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THE IMPACT OF TAX REFORM ON TAX-EXEMPT
BONDS

TUESDAY, SEPTEMBER 24, 1985

U.S. SENATE,
CoMMITTEE ON FINANCE,
: Washington, DC.
The committee met, pursuant to notice, at 9:35 a.m., in room SD-
215, Dirksen Senate Office Building, Hon. Bob Packwood (chair-
man) presiding.
Present: Senators Packwood, Chafee, Durenberger, Symms,
Grassley, and Bentsen.
[The press release announcing the hearinf and background infor-
{nati(in on tax treatment of State and local government bonds fol-
ows:

Tax RerorM HEARINGS BEFORE THE FINANCE CoMMITTEE To CONTINUE IN
SEPTEMBER AND OCTOBER

Further hearings before the Senate Committee on Finance on the President’s tax
reform proposal will continue in September an tober, Chairman ackw

f 1 will inue in Se; ber and October, Chai Bob Packwood
(R-Oregon) announced todaf'.

“The Committee made s gniﬂcant progress in its tax reform hearing schedule in
June and July,” Senator Packwood stated. “‘Although the Committee will focus
much of ita attention on deficit reduction in the month of September, tax reform
hearings will continue and will take us further toward our goal of getting a tax
reform bill to the President before the end of this session of Congress.”

The hearings announced l? Senator Packwood today include:

On Tuesday, September 24, the Committee will hear from public witnesses on the
imgact of tax reform on tax-exempt bonds.

n Thursday, September 26, public witnesses will present their views on the
impact of the President's tax reform proposal on financial institutions and on the
mining industry.

On Tuesday, Octoher 1, the Committee will receive testimony on the impact of the
tax plan on the insurance industry.

On Wednesday, October 2, witnesses representing the public will present testimo-
ny on the srojecbed effect that tax reform will have on American business generally
and, in addition, its impact on the foreign tax provisions.

On Thursday, October 3, the Committee will consider the views of public wit-
nesses on the impact of the President’s tax reform progosal on our nation’s regulat-
ed industries, as well as those provisions relating to the United States’ possessions
and its territories.

All of the hearings scheduled by the Committee will begin at 9:830 a.m. in Room
8D-2156 of the Dirksen Senate Office Building.
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TAX REFORM PROPOSALS:

. TAX TREATMENT OF
STATE AND LOCAL GOVERNMENT BONDS

For THE Uskg ‘

OF THE

- COMMITTEE ON WAYS AND MEANS

AND THE

COMMITTEE ON FINANCE

PREPARED BY THE STAFF

OF THE

JOINT COMMITTEE ON TAXATION

INTRODUCTION

This pamphlet! was prepared by the staff of the Joint Committee
on Taxation for the House Committee on Ways and Means and
Senate Committee on Finance in connection with their respective
reviews of comprehensive tax reform proposals. The pamphlet is one
of a series of pamphlets regarding the effect of tax reform propos-
als. It describes and analyzes tax provisions and proposals relating
to tax-exemption of interest on State and local government bonds,
the treatment of bond-financed property under other provisions of
the Internal Revenue Code, and other related matters.

The pamphlet describes present-law tax provisions, the tax
reform proposal made by President Reagan (“The President’s Pro-

Is to the Congress for Fairness, Growth, and Simplicity,” May
985, referred to as the ‘‘Administration Proposal”’), and Congres-
sional proposals, identified by their primary sponsor(s).

The first part of the pamphlet is a summary of present law and
the major tax reform pr(:!posals before Congress. Parts II through V
provide a more detailed description of present law, legislative back-
ground, and the reform proposals, Part VI discusses issues related
to the availability of tax-exempt financing, both generally and for
private activities. Part VII provides statistical information related
to the use of tax-exempt bonds, including information on volume of
various types of ﬁnancinﬁ. a profile of investors in tax-exempt
bonds, and revenue analysis.

1 This pamphlet may be cited as follows: Joint Committee on Taxation, Tax Reform Proposals:
Tax Treatment of State and Local Government Bonds (JCS-23-85), July 16, 1985.
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I. SUMMARY

Present law

Interest on obligations of States, territories and possessions of
the United States, and the District of Columbia %enerally is exemft
from Federal income tax (Code sec. 103). Similarly, interest on obli-
gations of political subdivisions of these governmental entities is
tax-exempt. Under this rule, State and local governments may
issue tax-exempt bonds to finance public projects or services, in-
c]uding facilities such as schools, roads, and water and sewer facili-

ies.

Additionally, State and local governments may provide tax-
exempt financing for use by tax-exempt charitable, religious, scien-
tific, or educational organizations (described in sec. 501(cX3)) and
for certain private activities (e.g., by means of industrial develop-
ment bonds, student loan bonds, and mortgage subsidy bonds). In-
terest on bonds to finance private activities (other than the activi-
ties of nonprofit charitable organizations, described above) is tax-
able unless an exception is provided in the Internal Revenue Code
for the specific type of financing. Three principal exceptions are
provided under present law.

Industrial development bonds

Interest on industrial development bonds (IDBs) is tax-exempt
when the bonds are issued to finance (1) one of several enumerated
exempt activities, (2) land for use as an industrial park, or (3) cer-
tain small issues for land or depreciable property. IDBs are obliga-
tions issued as part of an issue all or a major portion of the pro-
ceeds of which are to be used in a trade or business carried on by a
nonexempt person and the payment of principal or interest on
which is to be derived from, or secured by, money or property used
in a trade or business. A nonexempt person is any person other
than a State or local government or a tax-exempt charitable, reli-
gious, scientific, or educational organization (as described in sec.

01(cX3)). Most IDBs, together with all student loan bonds, are sub-
ject to State volume limitations.

Mortgage subsidy bonds

Interest on mortgage subsidy bonds (MSBs) is tax-exemgf). MSBs
may be issued as either qualified veterans’ mortgage bonds or
qualified mortgage bonds. &ualiﬁed veterans’ mortgage bonds are
general obligation bonds the proceeds of which are used to finance
mortgage loans to veterans. These bonds may be issued only by
States that had issued them before June 22, 1984; the bonds also
are subject to special volume and other restrictions. Qualified mort-
gage bonds are bonds the proceeds of which generally are used to
make mortgage loans to first-time homebuyers; these bonds are

2



subject to separate State volume limitations and loans made with
the bond proceeds are subject to several borrower-eligibility and
targeting restrictions. Authority to issue qualified mortgage bonds
expires after 1987.

Student loan bonds

Interest on certain student loan bonds is tax-exempt. Only those
student loan bonds issued in connection with the Guaranteed Stu-
dent Loan and Parent Loans for Undergraduate Students programs
of the U.S. Department of Education are eligible for tax-exemption.

All tax-exempt bonds are subject to arbitrage and certain other
restrictions; additional restrictions apply to bonds to finance vari-
ous private activities. Among these additional restrictions are in-
formation reporting requirefhents, a prohibition of advance refund-
ings, and a requirement that arbitrage profits be rebated to the
Federal Government in certain circumstances.

“ Proposals for Change
Administration proposal

The Administration proposal would limit tax-exemption to gov-
ernmental bonds. Governmehtal bonds are defined as bonds no
more than one percent of the proceeds of which are used, directly
or indirectly, by a nongovernmental person.

The Administration proposal also would enact expanded arbi-
trage restrictions and information rerorting requirements, and
would prohibit advance refundings for all tax-exempt bonds.

Congressional proposals

Both the Bradley-Gephardt (S. 409 and H.R. 800) and Kemp-
Kasten (H.R. 2222 and S. 1006) tax reform bills would repeal the
&x;esent-law tax-exemption for interest on IDBs, MSBs, student loan
50111{13(,3)1;nd bonds for charitable organizations (described in sec.

cX3)).



5

II. DESCRIPTION OF PRESENT LAW

Interest on obligations of States, territories and possessions of
the United States, and the District of Columbia generally is exempt
from Federal income tax (Code sec. 103). Similarly, interest on obli-
gations of political subdivisions of these governmental entities is
tax-exempt.2 In determining whether interest on a particular obli-
gation is tax-exempt, a three-part imLuiry is necessary. First, the
activity being financed, and thereby the type of bond {eing issued
(e’g., general government financing, industrial development bond,
etc.), must be determined. The type of bond is determined by the
use of the bond proceeds. Second, the authority of the issuer to un-
dertake the tax-exempt debt must be established. Finally, compli-
ance with In ernal Revenue Code rules governing tax-exempt bonds
for the activity being financed must be established.

A. Activities for Which Tax-Exempt Financing May Be Provided
Obligations for exempt entities

General government operations

State and local governments may issue tax-exempt bonds to fi-
nance general government operations and services, such as schools,
courthouses, roads, and governmentally operated water, sewer, and
electric facilities, without regard to most of the restrictions that
apply to bonds used to finance private activities. Additionally,
these governments may issue notes in anticipation of tax or other
revenues (so-called tax anticipation or revenue anticipation notes
(TANs or RANSs)). The amount of such advance borrowings may not
exceed projected cash flow shortfalls over a specified period.

Instaliment sales agreements and other “non-bond” financing
by State and local governments

In addition to issuing bonds as evidence of indebtedness, State
and local governments may undertake debt, the interest on which
is tax-exempt, by means of installment sales contracts or finance
leases. For example, a State or local government may purchase
road construction equipment pursuant to a lease purchase agree-
ment or an ordinary written agreement of purchase and sale. Inter-
est paid on such acquisitions is tax-exempt if (1) the agreement
calls for payment of the interest,® and (2) the amounts are true in-
terest (as opposed to other payments labeled as interest). See, for

* In this pamphlet fovernmenu of States, U.S. possessions and the District of Columbia, and
their political subdivisions are referred to cofloctivoly as “qualified governmental units.

8 Bection 483 provides generally that interest is imputed for tax pu at a prescribed rate
on deferred auyment agreements unless 8 minimum rate is spec in the ments, The
minimum rate required to be specified for tax-exempt debt is zero. The effect of this zero mini-
mum rate is that no interest is imputed under section 488 in the case of State and local govern.
ment debt. (Treas. Reg. sec. 1.483-1(dX8).)

@



example, Rev. Rul. 60-179, 1960-1 C.B. 37 and Rev. Rul. 72-399,
1972.2 C.B. 73.

Certain charitable organizations

State and local governments may issue tax-exempt bonds to fi-
nance the activities of certain charitable organizations (described
in sec. 501(cX3)) on a basis similar to that for activities of the gov-
ernments themselves. The beneficiaries of this tyf)e of financing
frequently are private, nonprofit hospitals and private, nonprofit
colleges and universities.

Industrial development bonds

Industrial development bonds (IDBs) are obligations issued as
part of an issue all or a major portion of the proceeds* of which are
to be used in a trade or business carried on by a nonexempt
person® and the payment of principal or interest on which is de-
rived from, or secured by, money or property used in a trade or
business. Interest on IDBs is tax-exempt only if the bonds are
issued for certain specified purposes. Issuance of most IDBs and all
student loan bonds (i.e., private activity bonds) is subject to State
volume limitations. These limitations, and other rules applicable to
IDBs, are discussed more fully in ILD. and IL.E., below.

" Exempt-activity 1DBs

One of the exceptions pursuant to which interest-on IDBs is tax-
exempt is where the proceeds of the bonds are used to finance an
exempt activity, Exempt activities include the following activities:
(1) projects for multifamily residential rental property; (2) sports fa-
cilities; (83) convention or trade show facilities; (4) airports, docks,
wharves, mass commuting facilities,® parking facilities, or storage
or training facilities directly related to these facilities; (5) sewage
or solid waste disposal facilities, or facilities for the local furnish-
ing of electricity or gas; (6) air or water pollution control facilities;
(7) certain facilities for the furnishing of water; (8) qualified hydro-
electric generating facilities;” and (9) local district heating or cool-
ing facilities. In addition, interest on IDBs used to finance the ac-
quisition or development of land as a site for an industrial park is
exempt from tax.

The property that may be financed within each category of
exempt-activity IDBs varies widely, both as to persons to be served
b{ the facility and characteristics of the property itself. The scope
of these exceptions may be illustrated by rules applicable to the fol-
lowin§ three exempt activities:

Multifamily residential rental eropert .—The rules governinﬁ
projects for multifamily residential rental property illustrate bot
types of requirements that a&)ly to exempt-activity IDBs. First,
bond-financed multifamily residential rental property must be tar-
geted to specified groups of tenants. This property must satisfy a

‘A mqor portion is defined as more than 25 percent of the bond proceeds.
s See, 11.C., below.

¢ Tax-exempt flnancing for mass commuting vehicles formerly was authorized under the
exempt activity exception; that authorization expired for bonds issued after December 31, 1984,

T Generally, only costs of hydroelectric generating facilities attributable to periods before 1986
may be financed with tax-exempt bonds.



20-percent (15 percent in targeted areas) set-aside requirement for
low -and moderate-income tenants and must remain as rental hous-
ing for the longer of the term of the IDBs or a statutorily pre-
scribed minimum period. (The determination of low -or moderate-
income is made by reference to the rules established under section
8 of the United States Housing Act of 1937, except that the base
percentage of median gross income that qualifies as low or moder-
ate is 80 percent.)

Second, the rules governing this multifamily residential rental
Et(’)operty illustrate the application of property targeting rules.

nd-financed multifamil{ residential rental property includes
roperty that is functionally related and subordinate to the hous-
ng units (as well as the units themselves). For example, swimming
pools, tennis and racquet sports facilities, other athletic facilities,
and parking garages for tenant use may be constructed with IDB
proceeds. (Treas. Reg. sec. 1,108-8(bX4).)

Certain transportation property.—Property financed pursuant to
this exception includes both the specified type of property (e.g., air-

rts, docks, wharves, and mass commuting facilities) and other re-
ated storage or training facilities. These related facilities must di-
rectly relate to the exempt activity and must be located on or ad{?-
cent to the.exempt property for which the bonds are issued. In the
case of airports, for example, a hotel located adjacent to the airport
is a related facility, provided it is of a-size commensurate with the
size of the airport. (Treas. Reg. sec. 1.103-8(eX2XD).) Similarlﬁz a
maintenance hangar for airplanes is a related structure, but office
space or a computer serving a regional function of an airline com-
pany is not related property. (Treas. Reg. sec. 1.103-8(eX2XC).)

Facilities for the local furnishing of electricity or gas.—~An inves-
tor-owned electric or gas utility may use tax-exempt IDB financing
if the utility serves the general public in a service area that does
not exceed two contiguous counties (or a city and one contiguous
county). If this local furnishing requirement is satisfied, all proper-
ty used in the production or transmission of electricity or gas may
be financed with exempt-activity IDBs. Larger investor-owned utili-
ties are not permitted to finance their property with tax-exempt
bonds, other than pursuant to exceptions of more general applica-
tion (e.g., air and water pollution control equipment).®

Small-issue IDBs

Present law also permits tax-exemption for interest on small
issues of IDBs, the proceeds of which are used for the acquisition,
construction, or improvement of certain land or depreciable proper-
ty used in Privately owned and operated businesses (the small-issue
exception).’ The small-issue exception expires generally after De-
cember 81, 1986; small-issue IDBs to finance manufacturing facili-
ties may be issued under the exception for an additional two years,
through 1988.

% Governmentally owned and operated utilities may use tax-exempt financing under the gen-
eral rules for borrowing for government operations, discussed above.

* The small+issue exception does not apply to obhaatlom a significant portion of the proceeds
of which are used to provide muitifamily residential rental property. Thus, 1DBs to finance resi-
dential rental property must be issued under the exempt-activity exception, discussed above.



Small-issue IDBs are issues having an aggregate authorized face
amount (including certain outstanding prior issues) of $1 million or
less. Alternatively, the aggregate face amount of the issue, tbgether
with the aggregate amount of related capital expenditures during .
the six-year period beginning three years before the date ¢f the
issue and ending three years after that date, may not exceed $10
million.'0

In determining whether an issue meets the requirements of the
small-issue exception, previous small issues (and in the case of the
$10 million limitation, previous capital expenditures) are taken
into account if (1) they are with respect to a facility located Th the
same incorporated municipality or the same county (but not in any
incorporated municipality) as the facility being financed with the
small-issue IDBs, and (2) the principal users of both facilities are
the same, or two or more related, persons.

Capital expenditures are not considered if the expenditures (1)
are made to veplace property destroyed or damaged by fire, storm,
or other casualty; (2) are required by a change in Federal, State, or
local law made after the date of issue; (3) are required by circum-
stances that reasonably could not be foreseen on the date of
issue;!! or (4) are qualifying in-house research expenses (excludin
research in the social sciences or humanities and research funde
by outside grants or contracts).

Mortgage subsidy bonds and mortgage credit certificates

Mortgage subsidy bonds (MSBs) are bonds issued to finance the
purchase or qualifying rehabilitation of single-family, owner-occu-

ied homes located within the jurisdiction of the issuer of the
onds. Before 1980, no restrictions were placed on the issuance of
these bonds. The Mortgage Subsidy Bond Tax Act of 1980 limited
tax-exemption to two types of MSBs, qualified veterans’ mortgage
bonds and qualified mortgage bonds. Qualified veterans’ mortgage
bonds are general obligation bonds, the proceeds of which are used
to make mortgage loans to veterans. Since 1984, these bonds ma
be issued only by States that had issued the bonds before June 22,
1984, and in amounts that reflect average annual issuance levels
before that date.!? Additionally, the Deficit Reduction Act of 1984
(the 1984 Act) provided for a gradual elimination of these bonds by
restricting the veterans eligible for bond-financed loans to persons
who served on active duty before 1977 and who appl&efor loans
before the later of January 31, 1985,'% or 30 years after leaving
active service.

Qualified mortgage bonds are subject to the rules governing tax-
exempt bonds generally and also to State volume limitations'4 and

19 In the case of facilities with respect to which an Urban Development Action Grant (UDAG
grant) is made under the Housing and Community Development Act of 1974, capital expendi-
ures of up to $20 million are allowed.

11 The excluded expenditures under this exception may not exceed $1 million.

1% Sec. 611(c) of the Deficit Reduction Act of 1984 (P, L. 98-369). The States authorized to issue
these bonds are Alaska, California, Oregon, Texas, and Wisconsin.

13 8ec. 811(c) of the 1984 Act incorrectly provided that this date was January 1, 1985. H.R.
1800 and S, 814, the Technical Corrections Act of 1985, would correct this reference.

14 These volume limitations are separate from the volume limitations for other private activi-
ty bonds (e.g., most IDBa, all student loan bonds, and qualified veterans' morigage bonds).



other restrictions that apply only to these bonds. Authority to issue
qualified mortgage bonds is scheduled to expire after December 81,
1987. At least 20 {)ercent of the lendable proceeds of each issue
must be made available for owner financing in targeted areas for a
period of at least one year. Additionally, at least 90 percent of the
lendable proceeds of each bond issue must be used to finance resi-
dences for first-time homebuyers (using a three-year test period)
and the purchase price of the residences may not exceed certain
prescribed amounts for each local area. Finally, qualified mortgage
bonds are subject to additional arbitrage restrictions that require a
rebate to the Federal Government of earnings in excess of s?ecified
amounts. Each of these requirements is discussed more fully in
ILD. and ILF., below.

Issuers of qualified mortgage bonds may elect to exchange part
or all of their authorized volume of these bonds and issue mortga%.e
credit certificates (MCCs) in lieu of bonds. MCCs generally are su
ject to the same eligibility restrictions as qualified mortgage bonds.
Authority to issue MCCs will expire with the underlying authority
to issue qualified mort(fage bonds. Taxpayers to whom MCCs are
issued may claim a credit against their Federal income tax liability
for a portion of the interest paid on their home mortgage.

Student loan bonds

State and local governments may issue tax-exempt bonds to fi-
nance student loans. Subject to certain transitional exceptions, is-
suance of these bonds is permitted only in connection with loans
i\(l)aranteed under the Guaranteed Student Loan (GSL) and Parent

ans for Undergraduate Students (PLUS) programs of the United
States Department of Education.

The GSL and PLUS programs provide three direct Federal Gov-
ernment subsidies for qualified student loans. First, the Depart-
ment of Education guarantees repayment of qualified student
loans. Second, that Department pays special allowance pai\:xanents
(SAPs) as an interest subsidy on qualified student loans so that the
student-borrowers will be charged lower interest rates on the loans.
Third, the Education Department pays an additional interest subsi-
dy on qualified loans while the student-borrowers attend school.

Tax-exempt bonds \authorlzed by Federal statutes other than the In-
ternal Revenue Code

In addition to the Internal Revenue Code, several other Federal
statutes have in the past authorized issuance of bonds on which the
interest is tax-exeen&pt. Examples of these ‘‘non-Code” bonds are
housing bonds issued under section 11b of the United States Housm§
Act of 1937, and certain types of bonds issued by the District o
Columbia and certain United States possessions (Puerto Rico, the
Virgin Islands, American Samoa, and Guam).

Non-Code bonds were first made subject to the Code in 1983 with
enactment of the Surface Transportation Assistance Act of 1982.18
That Act provided that the tax-exemption for interest on non-Code

s P.L. 97-424.
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bonds was derived from the Code, rather than from the other Fed-
eral statutes authorizing their issuance.

The Deficit Reduction Act of 1984 (the 1984 Act) first extended
substantive Code restrictions to non-Code bonds.!® The require-
ments extended to these bonds are (1) the Code rules relating to
IDBs and MSBs, (2) the Code arbitrage restrictions, (3) the public
approval and information reporting requirements applicable to pri-
vate activity bonds; (4) the requirement that obligations be in regis-
tered form; (6) the disallowance of tax-exemption for obligations
that are Federally guaranteed; (6) the overall State volume limita-
tions applicable to most private activity bonds; and, (7) the private -
loan bond restriction.!?” The re%:lirements applicable to a bond
depend on the type of bond, i.e., the use of the proceeds. For exam-
ple, the requirement that bonds be in registered form applies to all
non-Code bonds, while the State volume limitations for most pri-
vate activity bonds apply only if the non-Code bonds are IDBs sub-
ject to those limitations or are student loan bonds.

The 1984 Act also provided that future Federal tax-exemptions
are available for bonds only when enacted as part of a revenue Act;
this restriction applies to bonds issued after July 18, 1984,

1¢ These restrictions apply generally to bonds issued after December 31, 1983; the restrictions
ApPly to bonds issued under section 11b of the Housing Act of 1937 afer June 18, 1884,
TH.R. 1800 and 8. 814, the Technical Corrections of 1985, would clarify the application of
the registered form requirement and the private loan bond restriction to these bonds.
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B. Qualified Issuers

Tax-exempt bonds must be issued by or on behalf of a qualified
governmental unit. If the bonds are issued directly bf' a State, city,
or county, compliance with this requirement is easily determined;
however, bonds often are issued by other entities that are not clear-
ly political subdivisions of a State. For example, private activity
bonds such as IDBs frequently are issued by entities with limited
sovereign powers (e.g., an industrial development commission). In
such cases, the determination of whether the issuer is a political
subdivision of the State may be less clear than in cases involving
direct financings for local Povemment ogerations. In general, an
entity is a political subdivision (and thereby a qualified governmen-
tal unit) only if it has more than an insubstantial amount of one or
more of the following governmental powers: the power to tax, the
power of eminent domain, and the police power (in the law enforce-
ment sense).

In addition to issuing bonds directly, a qualified governmental
unit may establish other entities to issue bonds “on behalf of’’ the
governmental unit. These on-behalf-of corporations developed his-
torically because some State laws defined the pur for which
the State could issue bonds more narrowly than did Federal tax
law. For example, qualified scholarship funding bonds are bonds
issued by specially constituted nonprofit corporations acting on
behalf of governmental units (sec. 108(e)). Similarly, a nonprofit
corporation might own, operate, and issue debt to finance a local
airport. The requirements that must be satisfied l:{ these nonprofit
corporations are specified in two administrative determinations of
the Internal Revenue Service (Rev. Rul. 68-20, 1968-2 C.B. 897, and
Rev. Proc. 82-26, 1982-1 C.B. 476). In generaf, these requirements
are as follows:

(1) The corporation must engage in activities that are essentially
public in nature;

(2) The corporation must not be organized for profit (except to
the extent of retiring indebtedness);

(8) The corporate income must not inure to any private person;

(4) The State or a political subdivision thereof must have a bene-
ficial interest in the nonprofit corporation while the indebtedness
remains outstanding and must be able to obtain full legal title to
the property of the corporation with respect to which the indebted-
ness was incurred by repaying the bonds; and

(6) The corporation must have been approved by the State or a
political subdivision thereof, either of which also must have ap-
groved the sgecific obligations issued by the corporation. (Rev. Rul.

8-20, supra. -
(10)
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C. The Concept of Use

The use of bond proceeds and of bond-financed property is the
basis for determining whether bonds are issued for general govern-
ment operations or for a private activity, and thereby indirectly for
determining the restrictions that must be satisfied if interest on
the bonds is to be tax-exempt. Additionally, satisfaction of numer-
ous requirements for tax-exempt IDBs is determined by reference
to the concept of use.

The iltimate beneficiary of the tax-exempt financed prol;;srtj/
%enerally is treated as the user of the bond proceeds and of bond-
inanced property. A person may be a user of bond Jn'oceeds or a
user of bond-financed property whether the use is direct or indi-
rect. Under the Code rules, a person may be treated as a user of
bond proceeds or bond-financed ‘property as a result of (1) owner-
ship or actual or beneficial use of the property pursuant to a lease,
(2) a management contract, or (3) arrangements such as take-or-pay
or output contracts.

Determination of type of bond

Interest on bonds the proceeds of which are to be used by nonex-
empt persons is taxable unless an exception is provided in the Code
for the type of activity to be financed. A nonexempt person is de-
fined as any person other than a qualified governmental unit or a
private charitable, scientific, religious, or educational organization
(described in sec. 501(cX3)). Thus, the United States (including its
agencies and instrumentalities) and all private persons (other than
organizations described in sec. 501(cX8)) are nonexempt persons,
and interest on bonds the proceeds of which are to be used by these
persons is tax-exempt only when a specific exception is provided in
the Code. On the other hand, interest on State or local government
bonds the proceeds of which are used for general government oper-
ations or for private, nonprofit hospitals or universities and other
charitable organizations (described in sec. 501(cX3)) is tax-exempt
under the general Code rule allowing issuance of tax-exempt obli-
gations.

Bonds issued for use by nonexempt persons are divided into three
mgjor categories based upon the use of the bond proceeds—IDBs,
MSBs, and student loan bonds. For example, present law defines
IDBs as bonds all or a major portion of the proceeds of which are to
be used in the trade or business of a nonexempt person and with
respect to which a security interest test is satisfied. Interest on
bonds issued for use by nonexempt persons that do not fall into any
of these categories generally is taxable as interest on a private loan
bond, discussed in IL.A., above. -

(11
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Specific requirements based on the concept of use

In addition to determining indirectly the restrictions that must
be satisfied by an issue, the concept of use is important in applying
various specific restrictions that must be satisfied by bonds for pri-
vate activities as a condition of tax-exemption. For example, the
following IDB restrictions require a determination of who is the
user of tax-exempt bond proceeds or of bond-financed property:

Ownership of IDBs by substantial users of bond-financed property
prohibited.—Interest on IDBs is not tax-exempt during any period
when the bonds are owned by a person who is a substantial user 18
of the bond-financed property (sec. 103(bX13)). Bonds owned by re-
lated parties to a substantial user are treated as owned by the user.
This prohibition prevents a person from lending funds to himself or
herself at tax-exempt interest rates, and receiving an income tax
deduction for tax-exempt interest paid to himself or herself (or a
related party). .

Public use requirement for exempt-activity IDBs.—Tax-exempt
IDBs may be issued for certain prescribed exempt activities (sec.
103(bX4)). To qualify under this exception, the bond-financed prop-
erty must be used for the prescribe& exempt activity and must be
available on a regular basis for general public use as opgosed to
being used exclu:ei:irgllg by the persons in whose trade or business
the property is used. For example, a dock serving a single manufac-
turer does not satisfy this public use requirement, but an airport
hangar leased to a common carrier serving the general public does
satisfy the requirement.

Small-issue volume limitations.—Tax-exempt small-issue IDBs
must satisfy one of two special volume limitations, a $1 million
“clean limit” restriction or an elective $10 million limitation. In de-
termining whether the $1 million limitation is satisfied, outstand-
ing prior issues are considered if (1) the bond-financed properties
are located in the same municigality (or county, if not in any incor-
porated municipality), and (2) the (frincipal user '® of the properties
will be the same person (or related person) (sec. 103(bX6XB)).

Under the elective $10 million limitation, all capital expendi-
tures by principal users of the bond-financed property for any prop-
erty located in the same municipaliti);( (or county, if not in any in-
corporated municipali,té) during a six-year period are aggregated
(sec. 103(bX6XD) and (E)). Additionally, multiple issues of small-
issue IDBs are aggregated in applying these volume limitations if
the multiple issues are with respect to the same or related proper-
ty, and principal users of any one or part of the properties are
treated as such with respect to the entire property (or all of the
related properties).

