by
others on-behalf-of states and political subdivisions. Considerable
difficulty has been and will be encountered in defining an on-be-
half-of issuer. Detailed and complex requirements for eligibility to
continue financing on a tax-exempt basis must recognize highly
diversified governmental structures in 50 states. For example,
school, water and sewer districts may be precluded from issuing
tax-exempt bonds.

3. We opoose any modification in the coroorate minimum toy that tutrreduces the deduCtion taken by banks and other ftnanelal institute!
frot the costs incurred in buying and carrvina tax-exempt cblieationA.

In recent years, the market for munic-tpal bonds has been supported by
individual investors whose marginal tax rates rose with increases in
income because of high inflation. At the same time, the demand for
municipal bonds by banks and other financial institutions decreased
dramatically because of the reduced profitability of these institu-
tions, the expansion of competing ways to reduce taxable income, and
previous tax law changes affecting the deduction taken by these
institutions in connection with municipal obligations. Historioally,
these institutions were major purchasers of our obligations.

V
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We oncse the imnosizion of further restrictions on arbitrare unj,;.
there are clearly identified 2roblers ang targeted solutions.

The. investment of bond proceeds at market rates for a reasonable
period of time pending their application for the purposes of the
bond issue is good cash management. Arbitrage, which is the term
used to describe the interest earned on invested bond proceeds in
excess of the interest being paid on the bonds, reduces the cost
of public projects by reducing the total amount of bonds issued
for a project. State and local governments should not be penalized
for practicing good financial management by being required to "rebate"
such investment earnings to the U.S. Treasury or by the imposition of
other unnecessary restrictions.

5, We ogoose the ertension of certain reouIrements in current law to all
muni clal bonds.

The Treasury proposal will extend requirements that were enacted
to restrict borrowing for "private purposes," such as the iD'S report-
ing requirements, to all tax-exempt bonds. These requirements will
impose greatly increased administrative burdens on states and local
governments and increase their costs.

6. We onoose the nrohlbitIon of all advance refundings unless there are
clearly identified problems and targeted solutions.

The prohibition of all advance refunding fails to distinguish'
"egitimate and Justified advance refunding& from those that are
abusive. Where interest *oat savings of a significant magnitude
can be realized and where the elimination of burdensome restric-
tions, relief of financial distress or rearrangement of debt service
is warranted, the ability to advance refund bonds is desirable.

7. We oppose restrictions on oublic/orivate partnerships.

The Treasury proposal, if adopted, will seriously restrict the ability
of states and local governments to continue to finance facilities on s
public/private partnership basis. For example, it would impair the
present financing and construction arrangements for such facilities as
solid waste disposal.

Council of State Governments'
Government Finance Officers Association
International City Management Association
National Association of Counties
National Association of State Budget Officers
National Conference of State Legislatures
National.Governors' Association
National League of Cities
United States Conference of Mayors

52-911 0 - 86 - 5
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STATEMENT OF HON. GEORGE VOINOVICH, MAYOR OF
CLEVELAND, OH, AND PRESIDENT, NATIONAL LEAGUE OF CITIES

Senator DUENBERGER. George Voinovich, the mayor of Cleve-
land.

Mayor VOINOVICH. Thank you. I'm pleased to be here today to
testify on behalf of the National League of Cities. We represent
some 15,000 cities.

First of all, Senators, we would like to point out that Federal tax
policy is the most important determinant of national municipal
policy. Our chart here shows the Social Security going up, pro-
grams for cities going down, the deficit goinq up, and tax expendi-
tures going up. So tax expenditures are having a dramatic impact
on lives of cities throughout this country.

Second of all, we in this panel aren't down here representing
some special interest group. We are here representing the same
people that you represent in your respective States. And many of
us resent that on occasion we have been treated as some kind of a
special interest group down here grinding our own particular ax.

We are here not to talk about just deductibility-that's just one
thing. For example, deductibility in Cleveland means that my
people will pay less taxes. We only have 21 percent of our people
that itemize their- deductions. But I have got to look beyond that.
I've got to look at, for example, in 1984 we passed a school levy. In
Ohio, you have to vote for a school levy in order to get money from
the property tax. It passed by 1,000 votes. If deductibility had been
eliminated, it wouldn't have passed. I've got to look out to the
Greater Cleveland area, the last bastion of quality education in our
suburbs where people reach into their pockets and pay heavy prop-
erty taxes to provide a decent education for -their children, and
evaluate what impact the elimination of deductibility is going to
have on public education in Greater Cleveland, the State' of Ohio,

%and the United States of America. I've got to look at the invest-
ment tax credit as part of this package, and realize that we have
smokestack industries in our area heavy in manufacturing and say
to myself my people may be paying less taxes, but they may not be
working. Or I have to look at the elimination of deductibility of
charitable contributions.

We lead the United States of American in per capita giving to
the United Way. We are going to raise $55 million this year. And
my United Way people tell me if tax reform two goes into being
that we are going to lose a lot of that money because they are
going to lose that deductibility. And they can prove to you that
when you allow 25 percent to be deducted, they had an increase in
people that participated in providing charitable contributions.

Or I have to look at my downtown and realize the rehabilitation
credit for historic buildings has contributed to the renaissance of
downtown Cleveland. Or you have to realize that accelerated depre-
ciation has been critical to the supply of family units that we have
had out in our neighborhoods.

So we really have to look at the big picture in terms of whether
or not this is good. I think most of us have concluded that the devil
ou know is better than the devil you don't know. And we are
better off with what we have.

* 'I.
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Second of all, we think it ludicrous, and we enunciated this again
at a meeting in Cleveland of our board, that you are talking about
tax reform when we have this monumental deficit in our country.
We think you ought to forget about tax reform and concentrate on
the deficit. We think the tax reform should never be considered
unless it's considered in conjunction with a deficit that needs to be
solved.

We think Senator Chafee, for example, makes a lot of sense. He
says let's take tax expenditures for the next 5 years and cut them
10 percent each year and raise $160 billion and apply them right
against-the deficit, right across the line; we should do something
with that.

So what we are basically saying is that we think this tax reform
ought to be looked at in terms of the national goals of this Nation;
taking care of the deficit. Are we goinmg to be a manufacturing
country? What impact is it going to have on the well-being of cities
that have not participated in the economic recovery?

Moreover, we think that what you ought to do is get every com-
ponent of every isslie on the table. If you are talking about hous-
ing, let's look at what we are doing with direct assistance. Then
let's look at what tax reform two does in eliminating some of the
incentives for multifamily or low income. And then let's look at the
special incentive that you are giving homeowners in the United
States by deducting interest from their mortgage payment. And
what you ought to do is decide does the Federal Government have
a role in housing in the United States of America. If the conclusion
is no, then get rid of all programs-direct assistance and indirect
assistance-in the area of housing. Treat everybody alike and then
apply that money to reducing the deficit.

Or if you decide yes we have a role, we have a role in providing
multifamily housing for people in the United States of America,
then how do we best do that? Through direct assistance or through
indirect assistance through tax expenditures?

I think it's time and the Natignal League of Cities thinks it
times that we put all of it on the table and looked at these issues
from a national policy point of view with the heaviest emphasis on
doing something about our deficit.

Senator DURENBERGER. George, thank you very much.
[The prepared written statement of Mayor Voinovich follows:]
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STATEMENT

OF

GEORGE V. VOINOVICH, MAYOR OF CLEVELAND, OHIO

AND PRESIDENT OF

TUE NATIONAL LEAGUE OF CITIES

July 25, 1985

Mr. Chairman and distinguished members of the committee,

I am George Voinovich, Mayor of Cleveland, Ohio and President

of the National League of Cities--the largest and oldest

organization representing the nation's cities.

I appreciate and welcome the opportunity to testify

today, and I hope my testimony will be of some assistance to

you as you attempt to reform the Internal Revenue. Code.

We, as city leaders, have an especially complex and

critical stake in how this committee acts on this issue.

Federal tax policy is the single most important determinant

of national urban policy today consequently, any changes

will have profound impacts on our ability and authority to

raise revenues to meet our own responsibilities.

Like you, every member of our organization is a public

elected official. Together, our membership represents about

60 percent of our country's citizens. Thus, individually and

collectively, our national municipal policy is shaped by the

same demands and pressures which confront you.
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For, it is fair to say that substantive tax reform--no

matter edhat it includes or excludes--will affect every

munictpalityl and yet no two will be affected in exactly the

sane manner. Many cities will benefit, many will be hurts

and many will come out about even.

Although some in the public sector have asserted that

the only items affecting cities in tax reform are deduct-

ibility and municipal bonds, that is not the case. As

taxpayers, corporate and individual, alter their behavior to

comply with new tax laws, every city is affected. Therefore,

our interests and perspective are remarkably similar to this

committee's.

Thus, for us, we believe federal tax reform must be

evaluated not as a rate cutting exercise with an effort to

squeeze and grab revenue from wherever it can be plucked, but

rather from the perspective of how we as a society--the

wealthiest on earth--are going to distribute our shared

wealth, and resources to improve our welfare as a people.

The National League of Cities views this time as an

opportunity to restore order and sense to our federal system.

We believe you have an opportunity to. help set the nation

aright again, and to provide for a more thought out national

municipal policy.
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A Taxing Year for Cities

While many have come to recognize that our current tax

system unconsciously determines a national industrial policy#

we recognize that it, and you, currently determine national

urban policy. ,

Since 1979# we have witnessed more than a 50 percent

reduction in federal direct assistance to cities. This year,

the administration proposed to eliminate or phase out all

remaining assistance. Yet, in this same period of time,

federal tax expenditures in the areas most important to

cities--housing, economic development, employment, infra-

structure, and fiscal balance--have increased dramatically.

The federal tax code has, Inadvertantly, become the single

most important vehicle through which the federal government

channels capital to our nation's cities.

Given the enormous influence of tax policy on municipal

issues, you can understand why major changes could have such

a significant impact on the hape of our municipal future.

The Deficit and Cities

In 1981, we were told that a major cut in federal

assistance to cities, coupled with a major tax out would

produce a balanced budget by 1983. In January of this year,

.
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with federal deficits and trade deficits reaching extraor-

dinary levels, we were told that the elimination of city

programs would lead to a balanced budget.

Now we know that premise is similarly false.

We believe, and our Board of Directors voted over-

whelmingly less than two weeks ago, that this committee

should *defer any further consideration of tax reform until a

more effective plan to close the gap between federal expendi-

tures and income has been implemented." We recognize that

:any such plan will require an increase in federal revenues,

and we urge that this reality be confronted immediately and

directly. Indeed, we offer our support and respect for Sen.

Armstrong and the other Senate conferees who recognize that

any realistic effort to achieve meaningful deficit reductions

will require applying the same scrutiny to tax expenditures

as direct expenditures.

We believe that the "Berlin Wall* constructed to

separate tax and spending policy is damaging to national

policy and has led to high deficits. We know of no family,

no business, no city, no county, and %to state which makes its

spending decisions independent of its revenue or income '

decisions. Indeed, we note that tax spending, projected at a

level of $400 billion next year, is twice the current

projected deficit.
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Despite discussions of revenue neutrality, we believe

that dealing with the deficit, the international trade

deficit, and our foreign debt status is our country's single

greatest priority--not a co-priority with tax reform. We

believe it would be inappropriate for the Congress to give

serious consideration to any tax reform measure that does not

provide steps for reducing the federal deficit.

Lacking leadership from elsewhere, we believe

consideration of tax reform provides a unique, historic, and

-critical opportunity for this committee to restore the

national to an even keel.

Municipal Policy Issues

There have been a plethora of goals and objectives

announced for federal 0ax reform. Bome desire a disguised

further reduction in rates. Others call for neutrality--much

as in Treasury I. Unfortunately, nearly all appear to

maintain the artificial distinction between tax and fiscal

policy. Many of these proposals simply remove some of the tax

ornaments from the IRS Christmas Tree only to replace them

with others.

I am, for instance, frankly confused about discussions

of 'fairness' when considering legislation which would reduce

taxes on our wealthiest citizens--those who have not been
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asked to make any contribution to help reduce the deficit--

from 1979 by more than half, while our country's very poorest

families, the ones who have suffered the deepest cuts to

reduce the deficit--would apparently owe more in federal

taxes under any of the pending proposals than they would have

in 1979.

Similarly, I confess that I find it difficult to under-

stand how fairness applies to any proposal which would

eliminate incentives for the construction or rehabilitation

of low income housing, but only modify tax subsidies for

those who wish to purchase vacation homes and condominiums,

and continue unlimited growth in 4tax benefits for those who

can afford to own their own homes. In 1979, the federal

government provided $30.3 billion in direct assistance for

low and moderate income housing, and $28.3 billion in housing

related tax expenditures. By 1986, the administration budget

proposal called for a out in direct assistance to $6 billion,

but housing tax expenditures of $67 billion. I am mystified*

as I came this morning from a city of thousands upon

thousands of homeless families and children, just what our

federal housing policy is. How is it that out federal

government can afford so very little for those in need of

safe and sanitary shelter, but can afford ever growing

subsidies for those who can?
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Tax Expenditures and Cities

I would, Mr. Chairman, like to include for the record an

issue brief on Taxing Questions for Cities and bar charts

showing the extraordinary increases in federal tax expendi-

tures over the past six years at a time when so many direct

expenditure programs have been cut severely. These charts

display the extraordinary growth in federal spending through

the tax code at a time when direct domestic spending has been

subject to severe cuts.

To us, there has been a' growing dichotomy in federal

policy makIng--and a growing gulf in understanding. As the

federal tax code has become nearly impossible for ordinary

mortals, much less elected officials, to understand, It has

added confusion. Other authorization committees in the House

and Senate continue to report bills on issues under their

jurisdiction, but often unaware of the impact of changes in

proposals pending before this committee--changes which might

far outweigh their own.

At one time, this committee was responsible for raising

taxes, while others were responsible--through the budget,

authorization, and appropriations process--for spending.

That is no longer the case. Tax expenditures now dwarf the

combined direct expenditures for all state and local

governments.

':"J4
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For cities, it is important that if this process is to

continue, there be a means to achieve better coordination.

Tax Reforn Opportunities

We-believe the tax reform process provides an

opportunity to phase out tax expenditures. In our view, this

would mean Congress could use tax reform to reduce the

federal deficit. It could use the revenue increase to deal

'with the most critical issues facing the nation. It could

use the tax reform process to restore greater integrity to

the policy process. I believe that the legislation proposed

by Sen. Chafee is an important and welcome step in the

direction of tax reform and deficit reduction.

For example, I can't say that all tax expenditures are

more inappropriate than direct assistance. Indeed, our

preliminary information indicates that the targeted jobs tax

credit is more effective than many direct employment assist-

ance programs. What I am sure is that we need a better

system to determine how, at a time of limited resources, we

can make the best use of them.

We believe that all federal resources devoted to any

policy area ought to be considered together and ought to be

subject to the same budget scrutiny in order to determine how

best to meet the nation's needs.
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Moreover, we believe that if the Congress wishes to

increase spending in any area, it ought to raise the taxes to

pay for any such new spending. We ought to pay as we go.

NLC Policy

Mr. Chairman, NLC devoted nearly two years to the

development of policy on federal tax reform. At our annual

Congress of Cities in Indianapolis last November, our full

.membership adopted tax reform policy--the day before former

Secretary Regan submited his proposal to the,_president.

Two weeks ago in Cleveland, our Board of Directors

reviewed that policy in the context of all that has happened

since. I am pleased to report to you that we reaffirmed that

policy, and I would like, with your permission, to include it

with my testimony for your information.

We believe that federal tax reform should:

o reduce the large number of existing tax exemptions,

deductions, and credits which nasrow the current tax bases

o be phased in over a number of years

o provide for adequate current revenues to finance the

federal government;

i o not reduce progressivity_

o not reduce the ability of cities to raise revenues and

capital
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o remove current tax provisions which favor consumption

over savings;

o make all tax preferences uniform in value to

individual taxpayers and limit the total of all preferences

to any one individual;

o neutralize the effects of inflation tax liabilitLesi

and

o equalize the effective tax rates among industries.

Since 1982, the administration's thrust has been to turn

over to states and cities and counties responsibility and

accountability for a growing array of services. As initially

proposed# the president's "new federalism," recognizing the

cost of these turnbacks and mandates to us, promised to turn

back revenue sources.

The administration tax bill, however, does exactly the

opposite. By proposing to eliminate the deductibility of

state and local taxes, and by eliminating the tax exemption

on all but a very narrow range of municipal bonds, but

restricting even those, the administration proposal would

obstruct state and local government access to revenues

necessary to support those very same services.

Deputy Assistant Secretary McClure has stated that state

and local spending is too high. Assistant Secretary Pearlaan

said the administration tax proposal would force states and

local governments to cut expenditures between 1.5 and

3 percent.
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I must be honest with you. The concept that a federal

'bureaucrat--not elected by anyone--should arrogate to himself

or herself the right to tell elected public officials how

much they should or should not spend is preposterous. It

does not belong in this country--in our political system.

It is to the people who elect you and me that we are and

should be responsible.

In closing, I want to thank the committee for inviting

me. I find your task to be awesome, so I hope you will not

be railroaded into acting prematurely. Certainly, given the

magnitude of changes proposed, and the enormity of the impact

on the nation, your job demands proceeding only after the

best*>possible understanding of the consequences.

And finally, no major tax reform bill should be adopted

without asking what impact it will have--together with our

direct programs--on our nation's most helpless citixens--

especially the children--and the cities which are trying to

help them.
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THE STATEMENT OF HON. JOHN J. MARCHI, CHAIRMAN, SENATE
FINANCE COMMITTEE, NEW YORK STATE SENATE, STATEN
ISLAND, NY, ON BEHALF OF THE NATIONAL CONFERENCE OF
STATE LEGISLATURES
Senator DURENBERGER. The next witness is the Honorable John

Marchi, the chairman of the Senate Finance Committee, New
York. Welcome.

Mr. MARCH!. Thank you, Mr. Chairman, and Senators, members
of the panel. I'm here appearing on behalf of the National Confer-
ence of State Legislatures and my position is almost identical-I
would say identical-with those of my follow panelists. And in ad-
dition to that, I would invite your attention and go back .very
strongly to the institutional aspects. One that Senator Moynihan
was pointing to'very directly throughout the testimony of previous
speakers.

You may remember, Senator, in another forum you pointed to
the transcending of the realm of necessity to the realm of freedom.
And that depends on institutional stability, and the relationships
and the genesis of our free society.

Now we just can't brush cavalierly that genesis and the roots of
our society the federalist papers, the commentary that went with
it, the experience that went with it; the fact that the United States
of America inherited a system of law, a corpus juris, which became
the corpus juris of the United States, each depending on the
common law as modified by the States so that the Founding Fa-
thers merely established a Supreme Court of the United States as a
final arbiter on those Federal questions in such other courts that
might be established.

So that the Federal system and the States play, a very integral
role. I submit, Senators, that this dog will not hunt. This is at total
odds with the principle of federalism, as relevant as it is, with the
history and the development of the United States. And to bring it
in now as a matter of-as an incidental or a part of a tax reform10
effort, and to ignore completely that which is hopefully a revenue-
neutral document-and by that I would have to say, Mr. Chairman
and members, that a revenue-neutral document is effective the day
it becomes effective. The day, after 24 hours later, it begins to build
up its own dynamics. And where are you then?

But this proposal is not institutionally neutral, Mr. Chairman.
And that's where its greatest offense lies. Now I heard Mr . Pearl-
man earlier speaking of low-service States and high-serice StAtei
and the differential. This is a judgment, a value judgment that we
are making. On what basis? As part of a revenue reform or a clari-
fication, fairness and simplicity? Fairness and simplicity? The
Piper Cub that I trained on in 1938 was very simple. I had a throt-
tle and a stick, but I wouldn't go to Europe in it.

Life isn't that simple. We live in a society that has developed in
the United States the greatest and the most exciting example of a
free society amalgamating and bringing in millions of people from
all over the world and giving them an opportunity to relate to,
States. We are the United States of America, not the homogenized
States of America. We sPeak when we are abroad of not goift'g back
to America with misty eyes. We say of going back to the States or



150

stateside. Doesn't that tell us, Mr. Chairman? Doesn't that say
something about what it's all about? What the Senate of the
United States is all about? Two Members from each State, a colle-
gial body resting on two-regardless of sides.

Your treaties. Treaties are ratified by the U.S. Senate. Seventeen
Members can frustrate that. You take the 17 lowest populated
States of the country and they don't equal the population of New
York or California or even Texas if we have mid-decade population
projections. This is-you are acting as a collegial body. You repre-
sent a cosmos, a totality of experience with courts, with school sys-
tems, with all of those things that make up a State. You are am-
bassadors. You are our hope. And that you would abide the institu-
tional destruction so that that rubble can be used to fashion a
brave new world at our expense, where the competition is severest
in the provision of important local services-13 million people out
there at State and local level, educating, sanitation, police, fire,
and all of the multitude of services. Low service. The only growth
industry according to the former Secretary of the Treasury will be
the moving industry moving people from one State to the other.

This is not a negotiable item. We are talking about fundamentals
and not a revenue change. We are talking about something sacred,
somethign that's important to us. And you are-you hold our trust.
You are the ones that really make the difference. You are the ones
that represent us, regardless of your size.

My county of Richmond in Staten Island is equal to almost two
or three of your States, but you are here in a different vestment.
And Senator Moynihan coming from a populous state is just as
jealous of your rights, sir, and just as jealous of the rights of the
people of Alaska or Wyoming or wherever they come from. And
that's why you also are able, notwithstanding the dimension, the
varying dimensions in -a collegial body-why you are also able to
see national interest. Because you are seeing it in terms of a
cosmos, in terms of a total society that provides its own justice, its
own basic services and its own interrelationships interrelating as
you are in your own body.

Senator DURENDBimER. Senator, thank you very much for your
testimony.

Mr. MARcm. Our hopes are with you, Senator.
Senator DURENBERGRR. Well, I tell you, you got me o excited I

hated to cut you off, but we have to move to California. [Laughter.]
[The prepared written statement of Mr. Marchi follows:]

V



161

TESTIMONY OF

SENATOR JOHN MARCHr

CMAN OF THE NEW YORi STATE SNATE FI DANCE COMMITTEE
ON BEHnL OF THE NATIONAL CONFERENCE OF STATE LEGISLATURES

- BEFORE THE

COMMITTEE ON FINANCE

UNITED STATES SENATE

ON THE SUBJECT

OF

FEDERAL TAX REFORM

JULY 25, 1985



152

Senators, my name is John Marchi. I an Chairmmn of the

New York Senate's Finance Committee. Today I am here as 'the

representative of the National Conference of State Legislatures

(NCSL). I serve on both the Federal Budget Committee and the

Committee on Federal Taxation of NCSL, and I can assure you

that our organization is gravely concerned about the pending

proposal to abolish the deductibility of state and local taxes.

NCSL has carefully developed a considered position on

federal taxes. It is attached to my testimony. I can

s mmarize its main points briefly:

First, we believe that deductibility is an essential

protection which allows- us to raise the revenues needed to

fulfill our responsibilities. It is not a loophole or a

shelter, but a guardian of the federal system itself.

Second, tax exempt municipal bond financing must be

maintained if we are to meet the urgent need for infrastructure

investment in the public sector. If you want us to be your

partners in transportation and environmental projects, you must

keep this tool intact.

Finally, federal tax reforms must be properly timed and

not made retroactive. You are not acting in a vacuum. State

tax codes are thoroughly intertwined with federal law. We will

react to your decisions not in conflict with basic principles

ot veaeraiien ny amending our laws. Please remember that we

must move in concert to move productively.

We are here for the purpose of discussing the President's

tax proposal for fairness, growth and simplicity. These are

2
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worthwhile and difficult objectives, indeed, especially when

they must be accomplished within the limitations of revenue

neutrality. As members of a deliberative, responsible body,

you also know that if you reach that magic moment when an

energizing tar code is fairly and simply measurable, and

definable numerically, it will only be relevant, in a strict

smnse, at the moment of adoption.

The day after -- and all the days after that -- would

hopefully provide us with a serviceable vehicle for future

modifications to adjust to revenue abundance or to yet even

greater deficits. That code might initially be designed to be,

revenue neutral but fiscal urgency may demand immediate

changes.

More importantly, however, these White House proposals

most emphatically are hot institutionally neutral. Indeed, the

basic building blocks of the proposed new tax are taken mainly

from the rubble of the institutional destruction of the

American States.

Professor Andrew McLaughlin of Chicago University told us

in 1935 that the 16th Amendment would have greater

institutional impact on our lives than any other change since

the adoption of the Bill of Rights. Mind you, McLaughlin never

had double taxation in mind. As Chief Justice John Marshall

once put it, the power to tax is the power to destroy.

The Federalist Papers and subsequent experience

demonstrated a sure understanding of the make-up of

institutional America. James Madison put it this ways "Each

' 33
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state in ratifying the Constitution, is considered as a

sovereign body, independent of all others and can only be bound

by its own voluntary act. In this relation, then, the new.

Constitution, if established, will be a federal and not a

national constitution." In those same papers, Alexander

-- / aniton said, "it is, therefore, as necessary that the state

gve s Should be able to command the means of supplying

their want as the national government should possess the like

A faculty in respect to the wants of the- Union.,' But an

indefinite power of taxation in the latter might, probably

would in time, deprive the former of the means of providing for

their own "Oessities, and would subject them entirely to the

-.mrcy of the national legislature."

This is not to suggest, however, that our Founding

Fathers, in designing a national government, were conferring

/ less than adequate powers to the national government to

J discharge its responsibilities.

Alexis DeTooqueville understood this duality well,

observing that, in its delegated responsibilities, this new

country would also operate as a national government but not as

an engine of conflict with its basic federal nature.

What is federalism? The Romans knew it and called it

"foedusO, or, alliance. It was "foedus aequum", or a pact of

friendship and mutual assistance with other jurisdictions, ,and

it was a "foedus iniquum", or, malicious evil, or "iniquitas"

-- iniquitous -- when it was imposed by a punitive Rome.

4
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Plainly 'we find an iniquitous federalism wicked and

unacceptable.

We Americans take oaths of office and pledge our

allegiance not to America but to the United States of America.

When we are abroad we speak not of going to America but home,

of going stateside, of going to the States.

We are proud of our respective states. We love them,

honor them and should not suffer their debasement or

defilement.

We have a tendency to forget sometimes that what we call

the United States is-' -- just as the name says -- a union of

individual entities -- geographical, ethnic, human -- endowed

with a common desire to function as freely and independently as

possible. We are nourished and enhanced by the diversity of

our states. Our states constitute the fabric, the tapestry of

what we call America and what we think of as The American Way.

But I speak today of structural America and the integral

part taxes play in maintenance of that structure.

State and local taxes of any kind antedate federal taxes.

They accounted for Nwo-thirds (2/3) of all public expenditures

in this country until World War II. President Lincoln

recognized state and local tax deductibility during the then

short-lived experience with a wartime Federal Income Tax.

Wisconsin, after adopting a constitutional amendment in 1908,

enacted the first income tax in this country. When the Federal

Revenue Act was implemented in 1913, the Lincolnesque policy of

5 -.
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state and local deductibility was the first order of business

and immediately enacted.

Over 70 years later, a change of revolutionary proportion

is now advanced and its enactment threatened in a matter of

months. Why do we even consider trashing much of our

tradition, history and experience -- and so cavalierly?

The validity of -- and the need for -- deductibility was

reaffirmed, Senator Daniel Patrick Moynihan reminded us in his

March 24 speech to the National League of Cities, by the man

who was Chairman of the House Ways and Means Committee during

President Lincoln's first term as the nation was embroiled in

the Civil War.

As Senator Moynihan put it:

"On July 1, 1862, President Lincoln signed the Revenue Act

of 1862, the first national income tax, a 3-to-5 percent tax to

finance the Union effort. Section 91 of that Revenue Act said

that 'all other national, state and local taxes... shall first

be deducted' to determine a taxpayer's liability for the income

tax -- and this under the most pressing emergency conditions

our country has ever faced.

"The then-chairman of the House Ways and Means Comittee

was Justin Smith Morrill. . .. Chairman Morrill, reporting the

tax bill, explained that as a matter of simple logic, the

deduction would be necessary both to avoid double taxation and

to preserve a principle of Federalism:

#It is a question of vit4l importance that the General
Government should not absorb all (the states') taxable
resources -- that the accustomed objects of State
taxation should, in some. degree at least, go

6
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untouched... Otherwise we might perplex and jostle,
if we did not actually crush, some of the most loyal
States of the Union.'"

Senator Moynihan made a strong and telling point. -

Are those who oppose loss of deductibility shocked merely

because of the alleged novelty and newness of the proposal?

Not at all, nor should we be.

Great Britain, when confronted by the hardship of imposing

an income tax on its subjects in 1916, faced the double impact

of national taxes as well as taxes locally imposed.

A Royal Commission was appointed, and on March 20th, 1920,

that body recommended "that in respect of income taxes both in

the United Kingdom and in a Dominion, in substitution for the

existing partial relief there should be deducted from the

appropriate rate of the United Kingdom income tax the whole of

the rate of the Dominion income tax charged in respect of the

same income, subject to the limitation that in no case should

the maximum rate of relief given by the United Kingdom exceed

one-half of the rate given of the United Kingdom income tax to

which the individual taxpayer might be liable."

If the Dominion taxpayer still experienced a loss, then

the Dominion was to make up the difference. Much of the Royal

Commission's work endured until the Commonwealth Empire

changed.

Are you really ready to deny us even Dominion status?

Just a few years ago, you passed Revenue Sharing, recognizinq

tax effort as a basis for that sharing.

We started it in New York and we've stayed with it.

7
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Former Treasury Secretary Regan, a man of great probity

and extraordinary ability, apparently dislikes state tax

efforts and suggests that some of us, including presumably Now.

Yorkers, vote with our feet by moving to more pliable

jurisdictions.

A-merry White House scrivener -- who should be fired -- on

page 63 of the Presidential Recommendations, in depicting the

ultimate in horrible scenarios, said that "in 1982 New Yorkers

received an average tax savings of $1,292 from the deduction,

whereas itemizers in Wyoming on average saved only $257. In

effect, the deduction requires taxpayers in certain communities

to subsidize taxpayers in other communities." A great

President should not be so poorly advised and so ill-served.

For, does that same White House scrivener also tell us

that in 1984, half of all Wyoming tax-levied revenue came from

severance taxes, a kind of sales tax on non-replenishable

resources? More power to Wyoming, a high tax state, higher

even than New York on a per capita basis! But if -major

severance tax resources were available to Now York, we could

repeal all our personal income taxes and come out ahead.

I personally have no quarrel with severance taxes at this

timo but who does the White House scrivener think pays those

billions of exportable tax dollars? I say to his: Do not make

invidious comparisons to divide and conquer us. our

competitive arena of fifty states will insure manageable tax

containment, pitting as it does, labor and cost intensive

service-oriented states and localities against one another.

%
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In this connection, bear in mind that there are over 13

million employees at the state and local levels, delivering

basic, labor-intensive services, as compared with less than 3

million federal civilian workers.

The severance tax and its relationship to the

state-federal structure was discussed in a Congressional report

in 1980.

Indeed, it was during Congressional consideration of a

bill to limit coal severance taxes that a Minority

Representative -- later to become President Reagan's budget

director -- spoke up against federal tampering with a state

tax, calling it a blow against federalism.

A report was filed by the Republican Minority of the House

Commerce Committee, whose minority included David Stockman.

That report, authored in part by then Congressman Stockman

said that the proposed limit on the severance tax would create:

"a precedent for federal intervention into one of the most

basic of the states activities. Under the Constitution,

certain fundamental rights have been reserved to the states.

One of these rights is the power of the state to tax within its

borders. In limiting this power to tax, this legislation

seriously calls into question the fundamental relationship

between the federal and state governments under our

Constitution ... nothing less than the independence and

sovereignty of the states would be forfeited..."

After we have been crippled by the loss of deductibility,

you here in Washington will emerge as the super central state.

9
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And, when, inevitably, we experience a need for additional

revenues, may Providence have mercy on the 15, 25 and 35

percenters standing first in line, alone and identifiable.

Senators, this dog won't hunt.

But certainly we are confident that you are able to write

a tax plan that will hunt -- a tax plan that will reflect the

elements of fairness, simplicity and growth.

The success of that effort will be assured if you stand

fast in preserving our historic coumituent to the federal

system of government.

Thank you. .,

10
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SUMMARY OF SENATOR JOnT - MARCHIIS TESTIMONY FOR STATE
LEGISLATORS BEFORE U.S.SENATE FINANCE COMMITTEE JULY 25,1985

-- NCSL believes that 4eductibiiity is an essential
protection which allows states to raise the revenues
needed to fulfill their responsibilities. It is not a
loophole or a shelters but a guardian of the federal
system itself.

-- Tax exempt municipal bond financing must be preserved
in order to meet urgent public sector infrastructure
needs. The loss of deductibility and the so-called None
percent rule" would raise interest costs in all states.
Business and personal taxes would go up to pa-ythe higher
costs.

The basic building blocks of Treasury 11 are taken
from the rule... of the American States.

History is replete with warnings from James Madison,
DeTocqueville, and even David Stockman against federal
intervention in state revenue functions. There is clear
precedent for maintaining deductibility.

The United States is a union of individual entities
endowed with a desire to function as independently as
possible.

States should not be pitted against each other. There
are sufficient competitive forces among them now to
hold down taxes. Severance taxes have come under
attack in the past when such efforts were made.

If deductibility is destroyed, Washington will
as a super central government.

emerge

11
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STATEMENT OF ANN KLINGER, MEMBER, BOARD OF SUPERVI-
SORS, MERCED COUNTY, CA, AND MEMBER, NATIONAL ASSO-
CIATION OF COUNTIES BOARD OF DIRECTORS
Senator DURENBERGER. Ann Klinger, who is a member of the

board of supervisors in Merced County, on behalf of NACO.
Ms. KLJNGER. Thank you, Mr. Chairman.
I welcome this opportunity to comment on tax reform and to

speak for the National Association of Counties. This association
supports tax simplification that's fair, and that doesn't diminish
the ability of local governments to serve our citizens.

County officials are especially concerned with two provisions of
the proposed tax reform bill that repeal a State and local tax de-
ductibility and the redefinition of tax-exempt bonds. Those two pro-
posals have profound implications for county government financ-
ing, and they pose a serious threat to our ability to maintain essen-
tial citizen services at the local level.

Last week in Orlando, FL at our 50th annual conference, our
members adopted an American county platform with a policy of
supporting retention of deductibility. I'm going to give you the re-
suits of that vote. It was a rollcall vote. A vote of 3,431 and 436.
And this was opposing taxing of State and local municipal bonds as
well.

I think it's clear that county officials have spoken that this effort
on the part of the Treasury Department would disrupt the relation-
ships of Federal, State, and local fiscal relations.

We want to, once again, join the mayors in that. That State and
local governments have been lumpted into the broad category of
simply yet another special interest group. The taxpayers and citi-
zens that collectively elected the President, voted in the Members
of Congress and this committee, are the same ones who elected me
an my fellow county officials around the country. Our interest, Mr.
Chairman, is quite simply the public interest. Counties across the
country are very concerned about the growing Federal deficit. This
has been reflected in NACO positions over the years. We have
called for freezes in the Federal budget. We have accepted cuts. In
fact, by the end of this year, grants and aid to State and local gov-
ernments will have been reduced by 40 percent since 1980.

We ask now why have we sacrificed if a tax reform effort is
passed that contributes to the deficit? Estimates by the Con
sional Budget Office, and the soon to be released estimates of the
joint tax project show that the President's tax proposal may cost
the Treasury billions and that this is ominous in light of the difli-
cult budget negotiations and the $56 billion in program reductions
pending for 1986 alone. It just doesn't make sense to pass tax
reform measures that are revenue negative.'

At present 73 percent of the dollars for the administration's bill
comes from State and local governments. Why this sector? This is
too much to swallow in the context of all of the other proposed, uts

- in grants and aids to State and local governments this year, includ-
ing general revenue sharing.

In looking at tax reform, NACO urges Congress to consider these
positions in light of the following principles: And we are talking
about principles here, gentlemen.

V7 -' ' , -
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No. 1, is federalism. We have supported the President and Con-
gress in their approach to New Federalism. With local responsibil-
ity, we must have flexibility and control over our limited resources.
In the spirit of American federalism, we hope that the Congress
and the President won't break faith with us by infringing on local
governments' revenue-raising prerogatives.

PUBLIC-PRIVATE PARTNERSHIPS

Counties support this administration's strong concern for this
effort. Don't pull the rug out on us now. Tax-exempt financing has
been key to building these partnerships and it's vital in our efforts
to repair the infrastructure.

INTERGOVERNMENTAL COOPERATION

The tax reform debate should not create winners and losers
Among States and localities. And I will just leave it at that.

EQUITY AND FAIRNESS

We've heard very eloquent comments from the mayors and the
representative from New York this morning. Tax reform has to
take into account the ability to continue providing basic services to
the people in this country, and that ranges from education and
health care to roads and bridges. The impact of tax reform on
home ownership must be heavily weighed. The elimination of State
and local tax deductibility would cause an estimated 5-percent drop
in property values. And that, in turn, would significantly reduce
property tax revenues that finance public services.

This is a bipartisan fight to preserve tax deductibility of State
and local taxes. American's counties understand that deductibility
is a historical precedent. Deductibility is the financial backbone of
our Federal-State-local system of government. Deductibility is not
high-tax State versus low-tax State issue. It is an individual, middle
class taxpayer issue. Deductibility is right, and it should be pre-
served.

In summary, Mr. Chairman, I'd like to comment very briefly
again on the home ownership issue, especially for young families i.
and elderly taxpayers on fixed incomes. That is really going to
become a vanishing American ideal.

Deductibility is not a rich taxpayers issue. One-half of the house-
holds earning between $20,000 and $25,000 a year deduct State and
local taxes. And two-thirds of all households making between
$25,000 and $30,000 use this deduction.

This issue means simply one thing. The loss of deductibility
means dramatic cuts in services to people whom we all serve.

Senator Du NBERGxR. Thank you very much. 4o
[The prepared written statement of Ms. Klinger follows:]
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Statement on Federal Tax Policy

Adopted May 10, 1985

The National Conference of State Legislatures believes that
federal tax policy is an integral part of an effective, fair and
efficient federal system. With a broad debate already developing on
the topic of reforming the federal tax system, the NCSL calls on the
Administration and the Congress to enact tax policy which respects
state revenue systems. Three points are key to that concern:

1. State and federal taxes are both intended to meet public
noeds thus further competition for existing tax bases
is inefficient and undesirable. The federal government
should continue to rely on the income tax as its best and
primary source of revenue. A federal decision to initiate
an entirely new tax such as a value added or a consumption tax
would result in greater federal administrative costs and.
increased difficulty for state and local revenue decisions.

2. The deductibility of state and local sales, income andproperty taxes provides a protection against federal

taxation of income used to pay state and local taxes.
Such a deduction furthers the national goal of respecting
the integrity of state and local tax bases, assuring
states and localities of adequate sources of revenue to
fulfill their appropriate responsibilities.

3. The right to issue tax-exempt bonds to support capital
improvements is fundamental to the capacity of state
and local governments to discharge their responsibilities
under the federal system. Federal tax policy should not
be made which would attempt to limit or encroach upon this
source of financing for basic state and local gOvernment
needs. The state and local government responsibility for
these services requires the support of the federal
government to suree adequate financing..

Equally imporant to states-,, federal: tax policy must be in
accord with the following:

4. Tax policy must support sound fiscal policy. Continued,
predictable economic growth is essential for the fiscal
stability of state governments.
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5. Adequate revenues are the concern of both the states and
the federal government. Whether the responsibility for
a public service is shared, purely state or federal,
failure to provide the promised and needed service
forces an additional burden on other levels of government.
Federal revenues must be adequate to support appropriate
federal responsibilities.

*6. Major federal tax policy proposals often affect state tax
systems. Thus, there must be consultation and cooperation
between federal and state policy makers. Any proposed
changes in federal tax policy must include sufficient time
for states to make corresponding changes as desired or
needed. In no event should federal tax changes be
retroactive, depriving states of duly deliberated and
legislated revenues.

7. Since 1980, federal tax rates have declined substantially.
However, state tax increases have consistently been
needed because of a sluggish economy, additional
responsibilities assumed by the states within our federal
system, and because states are required to-have'lalanced
budgets. Operating surpluses of state governments are not a
signal that the federal government should cut back on its
responsibilities; rather they are the product of responsible
state tax and budgetary policies. Changes in federal tax
policy should not penalize states for having acted
responsibly these past four years. -

The NCSL understands that ease of compliance and effectiveness of
enforcement are crucial to tax policy at all levels of government. we
further believe that fairness and efficiency are standards needed to
guarantee that genuine public needs are met in an equitable manner.
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STATEMENT OF THE HONORABLE EARL BAKER, MEMBER, BOARD OF COMMISSIONERS,
CHESTER COUNTY, PENNSYLVANIA, AND CHAIRMAN, NACo TAX AND FINANCE
STEERING COMMITTEE.

GOOD AFTERNOON, MR. CHAIRMAN AND MEMBERS OF THE COMMITTEE, I

AM EARL BAKER, COMMISSIONER OF CHESTER COUNTY, PENNSYLVANIA. I AM

HERE TODAY ON BEHALF OF THE NATIONAL ASSOCIATION OF COUNTIES (NACo)*
AND AS CHAIR OF THE NACo TAX AND FINANCE STEERING COMMITTEE, EXTEND

MY APPRECIATION FOR THE OPPORTUNITY TO COMMENT ON TAX REFORM.

COUNTIES NATIONWIDE SUPPORT FAIR TAX SIMPLIFICATION - BUT NOT

AT THE EXPENSE OF LOCAL GOVERNMENTS, AND OUR ABILITY TO SERVE OUR

CITIZENS. THIS IS EVIDENCED IN THE ROLL CALL VOTE TAKEN LAST WEEK

AT NACo'S NATIONAL CONVENTION ON STATE AND LOCAL TAX DEDUCTIBILITY.

COUNTY OFFICIALS VOTED 3,456 TO 523 TO MAINTAIN THIS PROVISION OF THE

TAX CODE.

IN LOOKING AT TAX REFORM, NACo URGES CONGRESS TO CONSIDER THE

FOLLOWING PRINCIPLES:

1. FEDERALISM
WE HAVE SUPPORTED THE PRESIDENT AND THIS CONGRESS IN THEIR

APPROACH TO NEW FEDERALISM. WE HAVE ALWAYS BELIEVED IN LOCAL RE-

SPONSIBILITY. BUT, WITH RESPONSIBILITY, WE MUST HAVE FLEXIBILITY

AND CONTROL -- WHEN LIMITS ARE IMPOSED FROM ABOVE, RATHER THAN FROM

THE NATIONAL ASSOCIATION OF COUNTIES IS THE ONLY NAT104AL
ORGANIZATION REPRESENTING COUNTY GOVERNMENT IN THE UNITED.STAiES.
THROUGH ITS MEMBERSHIP, URBAN, SUBURBAN AND RURAL COUNTIES JOIN TO-8ETHER TO BUILDEFFECTIVE RESPONSIVE COUNTY GOVERNMENT. THE GOALS
8F THE ORGANIZATION ARE T6: IMPROVE COUNTY GOVERNMENT SERVE AS THE
NATIONAL SPOKESMAN FOR COUNTY GOVERNMENT; ACT AS A LIAISON BETWEEN
THE NATION'S COUNTIES AND OTHER LEVELS OF GOVERNMENT; ACHIEVE PUBLIC
UNDERSTANDING OF THE ROLE OF COUNTIES IN THE FEDERAL SYSTEM.

I
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WITHIN, THE ABILITY TO MANAGE WELL BECOMES A DIFFICULT TASK. TiOIS
IS NOT WHAT AMERICAN FEDERALISM IS ABOUT AND WE HOPE THAT THE

PRESIDENT AND CONGRESS WILL NOT BREAK FAITH WITH US.

2. PUBLIC - PRIyATE PARTNERSHIPS

COUNTIES NATIONWIDE HAVE SUPPORTED THIS ADMINISTRATION'S STRONG

CONCERN FOR PUBLIC - PRIVATE PARTNERSHIPS. TAX EXEMPT FINANCING HAS

BEEN KEY TO BUILDING THESE PARTNERSHIPS - SO IMPORTANT TO THE VITALITY

OF OUR COMMUNITIES AND RESIDENTS.

3. INTERGOVERNMENTAL COOPERATION

THE TAX REFORM DEBATE SHOULD NOT DEFINE WINNERS AND LOSERS

AMONG STATES AND LOCALITIES. THE ENTIRE FEDERAL SYSTEM HINGES UPON

A DELICATE INTERLACING OF MANY INTERSTATE SUBSIDIES, AND PER CAPITA

INCOME FORMULAS. WE RISK PULLING APART THE ENTIRE NATION IF WE FOCUS

ON STATE-BY-SrATE DIFFERENCES. WE SHOULD, INSTEAD, DIRECT UUR

ENERGIES TO THE STRENGTHS OF EACH STATE, AND REVEL IN THE DIVERSITY

THAT MAKES THIS COUNTRY GREAT.

4. EQUITY AND FAIRNESS

THE ABILITY TO CONTINUE PROVIDING ]*HE BASIC SERVICES TO IHE

PEOPLE OF THIS COUNTRY, FROM EDUCATION TO HEALTH CARE, MUST BE TAKEN

INTO ACCOUNT. AND THE IMPACT OF TAX REFORM ON HOME OWNERSHIP AND

PARTICULARLY ELDERLY HOMEOWNERS MUST BE HEAVILY WEIGHED. IT HAS

BEEN ESTIMATED THAT THE ELIMINATION OF STATF. AND LOCAL IAX DEDUCTI-

BILITY WOULD COST A 52 REAL DROP IN PROPERTY VALUES; AND THAT THIS

IS THE LARGEST SINGLE DEDUCTION USED BY ELDERLY HOMEOWNERS.
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WITH THOSE PRINCIPLES !N MIND, I WILL COMfIENT ON TAX EXEMPT

BONDS AND THE ELIMINATION OF STATE AND LOCAL TAX.DEDUCIIBILIIY. I'HE

COMBINATION OF THESE PROVISIONS WILL HAVE DIRECT AND SUBSTANTIAL

EFFECTS ON COUNTIES, ELIMINATING THE DEDUCTIBILITY OF STATE AND

LOCAL TAXES WOULD INCREASE TAXPAYER RESISTANCE AND WOULD MAKE IT

HARDER FOR SI'ATE AND LOCAL GOVERNMENTS TO MAINTAIN OR INCREASE CUR-

RENT IAX RATES AT A TIME WHEN OTHER RESOURCES, ESPECIALLY FEDERAL

GRANTS, ARE DECLINING. AT THE SAME TIME, THE COST OF BORROWING FOR

STATt AND LOCAL GOVERNMENT ENTERPRISES WOULD LIKELY INCREASE,.DUE TO

SUCH ACTIONS AS CURBING THE TAX-EXEMPT SfATUS.OF CERTAIN TYPES OF

GOVERNMENT ISSUED BONDS, THEREFORE, MORE AND MORE PRESSURE WOULD

BE PLACED ON DEBT CEILINGS AND PROPERTY TAXES.

IN THIS REGARD, I NOTE THAT MOUNTING REVENUE AND FINANCING

PRESSURES ARE ALREADY CAUSING GOVERNMENTS TO ACCEPT POORER DEBT

STRUCTURES AND DETERIORATING BALANCE SHEETS.

MUNICIPAL BONDS:

JUST AS FEDERAL DEBT IS EXEMPT FROM LOCAL TAXES, COUNTY

GOVERNMENTS VIGOROUSLY OPPOSE ANY ACTION WHICH WOULD DIRECTLY OR

INDIRECTLY TAX UNDER THE .DERAL INCOME TAX, INTEREST ON STATE OR

LOCAL GOVERNMENT MUNICIPAL BONDS, OR WOULD PLACE THESE BONDS IN AN

INFERIOR COMPETITIVE POSITION WITH FEDERAL DEBT INSTRUMENTS AND

CORPORATE SECURITIES.

/
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THE ONE PERCENT PROVISION AS AN ELIGIBILITYTEST FOR EXEMPTION

OF INTEREST ON MUNICIPAL BONDS WOULD SERIOUSLY DIMINISH LOCAL GOVERN-

MENTIS' ABILITY TO WORK WITH THE PRIVATE SECTOR TO ENSURE ECONOMIC

VITALITY. IT HAS BEEN ESTIMATED BY THE PUBLIC SECURITIES ASSOCIATION

THAT-THIS PROVISION WOULD NOT ONLY ELIMINATE PRIVATE-PURPOSE TAX-*

EXEMPT BONDS, BUT WOULD RENDER 62-80% OF ALL BONDS TAXABLE. THIS WILL

AFFECT A BROAD ARRAY OF SERVICES AND COMMUNITY NEEDS, FROM EMPLOYMENT

OPPORTUNITIES AND HOSPITAL CARE TO INFRA-STRUCTURE WHICH IS A NECESSARY

FOUNDATION FOR ECONOMIC GROWTH AND ENVIRONMENTAL PROTECTION. WITHOUT

ThESE NECESSITIES, LOCAL ECONOMIES WILL FALTER AND THE QUALITY OF LIFE

AND OF PUBLIC SERVICES WILL DETERIORATE.