Aggregate limit for small-issue IDBs.—Interest on small-issue
IDBs is not tax-exempt if the owner or any principal user of the
bond-financed property during a three-year test period benefits
from $40 million of outstanding IDBs (including both small-issue
and exempt-activity IDBs).20

18 A substantial user is a user of more than five percent of the bond-financed pr;?erty.
:: gegr}?gpt!e t]uer is a user of more than 10 percent of the bond-financed property.
, ILE., below.
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D. Restrictions Applicable to Tax-Exempt Bonds Generally

Private loan bond restriction

Interest on private loan bonds #! is not tax-exempt unless tax-
exempt financing is authorizeds:g the Code for the purpose for
which bend proceeds are to be used (sec. 103(0). Private loan bonds
are obligations that are part of an issue of which five percent or
more of the proceeds is to be used, directly or indirectly, to make
or finance loans to persons other than exempt persons.22 Although
the proceeds of IDBs, MSBs, and qualified student loan bonds are
used to make loans to nonexempt persons, these bonds are not sub-
ject to the restriction since tax-exemption is authorized specifically
in the Code for all three of these t; of bonds.23

An additional exception is provided for bonds issued to enable a
borrower to finance any tax or governmental assessment of general
application for an essential governmental function. For example,
bonds to finance mandatory municipal water or sewer installation
assessments that a local government generally permits residents to
pay over a period of years are not treated as private loan bonds. On
the other hand, bonds to finance loans that are available to the
public generally, but that are not used to finance governmentally
mandated activities, are taxable private loan bonds.

The private loan bond restriction applies whether bonds are used
to finance loans for businesses or to finance Yersonal loans. For ex-
ample, an issue may be an issue of private loan bonds if five per-
cent or more, but less than 25 percent, of the proceeds are to
make loans that would be considered IDB financing, but for the
fact that bonds are not treated as IDBs if less than 26 percent of
the proceeds is used to finance an activity satisfying the trade or
business and security interest tests of the Code (sec. 103(bX2)).

Arbitrage restrictions

Interest on arbitrage bonds is taxable. All types of tax-exempt
bonds are subject to one or more sets of restrictions on investment
of bond proceeds, the violation of any one of which results in the
bonds being arbitrage bonds. Under the first set of restrictions, if
the proc of any otherwise tax-exempt bonds are reasonably ex-
pected to be invested at a yield that is materially higher than that
of the bonds, the interest is taxable. Most IDBs are subject to addi-
tional arbitrage restrictions, that limit investment of the IDB pro-
ceeds in obligations that are unrelated to the purpose for which the

81 The more descriptive term “private loan bonds” would be substituted for the present-law
term consumer loan bonds by the Technical Corrections Act of 1985,
83 The term exempt person includes qualified governmental units and certain charitable orga-

nl%uu&u. Ses, 11.C., above.
$ Certain specified private loan bond p in existence when this restriction was en-
acted also are not subject to the requirement. See, sec. 626(b) of the 1084 Act. -

s
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IDBs are issued and that require a rebate to the Federal Govern-
ment of excess earnings on the bonds. Qualified mortgage bonds
also are subject to additional arbitrage restrictions that require
that excess earnings be applied for benefit of the mortgagors or re-
bated to the Federal Government. Finally, the 1984 Act directed
the Treasury Department, by regulations, to prescribe new arbi-
trage restrictions for qualified student loan bonds. These regula-
tions will be effective no earlier than six months after their issu-
ance. .

The dpermissible arbitrage earnings under all of these restrictions
depends on a comparison of the yield on the bonds and the yield on
the investments acquired with the bonds. Various deductions are
permitted that either increase the computed bond yield or decrease
the computed yield on investments. For example, the Court of Ap-
peals for the D.C. Circuit held in State of Washington v. Commus-
sioner 24 that bond yield is the discount rate at which the present
value of all anticipated payments of principal and interest on the
bonds equals the net gzoceeds of the issue after deducting the costs
of issuing the bonds. Because costs are deducted in determining net

roceeds, there is a corresponding increase in the bond yield.

herefore, under the case, the bond issuer is permitted a higher
yield on the investment of bond proceeds and may pay issuance
costs out of arbitrafe profits.

The method of determining bond yield provided by this case is
used for the general arbitrage restrictions that apply to all tax-
exemﬁ)t bonds, but does not apply under the additional restrictions
for IDBs or for qualified mortgage bonds. Under the additional IDB
and qualified mortgage bond restrictions, the bond yield is based on
the initial offering price to the public. The yield on the bonds is
calculated without considering the present value of certain costs as-
sociated with the bonds that are considered under the general arbi-
trage restrictions. Thus, these costs may not be taken into account
two times, thereby increasing permitted arbitrage profits.

Arbitrage restrictions applicable to all tax-exempt bonds
In general *

All tax-exempt bonds are subject to arbitrage restrictions limit-
ing the investment of bond proceeds in investments whose yield is
materially higher than that of the bonds. Exceptions are provided
for materially higher yielding obligations that do not exceed a
minor portion (156 percent) of the bond proceeds and for obligations
held for a temporary period, both discussed below.

Treasury Department regulations provide rules for determining
when an obligation has a yield that is materially higher than the
bond yield. These regulations apply different arbitrage restrictions
to “acquired purpose obligations’’ and “acquired nonpurpose obliga-
tions.” Acquired pur;;:)se obligations are investments made to carry
out the purpose of the bond issue. All other investments of bond
proceeds are acquired nonpur obligations. Permissible arbi-
trage earnings generally are limited so the issuer may earn a
spread between the yield on the bonds and the yield on acquired

24 692 F.2d 128 (D.C. Cir. 1982).
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nonpurpose obligations not exceeding 0.125 percentage points plus
reasonable administrative costs. Administrative costs basically are
the costs of issuing, carrying, or redeeming the bonds, and the un-
derwriter’s discount.

There are two principal exceptions to this restriction. First, un-
limited arbitrage is permitted on Eroceeds invested for a temporary
period prior to use, whether by the issuer or the user of bond pro-
ceeds. This temporary period generally may not exceed three years
from the date of issue. An issuer may waive the temporary period
and receive an arbitrage spread of 0.5 percentage points plus allow-
able costs (instead of 0.125 percentage points) with respect to the
bonds. Second, unlimited arbitrage is permitted on investments
held in a reasonably required reserve or replacement fund. All
amounts held in a reserve fund are ap%lied against the 15-percent
minor é)ortion that may be invested without regard to yield restric-
tions. Since an issue may not be deliberately increased to take ad-
vantage of the minor portion rule, reserve funds are the most im-
portant example of a minor portion. . :

Increased yield permitted for certain governmental programs

In the case of student loan bonds and other obligations issued in
connection with certain governmental programs, permiggible arbi-
trage earnings on investments acquired in connection with the pro-
gram (“acquired program obligations”) are restricted to the differ-
ence between the interest on the bonds and the interest on the ac-
quired program obligations, but not exceeding the greater of (1) 1.6
percentaﬁe points plus reasonable administrative costs or (2) all
reasonable direct costs of the loan program (including issuance
. costs and bad debt losses). SAP payments made by the Department
of Education are not taken into account in determining yield on
student loan bonds, and thereby the amount of arbitrage profits
earned with respect to the bonds. :

Additional arbitrage restrictions for most IDBs

Rebate requirement

IDBs other than IDBs for multifamily residential rental property
are subject to additional arbitrage restrictions.2® Under these addi-
tional restrictions, certain arbitrage profits earned on nonpurpose
obligations acquired with the gross proceeds of the IDBs must be
rebated to the Federal Government. No rebate is required if all
gross proceeds of an issue are expended within six months of the
issue date and for the pur for which the bonds are issued. Ad-
ditionally, if less than $100,000 is earned on a bona fide debt serv-
ice fund with respect to an issue in a.bond year, arbitrage earned
on the fund in that year is not subject to the rebate requirement,
unless the issuer elects to consider those earnings when determin-
ing if a rebate otherwise is due with respect to the bonds.

'or purposes of these additional IDB restrictions, nonpurpose ob-
ligations generally include all investments other than those specifi-

28 Housing bonds issued under section 11b of the Housing Act of 1937 that are IDBs also are
exempt from these additional restrictions. .
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cally made to carry out the purpose for which the IDBs are issued.
Gross proceeds include both the original proceeds of the borrowing,
the return on investments of the bond proceeds, and amounts used or
available t6' pay debt service on the bonds. Arbitrage profits that
must be rebated include both income earned on investment of the
bond proceeds and earnings on that income. Ninety percent of the
rebate required with respect to any issue must be paid at least once
each five years, with the balance being paid within 30 days after
retirement of the bonds.

Limitation on investment in nonpurpose obligations

In addition to the rebate requirement, the amount of IDB pro-
ceéds that may be invested in nonpurpose obligations at a yield
above the bond yield generally is restricted to 150 percent of the
debt service. This limitation doeg not apply to amounts invested for
certain initial temporary periods or to amounts held in a bona fide
debt service fund. Debt service ihcludes interest and amortization
of principal scheduled to be paid with respect to an issue for the
bond year, but does not include payments with respect to bonds
that are retired before the beginning of the bond year.

Additional arbitrage restrictions applicable to qualified mort-
gage bonds

Additional -arbitrage restrictions also are imposed on qualified
mortgage bonds.2® These restrictions apply both to arbitrage earn-
ings on mortgage investments and on nonmortgage investments.

Mortgage investments “

The effective rate of interest on mortgage loans provided with an
issue of qualified mortgage bonds may not exceed the yield on the
issue by more than 1.125 percentage points., This determination is
made on a composite basis for all mortgage loans made from the
proceeds of the issue. Consequently, the effective interest rate on

some mortgage loans is permitted to be greater than 1.125 percent- .

age pointd above the yield of the issue, if other mortgages have d
lower effective interest rate.

Nonmorigage investments

The amount of qualified mortgage bond proceeds that may be in-
vested at an unrestricted yield in nonmortgage investments; is lim-
ited to 150 percent of the debt service on the issue for the year.
Exceptions to the 150-percent of debt service rule are provided for
proceéds invested for an initial temporary period until the proceeds
are needed for mortgage loans or for temporary debt service funds.
Arbitrage earned on nonmortgage investments must be paid or
credited to the mortgagors or paid to the Fede¥al Government.

-

st

¢ Qualified veterans’ mortgage bonds are not subject to any additional arbitrage restrictions

beyond the restrictions imposed on tax-exempt bonds generally.
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Prohibition on Federal guarantees of tax-exempt bonds

In geperal, tax-exemption is not Xermitted for interest on any
bond that is Federally guaranteed.

aranteed if (1) the payment of principal or interest is directly or
indirectly guaranteed, in whole or in part, by the United States;2?
(2) a significant portion (5 percent or more) of the proceeds of the
issue of which the bond is a part is to be used in making loans or
other investments the payments on which are g‘uaranteej in whole
or in part by the United States; (3) a significant portion of the pro-
ceeds of the issue is to be invested in Federally insured deposits or
accounts in a financial institution; or (4) the payment of the princi-
pal of or interest on the obliiation is otherwise indirectly guaran-
teed, in whole or in part, by the United States. For purposes of this

rohibition, an entity with Federal statutory authority to_ borrow
rom the United States is treated as an instrumentality of the
United States, and a guarantee of bonds by the entity results in
the denial of tax-exemption.

Tax-exemption is denied under this prohibition in any case
where the substance of a transaction, as opposed to its form, results
in the United States being the party ultimately responsible, for re-
payment of the bonds. A number of exceptions are provided, how-
ever, under which Federal programs in existence at the time the
prohibition was enacted are permitted to continue to provide Fed-
eral guarantees of tax-exempt bonds. For example, guarantees pro-
vided under the GSL program of the Department of Education or
by the Student Loan Marketing Association (SLMA) are permitted
as are guarantees by the Federal Housing Administration (FHA),
the Veterans’ Administration (VA), the Federal National Mortgage
Association (FNMA), the Federal Home Loan Mortgage Corpora-
tion (FHLMC), and the Government National Mortgage Association
(GNMA), Aic‘lditionally, guarantees by the Small Business Adminis-
tration with respect to qualified contracts for pollution control fa-
cilities are permitted in certain cases.

Registered form requirement
Tax-exempt bonds must be issued in registered form. This re-

quirement is satisfied if the bonds are issued so as to require sur- -

render of the old bond and either (1) reissuarnce by the issuer to the
transferee, or (2) issuance of a new bond. Additionally, book-entry
registration systems are permitted if the right to %ayment of the
bond principal and interest is transferable only through a book
fnttgry that satisfies the requirements of Treasury Department regu-
ations.

Information reporting requl;'ementa

Issuers of IDBs, student loan bonds, bonds for charitable and edu-
cational institutions (described in sec. 501(cX8)), and. MSBs must
report certain information to the Internal Revenue Service about
bonds issued by them during each preceding calendar quarter. This
report is due on the lStl}x day of the second month after the close of

*7 For pur of this prohibition, the term United States includes all agencies and instru-
mentalities thereof. ‘ '

bond is treated as Federally .
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the calendar quarter in which the bonds are issued. Interest is tax-
a‘:\blsl on bonds with respect to which the required report is not
made.

The reports for bonds other than MSBs must include the follow-
ing information with respect to each bond issue:

(1) The date of the issue, the stated interest rate, the term, the
face amount of each bond that is part of the issue, and the amount
of lendable proceeds of the issue;

(2) In the case of ID)Bs, the name of the elected official or legisla-
tive body that approved the issue;28

(3) The name, address, and tax identification number of each ini-
tial principal user of any property financed with the bond proceeds,
and of certain related parties to the principal users; and

(4) A description of the property financed with the bond proceeds.

Similar information must be reported for each issue of mortgage
subsidy bonds.

88 See, ILE,, below, for a discussion of the public approval requirements that apply to IDBas.
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E. Additional Requirements for Private Ag - Bonds (Other

than Mortgage Subsidy
State volume limitations

General rules

The amount of private activity bends mstate, and other
qualified issuers within the State, may 1ssue during any calendar
ear is limited to the greater of $150 for each resident of the

tate 22 or $200 million.3° Private activity bonds subject to these
State volume limitations include most IDBs and all student loan
bonds. The $150 per capita limitation continues until 1987, at
which time it is scheduled to be reduced to $100 to reflect the ter-
mination of the small-issue exception for other than manufacturing
facilities.??

Each State’s volume limitation for private activity bonds is allo-
cated one-half to State issuers and one-half to localities within the
State on the basis of relative populations, unless the State adopts a
statute providing for a different allocation. There also was an inter-
im provision allowing the Governor of any State to adopt an alloca-
tion formula b{ gubernatorial proclamation. A public official re-
sponsible for allocating volume limitation must certify, under pen-
alty of &rjur{, that each allocation is not made in consideration of
aniy bribe, gift, gratuity, or direct or indirect contribution to any
political campaign.

An issuer’s volume authority generally must be used for bonds
issued in the calendar year for which it is allocated. An issuer may
elect, however, to carry forward unused bond authority for up to
three years for specific, identified projects, or for the general pur-
pose of issuing student loan bonds. This carryforward period is ex-
tended to six years in the case of pollution control projects (de-
scribed in sec. 103(bX4XF)). Carryforward allocations may not be
made for small-issue IDBs.

Exceptions

IDBs to finance projects for multifamily residential rental prop-
erty (sec. 103(b)4XA)) are not subject to the State volume limita-
tions. This exception includes public housing glrogr_am obligations
issued under section 11(b) of the United States Housing Act of 1937
that are IDBs. In addition to these bonds for rental housing, the
volume limitations do not apply to certain IDBs the proceeds of
which are used to finance convention or trade show facilities, air-

Ce“ The population of each State is based on the most recent estimate of the Bureau of the

nsus.
30 The District of Columbia is treated as a State. U.S. possessions (e.gij Puerto Rico, the Virgin
Islands, Guam, and American Samoa) are subject to a limitation of $150 per resident of the pos-

session.
3! The $200 million minimum State volume limitation is not scheduled to be reduced.
(19)
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ports, docks, wharves, or mass commuting facilities (described in
sec. 103(bX4XC) and (D)). IDBs for these latter facilities are exempt
from the volume limitations, however, only if the property financed
with the IDBs is owned for Federal tax purposes by, or on behalf
of, a qualified governmental unit. The exception from the volume
limitations does not apply to parking facilities financed with IDBs
(even though described in sec. 108(b)X4XD)) unless the parking facili-
ties also are governmentally owned and are functionally related
and subordinate to other property that qualifies under the excep-
tion (e.g., an airport parking lot).

Bonds issued to refund other private activity bonds also are not
subject to the State volume limitations, provided that the amount
of the refunding bonds does not exceed the outstanding principal
amount of the refunded obligations. In the case of student loan
bonds, refunding bonds are not subject to the limitation only if, in
addition to the rule above, the-maturity date of the refun
bonds do not .exceed the later of (1) the maturity date of the refund-
ed obligation, or (2) the date that is 17 years after the date on
which the original obligation was issued.

Public approval requirement

For interest on IDBs to be tax-exempt, a public hearing must be
held, and the issuance of the bonds must be approved by an elected
public official or elected leﬁslative body. As an alternative to these__
requirements, issuance of the IDBs may be agBroved by a voter ref-
erendum. These restrictions aprly to all IDBs, including IDBs
exempt from the State volume limitations; however, they do not
apply to student loan bonds or to other non-IDB tax-exempt bonds.

f the bond-financed property is located outside of the issuing ju-
risdiction, the public approval requirement generally must be satis-
fied by the issuing jurisdiction and all other jurisdictions in which
the bond-financed property (or parts thereof) will be located.82 The
public approval requirement is satisfied, however, if one govern-
mental unit, having jurisdiction over all the P‘operty being fi-
‘nanced, holds a hearing and approves issuance of the bonds (e.g., a
g?m:ing l)xeld at the State level followed by governor's approval of

e issue).

Restrictions on acquisition of land and existing property

Nonagricultural land

Interest on IDBs is taxable if more than 26 percent of the pro-
ceeds of the issue of which the IDBs are a part is used to finance
the acquisition of any interest in nonagricultural land. This restric-
tion applies both to exempt-activity and to small-issue IDBs. The
26-percent restriction is increased to 50 percent in the case of IDBs
issued to finance an industrial park (described in sec. 108(bX5)). An
additional exception to the land acquisition rules is provided for
certain land acquired by a public agency in connection with an air-
port, mass transit, or port development project (described in sec.

3% In the case of rnmentally owned airports located outside of the boundaries of an issu-
ing authority that owns the airport, only the issuer/owner is required to satisfy the public
approval requirement.
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103(bX4XD)) for a noise .abatement, wetland preservation, future
use, or other public use, but only if there is no other significant use
of the land before the expansion occurs. ‘ v

Agricultural land

Agricultural land may be financed with IDBs without regard to
~ the general 25-percent limitation on the use of IDBs to finance
land, discussed above, if two conditions are satisfied.3? First, this
exception is limited to loans to first-time farmers, and second, each
first-time farmer is limited to a maximum of $250,000 of IDB-fi-
nancing. A first-time farmer is an individual who has not at any

time had any direct or indirect ownershipAdn substantial farmland .
in the operation of which the individual or the individual’s spouse ‘

or dependent children have materially participated. Substantial
farmland for this purpose includes any parcel of land (1) that is

reater than 16 percent of the median size of a farm in the count,
in which the land is located, or (2) the fair market value of whic
exceeds $125,000 at any time when the land is held by the individ-
ual in question.

A de minimis portion of IDB financing provided under this ex-
ception may be used for the acquisition of used farming equipment
(without regard to the restriction on financing existing property,
discussed below). Only equipment acquired within one, year after
acquisition of the farmland is eligible for tax-exempt financing
under this exception. -

Existing property

Tax-exempt IDBs generally may not be used to finance the acqui-
sition of previous(l( used property. As with the restriction on the
acquisition of land, this restriction applies both to exempt-activity
and small-issue IDBs. An exception is provided, however, permit-
ting the acquisition of an existing building (and equipment for such
a building) if expenditures for rehabilitation of the building and

uipment exc 15 percent of the lesser of (1) the purchase price
of the building and related eluipment, or (2) the amount of bonds
issued for acguisition of the building and related equipment. For
example, if IDBs are used to purchase a byilding for $500,000, and
existing equipment in the building for $250,000, interest on the

-

bonds would be tax-exempt if rehabilitation expenditures of at least...

$112,600 (i.e., 15 percent of $750,000) were made. A parallel exce

tion also applies to nonbuilding structures (e.g., dry'docks), but fn:
such cases, the rehabilitation exjfénditures must exceed 100 per-

cent of the lesser of the cost or the bond-financing.

Qualified rehabilitation expenditures generally incluiie; ‘hny
amount chargeable to capital account that is incurred in connec-

tion with the rehabilitation project. Only expenditures incurred
before the date that is two years after the date eébe building is ac-
quired, or (if later) the date the bonds are issued, are qualified re-
habilitation expenditures. In the case of an integrated operation
contained in a building before its acquisition, rehabilitation ex-
penditures also include the expenses of rehabilitating existing

——— -
33 Agricultural land is etigible for financing onl:( under the small-issue exception.

v
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equipment previously used to perform the same function in the
building, or replacing the existing equipment with equipment
having substantially the same function.

Restrictions on financing certain specified property

In addition to the general restrictions imposed on IDB-financing
for land and existing propert}g, additional restrictions are imposed
with respect to certain s(feci ied property. First, interest on IDBs
(both exempt-activity and small-issue IDBs) is taxable if any por-
tion of the bond proceeds is used to finance any airplane, any
skybox or other private luxury box, any health club facility, any
facility primarily used for gambling, or any store the principal
business of which is the sale of alcoholic beverages for off-premises
consumption.

Second, interest on small-issue IDBs is not tax-exempt if (1) more
than 25 percent of the proceeds of the issue is used to provide a
facility the primary furpose of which is retail food and beverage
services (including all eating and drinking establishments but not
grocery stores), automobile sales or service, or the provision of
recreation or entertainment, or (2) any portion of the proceeds is
used to provide any private or commercial golf course, country
club, massage parlor, tennis club, skating facility, racquet sports fa-
cility, hot tub or sun tan facility, or racetrack.

Restriction on maturity of IDBs

The average maturity of all IDBs may not exceed 120 percent of
the economic life of the property to be financed. For example, if the
proceeds of an issue of IDBs are used to purchase assets with an
average estimated economic life of 10 years, the average maturity
for the bonds may not exceed 12 years. The economic life of a facili-
ti/l is measured from the later of the date the bonds are issued or
the date the assets are placed in service.

For purposes of this restriction, the economic life of facilities is
determined on a case-by-case basis. However, the legislative history
of the restriction states that, in order to provide guidance and cer-
tainty, the administrative guidelines used to determine useful lives
for depreciation purposes before enactment of the ACRS system
(i.e., ADR midpoint lives and the guideline lives under Rev. Proc.
62-21, 1962-2 C.B. 418, in the case of structures) may be used to es-
tablish the economic lives of assets.34

840 million limitation with respect to small-issue IDBs

Interest on small-issue IDBs is taxable if the aggregate face
amount of all outstanding tax-exemipt IDBs (both exempt-activity
and small-issue) that would be allocated to any beneficiary of the
IDBs exceeds $40 million. To avoid double counting, bonds that are
to be redeemed with the proceeds of a new issue are not considered.

The face amount of any issue is allocated among persons who are
owners or principal users of the bond-financed property durinf a
three-year test period. This may result in all or part of a facility
being allocated to more than one person, as when one person owns

34 See, H. Rpt. No. 97-760, 97th Cong., 2d Sess. (A/ugust 17, 1982), p. 519.
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bond-financed property and other persons are principal users, or
when owners and/or principal users change during the three-year
test period.3® Orce an allocation to a test-period beneficiary is
made, that allocation remains in effect as long as the bonds are
outstanding, even if the beneficiary no longer owns or uses the
bond-financed property.

Advance refundings prohibited

In the case of IDBs and mortgage subsidy bonds,2¢ interest on re-
funding bonds is tax-exempt only if the refunding bonds are issued
no more than 180 days before the refunded issue is redeemed (i.e.,
the refunded and the refunding issues may not be outstanding si-
multaneously for more than 180 days). Interest on refunding bonds
that are outstanding for more than 180 days before refunded IDBs
or mortgage subsidy bonds are redeemed (advance refunding bonds)
does not qualify for tax-exemption. Advance refundings are permit-
ted in the case of bonds used by exempt’ entities (e.g., for general
government operations or by charitable organizations described in
sec. 501(cX3)).

A refunding issue generally is considered to be used for the same
_purposes as the issue being refunded. For example, if the refunded
issue was used for an exempt activity under the rules applicable to
IDBs, the refunding obligation generally is also considered to be so
used. A refunding issue is an issue used to pay principal, interest,
or call premium on a prior issue, together with reasonable inciden-
tal costs of the refunging. An issue is not treated as a refunding
issue for purposes of the restriction on advance refunding if the
prior issue had a term of less than 3 years (including the term of
any prior refunded notes) and was sold in anticipation of perma-
nent financing. (Prop. Treas. Reg. sec. 1.103-7(e).)

3% If the $40 million limit is exceeded for any owner or principal user as a result of a change
during the test period, interest on the issue of IDBs that cause the limit to be exceeded is tax-
able f&om the date of issue. The tax-exempt status of interest on other, previously issued, IDBs is
not affected.

38 This provision applies to both qualified mortgage bonds and qualified veterans’ mortgage
bonds. (See, ILF., below.)
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F. Additional Requirements for Mortgage Subsidy Bonds

Qualified veterans’ mortgage bonds

As stated in ILA. above, tax-exemption is allowed for two types
of mortgage subsidy bonds—qualified veterans’ mortgage bonds and
qualified mortgage bonds. ST

General rules

Qualified veterans’ mortgage bonds are general obligation bonds
the proceeds of which are used to make mortgage loans to veterans.
These bonds are subject to various limitations that will lead to an
eventual phase-out of the programs. Authority to issue qualified
veterans’ mortgage bonds is limited to States that had issued such
bonds before June 22, 1984. The States qualifying under this re-
striction are Alaska, California, Oregon, Texas, and Wisconsin. Ad-
ditionally, loans financed with qualified veterans’ mortgage bonds
may be made only with respect to principal residences.

State volume limitations

The annual volume of qualified veterans’ mortgage bonds that
qualifying States may issue is limited according to a formula based
on the aggregate volume of such bonds issued by qualified issuers
within the State during the period beginning on January 1, 1979,
and ending on June 22, 1984. Under the formula, the aggregate
amount of these bonds is divided by the number of years (not ex-
ceeding five) during which such bonds were issued.??

Loans may be made only to qualified veterans

Mortgage loans made with the proceeds of qualified veterans’
mortgage bonds may be made only to veterans who served on
active duty before 1977, and who apply for the loan before the later
of (1) 80 years after the veteran leaves active service, or (2) Janu-
ary 31, 1985,38

Qualified mortgage bonds

In addition to the rules applicable to all tax-exempt bonds, quali-
fied mortgage bonds are subject to various restrictions, including
separate State volume limitations; borrower eligibility and target-
ing rules; special arbitrage restrictions; a prohibition on advance

37 For pur| of these volume limitations, certain short-term notes to ﬂnancuroperty
taxes on residences financed with qualified veterans’ mortgage bond loans are counted at one-
fifteenth of their principal amount. Additionw, bonds issued in the year of lowest issuance
from 1979 through June 22, 1984, are not counted.

18ec, 611(c) of the 1984 Act incorrectly provided that this date was January 1, 1985. HR.
1800 and S. 814, the Technical Corrections Act of 1985, would correct this reference.

(24)
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refunding; information reporting requirements; and an annual
policy statement requirement.3® .

Volume limitations

The aggregate annual volume of qualified mortgage bonds that a
State, and local governments within the State, are permitted to
issue is limited to the greater of (1) nine percent of the average
annual aggregate principal amount of mortgages executed during
the three preceding years for single-family, owner-occupied resi-
dences located within the State, or (2) $200 million. Each State’s
volume limitation is allocated 50 percent to State and 50 percent to
local issuers (on the basis of mortgage activity), unless the State
enacts a statute providing for a different allocation.

Eligibility requirements

Limitation to single-family, owner-occupied residences

All lendable proceeds (i.e., total proceeds less issuance costs and
reasonably required reserves) of qualified mortgage bonds must be
used to finance the purchase or rehabilitation of single-family resi-
dences located within the jurisdiction of the issuing authority. Ad-
ditionally, it must reasonably be expected that each residence will
become the-principal residence of the mortgagor within a reasona-
ble time after the financing is provided. The term single-family res-
idence includes two-, three-, and four-family residences if (1) the
units in the residence are first occupied at least five years before
the mortgage is executed, and (2) one unit in the residence is occu-
pied by the owner of the units.

Tenant-stockholders of cooperative housing corporations (sec. 216)
ma)é _gualify for qualified mortgage bond financing under certain
conditions.

General limitation to new mortgages

With certain exceptions, all lendable proceeds of qualified mort-
gage bonds must be used for acquisition of new, rather than exist-
ing, mortgages. The exceptions permit replacement of construction
Keriod loans and other temporary initial financing, and certain re-

abilitation loans. Assumptions of loans financed with qualified
mortgage bond proceeds are permitted if the residence satisfies the
location and principal residence requirements, discussed above, and
the assuming mortgagor satisfies the three-year and purchase price
requirements, discussed below.

Three-year requirement (“first-time homebuyer" rule)

In order for an issue to be a qualified mortgage bond issue, at
least 90 percent of the lendable proceeds must be used to finance
residences for mort%agors who have had no present ownership in-
terest in a principal residence at any time during the three-year
period ending on the date the mortgage loan is executed. The
three-year requirement does not apply with respect to mortgagors

3% See, IL.D., above, for a discussion of the arbitrage restrictions and information reportin,
requirements that apply to qualified-mortgage bonds, and ILE. for a discussion of the prohibi-
tion on advance refunding of these bonds.

“»
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in three situations: (1) mortgagors of residences that are located in
targeted areas; (2) mortgagors who receive qualified home improve-
{nent loans; and (3) mortgagors who receive qualified rehabilitation
0ans. .

Purchase price restrictions

All mortgage loans provided from the bond proceeds (except
qualified home improvement loans) must be for the purchase of
residences the acquisition cost of which does not exceed 110 percent
of the average area J)urchase price applicable to that residence.
This limit is increased to 120 percent of the average area purchase
price in targeted areas (described below). The determination of av-
erage area purchase price is made separately (1) with respect to
new and previously occupied residences, and (2) with respect to
one-, two-, three-, and four-family residences.

Targeted area requirement

At least 20 percent of the lendable proceeds of each qualified
mortgage bond issue (but not more than 40 percent of the everage
mortgage activity in the targeted area) must be made available for
owner-financing in targeted areas for a period of at least one year.
The term targeted area is defined as (1) a census tract in which 70
percent or more of the resident families have income that is 80 per-
cent or less of the Statewide median family income, or (2) an area
designated as an area of chronic economic distress using statutorily
defined criteria (described in sec. 103A(k)(3)).

Annual policy statement

Issuers of qualified mortgage bonds and MCCs must publish and
submit to the Treasury Department an annual report detailing the
policies that the jurisdiction intends to follow in the succeeding
year with resgect to these programs. This report must be publishe
and submitted before the last day of the year preceding each year
in which any such bonds are issued. A public hearing must be held
before publication and submission of the report.

Mortgags credit certificate (MCC) alternative to qualified mortgage
onds :

State and local governments may elect to exchange all or any

rtion of their qualified mortgage bond authority for authority to
issue mortg::fe credit certificates (MCCs). MCCs entitle homebuyers
to nonrefundable income tax credits for a specified percentage of
interest paid on mortgage loans on their principal residences. Once
issued, an MCC remains in effect as long as the residence being fi-
nanced continues to be the credit-recipient’s principal residence.
Credit amounts that may not be used in any year (because the
credit is nonrefundable) may be carried forward for up to three
years. MCCs generally are subject to the same elffibility and tar-
geted area requirements as qualified mortgage bonds.

Each MCC must represent a credit for at least 10 percent (but
not more than 50 percent) of interest on qualifcygng mortgage in-
debtedness. The actual dollar amount of an M epends on the
amount of qualifying interest paid during anK particular year. If
the credit percentage exceeds 20 percent, however, the dollar
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amount of the credit received by the taxpayer for any year may not
exceed $2,000.4° Thus, only individuals who purchase lower-priced
residences may benefit from a credit rate in excess of 20 percent.

The aggregate amount of MCCs distributed by an electing issuer
may not exceed 20 percent of the volume of qualified mortgage
bond authority exchanged by the State or local government for au-
thority to issue MCCs. For example, a State that is authorized to
issue $200 million of qualified mortgage bonds, and that elects to
exchange $100 million of that bond authority, may distribute an
aggregate amount of MCCs equal to $20 million.

When a homebuyer receives an MCC, the homebuyer's deduction
for interest on the qualifying indebtedness (under sec. 163(a)) is re-
duced by the amount of the credit. For example, a homebuyer re-
ceiving a 50-percent credit, and making $4,000 of mortgage interest
payments in a given year, would receive a $2,000 credit and a de-
duction for the remaining $2,000 of interest payments.

The authority to issue mortgage credit certificates terminates on
December 81, 1987, together with the authority to issue qualified
mortgage bonds.

40 In States whose volume limitation for qualified mortgage bonds excéeds 20 percent of the
average mortgage originations and that issued fewer than $150 million of qualified mortgage
bonds in 1983, the weighted average percentage of MCCs may not exceed 20 percent.
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III. OTHER PROVISIONS AFFECTING THE TAX TREATMENT
OF STATE AND LOCAL GOVERNMENT BONDS

In addition to the general tax-exemgtion provided for interest on

State and local government bonds, other provisions affect the Fed-

ﬁraldsubsidy available to owners and other beneficiaries of these
onds.

A. Cost Recovery Deductions for Property Used in a Trade or
Business or for the Production of Income

The cost of property that is used in a trade or business, or other-
wise for the production of income, and that has a useful life of
more than one year may be recovered through tax deductions (sec.
168). The present-law Accelerated Cost Recovery System (ACRS)
prescribes recovery periods of from 8 years (automobiles) to 18
years (real property).4! These recovery periods generally are short-
er than the economic life of the property. In addition, the ACRS
system prescribes a cost recovery method that further accelerates
cost recovery by permitting larger deductions in the early years of
the recovery period. For personal property, this cost recovery
method approximates the effect of using a 150 percent declining
balance method in the initial years followed bﬁ the straight-line
method in years when the declining balance method would produce
smaller deductions. For real property, the ACRS method for the
initial years is the equivalent of a 175 percent declining balance
method.42 ‘

The cost of property financed with tax-exempt bonds is eligible
for recovery over the prescribed ACRS periods, but generally is not
eligible for the accelerated cost recovcry methods provided by
ACRS (sec. 168(f)(12)). Projects for multifamily residential rental
property (sec. 103(bX4XA)) are not subject to this restriction, and
therefore may qualify for both tax-exempt financing and acceler-
ated ACRS deductions.+3

B. Investment Tax Credit

A tax credit is permitted with respect to investment in certain
types of property (sec. 38). The amount of this credit ranges from
six percent of qualified investment expenditures for automobiles to

4! Taxpayers may elect extended recovery periods of up to 45 years (sec. 168(bX3)). Additional-
ly, in the case of certain property leased to governments and other taxexem}at entities, extended
recovery periods are required under the present-law ACRS system (sec. 168()).

4% Certain low-income housing is permitted a 200 l?'n'cent declining balance method (as well as
a shorter recovery period than real propert( generally) (secs. 168(cX4) and 1260(aX1XB)).

43 This cost recovery restriction originally was enacted by the Tax Equity and Fiscal Respon-
. sibility Act of 1982, and included exceptions for multifamily residential rental property, certain
public sewage or solid waste facilities, certain air or water pollution control facilities, and prop-
erty with respect to which an Urban Development Action Grant (UDAG) was made. The excep-
tlonlsed f{;r ?gggﬂnanced property other than multifamily residential rental property were re-
pealed in .

(28)
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25 percent of such expenditures for rehabilitation of certified his-
toric structures. An adjustment to the basis of property equal to
one-half of the credit claimed generally is required.44 Profperti that
is financed with tax-exempt bonds generally is eligible for the in-
vestment credit on the same basis as property financed with tax-
able debt. However, a special rule requires taxpayers to elect be-
tween the rehabilitation tax credit and tax-exempt financing in the
case of certain property leased to governments or other tax-exempt
entities (i.e., tax-exempt use property).

C. Deductibility of Expenses Related to Tax-Exempt Income

Taxpayers are not permitted to deduct interest expense incurred
or continued to purchase or carry tax-exempt obligations (sec.
266(2)). This rule applies both to individual and corporate taxpay-
ers, The rule also applies to certain cases in which a taxpayer
incurs or continues interest expense and a related person acquires
or holds tax-exempt obligations.4? -

The courts and the Internal Revenue Service have intérpreted
the section 265(2) rule to disallow an interest deduction only when
a taxpayer incurs or continues indebtedness for the purpose of ac-
quiring or holding tax-exempt obligations. Because banks are not
considered to accept deposits for the purpose of acquiring tax-
exempt obligations, the disallowance rule generally has not been
applied to them. In other cases, the rule has been agplied on a
case-by-case basis. See, e.g., Rev. Proc. 72-18, 1972-1 C.B. 740; Wis-
consin Cheeseman, Inc. v. United States, 388 F.2d 420 (7th Cir.
1968). Under a related provision, however, the amount of the other-
wise allowable deduction for interest allocable to tax-exempt obli-
gatigna ki;u‘x",educed by 20 percent under rules on preference items
or banks.

D. Income Tax Treatment of Social Security Benefits

The amount of tax-exempt interest received by an individual can
affect the extent to which he or she is taxable with respect to social
security benefits received (sec. 86). In general, up to one-half of
such benefits are taxable to the extent that the taxpayer’s modified
adjusted gross income, when added to the amount of the benefits,
exceeds a base amount. The base amount is $32,000 in the case of a
joint rewurn, zero in the case of married taxpayers who do not live
separately for the entire year but who file separate returns, and
$25,000 for all other taxpayers. )

Modified adjusted gross income is calculated by adding to adjust-
ed gross income certain items that otherwise are excludable. Tax-
exempt interest is among these items. If the sum of modified ad-
justed gross income and one-half of social security benefits received
exceeds the base amount, then the taxpayer’s adjusted gross

44 In the case of the 16 -and 20-percent rehabilitation credits, this basis adjustment is equal to
the full amount of the credit.

48 In addition to interest deductions, present law (sec. 265(1)) denies a deduction for nonbusi.
nees expenses for the production of tax-exempt interest income, which expenses would otherwise
be deductible unde> section 212 of the Code. This may include, for example, brokerage and other
foes associated with a tax-exempt portfolio. Present law also disallows deductions for certain ex-
pe:x.og" of !tiaé-olx’:{npt mutual funds and for interest to purchase or carry shares in such a fund.

, ILE., below.

49-969 0-—86——3
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incdfe is increased by the lesser of (1) one-half of this excess, or (2)
one-half of the social security benefits received. Under this provi-
sion, tax-exempt interest may cause a taxpayer’s adjusted gross
income to be greater, by as much as one-half of the amount of the
social security benefits received, than it would have been had he or
she not received any tax-exempt interest.

E. Minimum Tax and Preference Reduction Provisions

Minimum taxes are imposed, respectively, on individuals and on
corporations (secs. 56-58). In general, minimum taxes are designed
to ensure that taxpayers with substantial economic income pay tax
equaling at least a specified percentage of that income. To accom-
plish this goal, the minimum tax provisions require that certain
tax preferences*’ be regarded as income for minimum tax pur-
poses.

Individuals are subject to an alternative. minimum tax, imposed
at a 20-percent rate (above an exemption amount) on an income
base derived by adding certain preferences to taxable income and
by denying certain itemized deductions. The tax is payable to the
extent that it exceeds the taxpayer’s regular tax liability. Corpora-
tions are subject to an add-on minimum tax, imposed at a 1b-per-
cent rate on a base derived by adding together certain preferences
(but without addin% them to taxable income) and then subtracting
the amdunt of regular tax paid.

Tak-exempt interest presently is not treated as a preference for
migimum tax purposes. However, tax-exempt interest is relevant
under a related provision that restricts the use of certain prefer-
- ence items for regular tax purposes (sec. 291). In general, this relat-
ed provision requires reductions (typically, 15 or 20 percent) in the
amount by which the regular tax treatment of a particular item is
more favorable than it would be under a rule that is deemed more
econolwg',cally accurate, or that applies to a more general category
of items,

Among the items with respect to which a reduction must be
made is interest-on debt incurred by banks.*® to purchase or carry
tax-exempt obligations acquired after 1982.,4¢% The determination of
what interest was incurred to purchase or carry tax-exempt obliga-
tions is made through allocation on a percentage-of-assets basis.
_Specifically, a bank that is subject to this restriction first must,cal-
culate the percentage of average adjusted basis for its assets pﬁat it
derives from tax-exempt obligations acquired in 1983 or thereafter.
It then must treat the same percentage of its total interest deduc-
tions that otherwise are allowable as having been incurred to pur-
chase or carry the obligations. A deduction is disallowed for 20 per-
cent of the interest so allocated to the purchase and carrying cost
of the tax-exempt obligations. .

47 In general, a tax preference may be defined as an incentive provision that causes the tax-
able income of benefited u\xrayere to be less than their economic {ncome.

48 A bank in this context'is defined as (1) nngolmtuution that is incorporated as a bank in the
United States, an’y State, or the District of Columbia, and (2) any nonprofit mutual savings
bank, domestic building and loan association, or cooperative bank without capital stock.

See, 111.C., above, for a discussion of the general rule governing deductibility of expénses
related to tax-exempt {ncome.



32

F. Gift, Estate, and Generation-Skipping Transfer Tax Treatment
of State and Local Government Bonds

The value of State and local government obligations is subject to
Federal gift, estate, or generation-skipping transfer tax if the obli-
gations are transferred by gift or as a result of death.5° Additional-
ly, present law provides that an exemption from these taxes arises
only if the Federal statute under which the tax-exemption is grant-
ed specifically refers to the appropriate provisions of the laternal
Revenue Code that impose those taxes. Therefore, any general
grant of tax-exemption applies only to the income tax. Any tax-ex-
emption provided by laws enacted before 1984 applies to Federal
gift, estate, or generation-skipping transfer taxes only if those tax-
exemptions specifically refer to these taxes (even if not to the
actual Code proyisions under which the taxes are imposed).

-

50 In Haffner v. U.S., the Court of Appeals for the Seventh Circuit held that the transfer of

ublic housing notes for which tax-exeml?tion formerly was provided vnder section 11b of the

ousin% Act of 1987 was not subject to Federal estate tax. Haffner v. US,, 157 F. 2d 920 (Tth_
Cir., 1985), affg. 585 F. Supp. 3564 (N.D,, 1l1., 1984). This decision applies only to such transfers
that occurred before June 19, 1984,
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IV. LEGISLATIVE BACKGROUND OF THE TAX-EXEMPTION
FOR PRIVATE ACTIVITY BONDS

Federal income tax law has provided an exemption for interest
on obligations issued by or on behalf of States or local governments
since the income tax was enacted in 1913. General obligation bonds
were first issued by some State and local governments to provide
financing for, private business activities in the 1930’s. By 1954, the
Internal Revenue Service had ruled favorably on the use of reve-
nue bonds to grovide financing for private businesses. (Rev. Rul. 54-
106, 1954-1 C.B. 28.)

A. Industrial Development Bonds

1968 proposed regulations and subsequent legislation

The volume of tax-exempt bonds to provide financing for private
business activities was relatively small until the 1960’s. At that
time, the volume of these obligations began to grow rapidly. In re-
sponse to this increased volume, on March 22, 1968,5! the IRS
issued proposed regulations regarding private activity bonds. The
regulations provided that, in general, interest on IDBs would there-
after be taxable if (1) an identifiable party other than the issuing
governmental unit had the right to use all or a major portion of
the bond proceeds or the property acquired with bond proceeds, (2)
that party was responsible for all or a major portion of the princi-
pal and interest payments, and (3) the payments were secured by
an interest in the financed pro rt{.

In response to the increased volume of IDBs, and the proposed
regulations, Congress enacted the first statutory provisions limiting
the circumstances under which interest on IDBs would be tax-
exempt as part of the Revenue Adjustment Act of 1968.52 This 1968
Act provided that interest on IDBs generally is taxable. Exceptions
were provided, however, in the form of a list of activities for which
tax-exempt IDB financing could be provided (exempt-activity IDBs)
and a more general exception for certain small issues (the small-
issue exception).

The original exempt activities were—

(1) Residential real property for family units capable of
maintaining families on a nontransient basis;

(2) Sports facilities;

(3) Convention or trade show facilities;

(4) Airports, docks, wharves, mass commuting facilities, park-
ir}xlg f%cilities, or storage or training facilities related to one of
the above;

81 33 Fed. Reg. 4950 (March 22, 1968).
&2 P.L. 90-364.
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(6) Sewage or solid waste disposal facilities, or facilities for
local furnishing of électric energy, gas, or water; and
- (6) Air or water pollution control facilities.

An additional exception was provided for bonds issued to finance
the acquisition of land for an industrial park, meaning a tract of
land suitable for industrial, distribution, or wholesale use, and con-
trolled by the government itself.

Finally, as stated above, an exception to the general limitation
on, tax-exemption for interest on IDBs was provided for certain
small issues. Under the original small-issue exception, if the aggre-
gate face amount of an issue did not exceed $1 million, and sub-
stantially all of the proceeds were to be used to acquire or con-
. struct depreciable property or land, the interest on the bonds was
tax-exempt. However, in measuring the $1 million limitation, the
face amount of any outstanding prior small issues was included in
determining the total amount of an issue, if the prior issues were
fox"rgro rty used by the same principal user. . '

e 5? million small-issue limit was modified later in 196853 to
permit governmental units to elect to increase the $1 million limit
to $5 million if both outstanding issues and certain capital expendi-
tures by principal users of the bond-financed property incurred
over a six-year period, beginning three years before the date of the
issue and ending three years after the date of the issue, were taken
into account. This Act also provided that certain specified capital
expenditures are excluded from this computation. These excluded
capital expenditures were limited in 1968 to $250,000. If capital ex-
penditures after the date of the issue caused the issue to be dis-
qualified for tax-exemption because they, when added to the issue
and prior related issues, exceeded the small-issue limitation of $5
million, loss of tax-exemption was to be effective only from the date
of the disqualifying capital expenditures.

Tax Reform Act of 1969 arbitrage rules

The Tax Reform Act of 1969%¢ provided rules restricting the abil-
ity of State and local governments to invest the proceeds of tax-
exempt bonds in other obligations that provide a yield materially
{:(x)glzt)' than the yield on the tax-exempt bonds (i.e., arbitrage

nds).

1971 increuse in excluded capital expenditures for small-issue IDBs

The next amendments to the IDB provisions were made by the
Revenue Act of 1971.85 In the 1971 Act, the limitation on certain
subsequent capital expenditures that are permitted without dis-
?ualif ing the tax-exempt status of small-issue bonds was increased
rom $250,000 to $1 million.

Certain dam construction as an exempt activity

In 1975,%¢ Congress added a new exempt activity, permitting tax-
exempt IDB financing for dams that furnish water for irrigation

88 The Renegotiacion Amendments Act of 1968 (P.L. 90-634).
8¢ P.L. 91-172,
8s P.L. 92-178,
8¢ The Revenue Adjustment Act of 1975 (P.L. 94-164). -
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purposes and that have a subordinate use for the generation of
electricity. The exception applies only if substantially all of the
stored water is contractually available for release from the dam for
irrigation purposes upon reasonable demand by and for members of
the public.

1978 expansions of tax-exemption for IDBs

The Revenue Act of 197857 increased the elective $6 million limit
on small-issue IDBs to $10 million, and permitted exclusion of up to
$10 million of capital expenditures for facilities with respect to
which an urban development action grant (UDAG grant) is made.
That Act also defined the local furnishing of electricity to include
furnishing to an area comprising not more than a city and one con-
tiguous county in addition to the previous interpretation (contained
in Treasury regulations) of two contiguous counties. Finally, that
Act provided rules clarifying when water facilities are considered
to be provided to the public and prohibiting advance refunding of
IDBs, except in limited cases.

1980 restriction of rental housing as an exempt activity

In 1980, IDBs for residential rental property were limited to
bonds used to finance multifamily residential rental property
having a minimum percentage of its housing units occupied by in-
dividuals of low- or moderate-income. These restrictions were added
as part of the Mortgage Subsidy Boud Tax Act of 1980, discussed
below, which also restricted the use of tax-exempt financing for
single-family housing. In general, these restrictions require that at
least 20 percent of the units in each project be rented to persons of
low -or moderate-income (defined as persons with incomes of less
than 80 percent of the area median income).

Financing of mass commuting vehicles as an exempt activity and
exemption of certain volunteer fire department bonds

In 1981, the Economic Recovery Tax Act®® (ERTA) further ex-
panded the exempt activities for which IDBs may be issued to in-
clude financing of certain mass commuting vehicles. (Mass com-
mut;ng terminal facilities were among the original exempt activi-
ties.

ERTA also provided that obligations of certain volunteer fire de-
partments are tax-exempt as obligations of a political subdivision of
a State, if the bond proceeds are used to acquire or improve a fire-
house or fire truck to be used by the fire department. ‘

TEFRA restrictions on private activity bonds

The Tax Equity and Fiscal Responsibility Act of 198259 (TEFRA)
made the following changes to the IDB rules:
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(1) Issuers of private activity bonds®? are required to make quar-
tﬁrly information reports to the IRS concerning bonds issued by
them; - )

(2) Issuance of IDBs was required to be approved by an elected
official in the issuing jurisdiction, and all jurisdictions where the
facilities were to be located, following a public hearing (or approved
pursuant to a voter referendum conducted in lieu of the elected of-
ficial approval and public hearing);

(3) Cost recovery deductions were reduced, with certain excep-
tions, for IDB-financed property;

(4) The average length of time to maturity of IDBs is limited to
120 percent of the economic life of the property financed;

(56) The-definition of facilities for the local furnishing of gas was
expanded to parallel the rules for local furnishin% of electric
energy (adopted in 1978), and a new exception for local district
heating and cooling facilities enacted; and

(6) Special rules were enacted allowing advance refunding of cer- |

tain port authority bonds and financing the purchase of certain re-
gional pollution control facilities. )

Additionally, the small-issue exception was repealed, to be effec-
tive at the end of 1986, In the interim, new restrictions were placed
on bonds issued pursuant to that exception. First, use of these
bonds to finance certain recreational, automobile service, food serv-
ice facilities, and certain private sports facilities was prohibited.
Additionally, the use of small-issue IDBs in conjunction with IDBs
for an exempt activity also was restricted, and new rules were pro-
vided for determining when simultaneously issued bonds constitute
a single issue and when such bonds are multiple issues qualifying
for tax-exemption under the small-issue exception.

Deficit Reduction Act of 1984 amendments

The Deficit Reduction Act of 1984 (the 1984 Act)8! imposed
volume limitations on the aggregate annual amount of private ac-
tivity bonds (all student loan bonds and most IDBs) that may be
issued by each State and its golitical subdivisions. In addition to
the volume limitations, the 1984 Act also made the following major
changes to the rules governing IDBs:

(1) Three of thé"four TEFRA exceptions to the ACRS restrictions
on tax-exempt bond financed property were repealed, with onl
grojects for multifamily residential rental property remaining eligi-

le for full ACRS deductions; .

(2) Additional arbitrage restrictions, requiring a rebate of certain
profits and limiting the amount of bond proceeds that may be in-
vested in obligations unrelated to the purpose of the issue, were en-
acted for IDBs (other than IDBs for multifamily residential rental
property); ‘

(3) Limitations were placed on the amount of IDB proceeds that
may be used to finance the acquisition of land and certain specified

¢ Under the information reportingorequiremenu. the term private activity bond includes
IDBs, scholarship funding bonds, and bonds issued by charitable, educational, re}igiono, and sci-
entific organizations (described in sec. 501(cX3)). This is broader than the definition of the term
pri.vla‘t;e [fc;isv:l;% bond for purposes of the state volume limitations adopted in 1984.
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facilities and the circumstances in which existing property may be
financed with IDBs;

(4) The special rule under which IDBs for certain airports, docks,
wharves, and convention and trade show facilities could be advance
refunded was repealed;

(5) The Act clarified that tax-exempt bond financed multifamily
residential rental property may be part of a building that also is
used for nonresidential purposes; and

(6) The rule under which tax-exempt bonds may not be owned by
a substantial user of the bond-financed property was extended to
treat certain related parties to substantial users as users of the
property.

In addition, three changes were made to the small-issue excep-
tion. First, the exception was extended through 1988 for manufac-
turing property. Second, the small-issue exception was limited to

'ﬁa‘rsons benefiting from $40 million or less in all types of IDBs.
' ird, the 1984 Act provided that multiple issues are aggregated
for purposes of the small-issue capital expenditure limitations
when the bonds are issued for a single building or a group of relat-
ed facilities.

The 1984 Act also made certain changes applicable to all tax-
exempt bonds. These changes are discussed in IV. D., below.
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B. Single-Family Housing Ponds

Mortgage Subisdy Bond Tax Act of 1980 :

The Mortgage Subsidy Bond Tax Act of 1980%2 imposed the first
statutory restrictions on the ability of States and local govern-
ments to issue tax-exempt bonds for financing mortgage loans for
single-family housing. State housing agencies began issuing some
mortgage subsidy bonds in the early 1970s. Before 1978, however,
most State housing finance agency bonds were issued to provide
multifamily rental housing.®® Dramatic increases in the volume of
tax-exempt bonds for single-family, owner-occupied housing during
the late 1970s led to enactment of the 1980 Act.

The 1980 Act provides that interest on mortgage subsidy bonds is
tax-exempt only if the bonds are qualified veterans’ mortgage
bonds or qualified mortgage bonds. Qualified veterans' mortgage
bonds are general oblifation bonds, the proceeds of which are used
to finance mortgage loans to veterans. The 1980 Act exempted
qualified veterans’ mortgage bonds from the volume, arbitrage, and
targeting limitations applicable to qualified mortgage bonds. The
1980 Act required qualified mortgage bonds to satisfy several re-
quirements:

(1) Qualified mortgage bonds were required to be issued before
January 1, 1984,

(2) The aggregate annual volume of such bonds that a State, and
local governments within the State, may issue was limited to the
greater of (1) 9 percent of the average annual aggregate principal
amount of mortgages executed during the 3 preceding years for
single-family owner-occupied residences located within the State, or
2) %200 million.

(3) The bond froceeds were required to be used to finance the
purchase of single-family residences that are located within the ju-
risdiction of the issuing authority and that are reasonably expected
to become the principal residences of the mortgagors.

(4) With limited exceptions, only new mortgage loans could be
made from the bond proceeds.

(6) At least 20 percent of the proceeds of each issue generally was
required to be available for financing residences in certain low- and
moderate-income “targeted” areas. .

(6) All of the mortgage loans made from each issue generally
were required to be made to mortgagors who did not have a
present ownership interest in a principal residence at any time
during tge 3-year period ending on the date their mortgage loans
were made. .

o2 Title XI of the Omnibus Reconciliation Act of 1980 (P.L. 96-499).
43 The ux-exem(rtion for bonds for multifamily residential rental property remains as an
exempt activity under the IDB rules.

3N
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(7) All of the mortgage loans were required to be made to finance
the purchase of residences for which the acquisition cost did not
exceed 90 percent (110 percent in targeted areas) of the average
area purchase price applicable to the residence.

(8) Each issue of qualified mortgage bonds was required to satisfy
certain special arbitrage restrictions, both as to mortgage loans and
noinmortgage investments. -

TEFRA amendments to eligibility and arbitrage requirements

TEFRA amended the first-time homebuyer and purchase price
restrictions for qualified mortgage bonds (items 6 aud 7, above).
After TEFRA, only 90 percent of the mortgage loans financed by
an issue are required to be made to first-time homebuyers, and the
purchase price limit for homes is 110 percent (120 percent in tar-
geted areas) of the average area purchase price.

Finally, TEFRA increased the permissible arbitrage earnings on
quali.led mortgage bonds and provided that, for purposes of the re-
quirement that nonmortgage investments bearing a yield higher
than that of the issue be liquidated in certain cases, no liquidation
is required when a loss in excess of the amount of undistributed
arbitrage profits in nonmortgage investments would result.

1984 Act amendments

The 1984 Act restricted the issuance of qualified veterans’ mort-
gage bonds to States that had issued those bonds before June 22,
1984, imposed State volume limitations on the amount of the bonds

. that may be issued, and restricted mortgage loans made with the
bond proceeds to loans to veterans who served on active duty
before 1977 and who apply for a loan before a specified date.

The 1984 Act also reenacted and extended through December 31,
1987, the authority to issue tax-exempt qualified mortgage bonds.
The requirements applicable to these bonds are the same as ap-

-plied before expiration of the provision at the end of 1983. -

Additionally, the 1984 Act authorized States to exchange all or a
portion of their qualified mortgage bond volume authority for au-
thority to issue MCCs. MCCs generally are subject to the same eli-
gibility requirements as qualified mortgage bonds.

¥
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C. Qualified Scholarship Funding Bonds

1976 restrictions

In the early 1970s, some States sought to use tax-exempt bonds .
to finance student loan programs for college students. These pro-
grams were partly in response to Federal education programs
which provided incentive payments to institutions offering student
loans. Typically, the programs involved not-for-profit corporations
organized by the State to issue the bonds rather than the States
doing so themselves. Therefore, a question arose as to whether the

N bonds were issued by or on behalf of the States. Additionr1'v, the
use of tax-exempt bond. proceeds to acquire student notes ...aring
poxig:égmpt interest could have violated the arbitrage rules adopted
in .

In response to this situation, the Tax Reform Act of 1976 provid-
ed a new exemption for interest on qualified scholarship funding
bonds. To be exempt, these bonds must be obligations of not-for-
profit corporations organized by, or requested to act by, a State or
a political subdivision of a State (or of a possession of the United
States), solely to acquire student loan notes incurred under the
Higher Education Act of 1965. The entire income of these corpora-
tions (after payment of expenses and provision for debt service re-
quirements) must accrue to the State or political subdivision, or be
required to be used to purchase additional student loan notes.

1984 Act restrictions

Student loan bonds are private activity bonds subject to the State
< volume limitations imposed under the 1984 Act. The 1984 Act fur-
ther limited tax-exemption for student loan bonds to those bonds
repayment of which is guaranteed under the GSL or PLUS pro-
grams of the Department of Education, effective for bonds issued
after July 18, 1984. Finally, the 1984 Act provided that, subject to
Treasury Department regulations, additional arbitrage restrictions
like those applicable to IDBs will apply to tax-exempt student loan
bonds. The legislative history accompanying this provision indi-
cates that these rules may require rebate of certain arbitrage prof-
its and may restrict investment of student loan bond proceeds in
investments unrelated to the purpose of the bonds.

(39
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D. Tax-Exemptions Provided by Federal Statutes Other Than the
Internal Revenue Code

In addition to the activities for which tax-exempt financing is
provided under the Internal Revenue Code, certain nontax statutes
grovided an exemption for interest on specified obligations before

983. Bonds issued pursuant to these non-Code exemptions general-
ly were not subject to the restrictions on tax-exempt bonds con-
tained in the Internal Revenue Code.