THIS'IS NOT TO SAY THAT' THERE HAVEN'T BEEN ABUSES. NACo HAS

ALWAYS SUPPORTED POLICIES, PROGRAM WIDE, THAT CALL FOR EFFICIENT AND

STREAMLINED FINANCING AND DELIVERY APPROACHES. WHERE THERE HAVE

BEEN ABUSES -- ANDTHEY ARE NOT ENDEMIC TO INDUSTRIAL DEVELOPMENT

BONDS -- WE HAVE ALWAYS WORKED WITH CONGRESS AND THE ADMINISTRATION

TO CORRECT PROBLEMS.

NACo RECENTLY PASSED POLICY THAT RECOGNIZES THESE CONCERNS.

COUNTIES NATIONWIDE BELIEVE THAT THE TAX-EXEIPT NATURE OF MUNICIPAL

BONDS SHALL BE SAFEGUARDED, PARTICULARLY WHERE BOND PROCEEDS ARE

USED TO FINANCE BASIC GOVERNMENT FUNCTIONS AND SERVICES OR PROVIDE

THOSE SERVICES THROUGH A. COST-EFFECTIVE PUBLIC/PRIVATE SHARING OF

EQUITY OR MANAGEMENT RESPONSIBILITY: WHERE THE BONDS ARE PACKED BY

THE FULL FAITH AND CREDIT OF LOCAL GOVERNMENT; WHERE PROCEEDS ARE

USED FOR ENVIRONMENTAL FACILITIES REQUIRED TO MEET FEDERAL OR STATE

I '1I , 1
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MANDATES; OR WHERE BOND PROCEEDS ARE USED IN A MANNER WHICH WILL

PROVIDE AFFORDABLE MULTI-FAMILY HOUSING: HEALTH CARE FACILITIES

WHICH SERVE THE INDIGENT: OR WILL GENERATE DEVELOPMENT AND EMPLOYMENT

IN ECONOMICALLY DISTRESSED AREAS AND ANY OTHER PROJECTS IN THE PUBLIC

INTEREST AS DETERMINED BY THE LOCAL GOVERNING BODY.

HOSPITALS PROVIDE AN EXAMPLE IN WHICH TAX-EXEMPT BONDS HAVE BEEN

USED BY GOVERNMENTS AND PRIVATE ENTITIES FOR A PUBLIC PURPOSE. MANY

COUNTIES DO NOT OWN THEIR OWN HOSPIiALS AND MUST HAVE A WAY TO ENSURE

THAI ECESSARY HEALTH CARE FACILITIES ARE AVAILABLE AND OPEN TO ALL

CITIZENS. COUNTIES ARE ALSO BEGINNING TO LOOK AT TYING INDIGENT

CARE NEEDS TO TAX EXEMPT FINANCIlNG FOR HOSPITALS, ENSURING PATIENT

CARE ANDPROHIBITING THE "DUMPING" OF UNINSURED PATIENTS -- A PRACTICE
WHICH HAS BECOME MORE ?REVALENT WITH THE CUTBACKS IN PUBLIC HEALTH

INSURANCE. IN ADDITION, WHEN A GOVERNMENT USES TAX-EXEMPT BONDS TO

FINANCE PRIVATELY OWNED OR OPERATED PUBLIC FACILITIES, THE COSTS TO

USERS ARE REDUCED. THIS SHOULD NOT BE OVERLOOKED IN THE CONTEXT OF

RISING HEALTH CARE COSTS AND THE OVERALL EFFECT ON OUR ECONOMY.

MR. CHAIRMAN, IT IS CLEAR [HAI THE TAX BILL PROVISIONS REGARDING
THE TAX EXEMPT FINANCING WOULD ACTIVELY DISCOURAGE NEEDED INVESTMENT

IN OUR PUBLIC ASSETS AND WELFARE.

STATE AND LOCAL TAX DEDUCTIBILITY:

THE PROVISION IN THE FEDERAL INCOME TAX CODE THAT ALLOWS

TAXPAYERS TO DEDUCT THEIR STATE AND LOCAL TAX PAYMENTS FROM THEIR

FEDERAL TAXABLE INCOME IS A FUNDAMENTAL STAIEMENT OF THE HISTORICAL

RIGHT OF STATE AND LOCAL GOVERNMENTS TO RAISE REVENUES AND TAXPAYERS
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NOT TO BE SUBJECTED TO DOUBLE TAXATION. EVEN AT THE HEIGHT OF THE

CIVIL WAR WHEN THE EMERGENCY FEDERAL INCOME TAX WAS ENACTED, LOCAL

I*AXES WERE DEDUCTED BEFORE COMPUTING INDIVIDUAL LIABILITY. WHEN

THE CURRENT FEDERAL INCOME TAX WAS INTRODUCED IN 1913, STATE AND

LOCAL DEDUCTIBILITY WAS AND HAS REMAINED A KEY PROVISION.

DEDUCTIBILITY PRESERVES THE ABILITY OF STATE AND LOCAL GOVERN-

MENTS TO RAISE REVENUES AND TO PROVIDE SERVICES, PROMOTESEQUITY IN

THE FEDERAL TAXING SYSTE, AVOIDS EXCESSIVE CUMULATIVE FEDERAL/STATE/

LOCAL INCOME TAX RATES, AND HELPS PRESERVE THE HISTORIC INDEPENDENCE

OF STATE AND LOCAL GOVERNMENTS.

PROPERTY TAXES;
THE PROPERTY TAX IS BY FAR THE LARGEST SINGLE REVENUE SOURCE

FOR MOST COUNTY GOVERNMENTS; OVER 80% OF COUNTY REVENUE IS DERIVED

FROM PROPERTY TAXES. COUNTY GOVERNMENTS USE THIS TAX BASE TO FUND

AN ARRAY OF ESSENiIAL SERVICES INCLUDING EDUCATION, HEALTH CARE,

ENVIRONMENTAL PROTECTION, INFRASTRUCTURE, AND LAW ENFORCEMENT.

THE DEMAND FOR THESE SERVICES IS EXPANDING YET PROPERTY TAXES

ALREADY ARE RESTRAINED. TAXPAYER REVOLTS, LIKE PROPOSITION 13 IN

CALIFORNIA AND PROPOSITION 2-1/2 IN MASSACHUSETTS, HAVE OCCURRED IN

THIRTY-FIVE STATES -- INCLUDING MY OWN -- ARE RESTRICTED FROM RAISING

TAXES BY STATE LAWS WHICH PLACE CEILINGS ON PROPERLY TAX INCREASES,

NATIONWIDE POLLS SHOW THAT THIS TAX IS THE MOST DISLIKED -- BUT

IT IS THE ONE TAX ALMOST ALL LOCAL GOVERNMENTS HAVE DIRECT CONTROL

OVER. LOSS OF DEDUCTIBILITY MAKES COUNTIES' IlAJOK REVENUE SOURCE

i
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MORE UNATTRACTIVE AND MORE SUSCEPTIBLE TO TAXPAYER REVOLTS. [HIS

FURTHER ERODES OUR ABILITY TO PROVIDE AND FINANCE CAPITAL-NEEDS.

SOME STUDIES HAVE ESTIMATED THAT THE ELIMINATION OF DEDUCTI-

BILITY COULD CAUSE A 5% DROP IN PROPERTY VALUES THREATENING A PRINCI-

PAL SOURCE OF FAMILY SAVINGS -- EQUITY IN THEIR HOMES. SUCH A DROP

IN VALUES WOULD ALSO FORCE LOWER PROPERTY TAX ASSESSMENTS WHICH

WOULD OBVIOUSLY HAVE A NEGATIVE IMPACT ON LOCAL GOVERNMENT REVENUES.

NOT ON LY WILL WE BE CONSTRAINED FROM FINDING NEW REVENUES TO MEET

THE EVER GROWING DEMANDS PLACED ON LOCAL GOVERNENTS -- BUT THIS

CURTAILMENT OF REVENUES WOULD MAKE IT MORE DIFFICULT FOR US TO MAIN-

TAIN WHAT WE DO HAVE.

CREDIT RAtINGS:

MOODY'S INVEST SERVICE AND MERRILL LYNCH PROJECT THAT THIS

PROVISION OF THE TAX PLAN HOLDS SERIOUS CONSEQUENCES FOR STATE/LOCAL

CREDIT. REDUCED ABILITY TO RAISE NEEDED REVENUE COULD CAUSE SHARP

DOWNGRADING IN MUNICIPAL CREDIT RATINGSr HENCE HIGHER COSIS OF

FINANCING FOR COUNTIES. OUR ABILITY TO AFFECT ECONOMIC BEHAVIOR

AND TO BUILD PUBLIC-PRIVATE PARTNERSHIPS -- A PHILOSOPHY OF THIS

ADMINISTRATION WHICH COUNTIES WHOLEHEARTEDLY SUPPORT -- WILL BE

GREATLY DIMINISHED. THESE PROJECTIONS ARE EVEN MORE SERIOUS WHEN

THE LOSS OF DEDUCTIBILITY IS CONSIDERED, TOGErHER WITH OTHER

PROVISIONS OF THE-TAX BILL, SEVERELY RESTRICTING LOCAL GOVERNMENT

GENERAL OBLIGATION AND INDUSTRIAL DEVELOPMENT BONDS.
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PUBLIC SERVICES;

COUNTIES ARE CLOSEST TO THE PEOPLE AND AkE OFTEN THE PROVIDERS

OF LAST RESORT. WE CURRENTLY FINANCE BILLIONS OF DOLLARS-IN

NECESSARY SERVICES AND CARE. BUT IF OUR HANDS ARE FURTHERTIED WHEN

IT COMES TO MONEY TO PAY THE BILLS -- PUBLIC EDUCATION, POLICE AND

FIRE, INFRASTRUCTURE NEEDS AND BASIC HEALTH AND HUMAN SERVICES WILL

BE SERIOUSLY UNDERMINED.

FOR EXAMPLE, EDUCATION IS THE LARGEST SINGLE EXPENSE OF STATE

AND LOCAL GOVERNMENTS, COMPRISING 40% OF TOTAL EXPENDITURES IN 1982.

THE"TAX DEDUCTIBILITY PROVISION ACCOUNTS FOR $12.7 BILLION THAT'S

SPENT ON ELEMENTARY AND SECONDARY SCHOOLS AND $3.8 BILLION THAT IS

APPROPRIATED FOR HIGHER EDUCATION. THE CONGRESSIONAL RESEARCH SER-

VICE ESTIMATES THAT FOR EVERY $1.00 OF REVENUE THAT WOULD BE

GENERATED BY REPEAL OF THIS DEDUCTION, STATE AND LOCAL GOVERNMENTS

WOULD BE FORCED TO CUT THEIR BUDGETS BY 47 CENTS. UNDOUBTEDLY,

EDUCATION WOULD BEAR A SUBSTANTIAL PORTION OF ANY LOSS IN REVENUE

TO STATE AND LOCAL GOVERNMENTS RESULTING FRUM FDEKAL REPEAL OF THIS

DEDUCTION.

THE ADMINISTRATION MAINTAINS THAT THE TAX PACKAGE PROVIDES

RELIEF TO LOW INCOME PEOPLE.-*HOWEVER, IN ORDER 10 FULLY WEIGH IHE

IMPACT THAT TREASURY II WOULD HAVE ON LOW INCOME AND POOR PEOPLE WE

MUST LOOK, NOT ONLY AT TAXES THAT PERSONS WITH MODEST INCOMES

ARE REQUIRED 10 PAY, BUT ALSO AT SERVICES TO POOR PEOPLE THAT ARE

LIKELY TO BE CURTAILED AS A RESULT OF THE ELIM:NATION OF STATE AND

LOCAL TAX DEDUCTIBILITY. IN MANY INSTANCES, PERSONS WHO PAY STATE
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AND LOCAL TAXES RECEIVE LITTLE IF ANY DIRECT BENEFIT FROM SERVICES

FINANCED THROUGH THESE TAXES. THESE FUNDS ARE REDISTRIBUTED TO

PERSONS WHO ARE IN NEED OF HEALTH AND WELFARE ASSISTANCE, MENTAL

HEALTH, AND OTHER ESSENTIAL SERVICES.

INTERSTATE IUEi:

-ADVOCATES OF THE ADMINISTRATION'S TAX REFORM PROPOSAL ARGUE

THAT IT IS UNFAIR FOR TAXPAYERS IN LOW TAXING STATES TO SUBSIDIZE
BUDGETS IN HIGH TAXING STATES. THIS POSITION OVERLOOKS THE FACT

THAI SOME COUNTIES WITH HIGH AX kATES TRADITIONALLY HAVE HAD A

DISPROPORTIONATE SHARE OF LOW INCOME AND INUIGENT PERSONS WHO ARE

IN NEED OF A WIDE RANGE OF SERVICES WHICH ARE FUNDED WITH REVENUE

DERIVED FROM STATE AND LOCAL TAXES. FURTHERMORE, ANY DISCUSSION

OF SUBSIDIES BETWEEN STATES MUST TAKE INTO ACCOUNT THE NET IMPAC'I

OF ALL INTERSTATE SUBSIDIES IN :HE TAX CODE, PARTICULARLY THOSE

BENEFITTING ENERGY PRODUCING STATES. IN FACT, AS THOSE SlATES

FACE CRISES IN THEIR TRADITIONAL INDUSTRIES AND FIND THAT THEY MUST

TURN T0 ALTERNATIVE SOURCES OF REVENUE, IHEY WILL-FIND GREATER
RESISTANCE TO DOING SO WITH THE LOSS OF DEDUCTIBILITY.

FA IRNESS:

THE DEDUCrIBILITY OF PROPERTY "lAXES HAS A SPECIAL IfPORi'ANCE

WHICH HASN'] BEEN CLEARLY ENOUGH STATED IN THIS IAX DEBATE. THE

FACT TnAT PEOPLE CAN DEDUCT THE COST OF THEIR-PROPERTY TAXES MAKES

_5
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IT POSSIBLE FOR MANY MILLIONS OF AMERICANS TO OWN A HOME. HOME

OWNERSHIP AND THE SENSE OF NEIGHBORHOOD AND COMMUNITY PRIDE IT

BUILDS ARE FUNDAMENTAL TO OUR AMERICAN WAY OF LIFE. MOST HOME-

OWNERS MADE THE DECISION TO BUY A HOME -- THE SINGLE BIGGEST

FINANCIAL COMMITTMENT THEY WILL EVER MAKE -- BASED ON THE KNOWLEDGE

rHAl THEIR PROPERTY TAXES WOULD BE DEDUCTIBLE. IN LITERALLY MILLIONS

OF CASES, THE PRESIDENT'S PROPOSAL WOULD SEVERELY IISRUPI INDIVIDUAL

FAMILIES' PERSONAL FINANCIAL PLANS.

DEDUCTIBILIIY OF STATE AND LOCAL TAXES OFTEN IS PERCEIVED AS

PROVIDING A TAX BENEFIT TO UPPER INCOME TAXPAYERS. TO-VIEW IT IN

THAT LIGHT OVERLOOKS THE FACt THAT REPEAL OF THIS DEDUCTION-WOULD

INCREASE iHE TAX LIABILITY OF MANY LOW AND MIDDLE INCOME TAXPAYERS.

THERE ARE ALMOST AS MANY HOMEOWNERS AS RENTERS WITH INCOMES BELOW

$10,000 AND HERE ARE SUBSIAN'lIALLY MORE HOMEOWNERS THAN RENTERS WITH

INCOMES BETWEEN $10,000 AND $20,000. MANY LOW INCOME HOMEOWNERS

ARE ELDERLY AND ON FIXED INCOMES. ONE-HALF OF THE HOUSEHULDS MAKING

BETwEEN $20,000 AND 25,000 A YEAR DEDUCT STATE AND LOCAL TAXES, AND

TWO-THIRDS OF ALL HOUSEHOLDS MAKING BETWEEN $25,000 AND $30,000 USE

THIS DEDUCTION. MANY WHO HAVE JUST MANAGED TO FIT THE COST OF HOME

OWNERSHIP WITHIN THEIR FAMILY BUDGET, WILL NOW FIND THEY ARE UNABLE

TO DO SO. COUNrLESS OIHER FAMILIES AND YOUNG COUPLES HOPING 10 BE

ABLE TO AFFORD A FIRST HOME WILL FIND THEMSELVES HOPELESSLY PRICED

uUT UF THE MARKET. .MANY SENIOR CITIZENS FOR WHOM THE PROPERTY TAX

IS THE LARGEST PART OF THEIR MONTHLY COST OF HOME OWNERSHiv', WILL NOW

FIND THEY SIMPLY CANNOT MAKE ENDS MEET. FOR THESE TAXPAYERS, LOSS

OF THIS DEDUCTION WOULD MAKE PROPERTY TAXES MORE REGRESSIVE AND (HERE-

FORE MORE ONEROUS.
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IN SUMMARY, NACo ASKS THAT THE COMMITTEE MODIFY-THE TAX EXEMPT

BOND PROVISIONS AS I HAVE OUTLINED AND TO RETAIN STATE AND LOCAL TAX

DEDUCTIBILITY. WE LOOK FORWARD TO WORKING-WITH YOU, MR. CHAIRMAN,

ON THESE ISSUES AND OVERALL TAX REFORM.

I WOULD BE PLEASED TO ANSWER ANY QUESTIONS.

4 r '
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STATEMENT OF JONATHAN T. HOWE, SECOND VICE PRESIDENT,
NATIONAL SCHOOL BOARDS ASSOCIATION, ROCKFORD, IL

Senator DURENBERGER. Our final witness is Jonathon Howe,
second vice president of the National School Boards Association.

Mr. HOWE. Thank you, Mr. Chairman.
As a school board member in Northbrook, IL, I am pleased to

represent over 95,000 school board members throughout this coun-
try. We are the ones in the trenches, who are probably the most
accountable to our local citizenry for what goes on in the school.
And, obviously, public education today is the largest consumer of
State and local taxes, which are generated in our country today.

The deduction for State and local taxes is taken by more taxpay-
ers in this country than any other single deduction. Despite the
eloquence of other witnesses who may be in favor of the President's
proposal to withdraw this deduction, it is, nonetheless, one involun-
tary tax shelter that is available to all citizens in this country. It is
not a rich man's deduction. In fact, 'what some say, the rich aren't
paying taxes, so really this shouldn't be of too much concern to
them or providing an unfairness in what they are paying.

As other witnesses have said, more than 72 percent of the tax-
payers earning income between $25,000 and $30,000 per year utilize
this deduction. It was interesting to hear the comments in response
to Senator Bradley's question about the role of the nonitemizers- in
the governance of what is going to take place in the local communi-
ty. The argument has been made that thee is not indirect impact
upon the nonitemizer. Well, I dare say there will be a very dramt-
ic impact upon the nonitemizer if the itemizers suddenly lose the
opportunity to have the deductibility of State and local taxes.

Once there is a removal of this opportunity of taking this deduc-
tion for the payment of involuntary taxes-once this removal takes
place, what we will find, I am sure, is the same reaction that we
have in school bond referenda or in any type of local tax issue.
That once the taxpayers, especially those 72 percent who don't
have children in public schools, are given a choice as to whether
they are going to make this contribution to public education
through an increased tax rate, or the maintenance of a tax budget
for public education, they are going to think twice. And those par-
ents who are the nonitemizers whose children get many of the ben-
efits of the State and local taxes that are generated are going to
lose. Their children will be directly impacted by what has ten
place.

I think as the mayor of Cleveland pointed out, the difference of a
1,000 votes can make the difference in the passage or failure of a
school bond referendum.

When we see what is happening within the local schools, that
education is a primary object of this country, locally, State and na-
tionally, bv, must do what we can at all levels of government to
provide incentive and support. If we go and look at the retooling of
public education as being a vital issue and a priority for this coun-'
try, to take away the one deduction that is available for people who
do support public education through those State and local taxes is
to take away an opportunity for us to maximize our potentials in
public education at the local level.
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We submit to you that the repeal of this deduction, when viewed
in conjunction with additional proposals to curtail the issuance by
States and local governments of tax-exempt bonds, eliminating
early issuance, advance refunding and arbitrage, will deal a blow
to school districts in which we are going to be hard pressed to be
able to recover.

As a result of this, and to provide more definitive information
than our mere hypothesis, the National School Boards Association
is conducting a study to determine the result of tax simplification.
NSBA's survey will indicate clearly whether the brunt of this pro-
posal will fall on those who will continue to enjoy the fruits of the
synthetic tax credits and deductions or those who can afford no
more than that which they may be acquired and through their tax
dollars.-The results of that survey will be available to this commit-
tee no later than September 15, and we would urge you to give con-
sideration to that survey, and to have the opportunity to consider
it when it is completed. We hope it would buoy up the position that
has been taken by the witnesses of this panel that the continuation
of the deduction for State and local taxes is extremely important to
the fabric of our society and to the concept of federalism, which
has been discussed here this morning.

Thank you.
Senator DURENBERGER. Thank you very much.
[The prepared written statement of Mr. Howe follows:]

.4
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INTRODUCTION

I am Jonathan T. Howe, Second Vice-President of the National

School Boards Association (NSBA). I am pleased that we can submit

this testimony to the Senate Committee on Finance. The National

School Boards Association is the only major education organization

representing school board members who govern the nation's public

school districts. Throughout the nation, approximately 95,000 of

these individuals are Association members. These people, in turn,

are responsible for the education of more than 95 percent of the

nation's public school children.

Currently marking its forty-sixth year of service, NSBA is a

federation of state schdol-board associations, with direct local

school board affiliates, constituted to strengthen local lay

control of education and to work for the improvement of education.

Most of these school board members are elected public officials.

Accordingly, they are politically accountable to their constituents

for both education policy and fiscal management. As lay unsalaried

individuals, school board members are in the rather unique position

of being able to judge legislative programs purely from the stand-

point of public education, without consideration to their personal-

professional interest.
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I. REPEAL OF THE DEDUCTION FOR STATE AND LOCAL TAXES IS

UNRELATED TO TAX SIMPLIFICATION

It is ironic that a-proposal which advertizes itself as a

"simple tax plan" would focus primarily on a repeal of the

deduction of state and local taxes as the major means of achieving

its' purpose. This is so for two reasons. First, the

deductibility of state and local taxes is at once simple and

incapable of engendering transactions which are without viability.

Secondly, repeal of the deduction would signal a radical departure

from the Federal balance struck between the 16th Amendment making

Federal taxation of personal income Constitutionally permissible

and the deduction allowed for state and local taxes, the

collection of which is a traditional function of state and local

governments.

This is not to say that because something is and has always

been that it must always be. However, it behooves Congress to

recognize the dramatic impact which repeal of this deduction will

have on States and local units of governments, particularly school

districts and, to be cognizant of the fact that the demise of this

deduction will herald a significant shift in the attitude of the

Federal government toward States, local communities and the

citizens of this Country.

To advance this proposal under the guise of tax

simplification is a strange use of the tax system. In truth, a

cynic might say that the overall objective is to move government

2
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hack to the localities. However, there is an inexplicable irony

in that notion. While economic analysts differ in their

assessment of the impact which repeal of this deduction will have

when offset by lower tax rates, it is increasingly clear that

lowering tax rates will not compensate for the overall loss to

States and local units of government.

The single most publicized concern of the public in the area

of tax reform has been generated by synthetic deductions and

credits which are unavailable to the average taxpayer.

Nonetheless, manipulation of the Tax Code by utilitzation of these

legally permissible credits and deduction* has resulted in a

disparity between those who can afford to invest their monies to

avoid taxation and, those who have no option but to pay taxes or

go to jail.

Thus, while there is some rationale for the repeal of certain

tax credits and deductions, the purpose for singling out the

deduction for state and local taxes for repeal is clearly for a

reason other than that which the public has been led to believe.

.It. RAMIFICATIONS OF REPEAL OF THE DEDUCTIBILITY OF STATE AND

LOCAL TAXES

The deduction for State and local taxes is unique. Unlike

every other deduction or tax credit presently allowed under the

tax code,, this deduction is not the result of free choice. It

3
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does not represent a direct tangible monetary or personal benefit

to the individual and yet, it is the only payment -- other than

Federal taxes -- which consistently benefits the nation, the

States and local units of government.

Those who have argued successfully for retention of the

charitable contribution have articulated their position on behalf

of those who feel they can afford to be generous. However, does

not the deduction for State and local taxes represent a

contribution from each wage earner in this country for services

which inure to the benefit of the nation and which, absent the

deduction, many could ill afford to pay?

only 28% of the adults in this country have children

attending public schools. Each of this nation's 16,000 school

districts tely on State taxes and local property taxes for

operation. This Committee must not be remiss in noting that

repeal of this deduction, coupled-with a request by the school

district to increase taxes to meet school district obligations

becomes, in effect, a charitable contribution absent a

corresponding deduction for the 72% of the adult taxpayers who

have no children in public schools.

In my own State of Illinois, the average itemized return

deduqts $720 for state and local taxes. To ask an Illinois

taxpayer to "donate" even 10% more of that amount for public

education would increase his net loss to approximately $SO0. NSBA
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submits to you that a taxpayer with no children may find it more

attractive to vote againstt such a tax increase and "donate" where

he will realize, at the least, a deduction for his investment.

IllI. CONCLUSION

NSBA is gravely concerned that a repeal of the deduction for

State and local taxes, when coupled with the proposal to severely

restrict the traditional State and local use If tax-exempt bond

issuance and its attendant financial benefits to provide public

services is unresponsive to the public's demand for tax

simplification and reform. Rather, NSBA believes that the

proposal to eliminate the deduction of State and local taxes and

to curtail the local use of tax-exempt bond issuance deals a blow

to the purpose of government taxation from which States,

communities and school districts will be unable to recover.

Therefore, NSBA is conducting a survey of its members in

order to offer you more than a hypothesis of the final result of

the tax simplificatioO proposal. 1he sq"esy will indicate clearly

and unambiguously whether the brunt of this proposal will fall on

those who will continue to enjoy the fruits of synthetic tax

credits and deductions or, on thee who can afford no more than

that which may be acquired by their tax dollars.

The results of that survey will be available to this

Committee no later than September 15, 1985. Therefore, KSBA urges

t
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this Committee to withhold final judgment on any tax

simplification proposal which would repeal the deduction for state

and local taxes and curtail tax-exempt bond issuance to States and

locales until you have had an opportunity to assess the impact

these proposals will have on local twits of government and the

people you represent.

6
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PREFACE

The National School Boards Association is pleased to submit

this extension of testimony for the record to the the Senate

Committee on Finance. The National School Boards Association is

the only major education organization representing school board

members who govern the nation's public school districts. Through

the nation, approximately 95,000 of these individuals are

Association members. These people, in turn, are responsible for

the education of more than 95 percent of the nation's public

school children.

Currently marking its forty-sixth year of service, NSBA is a

federation of state school board associations, with direct local

school board affiliates, constituted to strengthen local lay

control of education and to work for the improvement of education.

Most of these school board members are elected public officials.

Accordingly, they are politically accountable to their

constituents for both education policy and fi-scal management. As

lay unsalaried individuals, school board memberseare in the rather

unique position of being able to judge legislative programs purely

from the standpoint of public education, without consideration of

their personal professional interest.

1
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I believe that provincial institutions
are useful to all nations but nowhere
do they appear to me to be more
indispensable than amongst a
democratic people. . . I have
heard citizens attribute the power
and prosperity of their country to
a multitude of reasons, but they
all placed the advantages of local
institutions in the foremost rank.
Am I to suppose that when men
who are naturally so divided on
religious opinions and on political
theories agree on one point (and
that one of which they have
daily experience), they are all
in error? The only nations which
deny the utility of provincial
liberties are those which have
fewest of them; in other words,
those who are unaquainted with
the institutions are the only persons
who pass a censure upon it.

Alexis de Tocqueville
Democracy In America

It is a misfortune, inseparable from
human affairs, that public measures are
rarely investigated with that spirit of
moderation which is essential to a just
estimate of their real tendency to
advance or obstruct the public good; and
that this spirit is more apt to be
diminished than promoted, by those
occasions which require an unusual
exercise of it.

James Madison
The Federalist
No. XXXVII

2
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INTRODUCTION

The purpose of this Testimony is to address issues raised by

the proposed repeal of the deduction for State and local taxes.

Substantively, the issues concern themselves with how local

and State governments have traditionally raised revenues to carry

out the functions of local government and, how those functions

would be curtailed if this deduction is repealed.

However, there is a broader issue raised by the proposed

repeal of this deduction. That is, does repeal of the deduction

for State and local taxes serve the beat interests of the purpose

of the government of the United States?

NSBA believes that repeal of this deduction would suppress

local government in two ways. First, it would negatively impact

the ability of State and local governments to raise the revenues

necessary to carry out their governmental functions. Secondly, it

has the potential of creating a serious friction between the State

and its cities, as well as between various arms of State and local

governments as each competes for the dwindling tax dollar.

Futhermors, NSBA believes that rejpeal of this deduction would

not serve the purpose of the United States government and,

therefore, could not serve the interests of the citizens of this

country.

5 -911 0 - 86 - 7
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The basis for NSBA's position is setforth herein below.*

I. THE PURPOSE OF THE FEDERAL GOVERNMENT IS THE PUBLIC GOOD.

Because Americans treasure representative democracy,

democracy is often perceived as the purpose of government.

However, the word "democracy" is descriptive in nature and,

denotes the form of American government.

Rather, the purpose of the American democratic system is

found in the oft utilized synonym for the "United States" -- the

Republic.

The word Republic is a proud word. It has its origin in the

Latin words Res - Publica, literally translated as the "public

thing" or "public good". Thus, the Republic of the United States

is-". . . no other than Government established and conducted for

the interest of the public, as well individually as

collectively"o./

'NSBA addressed the substantive issues in its written and
oral testimony before the Senate Finance Com~ttee, July 25, 1985,
and incorporates herein that testimony by reference.

l/Paine, Thomas; Rights of Man: p. 174.
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II. THE FEDERAL AND STATE/LOCAL GOVERNMENT SERVE SEPARATE BUT

EQUAL FUNCTIONS FOR THE PURPOSE OF THE REPUBLIC.

Prior to establishment of the United States there were

autonomous Republican States. Their purpose in joining together

to form a single nation was not the casting aside of their

autonomy. Their purpose was the "... creation of a more perfect

Union . . . " which could accomplish for all that which was

difficult or impossible for one State, acting alone, to do.

The Constitution sets forth in detail the functions of the

Federation of States as well as explicitly reserving to the States

all manner of functions which were unrelated to international or

inter-State concerns.

Thus, the Federal government was charged by the Constitution

with certain tasks, e.g. making foreign policy, regulating

commerce between the States and defending all the States from

foreign attack. Moreover, the States continued to be responsible

for all functions of government which were not delegated to the

Federal government, education of its people, the building of

roads, keeping the peace, and the plethora of governmental

responsibilities which promote the political, social and esoteric

needs of local communities.
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III- THE ABILITY TO FULFILL THE REQUIREMENTS OF GOVERNANCE IS

DEPENDENT ON RAISING REVENUES

Money is, with propriety, considered as the vital
principle of the body politics as that which sustains
its life and motion, 27nd enables it to perform its most
essential functions.

No man argued more strenuously for the imposition of a

direct, Federal tax on the people of the United States than did

Alexander Hamilton. Hamilton recognized that the power to govern

was inextricably tied to the ability to raise revenues providing

for the pecuniary wants of the citizens. The absence of Federal

freedom to collect those revenues directly from the people was a

constant source of fear to Hamilton who warned that the result

would be one of two evils ". . . either the people must be

subjected to continual plunder . . . or the government must sink

to atrophy, and, in a short cause of time, perish."

Hamilton's arguments bore no fruit during his lifetime. The

opposition to direct Federal taxation of the people was too

strong.

2 /Hamilton, Alexander: The Federalist No. XXX, p. 175.
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The basis for the opposition was twofold: a fear of a too-

powerful central government which would encroach upon the autonomy

of the States and, the fact that it would result in double

taxation by virtue of the fact that the Federal government would

be exacting a tax on property (real and/or personal) which was

already subject to State taxation.

It was not until 1909, more than 125 years after the United

States came into being that the States ratified the 16th Amendment

providing for a direct-Federal taxation of its citizens.

IV. THE HISTORY OF THE DEDUCTION FOR STATE AND LOCAL TAXES

A deduction for payment of any and all taxes paid by

individuals was allowed in the Civil War tax on incomes. (Act of

August 5, 1861, Pub. L. No. 40, 49, Ch. 45, 12 Stat. 292).

Unfortunately, the deduction was added, in Conference. Thus, there

is no published Congressional discussion on the reasoning for

allowing the deduction.

The Tax Code which was adopted in response to the 16th

Amendment contained a deduction for ". . . all nations, State,

county, school and municipal taxes paid within the year . . ."

but, excluded those assessed against local benefits. (38 Stat.

167). However, once again, the deduction was non-controversial

and not the subject of discussion or debate.
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The scope of the deduction for state and local taxes has been

narrowed twice in the 72-year history of the Tax Code.

A. 1964

In 1964, Congress eliminated deductions for taxes on

tobacco, alcohol, selective sales, auto and drivers' license

fees, and certain local improvement taxes. (Pub. L. No.

88-272, §207(a), 78 Stat. 40-42). It is instructive to note

that the House Ways and Means Committee Report found that

retention of the deduction for State and local income taxes

was necessary to balance the heavy burden which would be

placed on those who were taxed on their income on the

Federal, State and local levels. Furthermore, the Report

goes on to note that a repeal of the deduction of local

property taxes was unthinkable as it would result in a

material shift in the apportionment of the Federal tax burden

between homeowners and non-homeowners. Finally, the Report

argued that it was incumbent upon the Federal government to

provide tax neutrality in the choice of State and local taxes

through retention of the deduction for sales tax.

B. 1978

In 1978, Congress reg4aled the deduction for State and

local gasoline and motor fuel taxes. (Pub. L. No. 95-600,

§111, 92 State. 2777). The House Committee on Ways and Means

0
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Report directs itself solely at the narrow issue of the

repeal of taxes imposed on motor fuel and gasoline and does

not speak to the broader issues raised by other components of

the State and local tax deduction. (H. Rep. 95-1445, 95th

Cong. 2nd Sees., 41-42 (1978).

It is unfortunate that there is no extant, detailed

discussion articulating the basis for a deduction for the

payment of State and local taxes. However, the absence of

such discussion is at once beneficial and instructive for it

is an indicia that the Congress has traditionally realized

the necessity of Federal tax neutrality in the choice between

State and local taxes as well as the adverse impact double

and/or triple income taxation would have on citizen

taxpayers.

V. REPEAL OF THE DEDUCTION FOR STATE AND LOCAL TAXES IS

UNRELATED AND UNRESPONSIVE TO THE PUBLIC DEMAND FOR TAX

REFORM

It has. been suggested that repeal of the deduction for

payment of State and local taxes is in response to the public

demand for tax reform. The publicized public demand for tax

reform is based on two complaints the Tax Code is too

complicated and, the tax system generates inequities which result

in those who are perceived as best able to pay, contributing

little or nothing in tax payments.
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A. Repeal of This Deduction Will Not Simplify the Tax Code.

The deduction for the payment of State and local taxes

is based on actual payment made. The deduction requires no

complex mathematical computation and engenders no secondary

credits or deductions.

Thus, repeal of this deduction would not decrease the

complexity of the Tax Code in any real way.

a. Repeal of This Deduction is-Unresponsive to the Public's

Demand for Tax Reform.

The public demand for tax reform is occasioned by

inequities in the Tax Code which generate synthetic deduction

and tax credits resulting in many individuals and

corporations paying little or no taxes.

The State and local tax deduction is available only to

those individual's who pay State and local taxes. Therefore,

repealof this deduction does nothing to eliminate inequities

in the Tax Code which result in corporations and individuals

paying little or no tax.

Therefore, repeal of this deduction is unrelated and

unresponsive to the public's demand for tax reform.
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IT IS NOT IN THE BEST INTEREST OF THE UNITED STATES TO

REPEAL THE DEDUCTION fOR PAYMENTS TO U.S. LOCAL AND STATE

GOVERNMENTS AND TO RETAIN THE TAX CREDIT FOR THE PAYMENT OF

FOREIGN TAXES BY U.S. CITIZENS LIVING ABROAD.

A tax deduction is a debit against a taxpayer's income.

It reduces the amount of money on which the income tax is

assessed. Alternatively, a tax credit is a debit against a

taxpayer's final tax assessment.

A U.S. taxpayer residing in the U.S. is allowed a

deduction for the payment of State and local taxes. However,

a U.S. citizen residing in a foreign country which taxes the

U.S. citizen's income is allowed a tax credit for taxes paid

to the foreign country in which they reside.

Thus, under current law, U.S. citizens residing abroad

are able to make a tax contribution to a foreign country ind

take full advantage of their payment in support of a foreign

power. Alternatively, a U.S. citizen residing in a State who

contributes taxes to their State and local governments is

allowed only a deduction for their payment in support of a

community which represents the backbone of the United States.

It is therefore, ironic that the Tax Proposal should

- choose to repeal a deduction for the payment of taxes in

support of the United States in the name of "tax reform" and,
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simultaneously retain the tax credit for the payment of taxes

in support of a foreign power.

There is no logic which can conclude that it is in the

best interest of the purpose of the United States government

to repeal the deduction for payments which inure to the

benefit of the people of this country while, at once,

retaining a credit for payments which inure only to the

benefit of the individual who takes advantage of the credit

and the foreign country in which they reside.

It cannot be said that the Congress had not the

Constitutional power to repeal the deduction for State and

local taxes. However, Congress must address the question of

whether it is in the best interests of the purpose of the

United States government to exercise the power of repeal and

thereby take the first step toward eroding the freedom of

State and local governments to collect revenues for the

purpose of fulfilling their purpose.

The objective observations of de Toqueville are no less

true today than they were in the 1700's,

I believe that provincial institutions
are useful to all nations, but nowhere do
they appear to me to be more
indispensable than amongst a democratic
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people.... How can a populace,
unaccustomed to freedom in small
concerns, learn to use it temperately in
great affairs? What resistance can be
offered to tyranny in a country where
every private individual is impotent, and
where the citizens are united by no
common tie? Those who dread the license
of the Mob, and those who fear the rule
of absolute power, ought alike to desire
the progrelive growth of provincial
liberties.

While there is some argument in favor of the repeal for this

deduction, it is surely an argument of last resort. There is no

other deduction or tax credit allowed by the Tax Code which

directly fosters the growth ok provincial or national liberties.

Rather, every other deduction and tax credit promotes the

individual's weath and/or corporate wealth and accumulation of

property.

Congress must therefore, ask itself whether the deduction for

State and local taxes should not be the last deduction repealed by

the Federal Government, rather than one of the first.

3/de Tocqueville, Alexis, Democracy in America, p. 94.
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Senator DURENBERGER. Senator Moynihan.
Senator MOYNIHAN. Mr. Chairman, I want to say something of

some urgency. We've had a special set of witnesses today. Without
exception, they have one distinction. They have one thing which
differentiates them from so many of the people who've come before
us. They have been elected to office by citizens of this country. And
it is extraordinary. Think about it. We first heard from Governors
representing the 50 States. Then we heard from Senator Marchi,
chairman of the finance committee of the New York State
Senate-a body older than this one by a few years-representing
100 State legislatures; and Mayor VoinoVich, representing the
15,000 cities in the League of Cities. And We have heard from the
representatives of 3,800 counties as well.

And with the exception of one gentleman from Pennsylvania,
you have been unanimous in your testimony. [Laughter.] We have
not seen in my time on this committee, 84 years now, such a dis-
play of the spirit of federalism. There arO other governments in
this system. Not just this one here. And it's not an administrative
arrangement. It's not put together because' the Yankees were dif-
ferent from the Virginians and the Qua ers in between. It's a
series of governments-not just about limiting power, but of shar-
ing power.

And look at them down there. Consider, for example, the least
understood of all of our units of government, the school board-the
most public regarding, the quietest.

Yesterday, on the way out we were talking about this and the
chairman said, "You know, I suppose really the unsung heros of
American public life are those elected members of school boards
who have listed telephoneb" (Laughter.] I

All right. You don't run as a Democrat or Republican or any-
thing. You have your elections. We do it in the spring. Do you?

Mr. Hows. Spring or fall. i
Senator MOYNIHAN. Yes. Keep it away from regular party poli-

tics. But you keep that public school system going: And here they
are unanimous. I think the Senate must hea this and it will.

I have one question, if I can, and just answer in the order you
spoke.

If it were to be established by the Congressional Budget Office,
the Joint Tax Committee and other economic advisers that the
President's proposal would increase the Federal deficit, would you
be for it?

Mayor MORIAL. Senator Moynihan, I cannot speak for the Con-
ference of Mayors since we have taken no policy position on that.

Senator MOYNIHAN. But individually, of course.
Mayor MORIAL. But individually I would say that it would be un-

acceptable, if it were to impact unfavorably upon the deficits.
Mayor VOINOVICH. It s unacceptable to us because it is revenue

neutral, as I stated in my testimony. Tax reform should be tied in
with doing something about the deficit, and the money that we get
from it should be applied to reducing that deficit.

Senator MOYNIHAN. And the package we have is going to ifl-
crease it.

Senator.
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Mr. MARCHI. Again, I would like to go back. Revenue neutrality
is effective the day that the act becomes effective and then the dy-
namics begin to build up. You've got 15 percenters out there, 25
percenters and 35 percenters. And that's what all Americans are
going to be known as-15, 25, and 35. One objective-the States are
not going to be able to do it. My colleagues in the counties and
these cities and the school boards aren't going to be able to do it.
Mr. Pearlman said that Congress may. You are going to have lines
that stretch out over half the United States. There are 13 million
people delivering services at the local level and we are not going to
be able to give them adequate answers or responses. But the politi-
cal system is going to do it. And iVs going to have three easy tar-
gets-bang, bang, bang. That 35 becomes 70 or 80. I don't know
where we are ending. But, George Orwell, you are a little late, but
you may be arriving. I hope not.

Senator MOYNIHAN. Ms. Klinger.
Ms. KLINGER. Revenue neutrality really depends on what all is

on the table. I would like to comment that lowering the rates will
result in a 30-percent decrease in deductibility of State and local
taxes. And I think that's a very serious point.

Senator MOYNIHAN. Dr. Howe.
Mr. HOWE. Again, you have to look at the totality of what is

going to be done. And I think it would be inexcusable for any
public official to do anything to continue to increase the deficit
levels at the rates that we have seen. And I think that we would
have to look at the totality of what Congress proposed relative to a
restructuring of the Tax Program. But more important, I believe,
would be the reduction of the deficit.

Senator MOYNIHAN. Well, I think that's going to be our next
question, as the Joint Tax Committee reports this week or next.

We thank you very much. We are honored by your company, and
this committee will not long forget this day.

Senator DURENBERGER. Let me ask you a couple of questions. I
know usually these hearings are held when there is a Federal pro-
posal before us, and most of these organizations come in saying
they are against the proposal.

I d like to ask if any of the associations are for a couple of things,
and at least favors any federal policy.

Does any of your associations have a position it has taken on a
Federal policy? Specifically, a Federal policy with regard to hous-
ing. Not what it shouldn't be, but what it should be.

I agree with several of you who brought this issue up. And I
think it was Ms. Klinger who said it is the most important issue
facing local government officials. Which association represented
here has an adopted policy or position on what Federal policy
ought to be in housing?

Mayor MORIAL. Senator, we have taken some policy positions at
the U.S. Conference of Mayors. Our position is that there is a
direct role that the Federal Government should play in promoting
and influencing housing within this Nation to the extent that there
might be subsidies, special tax credits, and tax considerations rela-
tive to meeting the needs of housing in this Nation. And it is a crit-
ical problem that's so massive that even the Department of Hous-
ing and Urban Development, in this country has not been able to
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meet the demand or the needs for housing within this country. I
think Mayor Voinovich indicated that in his remarks. And I will
not attempt to speak for him, but I think he made it clear as to
what the position is of local governments relative to housing within
this country.

Senator DURENBERGER. Senator?
Mr. MARCHI. Just that there is no stated position of the confer-

ence. But, of course, that problem has been very much on the front
burner in the State of New York for a very long time, for decades.

Senator DURENBERGER. The conference does not have a position?
That's what I want to know.

Mr. MARCHI. No, no; they do not. But I will say this: That we are
not alien to the process. Indeed, the State of New York on the ques-
tion of affordable housing has had to have a positive policy even
before Federal Government or anybody else became involved. And
I would say, to echo the distinguished mayor, that this still is a
matter which we would join and certainly want to participate ac-
tively. Going back even to Senator Taft who had a very strong
policy on housing, if we just wanted to be historical.

Senator DURENBERGER. George.
Mayor VOINOVICH. We have had a policy for a long time, and

fundamentally it is that every American is entitled to decent, safe
housing. Every provision that provides for housing should be on the
table, to the wealthy, middle class, or poor, and priority should be
given to those that are in the most need in terms of housing. So if
we put all of it on the ..table as I mentioned in my testimony, we
would say, No. 1, programs dealing with low and moderate income
housing probably should be given the highest priority.

Senator DURENBERGER. OK. Ms. Klinger.
Ms. KLINGER. As a part of county platform, our general state-

ment is that county governments have a moral obligation and
should assume the responsibility to help provide decent housing for
all segments of the population. One of the reasons we believe the
tax-exempt nature of municipal bonds should be safeguarded is
these bond proceeds are badly needed and should be used in a
manner that will help provide affordable mutlifamily housing in
this country.

Senator DURENBERGER. Thank you.
Mr. Howe.
Mr. HowE. Happily, housing is one of the very few issues you

haven't asked school oards to tackle. [Laughter.]
Senator DURENBERGER. Well, I can understand why. If you are

moving off dependence on the property tax, maybe that's not an
issue for school boards; but it sure as heck ought to be.

I just want to say that it strikes me-and George laid out the
various approaches or somebody else did. This committee sets most
of the national housing policy without knowing that it's doing it.
And we have done it over the years with the Tax Code. We've done
it in a variety of ways. And we have run the cost of shelter in
America up from $4,000 or $5 000 a year, when I became an adult,
to $86,000 or $90,000. My kis now are at the point where they
would like to buy a house but can't afford one. And that's some
mish-mash in policies. And, with all due respect it does not get
solved by an association whose position is: Every American is enti-
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tied to decent, safe housing. I don' V that critically. I say that by
way of an appeal to the associations that have the problems, the
elected officials that have the. responsibility of sheltering the home-
less. I just want to say that for 71/2 years I haven't detected on my
part, our part, your part, anybody's part a willingness to come to
grips with the fact that this Nation does not know where the hell it
is going in terms of sheltering people. And I agree with all of you
that it's a terrifically important problem.

And I would just encourage all of you to put it somewhere on
your priorities, including the School Boards Association, because
education-is sure as heck in competition with a lot of other local"
services for those dollars.

Mayor VOINOVICH. Senator, we have been very strong in support
of housing matters before this body for many years. Multifamily
housing.

Senator DURENBERGER. And all of that has gotten us $90,000
housing. That's the problem, George. And we can't afford $90,000
housing. And all of us jointly have to try to figure out what is our
best role. Is it that? Is it this? Is it in the Tax Code. Ron Pearlman
would say forget the Tax Code. You and I would say it is probably
properly an organized tax decision mechanism which is some form
of consumer choice of what you want, and is probably a lot better
than some of the alternatives that we have experienced.

But I don't know that we here are capable of addressing that
issue without the help of the associations that are here.

Mr. How.. Senator, I might say from a school board point of
view that, generally, Our housing issues are not handled at the na-
tional level, but rather they are handled at the local level as to the
type of housing, what is encouraged, the role of schools in provid-
ing adequate services to any changes in the demographics of a com-
munity. But from a national point of view we have felt properly, I
believe, t hat the local issue of housing and the services that are to
be provided through the schools are those which properly belong
and should be decided at the local level.

Mayor VoINovICH. Senator, may I make one other point?
Senator DURENBERGER. OK, George.
Mayor VolNovICH. We have some distinguished research in this

area. Cushing Dolbeare put together a book-and Senator Moyni-
han, you got it when you were at our last meeting. We will provide
you with a copy-it is called "Who Gets It and Who Needs It." It's
very, very illuminating. It lays it out as to who is really getting the
subsidy in housing in the United States of America. And we think
that you could start with that and decide who gets It and how
much it costs. And it sets some priorities. But you have got to do
that, as you well know, within the area of the deficit. That's the
other side of it. And may even require to maintain a housing pro-
gram.