District of Columbia bonds

Under the District of Columbia Self-Government and Govern-
mental Reorganization Act,%4 the District of Columbia is author-
ized to issue (1) general obligation bonds and (2) revenue bonds and
notes for use in the areas of housing, health, transit and utility fa-
cilities, recreational facilities, college and university facilities, pol-
lution control facilities, and industrial and commercial develop-
ment. Under that Act, the obligations were exempted from all Fed-
eral and District taxation (except gift, estate, and generation-skip-
pngﬁ1 transfer taxes).%

e Internal Revenue Service held that interest on bonds and
notes issued by the District of Columbia, before 1984, was exempt
from Federal income taxes notwithstanding the IDB provisions of
the Internal Revenue Code.®® Thus, the District could issue bonds
for industrial and commercial development without regard to the
limitations on small-issue IDBs; however, IRS concluded that the
lI))gstc{ict of Columbia did not have the authority to issue arbitrage

nds.

Bonds issued by U.S. possessions

Puerto Rican bonds

“Under the Puerto Rico Federal Relations Act,®” interest on
bonds issued by the Government of Puerto Rico, or by its authority,
was exempted from Federal, State, or Puerto Rican taxation.

Virgin Islands and American Samoa bonds

The government of the Virgin Islands may issue general obleiﬁa-
tion and other bonds for public works, slum clearance, urban rede-
velopment, or to provide low-rent housing: Since 1984, the Virgin
Islands also may issue IDBs.%8 Interest on bonds issued by the
Virgin Islands (or any municipality thereof) may be exempt from
Federal, State, or Virgin Islands taxation,%?

4 87 Stat. 774 (1973); Pub. L. 93-198.

¢% D.C. Code sec. 47-332.

66 Rev. Rul, 76-202, 1976-1 C.B. 26.

67 Laws 1917, c. 145, 39 Stat. 953 (48 U.S.C. sec. 745).

e8 P, 98-369.

€% Pub. L. 418, 81st Cong., 1st Sess. (1949) (48 U.S.C. sec. 1403).
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The Government of American Samoa is authorized to issue tax-
exempt IDBs.7°

State and local housing agency bonds

Section 11(b) of the Housing Act of 193771 provided that interest
on certain obligations issued by State and local public housing
agencies in connection with low-income housing projects is tax-
exempt. This tax-exemption is limited to bonds for projects devel-
oped, acquired, or assisted by the State or local agency. The project
units generally must be rented to families whose incomes do not
exceed 80 percent of the median income for the area (as deter-
mined by the Department of Housing and Urban Development).

1982 amendment

The Surface Transportation Assistance Act of 1982 72 expanded
the scope of the tax-exemption provisions of the Internal Revenue
Code (sec. 103(a)) to include obligations the interest on which previ-
ously was tax-exempt under Federal statutes other than the Code.
This Act did not, however, extend substantive Code restrictions to
non-Code bonds.

1984 Act amendments

The 1984 Act expanded the application of Internal Revenue Code
provisions to bonds authorized by other Federal statutes. Under the
1984 Act, these non-Code bonds must satisfy all Code provisions
that apply to bonds issued under the Code for like purposes. The
specific Code provisions extended to non-Code bonds are (1) the

tate private activity bond volume limitations, (2) the Code arbi-
trage restrictions, (3) the public approval and information reporting
requirements for private activity bonds, (4) the requirement that
obligations be issued in registered form, (5) the disallowance of tax-
exemption for Federally guaranteed obligations, and (6) the private
loan bond restriction.

70 P.L. 98-369.
11 42 U.S.C. sec. 1437i(b).
™t P L. 97-424.

————
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E. 1984 Restrictions on Tax-Exempt Bonds Generally

The 1984 Act included four provisions of general application to
tax-exempt bonds, including bonds issued for private activities.

Private loan bond restriction

The 1984 Act provided that interest on bonds issued to provide
loans to nonexempt persons is taxable. Private activity bonds for
which Congress previously has authorized tax-exemption (i.e., IDBs,
MSBs, and qualified student loan bonds) are not subject to this re-
striction. In addition, an exception is provided for bonds issued to
enable the borrower to finance any tax or governmental assess-
ment of general application.

Prohibition on Federal guarantees

The 1984 Act generally prohibited tax-exemption for interest on
bonds that are guaranteed, in whole or in part, by a direct or indi-
rect guarantee of the Federal Government. Exceptions were provid-
ed for certain guarantee programs in existence when the 1984 Act
was enacted. )

Transfer tax treatment of tax-exempt bonds

The 1984 Act provided that the Federal gift, estate, and genera-
tion-skipping transfer taxes apply to transfers of tax-exempt bonds
unless an exemption that specifically refers to the gift, estate, or
generation-skipping provisions of the Internal Revenue Code is en-
acted. (At the present time, no bonds are exempt from these Feder-
al transfer taxes.)

Future grants of tax-exemption

The 1984 Act provided that all future grants of exemption from
Federal tax must be enacted as part of a revenue Act. ’

42y
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V. DESCRIPTION OF TAX REFORM PROPOSALS

A. Administration Proposal
Tax-exemption generally
Repeal of tax-exemption for nongovernmental bonds

General rule -

Under the Administration proposal, interest on State and local
government bonds would be tax-exempt only if the bonds were
“governmental” bonds. Bonds would be governmental bonds 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.
The use of bond proceeds would include the use of property fi-
nanced with those proceeds.”? Thus, interest on IDBs, MSBs, and
student loan bonds (using present-law definitions), as well as bonds
to benefit charitable organizations (described in sec. 501(cX3)),
would no longer qualify for tax-exemption.”* Tax-exemption would
continue to be permitted for interest on bonds issued to finance
State or local government operations (including TANs and RANSs)
and to finance the acquisition or construction of government build-
ings. These rules would apply both to general obligation bonds (i.e.,
- bonds backed by the general revenues of the issuing government)
and revenue bonds (i.e., bonds to be repaid from the revenues from
a specific project).

If bond-financed property were used partially for governmental
purposes and partially for nongovernmental purposes, an allocable
portion of the property could be financed with tax-exempt bonds.
As illustrated in the Administration proposal,”® if a government-
owned and -operated electric generating facility contracted to sell
10 percent of its output over the life of the facility to an investor-
owned utility, and supplied the remaining 90 percent of the power
generated by it directly to the general public, 90 percent of the
costs of the facility could be financed with tax-exempt bonds. (A
government-owned and -operated utility that provided electricity to
the general public would qualify for tax-exempt financing under
the proposal.)

73 The Administration proposal would discontinue the present-law concepts of exempt activity
and public versus private use. The concept of use, discussed in 11.C., above, would continue to be
relevant for determining whether the use of bond proceeds was by a governmental entity, and
thus whether the bonds were governmental bonds.

74 A few bonds that are IDBs under present law would be governmental bonds under the Ad-
ministration proposal. For example, bonds to finance the extension of a governmental sewer
system to serve a single corporation are IDBs under present law, but would be governmental
bonds, and thereby eligible for tax-exemption under the Administration proposal.

7 Th;a governmental use requirement is described on on p. 282 ef seq. of the Administration
proposal.
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Exceptions

The Administration proposal includes three exceptions to the
governmental use restriction—a special rule for certain facilities,
owned and operated by a governmental unit, that are available to

-=-the ‘general public on the same basis; a de minimis exception for
certain short-term leases and management contracts; and an excep-
tion for certain investments relating to temporary periods or to
reasonably required reser}/e or bona fide debt service funds.

Requirement-of availabtlity on the same basis to all members of
the general public—Under the Administration groposal, the use of
bond-financed property, owned and operated by a governmental

;. unit, by a nongovernmental person would not result in a denial of

. tax-exempt financing, if the property were available for use by all

members of the general public on the same basis. The use of bond-
financed property by one or more nongovernmental persons on a
basis other than that available to the general public would, howev-
er, result in loss of tax-exemption. Such a different use by one or

. more nongovernmental persons could be demonstrated by af‘(grmal

" or informal agreement between the governmental unit and the

nongovernmental person, or by the fact that the property we.%? lo-
u

cated at a site that was not readily accessible to the general public. .

As an example, the Administration proposal states that extension
of a road, sewer, or similar system to a newly constructed house or

business could continue to be financed with tax-exempt-obligations. .

However, construction of an airstrip adjacent to a business that
would be the primary user of the airstrip could not be so financedi
~The Administration proposal states that a facility used by a non-
overnmental person would not qualify for this exception merely '
gqcause it also is used by the general public. For exaniple, a leased-
airline terminal could not be financed with tax-exempt bonds, since
the airline’s use of the terminal would be on a basis different from
that available to the general public.
" Exgeption, for short-term contracts and initial-period leases.—The
leasing of property to a nongovernmental person, or its operation
by such a person pursuant to a management contract, ordinarily
would disqualify the property from tax-exempt financing under the
Administration proposal. Similarly, tax-exir:ft financing generally
would not be available for property operated by nongovernmental
Jpersons, pursuant to management contracts. An exception would
provided for management contracts of one year or less in dura-
tion. For example, a solid. waste disposal facility owned by a cx};y

° " government and serving the general public in the city could be fi-

nanced with tax-exempt-obligations if it were o;;fra either (1) by

the city, or (2) by a private manager under a short-terny. (one year

or less) management contract.

© An“exception also is provided for certain leases of one year or
" less duration; however, this exception'is limited to the period im-

mediately after substantial completion of construction of the bond-

financed property. Other leases to nongovernmental persons would

rreclude the use of tax-exempt financing for the property (or the

eased portion thereof). |

- Exception for certain temporary period” investments.—Bond. pro-
ceeds cotild be invested for an initial temporary period without loss .

*



46

of tax-exempt status.”® Exceptions also would be provided for (1)
reasonably re?-uired reserve funds, and (2) bona fide debt service
funds, both defined as under present law.

Additional arbitrage restrictions

The Administration proposal would extend additional arbitrage
restrictions, similar to the present-law rules applicable to IDBs and
mortgage subsidy bonds, to all tax-exempt bonds. Under these addi-
tional restrictions, investments not directly related to the purpose
for which bonds are issued (i.e., investments in acquired nonpur-
pose obligations) would be limited to 150 percent of annual debt
service, with exceptions for an initial temporary period and for
bona fide debt service funds.

Additionally, all tax-exempt bond issuers would be required to

_.rebate arbitrage profits on nonpurpose obligations to the United

" States.’? For this purpose, profits would be adjusted for gains and

losses on the nonpurpose obligations and for earnings on the arbi-

trage profits themselves (as under the present-law IDB rules). For

purposes of determining the amount of arbitrage profits, the yield

of a bond issue would be determined without regard to costs (in-

cluding underwriter’s discount, issuance costs, credit enhancement

fees, and other costs). The yield on acquired obligations similarly
would be determined without regard to costs. -

The present-law rules, under which unlimited arbitrage may be
earned during certain initial temporary periods of up to three
Kfars, also would be restricted under the Administration proposal.

o temporary period would be allowed for bond issues that fi-
nanced the acquisition of property. In the case of construction
projects, the temporary period would end when the project was sub-
stantially complete, or when an amount equal to the bond proceeds
has been expended on the project.

In no event could the temporary period exceed three years. In
conjunction with these changes, the option to waive the tems)orary
period and earn an 0.5 percent (rather than 0.125 percent) arbi-
trage spread would be repealed. p

Restriction on early issuance.of bonds

Early issuance of tax-exempt bonds would be restricted more
: tightly than under present law. An issuer would be required to
Y spend a significant portion of the bond proceeds within one month
- of the issue. All bond proceeds would be required to be expended
within three years of the date of issue, with an exception for rea-

sonably required reserve and replacement funds.

Prohibition of all advance refundings

~ The Administration dgroxosal would prohibit advance refundings
of all tax-exempt bonds. Advance refundings would be defined to
include any refunding when the refunded bonds were not redeemed

.o T44But see, the discussion below of proposed new restrictions on the length of permitted
tem ry periods durjng which unlimited arbitrage profits could be earned.

7 But the pro does not specify any exceptions to this rebate requirement, The preeent-
law IDB rules allow exce (1) where the gross proceeds of the issue are expended for a gov-
ﬁnlx)menml p)urpose within 6 months of the issue date, and (2) for certain debt service funds. &ee.

. - + .
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:mmediately (i.e., the 180-day rule of present law for IDBs and
mortgage subsidy bonds would be repealed).

Information reporting and other requirements

The present-law information reporting requirements for IDBs
would be extended to all tax-exempt obligations.

Deductibdility of expenses related to tax-exempt income

In addition to the proposed restrictions on tax-exempt financing
generally, the Administration proposal also would deny banks a de-
duction for any interest payments that are allocable to the pur-
chase or carrying of tax-exempt obligations. The amount of interest
allocable to tax-exempt obligations would be determined as it is for
purposes of the 20 percent reduction in preference items under
present law.”® Thus, a deduction would be denied for that portion
of a bank’s otherwise allowable interest deduction that is equiva-
lent to the ratio of (1) the average adjusted basis during the year of
tax-exempt obligations held by the bank,”® to (2) the average ad-
justed basis of all assets held by the bank. For example, if an aver-
age of one-third of a bank’s assets over the year consisted of tax-
exempt obligations, the bank would be denied one-third of its other-
wise allowable interest deduction. This prorata presumption could
not be rebutted by evidence of the bank’s purpose in incurring in-
terest payments.8°

Minimum taxes

The Administration proposal would impose alternative minimum
taxes on individuals and corporations. As under present law, tax-
exempt interest would not be treated as a preference item.

78 See, 111.C., and ILE., above.

7% For this purpose, only obligations acquired after December 31, 1985, would be taken into
account.

80 This provision will be analyzed more completely in a subsequent pamphlet on tax reform
proposals regarding financial institutions.
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B. Congressional Proposals

Tax-exemption generally

The Bradley-Gephardt (S. 409 and H.R, 800) and Kemp-Kasten
(H.R. 2222 and S. 1006) bills would repeal the tax-exemption for in-
terest on IDBs and mortgage subsidy bonds. Repeal of authority to
issue qualified mortgage bonds also would have the effect of termi-
nating authority to issue MCCs. Tax-exemption also would be
denied for interest on obligations the proceeds of which are used by
charitable organizations (described in sec. 501(cX3)), or to finance
loans to individuals for educational expenses (student loan bonds).

The present-law arbitrage rules would be retained without
change under these bills.

Minimum ;ax and preference reduction proposals

The Russo-Schumer minimum tax bill (H.R. 2424) would impose
an expanded alternative minimum tax for both individuals and cor-
porations. The tax would be imposed at a 25 percent rate on alter-
native minimum taxable income of $100,000 or more for individuals
and $150,000 or more for corporations. The tax would be phased in
for income levels in excess of $70,000. Interest on tax-exempt obli-
gations issued after the date of the bill’s enactment would be treat-
ed as a preference item, and thus would be included in the alterna-
tive minimum tax base.

“n
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V1. ISSUES RAISED BY THE TAX-EXEMPTION OF INTEREST
ON STATE AND LOCAL GOVERNMENT BONDS

A. Issues Related to the Effect of Tax-Exempt Bonds on the Tax
- System and the Economy ;

Permitting tax-exemption for interest on bonds issued by State
and local governments raises numerous policy issues. These issues
include (1) the effect of permitting tax-exemption for certain types
of income on the overall fairness of the tax system; (2) the effect of
tax-exempt private activity (ngngovernmenta{) bonds on the cost of
financing traditional government activities; (8) the efficiency of tax-
exemption as a means of providing a Federal subsidy to selected ac-
tivities; (4) the change in market allocation of capital that may
result from tax-exempt bonds; and (5) governmental versus nongov-
ernmental use of bond proceeds and bond-financed property.

Effect on fairness of the tax system

Outstanding tax-exempt bond holdings totaled $539 billion at the
end of 1984, This amount represents an increase of $54 billion over
the $485 billion year-end total for 1983.8! The bulk (about 94 per-
cent in 1983 and 1984) of the bonds were held by four groups:
households, mutual funds, commercial banks, and insurance com-
panies (other than life insurance).

Households and mutual funds holding tax-exempt bonds repre-
sent individuals who have found tax-exempt yields more attractive
than the after-tax yields on taxable investments. Since the ratio of
tax-exempt to taxable yields has been above 65 percent during the
past five years,®2 joint return filers with a 33-percent oz higher
marginal tax rate (i.e., having taxable income above $35,200), and
individual filers in a 343)ercent or higher marginal tax bracket
(taxable income above $28,800) would increase their after-tax yield
by investing in tax-exempt bonds. Since 1980, households have in-
creased their holdings of tax-exempt bonds both absolutely and as a
percentaﬁe of the outstanding amount of such bonds (from 25.5 per-
cent at the end of 1980 to 88.1 percent at the end of 1984). Mutual
funds specializing in tax-exempt bonds have increased seven-fold
since 1980, and their share of the total amount invested-in these
obliﬁations has increased from 1.8 to 8.3 percent.

The widesiread use of tax-exempt debt raises questions about the
fairness of the tax system. This 1ssue arises both with respect to
tax-exempt borrowers and with respect to investors in tax-exempt
bonds. Some persons suggest that by reducing the costs of capital to

®1 These statistics are shown in more detail Tables 1, 9, and 10 in VIL.A., below. Those tables
show the year-end amounts and distribution of ownership of tax-exempt bonds held by various
groups from 1972 through 1984

8 See, the table accompanying the discussion of the eﬁicienc{,ﬁf Kax-exempl. bonds as a means

- of providing a Federal subsidy, below, and also Table 7 in Part

(48)
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some businesses, tax-exempt financing for private dctivities puts at
a disadvantage businesses that must pay market intesést rates. The
loss of fairness (or its perception) becomes more important to busi-
ness as firms in closely related lines of business in the same mar-
.eting areas pay different interest rates as a result of the nonmar- '
ket decisions that deterrhine who receives tax-exempt financing.

Similarly, investors in tax-exempt bonds gain after-tax income
advantages that are unrelated to the concepts of ability-to-pay and
fairness-of-tax-burden within (and between) income classes. Al-
though many aspects of the tax structure have changed, the abili-
ty-to-pay and progressive rate concepts have remained a basic part
of the tax structure. The fairness issue is most pronounced when
the use of tax-exempt bonds and other sheltering devices so chanse
the distribution of after-tax income that higher income taxpayers
pay proportionately less income tax than lower income taxpayers— -
with some high income taxpayers reportedly being able to aveid = -
paying any Federal income tax. On the other hand, a basic princi-
fle of tax law also is that no person need pay more taxes than the
aw requires. Reduction of tax liabilig through investment in tax-.
exempt bonds is in this respect no different from any other consid-
erations (deductions, etc.) that may reduce taxable income.

Proponents of restricting or eliminating tax-exempt financing for
private activities suggest that tax-exemagt income is inconsistent
with basic rate reduction embodied in all three of the major tax
reform proposals currently before Congress. These persons suggest
that the trade-off for low rates is full taxdtion of economic income,
including tax-exempt interest. Some of these persons suggest that,.
even if tax-exempt income were not taxed under the basic income
tax, this income should be treated as a preference item under any
restructured minimum tax. The proponents of subjecting all eco-
nomic income to tax state that steps such as these are necessary if
unfairness, either actual or perceived, is to be avoided in any reform-
ed tax structure.

OESponents of making interest on State and local government
bonds taxable (or of treating the interest as a minimum tax prefer-
ence item) suggest that such Kroposals are inconsistent with the
principle of comity between the States and the Federal Govern-
ment, and possibly might be unconstitutional.®3 These opponents
suggest that this principle is particularly important given reduced .
direct Federal spending for various activities (including for exam- {

S
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83 The Code has provided since 1968 that interest on IDBs is taxable uniess a specific excep-
tion is provided in the Code. Since 1980, the tax law has provided that interest on morigage
subsidy bonds is taxable unless Code restrictions are satisfied. Additionally, the Deficit Reduc-
tion Act of 1984 provided that interest on all bonds the proceeds of which are used to finance
loans to nonexempt persons is taxable unless a specific Code exception allows tax-exemption.

In the only case in which it has considered this issue directly, the Supreme Court ruled that
the tax-oxemption of interest on State and local government bonds is constitutionally protected.
(Pollock v. Farmers’ Loan and Trust Company (157 U.S. 429 (1895).) That case involved debt
issued for basic govemmenul activities as opposed to bonds for private activities. In later cases,
the Court upheld the ﬂ)gllcation of the Fedoral income tax to wages of State emsloym (Helver-
ing v. Gerhardt (304 U.S. 405 (1938)) and Graves v. N.Y. ex. rel. O'Keefe (306 U.8. 468 (1939)).
Some commentators have suggested that taxation of wages of State employees is a similar issue
to taxation of interest on State and local government bonds.

Finally, the Federal Government statutorily has precluded the taxation of interest on its debt
by States. (3] U.S.C. 3124.) This prohibition applies whether the State law results in direct or
indirect consideration of the interest in computation of tax. (American Bank and Trust Co. v.
Dallas County (468 U.8. 855 (1983).) L
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ple, housing and education), and the concomitant increase in State -
responsibilities in these areas. The opponents further suggest that
even a reformed tax structure in which rates were significantly
lower properly should not preclude special treatment in certain
cases. As an exai.:ple, ihese persons point to the deduction for
mortgage loan interest incurred with respect to a principal resi-
dence, a deduction that is retained under all three of the major tax
reform proposals currently before Congress. The opponents of
taxing interest on State and local government bonds suggest that
assistance for local economic development and other purposes rep-
resents a similar overriding social objective.

Effect on the cost of financing traditional government activities

The use of tax-exempt bonds for private activities increases the
competition for the limited pool of assets available for investment
in tax-exempt obligations generally. The overall result is higher in-
terest rates on tax-exempt bonds generally, including bonds issued
for traditional governmental activities, as issuers of this debt must
bid funds away from other uses.

Proponents of restricting tax-exempt financing for private activi-
ties suggest that the increase in the municipal-corporate bond ratio
in recent years reflects the increased cost of government finance,
including increased costs of providing local capital improvements.
(See, Table 7 in VILA., below.) These persons suggest that, as a
result of the widespread availability of tax-exempt financing for
private activities, tax-exempt bond yields are higher than the
yields necessary to induce investment in State and local govern-
ment obligations. :

Opponents of restricting tax-exempt financing for private activi-
ties suggest that the term private-activity is a misnomer. These
persons suggest that the so-called private activities for which tax-
exempt financing currently is permitted serve a public purpose,
even if only indirectly. These persons suggest that financed activi-
ties may be in the nature of public works, even though a private
user may enjoy-the benefit of the tax-exempt financing. In addi-
tion, the opionents suggest that increases in employment and ex-
pansion of the local tax base are public activities of sufficient im-
?ortance to justify any increase in other interest expenses incurred
or traditional governmental activities, even if such increases
result in higher yields to bond investors than are needed to induce
investment.

Efﬂciegc of tax-exempt bonds as a means of providing a Federal
subsidy . '

Tax-exempt financing for private activities provides a direct Fed-
eral subsidy to at least two parties to each transaction—the bor-
rower and the bond investor (the lender).8¢ The private borrower
receives a Federal subsidy equal to the difference between the tax-
exem(ft interest rate paid and the taxable bond rate that otherwise
would be paid.®® Column 3 of Table 7 in VILA., below, may be used

®¢ These subsidies are in addition to any benefits received by the State or local government
issuing the bonds or by facilitators of the transaction, such as bond counsel and underwriters.

L borrower may deduct interest costs, whether the interest income is taxable or tax-
exempt to the lender. .
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to illustrate the measure of the borrower’s subsidy measured as a
percentage of the otherwise applicable taxable rate. For example,
for 1984, if the ratio of tax-exempt to taxable rates was .749, or 74.9
percent, the subsidy was equal to 25 percent of the taxable rate, or
approximately 2.5 percentage points on a 10-percent taxable rate.

he bond investor also receives a Federal subsidy from tax- -
exempt financing equal to the difference between the tax-exempt
interest rate and the after-tax gield on a taxable corporate invest-
ment. In many cases, the bond investor’s subsidy is greater than
the subsidy received by the borrower. The marginal tax rate of the
bond investor determines the extent of the subsidy.

The table below illustrates that an investor in the 50-percent
marginal tax bracket would receive a five percent after-tax yield
on a 10-percent taxable bond. This taxpayer would receive a higher
effective yield from any tax-exempt bond with an interest rate of
more than 5 percent than from a taxable bond yielding 10 percent.
If the bond yield ratio were .65, assuming a 10-percent taxable
yield, a State or local government bond would pay 6.5 percent in-
terest. In this case, the 50-percent marginal tax rate taxpayer
would receive a subsidy of 1.5 percentage points on the yield (6.5
minus 5 percent after-tax income on the taxable bond), resulting in
30 &petcent more sfter-tax interest income than if a taxable bond
had been purchased.

After-Tax Yield on Taxable Bonds, by Marginal Rates )

[in percentages]
Taxable bond yields
Investors’ marginal tax rate
. 10 9 8 1 6 - 5
50 .ot nns 5.0 4.6 4.0 35 - 80 2.5
40, 6.0 54 4.8 4.2 3.8 3.0
1 SO UUORUUROURR 6.5 5.9 5.2 4.6 3.9 3.2
80...ccrreerienecrererrenee e 7.0 6.3 5.6 4.9 4.2 3.5
25 e 1.6 6.8 6.0 5.3 4.5 3.8

Source: Joint Committee on Taxation.

Proponents of additional restrictions on private activity bonds
suggest that the subsidy to borrowers provided by these bonds is
very inefficient. These persons state that, for every $2 of benefit to
a user of bond finan px;lgl;‘)erty, the Federal Government loses $3
or more in tax revenues. The foregone tax revenues may result in
(1) increases in the Federal deficit; (2) higher marginal tax rates
than otherwise would be necessary; or (3) reductions. in other Fed-
eral Government programs. The proponents suggest that properly
designed direct subsidy programs are a more efficient method of
maximizing the portion of any subsidy that actually is received by
intended beneficiaries of Federal subsidies. -

Opponents of additional restrictions on private activity bonds
suggest-that the alternative to the indirect subsidy provided by tax-
exempt financing is creation of new Federal bureaucracies to ad-
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minister direct Federal programs. These persons suggest that the
inefficiency in targeting the benefits from tax-exempt bonds is no
greater than the inefficiency of such bureaucracies.

Change in market allocation

Tax-exempt bonds change the allocation of capital by encourag-
ing investment in projects eligible for tax-exempt financing, at the
expense of other investments. To some extent, this change is an in-
tended result. However, in certain cases, tax-exempt bonds may en-
courage investment in projects that serve little or no Ig.)ublic pur-
pose. In particular, the availability of small-issue IDB financin
may encourage small projects at the expense of larger ones, regard-
less of relative economic efficiency. Similarly, the tax-exemption
provided for interest on mortgage subsidy bonds may encourage
construction of single-family housing at the expense of industrial
or commercial facilities that would develop the economic base of an
area.

In addition to changing market allocation between competing in-
vestment purposes, tax-exemft bonds may change the allocation of
funds between persons eligible to receive tax-exempt financing (in-
cluding certain tax-exempt charitable organizations, and businesses
eligible for IDB financing) and other, ineligible persons. Also, by in-
creasing the demand for bond-financed property, tax-exempt fi-
nancing may encourage increases in the prices of this property. For
example, mortgage subsidy bonds, by reducing the effective mort-
gage interest rate, may increase the dem: for- eligible single-
amily residences. This may result in higher home prices for pur-
chasers receiving taxable financing, as well as for those benefiting
from tax-exempt financing.

Proponents of restricting tax-exempt financing for ain'ivau:e activi-
ties suggest that, if no tax subsidi'l were provided, all persons en-
gaged In private activities would have to pay market determined
prices for productive resources. Thus, all borrowers with essentially
the same credit rating would be charged the same rate of interest.
These persons further suggest that borrowers at tax-exempt rates
either ?le) do not have to meet a test of whether they could operate
profitably while paying the same interest cost as other borrowers,
or (2) even if they could operate profitably without the subsidf',
invest more extensively in the subsidized activities than they wouild
if they had to pay market, i.e., taxable and unsubsidized, interest
rates. Finally, the proponents of restricting this form-of- finaneing
suggest that its principal effect is to provide an _opportunity for
State and local governments to use the Federal income tax base, a
free good to them, as a marketing device that may cause increased
taxes for other parties.

Opponents of additional restrictions on tax-exempt financing for
private activities suggest that the market changes caused by tax-
exempt bonds are appropriate as a means of eﬁ'ectinﬂgeertain social
objectives that Coglx’%ress has determined to be sufficiently impor-
tant to subsidize. These persons suggest that, without the subsidy
(and accompanying change in market allocation), socially desirable
activities might not occur. The opponents of further restrictions
also suggest that the diversity of local needs makes additional Fed-
eral restrictions on the types of activities to be subsidized, or other-
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wise on the allocation of the overall subsidy allowed each State,
counterproductive. ;

Governmental v. nongovernmental use of bond proceeds and bond-
financed property

In recent years, State and local governments increasingly have
contracted with private businesses to provide, as private activities,
services that by some are considered governmental services (e.g.,
sewage and solid waste dis ). This phenomenon is referred to as
‘“privatization.” Additionally, qualified governmental units have,

issued tax-exempt bonds to finance other, private, activities that*-

many consider unrelated to governmental services (e.g., small-issue
IDBs, IDBs for multifamily residential rental progerty and air and
water pollution control facilities, and mortgage subsidy bonds).