[A policy working paper of the National League of Cities follows:]
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PREFACE

On behalf of NLC's Board of Directors and member cities, we are
pleased to present this excellent study of housing policy by
Me. Cushing Dolbeare.

The need for this report arose from policy discussions among the
elected officials from NLC's member cities during 1984. Those
discussions resulted in the adoption of a policy statement that was
added to NLC's National Municieal Policy in November at our Annual
Congress of Cities. Those policy positions are outlined in "A Note
About NWC Housing Policy" by William Barnes.

The analyses in Dolbeare's report provide background for these NLC
policies. We hope that this report will be useful to others in
developing a broader view of federal housing policy and that the
report-will generate discussion and further investigation.

We invite comment on the policies that NLC has adopted and on
the analyses presented in Dolbeare's paper. We look for*Ard
to working with all those concerned with housing policy on the
important questions that are raised here.

Alan-Beals
Executive Director
National League of Cities

William R. Davis, III
Director, Office of Policy
Analysis and Development
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A Note About SW Housing Policy

by

William R. Barnes
Senior Policy Analyst

National League of Cities

At NLC's Congress of Cities in Indianapolis, in November 1984,
the membership of the National League of Cities added a new
segment to its policy statement regarding housing. This
additional policy statement, reproduced below, focuses on
the housing policy dimensions of the federal tax code:

Housing and the Tax Code

Priority in federal housing assistance -- whether
provided directly or through provisions in the tax
code -- should be given to meeting the housing needs
of people who could not otherwise obtain decent,
affordable housing. The balance between monies
devoted to low-income housing assistance and the
homeownership provisions of the tax code should be
reviewed.

All federal housing assistance, including that which
results from provisions in the t&x code, should be
considered in a housing policy context. As a step
in that direction, we recommend that the President
include in his budget request and the Congress
include in its first budget resolution, an analysis
of the distribution of all housing assistance among
income classes.

Revenues realized from changes in housing-related
tax provisions and from housing expenditure programs
should be used for production, rehabilitation, and
housing allowances for low-income households.

Until effective alternative housingauppl and
financing mechanisms are put in place, the present
tax incentives for the production, rehabilitation,
and maintenance of low-income housing should be
retained.

To explain the analytic background for this policy and to stimu-
late discussion on what NLC regards as very important issues, we
asked Ms. Cushing Dolbeare (Consultant on Housing and Public
Policy) to provide the background paper which is presented here.
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Adoption of the new policy statement in November culminated a year
of discussions in NC's Community and Economic Development Policy
and Steering Committees. Those discussions dealt, on the one
hand, with the need for low income housing assistance in cities
and the status of federal housing programs. On the other hand,
the discussions dealt with the treatment of housing in the federal
tax code. When these two discussions merged, certain issues came
clearly into focus and the new policy statement was the result.

This NC policy contains two general principles. The first is
that "priority in federal housing assistance, whether provided
directly or through provisions in the tax code, should be given
to meeting the housing needs of people who could not otherwise
obtain decent housing". In other words, federal housing assis-
tance should be targeted to need, regardless of the source or
delivery mechanism. The second general principle is that "all
federal housing assistance, including that which results from
provisions in the tax code, should be considered in a housing
policy context." Housing policy is housing policy whether it is
manifested through direct expenditure programs, through the tax
code or -- although the statement does not specifically mention
it -- through credit activities of the federal government.

When these two general principles are brought together and applied
as criteria to the existing patterns of federal housing assistance,
some striking incongruities appear. These are detailed in Part 4
of Dolbeare's paper, and might be summarized in two tatementst (1)
the richer you are, the more likely you are to receive federal
housing assistance and the more you are likely to get, and (2) the
big money for federal housing assistance is delivered, not through
the direct expenditure programs like public housing or Section 8,
but through the tax code. It is based on the fact of these incon-
gruities that NLC's statement goes on to say that *the balance
between monies devoted to low income housing assistance and the
homeownership provisions of the tax code should be reviewed".
Dolbeare's paper provides an analysis of the existing "balance".

The NLC statement goes on to suggest that the President should
include in his budget request and the Congress should include in
its first budget resolution an analysis of the distribution of all
housing assistance among income classes. While it is true that
this information is available in certain HUD documents, NLC's
members concluded that putting such an analysis in more publicly
salient documents -- documents whose owners are the elected
officials of the federal government -- would focus more attention
on it and help stimulate the discussions which are needed to move
us toward the substantive recommendations made in the statement.
This would be a step in the direction of a more systematic and
inclusive federal housing policy.

Other steps need to be taken in this direction. The Department
of the Treasury (with jurisdiction over the tax code) and the
Department of Housing and Urban Development (ostensibly the housing
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policy focus in the federal government) should find some way to
bring their separate elements of housing policy together.
Similarly, on Capitol Hill, the tax committees and the housing
committees in the Congress need to find some ways to bring together
the housing policy elements that are now held quite separate and
distinct.

These views were recently elaborated in testimony by Councilmember
Ruth Scott of Rochester, New York on behalf of NLC before the
Subcommittee on Housing and Community Development of the
Committee on Banking, Finance and Urban Affairs in the House of
Representatives. Ms. Scott, who is a member of NLC's Board of
Directors, said refering to the policy statement quoted above:

The policy statement adopted by NLC demonstrates
that city leaders, in increasing numbers, are
realizing that the federal Treasury and Internal
Revenue Service have come to dominate federal urban
policy, virtually preempting other federal cabinet
agencies. Similarly, in the Congress, the Senate
Finance and House Ways and Means Committees have
inadvertently become the preeminent urban policy
makers in the fields of housing, economic
development, transportation, energy, employment,
health, income security, infrastructure, and
municipal fiscal stability.

In the past few years, the enormous federal deficit
stretching out seemingly forever has led the
Administration and Congress to reduce or freeze
virtually all assistance programs to cities.

. . . every direct assistance program to cities is
under intense scrutiny and must overcome at least
four obstacles (President's budget, first
Congressional budget resolution, authorization
action, and appropriations).

With these reductions in both nominal and real
dollars, there is less and less of a policy making
role for cabinet agencies and Congressional
authorizing committees.

In contrast, provisions in the Internal Revenue
Code which provide incentives for certain kinds
of investment undergo little scrutiny. They are
immune to policy considerations from the appro-
priate federal agencies and Congressional
committees. They are immune to the Congressional
budget process.

Except in rare instances, tax incentives, or
federal tax expenditures become indexed entitlement
programs. That is, once a provision creating a
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certain kind of tax incentive is inserted in the
code -- such as, for instance, the mortgage
interest deduction -- the value of the revenue loss
to the federal treasury is not subject to any
policy review by HUD or the House or Senate Housing
Subcommittees. The value is not subject to theta
concurrent budget resolutions. The value is not
subject to the Congressional appropriations
process. Moreover, because it is built into the
tax system, it is a value which grows significantly
faster than inflation .

City officials have assumed that federal urban
policy is the job of HUD and the House and Senate
Banking and Urban Policy Committees to set ....
Yet, the opposite is increasingly the case.

... . Consider an example. The U.S. Treasury
has estimated that in 1984, federal housing tax
expenditures for the mortgage interest deduction
for vacation homes equalled $1.2 billion.

Yet there is no evidence that anyone at HUD reviewed
that expenditure and recommended that part of federal
housing policy be to allocate $1.2 billion of
assistance to Americans who could afford vacation
homes. Similarly, no committee in Congress held
hearings to determine if -- at a time when cities are
faced with a growing problem of housing the homeless
-- it was appropriate to provide these families, who
can afford a second home, with this large a level of
assistance -- a level, moreover, which has grown
annually in every year without any review by any
committee at the very time when the current
Administration and Congress have said time and again
that the federal government must take drastic action
to reduce federal assistance for housing.

As the role of direct assistance and policy making
has declined, the role of tax policy and its impact
on cities has become proportionately greater.

Scott's testimony also reflects another policy statement, adopted
by NL's members in November 1984, which treats the tax expendi-
ture issue generally. It calls for joint referral of all tax
expenditures to both authorizing and tay committees in the
Congress. It also says that "each tax expenditure should annually
be considered part of the total budgeted resources available in
each program area" and that "each tax expenditure should nave a
sunset date" to encourage "careful oversight".

The NLW housing policy recommends a specific strategy that would
begin to address the imbalance in the distribution of current
federal housing assistance and to facilitate the interaction
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between the tax and direct expenditure aspects of federal housing
policy. The statement recommends that "revenues realized from
changes in housing-related tax provisions and from housing
expenditure programs should be used for production, rehabilita-
tion, and housing allowances for low income households".

One mechanism for achieving such shifts of funds from the tax side
to the expenditure side would be a "trust fund". Let us say, for
example, that Congress enacted a restriction on the mortgage
interest deduction for vacation homes. Treasury estimates that
this would save $1.2 billion per year. All or some significant
portion of these savings (i.e., increased revenues) could be
earmarked into a Low Income Housing Trust Fund. The guidelines
for the use of these Trust Fund monies would be the responsibility
of the respective Banking Committees in the House and the Senate.
Funding of such a Trust Fund could also include the imposition of
a small capital gains tax imposed upon sellers of houses at the
time of sale. Moreover, studies by David Rosen of program ideas
for several states suggest that funding might also come from
earmarking revenues from various housing-related escrow accounts
into such a Trust Fund.

Finally, the NLC statement adopts a tactical approach to the tax
incentives now in place for the production, rehabilitation, and
maintenance of low income housing. It says that "until effective
alternative housing supply and financing mechanisms ase put in
place" the present tax incentives should be retained. This
position is based on the view that the present tax incentives for
low income housing may not be the most efficient way to deliver
this assistance, but that they should be retained until such time
as effective alternatives are securely in place with adequate
funding.

Assuming that such replacements would be direct expenditure
programs, this amounts to a recommendation for "buying out" the
low income housing provisions of the tax code. The Trust Fund
idea might be viewed similarly. For those who feel that the tax
code should be a means of raising revenue, not be a vehicle for
policy, such a "buying out" approach might be the way to build a
long term consensus around eventual tax reform, on the one hand,
and adequate policy, on the other hand.

The policy adopted by the National League of Cities in November
1984 is a permanent policy unless amended. It sets a direction
for NLC's advocacy and also for further NLC policy development.
Specific definition of NLC positions on the multitude of practical
policy and program questions that this statement engenders will
come -- as this statement did -- from NLC's standing policy
process, which involves city officials from across the country in
year-round discussions of important urban policy questions.
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FERRAL HOUSING ASSISTANCE WHO NEEDS IT? WHO GETS IT?

A Policy Working Paper
for the National League of Cities

by

Cushing N. Dolbeare
Consultant on Housing and Public Policy

EXUIIVE SUMaRY

Adequate, affordable housing is a basic human need. The major
thesis of this paper is that all federal housing expenditures,
whether made as direct payments or in the form of *tax
expenditures" -- should be treated together as expressions of
federal housing policy. When this is done, the balance of
these subsidies in the light of the nation's housing needs must
be addressed. The paper provides background information to begin
the process.

Who Needs Housing Assistance? The vast majority of households
living in inadequate housing or paying more than they can afford
for shelter ace poor. In 1981 there were 3.0 million seriously
inadequate units and another 4.7 million units with significant
deficiencies. By these measures, 9.3% of the housing stock is
inadequate. An even larger number of households was paying
more than they could afford for shelter. A total of 7.2 million
owners and renters, 11.4% of all households for whom this data
was reported, paid more than half of their incomes for shelter.

Roughly two thirds of all American households are home owners.
Home ownership has been, and remains, a strong aspiration for
many renters. As income rises, the proportion of owners
increases. In 1980, 44% of the lowest income households were
owners, compared with 930 of the highest income households.
Median owner income was almost twice median renter income.
However, there are almost as many owners as renters with
incomes below $10,000, and substantially more owners than
renters with incomes between $10,000 and $20,000.

Most low income renter households have very high rent-income
ratios. In 1980, 62% of the 2.7 million renter households with
incomes below $3,000 annually paid more than 600 of their incomes
for rent, as did 30% of households with incomes between $3,000 and
$7,000. Only a small proportion of low income renter households
live in affordable units and the proportion of renters in
affordable units rises with income.
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Most low income renter households live in private rental housing,
without federal subsidies. At 25% of income, a household with an
income df-$5,000 can afford only $104 monthly for rent, including
utilities. There are twice as many households with incomes below
$5,000 as there ace affordable units in the housing inventory.
Fewer than one fifth of the renter households eligible for and
needing assistance are now living in federally subsidized housing.

Types and Distribution of Federal Housing Assistance. The major
direct federal housing programs are provided either through the
Department of Housing and Urban Development (HUD) or, in small
cities and rural areas, through the Farmers Home Administration
(FmHA) of the U.S. Department of Agriculture. The emphasis of
federal low income programs has been on the provision of rental
housing. As of the end of 1984, approximately four million
households were receiving direct assistance through HUD's
programs. In addition, almost three quarters of a million
households in small towns and rural areas lived in housing sub-
sidized, primarily with interest credits, by the Farmers Home
Administration. By far the largest federal housing subsidies,
however, both in cost to the Treasury and in number of recipients,
are those provided through the tax code.

Since 1981, authorizations for additional federal low income
housing assistance have declined sharply. They will go almost to
zero if the Administration's 1986 budget proposals are adopted.
Housing payment and operating subsidy outlays for occupied units
have increased somewhat as additional units -- authorized earlier
-- have been completed and occupied. Meanwhile the cost of
housing-related provisions of the tax code has risen sharply.

In 1981, budget authority (as initially contained in the 1981 HUD
appropriation, before cuts and rescissions) for low income housing
was $30 billion, outlays for housing payments and operating sub-
sidies for all units under HUD subsidy were $5.7 billion and the
estimated cost of housing-related tax expenditures was $33.3
billion. The Administration's budget for 1986 calls for only
$0.5 billion in budget authority for low income housing and $10.4
billion in outlays. Housing-related tax expenditures are
estimated at $45.6 billion. Roughly 90% of the cost of the
housing provisions of the tax code are accounted for by homeowner
deductions of mortgage interest and property taxes and deferral
or exclusion of capital gains on home sales.

The homeowner provisions in the tax code were not, with the
exception of the capital gains provisions, inserted in order to
provide assistance for home ownership. On the contrary, they are
the result of a definition of income, which excluded interest and
state and local tax payments, which was included in the tax code
when it was first enacted in 1913, having been carried over from
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an emergency income tax enacted during the Civil War. Until
the broadening of the tax base and the rise in home ownership
following World War II, this definition had little impact.

Upper income people receive a disproportionate share of total
federal housing expenditures. In 1981, one quarter of all
households had incomes below $10,000, but they received only
one-eighth of all federal housing assistance (direct and through
the tax code). Lower middle income households -- 27% of all
households -- received only 7% of all housing assistance. At the
other end of the income distribution, one quarter of all federal
housing assistance went to the 7% of all households with incomes
above $50,000 and 43% of the assistance went to the 20% of house-
holds with incomes between $30,000 and $50,000.

The proportion of households receiving federal housing assistance,
either directly or through tax expenditures, rises as income
increases. Only about one eighth of taxpayers with incomes below
$10,000 receive housing assistance, and about half of this assis-
tance is direct (that is, federal housing assistance payments on
behalf of these households to owners of subsidized units). About
one fifth of all taxpayers with incomes between $10,000 and
$20,000 receive housing assistance, primarily through the tax
code. In contrast, two thirds of all taxpayers with incomes
between $30,000 and $50,000 and more than four-fifths of those
with incomes above $50,000 receive housing assistance through the
tax code.

Moreover, the average amount of assistance per household rises
with income. In 1981, the average amount of federal housing
expenditures per household was $10.40 per household per month
for households with incomes under $10,000, rising to $155.54 per
household per month for households with incomes above $50,000.

There is a myth that low and middle income homeowners are the
chief beneficiaries of homeowner deductions. The facts do not
support this. Although about two thirds of all households are
home owners, only 28% of the tax returns filed in 1981 claimed
homeowner deductions. This was primarily because the majority
of taxpayers do not itemize their deductions. Most low income
owners own free and clear, so they do not have mortgage interest
deductions to claim. For others, incomes and marginal tax rates
are so low that it does not pay them to do so. Therefore, they
do not benefit from the homeowner provisions.

The magnitude of the subsidy imbalance is such that a more
equitable approach to federal housing assistance could provide
a substantial portion of the funds needed to deal effectively
with the critical housing needs of low income people.
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The first step in dealing with the problem of the imbalance of
federal housing subsidies is to define the appropriate objectives
for federal housing policy and programs. Then, both tax and
direct expenditures should support these objectives. Given the
magnitude of housing needs, it should be axiomatic that federal
housing assistance should be directed toward providing decent,
affordable housing for those who cannot not obtain or retain it
in any other way.
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Adequate, affordable housing is a basic human need. The housing
sector also plays an important role in the economy. For these
reasons, the federal government -- for more than half a century
and in a variety of ways -- has been involved in the financing
and production of housing and in assisting people to obtain
decent housing at affordable costs.

Federal activities related to housing have been variously
motivated and have had numerous effects. The public housing
program, for example, was motivated in large part by the need
to provide-jobs during the depression of the 1930's. Since
the end of World War II, a number of efforts have been made to
stimulate the economy through federal housing stimulus programs.
The development of federal mortgage insurance programs, also
initiated during the depression, has changed the entire nature
of financing home purchases and has assisted in a major expansion
of home ownership. These insurance programs have been augmented
by an array of federal credit programs directly or indirectly
supporting the construction or purchase of housing. Finally,
the Internal Revenue Code has had a major impact both on the
nature of the housing market and the way in which housing is
provided. Some of these tax provisions were inserted in the tax
code in deliberate efforts to stimulate housing activities; the
housing consequences of others, although major, appear to have
been unintended.

Over the past few years, some of these federal housing activities
have been subjected to careful scrutiny by both Congress and the
executive branch as part of efforts to reduce federal spending.
As a result, funding for the direct spending programs has been
reduced greatly. But the housing-related tax expenditures have
avoided such scrutiny and reduction.

The major thesis of this paper is that all federal housing
expenditures should be treated together as expressions of federal
housing policy. When this is done, the balance of these subsidies
in the light of the nation's housing needs must be addressed.

This paper provides background information to begin the process
of reviewing the patterns of federal housing expenditures. It
describes briefly the nature of housing needs in the United States
and contrasts this with the amount and distribution of federal
housing assistance. The foci are direct spending and "tax
subsidy expenditures and low income housing needs, which are the
most persistent and urgent of the nation's housing problems.
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CilAPTER TWO

WHO NEEDS HOUSING AMSISTANCE?

There are a number of ways of assessing the need for housing
assistance. For many years, housing quality was the dominant
concern. In 1940, when the first housing census was taken, almost
40% of the occupied dwelling units in this country were either
dilapidated or lacked basic plumbing facilities. While there is
no strictly comparable measure available today, it is clear that
the proportion has dropped to less than 5%. Even so, in 1980,
some 2.2 million households lived in units that were either
overcrowded or lacked some or all basic plumbing facilities.

More complete data on housing quality is now reported in the
American (formerly Annual) Housing Survey as well as in the U.S.
Census of Housing. Unfortunately, however, since many units
contain more than one defect, it is impossible to estimate the
number of seriously inadequate units from the published data.
However, a special tabulation by HUD found that in 1981 there
were 3.0 million seriously inadequate units and another 4.7
million units with significant deficiencies. By these measures,
9.3% of the housing stock is inadequate.

An even larger number of households was paying more than they
could afford for shelter. A total of 7.2 million owners and
renters, 11.4% of all households for whom this data was reported,
paid more than half of their incomes for shelter. (This, and
other data in this section is contained or derived from the 1980
Annual Housing Survey conducted by HUD and the Bureau of the
Census.)

The Vast majority of households living in inadequate housing
or paying more than they can afford for shelter are poor.
This paper focuses primarily on low income as a measure of the
need for housing assistance both because the disparity between
the cost of shelter and the income available for shelter is so
great, and because it lies at the root of most other housing
problems. For example, it is impossible to build or rehabilitate
housing for low income people without substantial subsidies. And,
because of construction and rehabilitation costs, these needs
cannot be met through approaches based on income support alone.
It should be noted, moreover, that there are other persistent
housing problems which need continued exploration and attention
even though they are outside the scope of this papers the housing
problems of special groups, such as elderly people or people with
disabilities, farm workers, and large renter households the
supply, location and availability of housing; and housing
discrimination.
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Roughly-two thirds of all American households are home owners, and
home ownership has been, and remains, a strong aspiration for many
renters. As income rises, the proportion of owners increases. In
1980, 44% of. the lowest income households were owners, compared
with 93% of the highest income households. Median owner income
was almost twice median renter income. (See Table 1.)

Table 1

Incbme of U.S. Households by Tenure, 1980

(Households in thousands)

Income Owners Renters % Owners

Under $3,000 2,155 2,748 44.0%
$3,000-$6,999 5,750 6,479 47.0%
$7,000-$9,999 4,367 3,862 53.1%
$10,000-14,999 7,217 5,553 56.5%
$15,000-$19,999 6,977 3,672 65.5%
$20,000-$24,999 6,707 2,263 74.8%
$25,000-$34,999 9,814 1,984 83.2%
$35,000-$49,999 6,002 699 89.6%
$50,000-74,999 2,445 207 92.2%
Over $75,000 1,082 88 92.5%

TOTAL 52,516 27,556 65.6%
Median $19,800 $10,600 --

Source: Annual Housing Survey, 1980, Part C.

The large number of middle and upper income home owners has tended
to mask the existence of a substantial number of low and moderate
income owners. As Chart I shows, however, there are almost as many
owners as renters with incomes below $10,000, and substantially
more owners than renters with incomes between $10,000 and $20,000.

The correlation between income and housing need is less direct for
owners than for renters. A substantial proportion of low income
owners have paid off their mortgages. Not only do they have the
equity in their homes, but their housing costs are primarily for
utilities, insurance, repairs and taxes (which are also lower in
many jurisdictions for low income owners).

Nevertheless, it is clear that many low income owners have
significant housing needs. For example, in 1980, there were 2.2
million owner households paying more than 50% of their incomes for
shelter. Almost 85 percent of these households had incomes below
$10,000.

Unfortunately, however, the housing needs of low income owners
remain a neglected area of both policy analysis and program
support. In part because of lack of data and in part because the
housing needs of low income renters are clearly more intense, the
remainder of this analysis will focus on the housing problems of
renters.
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Only a small grogortion of low income renter households live in
affordable units, while the Droportion of renters in affordable
units rises with income.

In 1980, 860 of renter households with incomes below $3,000 paid
more than one quarter of their incomes for rent, as did 81% of
households with incomes between $3,000 and $7,000, and 72% of
households with incomes between $7,000 and $10,000. The situation
for people at the bottom of the income scale was so critical that
62% of the 2.7 million renter households with incomes below $3,000
(109 of all renters) annually paid more than 60% of their incomes
for rent, as did 30% of households with incomes between $3,000 and
$7,000.

Fewer than one quarter of all renter households with incomes below
$10,000 in 1980 paid less than 25% of their incomes for rent.-
About half of the households with incomes between $10,000 and
$15,000 paid less than 25%, as did three-quarters of all households
with incomes between $15,000 and $20,000. Chart 2 shows the 1980
figures for total renter households, by income group, and the
number living in units at rent-income ratios of 25% or less.

On the other hand, more than nine tenths of all renter households
with incomes above $25,000 were living in units which cost them
less than 25% of their incomes. The contrast between households
paying less than one quarter of their incomes for rent and those
paying more than half is shown in Chart 3. (The figures are for
gross rents, inclusive of utilities, and have been adjusted to
include units on which no data was reported by the Annual Housing
Survey.) Table 2 below provides additional details.

Table 2

Rent-Income Ratios, by Income, U.S., 1980
(Households in thousands)

Income (in thousands)

=iL IL-7 $7-10 $10-15 815-25 F25+ Total
Number

-25% 382 1,248 1,066 2,732 4,751 2,780 12,961
25-34% 279 981 1,213 1,836 909 135 511353
35-49% 263 1,488 l,03 740 186 32 3,812
50-59% 130 816 261 111 25 7 1,351
601+ 1,694 1,946 218 133 64 24 4,078

TOTAL 2,748 6,479 3,862 5,553 5,935 2,978 27,556

Percent
-25% 13.9. 19.3 27.6 49.2 75.4 87.6 47.0
25-34% 10.2 15.1 31.4 33.1 18.8 9.6 19.4
35-49% 9.6 23.0 28.6 13.3 4.2 1.5 13.8
50-59% 4.7 12.6 6.8 2.0 0.4 0.4 4.9
60%+ 61.6 30.0 5.6 2.4 1.2 0.9 14.8

100.0 100.0 100.0 100.0 100.0 100.0TOTA L 100.0
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RENTERS IN AFFORDABLE UNITS, 1980
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CHART 3

CONTRASTING RENT-INCOME RATIOS
by income class. 1980
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The foregoing figures are based on 250 of income rather than the
30% now used for federal housing subsidy programs for two reasons:
(1) 25% is still the accepted rule of thumb -- used by the
National Association of Realtors and others -- for affordability,
and the 30% figure was clearly adopted as a way of reducing both
the subsidy and the differential between percent of income paid
for rent by subsidized and unsubsidized households; and (2) the
Bureau of the Census' Annual Housing Survey figures lump together
households paying 25-34% of income for gross rent and would
require extrapolation to base affordability estimates on 30% of
income. If the latter were done, the number of households living
in affordable units would obviously increase, but the pattern of
lower income people being predominantly those in "unaffotdable"
units would be sharper.

The reason so many low income households pay so much of their
incomes for rent is simple& without subsidy, it is impossible to
provide housing at tents which very low income people can afford.
At 25% of income, a household with an income of $5,000 can afford
only $104 monthly for rent, including utilities. At $7,000, a
household can afford $1461 at $10,000, the level rises to $208.
Except for subsidized housing, it is impossible to provide decent
units at these costs.

There are twice as many households with incomes below §5,000 as
there are affordable units in the housing inventorY, Table 3
below compares renter households and affordable units. It shows,
by income class, the number of renter households. It then shows,
for 25% and 30% of income respectively, the affordable rents for
each range and the estimated number of rental units in these
ranges. Chart 4 shows the information for households and units
renting for 25% of their incomes. This comparison between low
income households and low rent units, stark as it is, understates
the affordability problem because a high proportion of these
low-rent units are occupied by higher income households paying far
less than 25% of their incomes for them.
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Table 3

Comparison of Renter Households and Rental Units, 1980
(Numbers in thousands)

Less $5,000 $7,000 $10,000 $15,000
than to to to or

$5,000 $6t999 $9,999 $14,999 more
Renter Households 6,346 2,882 3,862 5,553 8,913

Affordable rent at 25% under $104 $105-146 $147-208 $209-313 $313+
Estimated units at 251 2,703 2,351 5,526 10,067 6,731
Gap or surplus -3,643 -531 1,664 4,514 -2,182

Affordable rent at 30% under $125 $126-175 $176-250 $251-375 $376+
Estimated units at 30% 3,620 3,533 7,587 9,070 3,682
Gap or surplus -2,726 651 3,725 3,517 -5,233

Most low income renter households live in private rental housing,
without federal subsidies. Only a small proportion of households
eligible for and needing assistance are now living In federally
subsidized housing,. By whatever measure of need is used, about
four fifths of all low income renter households are unable to-
obtain federal housing assistance.

There are a number of ways of estimating the number of low income
households needing housing assistance. One commonly used measure
of low income need is the poverty level. A slightly higher
standard is 1250 of the poverty level. Neither of these criteria
has traditionally been used as a measure of need or eligibility
for housing assistance. Instead, the Housing and Community
Development Act of 1974 set 80% of median family income, as
defined by BUD, as the limit for the Section 8 program and defined
households with incomes below 500 of median as very low income.0
Both of the housing standards include more households than the
poverty measures. While none of these threshholds correlates
exactly with need, it is Significant that the President's
Commission on Housing, appointed by President Reagan in 1981,
found that three quarters of all renter households with incomes
below 50% of median were living in substandard housing, paid more
than they could afford for shelter, or both. The other quarter
lived in assisted housing. (The President's Commission on
Housing, Interim Report, October 1981.)
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LOW INCOME RENTER HOUSEHOLDS
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Regardless of the measure used, only a small proportion of renter
households -- after almost half a century of federal low income
housing assistance -- are actually receiving it. Only 16% of
renters with incomes below the poverty level were living in
subsidized housing in 1980. Only 22% of *very low income* renter
households and only 15t of *low income" renter households, as
defined by BUD, occupied subsidized housing. Chart 5 and Table 4
show the estimated number of renter households under each of these
four measures of need in 1980. (The numbers would be roughly
doubled if homeowners were included.) The bottom portion of each
bar in Chart 5 shows the proportion of renter households living in
subsidized housing.

Table 4

Renter Households by Selected Measures of Need, 1980
(Households in thousands)

Below Below Below Below
poverty 1250 of 50% of 80% of
level poverty median median

Renter households 8,956 9,204 11,154 16,833
In subsidized housing 1,430 1,888 2,405 2,680
Not in subsidized housing 7,526 7,316 8,749 14,153
0 in subsidized housing 16.00 20.5% 21.6% 15.9%

The inability to pay what decent housing costs is ieflected.not
only in the growing number of homeless people and those who fail
to pay their rents. -It is also reflected in poor housing quality.
Although there are almost twice as many owners as renters, more
than 63% of all substandard or overcrowded housing was occupied by
renters in 1980. And, as Chart 6 shows dramatically, almost three
fifths of the renter households living in substandard or overcrowd-
ed housing in 1980 had incomes below $7,000. Most of the rest had
incomes between $7,000 and $15,000. (The picture for owners is
similar half of the owner households in substandard or overcrowded
housing had incomes below $7,000, and almost 90% had incomes below
$20,000.)

Given this picture of low
being provided?

income housing needs, what assistance is
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CHAPTER T51

Ty or FnMKL BOWING ASSISTIDU

Federal assistance to housing is provided in several major ways:
through programs which provide subsidy payments to housing owners
through flexible programs, such as the community development block
grant (CDBG) program, where local governments determine the use of
funds and apply them to improving housing; through the provision of
credit or loan guarantees and through various provisions of the
tax code.

This paper is concerned with the two major types of federal
spending for housing: those provided through direct subsidy
payment programs and those provided through the tax code. The
technical term for the latter is *tax expenditure," a term used
by William Simon and Milton Friedman about fifteen years ago.

The Congressional Budget Act of 1974 began to address the issue
of the cost of tax expenditures by requiring a listing of all tax
expenditures in the Federal budget. These listings have since been
contained in a Special Analysis which is an integral part of the
President's annual budget proposal. The following explanation
appears in Special Analysis G: Tax Exzenditures for Fiscal Year
1984:

The Congressional Budget Act of 1974 (Public Law
93-344) requires a listing of "tax expenditures" in
the Budget. The act defines "tax expenditures" as
"revenue losses attributable to provisions of the
Federal tax laws which allow a special exclusion,
exemption, or deduction from gross income or which
provide a special credit, a preferential rate of
tax oe a deferral of liability." The definition of
tax expenditures used in this analysis is based on
the distinction between the "normal" or "*reference"
provisions of the tax structure needed to make the
tax operational, and the "special" provisions that
are exceptions to the reference tax provisions.
Such exceptions are designed to further other
objectives, such as health care, export promotion,
or employment of the handicapped. Their operation
isa, therefore, comparable to outlay groqgrama such
as milk price supports and rent subsidies that also
provide a subsidy to patticolar activities. For
this reason. the expressions "tax subsidies" and
"tax expenditures" are often used synonymously.
Because the term "tax subsidies" is somewhat more
dscrioptive than "tax enditures," t' former
will be used in the remainder of this analysis.
(Executive Office of the President, Office of
Management and Budget, Special Analysest Budget
of the United States Governmentc Fiscal Year 1984,
p. G-1. Emphasis added)
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Estimates of the cost of tax expenditures are available from three
major sources: the OMB budget documents, the Congressional Budget
Office, and the Joint Committee on Taxation. Unless otherwise
noted, the figures 'n this memorandum are taken from relevant OMB
budget documents. In addition, the Department of Housing and
Urban Development, in its annual housing production (formerly
housing goal) reports, breaks down the homeowner tax expenditures
by income groups. These figures have been used here to estisnate
the cost of tax expenditures. It has been necessary to make some
assumptions on the distribution of costs by income group in order
to make estimates of the distribution of other direct and tax
expenditures for housing assistance. To the extent that these
assumptions bias the results, they overestimate expenditures for
lower income people and underestimate expenditures for upper
income people.

It should be noted that the provisions of the tax code have
important interrelationships with each other, so that repeal
of any one provision -- or even any combination of provisions --
would not result in recouping the full cost of those provisions
to the Treasury. Thus, while it is possible to identify the
amount of tax expenditures and estimate their distribution by
income group, the task of estimating revenue which would be
generated by any changes is more complex. This is also true, to
a lesser extent, of direct expenditures. For example, as housing
assistance is cut back and homelessness increases, additional
resources are goitg into aid for the homeless, including not just
shelter but food and health care.

The major direct federal housing programs are provided either
through the Department of Housing and Urban Development (HUD)
or, in small cities and rural areas, through the Farmers Home
Administration (FmHA) of the U.S Department of Agriculture. The
emphasis of federal low income programs has been on the provision
of rental housing. Despite the large number of low income owners,
referred to above, there is only one very small federal subsidy
program (the very low income repair loan and grant program of the
Farmers Home Ad ministration) that directly addresses the housing
needs of very low income owners. Two other federal programs, one
in HUD (the row-terminated 235 program) and one in FmHA (the 502
program) , do subsidize interest rates for home purchases by
people with somewhat higher incomes. In addition, many
communities use substantial portions of their CDBG funds for
rehabilitation, much of it by low income owners.

As of the end of 1984, approximately four million households were
receiving direct assistance through HUD's programs. Outlays for
housing payments and public housing operating subsidies to support
these units totalled $9.9 billion.
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Table 5

Households Living in BUD-Assisted Housing
as of September 30, 1984

Outlays
Households (in Millions)

Section 8 1,909,812 $ 6,030
Public Housing 1,331,908 2,821
Section 236 (net) 352,620 658
Rent supplements 55,606 110

Subtotal, rental units 3,649,946 9,619
Section 235 home ownership 209,730 270

GRAND TOTAL 3,859,676 9,889

In addition to the 3.8 million households living in HUD-subsidized
lower income housing, there are almost three quarters of a million
households in small towns and rural areas living in housing
subsidized, primarily with interest credits, by the Farmers Home
Administration. (Information obtained from the Housing Assistance
Council.) Because of the way Farmer's Home programs are funded, it
is impossible to provide comparable figures for the 1984 cost of
these units. Most FmHA units ate financed through loans from the
Rural Housing Insurance Fund, which lends money at below-market
interest rates. Each year, the fund is reimbursed for losses and
some expenses incurred two years previously (the time lag is to
permit calculation of the amount based on actual experience).
These FaHA loans are supplemented by some grant funds, primarily
for rural rental assistance, farmworker housing, and very low
income home repairs. Most of the FmHA activities, since they do
not involve direct federal subsidy payments, are "off-budget."

Table 6

Households Living in Fatma's Home Subsidized Hovsing
As of September 30, 1984

502 Home Ownership with interest credits
S04 Very low income repair loans or grants
Subtotal, homowners

515 subsidized rental housing
514/516 farm labor housing
Subtotal, rental units

GRAND TOTAL

396,536
42,914T25,450

294,500
15 000

734,950

400
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By far the largest federal housing subsidies, however, both in
cost to the Treasury and in number of recipients, are those
provided through the tax code. In fiscal 1984, the cost to the
Federal Treasury of housing-related tax expenditures wa3 estimated
by the Congressional Joint Committee on Taxation at $43,665
trillion, based on information provided by the Treasury Department
and the Congressional Budget Office (CBO). No currentAinformation
is available on the number of taxpayers benefitting from these
deductions. The 1984 housing-related tax expenditures, as esti-
mated by the Joint Committee using a more inclusive definition
of tax expenditures than OMB (and thus obtaining higher cost
estimates), are listed in Table 7.

Table 7

Housing-Related Tax Bxpenditures, 1984
(in millions of dollars)

Historic structure preservation $ 320
Tax exempt rental housing bonds 1,275
Mortgage revenue bonds 1,785
Accelerated rental hag depreciation 815
5-year amortization of low income

housing rehab 60
Subtotal, investor deductions 4,255

Mortgage interest 23,480
Property taxes 8,775
Capital gain deferral 4,895
Capital gain exclusion 1,630
Residential energy credits 630

Subtotal, homeowner deductions 39,410

TOTAL $43,665

Although some of the major housing-related tax expenditures
contained in the Internal Revenue Code were enacted with
termination dates (so they must be extended from time to time),
none have been subjected to the kind of review and decision-
making by either Congress or the executive branch that accompanies
requests for direct housing outlays and budget authority.
Moreover, the tax expenditures whioh have been given attention
over the past several years, as Congress has endeavored to raise
revenues by closing loophole # have been primarily those tax
incentives designed to stimulate investment In housing. The najor
housing expenditures however, are the homeowner deductions, which
dwarf all other housing expenditures, either direct or through the
tax system.
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CHAPTER FOUR

THE DISTRIBUTION AND COST OF FMMIML HOUSING ASSISTANCM

Direct federal spending for housing assistance is-measured in two
ways: (1) outlays or housing payments to support the roughly 4
million units now receiving subsidy and (2) budget authority to
extend assistance to an additional number of households.

Outlays or housing payments are a largely uncontrollable expense.
Most assisted housing is subsidized under contracts which obligate
the federal government to make payments over a five- to forty-year
period. Basically the payments cover capital and financing costs,
along with some operating assistance.

Budget authority for additional housing assistance is the total
federal commitment for future subsidy payments under the assis-
tance contracts. The Congressional Budget Act requires that budget
authority for assisted housing be calculated as the maximum annual
payment times the number of years of the subsidy contract. Thus,
budget authority estimates make low income housing programs appear
to be enormously expensive because they represent multi-year
commitments. It is equivalent to the cost to an individual
purchasing a home with a 15 or 20 year mortgage, if that cost,
instead of being calculated as the price of'the home, were calcu-
lated by including all the principal, interest, taxes, maintenance,
utilities and other expenses for the full term of the mortgage.
Most new houses would cost well over $300,000 if calculated that
way.

Authorizations for additional federal low income housing assistance
have declined sharply since 1981 and will go almost to zero if the
Administration's FY 1986 budget proposals are adopted. Housing
payment and operatIng subsidy outlays for occupied units have
increased somewhat as additional units have been completed and
occuped. But the cost of housing-related provisions of the tax
code continued to rise using OMB's estimates (which are substan-
tially below those of CBO or the Joint Committee on Taxation).
Chart 7 shows these changes in constant 1985 dollors.

These budget changes have had a severe impact. Reservations for
additional low income units under HUD and Farmers Home programs
will have dropped from a peak of 541,534 in fiscal 1976 to a
projected zero in 1986 under the Administration's proposed 1986
budget. Chart 8 provides the figures for incremental units,
including Section 8 existing and vouchers, but excluding loan
management, conversions, or additional subsidies for HUD-held
properties already receiving subsidies. An increasing proportion
of the dwindling additions to HUD units are for existing housing,
vouchers, loan management, or conversions of units to Section 8
from other programs, such as rent supplements, as Chart 9 shows.
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The impact of these changes is only beginning to be felt. As Chart
10 illustrates, there is a substantial lag between reservations,
starts, and completions, and units approved several years ago are
still being completed and occupied. This flow of additional units
will not, however, continue.

In 1981, budget authority (as initially contained in the 1981 HUD
appropriation, before cuts and rescissions) for low income housing
was $30 billion, outlays for housing payments and operating sub-
sidies for all units under HUD subsidy were $5.7 billion and the
estimated cost of housing-related tax expenditures was $33.3
billion. The Administration's budget for 1986 calls for only
$0.5 billion in budget authority for low income housing and $10.4
billion in outlays. Housing-related tax expenditures are estimated
at $45.6 billion.

Table 8

Federal Housing Expenditures, 1981-86
(in billions or current dollars)

1981 1982 1983 1984 1985 1986

Budget authority 30.2 17.7 8.6 9.9 10.8 0.5
Outlays 6.9 8.0 9.6 10.0 10.6 10.4
Tax expenditures 33.3 36.6 35.4 37.9 41.4 45.6

It should be noted that these figures understate the magnitude of
housing-related tax expenditures because they do not include the
failure to tax imputed rent as a homeowner deduction or tax
expenditure. Imputed rent is 'what a homeowner would receive by
renting it (the home) out, less the costs of ownership, taxes,
depreciation, and maintenance.0 (COO, The Tax Treatment of Home
Ownership Issues and Options, 1981.) If the owner were renting
the unit to someone els, s/he would be taxed on this income. The
Congressional Budget Office notes that net imputed rental income
has never been taxable in this country althoughh it has been taxed
elsewhere) for two reasons: the concept has not been widely
accepted by noneconomists and the practical difficulties of
estimating the amount. A BUD study estimated the cost of this
expenditure to the Treasury in 1979 at $14-$17 billion. It would
be substantially higher now. (John C. Simonson, Olxisting Tax
Expenditures for Homeowners,= BUD, 1081, cited by CBO.)

Roughly 900 of the cost of the housing provisions of the tax code
are accounted for by homeowner deductions of mortgage interest and
property taxes nd deferral or excusion or capital gains on hoe
sales. Homeowner deductions in fiscal 1985 are estimated by the
oint Tax Comittee to total $49.3 billion, while investor
deductions will cost the Treasury an estimated $5.8 billion. (See
Chart 11.) This pattern of housing-related tax expenditures is not
substantially different from prior years.
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CHART 11

HOUSING-RELATED TAX EXPENDITURES, 1985
(CBO estimates)
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This has major implications for tax policy and the impact of
various efforts to reduce tax expenditures. In 1983 and 1984,
Congressional attention to reducing these expenditures focussed on
the investor deductions, while ignoring the far larger homeowner
deductions.

The cost of the homeowner priovisions of the tax code is increasing
far more rapidly than assisted housing payments for lower Income
people.

While assisted housing payments (subsidies for all occupied units
subsidized through BUD programs and the direct payments made by
the Farmers Home Administration) have been rising steadily, though
slowly, as additional units are subsidized, the cost of the home-
owner provisions of the tax code is increasing far more rapidly
(See Table 9 and Chart 12). This is not, however, the result
of any conscious policy decision on the part of either the
Administration or the Congress to increase the federal assistance
going to homeowners. Rather, it is the result of the interaction
of changes in the economy with the provisions of the tax code.
High housing costs, high interest rates, and an increasing number
of homes with mortgages account for much of the increase. To a
certain extent, the homeowner deductions stimulate borrowing for
other purposes. During much of the last ten years, for example,
real interest rates have been negative after allowing for inflation
and the tax deductibility of interest payments. Therefore, owners
had a substantial economic incentive to refinance rather than pay
off their mortgages.

Table 9

Cost of Homeowner Deductions and Assisted Housing
Outlays, 1975-86

(in billions of dollars)

Assisted
Homeowner Housing

Year Deductions Outlays

L975 9.9 2.1
1976 8.9 2.5
1977 8.7 3.0
1978 13.1 3.7
1979 17.5 4.5
1980 25.0 5.5
1981 31.5 6.9
1982 34.3 8.0
1983 31.3 9.6
1984 34.6 11.3
1985 34.8 10.6
1986 41.3 10.4
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It is worth noting that the homeowner provisions in the tax code
were not, with the exception of the capital gains provisions,
inserted in order to provide assistance for homeownership. On the
contrary, they are the result of a definition of income, which
excluded interest and state and local tax payments, and which was
included in the tax code when it was first enacted in 1913, having
been carried over from an emergency income tax enacted during the
Civil War. Until the broadening of the tax base and the rise in
homeownership following World War II, it had little impact.

Unfortunately, accurate figures on the number of homeowners
benefitting from homeowner deductions are hard to come by, because
data on homeownership are kept by household and data on tax deduc-
tions are kept by taxpayer, and many households have more than one
taxpayer. Nonetheless, it is clear that fewer than half of all
homeowners claim mortgage interest and property tax deductions. In
1981, 26,425,000 taxpayers claimed these deductions this is 48.6%
of the total number of owner-occupied units in the inventory that
year. (This figure overestimates the proportion of owners using
the deductions, since some owner households had more than one
taxpayer claiming these deductions).

Upper income people receive a disproportionate share of total
federal housing expenditures.

In 1981, one quarter of all nouseholds had incomes below $10,000,
but they received only one-eighth of all federal housing assistance
(direct and through the tax code). Lower middle income households
-- 27% of all households -- received only 7% of all housing
assistance. At the other end of the income distribution, one
quarter of all federal housing assistance went to the 7% of all
households with incomes above 5000 and 43% o the assistance
went to the 20% of households with incomes between 30,000 and
$50,000. Chart 13 and Table 10 show the relative distributions of
households and housing subsidies, by income class, while Table 11
and Chart 14 show the number of subsidy recipients in 1981.

Table 10

Estimated Distribution of Households and
Federal Assistance By Income Group, 1981

Income Group (in thousands)

Under $10 $10-20 $20-3 $30-50 Over $50

Households 25.4% 26.7% 21.1% 19.6% 7.2%
Subsidies 12.6% 6.9% 12.8% 43.5% 24.2%
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CHART 14
HOUSING SUBSIDY RECIPIENTS, 1981
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The proportion of households receiving federal housing assistance,
either directly or through tax expenditures, rises as income
increases. Only a one-eighth of taxpayers with incomes below
110900 receive housing ass stance and about halt of this
assistance is direct (that is, federal housing assistance payments
on behalf of these households to owners of subsidized units).
About one fifth of all taxpayers with incomes between $10,000 and
$20,000 receive housing assistance, priiarlIy through the tax code.
In contrast, two thirds of all taxpayers with incomes between
$30,000 and $50,000 and more than four fifths of those w th incomes
above 150,000 receive housing assistance through the tax code.
Chart 15 shows the number of taxpayers, by income group, receiving
housing assistance. (Since there are often two taxpayers in the
same household, the total number of taxpayers is greater than the
number of households.)

Table 11

Total Taxpayers, by Income, and Recipients
of Tax and Direct Housing Subsidies, 1981

(Millions of households)

Income in thousands of dollars

Under $10 $10-20 $20-30 $30-50 Over $5

Taxpayers 34.6 24.3 17.1 13.4 4.1
Receiving tax I
subsidies 2.1 4.7 7.0 9.1 3.5

Not receiving
tax subsidies 32.5 19.6 10.1 4.2 0.6

Housing subsidy
recipients
Tax subsidies 2.1 4.7 7.0 9.1 3.5
Direct subsidies 2.3 0.7 0.2 0.0 0.0

TOTAL 4.4 5.4 7.2 9.1 3.5

Moreover, the average amount of assistance eer household rises
with income. In 1981, the average amount of federal housing
expenditures per household was $10.40 per household er month for
households with incomes under $10,000, rising to $155.54 per
household oear month for houseods wIt incomes above $50,000 (See
Table 12 and Chart 16).



CHART 15
TAXPAYERS BY INCOME GROUP, 1981
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CHART 16

AVERAGE MONTHLY HOUSING SUBSIDIES
PE HOUSB40LD N INCOME CLASS, 1981

180

170

160

I50

140

130

120

110

100

90

80

70

60

50

40

30

20

10

0

$1200

Under $10

Direct subsidies

$71.91

I /
I I. I

$1O-20 $2-30 $30-5o

Household Incom 1($ thousands)
I Tax subsidies

C

0
Eo9
0.

0

$22.61

$155.54

2
Over $50

- II;I I D



247

Table 12

Total and Average Subsidies by Income Group, 1981

Under $10,000- $20,000- $30,000- Over
$10,000 $20,o $30,000 $50,00 $50,000

Total households (000's) 21,229 22,293 17,600 16,413 5,992

Direct subsidies
Households in assisted

housing (000's) 2,182 557 134 0 0
Estimated total direct housing

subidias (000,000's)* $5,455 $1,272 $214 $0 $0
Average per assisted

household* $257 $57 $12 $0 $0
Average per month $208.34 $190.37 $133.33 $0.00 $0.00

Average per household
in income class $257.00 $51.00 $12.00 $0.00 $0.00
Average per month $21.41 $4.76 $1.02 $0.00 $0.00

Average per recipient $1,353 $322 $835 $1,553 $3,200

Tax subsidies
Households claiming tax

subsidies (000's)** 2,075 4,740 6,996 9,119 3,495
Estimated total tax 271 144 338 863 1866

subsidies (000,000's) $305 $1,92,)j $5,739 $14,164 $11,184
Average per household

receiving tax subsidy $147 $409 $820 $1,553 $3,200
Average per month $12.25 $34.07 $68.36 $129.44 $266.67

Average per household
in income class $14 $87 $326 $8t3 $1,866
Average per month $1.20 $7.24 $27.17 $71.91 $155.54

Total subsidies -
Total tax and direct

subsidies (000,000's) $5,760 $3,210 $5,953 $14,164 $11,184
Total recipirote (000's) 4,257 5,297 7,130 9,119 3,495
Average per recipient $1,353 $322 $835 $1,553 $3,200

Average per month $13.88 $11.01 $29.08 $87.11 $226.93
Average per household

in income class $271 $144 $338 $863 $1,866
Average per month $22.61 $12.00 $28.19 $71.91 $155.54

*Subsidies allocated arbitrarily to tilt slightly toward lover income.
**Households claiming homeowner deductions; these estimated totals are

probably too high.

Sourcee-Rotimated by Low Income Housing Information Service from official
goverme nt documents.
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There is a myth that low and middle income homeowners are the
chief beneficiaries of homeowner deductions. The facts do not
support this. Although about two thirds of all households are
homeowners, only 280 of the tax returns filed in 1981 claimed
homeowner deductions. This was primarily because the majority
of taxpayers do not itemize their deductions. Most low income
owners own free and clear, so they do not have mortgage interest
deductions to claim. For others, incomes and marginal tax rates
are so low that it does not pay them to do so. Therefore, they
do not benefit from the homeowner provisions. (Part of the low
percentage is also because some households have more than one
taxpayer, but this is a small part of the difference.)

The magnitude of the subsidy imbalance is such that a more
equitable approach to federal housing assistance could provide a
substantial portion of the funds needed to deal effectively with
the critical housing needs of low income people. For example,
Anthony Downs has estimated that a reduction of only 14% overall
in homeowner deductions for mortgage interest and property taxes
would produce enough revenue to fund a full-scale, entitlement
housing allowance program. (Rental Housing in the 19801s.)
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Senator DURENBERGSR. On the issue of deductibility of State and
local taxes, is there anyone here who would support selective elimi-
nation of deductibility? Or do you have positions against that sort
of thing? Bradley-Gephart eliminates deductibility on sales taxes.
Kemp-Kasten eliminates it on income taxes and sales taxes. Is
there any association here that has taken a position against the se-
lective elimination of deductibility?

Ms. KLNGER. We really believe that the deductibility for all of
those items need to be left. On the property tax deduction, of
course, that's the difference between homeownership and renting
for thousands of people in this country, whether or not they are
going to qualify for allowance. We could not support that kind of-
we've had our vote just last week and it's clear on deductibility
across the board our association has spoken.

Senator DURENBERGER. Did you discuss my bill on the 1 per-
cent of adjusted gross income at all?

Ms. KLINGER. That I have such esteem for, Senator Durenberger,
and I am serving on the Treasury Advisory Group on Federal,
State, and Local Fiscal Relations and that was a mandate in your
last bill. And I regret to inform you that we canno support that
position.

Senator DURENBERGER. So you are going to stiff this whole proc-
ess? I mean isn't that a fair summary of----

Ms. KLINGER. I would not characterize it as stiffing the whole
process. I think we are here to work with Congress. We talked

fore about what was on the table made a difference in whether
something was revenue neutral or not. We're really talking about
the survival of State and local government. In particular, county
governments. And I could list you example after example and
would be happy to provide you with some statistics from the Cen-
tral Valley of California telling you about our 8,000 Mong that
have moved into a county of 150,000 population in the last 3 years
in a secondary migration; go on at great length about our unem-
ployment and about how much we need the IDB's to begin to do
what other counties across the country were doing for years. And
that is generate more jobs and not be dependent on agriculture. We
would welcome the opportunity to have that kind of individual dis-
cussion. I know you don't have time this morning.

Senator DURENBERGER. Is there anyone else who has a position
one way or another on selective--

Mayor MORIAL. The Conference of Mayors has taken no position
on selective deductibility.

Senator DURENBERGER. The conference?
Mr. MARCH!. No categorial position for the people I am repre-

senting here today.
Senator DURENBERGER. And the League?
Mayor VONOVICH. That's the bottom line.
Senator DURENBERGER. OK.
Pat, did you want to say something?
Senator MOYNIHAN. I just wanted to say, Mr. Chairman, this has

been a curve set of hearings. And I want to thank this staff that
put them together, and especially thank our colleagues who joined
us. You have honored this committee by your testimony and your
good spirits throughout.
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Senator DURENBERGER. Thank you all. And the hearing is ad-
journed.

[Whereupon, at 12:39 p.m., the hearing was concluded.]
[By direction of the chairman the following communications were

made a part of the hearing record:]
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Mr. Chairman and Members of the Finance Comttee:

As the Committee on Finance deliberates general tax reform, the impact on

colleges and universities must be carefully considered. Higher education

has a number of concerns regarding the effects of the President's tax

reform proposal on colleges and universities. Among those concerns are

charitable giving, employee educational assistance, and tax-exempt bonds.

You have heard about these in earlier testimony before the Finance

Committee, in testimony to be given at later dates, and in written

testimony submitted to the Comnittee on July 9th by the American Council on

Education on behalf of the higher education community.

The deduction for state and local taxes is a major part of the overall

concern of the higher education community, and it is of particular concern

for all public two and four-year colleges. In whatever tax reform proposal

you report from this committee, we urge you to retain the full federal

deductibility of all current state and local tax payments.

Within the fifty states, deductibility now helps foster a diverse system of

higher education; of public and private two and four-year institutions, of

vocational and technical institutions, and of public and private graduate

and research universities. State and local governments provide the largest

single share of funds to our public institutions for important reasons: the

necessity for an educated citizenry and workforce, equality of educational
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opportunity, and the research capacity to solve regional, state and

national problems. These reasons are now accepted as public policy, and

they have become such a staple of state expectations that higher education

has attained the position as the third or fourth single largest item in the

budgets of most states.

Recent years have not been easy ones for many public colleges and

universities and for many private colleges and universities as well.

National and state recessions and dramatic changes in energy prices and

industrial composition have had major consequences for the economic health

of many states, consequently state tax collections, and thereby state

funding for higher education.

The financial resiliency of many of our states was recently evidenced when

many state economies rebounded from a difficult period. A number of states

revived their own state finances with the difficult decision to raise state

income taxes. The economic recovery in many of our states and the improved

fiscal condition of state finances will hopefully be long lasting and

spread to the other states experiencing current fiscal difficulties.

Hopefully, it will be sustained because simultaneously a renewal at all

levels of education is beginning to occur within the states and new and

needed monies are beginning to be reinvested into education.

The credit for educational renewal is shared by state political and

educational leaders, the citizens who have thus far shown a willingness to

support education, and the President and his administration for creating

the National Comi ssion on Excellence. Many states have raised taxes

52-911 0 - 86 - 9
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solely to support education. Furthermore, sustained economic recovery in

the states is now viewed as inseparable from the strength and quality of

the state public higher education system. This reneWal and new investment

is now being placed in jeopardy by the President's proposal to repeal the

federal deduction which is permitted for state and local taxes.

Econometric projections of declines in state and local spending due to the

elimination of deductibility vary in magnitude, but all point to a

reduction in the size of state and local government and their services.

Education is the largest service, comprising nearly 40% of state and local

government budgets. Higher education is nearly a third of state government

expenditures for all of education. Anything that confounds the fiscal

flexibility of the states or indirectly suppresses the ingenuity and fiscal

resiliency of the states is going to have negative effects felt first and

foremost in education.

Taxpayer reactions to the increased cost of state services due to the

elimination of deductibility makes public education-and in some states

private education-highly susceptible to funding reductions. This applies

to property taxes which in 1983 provided some $120 billion to our local

schools and $8 billion to our community and junior colleges. And

eventually the effects will be felt in our state sales and income taxes

that are the primary drivers of state budgets and which are used to support

anywhere from 30% to 80% of the budgets of two-year, four-year, and

graduate public colleges and universities in the amount of $36 billion per

year.
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When the eventual effects of deductibility's elimination are felt in state

budgets, it will be higher education that will unfortunately experience

reductions first. The nature of the direct appropriations process to state

higher education institutions makes our budgets a more likely target for

reduction than "committed" funds for state entitlements, requirements for

federal matching grants, state employee insurance and retirement, and bond

indebtedness. We have estimated that by even by the modest declines in

state spending projected by the Advisory Commission on Intergovernmental

Relations, higher education nationally would experience an annual decline

in 1983 dollars of one to two billion dollars.

The Education Commission of the States (the interstate compact for

education based in Denver whose primary constituents are governors and

state legislators chairing education committees) and the National

Governor's Association, are about to launch state efforts to improve the

effectiveness of postsecondary education. These efforts will consist of a

series of recommendations to lawmakers and educators in time for the 1986

legislative sessions. These efforts will concentrate on quality and

innovation, and reward new institutional-initiated reforms, as well as

those already in place. They will seek to strengthen the ties between

institutions and their state governments. It is this type of renewal and

search for the margin of excellence; new monies for state-of-the-art

laboratory and instructional equipment, competitive faculty salaries,

centers of excellence grants, and endowed chairs that will be jeopardized

by the effects of the loss of deductibility. The Education Commission of

the States has realized this negative effect and has passed a Commission

resolution at its July Annual Meeting in Philadelphia urging Congress to
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retain deductibility. The National Governor's Association has testified

before the Finance Committee strongly opposing total elimination of

deductibility as proposed by President Reagan.

There is a less visible effect that the end of deductibility could have on

higher education. The level of state support that colleges and

universities receive has a direct bearing on the tuition level that

colleges and universities must eventually charge. AASCU institutions have

a strong commitment to educational opportunity that is reflected in concern

over the barriers to education that costs may pose for all students,

particularly students from low-income and minority families. Low to

moderate tuition is one of the major ways to provide educational

opportunity. Since 1980, tuition increases have doubled those of consumer

goods and services. With the repeal of deductibility and consequent

growing tax resistance, ultimately pressure to raise tuition further would

grow. If tuition continues to increase as a percentage of educational

costs due to state funding reductions, further limits to educational

opportunity will result.- A study by AASCU released in March showed that

from 1975 to 1981 the Black and Hispanic percentage of total enrollment in

higher education declined, 11 percent and 16 percent respectively.

The evolution of our federal tax system is intertwined with the

Constitution and our system of federalism. It is in the provision of

education that there is a delicate federal/state balance. The Constitution

does not mandate that the federal government provide Americans an

education-that is traditionally the role of the states.
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We believe that the retention of full deductibility can be accomplished

within the context of tax reform. The support that deductibility provides

education is a worthwhile tax deduction. The state and local tax dollars

redistributed to citizens enrolled in public education and in public higher

education eventually are for the benefit of all of society. tliminating

deductibility and the support in now provides education is bad federal tax

policy and thus bad public policy.



258

STATEMENT

of the

AMERICAN JEWISH CONGRESS

on behalf of itself,

the

NATIONAL JEWISH COMMUNITY RELATIONS ADVISORY COUNCIL

and the

NATIONAL URBAN COALITION

before the

SENATE COMMITTEE ON FINANCE

for the hearing on the

DEDUCTIBILITY OF STATE AND LOCAL TAXES

Ameridan Jewish Conqress
15 East 84th Street

New York, N. Y. 10028

August, 1985



259

STATEMENT

of the

AMERICAN JEWISH CONGRESS

on behalf of itself,

the

NATIONAL JEWISH COMMUNITY RELATIONS ADVISORY COUNCIL

and the

NATIONAL URBAN COALITION

before the

SENATE COMMITTEE ON FINANCE

Introduction

The American Jewish Congress, a national membership or-

ganization of American Jews concerned with human rights and

social justice for all, welcomes this opportunity to present

its views on the deductibility of state and local taxes. We

are submitting this statement on behalf of our organization,

the National Jewish Community Relations Advisory Council and

the National Urban Coalition.

The National Jewish Community Relations Advisory Council,

and its following national member agencies, Join in this tes-

timony: B'nai B'rith, Hadassah, Jewish Labor Committee, Jew-

ish War Veterans of the U.S.A., National Council of Jewish

Women, Union of American Hebrew Congregations, Union of Or-

thodox Jewish Congregations of America, United Synagogue of

America -- National Women's League for Conservative Judaism,

Women's American ORT, and the 113 community member agencies

representing all major Jewish communities in the United States.

The American Jewish Committee has not had sufficient opportwui-
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ty to consider this testimony and therefore does not partic-

ipate in it.

The National Urban-Coalition has 42 affiliates based in

35 cities and 20 states and the District of Columbia. It

came into existence in the wake-of the urban riots in 1967

and was formed by a convocation of business, labor, community

and government leaders who shared a common concern -- the

health, vitality and stabilization of our nation's cities.

Today the National Urban Coalition and its affiliates work to

improve the quality of life for the economically disadvan-

taged residents of our country's urban areas.

Tax reform is an urgent national need. The tax system

must be made simpler and more equitable. Neither anyone nor

any group has a vested right in tax benefits granted by cur-

rent law. Whether a particular benefit is to be retained must

be analyzed in terms of the goals it serves, and whether it

is compatible with the twin goals of fairness and simplicity.

There are two major reasons for our interest in testify-

ing with respect to the proposed elimination of the deduction

of state and local taxes from Federal income taxes. The loss

of deductibility would inevitably lead to a decline in re-

sources used to address the problems of the needy and poor...,

In particular, education and social welfare programs would suf-

fer from lower budgets.

i
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As community relations agencies, we are not only con-

cerned with the potential for specific substantive cuts, but

also with how these would affect relations between racial and

ethnic groups. Since many of these groups are heavily depen-

dent upon state and local taxes for considerable funding for

programs that are important to them, we fear that cutbacks would

exacerbate intergroup conflicts as competitron for scarce

funds intensifies.-

Deductibility and the Consequences of Its Elimination

The argument that deductibility solely benefits high tax

states is specious. Integral to our Federal system is the

view that Congressionally enacted programs may impact differ-

ently on each state. For example, Federal assistance for

fires, tornadoes, floods and other disasters is more likely

to go to some states than to others. This is as it should be.

As Justice Cardozo stated, "in the long run prosperity and

salvation are found in union and not division."

The interconnected nature of our society-is another im-

portant consideration. Funds allocated to education in Alabama

or Montana affect the well-being of all Americans. So too do

a myriad of other programs whose primary responsibility is in

the hands of state and local governments.

The United States has for a long time believed in help-

ing state and local governments-use their taxing powers to

provide services to their constituents. When an emergency
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Federal income tax was enacted at the height of the Civil War,
local taxes were deductible. Furthermore, deductibility has

been part of the Internal Revenue Code since the 1913 adoption

of a Federal-income tax. It was enacted to prevent double

taxation and to allow state and local governments to raise

taxes and avoid the higher tax rates that would result from

combining Federal, state and local taxes.

The Treasury Department's proposal to repeal the deduct-

ibility of taxes paid to state and local governments would se-

verely hamper their ability to fund vital programs for their

constituents. Almost immediately, it would fire a revolt by

taxpayers, similar to California's Proposition 13, to lower

state and local taxes since these would become more costly in

after-tax dollars. Such a revolt would have a strong chance

of success. Some 33 million households take the deduction

for state and local taxes, a figure nearly 3 million above

the number deducting for charitable contributions and 8 mil-

lion more than those deducting for home mortgage interest.

Let us be clear with respect to the programs that will

be affected by a more limited ability of state and local gov-

ernments to raise revenues. It is not that the loss of de-

ductibility would make it "more difficult for states to fi-

nance programs of doubtful benefit to their taxpayers," as

suggested in a recent paper by the Heritage Foundation. Low-

er income groups would be severely harmed by reduced appropri-
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nations for basic welfare and Medicaid programs, programs which his-

torically, have not been politically popular.

The middle class may be willing to accept this at first.

However, their turn for concern would come when programs for

education, recreation and parks are cut. Education, which

receives over 90 percent of its funds from state and local

governments, accounts for nearly 40 percent of overall spend-

ing by these jurisdictions.

In many communities, education is the government program

that the taxpayer is most capable of influencing. When one

considers that only 28 percent of America's adults have chil-

dren in the public schools, it becomes especially clear that

the repeal of deductibility would lead to fierce pressure on

local school boards to cut costs.

Two years ago, in A Nation At Risk, the President's Na-

tional Commission on Excellence in Education concluded that

the basic responsibility for financing schools was held by

state and local officials. With the loss of deductibilit*,

the resources allocated to our schools would decline and make

improvements in their quality virtually impossible. Financial-

ly able parents would before likely to opt out of the public

schools and choose to send their children to private institu-

tions. Ironically, a voluntary contribution by these parents

to their children's schools may be tax deductible, while de-

ductions could not be taken for mandatory taxes to support
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public schools.

The loss of deductibility would also have a negative im-

pact on the related areas of housing and a community's tax

base and credit rating. If a home, for example, would cost

$1,000 more a year to maintain, its value would decrease since

there are fewer buyers who would be able to pay for its purchase

and upkeep, including real estate taxes. This would reduce

that home's assessed value and the town's aggregate tax base,

thus generating less income. The latter would lead to a lower

credit rating for that community and increase its borrowing

costs. Thus, according to a recent Merril Lynch study on the

impact of the elimination of deductibility, many "bonds will

have new vulnerabilities which could result in significant

credit deterioration."

All of these reasons may explain why Congressman Jack

Kemp has introduced legislation to keep the deduction for

property taxes. Such a proposal is subject to abuse, how-

ever, since it could lead to state and local governments lower-

ing income and sales taxes and replacing them with a rise in

deductible real estate taxes.

Nationally, the Advisory Commission on Intergovernmental

Relations estimates the annual per capita value of deductibil-

- ity at $120 per year, ranging from a low of $33 in South Dakota

and Tennessee to a high of $263 in New York, Ostensibly, as

some proponents of the proposed change have argued, it would
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appear to be unfair to require the lower tax states to sub-

sidize those with higher taxes. However, this ignores the

fact that national policies forced some states to "exercise

their option" to tax at a higher rate because they have great-

er concentrations of the poor, as well as illegal aliens and

drug related problems that stem from the Federal government's

failure to enact a sensible immigration policy and to inter-

dict controlled substances at our borders.

If we look at a different set of data, the per capita

difference between the amounts states send to the Federal trea-

sury and the amount Washington returns in expenditures, a very

different perspective emerges. As mentioned above, the per

capita value of deductibility to residents of South Dakota

and Tennessee is $33. According to 1984 figures compiled by

State Policy Research, these states respectively receive $667

and $557 per capita above what they paid into the Federal trea-

sury. New York, the big "gainer" on deductibility, lost $232

per capita.

Deductibility evens out differences in tax burdens be-

tween states. With repeal, higher tax states would become

less economically competitive, and their residents would be

strongly tempted to relocate to lower tax areas, especially

if the latter are geographically close by. The Administration

cannot be unaware of this since it has often expressed support

for enterprise zones, one of the key underpinnings of which
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is that by reducing taxes and other charges, business would

be encouraged to relocate to areas that they have historical-

ly found less desirable. Just as these tax incentives would

lead to relocation of business to enterprise zones, so too

would the higher taxes necessitated by the loss of deductibil-

ity lead to the relocation of economically better off taxpayers

to lower tax areas. Left behind would be a greater concentra-

tion of the less mobile low and moderate income families and

a depleted tax base.

Last December, on the Cable News Network, then Secretary

of the Treasury Donald T. Regan said he "lacked sympathy for

high-tax states trying to protect their wealthy taxpayers."

Over half of American taxpayers in 19-82 who deducted for state

and local taxes had incomes below $30,000. Eighty-seven per-

cent of them earned less than $50,000. The elderly, in par-

ticular, would be harmed since they have larger average de-

ductions for state and local taxes -- partly because many of

them have paid off their home mortgages -- relative to the

deductions listed by other taxpayers. Most affected families

would be quite surprised to find out that they are wealthy

(hopefully, none of themare supporting a child in college!).

The White House and the Treasury have asserted that with-

out the substantial revenues from the elimination of the state

and local tax deductions, the whole tax reform package would

be in jeopardy. We reject this formulation. Deductibility
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becomes the foundation of tax reform only if one accepts the

way the Treasury's tax package was drafted. Deductibility

could be retained if adjustments were made in other parts of

the proposal, including a substantial tax on imported oil.

And how would this proposal relate to the President's

interest in shifting functions and responsibilities from the

national level to state and local governments? When Joined

with earlier and recently proposed budget cuts, what would

occur is a mere shifting of responsibilities without the fi-

nancial means to provide for their implementation. States,

counties, cities and school boards would find it impossible

to implement their existing responsibilities, much less those

that would be transferred to them under "new federalism."

Conclusion

It behooves Congress to recognize and oppose the strong

negative impact which the elimination of deductibility would

have. When the consequences discussed above are seriously

considered, it becomes clear why a recent publication by the

National Association of Counties concluded that the loss of de-

ductibility "would wreak havoc on state and local governments."

Respectfully submitted,

M. Carl Holman, President Naomi Levine
National Urban Coalition Jerome J. Shestack

Co-Chairs
Jacqueline K. Levine, Chair *American Jewish Congress
National Jewish Community Commission on National Affairs
Relations Advisory Council

Technical Consultant:
Martin Hochbaum, Ph.D.
American Jewish Congress
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Statement of the

American Library Association

to the

Senate Committee on Finance

on
Proposed Elimination of the

Deductibility of State and Local Taxes

From Individual Federal Income Tax Liability

July 29, 1985

The American Library Association, a nonprofit educational organization of over

41,O00 librarians, trustees, educators, information specialists and other friends of

libraries, opposes the proposed repeal of the deductibility of state and local

taxes as harmful to library service nationwide and contrary to public policy.

Library service, now provided through elementary end secondary schools,

academic Institutions, and public libraries in communities all across the country,

would suffer if Congress were to repeal the state and local tax deduction from

Individual taxable Income as the Reagan Administration advocates.

The reason libraries are jeopardized by the Administration's proposal is

simple: libraries are funded primarily from local and state tax revenues. Resi-

dents of rural areas, towns and cities, counties and urban centers In all the

states have been willing to tax themselves to create and maintain library service

for the whole community, both for the general public and for students of all ages

and educational levels. For more than a century, the taxes each citizen pild *o

fund such public service have been deductible from his or her taxable incoof at

the federal level.

Neither higher mathematics nor divination is required to make the connection

between loss of this deductibility at the federal level and provision of tax-

supported services at the local and state levels. The financial burden of local
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and state taxation on the individual taxpayer Increases as the offsetting deduction

from federal tax liability disappears. TaxpayeF revolt, tighter caps on state and

local spending, and curtailment of public services are common means to alleviate

such financial pressure, and "trimming" the library budget -- a euphemism for sub-

stantial cutbacks and el imination of I brary services and Jobs -- are predictable

results.

The Congressional Research Service estimates that for every $1.00 of revenue

that would be generated by repeal of this deduction, state and local governments

would be forced to cut their budgets by 470, because taxpayers would demand that

about half the tax increase resulting from a loss of SALT-DObe offset by lowering

state and local taxes. Education receives 94. percent of its funding from states

and localities and would bear 42 percent of the $39 billion loss. Local and state

taxes account for 87 percent of public library funding.

All fifty states have laws allowing localities to levy taxes to create and

provide ongoing support for public library service. The Reagan Administration

suggests that allowing state end local tax deductibility for this purpose unfairly

subsidizes taxpayers who have elected to provide themselves with such voluntary

services. The Administration goes even further, opining that private enterprise

might do the job instead and hence the tax deduction Inefficiently subsidizes

puh;ic aei;crv of sery~ces as well.

Federal funding of local libraries -- albo't four percent of publl.. library

funding nationwide according to the National Center for Education Statistics --

has been repeatedly targeted for elimination since the Reagan Administration first

took office. The Administration's recent proposed elimination of historic postal

subsidies for the mailing of library books and other educational materials would

further erode the library's financial base, as would the proposed elimination oft

general revenue sharing. And now the Administration proposes Jeopardizing state
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and local library funding also -- a threat of grave proportions in light of the

fact that 79 percent of public Iibrary support comes from local sources, with

eight percent from the states.

To suggest that the individual taxpayers who agree to tax themselves for

provision of library service to the community are personally enriched unfairly by

the deductibility of state and local taxes is myopic to the point of blindness.

This Administration overlooks entirely the public benefit that results from

taxation for library purposes -- namely the provision of library service to the

whole community. A democratic society depends for its survival upon the informed

participation of its people. In many communities, the public library Is the single

cultural Institution available to all people without regard to age, social condi-

tion or educational attainment. The proposed repeal of state and local tax de-

ductibility thus raises a much broader and more profound issue than erosion of

library funding. Public as opposed to private delivery of library and information

services is a matter of fundamental public policy.

The Reagan Administration has emphasized what it calls the "privatization" of

government information, that Is, a shifting of responsibility for collection of

government Information and its dissemination to the public from the federal govern-

ment to private sector entrepreneurs. In line with this policy shift, for example,

the Merit Systems Protection Board has announced that it will no longer publish the

full texts of Its decisions In bound volumes. Until now, this Information has

been published by the federal government, made available to the public through

ds gnated depository I ibrarles across the country, and sold through the Government

Printing Office at a cost of approximatdly $55 per year. With elimination of this

government publishing program, private publishers are offering the decisions at

prices ranging from $250 to $498 per year, not all of which Include complete texts.

Libraries, reeling from cutbacks of federal funding and now threatened curtailment
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of local and state funding as well In the name of federal tax reform, are in no

position to absorb the steeply Increased price structure of government Information.

The American public is thus quietly losing access to Information. Ending the state

and local tax deduction would accelerate this trend with the further erosion of

library funding.

In short, te Reagan Administration's proposal to repeal deductibility of

state and local taies is contrary to public policy and must be opposed. It would

squeeze library funding at local and state levels, resulting In reduction and/or

elimination of both services and Jobs. But more ominous still is the Justification

for this proposal: that (1) residents of communities with tax-supported services

are receiving an unjust federal subsidy in the form of an Individual Income tax

deduction and (2) if elimination of this deduction causes reduced public service,

conmnities may do without or the service may be provided Instead by private

enterprise. American Library Association Past President E.J. Josey, of t.e New

York State Library, has repeatedly expressed the Association's concern on this

point:

Nobody would deny the utility of many of these services
provided by the private sector, but they are not avail-
able to all of the American people; their purpose Is to
yield a profit, and they are designed only for those who
can pay for them. Nor do they have any obligation to provide
access to all or any Information, only that Information which
suppliers deem profitable or potentially so. Only the
preservation of public services, publicly supported can
assure that each individual has equal and ready access to
Information, whether provision of that Information to that
Individual Is economic (i.e.. profitable In private sector
terms) or not. (emphasis added)

It is a truism that what private enterprise provides is available to those who

can afford to pay and those who can't, do without, unless local, state or federal

government Intervenes to mandate or Itself provide service for all Irrespective of

ability to pay. There Is no question that many upper Income Americans can afford
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to buy whatever library services they atd their families require or desire and

that most middle and lower income househ-.lds cannot. Nor is there doubt that our

country's history demonstrates a growing national commitment to a system of values

that emphasizes the opportunity for all members of society, Irrespective of their

incomes, to acquire and update knowledge and skills, and to stretch their minds

to full capacity. The proposed repeal of state and local tax deductibility flies

In the face of the nation's most fundamental democratic values and should not be

enacted into law.

Attached to our statement Is a resolution passed by the ALA Council on July 10,

1985, expressing our grave concern over this Issue. We urge the Committee's favor-

able consideration of our views, and appreciate the opportunity to present them.
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RESOLUTION ON SALT-D

WHEREAS, The Administration's proposed elimination of state-local tax
deductibility from federal income taxes is a matter which may
well have adverse effects on the provision of local educational
efforts; and

WHEREAS, Preliminary estimates have been made shoving that state and
local governments would lose $39 billion in FY 1987 if deducti-
bility is disallowed; and

WHEREAS. Colleges and elementary and secondary schools would bear 42 per
cent of this loss; and

WHEREAS. 87 per cent of the funds supporting community public libraries
is derived entirely from state/local levels of taxation; and

WHEREAS, The Administration's budgetary rationale for the zero funding
of library programs is based on the premise that state and local
governments are in a better position to assume responsibility
for basic library services; and

WHEREAS, The lack of tax deductibility from Federal income taxes can only
exacerbate the already troubled financial situation of countless
American libraries; now, therefore, be it

RESOLVED, That the American Library Association call on all members of the
U.S. Congress to examine this proposed measure in light of Its
effect on American libraries and education.

Adopted by the Council of the
American Library Association
Chicago, Illinois
July 10, 1985
(Council Document 047)
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American Planning Association
1776 Massachusetts Ave. NW
Washington, DC 20036 -
Phone 202 872 0611

August 7, 1985

TO: Chairman and Ranking Minority Member of the:
Senate Committee on Banking, Housing and Urban Affairs
Senate Committee on the Budget
Senate Housing and Urban Affairs Subcomittee
Senate Committee on Energy and Natural-Resources
Senate Public Lands, Reserved Water and Resource

Conservation Subcommittee
Senate Committee on Environment and Public Works
Senate Regional and Community Development Subcommittee
Senate Committee on Finance
Senate Committee on Governmental Affairs
House Committee on Banking, Finance and Urbon Affairs
House Housing and Community Development Subcommittee
House Committee on the Budget
House Committee on Government Operations
House Employment and Housing Subcommittee
House Committee on Interior and Insular Affairs
House National Parks and Recreation Subcommittee
House Committee on Public Works and Transportation
Rouse Economic Development Subcommittee
House Committee on Ways and Means

FROM: Frank Popper, Chairperson, National Policy Coordinating
Committee

- Melvin R. Levin, AICP, Vice-Chairperson, National Policy
Coordinating Committee

RE: POSITION OF THE AMERICAN PLANNING ASSOCIATION ON TAX REFORM

The American Planning Association and our 21,000 members--public
officials, planning practitioners at all levels of government,
and concerned citizens--share a coitment to the use of sound
planning as a necessary ingredient in deciding how to develop,
conserve and enjoy our communities and resources.

The American Planning Association is aware of the desirability of
simplifying the Federal tax code. In general, we support those
proposals which will result in higher taxes paid by corporations
and by individuals in the highest income brackets. We understand
that the President's tax reform proposals are intended to be
revenue neutral, and that the net result should not be losses to
state and local governments. Many of our members, however, are
employed by state and local agencies. In those capacities they
are involved in the delivery and the financing of public services.
Planners are aware of the benefits government provides to all
citizens, especially to those of low and moderate income. As
such, we are concerned about the impact of the following
proposals.
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I. Deductibility of State and Local Taxes

A. APA opposes the elimination of the deductibility of state
and local taxes on several grounds:

1. Deductibility has been a part of the Federal income
tax system since it was instituted in 1913. Without
this provision it is doubtful that state and local
income taxes would have been instituted or would be
as widespread as they are.

2. Without deductibility, individuals will be subject to
Federal tax on earnings not retained by them, but
paid to state and local governments.

3., Elimination of deductibility will affect middle-
income taxpayers. 51% of tax returns using this
deduction are for incomes less than $30,000. 87% Are
for incomes less than $50,000.

4. Elimination of deductibility may make state and local
governments harder pressed to increase revenues at
the same time that cuts in Federal support require
them to be the prime providers of domestic services.

5. Elimination of deductibility may result in greater
concentrations of poor and elderly people in high tax
areas like older inner cities, exacerbating their
problems of service provision and budget balancing.
More affluent taxpayers can choose to live in lower
tax suburban areas if they can no longer deduct high
urban property taxes.

6. Elimination of deductibility may encourage state and
local governments to raise revenues through less
progressive sources such as user fees and other local
taxes.

7. Elimination of- deductibility may result in pressure
to reduce social programs benefiting the neediest
people (women and children, especially single parent
families).

B. Alternatives to the elimination of deductibility are as
follows:

1. Change the deduction to a tax credit; balance the
revenue lost through maintaining this exception by
continuing to tax individuals in the top income
brackets at the existing 50% rate, rather than at the
proposed 35% rate.

2. Place a ceiling on the amount of state and local
income taxes deducted by individuals in the highest
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brackets. For example, permitJthe deduction of only
the amount of tax in excess of the amount of interest
earned on nontaxable state and local bonds.

C. In summary, the APA believes that maintenance of the
deductibility of state and local taxes is essential to
maintain equity among taxpayers and among different areas
of the country.

II. Tax Exempt Status of Municipal Bonds

A. The APA opposes terminating the tax exempt status of any
municipal bond if more than one percent of its proceeds
directly or indirectly benefit any person other than a
state or local government, on the following grounds:

1. Many municipally owned facilities are operated by
private management. Such facilities as airports,
solid waste disposal sites, hospitals, and zoos may
result in more than one prcgnt of bond proceeds
benefiting the private sector. But a clear majority
of the investment benefits the general public.

2. State and local governments rely on tax exempt
municipal bonds to finance si~ch public facilities as
water plants, mass transit systems, ports, and
parking garages. Such financing is endangered by an

- excessively narrow definition of public purpose.

3. As cities have tried to cope with increases in
operating deficits during the 1980's, they have found
tax exempt industrial development bonds to be a good
way to encourage industrial expansion, thereby-
strengthening their economic base.

B. Ways to ensure that tax exempt bonds are used for public
purposes include requiring that:

1. The facility be publicly owned; or

2. The state or local government issuing the bond retain
supervisory or operational control over the facility
constructed with the bond; or ........

3. The state or local issuer make fur assets available
to secure payment of a significant service on the
bonds.

C. In summary, the AP9 supports continued tax exemption for
- municipal bonds which will be used to construct

facilities which will be operated for the benefit of the
general public.
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III. Tax Provisions Relating to the Construction of Low Income
Multifamily Rental Housing

A. The APA opposes the elimination of several provisions in
the t&ax code which currently offer incentives to private
developers to construct housing that can be rented at
below market rates. These provisions include the
following:

1. Multifamily housing bonds

2. Accelerated depreciation for rental housing under
ACRS

3. Investment tax credits

4. Syndication benefits

B. The existence of these provisions, and, in particular,
tax exempt mortgage subsidy bonds and special purpose
industrial development bonds, has made possible
accomplishments like those of the Ohio Housing Finance
Agency, which was established in 1983, namely:

1. Creation of 4,500 construction jobs and 500 permanent
jobs

2. Assistance to over 13,000 first-time homebuyers

3. Low interest mortgage loans to over 4,000 homebuyers
in target areas, resulting in the revitalization of
depressed neighborhoods

4. Development of over 2,000 units of housing for the
elderly

C. The APA believes that the provision of housing for low
and moderate income people is a legitimate governmental
purpose. Most direct federal subsidies for such housing
construction h&ve been reduced or eliminated. This has
made indirect subsidies through the tax code more
important than ever. In addition, state governments have
had to assume more responsibility for the provision of

,'housing under the new federalism.

One way states have responded has been to use their
constitutionally guaranteed right to idsue tax exempt
bonds to form public-private partnerships to construct
new housing. States have also created housing'finance
agencies to monitor the administration and operation of
such p&rtnetships.



278

Without tax exempt housing bonds, states will be hard
pressed to finance the construction of housing for low
and moderate income people. In 1984 there were 7.5
million renter households below poverty level nationwide.
Of these 23% or approximately 1.7 million were in
subsidized housing. The remaining 5.8 million households
are in need of assistance.

IV. Historic Preservation

A. The APA opposes the elimination of the Historic
Preservation Tax Credit. This provision of the Economic
Recovery Tax Act of 1981 has resulted in the following
accomplishments nationwide:

1. $5 billion dollars of private investment has been
made in more than 6,800 historic buildings.

2. These projects have been on a small, entrepreneurial
scale. On 62% of the residential projects the
investment has been less than $150,000. On 80% of
the commercial projects it has been less than $1
million.

3. Older areas of the U.S. have enjoyed economic
revitalization, as follows:

a. Local economies have experienced a $4 billion
increase in wages.

b. An estimated 180,500 people have been put to
work.

c. More than $5.3 billion of local retail sales and
business activity has been generated.

4. Since January 1982, more than 36,000 housing units
have been rehabilitated. Of these, more than 18,500
rental housing units were created by converting
underutilized and often abandoned commercial,
educational and industrial buildings.

B. In summary, the APA believes that the historic
preservation tax credit provides assistance to older
urban areas struggling to achieve economic revitalization.
It also encourages the preservation of irreplaceable
historic buildings, which provides us with such long-term
benefits as community pride, shared history, and enhanced
quality of life.

(UI
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Aeecim oe Ankun PAe. nf.

2005 M .achusetts Avenue. NW
Washnoon. D.C 20036
Telehon 202 232-3336

Town"od Hol#e

June 26, 1985

The Honorable Bob Packwood
Chairman
Committee on Finance
United States Senate
Washington, D.C. 20510

Dear Mr. Chairman:

The Association of American Publishers (AAP) is the principal
spokesman for the American book publishing industry. Our members
account for approximately 85 percent of all books published,
including school and college textbooks. They also produce a rang*
of educational materials including classroom periodicals, maps,
globes, films and film strips.

I At a meeting on June 13, the AAP Board of Directors expressed
deepest concern over the proposal in the Reagan Administration's
tax reform plan to eliminate the deductibility of state and local
taxes, believing this provision will have a profoundly destructive
effect on the public school system in every state across the
country.

The negative impact will not be confined to a few 'high tax"
states, but will be nationwide in scope.

Of the $35-$40 billion which will be lost to the states and
local jurisdictions, education will lose approximately $16.3
billion. Such a loss would devastate every state and district
school budget, creating an Immediate need to raise local property
taxes very substantially in order to avoid a progressive drop in
already precarious educational standards. In some cases, property
taxes may be raised, forcing local citizens into a situation of
'double taxation' for the first time in our nation's history in
other cases, proposed property tax increase will be defeated by
irate citizens and the quality of local schools will suffer.
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As is known, Federal -aid to education accounts for only about
6% of the total cost. State aid averages about 40%. This means
that more than 50% of the financial support for the public school
system# nationwide, depends on local taxes in large areas of the
country - especially New England, the Middle Atlantic States and
the Great Lakes regions - the figure is even higher.

As publishers of elementary, secondary and college textbooks#
the members of this Association foresee drastic reductions in the
purchase of textbooks and all other educational materials, if the
state and local deductibility provision is eliminated. Even where
local townships are willing to raise their property taxes to
sustain present educational levels, the downward pressure on
textbook purchases will be severe, for other educational costs -
especially teachers' salaries and physical plant maintenance -
will absorb the available funds.

In these circumstances, many textbook publishers will suffer
a serious deterioration of their market in a larger senpe the
quality of our educational system will suffer yet another grave
setback.

Given the known, severe stresses in the national educational
system and the burgeoning problem of illiteracy, we believe it
would be the height of irresponsibility for Congress to eliminate
a feature of the present tax system thatprovides the fundamental
prop for education in the United States. If the states and
localities are forced to cut their own budgets by passage of this
aspect of the Reagan tax reform plan, then the commitment to
adequate support levels for education seems certain to be one of
the first casualties.

We urge the Finance Committee to oppose this proposal that
threatens to eviscerate support for public education.

Sincerely,

Townsend Hoopes
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STATEMENT OF

THE COUNCIL OF STATE HOUSING AGENCIES

SUBMITTED FOR THE RECORD OF

THE SENATE FINANCE COMMITTEE

HEARING ON THE IMPACT OF TAX REFORM

ON STATE AND LOCAL GOVERNMENTS

BACKGROUND

THE COUNCIL OF STATE HOUSING AGENCIES, FORMED IN 1974,

REPRESENTS THE COMBINED INTERESTS OF THE HOUSING FINANCE AGENCIES

OF 49 STATES, THE VIRGIN ISLANDS, PUERTO RICO AND THE DISTRICT

OF COLUMBIA.

ALTHOUGH EACH AGENCY IS CHARGED WITH SEPARATE SPECIFIC

RESPONSIBILITIES BY ITS STATE GOVERNMENT, A COMMON BOND IS OUR

COMMITMENT TO THE FORMATION OF PUBLIC SECTOR/PRIVATE SECTOR

PARTNERSHIPS THAT PROVIDE ADEQUATE AFFORDABLE HOUSING TO LOW-

AND MODERATE-INCOME AMERICANS. FURTHER, OUR AGENCIES MONITOR

AND MAINTAIN THESE PROJECTS TO ENSURE THAT THIS IMPORTANT PUBLIC

PURPOSE OBJECTIVE IS CARRIED OUT THROUGHOUT OUR INVOLVEMENT IN

THE!4

- SINCE THE PASSAGE OF THE HOUSING ACT IN 1949, AMERICA HAS

ACKNOWLEDGED A NEED FOR FEDERAL ASSISTANCE IN THE NATIONAL

EFFORT TO SHELTER OUR CITIZENS. EVER SINCE THAT TIME HOUSING



282

HAS HAD A HIGH PRIORITY IN ALL PUBLIC PURPOSE DISCUSSIONS.

THROUGH THEIR INNOVATIVE USAGE OF INDIRECT SUBSIDIES, FEDERAL

PROGRAMS, AND THE PRIVATE SECTOR, STATE HOUSING FINANCE AGENCIES

HAVE PLAYED A LEADING ROLE IN THIS STRUGGLE, HELPING TO EASE THE

ADMINISTRATIVE BURDEN OF THE FEDERAL GOVERNMENT. WE STAND

WILLING TO ACCEPT THE PRESIDENT'S CALL FOR AN EVEN GREATER STATE

ROLE IN HOUSING, BUT ASK THAT THE TAX REFORM MOVEMENT NOT REMOVE

OUR ABILITY TO USE TAX-EXEMPT FINANCING AS A TOOL FOR CAPITAL

FORMATION.

NO ONE QUESTIONS THE DESIRABILITY OF A FAIRER MORE EQUITABLE

TAX STRUCTURE. CSHA JOINS THE GENERAL PUBLIC IN APPLAUDING THIS

GOAL. HOWEVER, WE ARE CONVINCED THAT AS PRESENTLY PROPOSED, TAX

REFORM WOULD HAVE TWO DIRE CONSEQUENCES. FIRST, THE ELIMINATION

OF TAX-EXEMPT BONDS FOR HOUSING WOULD ALTER THE RELATIONSHIP

BETWEEN FEDERAL AND STATE AND LOCAL GOVERNMENTS. SECONDLY, WE

ARE COMPELLED TO POINT OUT THE INSEPARABLE INTERPLAY BETWEEN THE

TAX CODE AND THE ECONOMY. PRECEDING HEARINGS HAVE POINTED OUT

THE DEPTH OF THIS RELATIONSHIP IN MANY INDUSTRIES; AND IT IS

EVEN DEEPER WITH RESPECT TO HOUSING. WE URGE THE COMMITTEE TO

PROCEED WITH CAUTION AS IT MOVES TOWARD TAX CODE CHANGES THAT

WILL HAVE SUBSTANTIAL IMPACT ON HOUSING AMERICA'S LOWtAEND

MODERATE-INCOME CITIZENS.
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TH] ECONOMICS OF TAX REFORM

THE FEDERAL DEFICIT IS THE MAJOR PROBLEM FACING THE AMERICAN

ECONOMY. SEEKING A SOLUTION TO IT SHOULD BE OUR NUMBER ONE

PRIORITY. AS IT RELATES TO TAX REFORM, THE DEFICIT FORCES

REVENUE NEUTRALITY TO THE FOREFRONT. ALL CONCERNED AGREE THAT

THE IMPLEMENTATION OF TAX REFORM MUST NOT IMPACT FEDERAL

REVENUES. HOWEVER, A RECENTLY CONCLUDED STUDY DONE JOINTLY BY

WILLIAM APGAR AND JAMES BROWN OF HARVARD AND ARTHUR DOD AND

GEORGE SCHENK OF WHARTON ECONOMETRICS (STUDY) ESTIMATES THAT THE

PRESIDENT'S PLAN WOULD. INCREASE THE NATIONAL DEBT BY $53 BILLION

IN THE PERIOD FROM 1986-1990 AND BY $14.9 BILLION PER YEAR

THEREAFTER. I HAVE HERE A COPY OF THE STUDY WHICH I ASK BE MADE

A PART OF THE RECORD. MR. CHAIRMAN, I WOULD LIKE TO POINT OUT

THAT $50 BILLION IS ALL THAT THE HARD FOUGHT DEFICIT REDUCTION

ACT OF 1984 LOPPED FROM THE DEFICIT AND IS CLOSE TO THE DESIRED

NUMBER THAT HAS STALLED YOUR COLLEAGUES ON THE BUDGET CONFERENCE

FOR THE PAST SEVERAL MONTHS.

THE STUDY'S AUTHORS FURTHER ARGUE THAT ALTHOUGH THERE WILL

BE DOWNWARD PRESSURE ON INTEREST RATES, THE INCREASED FEDERAL

DEFICIT, AND OTHER PRESSURES, WILL RESULT IN INTEREST RATES

GOING SLIGHTLY HIGHER (FIGURE 1).
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FIGURE 1

INTEREST RATES UP FROM BASELINE

THE STUDY ALSO SHOWS HOW THE HIGHER BUSINESS TAXES PROPOSED

BY THE PRESIDENT WHICH, COMBINED WITH INCREASES IN INTEREST

RATES, WILL RAISE THE COST OF CAPITAL AND RESULT IN DRASTIC

FALLS IN INVESTMENT. THE RIPPLE EFFECT FROM THESE PHENOMENA WILL

ULTIMATELY CAUSE A LOSS OF 21.,000 CONSTRUCTION RELATED JOBS (BY

1994) AND, IN THE SAME PERIOD, A DECLINE IN ALL HOUSING UNITS --

BOTH SINGLE AND MULTIFAMILY -- OF AROUND 1,880,000 UNITS.

(FIGURES 2-5)
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THE RELATIONSHIP OF THE REAL ESTATE/HOUSING/CONSTRUCTION

INDUSTRY TO THE OVERALL ECONOMY IS WELL DOCUMENTED. THE STUDY

CONCLUDES THAT A LOSS IN REAL PERSONAL INCOME OF $45 BILLION

WILL OCCUR BY 1994.

52-911 0 - 86 - 10
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IMPLEMENTATION OF THE PRESIDENT'S PROPOSAL WILL CREATE AN

ECONOMIC.CATCH-22. THE PUBLIC WILL NEED AFFORDABLE HOUSING MORE

THAN EVER IF IT IS ENACTED, YET ITS VERY ENACTMENT WILL INHIBIT

THE HOUSING MARKET, AND REMOVE HOUSING INCENTIVES FROM THE TAX

CODE.

TAX POLICY AND TAX REFORM

AT THE HEART OF THE TAX REFORM DEBATE LIES THE POLICY

QUESTION OF WHETHER OR NOT THE TAX CODE SH-QULD BE USED TO PROMOTE

CERTAIN SOCIAL GOALS, OR SIMPLY AS A MEANS TO RAISE FEDERAL

REVENUES. THE PRESIDENT SEEMS TO HAVE ACKNOWLEDGED THE TAX

CODE'S VALUE AS A TOOL FOR SOCIAL POLICY BY RETAINING SOME

INCENTIVES FOR INVESTMENT. NOTABLY, THE PROPOSAL WOULD RETAIN

PROVISIONS PROMOTING THE ENERGY AND HI-TECH INDUSTRIES.

THE PRESIDENT HAS ALSO ACKNOWLEDGED THE SOCIAL VALUE OF

HOMEOWNERSHIP BY ELECTING TO RETAIN THE HOME MORTGAGE INTEREST

DEDUCTION. WE APPLAUD THIS DECISION, BUT WOULD ARGUE THAT THE

RETENTION OF THft DEDUCTION AS THE ONLY HOUSING INCENTIVE IS

INADEQUATE. A COMMITMENT TO HOUSING AMERICA MUST GO BEYOND

THE MORTGAGE INTEREST DEDUCTION. THERE MUST BE PROGRAMS WHICH

MAKE HOMEOWNERSHIP MORE EASILY ACHIEVABLE AND PROGRAMS TO MAIN-

TAIN AND INCREASE OUR STOCK OF RENTAL HOUSING. FULLY 35 PERCENT

OF AMERICA'S HOUSEHOLDS ARE RENTERS. SURELY THE PRESIDENT DOES
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NOT MEAN TO IGNORE THIS SEGMENT OF OUR POPULATION WHEN HE SETS

HOUSING POLICY. AS LONG AS THERE IS A NEED FOR HOUSING -- BOTH

RENTAL AND OWNERSHIP INVENTORY -- THE FEDERAL GOVERNMENT NEEDS TO

ROVIDE INCENTIVES FOR IT. HOUSING SHOULD BE AS HIGH A NATIONAL

PRIORITY AS HI-TECH AND ENERGY.

-PUBLIC PURPOSE" AND HOUSING

THE PRESIDENT'S TAX REFORM PROPOSAL HAS RAISED THE ISSUE OF

PUBLIC PURPOSE IN THE CONTEXT OF TAX-EXEMPT FINANCING. THE

ADMINISTRATION HOPES TO REPEAL TAX-EXEMPT FINANCING EXCEPT FOR

THOSE PROJECTS WHICH MEET ITS EXTREMELY LIMITED PUBLIC PURPOSE

DEFINITION. THE PLAN CALLS FOR THE REPEAL OF TAX-EXEMPT STATUS

FOR ANY BONDS WHERE MORE THAN ONE PERCENT OF THE PROCEEDS ARE

USED BY NONGOVERNMENTAL ORGANIZATIONS. UNDER THIS DEFINITION OF

PUBLIC PURPOSE, TAX EXEMPTION FOR HOUSING BONDS WOULD BE

ELIMINATED.