Some proponents of restricting tax-exempt financing suggest that
the indirect Federal subsidy provided by tax-exempt bonds should
be permitted exclusively for those functions that actually are con-
ducted by State and local governments. These persons sv.:iggest that
it is inappropriate for the Federal Government to provide indirect
subsidies for private businesses through use of the Federal tax law,
particularly in times of budget constraint. Proponents of further
restricting tax-exemption also suggest that the indirect Federal
subsidy from bonds encourages the expansion of tax-exempt financ-
ing beyond the scope of traditional government services to new pri-
vate activities.

The proponents suggest further that restricting tax-exemption to
financing for services directly provided by State and local govern-
ments will not disrupt ﬁ)rivatization of government services to the
extent it is economically based, as opposed.to being simply a
method of shifting to the Federal Government costs that are more
appropriatelﬁ'hborne by State and local governments and private
enterprise. ese persons state that only those privatization
projects that are profitable because of the subsidy provided by tax-
exempt financing would be prevented from going forward by re-
strictions on such financing and that privatization resulting from
private sector efficiency would continue.

Opponents of additional restrictions on tax-exempt financing sug-
gest that many activities, nominally private, are in reality public
services. The opponents of additional restrictions cite as an exam-
ple bonds for airports that are IDBs because the users of the air-

ports are private businesses (airlines) even though airports form an -

important necessary link in the nationwide transportation system.
The opponents s %est that a governmental-nongovernmental dis-
tinction is impossible to make at the Federal level because of the
diversity of different sections of the country; therefore, they sug-
gest that discretion should be given to State and local governments.
. Opponents of additional restrictions further suggest that in some
instances services that are public in nature may be provided more
efficiently by private businesses contracting with governmental
units because of factors unrelated to the type of financin% These
Eersons frequently cite economies of scale and greater flexibility in

usiness mans‘?ement as examples of greater private sector effi-
ciency in providing privatized services. Opponents of eliminating
tax-exempt financing for these activities suggest that the fact that
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a private party provides a public service should not affect the
nature of the available financing.
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B. Issues Related to Activities for Which Tax-Exempt Bonds May
Be Issued

All of the major tax reform proposals before Congress would
repeal the present tax-exemption for interest on State and local
government bonds for private activities. The Administration pro-
posal generally would permit tax-exemption only if the bond-fi-
nanced property or services were governmentally used or provided.
The Bradley-Gephardt and Kemp-Kasten bills would repeal the
present tax-exemption for private activity bonds (IDBs, MSBs, stu-
dent loan bonds, and bonds for nonprofit charitable organizations).

In most respects, the effect of these proposals is the same; howev-
er, in certain cases, bonds that are IDBs because the bond proceeds
are used by a single or a limited group of users and the IDB securi-
ty interest test is satisfied may be governmental bonds under the
Administration proposal. For example, bonds to finance an exten-
sion of a' governmentally owned and operated water system for a
single manufacturing plant are IDBs, and interest on them would
be taxable under both the Bradley-Gephardt and Kemp-Kasten
bills. On the other hand, if the water system as a whole served all
members of the public on the same basis, the interest on the bonds
would be tax-exempt under the Administration proposal.

Conversely, if a city issued a single issue of bonds for several city
activities, and between one and five percent of the bond proceeds
were to be used indirectly to finance loans to individuals, the bond
interest would be tax-exempt under both the Bradley-Gephardt and
Kemp-Kasten bills while the interest would be taxable under the
Administration proposal. This result would obtain because bonds
are not taxable private loan bonds unless five percent or more of
the proceeds are to be used for loans to nonexempt persons (a re-
striction that is retained by the Bradley-Gephardt and Kemp-
Kasten bills). On the other hand, the Administration proposal pro-
vides that bond interest is taxable if more than one percent of the
proceeds is to be used by a nongovernmental person.

In addition to considering the general concepts discussed above
in VLA, the tax reform proposals raise specific issues concerning
what types of tax-exempt financing, if any, should be continued. If
Congress determines that certain private activities should continue
to receive tax-exempt financing, a number of issues remain to be
addressed as to the volume of these bonds permitted, the types of
activities eligible for such financing, and the depth of the overall
Federal subsidy to be provided. The following questions illustrate
specific issues that arise if such a determination is made.

(65)
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Targeting the subsidy provided by tax-exempt bonds

Volume

What volume of tax-exempt bond financing for private activities,
if any, is appropriate?

To the extent that issuance of tax-exempt bonds for private ac-
tivities is permitted, should a single annual volume limitation be
im)posed for all such bonds issued by or on behalf of a State and its
political subdivisions rather than continuing the separate limita-
tions presently applicable to most IDBs and all student loan bonds,
{;o %u%lified mortgage bonds, and to qualified veterans’ mortgage

onds

If tax-exempt financing continues to be permitted for charitable
organizations (described in sec. 501(cX3)) and for IDBs presently ex-
cepted from the State volume limitations, should bonds for these
purposes be subject to volume limitations?

Should authority for all tax—exemgt financing for private activi-
ties be authori only for a specified period to ensure periodic
review of the de%ree to which the subsidy continues to be appropri-
ate and effective

Because the abiligv under present law to advance refund bonds
other than IDBs and mortgage subsidy bonds may result in two or
more issues of bonds for the same project being outstanding for an
extended period of time, is it appropriate to permit such advance
refundings?

Types of permitted financings
Should tax-exempt financing be available only for activities di-
rectly serving the general public, or are there activities exclusive
or principally benefitting a single private party that should qual
for this subsidy?

Should tax-exemrt financing be available on a proportional basis
only if substantially all of the bond-financed property is used to
provide a governmental service?

Should IDB financing be available only for activities presently
qualifying under the exempt-activity exception when those activi-
ties entail relatively large expenditures and reflect “privatization”
of governmental services? (Under such a rule, for example, facili-
ties for the furnishing of water, sewer and solid waste disposal fa-
cilities might qualify for tax-exempt financing while air and water
pollution control facilities and projects for multifamily residential
rental property might not since these latter facilities normally
serve a single or a limited group of private users.)

Should tax-exempt financing for privatization of certain activi-
ties be permitted only where the private business provides services
to the State or local government with the government then provid-
ing such services to its citizens?

If tax-exempt financing continues to be allowed for facilities that
serve limited groups (e.g., IDBs for multifamily residential rental

PN
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property and mortgage subsidy bonds for single family, owner-occu-
pied housing), should new targeting rules be enacted to ensure that
a greater portion of the subsidy benefits the group with the great-
est need for the subsidy?

Should the maturity of tax-exempt bonds (in addition to IDBs) be
lir.r’xited in relation to the economic life of the bond-financed proper-
ty?

Should continued compliance with Congressional requirements
for tax-exempt bonds be required throughout the period that the
bonds are outstanding, and if so, should additional steps be taken
to ensure that continuéd compliance? (For example, under present
law, projects for multifamily residential rental property must satis-
fy the low- and moderate-income set-aside requirement for a quali-
fied project period, but no regular reporting or evaluation of com-
pliance is required. The sanction for noncompliance is loss of tax-
exemption to the bond investor rather than a penalty (e.g., nonde-
ductibility of interest g?_yments) imposed on the issuer of the bonds
or the user of the bond-financed property.)

Combination of Federal subsidies

To what extent should the combination of Federal subsidies be
permitted for private activities that continue to receive the benefits
of tax-exempt financing? More specifically—

Investment credit and cost recovery deductions

Should private ownership for tax purposes of tax-exempt bond-fi-
nanced propegtdy be permitted? (If the investment credit is repealed
and ACRS modified to lessen the extent of those subsidies, limita-
tions on tax ownership would be less severe because a greater per-
centage of the combined Federal subsidy would be provided by the
tax-exempt bonds.)

If private ownership of tax-exempt bond-financed property is per-
mitted, should cost recovery deductions be determined using a
}lori)gtgr period than is allowed for property financed with taxable

e ,

Federal guarantees of tax-exempt bonds _

Because the combination of tax-exemption and a Federal guaran-
tee makes State and local bonds a more attractive investment than
Federal Government debt obligations, should all Federal guaran-
tees of tax-exempt bonds be prohibited? (The 1984 Act restricted
the combination of these two benefits, but provided exceptions for
numerous guarantee programs in existence at that time.)

Arbitrage and related issues involving use of bond proceeds by issu-
ers and parties other than ultimate beneficiaries

Should tax-exempt bond proceeds be required to be spent for the
purpose of the issue within a relatively short time after the bonds
are issued? (Such a rule would preclude earlier than needed issu-
ance of bonds primarily to earn arbitrage profits.)
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Should thq.,tempdrary'\period exceptions during which time un-
limited amounts of arbitrage profits may be earned be shortened or
eliminated? .

Should rules such as the additional arbitrage restrictions that
apply to mast IDBs (e.g., a rebate requirement) be extended to all
tax-exempt bonds?

Should the costs of issuance (e.g., bond counsel and underwriters’
4+~  fees) be paid by the person for whom the bonds are issued rather
v than being recovered out of arbitrage profits?

A Should all of the proceeds of an issue of tax-exempt bonds be re-

=« quired to be spent for the purpose for which the bonds are issued?

(Under present law, 16 percent of IDB proceeds may be used for

purposes other than the purpose qualifying the interest on the
bonds for tax-exemption.)
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VII. REVENUE ANALYSIS -

A. Statistical Dgta Relating to Tax-Exempt Bonds (Other Than
Mortgage Subsidy Bonds)

Size and composition of the tax-exempt bond market

Table 1 shows the growth in the volume of the tax-exempt bond
market, by function, from 1975 through 1984. The total volume of
tax-exempt obligations increased from $30.5 billion in 1975 to
$114.3 billion in 1984. During this period, the volume of bonds for
private activities (including tax-exempt IDBs, student loan bonds,
mortgage subsidy bonds, and bonds for use by certain nonprofit
charitable organizations) increased from $8.9 billion (approximately
29 percent of total State and local government borrowing) to $71.8
billion (approximately 63 percent of State and local government
borrowing). Conversely, the volume of bonds for traditional public
_ activities, while increasing in dollar volume from $21.6 billion to
$42.6 billion, decreased as a percentage of total tax-exempt bonds
issued, from approximately 71 percent of total borrowings to ap-
proximately 37 percent.

(69)
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Table 1.—Volume of Long-Term Tax-Exempt Bonds by Type of Activity, Calendar Years 1975-1984
' (In billions of dollars]

1975 1976 1977 1978 1979 1980 1981 1982 1983 1984

Total issues, long-term tax exempt bonds 1 2...................... 305 35.0 46.9 49.1 484 54.4 55.1 849 933 1143
Nongovernmental tax-exempt bonds............ccovcveremcnecnnns 8.9 114 174 19.7 28.1 325 30.9 49.6 57.1 7
Housing bonds: 14 27 44 6.9 12.1 14.0 48 14.6 17.0 20.0
ingle family mor subsidy bonds * 0.7 1.0 34 7.8 10.5 2.8 9.0 11.0 12.8
Multi-family rental housing IDBs 0.9 14 29 25 21 22 11 5.1 5.3 5.1
Veterans’ general obligation bonds 0.6 0.6 0.6 1.2 16 13 09 0.5 0.7 2.1

Private exempt entity bonds 3 18 25 43 29 32 33 4.7 85 11.7 116
Student loan * 0.1 0.1 03 06 0.5 11 1.8 33 11
Pollution control IDBs 21 2.1 3.0 28 25 2.5 43 59 45 75
Small-issue IDBs - 13 15 24 3.6 75 9.7 13.3 14.7 14.6 174
Other IDBs * 23 25 32 3.2 22 - 25 27 4.1 6.0 14.0
Other tax-exempt bonds 5 21.6 236 29.5 29.3 20.3 220 24.2 353 362 426

* $50 million or less.

1 Total reported volume from Bornd Buyer Municipal State Book (1985) adjusted for privaiely placed small-issue IDBs.

2 This volume does not reflect amounts borrowed pursuant to installment sales agreements, cing leases, or other, non-bond, borrowing
by State and local governments. See, IL.A., above, for a discussion of the tax treatment of these types of debt.

3 Prtxlvatae-exempt entity bonds are obligations issued for the benefit of section 501(cX3) organizations such as private nonprofit hospitals and
universities.

:Other IDBs include obligations for prglagn%u:meeses that qualify for tax-exempt activities, such as sewage disposal, airports, and’ docks. .

of these may be nongovernmen
Note.—Totals may not add due to rounding.
Source: Office of the Secretary of the Treasury, Office of Tax Analysis.

19
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Use g& ‘teax-cxempt bonds for certain charitable organizations, by

Table 2 gets forth the volume of tax-exempt bonds issued for
charitable organizations (described in sec. 501(cX8)) in 1984, b
State. (Nonprofit tax-exempt organizations include private nonprof-
it hospitale and universities.) As shown in the table, the use of tax-
exempt financing for these o:sanimtions varies significantly, by
State, For example, Texas issued $1.447 billion of tax-exempt bonds
for nom'oﬂt charitable organizations in 1984, while Wyoming,
Utah, ne, and Alaska issued no such bonds.

Table 2.—Volume of New Issue Tax-Exempt Bonds for Certain
Charitable Organizations, by State, 1983-1984 !

[In millions of dollars]

State 1983 1984
United States, total..........c..evveerenre verterssarensnsannseese 8,096 10,055
Alabama........c.oenes rreennen rresesasare verseonperesressennraensnens , 108 838
Alaska ....o.coevvvrerrnrrnnennirerenes reeseesasnrnasreane revereressereesne 4 0
ATIZONA...c.crevrercrernensniresesersseseessssssessassoresssrsnssssasnsans 102 319
Arkansas............... cresseseonrnsesen reereseiaeasseserasnsrsnensrens 31 44
califo tepegesrdennuny PR ReRIIIRRINTSY 1000 orense PONNPITIINNITIBAIIRINOIY 1’210 783
Colorado......ceeenene resrenrs Rt e retrasaesarasaesasasaesaasRen poores 146 246
mnnecticut AR AL AL L) teseseee LI I AL LA L) FEESOSCINIIIRIIESRIINS esee 77 79
Delaware.........eeeer verareeeesaenrsraesansraysteaospesanes serssesaenes 10 8
motid&..,,.............m.m-o.mm.m ----- teesaveree peseses prressacsecs 610 748
(€701 - VR R 91 31
Hawaii’." """ APreLIgRIRIRINIOIYIYY ' 1eeprirenes . 20 . 82
ldahONOv-nn ----- seoevepraggerrerere Veeesrreregnsenasiane gesesnnsseverseseene 28 6
nlmoh L R L T LT LT Ty DR R T TN TN ) pesvscsuserseerisosre 404 477
Indiana......c.oene reresenpersessressasyagssrnorenes Srvereeseressnsssusenns 884 815
lowa ' 28 4
. 11 38
Kentucky . 144 118
Lousiana ....... ' . 124 196
ing ..... " . 4 0
Maryland 47 164
assachusetts............ serssesessnsasaeanrer 698 506
(CRIZAN .vcecvereerecn e bsrssebessaseenns 219 248
innesota........oeeenne rrrsersesesrsrsarstersasrsrsasrarastorensanes 206 18
Missis8ippi ......ovvevnnrrisssnsissnsnissssisssnssssssssinsiess 42
IBBOULL c.ovcvucrrerenrsnnaniseossecasssesseossossssasssssessassasarssasess - 201 357
MONLANA...c..verrerrcinensrireasrssesnsesssnsnsssserassssesasnrsssasss -5 26
NEDIaska.........cvciivniriirennnennensniisnseesosesssnsssssssossesss 18 116
Nevada .....c.occrvrinernennnne Vesereresaasessesaarstarsssasassasnsanenes 4 9
New Hampshire...........ceccovevvuvenevennesssensesnssenns e 85 - 46
NeW JOrsey.........ccouvcmsmnsnisssssinversnmsesssnssssssssssssassnns 334 262
New Mexico............. teresrereersbersensbererrsaeResaetrasRoRaaens 1 18
New York............. X . 450 1,004
North Caroling .........cccceverreceireicesensscsesssrsssssesessans 67 38
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Table 2.—~Volume of New Issue Tax-Exempt Bonds for Certain
Charitable Organizations, by State, 19831984 '==Continued

(In millions of dollars)

State 1988 1984
NOIrth Dakota........cccvevrrivnnnirenrsssnesssrerisssssesssserssssse 41 27
ORIO .coevciienniiiieesrsssessessessessesassressssessssossssisesns 882 271
=~ Oklahoma ..........c..o......... rreesesnenesnens 33 3
Oregon............. heerstseneeneresretsas e et etsasasreaten e tesbensens 60 106
Pennsylvania..........ccoovvmninnnnnnms. 660 782
Rhode ISland ............cccvcenninnniicrinenreesnisesesssnsssnsisens 26 86
South Caroling............cccevenvinrerivesrennsnresessssiserereass 17 18
South Dakota ........cecveerrecinrrennnnseernacnrernsssessssssaes 26 23
Tennessee ......... FeereerenssreiriresausassresbenereeaernsResaeReesRabe 104 146
T@XEAB ...eveirnreervrnrensnrersnsnsenissssnessosserseraosnoresaessrassossosens 0611 1,447
L0571, VR resrerersasnerere 87
VOIrMONt......ccvcorivnrcrsrenrerersesererssessesssssessanne e 8 32
VAPZINIa......ccoveecrniennnnerenneesnieeresninsressissnsnsssssessess 176 129
Washington ...........ccceevvvveerennnneerennesesessesesassreseeses 47 60
West VIrginia........cocinininennncnncniiioiesiene . 23 61
WIBCONBIN......ooreriererrerernirersnernrssessssnersesssasssnssssassersassns 11 162
WYOMING.....covririnnienrrnnernrernsesesensssinsressesssnsnsans veran 3 0

* New issue volume equals the purchase price of the bond minus proceeds used
— to retire earlier issues.
* Less than $500,000.

Source: Office of the Secretary of the Treasury,
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Usé of exempt-activity IDBs and student loan bonds, by State

Tables 3 and 4 set forth the volume of exempt-activity IDBs, and
student loan bonds, by State, during 1983 and 1984, respectively.

The table shows that the volume of the. different types of theggi

bonds varies significantly by State. For.example, in 1983, Te

issued $1.117 billion of IDBs for multifamily residential rentas

property while New York issued $367 million. Similarly, in 1984,

Georgia issued $1.016 billion df IDBs for air and water pollution

ggnf(;lrol property while North Carolina issued $280 million of such
nds. {

Table 3.—Volume of New Issue Bonds for Selected Activities,! by
State, 1983 .

[In millions of dollars]

Type of Activity
State o udent  Multi- Airport  Sewage Pollu.
Stloa: famitly d?)':l!c :;;‘tle tion
bonds  housing: ete. disposal control
United States, total......... 3,086,, 5,337 2,089 1,442 3411
Alabama........... W 5 82 1 113 34
Alaska .......ccceevverenen. \ererens 0 .38 28 0 10
Arizona........... reersesaneverseners 204 172 9 204 184
Arkansas..........oueviiinen. 0 18 0 1 26
California........cccoevrevrenenne. 576 784 166 122 75
Colorado.........cceevvererierranan 133 81 21 7 42
16 82 13 0 0
0 20 0 1 2
0 353 395 220 226
0 328 40 1 24
-0 0 57 0 0
17 4" 0 0 13
159 99 311 126 24
82 43 6 24 123
60 - 18~ 0 0 4
. 0 45 22 0 226
Kentucky . 119 15 27 6 112
Louisiana. .- 0 188 161 1 167
MAINE ..ccorroerrrrrorrerrerer % 0 0 0 0
Maryland.........cccooveeuennnenn, 0 296 48 236 10
Massachusetts.............o... 132 55 0 167 136
Michigan .......ccocoevvvvreereennne 0 96 . 0 11 151
(63)
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Table 3.—Volume of New Issue Bonds for Selected Activities,! by
State, 1983—Continued

[In millions of dollars]

Type of Activity

State tud Multi.  Alrport  Sewage ollu.

S loastnt famlitliy d‘:;ﬁ :a::te l:.tion
bonds  housing ete. ’ disposal control
Minnesota.......coeervrvennene 168 140 1 0 109
Mississippi .....cocovevererenernn 20 8 0 8 82
MisSouri .......cceceeveeeverrnrnens 0 177 58 0 34
Montana.......ccceeeerevnerrenenne 34 16 0 1 %
Nebraska.........coceevrnrerennee 0 9 0 0 6
Nevada........coevvverrvernnennee 0 17 16 0 53
New Hampshire............... 42 0 0 0 15
New Jersey.......cecvierniens 0 48 67 4 102
New Mexico 42 11 0 0 22
New York.... 0 367 107 31 48
North Carolina . 0 4 6 0 23
North Dakota........ 0 1 0 5 21
[0 13 10 YT 198 7 20 3 140
Oklahoma............. sasserseenens 0 177 29 0 49
Oregon........covvvverrverennseree 0 0 6. 0 0
Pennsylvania.................... 201 30 41 - 18 125
Rhode Island .................... 0 13 0 0 0
South Carolina................. 50 4 0 40 192
South Dakota.................... 25 10 0 9 9
Tennessee ..........cceereerernens 0 70 0 13 17
TeXAS ...cvcuereervrreerrerersneranes 259 1,117 329 30 230
Utah..eoveccirrcercsecreanes 50 40 25 2 118
Vermont........cocoeeeevrveinnne 5 8 0 2 0
Virginia.......cocvvveerercrens 299 178 1 33 51
Washington ..................... 0 0 88 0 6
West Virginia.........cc.e.... 0 28 0 2 23
WisSconsin......cccveveeereeivunenne 46 ( 0 2 2
Wyoming....cueeneersresenaes 0 3 0 0 211
1 Volume for new issues is the purchase price of the bonds minus the amount

used to refund previously issued obligations.
Source: Office of the Secretary of the Treasury.
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Table 4.—Volume of New Issue Bonds for Selected Activities,' by
State, 1984

- [In millions of dollars)

Type of activity

State Student  Multi- M::g" Se.\; Pollu-
. loan family dock waste tion
bonds  housing ete. control

disposal

1,680 5,028 8770 6,601 7,616

0 0 29 66 260

0 2 27 0 0

0 66 20 402 198

0 17 4 29 138
426 927 339 552 .309
0 118 1 20 117
309 71 8 36 72
0 7 0 0 168
12 470 417 1,002 214
0 223 0 6524 1,016

0 0 66 0 0
87 0 4 0 9

182 96 887 38 86
-0 25 53 87 408

11 40 0 0
0 89 0 100 114
Kentucky .......ccocvnecrrenen. 41 4 163 61 69
Louisiana ...........ccoeiurnecns 196 104 41 198 389
Maine 0 14 0 0 0
14 407 - 62 0 62
122 22 49 112 11
0 66 0 426 97
60 123 16 172 89
20 -0 149 84
0 204 41 61 236
68 0 0 13 29
0 4 61 0 0
0 63 0 0 18
b 22 0 16 108
0 30 86 293 839
0 20 66 17
0 314 842 174 348
0 73 22 9 280
North Dakota...........ceue.e 128 3 2 19 33

(65)
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Table 4.—Volume of New Issue Bonds for Selected Activities,' by
State, 1984—Continued ~—— -

{In millions of dollars}

Type of activity
Airport Sewage
tudent  Multi- Pollu-
State 8 Io?mn famltly d':;""’ :al;ge tlo:

bonds  housing ete. disposal control

[0 (V1 YN 0 64 29 42 = 220
Oklahoma .......cccevrurnrnnes 0 112 3 128 0
Oregon........coevvvervvevorernens 0 0 26 57 8
Pennsylvania... . 200 53 25 606 571
Rhode Island ... 0 33 17 210 0
South Carolina 0 36 5 261 - 227
South Dakota .. 49 0 0 0 0
Tennessee ........ 0 2156 234 0 8
Texas ..... 25 402 476 334 881
Utabh...... 0 52 0 90 156
Vermont... . 0 0 0 1 0
Virginia........ . 88 287 68 234 39
Washington ..... . 46 122 86 50 27
West Virginia.........ccoeeeue. 0 26 0 0 26
Wisconsin........ccoeeeevnerreenens 20 10 0 2 28
- Wyoming.......ccvnversssnssens 0 0 0 0 319
Others.......cccecirennvennerennene 0 26 0 41 0

1Volume for new issues is the purchase price of the bond minus the amouat
used to refund earlier obligations.

Source: Office of the Secretary of-the Treasury.




Use of small-issue IDBs by State

Table 5 sets forth the volume of small-issue IDBs-for 1983 and
1984, by State. The table indicates that the volume of small-issue
IDBs varies significantly from State to State. For example, for
1984, Pennsylvania issued $1.480 billion of small-issue IDBs while
Hawaii issued no such bonds.

Table 5.—Volume of Small-Issue lDBs Issued, by State, 1983-1984

[In millions of dollars}

State 1983 1984
United States, total........cocverererivneineesisesesnsnsences 13,879 16,949
ALADAINE. ..ot esee s sessesessessesssssssssssrssases 260 365
AlBSKA ...t sse s sseasesnens 159 89
ATIZONA ..ot assesssssnsssens 285 318
ATKANBAS......ccvvireiernneinerisiteressossssescsrsssssssssaivesssses 155 102
California......cccovueeieveinnniinieeccseseeeesesecsesessessons 382 492
COlOTRAOD ... evereirrerreriirsiinssissisrsseiraesesssssssnssessmsssnessens 212 218
CONNECLICUL ......ccerverrrerinriiiinniricesiesissseessssseseseens 119 203
Delaware...........ooeverviieinieicnccreesenessesssenes M 134
FIOTIA@.c.uvveiieiererrrreeeiieiesneccrsisessesesssessssesesasonens 512 . 541
GEOTEIB....coouerenerrencenrirenresierensssn e ssssesesersesssnsnsasanens 505 745
HaWAIL....ccovvevevirririinionsrsnnnisiesesessssscsssssessesssssn 0 0
IAANO0....c s rese e sasseenens 8 18
TIHNOIS oveveeicireiresonesenisissnsssnssssesesessssssensnesessasesns 579 728
INAIANA ..coveceeiiriectiirir it sssesssesssersssssesne 380 359
JOWA .oovieinecrresiinnnentsnsssessessesresnessesessesssssessssssessans 211 186
KanSa8.....couverieerenreniriinssiinesnnesesesassestessssssssnsssese 183 178
KeNtUCKY ....ccocevirrmrerrirerieieieensenssssnsenssesenssssosenssnns 173 218
LOUISIANE ...ovvveiierereniriniisnisnineeessnssssessesessesssseseses 380 406
MaAINE ...ttt essseone 40 60
Maryland ... 322 561
Massachusetts........c.ccieeirininereininsiersersssnessonesnens 362 503
MIiChigan ......cuovicieriircecrevnrnreenserinesssesasasssrssneneses 273 631
MINNEBOLA....c.cvierrrreerrienrirnresnssisisssssssssssseesssosessesenns 565 585
MiSSISSIPPI c.vvveervserrsnrrserisesiissssssssnsssssssssessssssens 108 111
MISSOUTL...vecvieirerreceernrseeresnerssisassresssssssssssssssnsnsrseseans 517 383
MONLANA....cciverrernrcresesresinsssississsesssssssssssssessens . 81 59
NEbraska.........ccvevviinnniinenniinsssmseosesssssessesssesenss 98 110
NEVAGA ....coovricrerercrrieviiieensr e ssssreesassssssssssssssens 26 21
New Hampshire.......cccoecninervnneenerinssseseseaersenens - 61 - 90
NEW JErSeY .......cccvemmninnminmincrcrennissnnssessnesesesssesssons 810 1,009
New MexXicCo.....cccererrrernirnreenneresnnss Seeesevrsesasssssansanns 94 59
NeW YOrK......cocomrrieinrncrennesniassessnesssessisesssesessensse 574 1,149
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Table 5.—Volume of Small-Issue IDBs Issued, by State, 1983-

1984—Continued
{In millions of dollars]
State 1983 1984
NOrth Caroling .....c.oveereecenreecnireresnssessovsssorssses 177 349
North Dakota........cccovevrrrirmnnreinieencnnnieiniessersennnnes 56 20
Ohio .....ccceenee . 645 661
(0] 371 75 1 : N 106 116
OFEEON ...cvvrereviereirrenrentereeresestennessssasasserasessenesessenaenes 37 78
Pennsylvania........cccoccvecierrirnvencnsnnseninnerssseocsennes 1,231 1,480
Rhode Island ........c.coovrveninnernnieneneeninersiseseesoreraes 67 60
South Caroling...........ccoevverenrnvnrennnenenninscsennenne. 178 301
South Dakota .......ccccvvevmrirvreneresnenrrnsesnnnssessssrasees 23 42
TENNESBSEE .....covuveverererrerieiserersesessessesssessessersersesnes 677 679
TEXAS ...cvererrerrrrnrrrnerrerererriessersnesisssrssesesassaesernsssssssnes 786 969
IR 617 1« VRO 156 165
VerMONt.....covviirrerrenrerirerrinninerecensesesnesesesessssessessnens 13 72
VIrZINIQ..ccoivivieririenrnrennirisessiseosesssssossssresssssnssasenans 691 996
WAashington ........cccevveneverierinennsveresecssresesesessnens 80 100
West Virginia 133 80
Wisconsin......... 231 309
WYOMING...itriiriieininieinsriniensiesscnsisionsesssrsassorsssnanes 22 45

Source: Office of the Secretary of the Treasury.
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State volume limitations for private activity bonds

Since 1983, the issuance of private activity bonds! (i.e., most
IDBs2? and student loan bonds) has been subject to State volume
limitations. The applicable limitations are equal to the greater of
$150 per resident of the State or $200 million. Table 6 shows the
applicable private State activity bond volume limitations for 1984.

Table 6.—1984 State Volume Limits on Tax-Exempt Student Loan

Bonds and Certain IDBs
(In thousands of dollars]
1984 volume
State limit!

United States, total........cuvviernennirmrsnenssnsersessivemesssmesesassnss 86,561,775
Alabama...... reeesrisaeneeentesteraentersnatasesnastesaeEseRsenere 591,450
ALBBKA ....ooveeieirerieriricnsesesiesistssrsresssnassessinssnssesaesssssnsnsesssenses 200,000
ATIZONA. ....cceeevrrerririeirirerireessresressessssessesssessesssssesserseessssssssases 499,170
ATKANBAB.....cocveverrereirissssessesesssssessessessossassaesessassaesassssssersessesesne 343,650
CAlIfOrNIA ... sasseessessasssasssees 8,708,600
COlOTAAO ... .verrerecrrerriissansessssessssssaessesssasesssssnesnerassiosnssnonssnsane 456,750
CONNECLICUL ..vvveeririrevinenrenisienssstsineresnssesasssssssssseossneresssasensassers 472,950
. rirersrerrenreiritesesasassssseassenssrsreasstsnessatssebesrebss e ssa st en e sasnsa e 200,000
DIAWATE........ocvereeriereircirsiissnsneressssessossssassssessssarsessvassessesssnsns 200,000
) 3 137 o T T W 1,662,400
GROTEIA.....cvverernrrrriivereneresesinssnereressssssssssssraenssbossresnensrsssssssseses 845,850
HAWALL.....covevrerinieinsernsssnssiresesserssssisnonssessorssssssssssassssansssasss 200,000
IABRO..c.ccueieeirnrecierirseserensssseressasenssnessesesnesessssnnsrenes 200,000
THHNOIS .vveveeesneisiensnesessisnsnssernsseresssaessessssessssssssrsssssesserssnsresasseses 1,717,200
INAIANA ....ccereeceerrrcrininreeeeesesesessesnsssreoesstesaerasassasse 820,650
Iowa .. 435,750
Kansas 861,200
Kentucky ..... 550,050
Louisiana..... 664,300
Maine . 200,000
Maryland ......... 639,750
Massachusetts............ 867,150
Michigan.......oovviernnenn 1,366,350

t IDBs for multifamily residential rental property and certain governmentally owned conven-
tion, trade show, and transportation property (including airports) are not subject to these
volume limitations.

2 The term private activity bond is defined more narrowly for purposes of the State volume
limitations than for the information reporting requirement, discussed in ILD., above. Under the
information reporting requirement, the term includes all IDBs, student loan bonds, and bonds
for section 501&)(3) organizations.

€9



n

Table 6.—~1984 State Volume Limits on Tax-Exempt Student Loan
Bonds and Certain IDBs--Continued

[In thousands of dollarsj

1984 volum

State limier
MINNEBOLA.....ccveeerieerireerirensesenaresstosassaessnsnssssrnsassssosssnsssosesnes 619,950
MiSBISBIPPE .ovevererererrrernensinsnensesssesssoncsesssssssssens 382,650
MESBOULL ...veeveerrerieeenisnenresnisieeessesssesnessssasssesssesnassensrassassassns 742,650
MONEANA......coiiirrerriirseeniesnsiersissesieessessersessssiessessssenssassesesassass 200,000
NEDPASKA......ceoveeriiieesesreinrererassnenrsosssssserssessosessossssasansssssssensen 231,900
NEVAAA .....covervenrcrisnecesineiesensessssssssssasssssssssssssssssnesssassassssessens 200,000
New Hampshire...........cocvvvveernerennermsmnnsssissrensismesisiissssmonese 200,000
NEW JEIBEY ...covverceriinsisesnsnsssnsasssssssmsesesesssssssesesssasssssssnsssssassass 1,115,700
NEW MEXICO.....coniiiinrirnnreerisressesniseesnessnsssssnssesssssesassssssssnesesssas 203,850
New York.......oevveerernirerneeens GreereestsnssusnesnensaeRebsbe e beresasraebenes 2,648,860
North Carolina .......cccccevvrerveneee 902,850
NOTth DAKOtA .......cevireiriirenireiierissesesseesmsnisssssssvessesosssssasesns 200,000
ORIO vovveciriieerieniseressisssserassessossssersssseresssasisssssassesss , 1,618,660
OKIBIOMIA ...coovereriinnesriinnsosessessasssssesssssesessssnssesesnssesnsasonsssssases 476,550
OF@EOMN.......cneeeerreirraenerssessssnncsessssssnsisrassesssssssasssasesssnssssssssnss 397,350
Pennsylvania..........nmmimssisesmmses 1,779,760
Rhode ISIand ..........cccveerenrnnirnesnseseresnsnermsassonsseessessnsansssssssasaess 200,000
South Carolina.........ccuevvneisresniriessisersssrreessersaasesssessssnronss 480,450
South Dakota reeressebetsresssberssntsnaraseebeRtsas st atarae e Es e ate 200,000
TENNEBBEL .....ccorerrerecssranrernsrerassesssssssessrenssesasssssssssassasnssessnssssenes 697,650
Texas terersassrare st tranresenaeasaeneaenensaeraanes 2,292,000
AR vecrreeecrisisnesessisisessssesssssestssssssssssssasssssessarssassses 253,220
VOIMONL....cverirerrirerrresesirssssrosesesissersressssssssnssessassasasasssssssansarsass 200,000
Virgini@......oooeeeervnernaenens . ieevernaes 830,500
Washington ... y 636,750
West VIrginia.......ccovvvnvinminnnmmmsmmmsioiens 292,200
WIBCOMBIN...c.oivereererrirrerninsrensresmreseeseresnssessensasseresasssasasssses 714,750
Wyoming........ 200,000
Puerto Rico.......ccceievcerenennnennnenienessnesnssnssenses . 487,650
Virgin Island..........ccccvenivercennicnnsennns “ 14,910
American Samoa.... veveesusasresrarsensanenerrensatenens . 4,950
Guam... ceereetveens reeneresereanes “ 16,485
Trust Territory of the Pacific........ccecerererrcrrecrnrsersesacvancanss 17,745
Northern Mariana Islands ...........c....... . 2,695

1 The State volume limit equals the greater. of $200 million or $160 per capita.
Three States (Arizona, Utah, and Virginia) had additional transitional volume
equal to one-half the difference between the annualized volume and the $150 per
capita amount in 1984,

Source: Internal Revenue Service.

Nature of the subsidy provided by tax-exempt financing

Table 7 sets forth the ratio of the average interest rates on lonlg-
. term tax-exemft bonds to the average interest rate on taxable obli-
gations for selected years. The ratio provides a measure of the
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depth of the subsidy provided by tax-exempt financing: Together
with the marginal tax bracket of the average investor in tax-
exempt bonds, the ratio also provides a measure of the efficiency of
tax-exempt financing as a means of subsidizing eligible activities.
In general, as the yield on tax-exempt obligations more closely ap-
proaches that on taxable obligations, a higher portion of the subsi-
dy flows to the investor in tax-exempt obligations (in the form of
increased after-tax yields) rather than to the eligible activity (in
the form of reduced borrowing costs). The table indicates that, in
recent years, an increasingly larger portion of the subsidy for long-
term tax-exempt bonds has benefitted the holders of the bonds in
the form of increased after-tax yields.

Table 7.—Comparison of Yields on Taxable and Tax-Exempt

Bonds, 1950-1984
Average tax- Ratio of tax-
Year Averageléalxable exempstt bond exempt to
yie yield 2 taxable yleld
2.86 1.90 0.664
8.25 249 166
4.73 3.51 142
4.64 3.28 107
8.51 6.34 145
9.57 7.05 37
9.01 6.64 37
8.43 5.68 674
9.07 6.03 .665
10.12 6.62 ‘ .644
12.75 8.59 674
15.06 11.33 52
14.94 11.66 80
12.78 9.51 144
13.49 - 10.10 149

! Moody’s Investor Service’s selected long-term bonds.
2 Bond Buyer’s 20 bond index.

Source: Board of Governors of the Federal Reserve System, selected issues of
Federal Reserve Bulletin; and U.S. Department of Commerce, Bureau of Economic
Analysis, 1978 Statistical Supplement to the Survey of Current Business.

Tax-exzmpt yields as a percent of taxable yields, 1970~1984

Another method that is helpful in determining the subsidy pro-
vided by tax-exemft financing is to examine the total present value
of the reduced after-tax interest payments over the life of the
bonds as a percentage of the principal amount of the bonds. If the

rincipal amount of the bonds is equal to the cost of the facilities
inanced, the value of the reduced after-tax interest payments is
equivalent to the amourit of the cost of the facilities financed b,
the subsidy. (This may also be thought of as an effective tax credit
equal to the present value of that amount.) That present value
varies with the average time the bonds are outstandiag, the differ-
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ence in interest rates resulting from tax-exemption, and the mar-
ginal tax rate of the borrower. The borrower’s marginal tax rate. is
relevant to the value of the subsidy because borrowers are uble to
deduct interest payments for Federal income tax purposes whether

the interest is taxable or tax-exempt to the lender.
Table 9 sets forth the percentage values of tax-exemption for var-
ious differences in interest rates and average duration of bonds.
The amounts in the table are the present value of the interest sav-
ings from tax-exempt financing expressed as a percentage of the
; amount of the loan. For example, if bonds have an average maturi-
- 1ty of 15 years, a tax-exempt interest rate 3 points lower than the
Mﬁ chparable taxable rate, the subsidy provided by tax-exempt fi-
/ nancing is equivalent to a payment of 11.4 percent of the costs of

" the Tacility being financed.

"" The table assumes that the borrower is in a 50-percent marginal
tax bracket. If the marginal tax rate is lower than 50 percent (as is
typxcally the case with mortgage subsidy bonds or student loan
" .bonds), the value of the subsidy would be increased proportionately
(e.g;; the values for a borrower in a 30-percent marginal tax brack-
.. et would be 40 percent higher). (Tax-exemption typically has result-
... ed in reduced interest rates of from 2 to 4 percentage points, with
'ﬂ- ‘the average being approximately 3 percentage pbints in recent

. ygrs)

Table &--Present Value of Tax-Exempt Financing Expressed as a
Percentage of the Amount of the Bonds

T " Difference in interest rate

b ’ S . 2 percent- 3 percent- 4 percent-
> . age points age points age points
Average life of bonds: '
' ?5years ...... frrerersasarens ererereeresrren g (8; 1?2 lgg
g 15 YOI s . . .
" 80 years ..o B 9.4 141 189

*“Source: Joint Committee on Taxation.

Ownership of tax-exempt bonds

Tables 9 and 10 present statistics on the major owners of tax-
exempt bonds, by dollar amount and as a percentage of total bonds
outstanding. Durmg the period 1972 through 1984, the percentage
of State and local government bonds held by banks and thrift insti-
tutions decreased from 51.1 percent to. 32.1 percent. During this
same period, holdings by mutual funds increased from 27.4 percent
to 38.1 percent. Private households held between 25.0 percent (in
1978) and 88.1 percent (in 1984) of the total bonds outstanding
during this period. _

i
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Table 9.—Ownership of Tax-Exempt State-Local Bonds by Class of Holder, 1972-1984 ! Volume

{in millions of dollars]

Class of holder 1972 1973 1974 1975 1976 1977 1978 1979 1980 1981 1982 1983 1984
Households. . 48373 53,658 61,860 68061 70070 70148 72738 82719 89,879 100,810 132,803 173,881 205308
Nonfinancial corporate business ..... 4,175 4,088 4,654 4,481 34197 3468 3,658 3,687 3,490 3,470 8,586 4,201 4,066
State and local governments......... 1,838 2,062 2,586 4,969 7,841 7,920 7,238 6,788 7,008 7,139 8,718 9,521 9,954
Commercial banks,... .o, 89,960 95656 101,148 102927 105976 115155 126,206 185583 149,199 154,174 158,690 162540 171,961
Savings and loan associations........... 165 185 500 1,508 1,225 1,200 1,275 1,150 1,190 1,305 838 907 920
Mutual savings banks.................. = 878 921 930 1,545 2417 2,828 3,335 2,930 2,390 2,288 2,470 2,177 2,075
Mutual funds [ 0 0 0 525. 2156 2,684 4,040 6,357 9278 21,130 31,451 44,847
Life insurance companies.................. 3,367 3412 3,667 4,508 5,594 6,051 6,402 6,428 6,701 7,151- 9,047 9,986 9,425
State and Jocal government retire- ' '

ment fands...ooeoe 2029 1,691 983 1940 3360 3,544 3,951 3,910 4,059 3,856 3,181 1,957 1,500
Other insurance companies............ 24,820 28462 80,662 33273 38679 49390 62931 72811 80533 §3923 86968 86667 87198
Brokers and dealers................... 912 1,130 705 631 901 1,065 864 1,046 1,064 1,220 1,047 1,400 2,000

Total : 176507 191,215 207,695 223,843 239,507 262925 291,281 821,092 851,870 374614 428378 484,638 539,249

* Ownership is as of the end of the calendar year.
Note.—Details may not add to totals because of rounding.
mmamdmmﬂﬂmmwm
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Table 10.—Ownership of Tax-Exempt State-Local Bonds by Class of Holder, 1972-1984 ! Percent

Class of holder 1972 1973 1974 1975 1976 1977 1978 1979 1980 1981 1982 1983 1984

274 281 298 304 293 267 250 258 255 269 310 359 381

Nonfinancial corporate business........................ 24 21 22 20 14 13 13 1.1 10 9 8 0.9 0.8

State and bﬁg&rmnents... ................ e 10 11 12 22 31 30 25 21 20 19 20 20 18
Comrercial 510 500 487 460 442 438 433 422 424 412 310 335 319

Savings and loan associations..........ccocceceeee. .1 1 2 a 5 5 4 4 3 3 2 2 2

Moutual savings banks 5 5 4 i 1.0 11 11 9 N 6 6 4 4

Mutual funds 0 0 0 0 2 8 9 13 18 25 49 6.5 83

COMPANIES ......oe.ce mceceommrcnsasonserss 19 18 18 20 23 23 22 20 19 19 21 21 1.7

State and local yovernment reti funds. 1.1 5 9 14 13 14 12 12 0 q 4 3

insurance companies..........ccmeneeee. 141 149 148 149 161 188 216 227 229 224 203 179 162

Brokers and dealers 5 J 3 3 4 4 3 3 3 3 2 3 4

Total 1000 1000 1000 1000 1000 1000 1000 1000 1000 1000 1000 1600 100.0

1 Ownership is as of the end of the calendar year.
Note.—Details may not add to totals because of rounding.
Source: Board of Governors of the Federal Reserve System, unpublished data.
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B. Statistical Data Relating to Mortgage Subsidy Bonds

Volume of mortgage subsidy bonds

The volume of mortgage subsidy bonds for the period 1980
through 1984 is shown in Table 11, State and local governments
issued a total of $12.8 billion of qualified mortgage bonds (i.e.,
single-family mortgage bonds other than veterans’ mortgage bonds)
in 1984, or approximately 11 percent of total State and local gov-
ernment borrowing. By contrast, in 1980, the volume of qualified
mortgage bonds was $10.5 billion (19.3 percent of State and local
government borrowing), while for 1981 (a comparatively depressed
yeat) for the housing industry) the volume was $2.8 billion (5.1 per-
cent).

Since 1984 only five States are authorized to issue qualified vet-
erans’ mortgage bonds. These five States are the only States that
have issued such bonds historically. Table 12 shows the volume of
veterans’ mortgage bonds issued during the period 1980 through
1984. In 1983 and 1984, States issued approximately $600 million
per_year of qualified veterans’ mortgage bonds, or approximately
0.65 percent of total State and local government borrowing.

Table 11.—Volume of Qualified Mortgage Bonds Issued, by State,
1980-1984

{In millions of dollars]}

State 1980 1981 1982 1983 1984

United States, total......... 10,821 3,673 8,627 10,982 12,758
Alabama..........ccooererrurennn. 150 100 200 200 198
Alaska .....oceenrienernnnenennen 460 200 235 200 200
AFIZONA....c.coririerervirrerrerinnes 133 0 192 114 105
Arkansas.........ccocervvernnnn. 196 47 100 200 107
California..........coecvrvivernnee 1,601 446 1,865 1,429 2,193
Colorado........cccooeververeereenns 473 135 163 228 241
Connecticut .........ccceernenene 178 200 200 200 200
Delaware...........ccovvververnnnne 191 0 40 39. 75
| 5 X O 0 0 57 0 100
Florida............... eveesrsasanans 612 475 406 544 597
GeOrgia...cerevenervvsueresserane 115 0 157 56 186

PN 71 | D 150 20 60 141 100
Idaho......ccocurieieernivenrecnirens 56 30 4 90 56
IIHNOIS ..ovvveireeneevernererennnes 52 20 191 261 432
Indiana........cocceveremrernennns 160 0 75 200 200
TOWA oveviicisrcsienseescssenns 0 14 36 200
Kansas..........cceererernirnrenns 433 356 146 141 201
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Table 11.—~Volume of Qualified Mortgage Bonds Issued, by State,
1980-1984—Continued

[In millions of dollars]

State 1980 1981 1982 1983 1984
Kentucky ........cocovvveenenenn. 55 36 31 181 200
Louisiana w 496 350 149 190 200
Maine .......... 70 0 54 122 91
Maryland ...........ccceerunene. - 210 141 281 198 266
Massachusetts.........c.o..... 75 0 200 214 237
Michigan.........cevvieennnns 114 25 30 200 145
Minnesota.........ccoccernerunnnee 326 201 218 - 172 280
Mississippi .....cccorvrevvvenanne 150 0 151 127 200
% B0 101 o (U 133 0 200 200 211
Montana.........cocoevrevrnennne 50 0 55 200 " 15
Nebraska..........covensvrenean. 200 0 187 200 180
Nevada.......... reeseesareresnneres 30 0 60 98 200
New Hampshire............... 60 0 167 60 50
New Jersey..........ccrrernnne 130 15 275 171 332
New Mexico........cccervenenes 15 20 118 80 106
New YorkK......cocevvrrenrervennn 125 105 402 376 445
North Carolina ................ 58 55 0 186 110
North Dakota.........ccoeurnee. 0 0 29 120 13
16 11 U 0 0 0 410 336
Oklahoma........ccocerverernenene 739 100 25 200 200
Oregon........cveeeeisnsssessnens 165 0 125 15 0
Pennsylvania.................... 23 86 266 280 293
Rhode Island.................... 149 65 72 190 200
South Carolina................. -0 0 83 100 80
South Dakota.........ccoueen.n. 162 0 24 200 200
Tennessee ...... 350 50 150 197 . 200
Texas ....... .. 1,076 156 622 801 1,015
Utah..... 150 0 122 198 - 198
Vermont.. 75 0 35 58 48
Virginia........ccoevvrerenenveene 121 100 266 238 366
Washington .........c.coeevnee 0 0 0 199 175
West Virginia........coeovenene 229 0 25 87 201
WiSconsin......oouceervveerernens 125 20 150 185 191
Wyoming.......oveenvcrirarsasnee 150 15 0 200 74
Puerto Rico......cccoevvvvenennes 0 0 0 250 200

Source: Office of Financial Management, U.S. Degartment of Housing and Urban
Development, unpublished data and Office of the Secretary of the Treasury.

-\
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Table 12.—Volume of Veterans' Mortgage Bonds Issued, by State,

1980-1984
[In millions of dollars]
State 1980 1981 1982 1983 1984
Alaska .......ovcieirinniesinennee 0 0 0 476 632
California........ccoeuvvrveuennee 662 250 150 250 710
Oregon........ovvvsessnvcrnnsins 300 620 300 0 181
TexXaS .......coovuemveiivnenrirsasnes JO ¢, 0 - 0 0 500
Wisconsin.........ouunviineneans 0 "0 30 20 50
Total.coorrursrrorre 1662 870 480 745 1,992

Note.~The amounts listed aré for tax-exempt generﬁ obligation bonds issued
only for mortgage loans to veterans. Therefore, the data does not include revenue
bonds issued for the purchase of land only or 1ssu primarily for other purposes.
These issues are included in other classifications, such as IDBa.

Source: Joint Committee on Taxation.

State volume limitations

Issuance of qualified mortgage bonds and qualified veterans’
mortga’ﬁi bonds is subject to seg»:rate annual State volume limita-
tions. The qualified mortgage bond volume limitation is equal to
the greater of (1) 9 percent of average mortgage originations for
single-family owner-occupied residences in the State during the
preceding 3 years, or (2) $200 million. Table 13 shows the 1984

ltx:gﬁed mortgage bond - volume limitation applicable to each

Qualified veterans’ mortgage bonds may be issued only by States
that issued such bonds before June 22, 1984, and the annual
volume of these bonds is limited by reference to issuances during
the period 1979 through June 22, 1984, Table 14 shows the applica-
ll;})e d§tate volume limitations for qualified veterans’ mortgage

nds. . o

Table 13.—1984 State Volyme Limitations for Qualified Mortgage

Bonds
[In millions of dollars}
: . A
State . Safcee llltlanr:or
United States, total............... S . . 14,454
Alabama. 200
Alaska..... 200
Arizona... 211
Arkansas 200
California 1,756
Colorado. 294
Connecticut 200

. i
ieg - **1 et

I
yu



- 79

Table 13. —1984 State Volume Limitations for Qualified Mortgage
Bonds—Continued

[In millions of dollars]

Safe harbor
State celling
Delaware.........cccocveriveereenne tvrrireseeaereresneretsassenssrareresasanens - 200
DLC. vt saensbe st asnsasno s nessenersesebensen 200
Florida......ccccooernivernernesnsseernseesesssseses rrneesaere s e sas e tereanenes 597
PRI ..oveeruererereeenensnssenssresssaesesesssntsssrsssasessressasnesesssasnessensaen 200
HAWATL.....occoriniiiiieniiiiieesniresesesserereessesessssssessssssasssosossossenes 200
Idaho............. eereresietesesbetaatererteRe st SR e b e b aR e b eREsR e bt eRsReasR s e b O RN AE 200
THNOIS .oveverinrresnererreessisnssesseressssnssraeennne rrerestsnsererssenseresrareraraes 432
INAIANA......oorriirecinrensreernesnirsstsesssssesssssestessesssassbessessosaonss 200
JOWE cuvenveierisericrernisnissessiseessessossostosnsssssosssssessssssasrassasnasssrsoss 200
Kansas........... rerreveerersaesrerten et s R e s R rReRasR e e R R e R RS Ra SR RS e Rrees 200
KenNtUCKY ......coovecrririinecreneeienrinriesermaenessennssssesssesssmsansssorensses 200
LOUIBIANG .....ooveviirrreriirre s sseenaneses s sas e e 200
MAINE ...cvieiivnenenesinineissersessesessssasesssssessesessnsssesssssessssessess 200
Maryland ..........coovcieinevenincnnennssnsnoessssssnsssns 265
MaESSACRUBELLS....c.covrreeririerrerernnririenssesrassesssrsrssseessessvassessnsnssas 200
MIiChIZAN ...coveitirrrrrreririeensrnneresereesesserssseneesones weresesratsesseraases 234
MINNESOLA......cocvvrirrrirnreenirensernnsneereenrsensssserssesnssnsenseses . 200
MiSBISSIPPI ...vvvvrrrrrrsresserasenssenssssisssissnrannssnsssnns soresserenareses - 200
Missouri .........ccceevvevrennn. 200
MONtANA........ccvveceererrrssneresensrersessenees - 200
Nebraska....... . 200
Nevada ... ' 200
New Hampshxre ..... weresaranens errreereteaneesreresaerasreres wavesnrrreneas 200
New Jersey................. serorrenssene eesueresrreessrasasasertesarttvareresasaasasanen 381
New Mexico... . 200
New York.......ccovnvversvernnns : " 445
North Carolina ......c..ccovirrenniniinnniesnessssessseses R 202
North Dakota.... 200
(0) V11 J S » 346
Oklahoma R reresseresesbeaerteneaerssrsastsbe R bR e nebs s erensstaraerans 200
Oregon.........ccvviricnsrsaiisnsnnns ceressesssesnsasnsetsesaans 200
Pennsylvania............cccorvsnersvsnsnnes . 1
Rhode Island .. cresierersarerestebeasetsbsasnsnasans teeneseesnersensasen 200
South Carolma ....................... N — rererreesssnsstneasssnsanes 200
South Dakota .......cocoererrnnne vevarsetsreneinas rereeresniainss crrreveresnsenes - 200
. 200
1,014
200
200
365
Washington ......comiisncisnsinns reeresenrsssrereessnanarasnsen 216
West Virginia......cocovevnnvnnnnssinenininns vesesdprenttsannsasisrabssses 200
Wisconsin........ueeeene versresresarranensrnaserans veevserens eevsereensasnansnssnenros 200
Wyoming.........ccvureenens trnrasssnsaseres tereerenias treeenires sesereresrenanens 200
Puerto RiCo.....ccoimmmssssssneesrssesss P SR NN ververeees 200

Source: Internal Revenue Service. B
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Table 14.—1984 State Volume Limitations for Qualified Veterans’
Mortgage Bonds

(In millions of dollars)

Volume
State limitation

302
340
584
250

72

Wisconsin................. weseesnessarerstsssanaens T erveresaees veverrerseenes

Source: Joint Committee on Taxation.
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Effect of volume {imitations

The effect of the State volume limitations on qualified mortgage
bonds is illustrated by the data provided in Table 15. Note that, in
1984, the $200 million limit was greater than 9 percent of average
mortgage activity in 36 states (and Puerto Rico). Also, in 1984, the
State volume limitations varied between 75.2 percent of total mort-
gage originations for Vermont to 4.7 percent for New York.

Table 15.—Comparison of Statutory State Volume Limitations for
Qualified Mortgage Bonds and Total Mortgage Originations, by
State, 1984

[In millions of dollars)

N T = b T ST NORC TR S TN

Ii?n:'l’tz ivolume

State volume Total mortgage ons a8 8

limitations originations p"::::t::“:“‘
originations

United States, total..... 14,454 169,311 8.6
Alabama........................ 200 1,498 13.
Alaska .......ccovevrereneniennne 200 702 28.
Arizona........ccocervererens " 211 3,664 5.
Arkansas............cocorurnnee 200 1,095 18.
California........ccreeverernrne 1,766 36,276 4.
Colorado.........c.covverinenen. 294 - 4,899 6.
Connecticut .................. 200 2,909 6.
Delaware...........ccocereenene 200 350 57.
D.C. 200 _ 560 85.
Florida.......ccoevurnvervrrens 597 9,791 6.
Georgia........oerreuree S~ 200 3,672 5.
Hawaii.......oococervvveennnenns . 200 1,265 16.
Idaho......cccoerereervsnerernene 200 -~ 876 58
Illinois ......... eessseersnenass 432 6,105 . 1.
Indiana.......coeveveeveernene i 200 2,338 - 8
[ 00177 WO ~ 200 926 21.
Kansas......coconeeerernnrens 200 1,294 16
Kentucky . 200 1,124 17.
Louisiana . 200 2,206 9.
....... 200 588 34.

265 4,664 5.

200 3,886 5.
234 8,358 7.

200 2,271 8.
ississippi 200 1,168 17.
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Table 15.—Comparison of Statutory State Volume Limitations for
Qualified Mortgage Bonds and Total Mortgage Originations, by
State, 1984-—Continued

[In millions of dollars]

State volume

limitations as a
tate volume Total mo e
Sllmltaﬂom - oﬂginatlit::ag ”m‘;::::m
‘ originations
200 - 2,663 1.8
200 ‘ 460 43.6
200 - - 648 30.9
200 1,130 171
200 820 244
331 6,560 5.0
200 953 21.0
4456 9,431 41
North Carohna 202 3,233 6.2
North Dakota... 200 338 59.2
Ohio . 346 4,987 6.9
Oklahoma ........ccorureerenns - 200 1,938 10.3
Oregon.......cveemeerssavenses 200 810 24.7
Pennsylvania................ 847 5,763 6.0.
Rhode Island ................ 200 443 45.1
South Carolina............. 200 1,666 12.8
South Dakota................ 200 3 170.7
Tennessee ................. 200 2,331 8.6
(2.7 PN sessennone 1,014 13,378 7.6
Utah....cooneerennnees rerenseores 200 1,324 15.1
Vermont............. reverennese 200 266 5.2
Virginia.......cccovveireerrenees 866 6,878 5.7
Washington ................. 216 8,287 © 6.8
-West Virginia.........c.... 200 561 85.7.
Wisconsin.......coveveneeeees 200 2,307 8.7
Wyoming......cccecrveeaseseens 200 410 48.8
Puerto Rico........cecervnne - 200-. 478 418

Source: Office of Financial Management, U.S. Department of Housing and Urban
Development, and Internal Revenue Semtée " ¢



Purchase price levels

Table 16 sets forth data that help evaluate the effect of the pur-
chase price limitation on the residences eligible for financing with
qualified mortgage bonds. Of homes sold to first-time buyers in
1983, approximately 83.8 percent (67.9 percent, by value) were sold
for prices equal to less than 110 percent of the average national
purchase price. Thus, it may be estimated that 83.8 percent or
more of first time purchasers would have qualified under the aver-
age ag:a dgurchase price limitations applicable to qualified mort-
gage bonds.

'able 17 shows the applicable price limitations for selected areas.