WE ARE DISTRESSED THAT THE PRESIDENT WOULD ENDORSE A PLAN

THAT COMPLETELY IGNORES ALMOST FORTY YEARS OF POLICY. THIS

NATION HAS LONG CONSIDERED HOUSING A LEGITIMATE ROLE FOR GOVERN-

MENT. THE PRESIDENT HIMSELF HAS CALLED FOR AN INCREASED ROLE

FOR STATE GOVERNMENTS. STATE GOVERNMENTS, THROUGH THE STATE

HFAS ARE MEETING THAT ROLE, AND TAX-EXEMPT BONDS ARE THE CRITIAL

FACTOR IN THEIR SUCCESS.
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A DFFtNITION OF PUBLIC PURPOSE CANNOT BE BASED ON SOME

ARBITRARY PERCENTAGE OF USE, OR ON OWNERSHIP OF A PROJECT. THE

DEFINITION OF PUBLIC PURPOSE SHOULD BE BASED UPON THE ULTIMATE

SOCIAL AND ECONOMIC DENEFTS. ,SHELTER IS ONE OF THE BASIC NECES-

SITIES FOR ANY OF US. WHtEN COUPLED WITH SERVING LOW- AND MODER.

Al ,-NCOME PERSONS. AS OUR PROORAMS'DO, PUBLIC PURPOSE IN OUR

MINDS IS A FAIT ACCOMPLI. IN ADDITION, THE SECONDARY EFFECTS

IN(I JDINO NEIGHBOR HOOD REVITALIZATION AND TIlE COMMENSURATE

IMPROVID QuALITY OF LIFE REPRESENT MAJOR SOCIAL CONTRIBUTIONS.

IASTIY, IN CHRONICALLY CRFDIT.SCARCE MARKETS, THE SUPPLY OF

(API'! AL. CREATED THROUGH TAX-EXEMPT FINANCING ASSURES MORTGAGE

AVAILABILITY ON A TARGETED BASIS, FUNDAMENTALLY, THE PROJECTS

BUIlT AND HOMES FINANCED BY STATE HFAS SERVE THEIR LOW. AND

MODLRATE.INCOME CITIZENS WELL,

1IHE FEDERAL GOVERNMENT'S CALL FOR INCREASED STATE ACTIVITY

IN HOUSING HAS BEEN WELL RECEIVED; AND WE CAN DO MORE. BY

RELYING ON OUR CONSTITUTIONAL RIGHT TO ISSUE TAX-EXEMPT BONDS,

AND PRIORITIZING PROGRAMS TO MEET OUR INDIVIDUAL AND LOCAL

Ni.13OS, STATE GOVERNMENTS AND THEIR HOUSING AGENCIES CAN CONTINUE

tO PLAY AN IMPORTANT PART IN MEETING OUR NATION'S HOUSING NEEDS.

TIlt NELD FOR HOUSING

ALTHOUGH THE UNITED STATES IS THE BEST HOUSED NATION IN

HISTORY, THERE IS A CONTINUED NEED FOR AFFORDABLE HOUSING,
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THIS IS TRUE FOR BOTH RENTERS AND FIRST TIME HOMEBUYERS.

TRADITIONALLY, 23 PERCENT OF INCOME WAS CONSIDERED THE

BENCHMARK FOR MEASURING HOUSING AFFORDABILITY. DEPARTMENT OF

COMMERCE STATISTICS SHOW THAT MEDIAN RENT AS A PERCENT OF INCOME

ROSE FROM 22 TO 29 PERCENT IN THE PERIOD FROM 1973 TO 1983. IN

1983 HUD REPORTED THAT 9.8 MILLION HOUSEHOLDS PAID MORE THAN 30

PERCENT Oll THEIR INCOME FOR RENT. THE 1983 ANNUAL HOUSING SURVEY

ALSO SHOWED THAT THE MEDIAN RENTER HOUSEHOLD INCOME WAS APPROXI.

MATELY $13,400. THE CONTINUING NEED FOR PROGRAMS TO MAINTAIN OR

LOWER RENTS IS OBVIOUS, A RECENT STUDY BY THE NATIONAL ASSOCIA-

TION OF HOME BUILDERS ATTRIBUTES A 17 PERCENT INCREASE IN RENT

SOLELY TO THE ELIMINATION OF TAX EXEMPTION FOR MULTIFAMILY IDDS.

HOMEOWNERSHIP HAS ALWAYS BEEN CONSIDERED THE ULTIMATE

AMERICAN DREAM. IT 18 A WIDELY KNOWN FACT THAT HOMEOWNERSHIP

HELPS CREATE SOLID CITIZENS AND BETTER COMMUNITIES. CONGRESS HAS

ALWAYS HELD TIlE PROMOTION OF HOMEOWNERSHIP TO BE A VALID GOAL OF

TilE FEDERAL GOVERNMENT, DURING TIlE LAST CONGRESS MORE THAN TWO

THIRDS OF THE MEMBERS OF THE HOUSE SPONSORED THE EXTENSION OF

THE MORTGAGE REVENUE BOND PROGRAM. TIllS COMMITTEE FAVORABLY

REPORTED OUT THAT EXTENSION WHICH WAS OVERWHELMINGLY ADOPTED AND

PASSED INTO LAW. HELPING LOW. AND MODERATE.INCOME AMERICANS

ACHIEVE THE AMERICAN DREAM OF HOMEOWNERSHIP WAS A VALID USE OF

THE TAX CODE LAST YEAR. WE CONTEND THAT IT STILL IS, AND THAT

THERE IS STILL A GREAT DEMAND FOR THIS PROGRAM. EVIDENCE OF
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THIS EXISTS IN THE FACT THAT SINCE THE REAUTHORIZATION OF THE

MRB PROGRAM $12.4 BILLION IN BONDS HAVE BEEN ISSUED (THROUGH

DECEMBER 1984), FINANCING MORE THAN A QUARTER OF A MILLION HOMES

FOR FIRST TIME HOMEBUYERS.

CREATION OF PUBLIC SECTOR. PRIVATE SECTOR PARTNERSHlIPS

GIVEN THE BUROEONINO FEDERAL DEFICIT, AND RESULTANT CIuT.

BACKS IN DIRECT FEDERAL SPENDING PROGRAMS FOR HOUSING, THE ROI.E

OF THE STATES AND THE PRIVATE SECTOR MUST BE INCREASED. UNFOR-

TUNATELY, ONLY A FEW OF THE STATES ARE ABLE TO PROVIDE DIRECT

SPENDING OF THEIR OWN. THIS PLACES AN EVEN GREATER BURDEN ON

THE PRIVATE SECTOR. STATE HOUSING FINANCE AGENCIES, THROUGH TIlE

USE OF TAX-EXEMPT FINANCING, HAVE HELPED THE PRIVATE SECTOR

SHOULDER THAT BURDEN.

IT MUST BE REMEMBERED THOUGH, THAT COMPETITION FOR THE

PRIVATE SECTOR INVESTMENT DOLLAR IS FIERCE. INVESTORS ARE FACED

WITII A MULTITUDE OF CHOICES RANGING FROM TREASURY BILLS TO THE

HITECH STOCKS. EVEN WITHIN THE REAL ESTATE/J4 U8G-IDUSTRY A

POTENTIAL INVESTOR IS BOMBARDED WITH POSSIBILITIES. ON AN EQUAL

'PLAYING FIELD' ANY OTHER TYPE OF REAL ESTATE, AND MANY NON-REAL

ESTATE INVESTMENTS, ARE MORE ATTRACTIVE THAN LOW- AND MODERATE-

INCOME HOUSING. IF CURRENT LAW TAX CODE INCENTIVES ARE REMOVED,

AS THE PRESIDENT PROPOSES IN HIS TAX REFORM PLAN, PRIVATE SECTOR

INVOLVEMENT IN LOW- AND MODERATE.INCOME HOUSING WILL BE ALL BUT

/
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ELIMINATED.

THE IMPACT OF THIS WILL BE SHOWN IN A DRASTIC REDUCTION IN

THE CONSTRUCTION OF RENTAL HOUSING. THE STUDY ESTIMATES THAT

THE ENACTMENT OF THE PRESIDENT'S TAX PLAN WOULD REDUCE INVESTMENT

IN MULTIFAMILY HOUSING BY AN AVERAGE OF 160,000 PER YEAR RESULT-

ING IN A TOTAL DROP IN HOUSING UNITS OF 1,880,000 UNITS BY

1994. STATE AND LOCAL GOVERNMENTS SIMPLY CANNOT AFFORD TO MAKE

UP THIS DIFFERENCE ALONE.

THE STUDY ALSO PREDICTS THAT TIllS DRASTIC DECREASE IN

PARTICIPATION BY THE PRIVATE SECTOR WILL HALT THE PRODUCTION OF

25 TO 30 PERCENT OF ALL RENTAL UNITS CURRENTLY FINANCED BY STATE

AND LOCAL HOUSING AGENCIES. THIS WILL EFFECTIVELY REMOVE STATE

HOUSING FINANCE AGENCIES FROM THE VALUABLE ROLE THAT THEY PLAY

IN PROVIDING HOUSING AND ENSURING THAT THE PROJECTS ARE USED TO

HOUSE LOW. AND MODERATE-INCOME HOUSEHOLDS.

MEETING CONORESIONAL INTENT IN PROVIDING MULTIFAMILY lOLUSIND

STATE HOUSING FINANCE AGENCIES ARE PROUD OF TIlE FACT THAT

SINCE 1976 WE HAVE PROVIDED 475,600 UNITS OF RENTAL HOUSING. OF

THAT TOTAL 397,700, OR 83.6 PERCENT ARE SPECIFICALLY FOR HOUSE-

HOLDS WITH INCOMES AT 80 PERCENT OR LESS THAN THE AREA MEDIAN.

THROUGH OUR USE OF TAX-EXEMPT FINANCING, RAPID DEPRECIATION AND

HUD PROGRAMS, WE HAVE BEEN ABLE TO MEET THE CONGRESSIONAL MANDATE
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THAT AT LEAST 20 PERCENT OF A PROJECT HOUSE PERSONS WHOSE INCOME

IS 80 PERCENT OR LESS THAN THE AREA MEDIAN, IN MANY INSTANCES

OUR STATES 00 EVEN FURTHER THAN THE LAW REQUIRES. SOME OF THE

SELF-11IPOSED RESTRICTIONS AND TARGETING REQUIREMENTS WHICH OUR

STATES UTILIZE INCLUDE:

O INCOME LIMITS FOR MARKET RATE UNITS., THESE STATE HFAS

WITH ACTIVE MULTIFAMILY PROGRAMS LIMIT ELIGIBILITY FOR

MARKET RATE UNITS TO HOUSEHOLDS WITH INCOMES AT OR

BELOW 150 PERCENT OF AREA MEDIAN. THE EFFECT IS TO

ENSURE THAT ALL PROJECT UNITS ARE OCCUPIED BY LOW.,

MODERATE. AND LOWER MIDDLE.INCOME PERSONS.

O INCOME SET.ASIDRS: IN ADDITION TO INCOME CAPS ON

MARKET RATE UNITS AND BEYOND THE MANDATORY 20 PERCENT

SET-ASIDE FOR LOW.INCOME TENANTS, A NUMBER OF STATE

HFAS EXPAND THE AVAILABILITY OF UNITS TO LOW. AND

MODERATE-INCOME HOUSEHOLDS, BY INCREASING THE LOW-INCOME

SET-ASIDE, E.G. FROM 20 PERCENT TO 30 PERCENT, ADDING

SET.ASIDES FOR INCOMES JUST ABOVE 80 PERCENT, E.G, 80

PERCENT TO 100 PERCENT OF MEDIAN, OR IN SOME CASES,

LOWERING THE 80 PERCENT OF MEDIAN CEILING FOR THE

LOW-INCOME SET-ASIDE, E.G. FROM 80 PERCENT TO 70 PER.

CENT.
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o QLE REOUIREMENTS/INCENTIVYES: A VARIETY OF OTHER

MECHANISMS ARE USED BY STATE IIFAS TO ASSURE THE AVAIL-

ABILITY OF RENTAL UNITS TO LOW- AND MODERATE-INCOME

HOUSEHOLDS, THESE INCLUDE FAMILY SIZE INCOME ADJUST-

MENTS AND BEDROOM PROPORTIONALITY FOR LOW-INCOME UNITS,

APPROVAL OF INIlIAL UNIr RENTS AND RENT INCREASES, RENT

SKEWING 1O LOWER LOW4INCOME UNIT RENTS, AND INCENTIVES

TO ENCOURAGE TIle CONSTRUCTION OF 3 PLUS BEDROOM UNITS

FOR LARGE FAMILIES,

AS ONE CAN WELL IMAGINE, THESE RESTRICTIONS WORK WELL IN

SOME SlATES, WHILE IN OTHERS WOULD DESTROY A PROJECT'S ECONOMIC

VIABILITY. JUST AS TIlE NOTION OF 'PUIIId PURPOSE* VARIES FROM

STATE TO STATE, SO 100 I)OI;S TIE VIABILlTY OF RESTRICTIONS. CSIA

IS CURRENTLY STUDYING EACH O OUR STATES' PROGRAMS AND TIlE

METHODS EACH USES TO BALANCE TIlE ECONOMICS OF HOUSING PRODUCTION

WITII OUR PUBLIC PURPOSE GOALS, ONCE TIlS INTERNAL ANALYSIS IS

COMPLETED, AND AN ASSOCIATION-WIDE CONSENSUS IS REACHED, WE LOOK

FORWARD TO WORKING WITII TIlE COMMITTEE TO IMPROVE A SOLID PROGRAM.

IN TIlE MEANTIME, HOWEVER, WE STAND ON OUR RECORD OF PUBLIC

SERVICE, AND INVITE MEMiERS OF CONGRESS, TO VISIT A STATE HOUSING

FINANCE AGENCY PROJECT IN THEIR STATE OR DISTRICT. THEY WILL

SEE, ALONG WITH TIlE TRADITIONAL 80/20 PROJECT, IIOUSING FOR TIlE

ELDERLY, AND BOTH TIlE PHYSICALLY AND MENTALLY HANDICAPPED,

TAX-EXEMPT FINANCING, COMBINED WITH FLEXIBILITY IN PROGRAM
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REGULATIONS, HAS BEEN DIRECTLY RESPONSIBLE FOR ALL OF THESE

PROJECTS, THEY WOULD NOT HAVE BEEN BUILT WITHOUT TAX-EXEMPT

BONDS.

PROVIDING ASSISTANCE FOR FIRST TIME II MEDUYERS

THE STUDY FORECASTS THAT THE PRESIDENT'S TAX REFORM PROPOSAL

WILL INCREASE THE AFTER TAX COSTS OF HOMEOWNERSHIP APPROXIMATELY

10.12 PERCENT AND REDUCE SINGLE FAMILY CONSTRUCTION BY ABOUT

40,000 UNITS PER YEAR. THIS WILL RESULT IN INCREASING DIFFICULTY

FOR YOUNG AMERICANS HOPING TO PURCHASE THEIR FIRST HOME. THE

VALUE OF THE MORTGAO R VENUF BOND PROGRAM CANNOT BE MORE DRAMA.

TICALLY UNDERSCORED. ALONG WITH OUR MULTIFAMILY RENTAL PROGRAMS,

STATE HFAS USE TAX-EXEMPT FINANCING TO PROVIDE BELOW MARICET RATE

MORTGAGES FOR FIRST TIME HOMEBUYERS, ESPECIALLY USEFUL DURING

ftRIODS OF HIGH INTEREST RATES, THE MRB PROORAMHAS RESULTED IN

NEARLY ONE MILLION FAMILIES PURCHASING THEIR FIRST HOMES AT

MORTGAGE RATES AN AVERAGE OF TWO TO THREE PERCENTAGE POINTS

BELOW THE MARKET. THE OVERWHELMING MAJORITY OF TIlE PARTICIPANTS

IN THE MRB PROGRAM WOULD NOT HAVE BEEN ABLE TO PURCHASE THEIR

HOMES WERE IT NOT FOR THE PROGRAM.

IRS CODE SECTION 103(A) PROVIDES THAT TAX-EXEMPT MRBS MAY

BE USED TO FINANCE ONLY SINGLE FAMILY HOMES THAT:
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O COST NO MORE THAN 110 PERCENT OF THE AVERAGE AREA

PURCHASE PRICE (120 PERCENT IN TARGETED AREAS);

O WILL BE OWNER OCCUPIED;

O BY A PURCHASER WHO HAS NOT HAD ANY OWNERSHIP INTEREST

IN THEIR PRINCIPAL RESIDENCE DURING THE PRIOR 3-YEAR

PERIOD (NON-TARGETED AREAS ONLY).

AS WELL TARGETED AS THE MRB PROGRAM IS, MANY OF OUR AGENCIES

HAVE IMPOSED FURTHER RESTRICTIONS IN THE FORM OF INCOME ELIOI.

ABILITY REQUIREMENTS, LOWER SALES PRICE MAXIMUMS AND LOAN APPLI-

CATION PRIORITIZATION. OUR SELF.EXAMINATION IS FOCUSING ON MRDS

AS WELL AS MULTIFAMILY HOUSING IDBS. ONCE IT IS FINALIZED WE

LOOK FORWARD TO SHARING THE RESULTS WITH THIS COMMITTEE. AGAIN

THOUGH, WE MUST POINT OUT THE RESURFACING PROBLEM OF CERTAIN

RESTRICTIONS WORKING ONLY IN CERTAIN STATES, A DEGREE OF FLEXI-

BILITY IS NEEDED.

RUMMATION

THE COUNCIL OF STATE HOUSING AGENCIES IS DEDICATED TO THE

PUBLIC PURPOSE OF PROVIDING AMERICA'S LOW. AND MODERATE-INCOME

CITIZENS WITH ADEQUATE, AFFORDABLE SHELTER. WE ARE CONCERNED

THAT THE ENACTMENT OF THE PRESIDENT'S TAX REFORM PLAN WILL

RESULT IN SERIOUS A UPHEAVAL IN THE HOUSING/REAL ESTATE/CON.
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STRUCTION SEGMENT OF OUR ECONOMY. THIS INDUSTRY HAS LONG BEEN

CONSIDERED THE FOUNDATION OF OUR ECONOMY AND DRASTIC DECREASES

IN IT WILL GENERATE NEGATIVE EFFECTS THROUGHOUT THE SYSTEM

COMBINED WITH THE FORECAST INCREASE IN THE FEDERAL DEFICIT AND

THE NATURAL BUSINESS CYCLE, THE LONG-TERM ECONOMIC OUTLOOK IS

CLOUDY.

A DOWNTURN IN THE ECONOMY WILL ADD TO THE ALREADY GREAT

DEMAND FOR HOUSING; ESPECIALLY AT THE LOW. AND MODERATE.INCOME

LEVELS. SHOULD TAX REFORM BE ENACTED OUR CITIZENS WILL BE

PAYING AN ESTIMATED 20.24 PERCENT MORE IN RENTS AND THEY WILL BE

PAYING FOR SMALLER, OLDER UNITS. HOMEOWNERSHIP COSTS WILL

INCREASE BY 10.12 PERCENT, MAKING IT EVEN HARDER FOR NEW FAMILIES

TO VACATE THE RENTAL MARKET. THE RESULT WILl. BE INCREASED

PRESSURE ON A STALLED INDUSTRY. *

ALL OF THIS WILL BE HAPPENING IN AN AMERICA THAT HAS CUT

THE MAJORITY OF ITS DIRECT SPENDING HOUSING SUBSIDIES AND WILL

HAVE ELIMINATED VIRTUALLY ALL OF ITS TAX CODE RELATED INDIRECT

SUBSIDIES, FOR THE FIRST TIME IN 35 YEARS THERE WILL NOT BE A

NATIONAL COMMITMENT TO HOUSING AMERICA'S CITIZENS.

YET THIS NEED NOT BE THE SCENARIO. WE URGE CONGRESS TO

ACT CAUTIOUSLY AND MODERATE THE PRESIDENT'S PROPOSAL AS IT

RELATES TO HOUSING. WE POINT TO THE SUCCESSES THAT TAX-EXEMPT

FINANCING HAVE GENERATED. (EACH OF OUR AGENCIES WILL BE FORWARD.

*I
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ING DATA TO THEIR MEMBERS OF CONGRESS ON THE PROJECTS IN THEIR

STATES AND DISTRICTS.) THE PRESIDENT'S CALL FOR INCREASED STATE

INVOLVEMENT IN HOUSING LOW. AND MODERArE-INCOME AMERICANS CAN BE

WELL SERVED BY STATE HOUSING FINANCE AGENCIES WORKING IN CONJUNC-

TION WITH THE PRIVATE SECTOR. MR. CHAIRMAN, WE RESPECTFULLY

URGE CONGRESS TO ACKNOWLEDGE OUR EFFORTS BY ALLOWING US TO KEEP

OUR MOST EFFECTIVE TOOLS AND ASK THAT WELL 'rARGETED, EFFICIENT

TAX-EXEMPT FINANCING PROGRAMS FOR HOUSING BE RETAINED AS A PART

OF ANY REFORMED TAX CODE, WE REITERATE OUR WILLINGNESS TO WORK

WITH THE COMMITTEE TOWARD TIII END,
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STATEMENT FOR THE RECORD

on behalf of

THE DELAWARB SCHOOL BOARDS ASSOCIATION

on

TAX REFORM

befoco the

COMMITTEE ON FINANCE

U.S. Senate

August 7, 1985



The Delaware School Boards Association represents all 19
public school districts in Delaware.

We view with alarm the federal proposal to repeal the
deduction for state and local taxes as part of the tax
simplification plan.

In Delaware, 41.7% of our taxpayers itemizo their federal
tax returns. Compared to the nation as a whole, this percentage
is relatively high (30 states have a lower percent based on 1984
data from the office of the Secretary of the Treasury).

Delaware also receives fewer federal dollars back per person
than 44 other states (0593 loss per individual based on 1985 data
from state Policy Research, Ins.).

As a result in changes to the Delaware , relative to
school finance made in 1984, schooldistriotshave the first real
incentive to increase their local school tax burden. In the last
two years, at least half of these districts have passed
significant tax increase by referendum.

The State of Delaware is highly dependent on the personal
income tax as a revenue source. In fact the state income tax is
the only broad based tax we levy. Coupled with this is the fact
that the State funds 71% of the total cost of public education.

Given the above information, it would certainly follow that
if state and local tax deductions were disallowed, tremendous
public pressure would build to lower these tax rates currently
levied. This would not only have an effect on locally raised
funds but would adversely effect the state funds available for
allocation to public education in Delaware.

The tradition, to date, of the federal government has boon
to encourage the growth and stability of local and state taxing
authoriLies through use of the tax deduction.

We do not see how breaking this tradition will accomplish
anything more then to undermine the entire funding structure that
now provides the resources to educate our youth.

The Delaware School Boards Association urges that the repeal
of state and local tax deductions not be made part of any tax
simplification program. The ramifications and the risks far out
weigh any potential advantages.
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Free
ms ' the Eale

HOWARD J. RUFF CHAIRMAN CITIZEN'S LOBBY

July 29, 1985
ZAND DILIVIRUD

Honorable Bob Packwood
senate Committee on Finance
OD-219 Dirken Senate Office Building
Washington, D.C. 20510

Dear Senator Packwoodi

it in my understanding that the Senate Comittee on
finance will be continuing to hold hearings on tax referm.
We, at Free the Nagle# are excited about your concern over
this country's taxation practice, and we applaud you for
your decision to listen to America's plea for reform.

As Legislative Director of Free the Nagle, I would like
to testify at the hearings. As you may know, Free the Nagle
Citisen's Lobby, deals mainly with preserving economic
freedoms, along with supporting other Issues of basic
importance to the American oltisen.

p yfou would Ilke further information In regard to our
proposedtestimony, or If you need assistance in getting
anyone else to testify at the hearing, please do not
hesitate to contact us,

With every best wish, I am

101incerely,

// John C, Houston
V Legislative Director

214 Maseachusetta Avenue, NI., Me 510, Waehlngtcn, D.C. 20002 (U~) 54741U(202) 64741ngu Mwelhuemf Avf-A*, N.C., MSe 510, W&***W, DC. 2MO0
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TESTIMONY

OF

THE HONORABLE RICARDO J. BORDALLO

GOVKINNOR OF GUIAM

BEFORE THE COMMITTEE ON FINANCE

UNITED STATES SENATE

CONCERNING CHAPTER 15.05 OF THE

I'IRSIDENT'S TAX REFORM PROPOSAL

25 JULY 1985
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The mirror image tax in Guam has a motley lineage. At the

time the Organic Act of Guam was under consideration, the United

States income tax laws applied only to the States, the District

of Columbia, and the "Territories"; that is Territories with a

capital "T". Capital "T" Territories are territories such as

Alaska and Hawaii which were incorporated into the United States

and to whom statehood had been promised. The legislative

history of the Organic Act makes clear that Congress was not

prepared to make such i promise to Guam. Nor, as we understand

it, is the current Congress prepared to make such a promise.

Guam was made on unincorporated territory, was denied state-hood

and any promise of statehood and was not to be subject to the

United Staten' income tax. The reason for the last. provision is

clear enough. Under the Organic Act, Guam had no voice electing

the President of the United States nor was it represented in the

House of Representatives or the Senate of the United States. In

lat'r years, Guam was given n non-voting representative in the

House of Representatives. Though we very much appreciate Ihe

privilege of being able to send a representative to this body,

the lack of contitutionally sanctioned representation remains to

this day.

In light of this, the Drafters or the original Organic Act

wisely chose to treat 'uam as a Possession for the United States

for tax purposes. Thi-, meant that the United States would not

tax Guam or Guamanians except to the extent that they derive

income from the United States.
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That taxes may only be imposed with the consent of elected

representatives of the taxpayers is one of the oldest and most

fundamental principles In the American tradition. As only one

illustration, I would like to read to you a portion of the

Virginia Stamp Act resolutions passed May 30, 1.765, by the House

of Burgesses of Virginia:

"Resolved that the taxation of the
people by themselves, or by persons
chosen by themselves to represent
them, who can only know what taxes the
people are able to bear, or the
easiest method of raising them, and
must themselves he affected by eVefy
tax laid on the people, is the only
security against burdensome taxation,
and the distinguishing characteristic
of British freedom, without which the
ancient constitution cannot exist."

"Resolved, therefore, that the General
Assembly of this Colony have the only
and sole exclusive right and power to
lay taxes and impositions upon the
inhabitants of this Colony, and that
every attempt to vest such power in
any person or persons whatsoever other
than the General Assembly aforesaid
has a manifest tendency to destroy
British as well as American freedom."

"Resolved that any person who shall,
by speaking or writing, assert or
maintain that any person or persons
other than the General Assembly of
this Colony, have any right or power
to impose any taxation on the people
here, shall be doeed an enemy to His
Majesty's Colony."

It is worth stressing that the original Organic Act is

proposed was consiatent with these traditional American notions
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and loft the power of Guamanian taxation to Cluamaqians.

However, during the legislative process, Congressman Miller

of Nebraska introduced a rider to the Organic Act. In

explaining his amendment, he said:

"The Amendment we have just adopted in
Committee provides that the income tax
laws in force in the United States of
America and which may hereafter be in
force will be the law over there.
That will be of great help in plugging
certain loopholes. The people of Guam
and a large number of civilians and
workers over there on construction
work, as well as military personnel,
pay no income tax or have no
withholding tax. In fact, they are
paid a bonus for working there. This
will plug that loophole and bring in
some money to the United Stutes
Treasury."

Thus, was the Mirror image tax born on Guam. A hastily

conceived rider introduced by a Congressman to "plug loopholes"

"over there" without considering that only the people who must

pay the taxes and their representatives can know what taxes are

bearable and the easiest method of raising them. Of course,

Congress wes primarily concerned with taxing those U.S. citizens

temporarily in Guam as employees of the United States

Government. They might reasonably be expected to contribute to

the United States Treasury. However, the mirror image came to

be understood as applying to all Guamanians and all Guam source

income.

The difficulties with the mirror image system have been

documented many times. One of the best discussions is found in



305

an article by Karla Ihoff entitled, "U.S. Federal Tax Policy

Towards the Territories: Past, Present and Future" which

appeared in the Tax Law Review, Volume 37, No. I for 1981. 1

attach a copy of that article to my testimony for the

Committee's reference.

Rather than restate the material in that article, I would

point out the single most burdensome aspect of the mirror image

to Guam - revenue instability. The Congroas is continually

changing U.S. tax laws. In the lest ten years, major changes

occurred in 1976, 1978, 1981, 1982 and 1984, and a further

revision is now under consideration. Congressional action

dramatically affects Guam revenue. This makes it virtually

impossible to do any long-term financial planning. Even when

proposals arb said to be "revenue neutral" as the ones before

you, they are not neutral for Guam. Our per capita income is

itss than that of any State in the Union. Reforms which reduce

the burden on low income taxpayers but provide "compensating

revenue" from middle and upper taxpayers erode our tax base

since we have a larger proportion of low income taxpayers than

on the U.S. mainland.

Also, the complexities of the mirror image system make tax

administration on Guam most difficult. Our island contains

roughly one hundred ten thousand people. Apart from the

Commonwealth of the Northern Marianas, we are thousands of miles

from the nearest U.S. tax Jurisdiction. It is simply not

possible to support a staff with the experience and knowledge of

J
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the more specialized portions of the U.S. tax code with such a

population base. As a result, we must concentrate on general

issues. Income taxed under the more specialized rules will tend

to escape taxation.

For aill these reasons, we strongly support the President's

proposal to eliminate the "mirror image system" and to restore

to Guam its rightful power to levy its own taxes. However, I

believe that more thought should be given to the transitional

provisions.

On October 21, 1976, the United States Congress passed

Public Law 94-584 authorizing the people of Guam to organize

their government pursuant to a constitution of their own

adoption. The Guam Legislature was authorized to call

constitutional conventions to draft constitutions for local

self-government. While the first constitution proposed in Guam

was rejected by the voters, P.L. 94-684 would authorize a second

attempt. I understand that a constitution was adopted on the

second try in the Virgin Islands.

The people of Guam have concluded that a thorough revision

of the exiting Guam-Federal relationship is necessary and for

that reason we have, deferred pressing for a constitutional

convention. However, in light of the somewhat lengthy process

that lies ahead for the revision of that relationship and the

willingness of Congress to grant certain powers to the people of

Guam, I believe that it would be well for Guam to proceed to

udopt a constitution, even if that constitution were to bit

amended in the light of the final Guam Territorial Relationship



307

Act.

In the interim, we pln to adopt the present code to at

least preserve revenue neutrality. I have established a Tax

Review Committee representing a good cruss.-se:tion uf the

community. Government Officials, business leaders, logal and

accounting professionals and other interested individuals form

the core of this Committee with my Director of Revenue and

Taxation as chairman.

We are confident that the tax system eventually presented to

the people of Guam will be fair and consistent with the

Territories' economic goals and objectives. We ask that you to

favorably consider this important provision of the President's

proposal so that Oua can more efficiently develop itself, into

an economically self-sufficient territory.

Thank you very much for allowing me to present thin

testimony.
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that unlike the rum tax, the gasoline tax was not such an equalization
ta.14

The court of appeals observed that a literal interpretation of "all
taxes . . . on articles produced in Puerto Rico (or the Virgin Islands]
and transported to the United States" would require the transfer to these
islands of all tax revenues ever collected when an article from the islands
later became the subject of a taxable transaction in the United Stats.
Since the administrative problems inherent in such reading were "truly
staggerin g," the court concluded that the phrase "all taxes" was ambigu.
ous and required some form of limitation based on the legislative history
of the provision."' In the light of that history, the court agreed with
the United States that the statutory phrase referred only to taxes imposed
on articles produced in the territory and transported to the United States
in order to equalize their competitive position in the U.S. market." 3

The phrase did not include the gasoline tax, a tax imposed at the point
of sale and as such not a tax which articles from the territories would
otherwise escape."

U.S. Income Tax Relationship With Guam
Historical Background

Although the United States acquired Guam from Spain in 1898.
Guam was not granted self.government until 1950. In the inter,., a
succession of naval governors exercised sole responsibility for the ad.
ministration of the island, pursuant to a two.line executive order of
President McKinley.'" The naval governors received periodic nppro-
priadons from Congress. U.S. internal revenue laws were not locally
applicable. In 1950, Congress granted a measure of self-government to
the people* of Guam and made all native Guamanians U.S. citizens."'
The Organic Act of 1950 provided for a locally elected legislature and
4 governor appointed by the President.

Once the elected officials of Guam had thq right to draw up Guam's

the U.S. market. Since U.S. internal revenue laws do not, in general, directly
apply to Puerto Rico or to the Virgin Islands, U.S. taxis on production do not
reach goods. produced in the islands. U.S. sites taxes, on the other hand, reach
all goods soal within the United Staie and, thus, sales taxes do not have county.
patn equalization tax".

110 Brief for Appellant at 1-16 (both cass).
14, 642 F.2d at 566-426.
142642 l?.2d at 632-633.
14 Ibid.
144 Executive Order No. 10-A (1898).
10 Organic Act of GuAm, ch. 512, 1 4(s) 64 Stat.. 384 (1950) (6 U.S.C.

f 601-05).
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budget. Congress expected.the residents to finance the local government,
other than the salaries of federal appointees. DPrin d ebate on the pro.
posed Orgnic ActL one conpgrsman stated that there were "su cint

ures of revue right there on the island of Guam so they wil be
able to set up a tax stzucwre sumfcient to- army their own exes of

v-m ~ w h 'u foku contributon from the United tati
o belp cany thgi governmet cost. "'

In 1950, Guam had a population of 96,000, of whom 26,000 were
native Ouamanians and most of the remainder were members of the
U.S. armed forces or employees of U.S. government contractors. An
eftnomic boom was in prolrs as a result of war reconstruction. Much
of the income, however, escaped taxation. The U.S. tax Iur dictlon did

, nV tiens of Guam (not otherwise citizens of the United
States),"' or to foreign nationals and foreign corporations deriving
income from am. since the Code defined the United States to incldeonly A t stta l e i st ic M O E -01 Ili a o n" T * th e rr"I M 9 9i s 7 ,0 ,,t

d ii.'" U.S. citizens and U.S. corporations deriving their income
pr,,-ilv from Guam were likewise exempt from federal income taxa.
don under a provision enacted in 1921 to alleviate the competitive dis.
advantage of U.S. businessmen relative to foreign businessmen in the
Philippines and other U.S. possessions."'

To clse the"lophole" through which persons in Guam escaped all
income tax, Congress provided in a rider to the ng,,,n AM er s*"[t~he income tax aws in force in+ the United States of A -nerlen an~d

those which may hereafter be enacted shall be held to be likewise in
fori am." " Another section of the Organic Act provided that
"[all custocis duties and Federal income taxes derived from Guam . . .
shall be covered into the treasry of Guam:""

', 96 Copo. P ac. 7577 (2950) (remarks of Rep. Scrivner and Rep. Miller).
141 Revenue Act of 1918, ch. 78, 1 260, 40 Stat. 1087 (1919) (reenacted as

section 232 of the Internal Revenue Code of 1939 and, as amended, I.L.C. 1 932).
See N. 37 supra. 0

s45 Id; 1 (reenacted as section 3791fa)(9) of the Internal Rrvenue Code of
1939).

"* Section 252 of the Internal Revenue Code of 1039 (restated as I.R.C. 1931).
The exemption currently applies only to U.S. corporations doing business in tbe
possessions under I.R.C. 1 936.

1se 96 Copgo. Re. 7S77 (1950) (remarks of Rep. MWr).
'sa Organic Act of Guam, ch. $12 1 31, 64 Stat 32 (1950) (current version

at 4 U.S.C. 1421(1) (Supp. 197)).
is1d:1 530 (codihed in 41 U.S.C. 1421(h) (1976)). ThIs section also pro.

vided that U.S. internal revenue taxes on floods produced In Guam and transponed
to te United States sbal be deposited into the treasury of Guam. The amount
of tues covered over pursuant to this secdon was small In 1950, and today Is zero,
as no loods entering the United States from Guam are currently subject to a fed.
oral m&ufactuter's excise tax. See VaoH IsLAms RapoxT, juppe N. 71, at 17.
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The legislative history of the Organic Act suggests that the payment

r,,,, . 'of federal taxes derived from Guam into the Guamanian treasury was
tended to be a temporary measure. Thus. the following statement

appears in a 1954 report by the Senate Committee on Interior and In.
sular Affairs:

[A)t the time of the hearings on the Organic Act for Guam in 1950 (Public
Law 630, 81st Cong.) we were assured by the Governor of Guam. with the
acquiescence of the representatives of the Territorial leglslature,[1M) that
if all the taxes either from incomes of persons on Guam or products or
activities orijinating in Guam, were granted to the insular treasury for a'
period of 2 years, the island could become self-supponing. Those 2 years
have become 4 years and, in the pressure of business and activity in the
Senate, nothing has been done about determining whether Guam is or is
not self-supponinS without the prop of revenues which other American
citizens have to pay to support their Federal Government.164

No determination was made and, in the meantime, controversy arose
/"s to whether the United States or Guam had authority to administer the
K...S. income tax laws in force in Guam. Guam had proceeded to collect

the U.S. income tax imposed cn iu residents after 1950, and numerous
suits for refund were fledd." To ratify the assessment and collections
that Guam had made. Congress in 1958 enacted legislation "cltjft%,:ng"
the meaning of section 31 of the Organic Act. Public Law Number
85-688 Rrovided that the U-5- income tax laws s applicable to Guam
under section 31 of the Organic Act imposed "a separate Territoral
income tax," administered by the government of Guam."' In order to
obtain a w mirrored e ct" between the federal and Guamanian income
taxes, Congress provide at "except where it is maniestly otherwise
required, the applicable proVhqs of the Internal Revenue Codes of
1954 and ,1939 shall be read so' substitute 'Guam' for 'United

s The Congress of Guam dated back to 1917. although it exercised only an
advisory role before 1950. H.R. Rip. No. 1677, 81st Cong., 2d Ses. 9 (1950):

5s4 VaO, IsLAmDs RaPoItT. suprn N. 71. at 18. This statement by the Oover.
nor of Guam is also referred to in S. Rar. No, 2109, 81st Congr. 2d Sees. 15(1950).."

255$Sre. e.g.. Jenninp v. United States. 155 F. Supp. $71 (Ct. Cl. 1957);
Laguana v. Ansel, 102 F. Supp. 919 (D. Guam 1952), aed per curiam, 212 F.24
207 19th Cir. 1954).

"48 U.S.C. If 14211(b) and (M) (1976).
'it48 US.C. 1 14211(a) (1916). See also H.R.. RaP. No. 2273, 85th Cong..

24 Ssa, 5. (15).
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Stats of T.S.']ersons Under U.S. Tax L.w
Applicable in Guam

The result of Public Law Number 85-688 was to establish in Guam
an income tax system which incorporated virtually all of tbe pitfalls of
the Virgin Islands income tax. By codifying the language substitution
system (which is the basis of the mirror system), It provided that Guam
would tax U.S. nationals under U.S. law as though they were foreign
persons.'" In general, the courts upheld the tax consequen:es thit fol.
low front the mirr r system.%"

Beginning in 1968. representatives of the Virgin Islands and Guam
' ... met with U.S. representatives to work out a way to remove the aomalies

created by the mirror systems. This task force's product-legislation
passed in 1972.-substantially modified the application of the Guam
mirror system to individuals " From the perspective of the individual
taxpayer, Guam became a collection district of the United States, idend-
cal for most U.S. income tax purposes to a stateside collection district.
Under new section 935, a resident of the United States or Guam is re.
uird to 5le onl, one tax rel tumwith Guam if he is resident there on

the 1.s: dav of the year. or with the -nited States i! hc is reiident in one
of the 50 states or the District of Columbia on the last day c, the year."'
For-purposes of computing the individua's-itax-liability. sec'on 935 pro.
vides that domestic source income shall include income derived from
sources within either the United States or Guam."-* In the event that an
individual is resident in Guam for only a pan of his tax year and resin'

, dent in the United States for another part of the year, section 935 allows
full credit for taxes paid to or withheld by both jurisdicJons .without

166 See the text accompanying Ns. 94-95 supra.
"'94ee. e.g.. Sayrc & Co. v. Riddell, 39S P.2d 407 (9tb Cit. 1968); Govern.

meant of Guam v, Koster, 362 7.24 248 (th Cit. 1966). However, the minor
theory was not applied In Atklns.Kroll (Guam) Ltd. v. Governet of Guam,
367 F.2d 127 (9tb Cit. 1966), can, denied, 386 U.S. 993 0967 . These cam
were later relied upon by the Third Circuit In cues involving the income tax in
the Vir;in Islands.

'*0 Pub. L. No. 92-606, 86 Stat. 144(3972). This legislation did not modify
the mirror system as it applied to corporations. except with rape to the 30 per.
cent flat tax imposed under I.R.C. 1 881 on "domestic" source lavtmnt Income
paid to "foreign" corporations. The lelislatioi added new # teio: 1(b) to the
Code to provide that a Guam corporation would not be heated as a forein corpo-
ration for purposes of that section. Mirroring that provision Into Guam tax law,
section 881(b) provides that a U.S. corporation will not be tread as a forel
corporation for purposes of the Guam tax Imposed under section 831. The ex.
planation for this exemption was that Conreas wished to promote U.S. Invest.
meant in Guam. H.R. RP. No. 92-1479, 92d Cong,. 2d Sss. 2-3 (1972).

is I.R.C. j 935(b).
"0 I..C. 1 035(c).
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regard to the foreign tax credit limitation.'" Thus. income taxes with.
held by one jurisdiction can be claimed as a credit in the jurisdiction
where the individual files his return, just as if the taxes had been with.
.held by the jurisdiction of residence.104

The 1972 legislation preserved Guam's claim, originally in section 30
of the Organic Act of Guam," to the federal income taxes paid by U.S.
military employees stationed in Guam. Such individuals are, in general,
not taxable directly by Guam.1°" The legislation added new section
7654(d) to the Code, requiring that the Secretary of the Treasury pay to
Guam the taxes withheld by the United States with respect to the com.
pensation of military personnel based in Guam--currently somewhat less
than $15 million per year."'

The 1972 legislation eliminated the perceived inequities and legal
uncertanties in the taxation of U.S. citizens subject to income taxation
in Guam, but it gave rise to new problems in the division of revenues

'" Reg. i 1.935-1(b)(1).M64 At the time the Guam bill was enacted, the Joint Committee on Taxation
and the Assistant Secretary of the U.S. Treasury expressed the hope that the pro.
visions of the legislation could eventually be extended to cover the United States.
Virgin Islands income tax relationship as well. However, the Virgin Islands did
not wish to adopt the new scheme because it would bave provided that U.S.
residents with an unincorporated Virgin Islands business were taxable only by the
United States. In addition, the Virgin Islands did not wish to give up the 30 fer.
cent withholding tax on direct U.S. investment in the Virgin Islands. A m.,or
advantage of the proposal to Guam-..elimination of the dual filing requirement for
Guam residents with U.S. source income-did not provide any benefit to the Virgin
Islands, which had already obtained a single filing rule for its inhabitants under
section 28(a) of the Revised Organic Act of the Virgin Islands of 1954 (current
version at 48 U.S.C. 11642 (Supp. 1979)).

III Section 30 of the Organic Act of Guam, ch. 512. 64 Stat. 392 (1950), pro.
videos, in pertinent part: "Federal income taxes derived from Guam . . • shall be
covered into the Treasury of Guam." This provision of section 30 was superseded
by I.R.C. if 935 and 7654. See Rel. 1.301.7654-1 (a).

'e'The Soldiers and Sailors Civil Relief Act. 50 U.S.C. 1 574 (1976) provides,
in relevant part: "JA] person shall not be deemed to have lost a residence or domi.
cile in any State. Territory (or) possession . . . solely by reason of beinl absent
therefrom in compliance with military or naval orders, or to have acquired a real.
dence or domicile in any other State. Territory (or) possession . . . while, and
solely by reason of being, so absent. For the purposes of taxation in respect of the
,.. income or ross income of any such person by any State, Territory for) pos.

session ... of -vhich such person is not a resident or in which he is not domiciled,
compensation for military or naval service shall not be deemed income for services
performed within, or from sources within, such State. Territory [or) possession."

161 For 1981, the Appendix to the Budget of the United States Gov't (fiscal year
1982). at I-M69, report that Guam received a total of S18.9 million in U.S.
income taxes withheld from the compensation of U.S. government civilian and
military employees for services performed in Guam.. No breakdowns of the
amounts is available. For the authority for the payment to Guam of U.S. taxes
withheld from the compensation of- federal civilian employees In Guam, see the
text accompanying Ns. 169-71 intra.
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between the United.States and Guam.%* The leislative history of see.

lion 935 sue.ests that Congress intended to provide Guam the exclusive
rivh: to tax tullvear residents of Guam.'" Section 935(c) (3) is cate
gorical: residents .9g Guam are hereby 'relieved of liability" for the

United States income tax. However. the 1972 law did no- make federal

tax withholding obligations. consistent with the liability rules set down

in section 935(c)(3). nor (as an ahernadve) did it provide a com.

prehensive mechanism for the federal government to pay these taxes

into the Guamanian treasury. Inconsistencies exist in three areas:;*

() The United States withholds tax on compensation paid to U.S.

government employees in Guam. Cumntly. these withholding taxes

are covered over to Guam pursuant to a 1973 Treasury recommend.

%ion to the Itermal Revenue Service to continue to cover over these

, withholding taxes as if section 30 of the Organic Act had not been

Tully superseded.
(2) The United States withholds (ard retains) tax on pension pay.

menu to retired military and civil serice employees resident in Guam.

(3) The United States withholds (and retains) tax on compensa.

tion paid to residents of Guam serving in the U.S. armed forces.

In 1980. the legislature of Guam petitioned Congress to end the "in-

eauo:aie division of tax revenues between the United State. and

Guam." '" The U.S. Treasury indicated to the go'emnment of Guam

that, if necessary. it would be prepared to seek statutory clarification."'

Opportunities for Federal Tax Evasion and Avoidance

eladitin to the interretative uestin Ised b the- feeral income

tax relationships with the Vri Islands and Gum to,' rlnrinnhips1
create numerous pprtunities for ederal jAx avoidance and evasion.

u ortunities arise from the fragmentation of tax jurisdictiOn Over

U.S. taxpayers and from the failure of particular U.S. tax prvisonito
take account of the special stats ofthe Vir lands and Guam.

1,46 See TIA/rroRmL IWcoMi TAX SYsTEMS. supre N. 7.
)* ' HAL. Rip. N4o. 92-1479, 92d Cons..-2d Ss. 4 (1972). However, a sepa

rite rule wu adopted requiring certain high-inton Indlividuals to report the

respective amounts of their income from Guam and the United States so that te

tax collections on such persons could be prorated between the two jurisdictions.

I.R.C. 1 7654(a); see IR..C. I 66I.
1'0 See TIwrOMAL --INcoME TAX SysTMs, sup-ra H. 7, at 22..
IT' Rem. 433, l5th Ouam Legislature (1979).
if TZOMaMa . INcOME TAX SySTmms, supae N. 7, at 23.
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Under the Virgin Islands mirror system, a U.S. citizen or a U.S.

corporation that claims residence in the Virgin Islands can eam U.S.
source income without having to pay federal income tax or file a federaJ
income tax return. Under the Guam mi&or system. an individual who
claims rSidence also has no obligation to file a LI. t.- ,A"Mq.. Although
residents of a territory are required to pay tax on their worldwide income
under the U.S. income tax laws administered by the territory, individuals
have an incentive to make claims to territorial residence because the
Virgin Islands and Guam do not have the resources nor, apparently. the
political will to enforce the Code.1" One senior official of the Guam.
anian tax department recently listed 15 different areas of the tax law,
including consolidated returns, corporate distributions and source of
income rules, of which no employee of the ta department had any
knowledge. ThLe U.S. Treasury has noted this means of evading federal
tax and the fact that thMS is not ell 2ioned to prevent the
evaion Of U.S. taUxes by Individuals with dubious claims to residence In A

urta 114

An individual who does change residence from the United States to
the Virgin Islands or Guam, or vice-versa. may attempt to change ac.
counting methods in order to minimize tax. The tax savings could be
substantial where, for example, a cash basis taxpayer has realized a jai-
on a sale and is reporting the gain on the installment method.'" After
the taxable year of the installment sale, the taxpayer could change his
residence from, say, the Virgin Islands to the United States. The install.
meant sale seemingly would insulate the amounts received in subsequent
years from Virgin Islands tax provided that the seller, a nonresident
alien with respect to the Virgin Islands, does not engage in a trade or
business in the Virgin Islands in subsequent years when installment
payments are received."' Upon filing his first return with the United
States, the taxpayer could adopt the accrual method and take the
reporting position that all of the gain on the transaction was recog.
nized in the year of sale. Although such a change in accounting.
methods is presumably contrary to law,"' the difficulty of discovering
the change undermines federal tax administration.

113 See litter from Elmer Swats. Coirptroller General of the United States, to
Representative Morris.Udall (Oct. 3. 1979).

1'1 T faroltm. INCOM8 TAX SymsI. jupra N. 7, at 40.
TS I.R.C. I 453. See erMey, TanRSle, I Insallment Obligiou So he (1.3.

Virgin Islends. 7 Im'rL TAX J. 229 (1981).
11, Res. I 1.871-8(c)(1) (as mirrored into the Virgin Islands tax lawl.
1" Under section 28(a) of the Revised Organic Act of the Virgin.Islands of

1954 (current version at 48 U.S.C. J' 1642 ISupp. 1979)). an inhabitant of the
Virgin Islands satisfies his income tax obligations to the United States by paying
income tues to the Virgin Islands.- Therefore, when he changes his residence from
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Federal'faw requires the \'ir;in Islands and Guam to collect the

tax due under the locally applicable U.S. income tax laws, but pen.
erall" it de not prohibit the territories from rebating the takes col.
leted'" *Tax incentive legislation adopted by the leislatures of the
Virpin lslahnds and Guam allows a rate reduction of up to 100 per.
cent of the otherwise applicable 46 percent rate for qualifying busi.
nesses." A corporation which is an "inhabitant of the Vir&in Islands"
or A, possessionss corporation" will avoid paying tax to the United
Statel; as well.'. A U.S. parent corporation can. in turn, offset a divi.
deed received from a wholly.owned U.S subsidiary in the territory
with a 100 percent dividends received deduction, which removes the
dividend income from federal tax."' a ability ef A U., prant.U.S.
Sutblidia, totQether to escape tax on the Income of the subsidiary in
the territory, creates a stron| incentive for artificial profit-shlfting byU .11osgration'to the ternrtonis. The U.S. Treasury has noted that
"U P s commonly lease nlant and ealnlment to their territorial
aflwjas, which may have the effect of artflciallyInf'ating- the income

the Virgin Istlands to the United Slates. he is arguably not a "first filer." Any
chingc: in accountin; mcthodt is thus subject to the requirements of the treasury
:rpul4:ionq. % which provide that the taxpayer must obtain the approval of the Com.
r"%'.rw,,r ,!or the change. and that he make all ncear, :,d;ustments to his return

;, i-,.. ,: the change in accounting methods doct nec' rtvull in the omission
o. ,ni) item of income. Ael. 9 I.,46-1(e)(211,o ;.nd :.,;46-1(e)(3)(i).

For the argument that this tax avoidance technique is legitimate, see Berney,
supra N. 175. at 229-236. and Danielson, jupra N. 7 at A-33.

J" In Ramsey %'. Chaco. 549 F.2d 1335 (9th Cir. 1977), the Ninth Circuit held
that provisions of Guam la, granting income tax rebates to eligible investors are
not nativeve of section 31 of the Organic Act, since failure to annul the original
rebate bill within one year of Its submission to Congress constituted an implied
congressional appro%,l under the then existing provision of the Organic Act. In the
case of the Virgin islands, the right to rebate income twes is limited by I.R.C.
1 934, providing that income tax rebates may be granted only with respect to
Virgin Islands source income, and that a recipient of an income tax rebate must
be either an individual resident of the Virgin Islands or a corporation that derives
u0 percent or more of its gross income from the Virgin Islands and 50 percent or
more of its gross income from the active conduct of a tade or business in the
Virgin Islands.

1' V.I. Code Ann. tit. 29. ch. 12; Guam Civ. Code f1 53577-79, See also
Washington Post, June 22. 1981 (Washington Business), at 17. The amount of
income taxes reated by the Virgin Islands from 1973 through 1979 Was 5167
million, or 55 percent of corpor e taxes collected under the Internal Revenue
Code. (Ut$-SOov't Comptroller for the Virgin Islands.) The tax incentive ]Iis,
ation of the Virgin Jslards and Guam provides tax benefits comparable to those

offered by Puerto Rico under its Industrial Incentive Acts. See U.S. DajIP oF
TREASURY. Tmt OPERATION AND SFrue OF m11 POSSUSIONS CORPORA7ON Sys.
Tim Or TAXATJON. 3d Ann. Rep. (0980).

1'-0$8 U.S.C, 1 1642 (Supp. 1979); I.R.C. 1936.
Its I.R.C. 1 243.
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subject to a territorial tax rebate," ' U.S. parent companies also
have transferred title to patents, trademarks and other intangibles to
their piBsessions corporations, and have used transfer prices on sales
of manufactured goods from the subsidiaries back to the parent which
allocate the return on the intangibles to the subsidiaries. This practice
has been contested by the Service under section 482 on the ground
that the '&nsfers lacked substance and were motivated solely by tax
avoidance. "

bue also occur wher# particular Code -provisions fal to make
alowasie Tor the special status of the VirEgin Islands and Guam. One
such Instance arises under the foreign t credit r_. : Ths
provisions limit the foreign tax ered3 Jg a phmjunt of U.S.
liability on tl tlxpaer's foreign source income, The purpose of this
limitation is to ensure that foreign tax credits offset only U.S. tax on
foreign source income. However, the foreign tax credit rules fall to
take into account the fact that a U.S. corporation may be an inhabitant
of the Vir in Islands. As explained above, income earned by a U.S.
su-sidiary which qualifies as an Inhabitant of the Virgin Islands is not
subject to double taxation because it is not subject to' U.S. tax at all.
Nonetheless, the foreign tax credit provisions do not deny the foreign
tax credit with respect to Virgin Tslands withholding tax on dividends
received from a U.S.chartered inhabitant of the Virgin Islands.8'
Th foreign tax credit, in thk instance. has the effect of sheltering U.S.
surcl incom e rather than, as intended b .onress recent doube
ta-Ation of foreign source income.

A Recent example of U.S. tax law failing to take into account the
special U.S.-Virgin Islands income tax relationship is the Foreign In.
vestment in U.S. Real Property Tax Act (FIRPTA).W" FIRPTA
added new section 897 to the Code, which provides that the following

l T9RArOa AL. IpicoMa TAx SySrs Ms. supre N, 7. at 40,
101 Eli Lilly & Co., No. 5113-76 (T.C.. filed June 9, 1976); G.D. Searle & Co.,

No. 12836-79 (T.C.. filed Sept. 15, 1979). These cases involve corporations
operating in Puerto Rico, but the law governing these corporations applies equally
to a number of other territories, including Guam.

1#1 Section 90(4,1 limits the available foreign tax credit to that fraction of
U.S. tax which foreign source tuaable income bears to all taxable income. Ea"n-
ings of a subsidiary chartered in the United States but qualifying a an Lnhabitant
of the Virgin Islands are not subject to U.S. tax- nor, by virtue of section 243,
are those earnings taxed by the United States when paid as a dividend to a U.S.
patent corporation. See Rev. Rut. 80-A.0, 1980-1 C.B. 175. Thus, tax withheld
on the dividend by the Virgin Islands can in some circumstances generate a credit
for foreign taxes paid on income wholly free from U.S. tax.

'1 Foreign Investment In Real Property t". Act of 1980 (cited herejn as
PIR.PTA), Pub. L. No. 96-499, If 1121-1125. 94 Stat. 2682.
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%'ill be deemed -income efective)v connected with a U.S. trade or
business:

() pain realized b)' a foreign corporation or nonresident alien
from the disposition of an interest in U.S. real property, and

(2) gain realized by a foreign shareholder on his interest in a
U.S. corporation if half or more of the corporation's real property
and business assets consists of U.S. real property.

FIRPTA also limited the ability of a foreign corporation to distribute
an interest in U.S. real property without recognizing gain, or to avail
itself of the benefits of a tax-free sale incident to liquidation under

• -. ,ection 337.'" This legislation was a response to political pressure to
-;"ilose the loopholes that until 1980 permitted foreigners who Invested

in U.S. farmland and other U.S. real estate to escape -federal tax on
their capitol gains."

Tax practitioners discovered that FIRPTA ca be circumvented by
formin; a Virgin Islands corporation to hold U.S. real property. Such
a corporation avoids taxation under section 897 by virtue of the
Revised Organic Act of the Virgin Wands. pursuant to which in.

i~t~,, ol f ' the Virgin Islands satisfy their U.S. tax obligations by
:.\. to thc Virgin Islands.""" By means 'f 3 sale of the real

estate and liquidation under section 337 of the min'ored Virgin
Islands Code, the Virgin Islands corporation can avoid tax liability
to the Virgin Islands on Sain from the sale of U.S. real estate. The
benefits of a tax-free liquidation under section 337 are available to
the Virgin Islands corporation because, with respect to the Virgin
Islands, it is a domestic corporation. The foreign shareholders' .a~tal
gain on the disposition of their stock in the Virgin Islands corpora.
ton, upon liquidation or otherwise, is in turn exempt from both U.S.
and Virgin Islands taxes. Secdon 897 of the Code does not apply to
shareholders of a corporation chartered outside the United States; and
the Virgin Islands mirrored Code does not apply to lain realized on
U.S. real estate or stock of specified corporations. but rather to gain

lbS I.R.C. I 897(d).
', See Hninp on S. 192 end S. 208 befoe the Subcommittee O Tution

and Debt Manageeentn of the Senae Finence Commitee On June 25. )979 (stist-
ment of Donald C. Lubick, Assistant Treasury Secretary for T&x Policy); Peder
& Parker. The Foreign investmenl in Ral Property Ta Act of JV80. 34 TAX
LAW. 4.7 (198)); U.S. Dap'? O, TA&suRY, TAXATION OF F*oJON lPrVUTMt4
IN U.S. ReAL. ESTATE (1979).

J" See the text accompany ing Ns. 73-75 suprd.

52-911 0 - 86 - 11
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from Virgin Islands real estate or stock of certain Virgin Islands
corporations."'

The administration became aware of this loophole in FXRPTA in
time to close it through technical corrections enacted as part of the
Economic Recovery Tax Act of 1981.10 A U.S. real property interest
under section 897 Was redefined as "an interest in real estate located
in the United States or the Virgin Islands." Under this definition, a
foreign shareholder of a Virgin Islands cor r'ation wiU be subject
to tax on gain on the disposition of U.S. or Virgin Islands *real prop.
erty under the mirrored section 897. The amendment further pro-
vides that a person subject to tax because of section 897 will pay
that tax and file the necessary returns with the United States with
respect to a direct Interest in U.S. real property or an Interest in a U.S.-
chartered corporation, and with the Virgin Islands with respect to in in.
terest in Virgin Islands real property or in a Virgin Islandchartered
corporation.'

As Congress continues to amend the Code, new opportunities for
tax avoidance and evasion will- arise as a result of the unique tax
sats Of the Virjn Islands and Guam. Rarely do legislators recog.
nize that separate taxing jurisdictions must interpret the Code in a
mirrored image. and that an inhabitant of the Virgin Islands sotisflet
its U.S. Income tax obligations on worldwide income by pain; tax to
the Virgin Islands under Code provisions applicable to domestic
persons.

Does the United States-Territorial Tax Relationship
Promote Territorial Fiscal Autonomy?

The historic rational9ef the preferential tax arrangements for t
Virin nds and guam was to toannel fe supo t o-e t rr
tOd,, In a way that would also promote territodal fiscal autonomy. The
tax preferences were seen as an alternative to annual federal funding of

a' For the period that the Virgin Islands company is holding the U.S. rcal
estate, it may pay dividends to its foreign shareholders and interest to its U.S.
mortgagor without beingg subject to the requirement to withhold a 30 percent tax.
provided that less tan 20 percent of its gross income is derived from Virgin
Islands sources. IR.C. II 61(a)(l)(3), 862(a)(2)(A). 871(a), 81(a). The
holding company would be subject to Virgin Island corporate tax on its worldwide
income, but real estate corporations typically report losses for tax purposes.
rather than positive taxable income. U.S. Dap? op TasAsuav. T.u rost or
PoREIaN lNvUsTMaPer IN U.S. RIAI. ESTATS (1979) (tables 2-3 through 2-5).

1e Economic Recovery Tu Act of 1981. 1 831(a) (codified at I.R.C. 1 $97(c)
(1) (I). 1) (C191Id 1 $3 83(f) (codifid at tIlRC, I 6039C(f.)),



319

9 TAX LAW REVIEW Vo. 37:

ierntrtal po'ernmen: etperauons. Bv enactn;. 'in effect. 100 percent'
revenue shzrinc for taxes derived from the territories and. in addition.
em '1o; the territories certain U.S. source revenues, Congress
anticipated that the government'of the Virein ]slands and Guam would
become %eK-sus aining.'1

in Y Us mn 1960s. these financing arrangements did a.conljhsh
the ani4.re'sult. Ad hoe appropriations to the tenmitories in these
)cars were principally for disaster relief. In the 1970s. however, both
the. Virgin Islands and Guam accumulated-iaruc defiits. T De -epart.

ment of the Interior periodically warned that bankruptcy was immi-
nent,1" but fer 1970. had no power to impose fiscal aust¢ 4 1, To
finance the aefitorliadefclu, Congress approprated special grants,"'
authorized federal financing bank loans,"1 and provided for prepayment
to the Virgin Islands of the rum fund I' and advance payment to Guam
of income taxes withheld from members of the U.S. armed forces sta-
tioned there."" Table I shows that toul ad hoe assistance between 1977
and 1980 amounted to $68 million for tl Virgin Islands and S81
million for Guam.' 0

, ,, ? Table I suggesu that demand for government

',, See the lest hesinninl a Ns. 61, lit 154 spre. See also 125 Como. RMC.
161894 (daily ed. Nov. 16. 1979) (remarks of Sen. Johnston). The Virgin Islands

and Guam are also elt;ible for approximately one half of federal grant'in.aid pro.
grums. See ,.S. DIP'T Or INTlIo'lt. FIDIRAL PtooRAmIs AVAJLA3LI To THI
Trmroats or Tp m ,lilrrao S1"ATU (197$).

. . Th, Jul% 1979 report of the Federal Comptr,!c; for the Virgin Islands
statca on pale 5: -"The financial condition of the Territorial Government con-
tinue to worsen at a rapid pae and Is now at a point where a virtual bankruptcy
situation could exist in the near future .... Potential sources of increased reve-
nue do exist in amounts sufficient to reverse the trend of deficit spending " The
Au;ust 1979 report of the Federal Comptroller for Guam stated on page i: "The
Government of Guam's fiscal difficulties have grown more critical each year since
1974 , . , we anticipate thar Guam'could Incur a cash shortfall of $30 million by
thc end of FY $0. unless immediate corrective measures are taken."

104 In November 1970. the people of the Virgin Islands and Guam each elected
their first governor. Since 1971. the Department of the Interior has exercised no
direct control over the territorial overmRt.ML Virgin Islands Elective Governor
Act, f 4. A8 U.S.C. 1 1593 (1968); Guam ..ectilv Governor Act, 11, 48 U.S.C.
j 1422 (1963).

$10 Many of these grants were to offset reductions In territorial tax revenues
resulting from changes in the federal income tax. See the text accompanying Ni.
202-204 In/re.

,*641 U.S.C. I 1574b (1976). Pub. L. No. 96-205. 1303, 94 Stat. 88 (1960)
(to be codified tA8 U.S.C. 1 1423s).

M' 48 U.SC. I 1645 (Supp. 1979).
1"6 A U.S.C. t 1421h (Supp. 1S949).
I.' Not included in this amount is the foregiveness of interest and principal on

the $33 million balance of a loan owed by Guam to the U.S. government. Pub.
L. N'o. 96-205, 1 302, 94 Stat. 88 (180); Pub. L. No. 06-597. 201, 94 Stat.
3477 (1980).
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Ftpure% for Ideral l %%tance are on the baisi of U.S hfical %-Car%. All other figures
are on the ha%,s of ietrtorotal fiscal ers Until 1979 the' flAl %eit of the %'itain

IWand% and Cuam ended on J.nc 16, Since 1979. sernsorial fls..l cars hae ended
on Steptemhr .0 l,b., fiscA l year). Figures for transition quarters are not shoWn.

: %iet oif refund The source documents shcw individual and corporate lasts on is
urrss basi and pre-rt onli cone riure for income tax refunds. 'hat fiure has heen

assumed to consist minlh of insslidual income taxes and has heen deducted from them
Net of reboles. % hich averaged S.. million per yer in the Virgin Islands and rose

in Guam from apjeoimaielh S100.000 tn 1971 and 1972 it $4 million in 1977 and 1971.
'Computed on the bei'of the averaet of the grou teoirial product for the two

calndair wars straddled by the fsal year.
S Ad li *%sitance includes all federal assistance for the territorial governments. other

than granis-in.aid Iwhich, in many caws. are availahk to the terriories on the .same
basis% a% iu the .0 state%) and transfers of earmarked federal tales.

SBetwieen 1960 and 1976. annual payments of $.7 million were made by Hess Oil
CorpsiratiOn to the Virlin Islands in conuderaison of i 14.000 barrel per day oil product
Impuimt quota osued Iy the Secretary of the Interior in 1967.

r includes $:11 million in advance payments to the Virgin Islands of estimated federal
taxes on V.1. rum shipments to the Untied States. and 514.) million in advance payments

.0 Couam of eimated U.S. income iars withheld from federal government employees in
Guam The change in timing of the payment under Pub. L. No. 95-348 resulted In a
doulole paymren in fiscal yeur 1900. one half of which Is counted as fad ho' federal
assistance See ,p ppr.idos -i flit Dsidgeel b lie Uniti $eamt Gtril rnmiul fflsi4l year
19v: 1 at I-NIt9

1 Eseess of General Fund Appropriasions as of April ItI. 190, over estimated General
Fund revenues for fis jl )ear 1900.

,'. nt (4) tire from U.S. Inierior Drp.-imintt.i V S. Government
t.,. .'as~.r',for the ' it:in Ilands. Fsrise.ial Crsidimut e ,te 6, -1 o-r ti't. Wt lie, l'irx.i
ij 'oot; ,of lo Ueieed Sis.i thereinafter. l'./. Creeeqeerolrei lI,,":i. %srious years. All
etos except 1979 shown in lines ()) and ('ii are from Virgin Islands Department of
FinajnCe. 4nnual Rner nt 001 Fifid eRill O 're.raieeee. FY 1977 and 1975. The figure shown

for 1979 is revenue less imputed reserve for Income lox refunds reported in I'.d. COmp-
rr,,I.'* Rep,,es. FY 1979. Line (0) is basd on gross territorial product statistics 4ii.
mated t jerome ,scllro% in V.I. Department of Commerce. "Comparative Growth
Statistics." Lines (6) and f 12) are based on ou'1 e ofliP (i$ GOiS. ,piIe'Ie, various
%earts. aind Federal appropriation acts for the Interior Department. lines (7) and (13)
are from V.S. Treasur). Federal Financing bank. Lines (11) and f9) are from U.S.
Interior Deparment. U.'S. Government Comptroller for Guam/TTPI/NMI. Audit ReApor
on le rFsral Candileni of he Copenme~n of Guam, various years. All years shown in
line (10) except 1971 and 1972 are based on revenues before rebates reported In U.S.
Interior Department. U.S. Government Comptroller for Guam, Aadi Rpo t Of Met,
Frijal Coo,,,oin ofl hr Goernm,,nm of Guam. annual reports. Gross revenues for 1971
and 1972 were provided by Government of Guarn. Department of Revenue and aiw.
lion, which was also the source of income tax rebates Iacrued under Guam's Industrial
incenetie program. Line f1I) is band on gross territorial product statistics estimated in
Russell C. Krueger and Clara M. Mkade. The Gross Isond Preoduc o Goam, Guam
Deparment of Commerce, 1975.
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services L the temtories increased substantially, while resistance to taxa.
Oo ,JJJAni;ucr!Md. Despite a sharp rise in U.S. assistance and real eco.
nomic growth during the 1970s,'" the Virgin Islands and Guam
incurred deficits in almost every year after 1972. NA inome tx co11c.

otins, the main source of local revenues in the Virui, Islands and Guam,
wemj&Agoant-=tweefi toll _n _ 971 in dolla t£rms; re&I terps
g##A&CHLed. As a percentage of Virgin Islands gross temtorial product.
Virgin Islands income taxes declined from 18 percent in 197 1 and 1972,
to 10 percent in 1978. In Guam, income taxes declined from II percent
of gross territorial product in 1973 to less than 8 percent in the period
from 1976 through 1978.

| "he Virgin Islands and Guam alleged that a major cause of their
4,0,?decline in income tax revenues was the reduction in individual income

w tax liabilities provided for by the federal revenue laws enacted each year
'4.,.etween 1975 and 1978. Since the income tax laws of the Virgin Islands

and Guam are "mirrors" of the Code, reductions in the U.S. income tax
reduce the liabilities of taxpayers in the territories as well. The terri.
tories' lack of control over the locally applicable U.S. income tax laws
became the justification for additional federal aid." In 1976, the
United States authorized a grant of S8.5 million "to compensate the
Virgin Islands for the unexpected revenue loss occasioned by the Tax
Reduction Act (of 197SJ." '"" The next yeal! the United Stais awtho.
rized S14 million for the Virgin Islands and S million for Guam in
o rder to offset "unexoected revenue losses occasioed by the Tax Rde
lion Act of 19.5 and th, Tax Reform Act of 1976." 1"' In 1977. statu.
tory tax rates were again reduced by the Tax Reduction and Simplifica.
tion Act of 1977. Section 407 of the Act authorized payr'es to the
Virgin Islands, Guam and American Samoa. in an amount equal to the
loss to the territories with respect to tax returns for 1977 by reason of
the reduction in statutory tax rates."" Pursuant to this provision., the
United States appropriated a total of $6 million to the three territories
combined.

"'*6"See "lw ECONOMY Of THI U.S. VIRGIN ISLANDS. upPO N. 127. GUAI
DIP'? OF CoMM 909. STATISTICAL AIrTRAcT. recent 'ears.

91 The year 197'S was the first time that the Virgin lands sought special
grants to compensate for federal tax reductions. Guam did so for the first time
in 1976.

tv" 48 U.S.C. 1 1744 (1976). See S. Ri,. No. 94-1021. 9Ath Cong.. 2d So".
3 (1976).

'0" 26 U.S.C. 1 7651 note (Supp. 1979).
U4 Tax Reduction and Simplification Act of 1977. 1 407(a). American Samoa

was included in this legislation because it-had adopted the U.S. income tax laws.
with certain modifications, as its local income tax law. See T2aturrOal ,A NlcoMsz
TA, SvSTMs. supra N. 7. at 28-29.
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I,;inntFnin 1916. several members of Crncre.xs proposed that the
hlt%* to the Virlin Islands t:.ulline from changes in the U.S. income tax
I,A% %,Jrrantcd a p rniancnt solution. The proposal was to tepoit into
the tr t,,ury t!1 the \irin Islands the U.S. excke taxes collected on past
and f.turt. shipme n. of \Iirin Islands gasoline to the United States.""0

Thv, %%as the sanic result which the Virgin Islands sought after 1978
ihrcuoh the courts in l/j-itsi Is /vnds t'. Blumenthal. '" In a letter to the
Procsidnt. the Chairman of the House Subcommittee on National Parks
and Insular Affairs wrote that the United States was "obligated".to pro-
vide additional federal assistance to the Virgin Islands, "since the Virgin
island , dcfiit has been directly caused by federal actions affectinS tix

revenues collected." c", The Chairman went on to state that "since the
'cdcral government has . provided some interim relief through

partial reimburemenl of these tax losses, it seems to me that we must also
recognize our special obli;tion to provide the Virgin islands with some
kind of permanent solution."

The argument for make-up paymenta t, offset reductions in federpi
ta- rte.s w mislcndinc for two reason.' Firs, the argument I mli
that chin es in federal tax law reduced _ fal w ( , h iIgnored
the fact that Rc loss to the territorial treasuries was the gain of the

territorial ta.,pa)ycrs. If the government of the Virgin Islands and Guam
:Nrfcr.cJ in maintain their revenues rather than have their taxpayers

.*, ' . ti\ liabilities. they could have offrat reductions resulting
in the Code through increases in li)cl tawes. Since 1976

and 1977. respcctivel', the Vlirgin Islands and Guam have also had the
authority to levy income tax surcharges of up to 10 percent.'"

Second, the argument for nike-up payments presumed that the fed-
cral income tax reductions sienificantly reduced ,er-,rlal revenues in
rptwims. In fact. the main effect of the changes in the federal 1ndi-
ilual income tax und'r the revenue acts of 1975, 1976, 1977 and 1978

wai, to offset the automatic tax increases that result from the tendency
of inflation to subject individuals to higher tax rates.'" On the basis

'10: Three bills were proposed on behalf of the Virgin Islands that would have
provided for the transfer of these taxes to the Islands through an amendment to
IlRC. 1 7652. S. 2998. 94th Conl.. 2d Sus. 1 4; H.R. 61)0, 95th Cong., 1st
Scss. I ,01(a) ()97I); S. :821. 95th Con., 2d Sn. I 16(b) (1971).

'.. Sec the text aepompanyias Ns. 3-,43 surd.
:10 Leiter from Congressman Phillip ,imon to President Cata (Oct. 7. 1977).

"4S U.S.C. 1 1397 (1976); A8 U.S.C. 1 1421(s): (Supp. 19711).
Tsat.iToih ML INCOME TAX SYsTMs, sup. N. 7, at )0.1), 34-3,. This re-

port showed that. assuming that the nominl ernin$s of taxpayers kept pace
with inflation, the ratio of federal individual Income taxes to earned income tended
slightly to increase at virtually all income levels between 1973 and 1978, despite
the reductions in statutOry Sax rates. On the conservative gumption tbat nominal
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of an analysis of both U.S. tax law and income distribution in the Virgin
Islaa,'* the U.S. Treasury concluded that "[t)he tax law changes
(between 1973 and 1978) could not be the sole or even the primary cause
for the sharp decline in the ratio of tax collections to gross V.I. product
after 1973." "1

A 1979 report by the staff of the Virgin Islands Legislature Coin.
mince on Finance also discounted the effect cf U.S. tax lawchanges on
Virgin Islands tax performance."' This study estimated that the actual
level of individual income tax collections in 1978 was slightly less than
60 percent of potential revenues, taking into account the growth ul
Virgin Islands Incomes after 1970 and changes in the federal income
tax laws. This report, which also studied changes in the level of receipts
from local Virgin Islands taxes, concluded that "it appears that a policy
has been established to forego enforcement of the Virgin Islands internal
revenue laws,"' and to seek, instead, to subsidize the resulting shortfalls
of revenues by incursions Into the U.S. Treasury." '

income 'In the Virgin Islands increased at an annual rate-1wo percentage points
les than the average U.S. inflation rate. the report found that the aveeg etTectivo
tax rate in the Virgin IslInds should have dropped by only 8 percent between
1973 and 197-from 7.2 percent of taxable Income to 6.6 percent. The actual
collections of individual income taxes in the Virgin Islands fell by 11 percent-
from S38 million to less than S33 million between 1973 and 197-an a,4t'indin;
result In view of'the buhr'tantlal growth in the Virgin Islands economy in
period and rates of infli:on in excess of U.S. mainland rates.

t Id. at 33-34. The average effective tax rates Were Cstimatd by Weighting
the effective U.S. tax rate for each income level and filing statuti hy the percentage
of Virgin Islands taxpayers subject to that rate. The income ditribution and flin
status data were derived from a random sample of 200 individual income tax ro
turns filed with the Virgin Islands for tax year 1977.

Ill Id. at 34. The report did not provide direct evidence of deficiencies in tax
administration or compliance. Such evidence is provided in INTERNAL ReRK..tE
SRvIcM. RiPOnT ON INTeRNAl. Auorr OF TH VIRGiN ISLANDis TAX Division
(various years). SPe #So R PORT OF THK COMPTROLLER GENERAL O0 THE UNIT
STATIC GOV|IRNMlINT OF OUAmdS EPPzcTivF,4EUs iN AOMiNisTIZRINO rTs TI.
RrroRiAL INcOMe TAX LAws (1979). and U.S. DIP'T O THit INT1EtoR. AuurT
REPORT ON THe DEPARTMENT OF REVENUE AND TAXA1iON. GOVIRN.IENT OP
GuAM (1975).21SCoMMrrs ON PINANCE. VIRGIN IsL, ANDs LIGISLATURE. A STUDY OP Twe
COLLECTION O RiIVI.tes It-d THE VIRCiN ISILANDs FOR 1978 (June 1919).

Its The reference Is to the U.S. income tax laws, made applicable to the Virgin
Islands pursuagt to AS U.S.C. I 1397 (19211. and to locally enacted Virgin lIlands
tax laws.

214 Commrr'vi ON FINAc, VIRGIN IsLANDS LEGILATURe. SUPra N. 212,
stylvi.
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Alternativeg to the Present Federal.;territorial

Income Tax Relationship
The mirror .ystem may be described as one income :a% la% servicing

thre. independent ta% jurisdic:nion. The mirror system operates difler.
entl in the Wisrin Islands and Guam. bij hiahh cases gives rise to legal
coniuoion and opportunities for federal tax avoidance and e\asion. wile
it places an unresnanable and inippropriate administrative burden -,p
th_.LwWlirre. . Two paths to reform are possible. Both approaches
asume that the territories, which have no voting representation in Con.
;rcs%. will continue to be exempt from taxation for the support of federal
programs.

A Unilfid Federal-Teriforla Income Tax SYsom 0P o

The most direct solution, which has been considered in the past."':
would be tO extend thl ,..S, income tax iurisdiition to include the Virzin
Island,, and GuaM.'" and to remit all taxes attributable to eec territories
to thc territorial treauris. All individuals and corporations resident' in
or driving income from the Virgin Islands or Guam would be treated
in the sume way Is stateside individuals and corporations. To preserve
the federal assistance which the Virgin Islands and Guam currently
rcci'c. the Service would remit to each lerritorl ( ) the full amount of
f :de?::l income ta\e paid by it, end.of.year residents: (2) In the case of

.... .- di' i.!ual%. a prorated amount of fvtv,:l t.\ e. based on the
te. rritorial source income to worldwide in.me; and (3) in the

cate of corporations. a prorated amount of federal taxes based on the
ratio of territorial source income to combined territorial and U.S. source
income. This formula would provide a division of revenues between the
United Stte.s and the territories comparable to that under present law."'

Extension of U.S. income tax jurisdiction to the territories would
be a radical sinliWfation -of current law _ad wou)d resolve all
of the ambiguities therein. The amount of federal revenue shar-
ing would be based on apportionment by the Service, rather than
on application of the mirror theory to each taxpayer residing in or deriv-
in; income from the Virgin Islands, and to each corporation chartered

' h was considered hy. among others, the 1970 Interagency Committee on
ih,, \',r;in Islunds.. the 06th Congress. and the Caner administration.

-' This could be adcomplished by reqeflning the term "United States" in I.R.C.
1 701 (a)(9) to include the Virlin Islands and Guam.

-10 For a detailed comparison of the amount of federal revenue sharinS pro-
vided by current law and the above formula, see letter from Dinald C. Lubick,
AsSilant Secretary for Tax Policy, U.S. Treasury, to Paul M. Calvo, Governor of
Guam (Jan. 7. 1980).
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or operating in Guam. Taxpayers would have to file only one income
tax return. The only special burden on taxpayers would be the require.
ment that corporations and certain individuals receiving income from the
Virgin Islands or Guam file an information return reporting their income
according to source."' Territorial residents would not have to file such
an information return, except in the unlikely case that a resident of the
Virgin Islands (or Guam) received income from Guam (or the Virgin
Islands). The territories would be freed from the statutory requirement
that they administer the unwieldy and c9 n chain . o
ta-UW ut would continue to receive the revenues collected in the ter.

ritories under those laws. Administration by the Service should increase
territorial tax revenues through improved collection and compliance.
In addition, the potential for tax evasion would be reduced by bringing
U.S. citizens and corporations under the common tax administration of
the Service.

A pSprosal for a unified federal.territorial income tax wa I
Bennett JMhno ,ii Februury 1980.

President Camer announced that he suopored the proposal to replace
the mirror systems with direct extension of the U.S. income tax system,
and that he would submit similar legislation.4"g Senator Johnston an
the Carter Administration viewed the proposal as a solution to the tech
nical Mnws in the mirror stems and AS A means to increase the revenue,avoitabic to the financially pressed territorial Sovernmenus.=1 , --

De.pite the advantages of this proposal. its drawback -is thgLit r!pr¢.
sents a change in the Ion-tjninj edeal 0ic toward increa
aut19 -or the ferrito . The territorial leaders look upon their au.-
ihority to administer the locally applicable income tax laws a. a basic'

1'21Such a requirement currently applies to certain hilh.income Individuals
resident in or deriving income from Guam. I.R.C. I 7634(a). A similar require.
ment applies as well to individuals and corporations which claim a foreign tax
credit. I.R.C. 1 904.91" S. 2017. 96th Cong.. lst Sess. 11979). Thai bill applied not only to the
Vii gin Islands and Guam. but also to the Northern Marisna Islands and American
Samoa. The Nonhern Mariana Islands was included in the proposal because.
under 1976 law. all federal tax arrangements for Guam apply equally to the
NorthernaMarlanas. See the text accompanying Ns. 228-230 in/re.

7:'White House Press Release,(Feb. 14, 19R0). The Carter administration
prepared such a bill and circulated it widely in the territories. The bill was never
officially transmitted to the Congress. but nonetheless was reflected in the federal
budget for fiscal year 1982. submitted in January 1961 by the outgoing Carter
administration.

2vt 125 Co.4O. Rac. $16804-16896 (daily ed. Nov. 16.' 1979). and White
House Press Relese (Feb. 14. 1910). See also Letters from G. William Miller.
U.S. Secretary of the Treasury. to Juan Liuis. Governor of the Vifiin Islands, and
to Paul M. Calvo. Governor of Guam (both dated Sept. 26, 1980).
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atiributc of .Ilg.overnment.=.. The governmentt of Guam Viewed the
Csricr hill a.s a "tax 'takcpyer' nr0 al (which] thrcatens to gut the very
%uh'.tancc of our political lilt at, self.;ovemin; terriio."" . The
terriories also perceivedd a conflict between the Service's interest in en.
',rcinc the 4~w and their own concern that the territorial share of total

recnuc4 be maximized. Such a conflict could arise in the application
of residence rules and transfer pricing %tandards. Territorial opposition
to this proposal persuaded the Caner administration to postpone indfiA.
nioly the transmittal of its bill to Congress. with the result that the
Senate did not take up the issue of the territories' tax status in 1979 or
1980.

Independent Federal and Territorial Income
Tax Systems

,0 Rather than solving the problem of meshing the U.S. income tax and
the mirror Aystems by unifying the federal and terriorial Income tax
iuridic:io n. the problems of tax harmonization could be resolved by
;jr.9in; the Virgin islands and Guam 2uionaMN pver locally applicable

incoirc tax lows. That is, the Virgin slash ind uam would administer
tlhcir own territorial income tax imposed under local la, and wouldbe
iI_ . FtvM3 .nu rr~e, unde like a foreign country, sub-

;cc' :,. :h: e,(cvards built into the CgOde to cjnibat tax avoidance and
, n b'.: L',S. .u x .pcrs who reside in or deri'e inco ,erm a foreign

co.ntry . However. U.S. citizens who were resident in the Virgin Islands
or Guam at the end of the tax yar would be exempt from U.S. tax on
tcrMorial source income. Such an exemption currently applies to full.
'car residenu of Puerto Rico, who can exclude, under section 933, all

income derived from sources within Puerno Rico (except amounts re.
ceived as U.S. government salaries).=' The United States would prevent
double taxation with respect to foreign source income by allowing a
dollar.for.dollar foreign tax credit for taxes paid to the Virgin Islands
or Guam.

The federal government would provide financial and technical assist.
ance in helping the territories develop alternatives to their present income
tax law, in administering whatever laws are in place. and in training local
people to administer the tax laws.uu The territories would be encouraged

='See. e.s., letter to 0. William Miller. Sectary of the U.S. Treasury, from
Juan Luis, Governor of the Virgin Islands (July 18, 1980).9h3 Letter to Wallace Green. Deputy Under Secretay of the U.S. Interior Do.
parnment, from Paul M. Calve, Governor of Guam (Oct 9. 3980).

2v* See the text accompanying Ns. ..-46 s pre.
*22 Similar effons have taken place between the United States and developinS
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to design an income tax which was simpler and more hrnacrlU hneced than
the Internal Revenue Code, ad which was not automatically changed
each time Congress amended the federal income tax laws. To -educe the
burden of enacting separate definitions of the tax base, the territories
might choose. as 21 of the 50 states have, to incorporate the Code's
definition of gross income into their own individual and corporate income
taxes.""' To ensure that the Virgin Islands and Guam obtain the same
level of federal assistance under this proposal as they receive under cur.
rent law, federal taxes paid by U.S. citizens resident in the Virgin Islands
or Guam would be remitted to the erritory."" Provision for the transfer
to the territory of all U.S. taxes from sources outside the territory also
has the advantage that it eliminates the need for the territory to enforce
a tax on foreign source income.

This reform would provide a straightforward system for harmonizing
the federal and temtorial income tax jurisdictions. U,S. citizens resi.
dent in the Virgin Islands or Guam as of the end of their tax year would
be'subject to federal income tax on their worldwide income with the
exception of territorial source income. The territorial income tax would
take the place of the U.S. income tax with respect to income derived
from the territory by territorial residents. The U united Staes '
transfer to the territory, any federal income taxes Daid bv wrri:orial
c nts This rewrrt would rcolve the technical problems cre,',-cd sw
the mirror systems, with no loss in territorial autonomy or powniiat tern.
torial revenues.

Epilogue and Conclusions
A pattern once set is hard to break. Although the fU'€ral r:venue

sharing provisions for the Virgin Islands and Guam are riddled with

countries. The Service provides technical assistance in tax administration to de.
veloping countries through iu Tax Advisory Assistance Stal In general, funded
by AID). and also provides assistance in drafting tax laws to a fvw developing
countries on a reimbursable basis. See Oldman & Surrey. Terhnical Auisince in
Tducslon in Developing Cointies. MoDIAUN FISCAL IssuaII: ESSAYS IN HONO Or
CAR. Suoup :78 (Bird & Head eds. 197 ".

If IONA , GoVERNoRs AssOCiATiON. 1,%Fo Lary R-FoDto. TAX POLiLY:
IMPLICATIONS FOR TH& STATES I (Jan. 15. 191).

291 Although. federal taxes paid by U.S. citizens resident in Puerto Rico are not
remitted to Puerto Rico. it does enjoy primary jurisdiction to tax the income of
Its' reidents which is sourced outside the Uniied Stits. Thus. a resident of Puno
Rico is entitled to claim a f foreign tax credit againstt his L.S. ta. liability for
Puerto Rican taxes paid with respect to income from sources abroad. Be:ause
Puerto Rico's individual tax rates are somewhat higher than those in the United
States, the foreign tax credit linerally ofhfbts any U.S. liability tith respect to that
Income.
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complcxitjs and have not provided the hoped-for territorial financiaJ
aitonomV. lhe U.S. tax relationship with the newly acquired territory of
ihe Northern Mariana Island% was set in the same mold.

The Northern Marins

The Northern Marianas is a group of Pacific islands with a 1980
population of approximately 17.000. After World War II. jurisdiction
over the islands was transferred from Japan, under a League of Nations
mandate, to the United States. under a trusteeship atreement with the
United Nations. In 1976. the Northern Marianas affiliated with the
United States as a. self-governing commonwealth.22 The covenut
cstablishin; the commonwealth sets out the federal income tax reo*-,.
ship with these islands. Section 601 provides that U.S. citizen 2" row.
dent in the .Norhern Marianas will satisfy their U.S. income tax oblip
tions by paying the tax due on their worldwide income to the Northern
Mlarianas. The Northern Marianas wi!l administer the U.S. income sax
laws m a .,cparate territorial income tax "in the same manner as those
litwb are administered in Guam." Under section 602 of the covenant,
th Marianas can impose additional taxes under local law. and can pro.-
'ide for rebate of taxes received by it on Marianas source income. Sec-
lian 703 of the covenant. using language identical to that which autho.
iic. the rum fund for Puerto Rico and the Virgin Islands, requires the

L'nitcd States to transfer to the Northern Marianas "the proceeds of all
taxes collected under the internal revenue laws of the United States on
articles produced in the Nonhern Mariana Islands and transported to the
United States." a.%#

Responding to difficulties foreseen in implementing the U.S. income
tax laws. the Northern Marianas legislature provided for the 100 per-

cent abatement of the mirror tax on Northern Marianas source in-
come."' Congress subsequently declared this to be "contrary to the

intent" of the covenant and delayed the effective date of the mirror sys-

:'41 U.S.C. I )681 note (1976). See N. 16 supr.
*u- Seions 301-303 of the Covenant to Establish a Commonweal of tht

Northern Mariana.hlsinds grant U.S. citiranship to all persons who arte domicied
in the Northern Marianas and who do not owe allellisM to a foreign state $lec-
li'e with formal termination of thb-United Nations truteeship agresmeatL All

persons born in the Northern Marianas after that date will be Uj.S. eltbwus at birth.
34 At present. the Northern Marianas does not export to the United States aY

goods. such as alcoholic bevarales or toac"O products, whicb are subject to &
U.S. m nufacturer's excise tax. The Northern Marianas thus does not cuen
benebt from this proviio.

X3, Pub. L. No. 1-30 of the Northern Maria m ls . eb. 2 It 1-$ (19").

pI,,,
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ge (as applicable to Northern Marianas source income) until 19 s1.3"
Congress also authorized the Internal Revenue Service. upon the request
4 the N'orthem Marianas, "to administer and enforce" the mirror income
a in the Norhem Marianas free of cost to the territory.U3 Representa.

siv of the Northem Marianas government explored this possibility
vpithf Service in several meetings from 1979 through 1981. The
measins were unproductive because ths Northern Marianas and the
Service were unable to agree on the sharing of ultimate authority over
the administration of the income tax,2'

Seeing that no solution had been worked out for the administration of
tM minor system, Congress, in December 1980, again extended the
elective date of-the minor system as applicable to Northern Marianas

ource income. The new effective date is January 1983."8 At present,
abe operdau expenses of the Northern Marianas government are R.
n ,ned by a graduated gross income tax imposed under Northern Mari.
ans law, and by the annual U.S. great provided under the covenant
through 1987.'"

Pntcal Problems
Those who have espoused the use of the federal tax system to finance

'Se territories have not thought through the practical problems to .. nicii
such arrangements give rise. This article has highlighted the problems
that have been created by the special federal tax relationship with the
Vig.*n Islands and Guam. Both the grant to the Virgin Islands (and
Puerto Rico) of certain federal excise taxes--the so-called rum fund-
aJ the grmt of the right to collect federal income tax locally are in.

es=tjy fawe
The U.S. Department of the Interior report on the Virgin Islands

000omy implies that the rum fund is a complex and wasteful system for
the shifting of fiscal levies among consumers, producers. the Federal

Otmemmet and the Virgin Islands Government." "' Consumers pay
a high duty on foreign rum in order to protect the Virgin Islands (and
PuM Rican) rum producer, and also pay the federal excise tax appli-

'PGt L No. 96-205. 5 205(a), 205(c). 94 Star. 87 (1980).
Pub. L No. P.-u4, 1 3(d). 92 Star. 489 (48 U.S.C. 1 -1611 note (Supp.1979)), '~,~wr by Pub. L. No. 96-205. 204, 94 Star. 86 (1980).

*4, S liner from Jerome Kuri. Commissioner of Internal Revenue. to CaoeiCbO. Oovelw no of the Northenm M"lana Islands (Sept. 24. 1979).
* Pub. LXN. 6-597, 1 303. 94 Stat. 3478 (1980).

SPub. L No. 94-241, 1 704. 90 Stag. 273 (48 U.S.C. 1 1611 note (1976)).
STIG ECOmOMY OP y" U.S. VIRGIn ISLANDS. SupPO N. 127. See a/o the rut
~Paayiag X.1732 sure
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cable to all alcoholic beverages. The excise Is% on rum produced in the
\'irgin Islands or Pueno Rico is transferred from the U.S. Treasury to
thc territories. which in turn subsidize the. local rum industries. The
Intenor Depanment report states:

Thus ihe'U.S. consumer and the U.S. Treasury subsidize the Virgin Islands
producer and the \'irlin Islands treasury. The original object of [the V.I.
rum fund) was to encourage local Virgin Islands tax collections by match.
in; them with a transfer payment from the U.S. Government. The pay.
ment from the U.S. Government continue, while the incentive no longer
applies to the collection of local taxes but to the production of ruvzsl

NI.Irror S)ysems

The principal means by which U.S. tax dollars are channelled to the
VirGin Islands and Guam are the so-called mirror systems. The mirror
systems. as applicable to individual and corporate income taxes in the
Virgin Islands and to corporate taxes alone in Guam, involve a transfor-
mation of all Internal Revenue Code provisions which make a distinc-
tion between foreign source and domestic source income and between
forcion and domestic persons. Since taxation of international transac-
tions involves some of the most complex provisions of the Code, the
mirror systems are peculiarly susceptible to technical problems. Espe,
ciall ' in the Virgin Islands. the mirror system gives rise to difficult

v',,.ieni of interpretation, harsh tax results for some taxpayers and loop-
hioies for other taxpayers. Application of the mirrorsystem to individuals
resident in or deriving income from Guam was simpliied in 1972. The
new scheme, under sections 935 and 7654 of the Code, eliminates the
discriminatory, treatment of U.S. citizens as foreign persons under the
Guam mirror system. However. the new scheme lives rise to ncon-
sistencies between federal laws regarding~iability for tax and federal tax
withholding obligations.$"

The purpose of the special federal tax relaionship with the Virgin
Islands and Guam is to provide these territories an independent source-
of revenue, and thereby promote their fiscal autonomy.2'* The 1979
Treasury Report noted that: *The most obvious disappointment [with
respect to the Virgin Islands and Guam mirror systems] has been in the
amount of income tax revenues collected by the territories." '" Tax col.

9,16 Id. as 25.
'" See the text accompanying s. 16s.72 sup,.
"Se the text beginning at N.) )4 4 sp: Rev. Rul. 75.-327. 197-2

C.B. 196: Dudley v. Comm'r. 25S y.2d 132 (3d Cir. 195); S. 2017, 96th Cons.,
1st Seas. (1979).

" T&RnffroasAL INcOM& T AYytg'..4, .g!p W.7, at 2...
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elections under the mirror systems were stagnant in the 1970's: as a per.
centage of gross territorial product, they fell by roughly one third. Sub.
stantial evidence exists that a major cause of the decline in tax effort
was decreasing tax enforcement and compliance in the territories. None.
theless. reductions in U.S. income tax rates in the 1970's furnished an
argument for providing increased federal appropriations to the terr.
triess.'' Rather than promoting the fiscal autonomy of the territories,
linkage between the territorial tax systems, and U.S. income tax laws has
blurred the responsibility of the Virgin Islands and Guam to assume the
burden of fiscal solvency.

Two Posible Approahes

This article oudines two possible approaches to the reform of the
federal tax relationship with the Virgin Islands and Guam. The first
would extend the U.S. income tax system directly to those territories.
All revenues attributable to a territory would be remitted to the territory.
The second would make the Virgin Islands and Guam autonomous for
purposes of taxation: The United States would exempt from tax the
territorial source income of territorial residents, as the Code presently
provides for Puerto Rican residents under section 933. Territorial resi-
dents would thus be subject to f.-deral tax only on U.S. source ineme
-and income sourced in foreign countries. The proceeds of the feucral
tax on the residents of a territory would be remitted to the territory.

Either of these reforms would end the legal disamy and potential for
U.S. tax avoidance and evasion under the present mirror tax systems.
The choice involves a trade-offbeween federal assumption of responsi.
bility for territorial revenues, on the one hand. and territorial autonomy,
on the other. The first approach retains the linkage between income
tax rates for federal taxpayers and territorial taxpayers. As.a. result of
administration by the Service. this approach would probably result in a
subsantial increase in territorial revenues. The second approach reflects

242 The most recent occasion for a request for a federal appropriation to offset
reductions In territorial revenues resulting from a federal tax law change occurred
in connection with President Reagan's proposal for a 30 percent tax cuL The re-
quest was Made on May 2 , 1981 in a statement by Rep. do Lugo before the
Senate Finance Committee concernitg the impact of the Reagan administration's
tax proposals on Virgin Islands. See &o Res. IS. 16th Ouam Legislature (181)
(expressing support for the proposed tax reduction and petitioning the United
States to compensate Guam for the ke in territorial revenues). To meet tbese
requests, S.1674. 97th Cong., 1st Ses. I 204 (1981) would suthorits oppropra.
tions to the Virgin Islands, Guam and American Samoa to offset "any revenue
reductions they sustain s a result.of the enactment of any general federal tax re-
vision or reduction" (emphasis added).
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Lhe U.S. commitment to the 6scal autonomy of the Virgin Islands and
Guam. Their territories would have authority to develop a tax s3'stem
suited to their needs and administrative resources. and the% would be
free to work* out their co"n balance between income tax burdens and
local eove.rv..ent spending.
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.This testimony is submitted on behalf of Los Angeles

County which has a population of over 7.8 million people, with

a total annual budget exceeding $6 billion. It concerns the

President's proposal for drastic revisions of Section 103 of

tho Internel Revenue Code, which deals with the issuance-of

tax exempt bond by state and local governmental units. Quite

frankly, these proposals will seriously cripple the ability of

local government to provide essential government services to

its citizens. Pursuant to the rules of this Committee, it is

requested that this testimony be made a part of the record of

the hearing held before this Committee on July 25, 1985.