Table 16.—Percent of Homes Sold to First-Time Purchasers at
Less Than Selected Percentages of Average Purchase Prices in
1983

”";;"r‘;f:s:‘;‘;{:e“" 80 90 100 110 120
Percent of homes
measured by: .
Number..... 5b.8 67.5 75.8 83.8 88.3

Value ........ 86.2 48.7 58.0 67.9 74.2

Source: Based on U.S. Department of Housing and Urban Development, Annual
'!ri:eusing Survey: 1979 (unpublished data) Office of the Secretary of the
asury.

Table 17.—Average Purchase Price Safe Harbor Limitations for
Single Fan_nily Residences for Selected Areas

. Average area purchase
- price safe r
limitations for single

State and area designation family residences
New Existing
residences residences

Alabama: ‘

All areas....... Tereenenesesnesnsiense . $72,400 $59,100
Arkansas: :

All reas.......veveevvenineniesninnrensennesiseseessons 86,100 84,900
California:

Bakersfield MSA...........c.ceone. rervererenenserensres 110,400 107,000

Oakland PMSA ........cccoviminnnicnnennaninnn 153,100 149,200

_ Sacramento MSA..........overervnerencnnnns - 92,800 .109,200
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Table 17.—Average Purchase Price Safe Harbor Limitations for
Single Family Residences for Selected Areas—Continued

Averaxe area purchase

price safe harbor
limltations for single
State and area designation family residences
New Existing
residences residences
Colorado:
Boulder-Longmont PMSA...........cccovvevinene 114,900 124,700
Connecticut:
© Hartford PMSA ........ccocoimevneerercisssnensnnresnne 82,800 94,5600
Delaware:
- Wilmington (DE-NI-MD)......ccc.coocvevrrnreee 75,900 58,400
Florida:
G Tampa-St. Petersburg-Clearwater MSA.. 76,700 76,400
eorgia:
Atlanta MSA ... eesssarsesnes 100,000 95,100
All other areas...........cocvvvereerevrernerernnsrersinne 62,700 61,600
Hawaii:
AL areas.......ccoverveiireninnininisosnssersssnsaesisaens 137,300 124,600
Idaho
Al Qreas........cviiionreninnersniseesssssssssssesnns 88,300 78,300
Illinois:
Chicago PMSA ......coivineninernnnisesesssnes 118,600 94,400
Indiana:
All areas.......cceeccerviennneriieesneesssessenees 46,700 55,400
Iowa:
All areas... revreensaenereanes 70,100 51,200
Karsas:
*Wichita MSA......coovvveivrricniercrisnnerieseeens 80,000 74,400
Louisiana:
AL Areas........oveenieiireneeisisnsesssssssssesenees 83,700 - 938,400
Maine:
All Bre@s........ouccveereriianierensiesennenssonssessessesses 66,800 64,300
Massachusetts:
Boston PMSA................. : 88,500 99,300
Michigan:
Grand Rapids MSA ........comvvirvnseesineneens 66,900 67,900
Minnesota:
Minneapolis-St. Paul (MN-WI) MSA....... 91,800 99,700
All other areas..........cvevvirennserensrseeereses 57,200 56 600
Missouri:
St. Louis (MO-IL) PMSA......... tevsrseresassaerees 84,600 71,400
Montana:
All areas.................... 70,400 86,800
Nebraska:
AlL BTeaB......ccoviivsninninnissensesssassssesessessnsane 106,000 68,100
New Hampshire:
All areas............... eesrssnsrssasnesees 77,300 78,400
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Table 17.—Average Purchase Price Safe Harbor Limitations for
Single Family Residences for Selected Areas—Continued

Average area purchase

price safe harbor
limitations for single
State and arca designation fainily residences
New Existing
residences residences

New Jersey: -

Newark PSMA ........cccccoivvnnnecernneseseseses 136,300 122,000
T All other areas...........ccevvvvcmrnncnesressecesanns 87,300 89,300
New York:

Nassau-Suffolk PMSA ........c.ccocerevrnerevenernnns 122,600  ~110,000

New York PMSA ........ccccovvrvrenrnvenenrersvessenes 121,200 123,400

Rochester MSA .........ccccocvevneverenrnenrsnnnnennnes 81,100 78,400

Syracuse MSA..........ccoererenevenrevenrenesenrsenenes 71,300 58,900

All other areas.........c..ccoeeverevrrnvereeneresnanees 59,000 48,200
North Dakota:

All Qreas.........verevvvnvevnrenreersrneesssresssssssesens 70,400 86,800
Ohio:

Akron PMSA ........ooovvvererireriinsrensisenesians 81,000 70,800

Cincinnati (OH-KY-IN) PMSA ................ 101,500 83,500
Oklahoma:

All Qreas........ccovirvinniencinnnnnsiseernseesssseseresees 70,000 73,600
Oregon: o

Portland PMSAL..........cccounvevenrnnnrencnenniens 85,600 . 81,300
Pennsylvania:

Philadelphia (PA-NJ) MSA..........ccccoveinet 88,600 71,400

Pittsburgh PMSA ........cccovvverevrmnreereneverinnne 96,500 67,000
Rhode Island:

Providence PMSA............cccovenvererereeserens 67,800 61,500
South Carolina:

Greenville-Spartenburg MSA.................... 83,100 54,800

- Tennessee: . ,

Nashville MSA.........ccccovnnrirnerrnrescnecnannes 79,300 78,600

All other areas. " 88,100 56,000
Texas:

Austin MSA .........oovvimreenennrressenenniins 104,200 108,600

Houston PMSA .......ccccccvvnmnnnieninninn 99,700 107,600
Wyoming:

All areas.......ccovvevernniisnnnnineseeseennerenes 70,400 86,800

Source: Internal Revenue Service.
First-time home-purchasers
Table 18 shows the percentage of homebuyers each year that are

first-time purchasers. For pu of this table, the term “first-
time purchaser” means an individual who has never before pur-
ch a residence. (The three-year rule for determining first-time

purchasers under tl_xe‘qualiﬁed mortgage bond rules would result in



86

slightly higher percentages of persons being considered first-time
purchasers.) From 1976 to 1983, the percentage of homes purchased
by first-time purchasers vaned from 44.8 percent in 1976 to 40.5
percent in 1983, with a mean of 39.95 percent.

Table 18.—Percentage of Homes Purchased by First-Time
Purchasers, 1976-1983

Year 1976 1977 1978 1979 1980 1981 1982 1983

Percentage........ 448 481 367 366 329 394 406 405

Source: U.S. rtment of Commerce, Bureau of the Census, Statistical Ab-
stract of the Umte;aStates,

i

iy
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. C. Revenue Effect

*  Table 19 indicates the estimated revenue cost (“tax expenditure”)
-+ for private activity tax-exempt bonds during the next five fiscal
€ yegrs ¥-this purpose, private activity bonds include all IDBs, stu-
d?n loan bonds, mortgage subsidy bonds, and bonds for the benefit
charitable organizations (described in sec. 501 (cX3)). The total

fiscal year revenue cost for 1986 through 1990 from bonds to fi- - 34 '
nance private activities is estnmated at $68.5 billion. These gstl- e
mates assume that the present law ‘“‘sunsets” for qualified ; IR
gage bonds (1987) and small-issue IDBs (1986 generally) rema n m o
. effect. - )
Table 19.—Estimated Revenue Cost for Private Activity Bonds, -
) Fiscal Years 1986-1990
’ y (In blll/ion:zt; g!pllars] y , - M - o f
4 Typeofbond . 1986 1987 1988 1989 1990  1986-90
7 ' [
"o~ :Total private acti’vl y . I - !f '
. bonds... ....1..’, .................. 110 124 139 151 161 - 685
o Exempt organization a8 . : At 4*%
‘ >"k" “Bonds........... rereneseesin 21 28- 29 383™ 38 146
PR Exempt activity :
\ IDBs:
Pollution control ) p
) bonds ........ccceninus 11 12 13 14 16 686
e Airport,  dock, . ' : ‘
e etc. bonds........... 05 05 0& 07 3.1
o Solid waste facil- -y Jﬁ '
ity bonds.......... . 083 03 03~ *01‘4 04 LRLT .
. . Energy produc- - i
. tion facility - . . . ( ‘
By ‘ bonds .....cccnnuuinne .02 02 02 02 03 .5 S
T w77 Mass transit e T : s
§oe Bonds ........ccccun. 61 01701 01 .01 0.5
o 4 ~ Multifamily resi- T
dential rental - ‘
o : housing............... 10 12 14 17 19 &, 7.2 _
. Student loan bonds....... 0.4 05 - 05 0.6 0.6 2.6 A
. ortgage subsidy o ® ‘ e
N Quahfied mort- ) U S
gage bonds......... 22 25 28 28 : 26 12.9 T
o (86) kS
“’?s“ : N -t
. ¥ ‘ oy e\;\ v - ‘ ﬁ PO /‘ ? ‘;‘ t‘r
i N "‘}g FYA : s b "‘faw
IV e Lt . 2 - " -
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Table 19.—Estimated Revenue Cost for Private Activity Bonds,
Fiscal Years 1986-1990—Continued

{In billions of dollars]} )
Type of bond 1986 1987 1988 1989 1990  1986-90
Veterans’ mort-
. gage bonds......... 03 03 04 04 04 1.8
Small-issue IDBs.......... 2.8 3.0 3.3 3.5 3.5 16.1

‘ Source: Joint Committee on Taxation.

Revenue effects of tax-exempt bonds traditionally have been ex-
pressed as the revenue foregone df a year-by-year basis as a result
- .of the issuance of the bonds. However, tax-exempt bonds typically
are outstanding for a number of years, and consequently, the issu-
ance of tax-exempt bonds during a year results in revenue losses

-over a nuthber of years.

- Since tax-exempt bonds result in tax expenditures over a number
of years, it is helpful to express the revenue effect of these obliga-
tions in terms of the total value of future revenue losses. Table 20
indicates projected future revenue losses from bonds forecast to be
issued in calendar year 1985. For example, the $6.9 billion of honds
for multifamily residential rental property forecast tg be issued in
calendar year 1985 is estimated to result in total future revenue
losses of $2.9 billion, with a present value of $1.6 billion. Similarly,
the $11.2 billion of small-issue IDBs forecast to be issued in 1985 is
estimated to result in total future revenue losses of $5.5 billion,
with a present value of $2.9 billion.

Table 20.—Various Measures of Total Revenue Cost of Private
Activity Tax-Exempt Bonds Issued in 1985

(in billions of dollars]
. Total
Dollar - .
. amount of :et‘t,:ll;;:netalgl‘e' Present value
. Type of bond estimated -of total in

A 1985 bond it:.::.;"": year of fssue

issues ¢ 1988

Exempt organization bonds..... 10.8 78 . 3.6
Exempt activity bonds: ' .
Pollution control bonds.... 31 24 11
Airport, dock, etc. bonds... 1.9 12 6
Solid waste facility ,
bonds........cccervrvcrererserierene 1.1 N 3
Energlv production
facility bonds.................. 8 b 2
Multifamily residential
- rental property bonds... 6.9 29 - 1.6
Student loan bonds ................... 28 N b
. 3 {*‘%Vav

llllll
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Table 20.—Various Measures of Total Revenue Cost of Private
Activity Tax-Exempt Bonds Issued in 1985—Continued

[In billions of dollars)
Total
Doll
_ amount of 'ﬁ:ﬁ%‘ml’: Present value
Type of bond estimated ato bonds of total in
: 1985 bond jssued in year of issue
issues 1985
Mortqgagle f§:;(}i\sidy bonds:
ualified mortgage
v NS ....cooovrreneriniereressseseons 12.5 5.1 3.0
eterans’ mortgage
NAS....cccenrrrerrerennensrnenns 1.5 6 4
Small-issue IDBs...........ccceerinnene 11.2 5.6 29

Source: Joint Committee on Taxation.
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Senator CHaFEe. We will continue today the public hearing on
the impact of the tax-reform measures, and this morning we are
concentrating on tax-exempt bonds.

The first panel will consist of Mr. John T. Walsh, Mr. Jean Rous-
seﬁt;, and] Mr. Roger Feldman. If you folks would come forward?

ause. :

The CHAIRMAN. Please go right ahead. Your statements in their
entirety will be in the record. We ask you_to hold yourselves to our
5-minute committee limit. ’

STATEMENT OF CATHERINE L. SPAIN, DIRECTOR, FEDERAL LIAI-
SON CENTER OF THE GOVERNMENT FINANCE OFFICERS ASSO-
CIATION, WASHINGTON, DC, FOR MR. JOHN WALSH

Ms. Srain. Thank you, Senators.

My name is Cathy Spain. I. am the director of the Federal Liai-
son Center of the Government Finance Officers Association. Mr.
Walsh’s plane had mechanical difficulty this morning, and he will
not be able to be with us, unfortunately.

The CHAIRMAN. Give me your name again.

Ms. Spain. It is Catherine L. Spain, like the country. -

The CHAIRMAN. OK.

Ms. SpaIN. Believe me, I am no substitute for Mr. Walsh, who
has spent 44 years in Government finance.

Our association is a professional association of State and local fi-
nance directors, budget directors, controllers, and treasurers, and
for 33 years our association has taken a policy position that sup-
ports restrictions in the use of tax-exempt bonds that are solely for
the benefit of private industry. ‘

As responsible finance officers, we are very concerned about
ever-increasing Federal deficits; however, our primary concern is
with the proliferation in the use of tax-exempt bonds and the
impact that these have on interest rates paid for bonds that are
used to finance roads, schools, sewers, water systems, and other
governmental facilities.

While we support restrictions, we oppose the administration’s
proposal on tax-exempt bonds. We do not believe that they are re-
forms. We believe that the administration’s pro are an as-
sault on tax-exempt bonds and, as such, have been o%poeed by
every major national ozanization representing State and local is-
suers of tax-exempt bonds.

The administration’s plan not only affects the so-called private
purpose bonds but also general obligation and revenue bonds issued
for governmental services and facilities, including those that are
now technically classified as industrial development bonds which
finance such projects as solid waste disposal, sewer and water sys-
tems, and airports, docks, and wharves.

I would also like to note that.the leading proposals here in the
Congress also affect these public-purpose bonds that are technically
industrial development bonds.

The administration’s plan, in our view, substitutes restrictions
that are more burdensome and complex than the present law. And
specifically, GFOA and other public interest groups oppose the re-
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definition of governmental bonds which relies on an arbitrary 1-
percent rule. This will affect indisputable governmental purposes.

The elimination of the deduction taken by banks and other fi-
nancial institutions for the costs of buying and carrying tax-exempt
bonds is also opposed by our association and other public groups.
We believe that many jurisdictions that rely on local institutions
for their capital financing will be hurt by this provision.

We believe that the denial of tax-exempt financing, if a long-
term management contract exists, is wrong. This is a very fretéuent
type of activity that occurs in State and local government, and fre-
g}t:i:ntly, for example, many sewage treatment plants are managed

way. ] 5

The penalties the plan imposes on State and local officials who
practice good cash management and good debt management are
also bothersome. Arbitrage, when not abused, reduces the amount
of bonds issued for a project, and advanced refundings permit issu-
ers to refinance their debt when interest rates decline.

We have taken the position that if there are abuses in this area,
they ought to be identified and solutions ought to be targeted.

e are also opposed to the adoption of a new Federal reporting
reﬂguirement that will be costly and burdensome on State and local
officials and that many believe to k= unconstitutional.

As an association, we are very cuncerned about the disruption of
the tax-exempt market as issuers feel that they must rush to
market in anticipation of retroactive effective dates for bond provi-
sions.

We surport prospective legislation, at a minimum., .

We believe, in terms of the cost impacts, that the bank provisions
alone could add more than $1 billion annually to State and local
borrowing costs. The proposed arbitrage changes are anticipated to
increase project costs by 2 to 7 percent, and the advance refundin,
changes could be millions in savings for individual State and 1

~ _governments.

' Senators, in a similar vein, we are very concerned about mini-
; mum tax proposals. A minimum tax proposal was offered in 1982
- and defeated on the grounds that the Federal Government ig
barred by the Constitution from taxing State and local govern-
ments’ interest on their securities, :

In conclusion, in our comments about the administration’s pro-
_posal, we endorse the sentiments of the treasurer of New Jersey,
who said yesterday that a tax plan that shifts higher costs to State
and local governments is not revenue neutral.

Now, since there is a substantial chance that a tax bill may be
adopted that would include provisions related to tax-exempt bonds,
the Government Finance cers Association is recommending an
alternative to the administration’s plan. It is our intent to preserve
the tax-exempt status of governmental tax-supported general-obli-
gation and revenue bonds that are used to finance such grojects as
schools, roads, bridges, tunnels, and airports, by establishing a
three-part test for publég?urggee described below.

We also want to clarify that certain bonds that are currently
classified as industrial develczﬂment bonds bécause of the involve-
ment of the private sector with these facilities should also ﬁase our

Y
~
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threq-part test and continue to have unchallenged tax-exempt fi-
nancing. ) S

We support an exception to our test that would allow bonds to
continue to be used in areas of seveére economic distress and for
specific targeted purposes. And we also recognize that sewer and
solid waste and wastewater treatment facilities are presently being
financed jointly by public-privdte partners ixgs, and those types of
financing should continue. . ; . ‘

Our three-part test? I will quickly outline that for you.

The first is that the facility must be publicly owned for tax pur-
poses; no one takes the investment tax credit or depreciation on
the facilities. .

The second test is that the issuer ought to be functionally in-
volved with the facility, that there ought to be some involvement
from a regulatory, planning, or supervisory perspective.

The third test, and this is the test with the real bite, is that
there ought to be some financial involvement on the part of the
issuer, that the issuer cannot be simply serving as-a conduit, that
the bonds are issued on the basis of the jurisdiction’s creditworthi-
ness, and thet the jurisdiction is financially involved by some sig-
nificant portion. . ey,

One final comment. We are concerned about the logs. of thede-
ductibility of State and local taxes, for many reasons but, also be-
cause of the impact it will have on the creditworthiness of gur

State and local borrowers. We are very concerned that marginalys-

suers will have their borroWwing cests increased by changes in-this

‘deductibility provision.

We appreciate this opportunity to testify, Senators, and Wéwould

be happy to work with your staff on coming up with an alternative
public-purpose definitjon. . S oo
The CHAIRMAN. ThHank you. .. . Lo '
Mr. Rousseau? .. "0 . Y R
[Mr. John T. Walsh’s written testimony follows:]
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Inkroguotion

Good morning Mr, Chairmsn and members of the Committee, My name is
John T, Walsh, I am President of the Government Finance Officers Associa-
tion, as well #s Finanoe Director for the City of Hartford, Connectiocut,®

The debate over the exemption from federasl income taxes of interest on
bonds issued by state and loosl governments tends to regerd state and looal
governments es specisl interest groups, First, we should reocognize that
state and loosl governments and the federa) government sll serve and must
be supported by the same constituency,

A basio tenet of the federal system of governmenv is the Constitution-
a8l dootrine of reciproosl immunity., The federa) government csnnot tax the
interest on our bonds and we cennot tax the interest on federal government
obligations, Notwithstanding the Constitutional basis of the exemption, it
may be poasible to restrict the jfssuance of obligations that ere for the
primary benefit of private users, and it is certeinly not irresponsible to
introduce this oconoept into the debate on the present tex reform propossls,

For mere than 33 years our Associstion has held that there must be
restriotions on the unlimited issuence of tex-exempt bonds that solely
benefit private industry, As responsible finance officisls we are aware of
the potential future impaots of ever-inoreasing federal) deficits. However,
our primary oonoern is with the proliferation of these donds in the
municipal bond market and their effect on the interest rates paid for bonds
iasued to finance roads, sohools, sewer and water systems and other

gavernment faoilities,

¥¥he Government Finanoe Officers Assooiation is a professionsl assooiation
of 9,200 appointed and elected government offioials who serve as tressur-
ors, oomptrollers, budget directors, retirement sdministrators, socoounte
ants, and suditors at the state and locsl level,
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The Administration's Proposal.on Tax-Exemot Bonda
We oppose the Adilntstrltion's proposals on tax-exempt b;ndl. They
.nro not reforms., They are an asssult on all tax-exempt bonds, and as such
have been opposed by every major national organization representing state
and loosl issuers of tax-exempt bonds, . B

The Administration's plan not only affects the so-called "privete-pure
pose" bonds, but also general obligation bonds and revenue bonds issued for
governmental services and faoilities inoluding those that sre now technie
cally olassified ss industriasl development bonds whioh finance suah
projects as -

o 801id waste disposnl,
] sewer and water systems, and
[ airports, docks, and wharves,®

The Administration's plan subatitutes reatriotions that are more
burdensome and ocomplex than present law, 8pecifiocelly, the GFOA end the
other publio offioial groups objeot to:

1. The proposed redefinition of governmentsl bonds whioh relies upon
an ardbitrary one-peroent rule, This will affeot bonds for indisputedle
governmentsl purposes,

2, The elimination of the deduotion teken by banke and other
financial institutions for the ocosts of buying and oarry taxeexempt bonds.
Nany small Jurisdiotions that rely on loos) institutions for their ospitel
finanoing will be hurt by this provision.

TThese pudbiic feoilities which are toohnloallz industriel development bonds
are also adversely affected by oongressional tex reform proposals,

-2 .

P
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3. The denisl of tax-exempt financing if a government has a contract
with a private firm to manage a public facility for more than one year.
Frequently sewage trestment blants ar; Tanaged this way.

4, The penalties the plan will impose on state and local officials
who practice good cash and debt.manasement. Arbitrage, when not abused,
reduces the smount of bonds issued for a project and advanced refunding
permits issuerszs to refinance their debt when_lntoreat rates decline,

5. The adoption of a new federal reporting requirement that will be
costly and may be unconstitutional,

6. The disruption of the tax-exempt market ss issuers rush to market
in anticipation of a retroactive effective date for the bond provisions,

We believe the benk provisions could add more than a billion dollars
annually to stete and locul borrowing ocosts, The proposed arbitrage
changes -will inorease the amount borrowed for projects by 2 to 7 percent
and the advanced refunding changes could mean millions in savings for the
individual projects refinanced,

In a ssmilar vein, proposals to inolude tax-exempt interest in the
minimum individual taex base would affect our market adversely, A minimum
tex propossl was offered in 1982 and defested on the grounds that the
federal government is barred by the Conatitution from taxing state and

local government securities, -~

Ap_Alternative Approach
Sinoe there is s substantial chance that a tax bill may be adopted

that could include provisions reluted to tax-exempt bonds, the Government

-3 .
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Finance Officers Association is recommending am alternative to the Adminis-
tration's plan that would:

o preserve the tax-exempt status of governmental tax-supported
general obligation and revenue bonds that are used to finance such projects
as schools, roads, bridges and tunnels by estsblishing a new three-part
test for public purpose desoribed below;

0 clarify that certsin bonds that are currently classified as
industrial development bonds, but pass the three-part test, should continue
to be financed on a tex-exempt basis;

° support an exception to the three-part test that would allow
tax~exempt financing for projects that primarily benefit private users that
sre tasrgeted to aress of severe econumio distress and to specific purposes
such as housing; eand B

0 ;;cognizc that solid waste disposal and wastewater treatment
facilities are presently being financed jointly by public/private partner=
ships snd these types of finanoings should be continued,

We propose that tax-exempt finuncing should be unchallenged if:

1.  The facility hedng finenced . ia . publicly owned for Lax purposea.
Under this criterion, no private entity may use the investment tax credit
or depreciate the property for federsl “tnoome tax purposes if it is
financed with tax-exempt bonds.

2. Tha dsauer ia funotiopnally involved do the projeqt. The funo-
tional involvement oriterion can be satisfied if the issuer retains

"or exercises operstionsl, supervisory, planning or regulstory control of
the facility being finanoced., An example is where a government lesses a
portion of » faoility to a-private firm on s long-term basis, but retains

-l -
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title to the property, has the right to spprove sub-leases and changes in
the use of the property, and may lease to another perty either at the
expirstion of the lesse or if the lessee vacates the premises.

3. Tha dsauer s (inonaially invelved in the projeat. An issuer is
firancislly involved in the project when it is reasonably expected that the
debt is not to be secured solely by e single privete entity, The financisl
involvement test is setisfied where 2 public entity has a meaningful
finanoial commitment to make svailable revenues from its own sources or
sccepts a repayment obligetion or a contingent commitment for a significant

~port (five percent) of the debt service, B

In drafting and oonsidering the sbove three criteris snd the excep-
tions, it will be important to have » clear legislative hiastory to prevent
the broad, overly restriotive spprosch which Tressury is likely, based on

history, to follow in the regulation prooess,

loeast of the Loaa of Deductibility on Credit Quality

The denial of deduotibility of ;tntc snd looal taxes is opposed by
GFOA, Among other things, it will lead to a deterioration of the credit
quality of tex-supported dedbt, Credit quality is important because the
lower the quality the higher the interest rate and the more the government
must pay to borrow, We believe this will harm many marginsl ocommunities
whioh rely hesvily on property taxes,

The Government Finance Officers Association appreciates this opportua
nity to testify and offers to work with you and your staff in designing an
alternstive to the Administration's plan, I respectfully request that my
statement be entered into the record.

-5
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STATEMENT BY JEAN J. ROUSSEAU, CHAIRMAN, PUBLIC
SECURITIES ASSOCIATION, NEW YORK, NY -7

Mr. Rousseau. Thank you, Mr. Chairman, Senators. ,

I.am chairman of the Public Securities Association, and I am
also senior vice president of Merrill Lynch Capital Markets, and I
represent the Public Securities Association, the trade association
for municipal securities dealers nationwide.

The administration’s proposals concerning tax-exempt issuance
in their tax reform proposal would very simply have the effect of
eliminating 80 percent of the purposes and 80 percent of the
volume of tax-exempt bonds issued by public entities for public pur-
poses. We believe that this does not represent tax reform, and quite
candidly believe that it should not be included in a tax reform de-
liberation.

The Treasury’s proposals will not lower taxes, they will not
create significant revenues for the Treasury at all, and they will
not make the tax system fairer or more e%uitable. They will de-
crease city and States’ ability to meet identified public needs. Te};?’y
will increase the costs and the risks of meeting those public needs
and operating public facilities. And they will seriously impair if not
destroy the privatization initiatives that have achieved so much co-
operation between public and private bodies in recent years.

I think it is important to reflect just for a moment on the par-
ticulars of the administration’s proposals.

The proposals would eliminate certain categorical public pur-
poses such as all multifamily and single family housing bonds, all
student loan bonds, all pollution control facility bonds, all not-for-
profit health care and hospital bonds, and all not-for-profit univer-
sity bonds, as well as convention and trade show facilities, and all
small issue industrial revenue bonds.

Under the workings of their so-called 1-percent rule which would
deny tax-exempt funding to any facility where there was anzopri-
vate involvement, they would also eliminate many if not all bonds
issued for sewage and solid waste disposal, public power, air and
water pollution control facilities, regional pollution control facili-
ties, water supply, hydroelectric generating, airports, docks, mass
commuting facilities, and all of the other convention and trade
:.how facilities that they didn’t get with the categorical elimina-

ions.

In addition to that, they would deny municipalities and States
the ability to advance refund their outstanding debt to achieve
lower interest rates or more favorable bond covenants. And they
would also, coincidentally, eliminate the ability of banks to deduct
interest used for carrying municipal bonds.

It is an obvious tactic. It is a massive overkill proposal which
would eliminate by several different means substantially more
than half, indeed 80 percent, of the municipal market as it is pres-
ently constituted.

- If I may, let me graphically illustrate that by drawing your at-
tention to exhibit 1 in m’}:rtestimony, which is a pie chart which
shows the effect that the Treasury proposals, if they had been law,
would have had on the municipal marlfet in 1984. All of those pur-
poses which I identified would be eliminated—everything in the
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dark area of this pie chart. And in addition to that, almost half of
the bonds issued on a general obligation basis, or so-called—Treas-
ury’s definition—traditional revenue bonds would also have been
eliminated either by the workings of the advance refunding propos-
al or by the workings of the 1-percent rule, or both.

St:a of a $115 billion market, $92 billion would have been elimi-
nated.

Treasury’s rationale for this proposal is that it would eliminate
abuse. Well, I think I need not go further than to say that some-
thing that eliminates 80 percent of a longstanding and legitimate
public market is not a correction of abuse.

Furthermore, they say it would raise $18 to $16 billion in reve-
nues which are needed. That simply is not going to turn out to be
true. We commissioned Coopers & Lybrand, the national account-
ing firm, to study the Treasury’s own methodologﬁ, and they con-
cluded—and I would draw your attention to the bar chart—that,
whereas Treasury indicates a gain of $18 billion, the Joint Commit-
tee on Taxation indicates gains of $16 billion, in fact the true gains
to the Treasury would be less than $2 billion, using Treasury’s own
methodology, and no more than $3.6 billion using the Joint Tax
Committee’s estimates of revenue, And the cost to State and local
governments in any case would be $41 billion over the same 4-year
period of time.

We, as an industry organization, the municipal bond industry,
obviously have a commercial interest in this matter. However, we
also know the needs and the scarce resources and the limited op-
tions available to State and local issuers. I believe you have heard
from many of them at home; I believe Kou will hear from many of
t{xem today. We urge you to consider their needs in your delibera-
tions.

The CHAIRMAN. Thank you,

Mr. Feldman.