I would like to address three changes to current law

proposed by the President, each of which would have a serious

impact on our ability to meet our responsibilities to our

citizens. These proposals are (1) the so-called "one-percent

test," which would hold any bond issue to consist of taxable

"nongovernmental bonds" if more than one percent of the

proceeds were "used" directly or indirectly by any person

other than a State or local government (use of a facility

financed by the proceeds would be considered use of those

proceeds); (2) expanded restrictions on arbitrage which not

only would increase the amount of arbitrage deemed to be

present by changing the definition of bond yield, but would

also tax the local government issuer by requiring a "rebate"

of all arbitrage to the United States; and (3) absolute

prohibition of advance refundings.
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These measures are intended to put an end to practices

which some observers feel are abuses of the current system;

but they are overly broad and will accomplish far more than

closing loopholes. Adoption of these measures will have the

unintended effect of making it virtually impossible for local

governments to finance many activities which are undoubtedly

governmental, even in the strictest sense of the term, and

will also prevent business-like, efficient financial

management.

I. The One-Percent Test

In attacking private exploitation of state and local

governments' ability to borrow at favorable rates due to the

tax-exempt status of interest payments on their obligations,

the Treasury has proposed that interest on State and local

government bonds would be tax-exempt only if the bonds were

"governmental" bonds. Bonds would be governmental bonds only

if no more than one percent of the bond proceeds were used

directly or indirectly by any person other than a State or

local government, including the use of property financed with

those proceeds. Thus, bonds would be classified according to

who occupies or manages portions of a facility, rather than

the purpose of the facility.

Opponents of so-called "private-purpose" bond issues argue

that they distort the economy, cause relocation of business
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and jobs, and erode the federal income tax base. Supporters

of these-bonds claim that they are an efficient way to

stimulate the economy, have a positive effect on our balance

of payments problems by encouraging investments located in the

United States rather than overseas, and in practice have

little, if any, negative impact on federal revenues.

The economic arguments on both sides are quite complex and

will not be resolved by this testimony. Even if one were to

ignore the favorable arguments and accept the anti-bond

arguments, however, the one-percent test would be the wrong

way to address the problem. This is because it hits a far

broader target than that at which it is aimed. It does not

merely prevent the possibility of private concerns benefiting

unfairly from favorable financing available to local

governments; rather, it would do away with a whole range of

financings, including those where the primary or sole purpose

of the project is undeniably governmental, no matter how

narrowly that term is construed.

For example, consider bonds issued to finance the

construction of a new county office building. Presumably no

one would argue that this is anything other than a

governmental function. But even so, the bonds would lose

their tax exempt status if more than one percent of the

floorspace of that building were used by a nongovernmental

entity. Such a situation is not hard to conceive. For
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instance, for the convenience of county employees, the

building could contain a cafeteria. If the county directly

operated the cafeteria, presumably there would be no problem;

if, on the other hand, the county determined that it would be

less expensive and more efficient for a private contractor to

operate the cafeteria, it would run afoul of the one percent

test and the bonds would lose their tax-exempt status. -

In an evident attempt to ameliorate the above result, the

President's proposal contains a rather vagui-scheme for

allocation between governmental and nongovernmental users.

While the precise operation of this provision is unclear, it

might apply to the above example by disallowing tax-exempt

treatment for that portion of construction costs attributable

to the cafeteria, while costs associated with the remainder of

the project would be eligible for tax-exempt financing.

This proposal presents two very serious problems. In the

first place, it simply does not make sense to apply any

user-based restriction to such situations. Regardless of who

runs the cafeteria, it is obviously in the government's

interest to provide a convenient place for its employees to

have lunch. Even if the cafeteria is operated by a private

company, the evils at which the proposal is aimed (such as

unfair competition and inefficient allocation of business

locations between jurisdictions) simply are not present in

this case; there is no public subsidization of a private

interest.

,.r
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Equally important, the allocation rule is unworkable in

any but the simplest situation, where the respective

proportions of use remain constant over the life of the

bonds. For instance, assume that the county has a pressing

need for 12,000 square feet of additional office space, and

therefore decides to construct a new building. Its engineers

and financial officers determine that, given economies of

scale and a favorable economic climate, it makes sense to

construct a 15,000 square foot building, especially since

projections show that the additional space will be necessary

within three years. Obviously, it would merely be good common

sense to construct the larger building and lease a portion of

it to other users on a short-term basis, gradually expanding

into that space as necessity dictates. Under the President's

proposal, the county would be foreclosed from this option. It

would either have to build the smaller office, necessitating

new construction just a few years later (when it is possible

interest rates could have risen to unmanageable levels); or

construct the larger building and let a large amount of its

floorspace go unused, clearly an inefficient use of resources;

or, finally, attempt to allocate between governmental and

nongovernmental use.

Yet the President's plan does not explain how to allocate

between the tax-exempt and taxable portion of the project. If

the initial proportion controls, the percentage of taxable
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bonds would be unfairly overstated, since private use would

steadily diminish over time; but it is unclear if any other

method of allocation could be used. In other words, the rigid

one percent rule would hamper government's ability to respond

flexibly to changing circumstances, or to plan ahead on a

rational basis.

The foregoing illustrates the difficulties with the one

percent rule and the associated allocation scheme in just one

fairly straightforward context. Yet these same problems could

arise again and again. Sewage and solid waste disposal,

resource recovery systems, water supply, correctional

institutions, bridges and roads, and schools and libraries are

all examples of strictly governmental services or facilities

which could be unjustly impacted by this proposal, merely

because of private involvement.

Indeed, this brings us to the last point concerning the

one-percent test: it will do away with the innovative,

economically efficient and rapidly growing practice of

"privatization." Privatization simply means that a govern-

mental unit and a private firm work together in partner-

ship to provide services for the community. Privatization is

rapidly spreading because it is efficient and beneficial for

both parties. For instance, sewage and solid waste disposal

has become a highly complex process. It makes sense for

local governments to contract with private firms, which have
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expertise in the subject, to design or operate complex

disposal facilities. This allows the locality to have state

of the art facilities without having to undergo the costly,

time consuming, and wastefully duplicative process of

developing its own expertise in the field. In addition, the

local government can shift the economic risks of the

transaction (for instance, a plant that initially fails to

meet performance specifications) to the private party.

Finally, some of the most modern methods are actually

proprietary, and not available except through the company

which has developed the technology.l/

Similarly, many localities have found that the undeniably

governmental function of operating criminal corrections

facilities is more efficiently carried out by private

contractors. Indeed, this Administration's Justice Department

1/ The proposal contains a de minimis exception, to the effect
that a bond issue will not be disqualified by virtue of
nongovernmental use if such use is pursuant to a short-term
(one year or less) management contract. This exception is
completely inadequate for privatization purposes, because
usually it is more cost effective to use longer management
contracts, especially in cases (such as the aforementioned
waste disposal example) where the private contractor
provides improvements or equipment, and is subject to high
start-up costs. Under such circumstances it would not be
profitable for the contractor to enter into a one-year
contract. Additionally, given the vague wording of the
proposal, it could be read to restrict the exception t6 a
single contract, not a series of one year contracts, which
would mean that the benefits of privatization would only be
available for one year out of the facility's life.
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recently sponsored a seminar encouraging such privatization.

Under the Administration's tax reform proposals, however, such

programs would be sharply curtailed, at least for new

facilities, since whatever economies would otherwise result

from privatization could be moral than offset by increased

borrowing costs resulting from loss of tax-exempt status.

The examples offered are just the tip of the iceberg.

Indeed, Los Angeles County alone has saved more than $60

million over the last six years through effective use of

privatization.

In focusing on who uses the facility, as opposed to what

function the facility serves, the President's plan goes far

beyond its stated intention of preventing private exploitation

of State and local tax-exempt bonds. Regardless of the

Committee's views on the propriety of funding shopping centers

or industrial parks with such bond issues, local government

must be able to continue to use such financing for essential

governmental services, and should be free to decide the most

efficient means of providing such services without worrying

about running afoul of the one-percent test.

II. Arbitrage Restrictions

The President's proposal would extend additional arbitrage

restrictions, similar to present law rules applicable to

industrial development bonds, to all tax-exempt bonds. All



bond issuers would be required to "rebate" to the United

States all arbitrage profits on nonpurpose obligations.

Additionally, the proposal would change the calculation of

bond yield by disregarding all costs of issuance such as

underwriters' discount, fees, and so on, thereby increasing

the amount defined as arbitrage.

Arbitrage, in this context, simply means the differential

in interest rates payable on tax-exempt as opposed to taxable

securities. Obviously, investors are willing to accept a

lower yield on tax-exempt securities, since their interest

income will not be offset by federal income tax payable

thereon. The purpose of the arbitrage rules is to prevent

issuers from issuing debt at the lower tax-exempt rate in

order to invest the proceeds at higher market rates.

We would argue that the arbitrage provisions of the Code

and regulations have already done away with transactions

engaged in for the ptrrpose of generating arbitrage, and-

therefore already prohibit such abusive transactions.

Further, we agree that the current policy to prevent

arbitrage-motivated transactions is a good one in that it

strikes a reasonable balance between federal and local

interests. But the President's proposal goes far beyond the

11
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prevention of abuse and seeks to prevent all arbitrage,

whether intentional or not.2/

This proposal will prevent local governments from using

their financial resources in a sound, business-like manner.

As long as any tax exemption for government bonds exists,

there will be a differential in rates between tax-exempt and

taxable obligations, and hence arbitrage. It is simply sound

business practice to issue bonds to cover costs of a project

at one time, particularly if there is a reasonable expectation

that interest rates will rise; and it would be irresponsible

and unjustifiable for a public official to invest the

resulting proceeds at anything less than market interest

rates, while the project approaches completion. In fact, many

state and local laws prohibit the undertaking of such projects

2/ In addition, the proposal places additional restrictions on
current law temporary period rules. All arbitrage earned
during the temporary period would be rebated to the United
States, and additionally, the temporary period would be
limited In that the issuer would be required "to spend o
significant part of the proceeds within one month and spend
all proceeds . ... within three years of issuance." Even
if this rule were otherwise retained, it should be
clarified to define "spend" as meaning to obligate
contractually, not as actual disbursement. And it is
unrealistic to assume that all projects, particularly large
and complex construction projects, can be completed within
three years. In such cases, the proposal is obviously
unfair, since an issuer would be locked into a project
without the insurance that additional necessary financing
would be forthcoming three years down the road, or that
such financing would be affordable even if available.
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until financing sufficient to fund the entire project is

assured. In addition, the use of such non-abusive arhitrage

is beneficial in that the bond issue-can be slightly smaller.

In such non-abusive situations, there should be no reason

for the federal government to confiscate the amount realized.

After all, it i the local government which bears the risk of

the financial markets, and the local government which has

generated the proceeds in the first place.

Finally, the proposed change in calculating arbitrage

presents serious problems. In requiring that issuance costs

be ignored for purposes of determining bond yield, the

President's proposal is iti effect imposing a direct tax on the

tax-exempt issuer. Since such costs would be included in bond

"proceeds", even though not available to-the issuer, they will

result (on paper) in a lower bond yield, which in turn results

in a greater spread between bond yield and investment yield.

Thus, there will be additional "arbitrage" under-the

proposal's definition, even though such arbitrage would exist

solely on paper. Therefore, the issuer would really lose

money on the transaction, since it would have to rebate more

arbitrage to the federal government than it actually earned.

In effect, the federal government would be taking a cut off

the top of every tax exempt bond issue, taxing the issuer for

more than the income actually generated by the transaction.

This result need only be stated to demonstrate its inequity.
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Surely this rule would not make for wise policy, even if it

could pass Constitutional muster.

III. Prohibition of Advance Refundings

In order to avoid paying more interest than necessary when

rates fall, government issuers quite rationally utilize

"advance refunding." This is nothing mortethan issuing new

bonds at the lower market rate and investing the proceeds,

usually in United States government bonds; payments from these

United States bonds are used to make payments on the old

bonds. In effect, this is the same as issuing new bonds and

using the proceeds to call the old, higher-interest bonds; but

since the market demands that the bonds bear a fairly lengthy

call protection (10 years is typical) this latter method often

cannot be used. If the issuer wished to be able to call the

bonds at its option, market forces would require a premium in

the form of higher interest rates on those bonds. In

addition, advance refunding allows issuers to stretch out

repayment schedules, and sometimes to avoid restrictive

covenants connected with the old issue.

The President's proposal would forbid all advance

refundings. The stated rationale behind this Rolicy is to

curtail the volume of tax-exempt issues. In practice,

however, it will mean that government issuers will be unable

to respond rationally to market interest fluctuations, and
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hence will be forced to expend more on borrowing costs than

otherwise necessary. In other words, local governments will

be foreclosed from making the same rational decision to

refinance their debts that both private investors and the

Federal government have available. Such a policy will result

either in decreased local government services or increased

local taxes, and will prevent states and localities from

utilizing sound financial management practices.

Finally, even if the proposed elimination of advance

refundings were adopted, it should be prospective, applying

only to bonds issued after the effective date of the statute.

This will enable public issuers to determine the appropriate

call protection period for the bonds issued, taking into

consideration increased costs associated with shorter call

protection periods. This opportunity is of course unavailable

for bonds already issued under the assumption that advance

refunding would be available; therefore, to apply the rule to

prior issues would be grossly unfair.

CONCLUSION

The President's proposals concerning tax-exempt bonds will

seriously impact state and local governments. While there may

be abuses which must be curbed, these proposals (particularly

the one-percent rule) extend far beyond any abuses, and will

S impact directly and catastrophically upon financing for the
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very type of fundamental governmental services which no one

would argue should be curtailed.

In effect, the inadvertant results of these proposals

seems to be that local governments are to be treated as just

another special interest which must be disciplined. But, far

from being a foe to be vanquished, State and local governments

are a valuable partner to the federal government, with both

striving for the same goal -- the general health and well

being of our common constituency, the citizens of the United

States.

This basic goal can best be met by each partner performing

the functions for which it is best suited, utilizing those

tools most particularly designed to effect those functions.

Tax-exempt financing is a long established, efficient

mechanism which enables us to meet our duties to our

citizens. I urge you not to lose sight of these principles.

We should not let a well-meaning attempt to curb abuses

interfere with and even destroy the ability of State and local

governments to provide fundamental services for their citizens.
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Mr. Chairman, members of the committee, I am Jean Olson, an elected

member of the Duluth School Board and president of the Minnesota School

Boards Association. Thank you for the opportunity to testify as to the

current state of education in Minnesota and the impact on education of the

proposed federal tax reforms.

Minnesota enjoys a national reputation for excellence in education.

Our governors, legislators, and citizens have a tradition of strong commit-

ment to public K - 12 education. Taxes and education were the top priorities

of the 1985 legislative session. In spite of a significant tax cut, the

next biennium will see an increase in spending for K - 12 education, with

24% of the state budget allocated for education. Citizen polls give schools

high grades and indicate a willingness to spend money for education.

In the early 1970's, Minnesota established a school finance formula

designed to reduce reliance on local property taxes, based on the belief

that a child's education should not depend on the wealth of a local district.

This increased reliance on state funding has also made schools vulnerable

to fluctuations in the state economy. For example, in 1981 a shortfall

in state revenues weas passed onto local school districts. Duluth, that

year, in an effort to cut six million dollars from our budget (14% of the

total), closed eight schools and laid off 200 employees.

These cuts were necessary in spite of continuing efforts to cut expendl-

tures and to operate more efficiently. State law demands that our meetings

and records are open to the public. We are prohibited from deficit spending.

Levy limits are set by the state; local districts may, with voter approval,

adopt levies in excess of those limits. Voter approval is also necessary

for major capital expenditures requiring bonding.



Increased costs and increased demands for services indicate a continued

need for revenue. We are understandably concerned that proposed tax reforms

be evaluated to assess their impact on the ability of the state and local

districts to provide stable and adequate funding of education. We are

especially concerned about the proposal to eliminate the deduction of state

and local taxes on federal income tax returns.

Clearly this proposal has greater'impact on high-tax states. It is

important to remember, however, that high taxes pay for a high level of

services. Minnesotans, who are willing to support good schools, maintain

good roads, and to care for their neighbors, should not be unfairly penalized

by the federal government.

While the loss of deductibility would not directly affect revenues

available for education, we are concerned that in the long run revenues

could be affected. First, taxpayer pressure at the state level could impact

state aids to education. If the loss of state aid were cushioned by increases

in local levies, we could see further retreat to the funding of education

based on wealth of local districts. Because voters must give referendum

approval to excess levies for bonding for major capital improvements, it

is very likely that voter frustrations with taxes in general would be

expressed by refusing to approve school referenda.

Our concern, then, is for the indirect effect that the loss of deducti-

bility could have on education revenue. A well-educated public is critical

to our economy and essential to our democratic form of government. If public

education is to be the responsibility of state and local government, then

we must retain the authority to obtain the revenue to provide good schools.

While tax reform proposals need to be evaluated on the basis of their overall'

impact on the economy and on the taxpayer, we ask that you continue to carefully

assess the long term impact on state and local government.

Jean Olson
2029 S. Superior Street
Duluth, 1N 55812
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STATEMENT FOR THE RECORD

The Missouri School Boards Association, an organization of 377

school boards which are responsible for the education of more than

92% of the public school children in the state of Missouri, is

presenting this statement to express our concerns about the impact

several of the components of the President's Tax Simplification

Proposal will have on public school districts in Missouri.

Repeal of the Deduction for State and Local Taxes

MSBA endorses the concept that state and local tax deductibility

is financially beneficial to- a sound public school system. If state

and local taxes are no longer deductible, an average of $535.00 will

be lost by the 36.3% of taxpayers in Missouri who itemize deductions.

We believe this tax increase is opposed by the people of Missouri and

the result will be a resistancee by taxpayers to any increases in

taxes at the local level which are needed by public school districts.

In addition, the number of adults with children in grades K-12 is

relatively small, and the deductibility of state and local taxes

provides an incentive for the other taxpayers in a community who are

not parents to vote for local tax increases and bond issues to fund

local public school district budgets and capital improvement

projects.
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Restriction of the Availabilit of Tax-Exempt Bonds to States and

Localities

The issuance of tax exempt bonds is especially important for

school districts in Missouri that need capital improvement projects.

If bonds cannot be issued as tax-exempt, they will have to be issued

at an interest rate high enough to make them attractive to investors.

This will further restrict local public schools in providing a

quality educational program. Either taxes will have to be raloed or

programs will have to be cut to pay for the additional bond

retirement cost.

Rebate to the United States of All Arbitrage Coupled with Termination

of Early Issuance of Tax-Exempt Bonds

The ability to borrow money in the form of tax anticipation

notes is an important procedure school districts in Missouri use to

purchase curriculum materials when needed, take advantage of vendor

rebates, etc. and to avoid maintaining large cash balances which are

an additional cost to taxpayers. The Missouri General Assembly

recently passed a bill which allows the Missouri Health/Education

Facilities Authority (Moltafl) to issue tax anticipation notes to

school districts at low or no interest which will mean a direct

savings to the taxpayer and will allow more funds to flow directly to

schools' educational programs. These low interest notes are possible

because of legal arbitrage. If all arbitrage must be rebated to the

federal government, school districts wil* have to pay additional

interest on these notes, another cost to the taxpayer.

0
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Summary

We view the above components of the administration's Tax

Simplification Proposal as a significant shift in the attitude of the

federal government towards local government. The federal government

would no longer help finance state and local governments through the

use of tax credits, and we foresee problems with the development and

stability of local taxing structures. In addition, removing tax

exempt incentives will further hinder the ability of school districts

to provide local funds for their budgets and capital improvement

projects.

We believe Missourians want tax reform. But we believe that

they are interested in closing loopholes to make the tax system fair,

not in eliminating deductions and exemptions which would result in

raising local taxes, decreasing the power of local governments, and

impairing a quality educational program in the public schools.
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President Reagan submitted a comprehensive tax reform

proposal to the Congress on May 29, 1985. The President's

proposal, submitted "to increase growth, reduce complexity,

and make the, system more fair" seriously threatens existing

state and local funding source for elementary and secondary

schools. Among the changes recommended in the President's

plan, is the'elimination of the deductibility of state and

local taxes on federal tax returns. Taxes currently

deductible include:

" State and local real property taxes.

* State and local personal property taxes.

* State and local income taxes.

* State and local general sales taxes.

The repeal of deductibility may end more than half of th-

Federal government's assistance to elementary and secondary

education. The U.S. government provided $8.6 billion in

direct aid in 1984-85. As a percentage of all non-federal

revenues for elementary and secondary schools, direct federal

aid accounted for 6.5 percent of total costs. A November 1983

study prepared for the U.S. Department of Education reports

that for the 1980" calendar year "8.4 percent of the so-called

nonfederal share of elementary-secondary education . . . was

actually financed by the Federal government through the tax

deduction mechanism".
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Education Is A Major Benefactor of Tax Deductibility

The President's proposal for the elimination of the

deductibility of state and local taxes on federal income tax

returns would generate $149 billion in revenue through

1990-91, according to Treasury Department estimates. The 1983

study completed for the U.S. Department of education showed

that 32 percent of the tax revenue saved by taxpayers in 1980

as a result of deductibility was on state, and local taxes

imposed for the benefit of public elementary and secondary

schools.

According to the 1983 study, "taxpayers claimed $69.4

billion in itemized deductions on their 1980 individual

federal income tax returns for taxes paid to state and local

governments, thereby reducing their income taxes by $22.55

billion. Of that $22.55 billion tax saving to the individuals

(or revenue loss to the federal government), approximately

$7.32 billion is attributable to taxes for elementary and

secondary education and $9.55 billion to taxes for all levels

of public education combined."

Comments on President's Position on Deductibility

The following comments on President Reagan's tax plan

refer to the summary and general explanation submitted to the

Congress on May 29, 1985 in a special report, The Presilent's

Tax Proposals to the Congress for Fairness, Growth, and

Simplicity.

.- 2-
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Portability of Education Benefits. Arguments advanced

for the President's plan would suggest that no benefits are

derived by one state from education programs conducted by

another. The President's report to the Congress states, "The

deduction for state and local taxes may . . . be regarded as

providing a subsidy to state and local governments, which are

likely to find it, somewhat easier to raise revenue because of

the deduction. A general subsidy for spending by state and

local governments can be justified only if the services which

state and local governments provided have important spillover

h enefits to individuals in other communities. The existence

of such benefits has not been documented."

Analysis of the long-standing migration patterns of

American adults highlights the weakness of the rhetoric used

in support of the President's proposal. Many graduates of the

New York State public school system are now taxpayers in other

states. And graduates of public school systems in the other

49 states and the District of Columbia currently reside in New

York State.

A Multi-State Issue. The May 1985 report to the Congress

suggests that taxpayers in New York State are the principal

beneficiaries of the existing provisions for deductibility of

state and local taxes. The November 1983 report prepared for

the U.S. Department of Education shows, --however, that

elementary and secondary education revenues in six states

-3-
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outside of New York could be more adversely affected by the

repeal of the current deductibility provisions for state and

local taxes, as noted below in the next table. Within 29

states and the District of Columbia, 1980 education tax

expenditures were estimated to represent an amount equal to

more than 6 percent of the combined federal, state, and local

outlays for elementary and secondary schools.

Education tax expenditures for elementary and secondary

schools, which equalled $7.3 billion in 1980, represent

Federal income tax savings to itemizers from state and local

property, income, and sales tax revenues allocated for public

schools. This amount is equal to 7.8 percent of the

approximately $94 billion spent by elementary aned secondary

schools- in 1980. That 7.8 percent is greater than the 6

percent share of public school expenditures provided by the

federal government. The following table lists those states in

which 1980 education tax expenditures exceeded six percent pf

overall outlays
1980 EDUCATION TAX EXPENDITURES

AS A PERCENT OF
ELEMENTARY-SECONDARY EDUCATION OUTLAYS

Rank State Percent

I California 11,9%
2 Maryland 11.7
3 New Jersey 11.6
4 Minnesota 11.1
5 Connecticut 10.8
6 Colorado 10.6
7 New York 10.5
8 Michigan 10.3
9 Massachusetts 9.8

-4-
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10 Delaware 9.7'
11 Virginia 9.1
12 Illinois 8.5
13 Hawaii 8.5
14 Wisconsin 8;1
15 Rhode Island 8.0
16 Georgia 8.0
17 Utah 7.7
18 District of Columbia 7.6
19 Oregon 7.6
20 North Carolina 7.2
21 Idaho 7.1
22<a New Hampshire 7.1
23 Pennsylvania 7.1
24 Vermont 7.0
25 Kansas 6.7
26 Missouri 6.6
27 Iowa 6.5
28 Arizona 6,3
29 Oklahoma 611
30 South Carolina 6.1

Source: Barro, Stephen M., Federal Tax Expenditures for

Education: The Deductibility of State and Local

Taxes, a report prepared for the U.S. Department of

Education under contract number 300-83-0211, Decision

Resources Corporation, Washington, D.C., 1983.

Balance of Power Within the Federal System. Many commen-

tators have noted that state and local taxes have been deduc-

tible expenditures since - the Federal Congressional policy

statement on the desirability of providing funds to encourage

state and local governments to raise money to solve problems

at the local level. It also constitutes a recognition that
support for local services through the use of tax deducti-

bility provides the most cost effective form of Federal

grants-in-aid.

-5-
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The President's proposal rejects the historic policy

position on balance within the Federal system. The May 1985

report from the Office of the President contends,

"The 'tax on a tax' argument suggests that

amounts paid in state or local taxes should be

exempt from Federal taxation because they are

involuntary and state or local taxpayers receive

nothing in return for their payments. Neither

suggestion is correct. State and local taxpayers

have ultimate control over the taxes they pay

through the electoral process and through their

ability to locate in jurisdictions with amenable

tax and fiscal policies."

Although one might reject the administration's

assumptions, they do raise an interesting question of public

policy. Assuming the. Administration is correct, dois it thus

envision, and indeed promote, a new type of frontier society

in which citizens with the least capacity to relocate are

concentrated in a few areas that no longer have the resources

to provide support services? That indeed is a major

implication of this proposal.

Consequences of Loss of Deductibility for Education

We, of course, are vitally interested in what happens to

the quality of public education if this important form of

federal assistance (deductibility) is removed. You should be'

-6-
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concerned as well, as a well educated populace is the backbone

of our society.

-The Treasury plan to eliminate deductibility could have

serious negative impact upon school boards' capacity to raise

the revenues necessary for good quality public education.

The issue for the school boards of this nation is the

impact on the individual taxpayer. What would be the attitude

of the individual property taxpayer when he/she regards the

school tax bill, with no opportunity to offset it on the

income tax?

Presently, some of the sting from the local real property

tax (also from State and local sales and income taxes) is

removed because it can be deducted in federal income tax

calculations. School districts are heavily dependent on the

property tax, which pays the largest share of public school

costs.

It is reasonable to expect:

0 hea'vy pressure to cut school property tax rates, and

* greater resistance to school budgets by the voters.

Most school districts submit their proposed budgets to

the voters for approval. The voters reject those budgets when

they consider them too high, or when they don't believe they

are getting the right kind of education for their tax dollar.

Even this year, when voters were in a mood to be

supportive, 11.1 percent of the school district budgets were

-7-
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defeated. In 1978, 33.7 percent of the budgets went down.

Imagine, if you will, how voters will react to proposed school

budgets when their school taxes are no longer deductible on

their federal income tax returns

Porhaps the most serious impact of loss of deductibility

would be the postponement or abandonment of the current

serious efforts to improve educational quality by enriching

school programs and improving teacher capabilities and

compensation, efforts that require substantial commitment of

State and local monies.

Extra Burden on the Taxpayer

We have done some arithmetic and we have estimated, for

18 states, how much more federal taxes the average taxpayer

who itemizes deductions would pay if the deductibility of

state and local taxes was eliminated.

State

Connect
Delawa
Georgi
HawaIi
Illino
Maryla
Massac
Michig
Minnes
New Je
New Yo

ADDITIONAL FEDERAL TAXES OWED
BY TOE AVEhAGE TAXPAYER

IF DEDUCTIBILITY IS ELIMINATED

Added
Federal Taxes

in 1987

ticut $1,040
re 1,294
a 768

1,049
is 846
nd 1,208
husette 1,246
an 1,075
ota 1,132
rsey 1,129
rk 1,646

-8-
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Oregon 908
Rhode Island 1,095
Virginia 958
Wisconsin' 1,128
Pennsylvania 873
California 1,100
Colorado 777

Will that have an impact on school budgets? You bet it will

One School District

In closing, it may be helpful to the members of this Com-

mittee to read the words of one school superintendent on this

subject. He wrote his congressman, and here is what he said

"I am the Superintendent of a small suburban district in

Rockland County whch serves a community of about '12,000

middle-class residents, many of whom moved to the area to

provide the finest educational opportunities that they could

afford. Although the cost of such educational services has

increased over the last two decades and although the burden

this has produced on them is not inconsiderable, Siuth

Orangetown residents continue to support a public educational

program that they think makes sense for their children and

which produces some fairly impressive results for the cultural

and economic well-being of the area and the state.

"The investment they have made in a better life for their

families appears under threat by the tax reform measures

proposed by the present administration. If, as proposed, that

reform includes eliminating the deduction from federal tax

liability of local taxes like those which support South

Orangetown's schools, our parents - and hundreds of thousands

-9-
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like them across the state - will find it increasingly

difficult to generate support for school spending at even the

maintenance level. Even if these school-support types remain

steadfast and continue to vote additional expense upon them-

selves, they will never be successful in the effort they are

sure nonetheless to make to convince the 70% majority of most

suburban districts who have no kids in school to do the same."

Please keep his words in mind as you consider the issue

of the deductibility of state and local taxes.

-10-
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I am pleased to have this. opportunity to express the concerns of
the New York City Partnership kpd the New York Chamber of Commerce and
Industry about the proposal to eliminate the Federal deductibility of
stats and local taxes. I agree with the President that we need to
reform and simplify our tax code. It is too complex and unwieldly for
anyone but accountants and tax experts. But when the President
introduced his Treasury 1I tax plan, he declared that what was necessary
to secure its acceptance was a second American revolution. I suggest
that one feature of the proposal, the eliination of the federal
deduction for state and local taxes, is not revolutionary. It Is
but counter-revolutionary.

What the American patriots fought for at the Battle of Saratoga and
what they crafted at the Constitutional Convention in Philadelphia was a
government of balance. It seems extraordinarily ironic that a proposal
from a President who has spoken so eloquently about restoring proper
balance in the federal system now threatens that balance. Certainly I
do not think the President intends such a disruption, but inadvertent
though it may be, the result will be the same.

I emphasize these points about the issue of deductibility because
so much emphasis has been placed on which states gain and which states
lose and which states gain under what circumstances. Of course, these
are not irrelevant considerations but they miss the fundamental
question. Federal deductibility of state and local taxes has been More
than a policy choice; it has been a vital principal of our Federal
system. It has guaranteed the authority of states and localities to
make decisions appropriate to local needs, without fear that their
residents will have those payments subjected to taxation by the Federal
government.

Even befor r.e 16th Amendment authorized the collection of Federal
income tax in 9}', there was allowance for the deduction of state and
local taxes. T-. firs income tax ever imposed, during the Civil War,
made state and local taxes deductible. Those were conscious choices
about balanced government, and should not be set aside easily.

The deduction for state and local taxes is the largest single
deduction taken by the nation's taxpayers, and one of the few which
benefits middle class people. Eighty-seven percent of taxpayers who
take the deduction have incomes less than $50,000, and it is claimed on
33 million returns filed by nearly 58 million people. Further, the
deduction benefits both the so-called "low tax" as well as the "higher
tax" states.

It has also been argued that low-tax states have been
subsidizing high tax states through deductibility. But the facts belie
this argument. While ovew half of the $40 billion in estimated revenue
gained by eliminating the deduction would be raised in just sixteen
states, the 108 million residents of those sane sixteen states
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contribute over 50Z of all the personal income tax revenue received by
the Treasury. The truth is the; nine of the sixteen states send more
money to Washington than they get back in Federal grants. The money
which funds public works and grant assistance represents, to my mind, a
source of national strength, not an inequitable regional subsidy. ,

I do not need to reach the threshold of what is good for New York
State in determining my position on this issue, but I know that the
elimination of deductibility would be unfair and disruptive to that
State. As president of the New York City Partnership , an organization
committed to the vitality of New York City and New York State, I am
opposed to any tax plan which would endanger the State's economic health
or that of any other state. The elimination of deductibility will have
a major Impact on schools and education, and on the credit ratings of
local governments.

Another effect will be to reduce services provLded by state and
local governments, end generate pressures for the Federal government to
provide the services which might otherwise have been supplied by
regional authorities. The indications also point to lowered property
values without deductibility, which may stimulate the migration of
businesses and taxpayers into other, lower-taxed areas. The competitive
disparities which already exist between states would only be
intensified, and low-tax regions might well be inundated with greater
numbers of "tax refugees" than local infrastructure end support systems
could manage.

I strongly urge the members of Congress to maintain the Federal
deductibility of state #nd local taxes. Deductibility is based on
fundamental principles which have served the entire nation well. We
should not abandon them now.

Thank you.
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MR. CHAIRMAN AND DISTINGUISHED MEMBERS OF THE COMMITTEE, I A14

ROBERT VAN BROCKLIN, DIRECTOR OF GOVERNMENT AFFAIRS, FOR THE CITY

OF PORTLAND, OREGON. ON BEHALF OF MAYOR J. E. "BUD" CLARK AN

THE MEMBERS OF THE PORTLAND CITY COUNCIL THANK YOU. MR. CHAIRMANi.

FOR THE OPPORTUNITY TO REVIEW THE CITY'S ANALYSIS OF ANW CONCERNS

REGARDING PRESIDENT REAGAN'S TAX REFORM PACKAGE. WHILE THE

ADmINISTRATION'1 PLAN CONTAINS MANY RECOMMENDATIONS THAT WOULD

IMPACT OREGON RESIDENTS AND BUSINESSES I WILL CONFINE MY REMARKS

TODAY TO THE PROPOSALS THAT WOULD, IF ENACTED. AFFECT STATE AND

LOCAL GOVERNMENTS IN OREGON. IN PARTICULAR, I WILL ADDRESS THE

FOLLOWING RECOMMENDATIONS FOR REFORM CURRENTLY'UNDER

CONSIDERATION BY THE CONGRESS:

* THE PROPOSED ELIMINATION OF THE DEDUCTION OF STATE AND

LOCAL INCOME TAXES)

* THE PROPOSED ELIMINATION OF THE DEDUCTION OF OTHER

STATE AND LO6A. TAXES EXCEPT THOSE INCURRED IN AN

INCOME PRODUCINGfACTIVITYJ

* THE PROPOSED ELIMINATION OF THE TAX EXEMPT STATUS OF SO

CALLED "PRIVATE PURPOSE* BONDS)

* THE PROPOSED ELIMINATION OF LEGAL ARBITRA6E ON ALL TAX

EXEMPT BONDS)

, .4 0
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* THE PROPOSED ELIMINATION OF ALL ADVANCE REFUNDINGS:

* THE PROPOSED ELIMINATION OF THE DEDUCTABILITY OF

MUNICIPAL BOND HOLDING COST FOR COMMERCIAL BANKS:

* THE PROPOSED REDUCTION OF THE MARGINAL TAX RATES ON

PERSONAL INCOME TAX)

0 THE PROPOSED CHANGES IN FEDERAL REPORTING REQUIREMENT

ON ALL TAX EXEMPT BOND ISSUANCES)

I THE PROPOSED TERMINATION OF THE ENERGY CONSERVATION

RENEWABLE RESOURCE TAX CREDIT) AND

0 THE PROPOSED TERMINATION OF THE HISTORIC REHABILITATION

TAX CREDIT.

IN ADDITION, REFERENCE IS MADE TO OTHER KEY PROVISIONS IN THE

REFORM PACKAGE INCLUDING RAISING THE ZERO BRACKET AMOUNTS

REDUCING THE NUMBER OF TAXABLE INCOME BRACKETS AND CORRESPONDING

RATES) RAISING THE PERSONAL EXEMPTION AMOUNT; AND ELIMINATING THE

SECOND EARNER DEDUCTION FOR WORKING COUPLES.
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STATE AND LOCAL TAX JEDUCTABILITY

- THE PRESIDENT'S TAX REFORM PLAN RECOMMENDS THE COMPLETE

ELIMINATION OF THE DEDUCTION OF STATE AND LOCAL INCOMETAXESo

FURTHER, IT CALLS FOR THE ELIMINATION OF OTHER STATE AND LOCAL

TAXES UNLESS THEY ARE INCURRED IN INCOME PRODUCING ACTIVITY,

ENACTMENT OF THESE PROPOSALS WOULD DRAMATICALLY EFFECT THE

PROVISION OF STATE AND LOCN, GOVERNMENTAL SERVICES: REDUCE

PROPERTY VALUES; AND DIMINISH BOND VALUES IN OREGON. IN

ADDITION, ELIMINATION OF THE DEDUCTION OF STATE AND LOCAL TAXES

FROM THE FEDERAL RETURN WOULD RADICALLY CHANGE-THE HISTORIC

RELATIONSHIP THAT HAS EXISTED BETWEEN THE FEDERAL GOVERNMENT AND

STATE AND LOCAL GOVERNMENT BASED ON PRINCIPLES OF OFEDERALISle

AND RECIPROCAL IMMUNITY. IN INTRODUCING THIS REVISION, THE

ADMINISTRATION HAS FAILED TO DISTINGUISH THE HISTORIC ROLE OF THE

STATE AND LOCAL DEDUCTION NOT AS A TAX SHELTER# BUT AS A

FUNDAMENTAL PART OF OUR FEDERAL SYSTEM. THE DEDUCTABILITY OF

STATE AND LOCAL TAXES HAS BEEN A PART OF THE UNITED STATES INCOME[

TAX SYSTEM SINCE ITS INCEPTION IN 1913.

MORE AMERICAN TAXPAYERS TAKE THE FEDERAL DEDUCTION FOR STATE AND

LOCAL TAXES THAN ANY OTHER DEDUCTION. NATt90MtY -OVER 33

MILLION HOUSEHOLDS TAKE THE DEDUCTION. THIS IS MORE THAN FOR THI

CHARITABLE DEDUCTION (30.5 MILLION HOUSEHOLDS) OR THE HOME

MORTGAGE DEDUCTION (24.5 MILLION HOUSEHOLDS).
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IN OREGON, ACCORDING TO A RECENTLY PUBLISHED RESEARCH REPORT BY
THE OREGON-STATE DEPARTMENT OF REVENUE, OF. THE 990.194 FEDERAL

TAX RETURNS FILED IN 1983, 422,164 DEDUCTED STATE INCOME TAXES.

THIS REPRESENTS 42.6Z OF THE TOTAL RETURNS FILED. THE AVERAGE.

AMOUNT DEDUCTED WAS $2,05g.

Loss OF THE DEDUCTION COULD BE PARTICULARLY DETRIMENTAL TO MIDDLE

INCOME AND LOWER INCOME TAXPAYERS. UNDER THE PRESIDENT'S

PROPOSAL AS SUBMITTED. MANY MIDDLE INCOME FAMILIES WILL ACTUALLY

EXPERIENCE A TAX INCREASE DUE TO THE LOSS OF DEDUCTABILITY.

ACCORDING TO THE OREGON DEPARTMENT OF REVENUE'S RESEARCH REPORT.

THE LOSS OF THE DEDUCTION OF STATE AND LOCAL TAXES COINED WITH

THE LOSS OF THE SECOND EARNER DEDUCTION FOR WORKING COUPLES COULD

RESULT IN NET INCREASES IN FEDERAL TAX LIABILITY FOR HANY MIDDLE

INCOME TAXPAYERS IN OREGON, EVEN GIVEN THE PROPOSED ADJUSTMENT IN

THE TAX BRACKETS AND THE REDUCTIONS IN ToI RATES.,

ELIMINATION OF THE DEDUCTION OF STATE AND LOCAL TAXES MAY ALSO

ADVERSELY IMPACT LOWER INCOME TAXPAYERS. IF THE STATE AND LOCAL

DEDUCTION iS ELIMINATED, STATES WITH COMPARATIVELY PROGRESSIVE

TAX STRUCTURES WOULD FACE INCREASING PRESSURE TO MOVE TOWARD MORE

REGRESSIVE TAX BASES. SUCH SYSTEMS OF TAXATION SHIFT A GREATER

SHARE OF THE TAX BURDEN TO THOSE LEAST ABLE TO PAY THEIR TAXES.

WHILE A MAJORITY OF OUR INCOME EARNERS DO NOT ITEMIZE. AND

THEREFORE CANNOT DEDUCT STATE AND LOCAL TAXES. THEY DO MY.-

TAXES. THEIR RELATIVE TAX BURDEN IS, THEREFORE, A FUNCTION OF

THE NATURE AND PROGRESSIVITY OF A GIVEN STATE OR LOCAL TAX
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SYSTEM. THE CURRENT DEDUCTABILITY OF STATE AND LOCAL TAXES

ALLOWS THE INDIVIDUAL STATES TO ACHIEVE A PROGRESSIVE AND

EQUITABLE DISTRIBUTION OF TAX BURDEN AMONG THEIR POPULATION.

IN ADDITION TO THE POTENTIAL SHIFT IN RELATIVE TAX BURDEN# THE

LOSS OFrTHE DEDUCTION FOR LOCAL TAXES COULD WELL LEAD TO A

REDUCTION OF STATE AND LOCAL GOVERNMENTAL SERVICES AVAILABLEs- TO

LOW INCOME CITIZENS. AS A CONSEQUENCE, ANY GAINS TO LOW INCOME

WAGE EARNERS FROM CERTAIN PROVISIONS OF THE PRESIDENT'S

PROPOSAL--SUCH AS THOSE FROM AN INCREASE IN THE ZERO BRACKET

AMOUI1T OR THE EARNED INCOME TAX CREDIT--COUD BE OFFSET BY CUTS

IN STA ,E ND LOCAL SERVICES AND/OR POTENTIALLY NiGHER STATE AND

LOCAL AES,

THE STATE AND LOCAL DEDUCTION ALSO BENEFIDJ THE ELDERLY. IHIAPlAP/

MORE THAN ANY OTHER DEDUCTION. NATIONALLY; THE STATE AND LOCAL /
DEDUCTION IS WORTH AN AVERAGE OF IL.Z2i TO THE ELDERLY WlICH IS

MORE THAN THE CHARITABLE DEDUCTION ($2,116), Ta moic&L EXESE

DEDUCTION ($2,046), OR THE OOME MORTGAGE DEDUCTION ($1,939).
BECAUSE MANY ELDERLY PEOPLE NAVE PAID OFF TIEIR MORTGAGES.

ELIMINATING STATE AND LOCAL TAX DEDUCTABILITY WILL TRN THEN INTO

NON-ITEMIdERSf PRECLUDING THEN FROM DEDUCTING CHARITABLE

CONTRIBUTIONS* MEDICAL EXPENSES* AND OTHER6bEWCTASLE

EXPENDITURES#

IF THE DEDUCTION WERE ELIMINATED* THOSE TAXPAYERS WHO DEW-T

STATE AND LOCAL TAX VROK THEIR FEDERAL RETURN WOULD SUDDENLY FEEL 4,
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AN INCREASED IMPACT FROM STATE AND LOCALLY IMPOSED TAXES, IN

OREGON, A HIGHER THAN AVERAGE PERCENTAGE OF TAXPAYERS ITEMIZE.

THESE TAXPAYERS., WITH VERY FEW EXCEPTIONS, DEDUCT STATE AND LOCAL

TAXES. BECAUSE THEY ARE SO NUMEROUS* THESE TAXPAYERS ARE

ESPECIALLY LIKELY TO SUCCEED IN EFFORTS TO PRESSURE STATE AND

LOCAL GOVERNMENTS TO CUT TAXES AND SERVICES.

IN OREGON, THE TAX SYSTEM WHICH FUNDS STATE AND LOCAL SERVICES

PRIMARILY RELIES ON TWO TAX SOURCES: INDIVIDUAL AND CORPORATE

INCOME TAXES AND THE PROPERTY TAX. RECENT STUDIES HAVE SHOW

THAT OREGON RANKS AMONG THE TOP FIVE STATES IN INCOME TAXATION AS

A PERCENTAGE OF PERSONAL INCOME* AND AMONG THE TOP TEN STATES IN

PROPERTY TAXES AS A PERCENTAGE OF PERSONAL INCOME. IN 1982 AND

1984, OREGON VOTERS NARROWLY DEFEATED PROPOSED CONSTITUTIONAl,

AMENDMENTS TO LIMIT AD VALOREMR tAXESTO NO MORE THAN 1.51 OF

ASSESSED VALUE. IN A TAX ENVIRONMENT SUCH AS OREGON'S, THfE.
ELIMINATION OF THE DEDUCTION OF STATE AND LOCAL TAXES COULD

INSURE THE SUCCESS OF-A FUTURE PROPERTY' C LIMITATION MEASURE.

THE TWO MOST RECENT PROPERTY TAX .IMITATION MEASURES ON THE

OREGON BALLOT,'BALLOT MEASURE 3 IN,1982, AM BA.Lor MEASURE 2 IN

1984. BOTH RECEIVED MORE THAN /9% OF THE VOTE. Two PETITIONS

HAVE ALREADY SEEN SUBMITTED TO THE OREGON SECRETARY OF STATE'S

OFFICE THAT WOULD PLACE SIMILAR PROPERTY TAX LIMITATIom MEASURES

THE GENERAL ELECTION BALLOT IN lg. MOST OREGON BUSINESS*
LABOR, EDUCATION AND-GOVORNNI T LEADERS ARE IN AGREEMENT THAT A

PROPERTY TAX LIMIT WiOULD SVE*UI.Y UNDERMINE OREGON'. ABILITY TO "

MAINTAIN THOSE PUBLIC SEhVICES INCESSARY' TO INDQCU -"b)DITiimAL

PRIVATE ECONOMIC lNVESTMENNf,, THE SThE.
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ONE ARGUMENT WHICH HAS BEEN LEVIED IN DEFENSE OF ELIMINATING THE

DEDUCTION IS THAT IT DISPROPORTIONATELY BENEFITS HIGH INCOME

TAXPAYERS RESIDING IN HIGH TAX STATES, WHAT IS NOT CONSIDERED IN

THIS ARGUMENT IS THAT RESIDENTS IN HIGH TAX STATES ALSO TEND TO

PAY A GREATER SHARE OF THE FEDERAL INCOME TAX FOR EACH DOLLAR

RETURNED TO THEIR STATE'S RESIDENTS. FURTHERMORE. WHILE THE

RESIDENTS OF SOME STATES SAVE MORE THAN OTHERS FROM THE

DECUCTION1 RESIDENTS IN MANY STATES ALSO BENEFIT

DISPROPORTIONATELY FROM FEDERAL EXPENDITURES.

IT HAS BEEN STATED BY TREASURY SECRETARY BAKER THAT ELIMINATION

OF STATE AND LOCAL DEDUCTABILITY IS A FOUNDATION OF TAX REFORM.

THIS IS TRUE ONLY IF ONE ACCEPTS THE UNDERLYING ASSUMPTION OF THE

PRESIDENT'S PROPOSAL. IT IS NOT FAIR TO ASSERT THAT IF ONE

DEFENDS THE DEDUCTABILITY OF STATE AND LOCAL TAXES ONE MUST BE

OPPOSED TO TAX REFORM.

ELIMINATING THE DEDUCTION ALSO HAS SUBSTANTIAL NEGATIVE

IMPLICATIONS FOR THE DELIVERY OF STATE AND GOVERNMENTAL

SERVICES. IN EXCHANGE FOR A POTENTIALLY LARGER SHARE OF THE TAX

BURDEN CREATED BY PRESSURE TO ADOPT MORE REGRESSIVE SYSTEMS O0

STATE AND LOCAL TAXATIONe MANY INCOME EARNERS WILL EXPERIENCE:

0 POORER SCHOOLS FOR THEIR CHILDREN:

" CLOSED PUBLIC HOSPITALS)
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* REDUCED POLICE AND FIRE'PROTECTION FOR THEIR

NEIGHBORHOODS)

* CUTBACKS IN THE ENFORCEMENT OF SAFE HOUSING CODES)

* UNREPAIRED STREETS)

* INFERIOR WATER, SEWER* AND OTHER SERVICE DELIVERY.

ACCORDING TO A RECENT REPORT, OREGON RESIDENTS RANK 17TH AMONG

THE STATES IN GROSS FEDERAL TAX SAVINGS FROM STATE AND LOCAL TAX

DEDUCTABILITY. IN OREGON, THIS RESULTS IN AN AVERAGE ia SAVINGS

PER ITEMIZING RETURN OF .Z2LPER YEAR.

IF DEDUCTABILITY IS ELIMINATED, THERE WILL BE GREAT PRESSURE BY

THOSE WHO ITEMIZE TO REDUCE STATE AND LOCAL TAXES. TAXPAYERS

WILL FACE LOWER HOME PROPERTY VALUES AND WILL BE ATTRACTED TO

CONSIDER MIGRATION TO LOWER TAX COMMUNITIES. MIGRATION COULD

OCCUR FROM CITY TO SUBURBS, OR ACROSS STATE LINES.

AS A RESULT, STATES AND LOCALITIES WILL FACE GREAT PRESSURE TO

REDUCE TAXES AND RELATED SERVICES. THE EXTENT OF THE CUT IN

SERVICES WILL DEPEND UPON THE POLITICS OF TAX REVOLTS IN EACH

LOCALITY AND STATE. WHILE POLITICS CANNOT BE ACCURATELY

FORECASTED* ESTIMATES OF SERVICE CUTBACKS RANGE FROm 7% TO 211 OF

CURRENT SERVICES SUPPORTED BY STATE AND LOCAL TAXES. THE
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CONSERVATIVE ESTIMATE COMES FROM THE CONGRESSIONAL RESEARCH

SERVICE, WHICH HAS ESTIMATED A 15% CUTBACK.

ELIMINATION OF THE DEDUCTION WOULD ALSO HAVE A SIGNIFICANT IMPACT

ON EDUCATION FINANCE. ACCORDING TO ONE ANALYSIS NATIONWtDE,

SPENDING PER PUPIL IN BASIC EDUCATION COULD DECLINE AS AWCHAS

20%. CUTBACKS IN STATE APPROPRIATIONS FOR HIGHER EDUCATION ARE

ALSO LIKELY. THIS WOULD COME AT A TIME WHEN EDUCATION IS

INCREASINGLY CENTRAL TO CREATING ECONOMIC OPPORTUNITY AND

PROSPERITY IN STATES LIKE OREGON.

IN ADDITION, THERE IS ALSO GROWING CONCERN IN THE FINANCE

COMMUNITY THAT MUNICIPAL BOND INVESTORS WOULD BE ADVERSELY

IMPACTED BY THE EFFECTS OF ELIMINATING DEDUCTIBILITY. FOR

EXAMPLE, MERRILL LYNCH CONC ,IUDES IN A' REENT REPORT THAT THERE

COULD BE #SIGNIFICANT CREDIT DETERIORATION' OF MANY STATE AND

LOCAL BONDS AS A CONSEQUENCE W THE F)L.ININATION OF STATE AND

LOCAL TAX DEDUCTABILITY. THE REPORtoSTATES THAT$

* ELIMINATIG-DEDUCTABIkLTY

"TAX REDICTIbo-0P6 rJTALYST FOR NEWI THE STATED

* NOT JUST 'HI6m'Tm% ATES WILL BE VULNERABLE"

* ALL STATE CREDITS WOULD BECOME WEAKER BECAUSE THE

STATES WOULD LOSE FLEXIBILITY IN INCREASING INDIVIDUAL

INCOME TAXES)

,s
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* THESE CREDIT CONCERiS ARE IMMEDIATE AS WELL AS LONG-

TERNJ

* SCHOOL BUDGETS APPEAR THE 1OST VILNERASLE TO CTRACKS)

* RATING DOWNGRADES BY MOODY'S AND STANDARDS AM PpOR's
CAN BE EXPECTEDFOR THOSE CR ITS OST EFFECTED.

As YOU KNOW, ANY REDUCTIONS IN CREDIT RATINGS TO MUNICIPALITIES

OR STATES WILL COST THE BORROWER. HENCE THE CITIZENS OF THOSE

COMMUNITIES OR STATES. IN SHORT. BORROWING COSTS PAID -Y, LOCAL

TAXPAYERS WOULD RISE. THIS HAPPENS BECAUSE ELIMINlAINS

DEDUCTABILITY REDUCES THE ABILITY OF THE STATE OR LOCALITY TO

RAISE TAX REVENUES TO SECURE THE BONDS. ACcORDIMLY. INVESTORS

WOULD DEMAND A HIGHER INTEREST PAYMENT IN RETURN FOR THE HIGHER

RISK. BECAUSE OF THE LARGE VOLUME OF BONDS ISSUES. EXTRA

INTEREST C6STS OF EVEN A FEW BASIS POINTS PER YEAR CAN ADD

SIGNIFICANTLY TO STATE AND LOCAL BURDENS*

FINALLY, ELIMINATING DEDUCTABILITY GREATLY INCREASES THE

ATTRACTIVENESS FOR TAXPAYERS. ESPECIALLY THOSE H|IHER-INCOME WAGE

EARNERS. TO MIGRATE TO A LOW TAX REGION. As AN EXAMPLE, A

PORTLAND COUPLE WITH $100,000 OF ANNUAL INCOME NOW PAYS

APPROXIMATELY $5,000 IN STATE AND LOCAL TAXES (OFFSET BY

DEDUCTABILITY) COMPARED TO ONLY $1,000 A COUPLE WOULD PAY IN

SEATTLE, WASHINGTON. IF DEDUCTABILITY WERE ELIMINATED. THE
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PORTLAND COUPLE WOULD PAY APPROXIMATELY $9,600 IN THESE TAXES,
COMPARED YO- ONLY $2,100 IN SEATTLE. HENCE. ELIMINATING
DEDUCTABILITY INCREASES THE INCENTIVE TO MIGRATE FROM PORTLAND TO

SEATTLE FROM $3,900 TO $7,500 ANNUALLY. IN ADDITION, ELIMINATING

DEDUCTABILITY WOULD CREATE SIGNIFICANT INCENTIVES TO MIGRATE

WITHIN STATES. FOR EXAMPLE FROM CENTRAL CITIES TO SUBURBS.

DEDUCTABILITY CURRENTLY REDUCES THIS DISPARITY# AND REDUCE THE

INCENTIVE TO MIGRATE. WITHOUT DEDUCTABILITY CENTRAL CITIES AND

THEIR SUBURBS WOULD BE FORCED TO ENTER INTO RUINONS COMPETITION

TO CUT TAXES OR LOSE RESIDENTS* PARTICULARLY HIGH INCOME PEOPLE.

IN SUMMARY, THE FEDERAL DEDUCTION FOR STATE AND LOCAL PROPERTY&

INCOME, AND SALES AI S IS ESSENTIAL TO THE ECONOMIC WELL BEING

OF LOCAL COMMUNITIES. THE DEDUCTION FOR STATE AND LOCAL TAXES

HAS BEEN PART OF THE TAX CODE SINCE 1913 WHEN THE FIRST FEDERAL

INCOME TAX WAS ENACTED. THE PURPOSE OF THE DEDUCTION FOR STATE

AND LOCAL TAXES IS TO PROTECT INDIVIDUALS FROM DOUBLE TAXATION OF

THEIR INCOMES. THE FINANCIAL HEALTH OF THE STATE OF OREGON. THE

CITY OF PORTLAND, OTHER LOCAL GOVERNMENTS IN OREGON, AND MANY

STATE AND LOCAL GOVERNMENT THROUGHOUT THE COUNTRY WOULD BE

COMPROMISED IF STATE AND LOCAL TAXES WERE NO LONGER DEDUCTIBLE

FROM FEDERAL TAX RETURNS. MANY FAMILIES WOULD BE UNABLE TO

AFFORD A HOME WITHOUT THE FEDERAL DEDUCTION FOR LOCAL PROPERTY

TAXES, AND MANY BUSINESSES WOULD FLEE URBAN METROPOLITAN AREAS

THAT MUST RAISE SUBSTANTIAL REVENUE TO SUPPORT NEEDED GOVERNMENT

SERVICES. THE CONSEQUENCES OF THIS PROPOSAL ARE THAT AS THE TAX
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BASE OF STATE OR LOCAL GOVERNMENT DECLINES. ESSENTIAL WELFARE*

EDUCATION, HEALTH* AND INFRASTRUCTURE WOULD BE.CUT. IN ADDITION.

REPEAL OF THE DEDUCTION FOR STATE AND LOCAL TAXES WOULD TEND TO

DEPRESS PROPERTY VALUES* PENALIZING FAMILIES WHO PURCHASED HONES

YEARS AGO BASED ON THEN CURRENT TAX LAW.

FjINALLY, AT A TIME WHEN THE FEDERAL GOVERNMENT IS ATTEMPTING TO

RETURN DOESTIC PUBLIC SECTOR RESPONSIBILITIES TO STATE AND LOCAL

GOVERNMENTS. THE FEDERAL GOVERNMENT WOULD'BE SUBSTANTIALLY

LIMITING THE CAPACITY OF SUBORDINATE LEVELS OF GOVERNMENT: TO

ASSUME THESE RESPONSIBILITIES BY ENACTING THE PROPOSALS

CONCERNING DEDUCTABILITY AND PUBLIC FINANCE. IT IS INDEED IRONIC

THAT AT A TIME WHEN THE ADMINISTRATION IS MAKING A CONCERTED

EFFORT TO DECENTRALIZE DECISION-MAKING AND REDUCE SRANTS-IN"AID

TO STATE AND LOCAL GOVERNMENT, THAT THE CENTRAL PRINCIPLE OF

FEDERALISM IN THE FEDERAL TAX CODE--THE STATE AND LOCAL TAX

DEDUCTION--WOULD BE PROPOSED FOR ELIMINATION. SUBORDINATE LEVELS

OF GOVERNMENT IN THIS COUNTRY ARE UNALTERABLY OPPOSED TO THIS

DRAMATIC ALTERATION OF THE RELATIONSHIP BETWEEN THE FEDERAL

GOVERNMENT AND STATE AND LOCAL GOVERNMENT,

IN ACTING ON THE PRESIDENT'S PROPOSAL TO ELIMINATE THE STATE AND

LOCAL DEDUCTION. WE WOULD URGE THAT THE COMMITTEE SERIOUSLY

CONSIDER THESE IMPLICATIONS. ON BEHALF OF THE ClITi, WE

STRENUOUSLY OPPOSE THIS PROVISION IN THE PRESIDENT'S TAX PLAN.
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STATE AND LOCAL GOVERNMENT FINANCE

THE PRESIDENT'S TAX REFORM PROPOSAL, IF ENACTED* WOULD EFFECT
STATE AND LOCAL GOVERNMENT FINANCE IN SIX BASIC CATEGORIES:

* THE ELIMINATION OF

PURPOSE' BONDS

o- THE ELIMINATION OF

BONDS)

TAX EXEMPT STATUS FOR ALL PRIVATE

LEGAL ARBITRAGE ON ALL TAX EXEMPT

* ELIMINATION OF ALL ADVANCE REFUNDINGS1

* ELIMINATION OF THE DEDUCTABILITY OF MUNICIPAL BOND

HOLDING COSTS'FOR COMMERCIAL BANKS$ AND

* INCREASED FEDERAL REPORrING REQUIREMENTS.

OVER THE PAST TEN YEARS, THE MUNICIPAL BOND MARKET HAS INVOLVED

BONDS DESIGNED TO MEET PUBLIC PURPOSES BY ASSISTING PRIVATE

INDIVIDUALS OR ENTITIES. THESE BONDS HAVE INCLUDED:

* INDUSTRIAL DEVELOPMENT BONDS;

* HOUSING FINANCE BONDS)
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* POLLUTION CONTROL BONDS)'

0 STUDENT LOAN FINANCING)

I HOSPITAL AND MEDICAL EQUIPMENT FINANCING.

THE CURRENT LAW ESTRICTS THE USE OF THESE MECHANISMS BUT STILL

LEAVES THE DETERMINATION OF PUBLIC PURPOSE TO THE DISCRETION OF

STATE AND LOCAL ELECTED OFFICIALS. THROUGH THESE FINANCING

TOOLS, STATE AND LOCAL GOVERNMENTS ARE ABLE TO MEET THE NEED FOR

JOB DEVELOPMENT* EDUCATION* HOUSING, ENVIRONMENTAL CONTROL# AND

OTHER PUBLIC CAPITAL AND SERVICE REQUIREMENTS.

THE PRESIDENT'S PROPOSAL WOULD ELIMINATE THE TAX EXEMPT FINANCING

FOR ALL OF THESE BONDS BY DEFINING THEM AS PRIVATE PURPOSE' AND

THEREFORE NOT ELIGIBLE FOR FEDERAL SUBSIDY I THE FORM OF TAX

EXEMPT RATES. THE MECHANISM FOR THIS DETERMINATION IS THE 01Z

RULE& WHICH STATES THAT IF MORE THAN 11 OF THE PRAOEEDS, OF A BOND

SALE ACCRUE TO THE BENEFIT OF NON-EXEMPT PERSONS OR ENTITIES,

INTEREST ON THE BONDS WOULD BE TAXABLE.

THE INTERPRETATION OF THIS RULE PROMOTED BY THE TREASURY

DEPARTMENT WOULD EFFECTIVELY ELIMINATE TAX EXEMPT FINANCING FOR

THE TYPE OF BONDS LISTED ABOVE* AND ALSO FOR STRICTLY MlUNICIPAL

GENERAL OBLIGATION AND REVENUE BONDS IF THEY FAIL THE 1% TEST.

AS A RESULT, MANY PROGRAMS AND FACILITIES WHICH ARE CLEARLY
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PUBLIC PURPOSE COULD LOSE THEIR TAX EXEMPT FINANCING. THESE

INCLUDE BUT ARE NOT LIMITED TO DOCKS, AIRPORTS#'SEWER LINES,

WATER SYSTEMS, WHARFS AND OTHER PUBLIC FACILITIES AND SERVICES,

THE RULE WOULD ALSO ELIMINATE TAX EXEMPT FINANCING FOR FACILITIES

OWNED BY A NON-EXEMPT ENTITY BUT OPERATED TO THE BENEFIT OF

PUBLIC OBJECTIVES. THESE "PUBLIC PRIVATE PARTNERSHIPS ARE OFTEN

USED IN SOLID WASTE, SEWER AND ENERGY FACILITIES.

THE PROPOSED RESTRICTIONS WOULD ALSO ELIMINATE THE ABILITY OF

CITIES TO CONTRACT THE OPERATION OF THE FACILITIES WHICH ARE

FINANCED BY TAX EXEMPT BONDS. THIS IS ACHIEVED BY LIMITING SUCH

CONTRACTS TO ONE YEAR, APPARENTLY, THE THEORY 1 THAT IF THE

CONTRACT FOR OPERATION OF THE PUBLIC FACILITY EXTENDS BEYOND ONE

YEAR, THE FACILITY IS EITHER NOT PUBLIC OR THE BENEFIT OF THE

BONDS ACCRUES TO THE OPERATOR. IN MANY INSTANCES THIS I8 NOT

THE CASE.

THE PRESIDENT'S PROPOSAL ALSO SUGGESTS ADDITIONAL ARBITRAGE

RESTRICTIONS. THE PROPOSAL WOULD REQUIRE THAT ALL ARBITRAGE

EARNINGS BE FORWARDED TO THE TREASURY, AND ALSO, THROUGH

TECHNICAL ADJUSTMENTS, LOWERS THE ALLOWABLE YIELD. 114 SOME

CASES, THIS COULD RESULT IN ISSUERS ACTUALLY PAYING THE FEDERAL

TREASURY OUT OF BOND PRINCIPAL. HENCE, IN CERTAIN CASES THE

PROPOSAL MAY ACTUALLY IMPOSE AN INTEREST EARNINGS TAX ON LOCAL

GOVERNMENTS.
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CURRENT TAX- LAW ALREADY LIMITS THE ABILITY OF LOCAL GOVERNMENTS

TO EARN INVESTMENT PROFITS M (ARBITRAGE) BY INVESTING FUNDS

BORROWED AT TAX EXEMPT RATES AND TAXABLE SECURITIES. THE CURRENT

REGULATIONS PROVIDE FOR THE. INVESTMENT OF PROCEEDS FOR A

REASONABLE "TEMPORARY PERIOD" WHICH ALLOWS FOR THE PLANNING,

ENGINEERING* AND OTHER REQUIREMENTS OF A LARGE COMPLEX PROJECT.

THE ABILITY TO INVEST PROCEEDS DURING THE TEMPORARY PERIOD AT

TAXABLE RATES LOWERS THE AMOUNT OF BONDING REQUIRED AND THEREFORE

THE DEBT SERVICE PAID BY LOCAL TAXPAYERS. THE TEMPORARY PERIOD

WOULD BE 30 DAYS UNDER THE PRESIDENT'S PROPOSAL, WHICH WILL

REQUIRE LOCAL GOVERNMENTS TO FINANCE MUCH OF THE INITIAL COST OF

LARGE PROJECTS OUT OF OPERATING REVENUES SO THAT THE BOND

PROCEEDS CAN BE EXPENDED DURING THE TEMPORARY PERIOD.

IN AN EFFORT TO LOWER THE TOTAL VOLUME OF TAX EXEMPT DEBT# THE

PRESIDENT'S PROPOSAL ALSO PROHIBITS REFUNDING OF STATE AND LOCAL

GOVERNMENT BONDS OF ANY KIND. "LOCAL GOVERNMENT SERVICE NEEDS

REQUIRE CITIES TO ISSUE BONDS UNDER MARKET CONDITIONS WHICH

RESULT IN HIGH DEBT SERVICE COST, ISSUERS ARE ALSO OFTEN FACED

WITH RESTRICTIVE COVENANTS OF PREVIOUS BOND ISSUES WHICH PRESENT

COSTLY ROADBLOCKS TO FUTURE PROGRAMS. To SOLVE THE PROBLEMS OF

HIGH DEBT SERVICE COSTS AND RESTRICTIVE PROVISIONS. THE ISSUERS

OFTEN 'ADVANCE REFUND' THE OUTSTANDING BONDS BY ISSUING NEW BOND

ISSUE WHICH CARRY LOWER RATES AND/OR LESS RESTRICTIVE TERNS,

UNDER THE PRESIDENT'S PROPOSAL, WHILE INDIVIDUALS# THE FEDERAL

GOVERNMENT AND CORPORATIONS WILL BE ALLOWED TO REFUND THEIR DEBT
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AS MARKET CONDITIONS DICTATE, STATE AND LOCAL GOVERNMENTS WILL BE

FORCED TO LIVE WITH THE VAGUARIES OF INTEREST RATE FLUCTUATIONS.

IN ADDITION, THE PRESIDENT'S PROPOSAL WOULD ENTIRELY ELIMINATE

THE DEDUCTION OF THE INTEREST COST OF CARRYING MUNICIPAL BONDS.

UNDER CURRENT TAX LAW, COMMERCIAL BANKS ARE ABLE TO DEDUCT 8OZ OF

THESE INTEREST COSTS. COMMERCIAL BANKS MAKE UP A SIGNIFICANT

PORTION OF THE MUNICIPAL BOND MARKET, CURRENTLY HOLDING

APPROXIMATELY ONE-THIRD OF ALL OUTSTANDING TAX EXEMPT BONDS. THE

PRESIDENT'S PROPOSAL WOULD SERIOUSLY DIMINISH THE ATTRACTIVENESS

OF STATE AND LOCAL BONDS TO THESE FINANCIAL INSTITUTIONS. THE

LOSS OF AS MUCH AS 1/3 OF THE MARKET WILL MEAN SUBSTANTIAL

INCREASES IN COST FOR ISSUERS AND TAXPAYERS IN THE FORM OF HIGHER

RATES.

FINALLY# THE PROPOSED TAX 'REVISIONS WOULD REQUIRE NEW FEDERAL

REPORTS ON ALL TAX EXEMPT BOND ISSUES--EVEN GENERAL OBLIGATION

BOND ISSUES'-AND WOULD REMOVE THE TAX EXEMPTION IF REPORTS WERE

NOT FILED. CURRENTLY, NO FEDERAL REPORTING IS REQUIRED FROM

MUNICIPAL BONDS EXCEPT FOR SOME PRIVATE PURPOSE BONDS. A HOLE
NEW FEDERAL BUREAUCRACY WOULD BE REQUIRED TO MONITOR THIS

REQUIREMENT, RESULTING IN SUBSTANTIAL INCREASED COSTS FOR THE

REPORTING JURISDICTIONS.

ACCORDING TO THE CITY'S FINANCIAL ADVISORS, GOVERNMENT FINANCE

ASSOCIATES, INC., OF PRINCTON, NEW JERSEY, THE ELIMINATION Of

PRIVATE PURPOSE BONDS WOULD REDUCE THE SUPPLY OF TAX EXEMPT BONDS
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BY APPROXIMATELY TWO-THIRDS. THEY HAVE ALSO CONCLUDED THAT THE

CHANGE IN BANK CARRYING COSTS, iN THE MARGINAL TAX RATE, AND THE

REPORTING IN ARBITRAGE RESTRICTIONS WOULD RAISE BORROWING COSTS*

AND THAT MANY PROJECTS THAT WERE FORMERLY CONSIDERED TO BE PUBLIC

PURPOSE WOULD SUFFER SUBSTANTIALLY INCREASED COSTS THROUGH LOSS

OF TAX EXEMPTIONS, FURTHER#'THE DETERMINATION OF PUBLIC PURPOSE

WOULD SHIFT FROM THE STATE AND LOCAL LEVEL TO THE TREASURY

DEPARTMENT IN WASHINGTON, D.C.

WHILE THERE ARE NO RELIABLE ESTIMATES OF THE EFFECT OF THESE

NATIONAL MARKET FORCES ON THE GENERAL LEVEL OF INTEREST RATES.

THE EFFECTS OF INDIVIDUAL PROPOSALS ON THE CITY OF PORTLAND

PROGRAMS CAN BE EVALUATED, THE PRIMARY EFFECTS WOULD BE FROM THE

I1Z RULE AND THE ARBITRAGE RESTRICTIONS. THE FOLLOWING

SUMMARIZES THE CITY'S ANALYSIS OF THE POTENTIAL IMPACTS ON THE

FINANCIAL PROGRAMS IN THE CITY SHOULD THESE PROPOSALS BE ENACTED

I COST OF ALL CONSTRUCTION-RELATED FINANCING WOULD

INCREASE AS A RESULT OF THE TEMPORARY PERIOD

RESTRICTIONS WHICH LIMIT THE INTEREST EARNINGS ON BOND

PROCEEDS TO CONSTRUCTION. FOR EXAMPLE, THE

CONSTRUCTION FUND EARNINGS ON THE PERFORMING ARTS

CENTER BOND PROCEEDS SUBSTANTIALLY REDUCED THE PRIVATE

FUND RAISING REQUIREMENTS.

0 PRELIMINARY ANALYSIS INDICATES THAT THE TREASURY

DEPARTMENT REGULATIONS WOULD RESTRICT EARNINGS FURTHER
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ON SINKING FUNDS AND BOND RESERVES RESULTING IN HIGHER

DEBT SERVICE ON ALL REVENUE BONDS.

o To THE EXTENT THAT PUBLIC FACILITIES ANP PROGRAMS

BENEFIT OR ARE AVAILABLE TO THE PUBLIC we A WHOLE. BOND.

FINANCING WOULD STILL BE TAX EXEMPT, HOWEVER, IF A

PROJECTS BENEFITS, IN THE AGGRAGATE. IS ACCRUED BY MORE

THAN 1% TO NON-EXEMPT PERSONS OR ENTITIES THE BONDS

WOULD BE TAXABLE. IN ADDITION, TO RETAIN THE TAX

EXEMPTION, THE FACILITY MUST BE OPERATED BY THE PUBLIC

ENTITY, EXCEPT FOR SHORT TERM CONTRACTS. FOR EXAMPLE*

iT APPEARS THAT THE CONTRACT FOR THE DISPOSAL OF SEWAGE

SLUDGE AT THE CITY'S COLUMBIA BOULEVARD TREATMENT

PLANT, WHICH INVOLVED A PRIVATE CONTRACTOR. WOULD MOST

LIKELY HAVE INVOLVED TAXABLE FINANCING.

0 BANCROFT BONDS ARE USED TO FINANCE LOCAL IMPROVEMENTS

RELATED TO SEWERS# STREETS, AND OTHER PUBLIC

IMPROVEMENTS, ACCORDING TO OUR FINANCIAL ADVISERS*

BECAUSE THE BONDS DIRECTLY BENEFIT INDIVIDUAL PROPERTY

OWNERS, THEY WOULD MOST LIKELY BE SUBJECT TO THE 1Z

RULE AND THEREFORE TAXABLE, MUCH OF THE LOCAL STREET

AND SEWER SYSTEM IN THE CITY OF PORTLAND* AND MOST

OTHER CITIES# HAS BEEN FINANCED THROUGH BANCROFT

BONDING OR SIMILAR MECHANISMS.
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0 THE CITY'S GOLF COURSES ARA PARTIALLY OPERATED 1Y

PRIVATE CONTRACTORS RESULTING IN SUBSTANTIALLY LOWER

COSTS AND HIGHER REVENUES TO THE CITY. SHOULD

ADDITIONAL FINANCING FOR THE COURSES BE REQUIRED, THE

CITY WOULD BE FORCED TO OPERATE THE COURSES ITSELF OR

ACCEPT TAXABLE FINANCING.

* MOST OF THE CITY'S PARKING GARAGES ARE CURRENTLY

OPERATED UNDER MANAGEMENT SERVICE CONTRACTS, TO THE
EXTENT THAT CONTRACT OPERATIONS ARE CONTINUED AT THESE

FACILITIES# THE MANAGEMENT VERSUS TAXABLE FINANCING

DILEMMA EXISTS.

I THE CONCESSION CONTRACTS AT THE PORTLAND CIVIC

AUDITORIUM AND THE NEWLY OPENED ARLINE SCHNITZER

CONCERT HALL MAY BENEFIT NON-EXEMPT INDIVIDUALS OR

ENTITIES TO SUCH AN EXTENT THAT FURTHER FINANCING OF

THESE FACILITIES WOULD INVOLVE TAXABLE FINANCING, IN

ADDITION# THE PRESIDENT'S PROPOSAL MAY PRECLUDE THE USE

OF FINANCING MECHANISMS NECESSARY TO COMPLETE THE

CENTER,

* IN THE CASE OF TAX INCREMENT FINANCING FOR URBAN

RENEWAL PROJECTS# THE PORTION OF BOND PROCEEDS FROM

URBAN RENEWAL BOND SALES USED FOR PUBLIC IMPROVEMENTS

WOULD BE TAX EXEMPT AS LONG AS THE FACILITIES WERE OPEN

TO THE PUBLIC. FACILITIES WHICH SERVE EXCLUSIVE USERS#
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WOULD NOT. ACCORDINGLY, WHILE THE CITY COULD FINANCE

IMPROVEMENTS TO Tom MCCALL WATERFRONT-PARK WITH TAX
EXEMPT BONDS, THE NORTHWEST FRONT AVENUE PROJECT WHICH

WAS CRITICAL TO WACKER SILTRONICS LOCATING IN PORTLAND

WOULD HAVE REQUIRED TAXABLE FINANCING. IN ADDITION*

TAX INCREMENT BOND PROCEEDS HAVE BEEN USED VERY

EFFECTIVELY IN FINANCING HISTORIC PRESERVATION HOUSING

AND URBAN DEVELOPMENT PROJECTS IN PORTLAND. THESE

WOULD PROBABLY BE PRIVATE PURPOSES UNDER THE PROPOSAL.

s THE CITY IS JUST BEGINNING TO USE ITS AUTHORITY TO

ISSUE INDUSTRIAL REVENUE BONDS FOR ECONOMIC DEVELOPMENT

PURPOSES. THIS PROGRAM WOULD BE ELIMINATED UNDER THE

PRESIDENT'S PROPOSALs FURTHER, THE CITY AND STATE

HOUSING REVENUE BOND PROGRAMS WOULD LOSE TAX EXEMPTION

DUE TO THE 12 RULE.

IN SUMMARY, ACCORDING TO THE CITY'S FINANCIAL ADVISORS# ALL CITY

FINANCING PROGRAMS WOULD BE ADVERSELY AFFECTED BY THE PROVISIONS

OF THE PRESIDENT'S TAX PROPOSAL WHICH RESTRICTS TAX EXEMPT

BORROWING. THESE RESTRICTIONS WILL INCREASE FINANCING COSTS BY

REQUIRING TAXABLE FINANCING, WHICH COULD INCREASE BORROWING RATES

BY AS MUCH AS 30%. IN SOME CASES# THIS WILL MEAN THE ELIMINATION

OF ENTIRE PROGRAMS FOR CAPITAL CONSTRUCTION PROJECTS. IN jaOOT4

THl LOS. O TAX EXEMPT STATUS FOR THESE REVENUE MECHANISMS. WOULD

BOTH INCREASE THEIR COSTS TO TAXPAYERS AND EFFECT THEIR

iMARKETABIIY. FEDERAL TAX POLICY HAS COME TO DOMINATE FEDERAL
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URBAN POLICY. ACCORDINGLY, THE CHANGES PROPOSED BY THE PRESIDENT

WOULD HAVE A PROFOUND IMPACT ON THE ABILITY OF CITIES SUCH AS

PORTLAND AND STATES SUCH AS OREGON TO MEET CURRENT AND FUTURE

ECONOMIC, SOCIAL# ENVIRONMENTAL AND OTHER COMMUNITY NEEDS.

THE PRESIDENT'S PROPOSAL 18 A SWEEPING REVISION OF THE FISCAL

COMPONENT OF THE UNITED STATES FEDERAL SYSTEM# RADICALLY CHANGING

THE RELATIONSHIP BETWEEN THE FEDERAL GOVERNMENT AND THE CITIES

AND STATES# FOR THE PURPOSE OF RAISING FEDERAL TAXES. THE HIGHER

TAXES WILL BE PAID INDIRECTLY BY THE LOCAL TAXPAYERS THROUGH

HIGHER FINANCING COSTS ON LOCAL FINANCING MECHANISM. AND

DIRECTLY THROUGH THE LOSS OF SUCH MECHANISMS AS THE FEDERAL

DEDUCTION FOR STATE AND LOCAL TAXES.

HISTORIC AND REHABILITATION TAX CREDIT

THE CITY OF PORTLAND SUPPORTS THE FEDERAL TAX INCENTIVES

CURRENTLY AVAILABLE FOR REHABILITATING HISTORIC BUILDINGS*

ENACTED IN 1981, THE INCENTIVES PROVIDE A 25Z TAX CREDIT FOR THE

REHABILITATION OF COMMERCIAL OR RESIDENTIAL RENTAL HISTORIC

BUILDINGS. THROUGHOUT OREGON THE CREDITS HAVE BEEN RESPONSIBLE

FOR NEARLY $130 MILLION IN INVESTMENT INVOLVING MORE THAN 80

HISTORIC BUILDINGS. THESE PROJECTS HAVE EMPLOYED HUNDREDS OF

OREGONIANS AND CREATED SUBSTANTIAL ADDITIONAL INVESTMENT IN:THE

COMMUNITIES WHERE THEY HAVE BEEN EMPLOYED
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THE MAJORITY OF THESE PROJECTS HAVE OCCURRED IN PORTLAND,

NATIONALLY, APPROXIMATELY $5 BILLION OF PRIVATE INVESTMENT AND

REHABILITATION OF MORE THAN 6,800 HISTORIC BUILDINGS HAS OCCURRED

SINCE 1981, THE CREDIT GENERATES ECONOMIC REVITALIZATION IN

OLDER DECLINING AREAS, AND HAS BEEN ESTIMATED TO HAVE EMPLOVED

MORE THAN 180,000 PEOPLE, IN ADDITION, MORE THAN $5 BILLION HAS

BEEN GENERATED IN INCREASED LOCAL RETAIL SALES AND BUSINESS

ACTIVITY AND LOCAL ECONOMIES HAVE EXPERIENCED AN ADDITIONAL

$ BILLION IN INCREASED WAGES, MORE THAN 36,000 HOUSING UNITS
HAVE BEEN REHABILITATED SINCE JANUARY OF 1982, 0f THESE MORE
THAN 18,000 RENTAL HOUSING UNITS WERE CREATED BY CONVERTING

UNDERUTILIZED AND OFTEN ABANDONED COMMERCIAL, INDUSTRIAL AND

EDUCATIONAL BUILDINGS INTO FULL USE. THE PROGRAM IS NARROWLY

TARGETED, APPLYING ONLY TO HISTORIC BUILDINGS IN CERTAIN AREAS.

WITHOUT THE PRESERVATION TAX INCENTIVE, MARKET FORCES WILL

CHANNEL INVESTMENT AWAY FROM HISTORIC BUILDINGS. RISING PROPERTY

VALUES, PRESSURE TO MAXIMIZE DEVELOPMENT POTENTIAL UNDER EXISTING

ZONING, AND THE MOVEMENT OF ECONOMIC ACTIVITY AWAY FROM OLDERr

CENTRALIZED BUSINESS AREAS WILL LEAD TO THE LOSS OF

REHABILITATING THESE HISTORIC STRUCTURES. UNFORTUNATELY THESE

MARKET FORCES DO NOT TAKE INTO ACCOUNT THE PUBLIC BENEFIT OF

PRESERVING OUR HERITAGE. WHILE INTANGIBLE& THESE BENEFITS WILL

REDOUND TO THE PUBLIC'AT'LARGE FOR GENERATIONS TO CONE. WITHOUT'

TAX ASSISTANCE, THESE BENEFITS WOULD O0 UNREALIZED. IN ADDITION*
THE EXTRA COSTS OF DOING QUALITY HISTORIC REHABILITATION ARE
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OFTEN UNREWARDED IN THE MARKETPLACE,. NEVERTHELESS, THESE ARE

IMPORTANT PROJECTS WHICH SHOULD BE SUPPORTED BY THE FEDERAL
GOVERNMENT AS WELL AS STATE AND LOCAL PRIVATE INVESTORS. IN THIS

WAY, THE FEDERAL GOVERNMENT WILL SUPPORT A NATIONAL POLICY OF

SAVING THE BEST OF OUR ARCHITECTURAL AND HISTORICAL HERITAGE FOR

THE BENEFIT OF CURRENT AND FUTURE AMERICANS,

MR. CHAIRMAN, ONCE AGAIN, ON BEHALF OF MAYOR CLARK AND THE

MEMBERS OF THE PORTLAND CITY COUNCIL, THANK YOU FOR PROVIDING THE

CITY OF PORTLAND WITH THIS OPPORTUNITY TO ADDRESS OUR CONCERNS

REGARDING THE PRESIDENT'S TAX PROPOSALS TO YOU AND THE MEMBERS OF
YOUR COMMITTEE, WE LOOK FORWARD TO PROVIDING YOU, WITH ADDITIONAL
INFORMATION AND ANALYSIS ON THE EFFECT OF THESE PROPOSALS ON
OREGON RESIDENTS AS YOU CONSIDER THESE PROVISIONS, AND HOPE TO

RESOLVE THESE ISSUES IN THE BEST INTERESTS OF THE CITIZENS OF OUR

CITY AND STATES
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STATMIT OF ROBERT TAFT, JR.
PARTNER, TAFT, STETTINIUS & HOLLISTER

BEFORE THE U.S. SENATE COMMITTEE ON FINANCE
Julr 25, 1985

Fjgrgl Taxation 04 Intorost on Bonds Issued by 8trsS
5unICt~ailttls. AGO Other zolit CAI subdivisions littred

-- b theV.8,constitution

This is the statement of Robert Taft, Jr., a partner in the

law firm of Taft, Stettinium 6 Hollister in Cincinnati, Columbus,

and Washington, D,C.

Congress should not approve the Administration's proposal

to allow federal taxation of interest earned on state and municipal

bonds for the plain reason that the proposal is unconstitutional.

In addition, there are significant considerations involving the

economy, unemployment, housing, and the fiscal integrity of states

and municipalities that also weigh against the Administration's

proposal.

United States Supreme Court Chief Justice John Marshall

first pronounced the principle for the tax-exempt statue of state

and municipal bond interest in NcCulloch v. Maryland, 17 U.S. (4

Wheat.) 316, 428-27 (1819). States lacked the power to tax federal

instrumentalities according to the Supreme Court. Supreme Court

cases since MoCulloo have established reciprocal state and federal
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immunity from taxation of governmental instrumentalities. In Weston

v. Charleston, 27 U.S. (2 Pet.) 449, 468 (1829), the Court stated

that federal taxation of state borrowing would place a burden on the

operations of government with the potential of completely arresting

the effectiveness of state government. The Court in Veazie Bank &

ef_9o, 75 U.S. (8 Wall.) 533, 547 (1869), specifically exempted from

the taxing power of Congress all state agencies employed for

purposes of the state government. The Supreme Court dealt squarely

with the issue of federal taxation of interest on municipal and

state bonds in Pollock v. Farmers' Loan & TrU C,, 157 U.S. 429,

aff'd on rehearing, 158 U.S. 601 (1895). In pqLl gqj, the Court

stated that the federal government lacked the power under the

Constitution to tax state or municipal bonds. The Supreme Court has

never overruled the holding in R ck that the Constitution fc'bids

federal taxation of state and municipal bonds. When the Supremo

Court upheld a federal tax on state liquor dealers in South Cali£

v. United States, 199 U.S. 437, 463 (1905), the Court specifically

preserved state tax immunity for all state bonds and obligations

that served public purposes.

The Sixteenth Amendment to the Constitution, ratified in

1913, offered no change to the tax-exempt status of state and

municipal bonds. President William Howard Taft proposed the

amendment to eliminate the requirements of uniformity and

apportionment in taxation so as to allow for a progressive income

tax, not to change reciprocal immunity of taxation between the

federal and state governments. The sponsor of the amendment in the
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Senate, Senator Brown, emphasized that the Constitution prevented

federal taxation of state bonds and securities, and that the

Sixteenth Amendment would not alter that finding, 45 Cong. ReC.

2245-46 (1910). No member of Congress proposed that the amendment

would allow much taxation of state bonds and obligations. Ten years

after the ratification of the Sixteenth Amendment, the Federal Trade

Commission cited Pollogk V. Farmers' Loan & Trust Co. in a report

regarding federal taxation of- interest income and concluded that the

Sixteenth Amendment did not allow federal taxation of interest on

state or municipal bonds or obligations. fn B. Doc- No. 146, 68th

Cong., 1st Ses. (1923).

Since the ratification of the Sixteenth Amendment, the

Supreme Court has consistently recognized the constitutional

exemption from federal taxation of state and municipal bonds and

obligations. In Macallen Co. v. Massachusetts, 279 U.S. 620, 628,

rehearing denied, 280 U.S. 513 (1929), the Court stated that "for

one government--state or national--to lay a tax upon the

instrumentalities or securities of the other is derogatory to the

latter's dignity, subversive of' its powers and repugnant to its

paramount authority." The Court in Lillcuts v. Dunn, 282 U.S. 216,

226 (1931) cited Pollock v. Farmers' Loan & Trust Co,, s , and

acknowledged that interest on state obligations is exempt from

federal taxation because such taxation would bear directly upon the

borrowing power of the states, In Hj..o.inrr v, Gerhardt, 304 U.S.

405, 417 (1938), the Court held that the federal government could

tax the salaries of municipal employees, but specifically noted that
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taxation immunity applied to income from the investments in bonds of

municipalities, or income received by a private investor from state

bonds.

Under the reciprocal immunity doctrine, federal bonds,

stocks, certificates of indebtedness, or other obligations issued by

the United States enjoy immunity from state taxation. Montana

Bankers Ass'n v. Montana Dept. of Revenue, 580 P.2d 909,,177 Mont.

112 (1978); A. Carlotti & Co. v._MNrberq, 437 A.2d 119 (R.I. 1981).

A state tax, however small, upon federal securities or the interest

derived therefrom, interferes with the constitutional borrowing

power of the United States. Macallen Co. v. Commonwealth of

Massachusetts, 279 U.S. 620, 49 S.Ct. 432, rehearing denied, 280

U.S. 513, 50 S.Ct. 14 (1929); Montana Bankers Ass'n v Montana Dept.

of Revenue, 580 P.2d 909, 177 Mont. 112 (1978). By the same token,

a federal tax upon state securities or the interest derived

therefrom interferes with the borrowing power of the state.

Helvering v. Gerhardt, 304 U.S. 405, 417 (1938); Willcuts v. Bunn,

282 U.S. 216, 226 (1931); Pollock v. Farmers' Loan & Trust Co., 157

U.S. 429, 584, aff'd on rehearing, 158 U.S. 601 (18954.

-When the United States Supreme Court held that the federal

government could tax the salaries of state employees in Helvering v.

Gerhardt, supra, the question remained as to whether a state could

tax the salaries of federal employees. The Court applied reciprocal

treatment in Graves v. New York ex rel O'Keefe, 306 U.S. 405 (1939),

holding that states could tax the salaries of federal employees.

J4. at 486. In both cases, the court stated that the effect of the
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tax was so remote or uncertain that it did not impose an

unacceptable burden on the affected government. See id. at 485-86;

See also Gerhardt, 304 U.S. at 422-23. If the U.S. Supreme Court or

the Congress determined that a tax upon government securities and

obligations or the interest derived therefrom did not impose an

intolerable burden on government and thus permitted taxation of

state instrumentalities, then the federal government might be

confronted with the reciprocal taxation of federal securities and

instrumentalities by the states. See Graves v. New York ex rel

O'Keefe, suora.

The federal government has greater power than the states to

prevent reciprocal taxat!.on. The federal government may withdraw

itself from the risk of reciprocal taxation through acts of

Congress., Such acts afford the federal government protection from

state taxation, while reciprocal state legislation would fail to

similarly restrict federal taxation of the states because of the

"supremacy" and "commerce" clauses of the United States

Constitution. §" McCulloch v. Maryland, 17 U.S. (4 Wheat.) 316

(1819). Because of this potential imbalance, and because the power

to tax includes thv "power to destroy", Id. at 431, the United

States Supreme Court has stated that the federal government may not

constitutionally infringe upon the borrowing power of the states

through taxation on the interest earned from state or municipal

bonds. Macallen Co. v. Massachusetts, 279 U.S. 620, 49 S.Ct. 432,

rehearing denied, 280 U.S. 513, 50 B.Ct. 14 (1929); Pollock v.

Farmers' Loan & Trust Co., 157 U.S. 429, aff'd on rehearing, 158

U.S. 601 (1895).
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In the process of upholding the exemption from federal

taxation of interest on state and municipal obligations, the Supreme

Court in the past has required that such obligations serve

traditional and public purposes of state government. However, in

Garcia v. San Antonio Metropolitan Transit Authority, __ U.S. -,

105 S.Ct. 1005, 1015 (1985), the Court rejected the "public purpose"

test and acknowledged that functions onei cn idered private and

outside the realm of government may evolve into government functions:

The essence of our federal system is that within
the realm of authority left open to them under
the Constitution, the States must be equally free
to engage in any activity that their citizens
choose for the common need, no matter how
unorthodox or unnecessary anyone else--including
the judiciary--deems state involvement to
be. . . . 'The science of government. . . is the
science of experiment,' Anderson v. Dunn, 6
Wheat. 204, 226 (1821), and the states cannot
serve as laboratories for scIal and economicexperiment, Nee ew State Ice Co. v. Liebmann,
285 U.S. 262, 311 (1132) (Brandeis, J.,
dissenting), if they must pay an added price when
they meet the changing needs of tt&ir itizenry
by taking up functions that an earlier day and a
different society left in private hands.

105 8.Ct. at 1015.

The Tenth Amendment states that "It he powers not delegated

to the United States by the Constitution, not prohibited by it to

the States, are reserved to the States, respectively, or to the

people." Garcia reaffirms the Tenth Amendment by deferring to state

authority where the constitution has not transferred such authority

to the federal government. 105 S.Ct. at 1017. The Garcia Court

noted that the Constitution 'recognizes and preserves the

independence and autonomy of state legislative and judicial

departments. 14.
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The United States Supreme Court has stated that federal

taxation of interest earned on state or municipal bonds is

unconstitutional, Pollock v. Farmers' Loan & Trust Co., supra, is

subversive to a state's powers and authority, Macallen Co. v.

Massachusetts, 279 U.S. 620, 49 S.Ct. 482, rehearing denied, 280

U.S. 513, 50 S. Ct. 14 (1929), and would impair the borrowing power

of the state, Helvering v. Gerhardt, 804 U.S. 405 (1938). Further,

the Court has held that the scope of government purposes and

functions shall be determined by the legislature, not by the

judiciary through a "public purpose" test. Garcia v. San Antonio

Metropolitan Transit Authority, 105 S.Ct 1005, 1015 (1985).

Finally, the Court has stated that state sovereignty remains

effective in areas not delegated in the Constitution to the federal

government (such as state borrowing authority). Id.

The most important reason to reject the proposal to tax

interest on the bonds of states, municipalities, and other political

subdivisions, is that the proposal is unconstitutional, and could be

thrown out by the Supreme Court. However, the reasons for retaining

reciprocal immunity of government security taxation go beyond the

constitutional requirement of preserving the independence of the

state and federal governments. The additional reasons concern the

purposes and benefits derived from bonds issued by states,

municipalities and other political subdivisions.

State and municipal bonds serve as imortant catalysts in

both urban and rural areas for-providing jobs, industrial and

business development, housing, and other services. The principal
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reason state and municipal bonds are attractive to investors is the

tax-exempt status of the bonds. The tax exemption thus provides an

essential element in the borrowing power of states, municipalities,

and other political subdivisions.

Industrial development bonds assist states throughout the

country. In depressed or underdeveloped areas, industrial

development bonds play an essential role in attracting industry,

providing jobs, and securing economic health for such areas. In the

older urban and developed regions of the Midwest and Northeast,

industrial development bonds not only serve to attract new industry

to communities still recovering from recession and outmigration, but

also allow troubled industries and businesses to modernize and

remain competitive regionally, nationally, and internationally,

instead of closing down and removing jobs to another region of the

United States, or to another country entirely. According to a study

released in June, 1985, by the Government Finance Research Center of

the Government Finance Officers Association, cities across the

United States use industrial development bonds more often than any

other form of economic incentive to promote growth and development.

The industrial development bonds issued by states, municipalities

and other political subdivisions play a crucial role in urban

development at a time when federal assistance to cities is declining.

Congress has stated that the general welfare and security

of the United States requires community development sufficient to

eliminate blighted areas and the production of decent housing for

all Americans. See Housing Act of 1949, Pub. L. No. 81-171, 63
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Stat. 413 (codified as amended at 42 U.S.C. 51441 (1980)). Certain

bonds issued by states, municipalities, or other political

subdivisions currently support the construction of single and

multi-family housing for low-to-moderate income families, or the

elderly. The Joint Center for Housing Studies of the Massachusetts

Institute of Technology and Harvard University and Wharton

Econometrics Forecasting Associates, Inc., issued a report in July,

1985, which estimated that the Administration's tax plan would halt

the construction of nearly 100,000 rental apartments now being built

each year with tax-exempt financing. Annual single-family housing

starts would decline by an average of 30,000 units, according to the

study. The Wharton/Harvard Study estimated that rents for

apartments financed with currently tax-exempt bonds would increase

by nearly 60% as a result of the Administration's tax plan. The

study indicated that developers who would currently expect an 8%

rate of return on their investments in apartments would instead

receive a return of about 1%. The Wharton/Harvard Study concluded

that under the proposed tax plan, developers woutd not choose to

construct low-to-moderate income housing and housing costs for

low-to-moderate income families would increase.

Elimination of tax-exempt financing for states and

municipalities would stunt economic development and the creation of

new jobs, as well as curtail important services such as providing

affordable housing. But the elimination of tax-exempt financing

also would place states and municipalities in an intolerable fiscal

squeeze. The Public Securities Association has estimated that
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elimination of the tax-exemption for state and municipal securities

as proposed by the drafted legislation would increase state and

local borrowing costs by approximately $39 billion over the next

five years. In a statement issued in May, 1985, the Public

Securities Association ndted that the increased borrowing costs

would result in either the deterioration of public services which

the federal government has encouraged state and local governments to

undertake, or an increase in state and local income, sales and

property taxes.

In conclusion, the retention of immunity from taxation of

interest on state and municipal bonds is mandated by the

Constitution and fiscal common sense. Rather than striking at state

borrowing power, Congress should preserve the balance between the

state and federal governments, and the ability of states to respond

to social and economic needs.