[Mr. Rousseau’s written testimony follows:]
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STATEMENT OF JEAN J. ROUSSEAU, CHAIRMAN OF THE
PUBLIC SECURITIES ASSOCIATION, BEFORE THE
COMMITTEE ON FINANCE OF THE UNITED STATES SENATE

Washington, D.C.
September 24, 1985

INTRODUCTION

Good afternoon. My name is Jean J. Rousseau. I am the
elected Cha.rman of the Public Sacurities Association (PSA), the
national organization of banks, dealers, and brokers that
underwrite, trade and sell municipal securities, mortgage-backed
securities, and U.S. Government and Federal Agency securities.
PSA's 300 member firms collectively account for approximately 95
percent of the nation's municipal securities underwriting and
trading activity, I am also a Senior Vice President and Director
of the Municipal Securities Division of Merrill Lynch Capital

Markets,

1 wish to persuade you today to exclude from any consideration
of "tax reform" the various provisions of the Administration's tax

proposal regarding the issuance of tax exempt municipal bonds,

The elimination of what the Treasury Department has termed
"private activity, non-governmental bonds" will not lower anyone's
taxes. It will not make the tax system fairer or simpler. It
will not contribute significant revenues to the U,S. Treasury,
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Tﬂis proposed elimination of tax exempt financing for an
estimated 80 percent of the projects financed by state and local
government officials last year will increase substantially the
cost at which state and local governments finance capital

improvements.

It will significantly decrease their sbility to control and
reduce operating risks and costs through working partnerships with
private sector enterprise, It will encourage creation of new
government bureaucracies, replacing the very promising
privatization initiatives of recent years, 1t will also undermine
the historic partnership between state and local governments and
community-based non-profit, charitable institutions across the

United States.

This is not "tax reform", It is tax shifting, from the
Federal to the state and local level. And it {s a serious, {f
unintended, blow at the Now Federalism which this Administration

has championed.

THE _SPECIFICS OF THE PROPOSAL

First, 1 want to make sure you are aware of how thoroughly
sweeping and radical these proposals are. The Treasury has
proposed to hurl four thunderbolts at the municipal market,
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any one of which would be sufficient to cripple the ability of
state and local governments to fund vitally needed public
facilities on a cost effective basis, Those thunderbolts, and

their independent crippling effects on the market, are:

i) elimination of certain exempt purposes which represents a
71% reduction in 1984 volume;

11) The "1% Rule" -- if one percent or more of the proceeds
of a bond issue directly or indirectly benefit a
non-governmental entity the bonds would be {ssued on a
taxable basis -- which would reduce volume in 1984 by 52%;

{14) drastic alteration in "arbitrage" rules (fundlng during
construction) which represents approximately a 40%
reduction in 1984 volume; and

iv) elimination of advanced refundings ropresonting a 2%

reduction in 1984 volume (this percentage would be
substantially higher in perjods of declining interest
rates).

The tactic is obvious - a massive overkill proposal leaving
plenty of room for apparent "compromise'" but still more than
enough damage to the structure of the market to achieve Treasury's
goal of the effective elimination of this time honored public
benefit facility. The tactic is as outrageous as it is obvious,
and yet it has not been supported either by valid citations of
"abuses' to be eliminated or by estimates of revenues to gained.
The Treasury's proposal cannot be taken seriously as a starting
point for discussion of the municipal market., It must be laid
aside entirely and the market considered on its own true and

considerable merits.
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The practical application of these Treasury recommendations
will elininate the tax exemption for all multi-family and single
family housing bonds, student loan bonds, pollution control bonds,
not-for-profit hospital and private university bonds; many, if not
most, bonds issued for sewage and solid waste disposal, public
power, air and water pollution control facilities; water supply
facilities; hydroelectric generating {acilities; airports, docks,
mass commuting facilities; convention and trade show facilities,
and small fssue industrial development bonds; and some additional
general obligation and "traditional" revenue bonds for other types

of projects,

Por eaampie, sixty percent of the nation's hospitals are
organized as nut-for-profit institutions, Under these proposals,
construction and rehabilitation of such hospital facilities would
not qualify for tax-exempt financing. The result: higher costs

for hospital improvements and higher hospital fees.

Other provisions affecting municipal finance include the
elimination of advanced refundings of any outstanding tax exempt =«
bonds, regardless of purpose; the elimination of the deductibility
of carrying costs for bank purchases of municipal bonds; and
severe restrictions on the reinvestment of proceeds by state and

local governments ("arbitrage").
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The elinmination of advanced refunding would deny state and
local governnents the abil:ty to -lower the cost of horrowing
during a period of declining interest rates and to remove
provisions in original bond covenants which restrict future

actions by the issuer.

Advanced refunding 1: an accepted, prudent practice in the
market for state and local securicies. Many state and local
government securities are issued with 'call" provisions which
allow issuers to repurchase their bonds. In many instances "call"
provisions are limited to specific periods of time well into the
1ife of the bond, i.e. bonds may be called annually only after the
tenth year, As a result, in ordar to take advantage of lower
interest rates, a state or local government will issue refunding

bonds if it cannot "call' the outstanding bonds.

Limited "call" provisions and the ability to issue advanced
refunding bonds work two ways to lower borrowing costs for states
and localities. By utilizing advanced refundings, state and local
governments can combine the advantages of the lower interest costs
associated with issuing securities with longer call periods which
protect investors against declining interest rates, snd also take

advantage of refinancing opportunities to lower interest costs if
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rates decline sharply. Thus, advanced refunding bonds provide
state and local governments with a means of lowering their cost of

borrowing without increasing risk.

The imposition of nev‘requirements on arbitrage would severo;y
restrict issuers during construction of major projects. These
restrictions generally limit the instances where proceeds raised
at tax-exempt rates can be invested in socurities which pay
interest at higher taxable rates and they also significantly limit
the time periods in which investment proceeds can be reinvested

with limited restrictions.

The proposal would require generally that investment earnings:
from the proceeds of s tax-exempt bond issue which are not
invested to directly carry out the purposes of the bond issue be
rebated to the federal government. Other requirements in the
proposal make more severe the rules regarding reinvestment of

allowable reserves.

The proposal also would significantly diminish the period of
time immediately after the bonds have been issued during which
liberal reinvestment standards ar; in place. This time poeriod is
termed the temporary period. The proposal would limit
applicability of the temporary period standard to construction
projects where a "significant amount" of the bond proceeds are
expended within one month (currently six months is allowed) of
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issuance. This proposed restriction does A;t feélect accurately
the timing of expenditures during construction of major facilities
and therefore seems to be quite arbitrary., This provision may
also force issuers to finance construction of new projects through
means, such as bank loans with periodic draw down provisions, that

would significantly raise the cost of financing new projects.

1 would draw your attention to Exhibit 1, attached to my
statement. Using the Treasury Deépartment's data on tax-exempt
issuances during 1984 and our own estimate of the additional
general obligation and so-called "traditional" revenue bonds
affected by the one percent rule, the pie chart indicates the

volume and types of ‘financings which would be affected.

Let me be clear what "affected" means. If these provisions
are enacted by Congress, the indicated financings would either:

1. Be financed with taxable bonds, at 30-35 percent higher
interest rates and 50 to 100 percent higher total capital
.cost; or

2. Be radically restructured to eliminate private,
non-governmental involvement; or

3, Not be constructed at all,

These hard choices will confront issuers for approximately 80

percent of the tax-exempt new-issue market. We know, for

instance, that 80 percent of all revenue bonds issued last year

would have lost tax-exempt status.



109

In short, this is not a minor change. It does not apply
merely to "IDBs," of which "small issues" already face legislative
sunsets in 1986 and 1988, It does not protect general obligation
or "traditional" revenue bonds. It does not protect "public

purpose" facilities as the public would understand that term.

RESULTING REVENUE GAINS ARE INSIGNIFICANT

The presumed rationale for such sweeping change is to '"close a
tax loop hole" and thereby raise additional revenues for
Treasury. Treasury estimates that its.recommendations will
produce a $13 billion gain for the period 1986 to 1990. Using the
Treaspry's methodology the Joint Committee on Taxation ("JTC")
estimates a $16 million revenue gain for the same period (the JTC
estimate differs from Treasury's because of different interest
rate projections). We believe the Treasury and the JTC estimates

are seriously overstated.

The Public Securities Association commissioned the national
accounting firm of Coopers § Lybrand ("C§L") to conduct a study of
the impact on Federal revenues of the ﬁroposed elimination of
tax-exempt securities as recommended by Treasury., The results of
the Coopers § Lybrand study indicate that the Treasury methodology

is seriously flawed.
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It is important to note that C§L's own estimates are not the
result of an entirely different eésnometric model. C&L's
estimates were generated by replicating the Treasury methodology
and correcting its major shortcomings; namely, the biasing

assumptions that

o All projects denied tax exempt status would be
financed with fully-taxable bonds;

o All affected investment in tax-exempt bonds would
shift entirely to taxable investments (ignoring the
continued availability of other tax-favored
investments);

© No construction dollars, jobs or other economic
activity ("reflows'")--and the tax income flowing

therefrom--generated by projects currently financed
by tax exempt bonds.

~ Having corrected these short-coliﬁg;. C8L estimates that
anticipated revenues to the Federal government will be, at a
maximum, $3.5 billion for the five yﬁar period--about one-fifth of
the JTC forecast.

In addition, there are other factors that would reduce
Treasury's and JTC's revenue gain estimates that were not
considered in the _C&L study. A major factor is the effect of
eliminating advanced refundings on a relatively inexpense source
of financing for the Treasury, namely, State & Local Government
Series or "SLGS". When an issuer conducts an advanced refunding
the proceeds are invested in 5LGS. The interest rate on SLGS is
the same as that of the ;dvanced refunding. SLGS therefore
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provide the Treasury with financing at a tax-exempt rate thereby
providing a revenue gain to the Trea§ury. Blimination of advanced
refunding would in effect, provide a revenue loss to the

Treasury. Preliminary estimates by C§L indicate th{i this revenue

loss would amount to $2.25-3.0 billion from 1986 to 1990.

THE HIGH COSTS IMPOSED ON STATE Aﬁp LOCAL GOVERNMENT

While the Coopers § Lybrand study shows that eliminating of
so-called "private activity" bonds would not produce material
additional revenues--if any--to the Federal government, the
increased costs in state and local taxes and user fees are

potentially enormous.

I1f all the projects affected by these provisions were to be
financed in the taxable market at an average increased interest
rate of 3 percent, the increased five-year cost would be $41
billion, I draw your attention to Exhibit 2, attached, to compare
Treasury's revenue gain with the increased costs to state and

local governments and taxpayers,

CONCLUSIONS -
The municipal securities industry, as representéd by PSA,
believes that any proposal which so dramatically impacts state and

local government finance and threatens huge new costs in state and

/
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local taxes and user fees in relation to minimal increased
revenues to the Federal government should be removed from your
otherwise worthy efforts--and those of this Administration--to
reform, simplify and make more equitable the Federal income tax

system,

As 1 have said before, this is not tax reform. Rather, it is
an unfortunate outgrowth of a long-held and fundamentally hostile
attitude by the Treasury Department which would prefer the
elimination of all tax exempt finance by state and local
governments, as has now been recognized in public pronouncements

of senior Treasury officials.

As representatives of the industry, the members of PSA clearly
have a commercial interest in the volume of tax exempt bonds
issued. However, we also have an experienced perspective on the
needs and desires, but also on the limited range of financing
options available to state and local officials who--whether
elected or appointed--are responsible to their constituents (and
yours) for providing capital-intensive servic;s on the most

cost-effective basis,

We urge you to listen to them both in these hearings and at

home in your districts. In particular, we urge you to consider
those projects in your home districts--~the planned airport
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expansions, community hospital modernizations, low and moderate
income housing projects, solid waste treatment plants, and so
on--which will be adversely affected by these proposals.

Thank you very much for your attention.

Attachments
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EXHIBIT 1

1984 Long-Term Municipal Bond
Issuance Showing Effects of Changes
Proposed by Treasury Department

($ in Billions)
.BondsDenledTax»ExenmtsutusUnderTnuurmeposals

Pollution $1.1 Student Loan Bonds
- Non-Profit
- Sewer Disposal IDBs ook b Hospital Bonds
R ‘ $5.1 Mulu'l-'amﬂg"
(4.4%) Housing ID

Small Issue IDBs

Other IDBs

$42.6
(37.0%)

General Obllgatlon'
and Revenue Bonds

Total Issued: $115.1
Total Denied Tax-Exempt Status: $92.1

es Is U.S, Treasury Departrnent Except Poruon“of G.0. and Rev. Bonds Affected

T
1% Rule” for Which the Source is Public Securities Association

gyoqgaforAl!WmFlcu
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EXHIBIT 2

Added Costs to Taxpayers and Ratepayers From
Treasury Proposals to Restrict Tax-Exempt Issuance
Are Three Times More Than Treasury Gain Forecasts

($ in Billions)
INCREASED STATE &
LOCAL TAX AND

PROJECTED FEDERAL REVENUE GAINS RATE PAYER COSTS

JOINT TAX
TREASURY MODEL COMMITTEE MODEL
Ic
Treasury Forecast

Forecast

Cumulative Federal Revenue Gain Throuch 1990 Added Costs to State and Local Issuers
Through 1990 From Elimination of
Tax-Exempt Issuance Under Treasury
Department Proposal®*

*“An AnalyusofTreawry Estimates of Revenue Gains From the Proposed Elimination of Selected Tax-
Exempt Securities”” — Coopers & Lybrand. july 15, 1985; Updated August 1985.

**Source: Public Securities Assodation.

z
e
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EXHIBIT 111

Rationale

The $4] Billion Arnount Was Calculated by-
Determining the 1984 Volume of Known Tax-
Exempt Bond Issues Which Would Have Had to
Be Issued on a Taxable ‘Basis if the Treasury
Department Proposals Had Been in Effect.

This Volume ($92 Billion) Was Then Projected to
Be Issued as Taxable Bonds From 1986
Through 1990. 10% Tax-Exempt Interest Rates
and 13% Taxable Interest Rates Were Assumed.

Source: Public Securities Association
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STATEMENT BY ROGER D. FELDMAN, VICE CHAIRMAN,
PRIVATIZATION COUNCIL, INC., WASHINGTON, DC

Mr. FELDMAN. Thank you, Mr. Chairman, Senators.

My name is Roger Feldman. I am the vice chairman of the Pri-
vatization Council, Inc., which is a nonprofit corporation focused on
the analysis of cost-effective roles which the private sector can play
in performing traditionally public activities, so-called privatization.

As you all know, privatization has been implemented in many
areas—water treatment, municipal solid waste/resource recovery,
transportation, correctional systems.

The reason for the attention to privatization is because of the
growing so-called infrastructure gap between public resources and
public needs, which the Joint Economic Committee recently esti-
mated at $1 billion. EPA estimated water treatment requirements
in the area of $100 million by 1990.

Privatization does two things: It attracts private capital and- it
results in net capital and operating savings to the public bodies.

We have done a study—various other studies have been done—
and reflected that public bodies realize between 15 and 25 percent
capital savinfs from privatization projects.

Additionally, some of these projects entail risk that is absorbed
by the private sector, and there are operating efficiencies, includ--
ing in some cases revenues.

The important fact to focus on is that these benefits are captured
in the form of service fees to public consumers. Now, as you know,
the 1984 Tax Act specifically focused on imposing risks on those
private persons who claim tax benefits when providing services to
public bodies. The effect of Treasury II clearly is to do away with
the possibility of privatization in any significant measure, by termi-
nating the ITC, elongating the ACRS, and effectively precluding
the use of tax-exempt industrial development bonds. There is no in-
centive to the ;)ublic, there is no reward to the private side.

And we don’t feel that there really is anything in the record to
justify the alleged revenue savings from this action. Specifically,
there has been no attention either to the positive tax benefits when
you get private parties into the operation of facilities, nor to the
multiplier effect that follows upon that. Nor has there been atten-
tion to the fact that, absent privatization, either municipal and
local governments will have to go to additional tax-exempt GO’s if
that is feasible, or they are simply going to directly or indirectly
have to tax the consumers of the public services; the very people
supposed to be benefited by the Tax Reform Act are the ones who
are going to be harmed.

Now, we believe that in order to realize the net positive benefits
of privatization, two things are necessary: One is simply to have a
stability in knowing what the rules are in accordance with which
you can privatize; the second that follows from that is simply to, in
effect, create a safe harbor for a very carefully defined class—
public purpose projects, which are public-private joint ventures,
which are clearly related to infrastructure. For those projects alone
we s:ggest that the current tax treatment of ACRS and ITC be pre-
served.
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Similarly, the proposed 1-percent rule restricting the use of IRB
and other tax-exempt debt should not be made applicable only to
that defined class of public-purpose facilities which are known as
infrastructure.

It really is not our intent to try to create some kind of special-
interest legislation. Privatization has been demonstrated to be a
successful means—and the administration has endorsed it—of get-
ting the private sector involved in providing essential public serv-
ices. We think that the congressional preservation of the possibility
of necessary -and sound public-private partnerships will make the
whole package more attractive to State and local governments, par-

*ticularly in the infrastructure area.

In concluding, we strongly urge that in_structuring tax reform,
recognition be given the public interest in preserving those selected
benefits of privatization.

Thank you very much. i

The CHAIRMAN. Thank you, sir.

[Mr. Feldman'’s written testimony follows:]

L)
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Privatization: An Important Financial and Management
Tool for Government

The Privatization Council, Inc. is_a non-profit
corporation organized to inform the public and private sectors
as to the productive roles that public-private partnerships can
play in the finance and operation of traditionally public
services. Examples of successfully privatized projects abound,
incfhding the development, acquisition and expansion of water
and wasteﬁater systems, solid waste/resource recovery projects,
t}ansportation systems, correctional facilities, parking
garages, and the range of other public works that has come to
be known as "“infrastructure".

Privatization has been found to be in the public
" interest when structured properly. 1In 1984, the Congress
provided clear guidelines as to future privatization

transactions. The Tax Reform Act of 1984*" contemplates that

%7 section 7701(e), Internal Revenue Code
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a private sector developer of a project performing public
functions may be eligible for tax benefits under other
provisions of the Code, notably the investment tax credit and
rapid depreciation, so long as the operational and financial
risks fall on his shoulders. Under these circumstances, a
private sector developer may finance, construct, own and
operate the facility and charge the community involved a
service fee for the public services in question. Facilities
for performance of certain of these services, such as solid
waste disposal, also are eligible for tax-exempt financing.
Privatization is attractive to state and local
governments for a number of reasons. First, in many cases,
there are simply no longer sufficient funds available to
governments to meet the complete range of society's needs which
traditionally have been provided through the public sector. It
has been well documented that the amount needed to build or
repair our nation’'s infrastructure ranges into the trillions of
dollars. The EPA estimates that over $100 billion of new‘
construction is needed to satisfy the requirements of the Clean
Water Act alone. Larger sums will be needed to meet drinking
water and solid waste needs. Private sector involvement allows
government entities to allocate scarce public dollars to more
ptojeéts. Second, such projects allow the government entity to

shift technological, completion, and operational risks to the

private entity. Third, the non-governmental entity is usually



122

able to provide the pubfﬁc service at a significantly lower
cost to the taxpayers.

State and local governments realize such economic
benefits because the service fees charged by the private entity
are lower than the government untity's cost of providing the
service. That difference is due to efficiency and productivity
gains and lowered costs arising from private operation, as well
as the realization of the tax benefits mentioned earlier which
are now clearly available to the private sector. Efficiency
gains are the result of innovative management techniques, new
technologies and the introduction of a profit motive.

The key to realization of these gains is the injection
of private risk capital into public purpose projects. Because
of the important role played by tax benefits in atttactiné such
risk capital to infrastructure projects, the Privatization
Council has focused its attention and research on the potential
impact of proposed tax reform. Specifically, its attention has
focused on research concerning the probable effects of Treasury
Il on (i) privatization; (ii) infrastructure development; and

(iii) Treasury revenues.

Analysis of Impacts of Treasury II
(1) Privatization e

The Administration's proposed tax reform act in large

measure reduces tax incentives for privatization; As di;cussed
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below, it would effectively terminate industrial development
bonds and the investment tax credit and would more than double
the period over which assets may be depreciated. It is a
complex task to quantify the economic ramifications of
stultifying privatization in the manner proposed. We have made
reference to three key studies, as supplemented by the
observations of other analysts.

The Privatization Council commissioned a study by
Touche Ross & Co. entitled "Impacts of Tax Proposals on
Privatization Transactions” that discusses the overall
consequences of the proposed tax bill on an actual wastewater
treatment plant privatization project. The study concludes
that, from the local government perspective, under the current
tax law the privatization/service contract alternative is the
least expensive way of providing the service in question,
resulting in actual savings of nearly 14% of the estimated
lifetime project costs when compared to a conventional revenue
bond financing. Should-the tax proposal become law, the
savings would be significantly lower, being derived
substantially from the economies arising from savings
associated with cheaper opérating and maintenance costs, as
there would be very little capital construction cost savings.

Metcalf & Eddy, one of the Council's sponsors, focused
its analysis only on the capital portion of a representative

wastewater project. It concluded that privatization under the
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service contract approach saved between 15-25% over
conventional public financing. Treasury II would reduce
capital cost savings to.5-10%. It questions the adequacy of
such savings to provide a municipal incentive for
privatization. A preliminary study by Arthur Young furnished
to the Council indicates that, even utilizing conservative
assumptions, not only aie cost savings from privatization
foregone, but in the case where no tax-exempt debt is
available, privatized projects are actually rendered more
expensive than traditionally financed public facilities.

The clear economic losses to the public only partially
reveal the harm done, By reducing the potential for private
sector involvement, the proposed tax bill will foreclose the
opportunity for state and local governments to make use of
private sector efficiencies, innovative management techniques
and new technologies. Also lost would be the ability to build
in flexibility in user fees and in the terms and conditions of
service contracts to accommodate unique local conditions, such

as projected growth.

(2) Senate Infrastructure Advisory Panel Study

Is the cost of "tax reform"” to State and local
governments offset by other larger scale public benefits? The
'answer appears to be clearly in the negative. The Private

Sector Adviscry Panel on Infrastructure Financing study




1256

entitled "The Implications of Tax Reférm for Infrastructure
Financing and Capital Formation” was submitted to the U.S.
Senate Committee on the Budget. This study, commissioned by
the Committee on the Budget Advisory to the U.S. Senate,
concluded that the loss of tax-exempt financing would have
undesirable effects on the infrqstructure of the country at a
time when the replacement and construction of the
infrastructure is badly needed.

The Study pointed out that a wide range of independent
experts had estimated hundreds of billions of dollars shortfall
in public infrastructure funds by the year 2000, including the
Joint Economic Committee (estimated $1.1 trillion requirement)
and the Congressional Budget Office (estimated $860 billion).

_It highlights how, as a practical matter, the proposed
Treasury Il requires that (i) no more than 1% of bond proceeds
may be used by a non-governmental person; (ii)‘for any bond to
be exempt, the facilities must be gvailable for actual use by
the general public on the same basis as a private user; and
(iii) tax-exempt financed facilities may be used by a
non-governmental entity only under a short term management
contract effectively prohibiting many of the privatizatized
infrastructure~type activities currently financed by general
obligation and revenue bonds under Sections 103(a) or 103(b).
The resulting shortfall of public-purpose projects will
significantly impair the prospect§ of satisfying the

ever-increasing infrastructure requirements of the country.

55-398 0 - 86 -~ 5
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(3) Revenue Neutrality

It is sometimes argued that even though state and‘
local governments will find it more expensive to provide public
services, the increased expense is justified by the reduction
of revenue losses that the U.S., Treasury may experience. It is
our opinion that privatization transactions will in most cases
contribute more to the Treasury than is initially "lost"
through the various tax provisiong. Privatized projects are
constructed, owned, and operated by private, for-profit
entities that pay income, sales, and property taxes which
otherwise would not be realized if ownership remains with the
public sector. Preliminary analyses by Metcalf & Eddy suggest
that taking into account taxes paid by all of the contributors
to a privatized project, some projects may actually produce a
positive effect on Treasury revenues because the taxes paid by
the contributors exceed the tax benefits over the life of the
project,

Moreover, the revenue calculated by the Treasury and
the Joint Economic Committee to be gained by eliminating
tax-exempt bonds seems to be far less than expected. 1In a
study commissioned by the Public Securities Association,
Coopers & Lybrand analyzed the proposed elimination of
tax-exempt securities. -The study concluded that the method by
which the U.S. Treasury and the Joint Committee on Taxation

(JCT) estimated the revenue gains to be realized by eliminating
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tax-exempt bonds was seriously flawed. Rather than a\revenue
gain of $13 to $16 billion during the years 1986 through 1990,
Coopers & Lybrand estimated the revenue gain to be $0.43
billion to $1.98 billion over the same period,

The study concludes that the methodology used by the
U.S. Treasury and JCT is incomplete in that it ignores the
multiplier effect and other indirect economic effects of the
loss of tax-exempt financing. One of the primary purposes of
issuing state and local tax-exempt bonds is to generate
ancillary economic benefits as well as to serve the stated
public purpose. In addition, the methodology fails to account
for the cost of long-term infrastructure deterioration due to
the loss of certain Eﬁx-exempt projects.

In part by ignoring the potentlalnof ptigatization as
unquantifiable, the JCT report reached conclusions which may be
subject to serious question. The Coopers & Lybrand study also
challenges assumptions used by the JCT and Treasury, notably
that: (i) the entire volume of tax-exempt bonds would be issued
as taxable bonds, (ii) the allocation of debt and equity in the
capital markets would remain unchanged, and (iii) there is no
market recognition of the varying risks and characteristics of
tax-exempt bonds. These highly questionable assumptions
contribute to an overestimation of the Treasury revenue gains

to be derived from the elimination of tax-exempt bonds.
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The study suggests that a more realistic set of
assumptions leads to the conclusion that the increased revenue
rationale for elimination of tax-exempt IDBs, is not as likely

or as dramatic as is estimated by the U.S. Treasury or the JCT.

Conclusions

In the past several years, the privatization of public
services has emerged as a trend hailed by a broad political
spectrum as serving the public interest. The privatization of
water treatment plants, solid waste/resource recovery
facilities, and correctional facilities has been widely
reported in the media. The greatest obstacle to privatization
. has not been lack of recognizing its benefits but rather the
lack of reliable and consistent tax treatment of the private
sector. In the Tax Reform Act of 1984 Congress set forth the
conditions under which tax benefits would be available for
privatized projects. But the current Treasury I1 proposal is
causing confusion and skewing the emerging privatization
marketplace. A great number of projects are rushing to
closing, motivated by concern with the statutory effective
dates of the several provisions alluded to above. The public
purposes and benefits of the 1984 Act are already being harmed,
even though legislation has not passed.
) The studies discussed above all point to some
fundamental conclusions, which we urge the Congress to

recognize in formulating any tax reform package:
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e The involvement of private capital and initiative
in previously public activities, motivated by the availability
of certain tax benefits, represents an efficient use of the tax
system to meet genuine public needs which otherwise would not
be met, LLQL,‘inftastructqre capital, technological risk
absorption, innovation, and better management.

e Treasury II would greatly impair all privatization
and would destroy privatization using tax-exempt bonds. This
has been quantified and its effect will be apparent in a
reduced level of public services.

e Treasury II will impose substantial hidden taxes by
raising the taxes and fees that state and local governments
must charge to pay for public services that would otherwise be
privatized.

e The benefits to the Treasury from eliminating
privatization using tax~exempt bonds are dubious if realistic
economic assumptions are used.

e It is desirable to define a class of public
purpose, public-private joint ventures whose benefits from
privatization outweigh the alleged revenue impacts on the
Treasury. These projects should remain eligible for the ITC,
accelerated depreciation and tax-exempt IDBs in a manner which

does the least harm to the fabric of the reformed tax laws

otherwise applicable.

The result of adopting these recommendations will not
benefit a narrow, private sector special interest group, but

rather produce a broad, quantifiable benefit to the public as a

. . consumer of services from entities at all levels.
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The CHAIRMAN. Senator Chafee.

Senator CHAFEE. Thank you, Mr. Chairman.

Ms. Spain, you set forth three criteria that you felt should be
met.

Mr. Feldman, I assume you wouldn’t agree with those three cri-
tuesxgg. For instance, one of the criteria was that the ITC not be

Mr. FeLpMAN. I would have to say that, as to the first criterion, I
don’t agree. But I think that the second and third criteria could be
worked with in structuring an appropriate treatment of infrastruc-
ture financing.

Senator CHAFEE. Now, it seems to me that one reason we are into
this business as part of the tax reform, regardless of whether the
Treasury had come up with it, is because this committee has lon,
been disturbed over the use of IDB’s and how they have been .

I read Mr. Rousseau’s statement, and on e 6 he sees no trou-
ble with arbitrage proceeds. For example, as I understand it, it is
quite all right for a local government or State government to go
out and issue bonds, dget the recoc;igts, invest them in high-yieldin,
private securities, and make a profit that way. Is that correct

Mr. Rousseau. No, Senator; I would submit that the very exten-
sive legislation &'esently on the books adequately ensures that no
such thing can be done. The Treasury’s further proposals concern-
ing arbitrage would drastically limit the ability of issuers to enjoy
reinvestment during the normal construction period of a facility.
And I am by no means proposing rolling back the very extensive
legislation and regulation on the subject already on the books.

Senator CHArFEe. What do you think about some requirements
that before any of these bonds can be issued there should be com-
petitive bidding between bond counselors as to who is going to
come forward with the lowest fees, and the issuers have some com-
petitive bidding there? In other words, certainly in my State—I
can’t speak for other States—there has been some controversy over
this matter. A few people have gotten all the work. A few attor-
neys or a few houses have issued the bonds. I personally feel we
ought to put in the law, at least, whether we do anything with the
tax reform or not, some competitive bidding on those factors. What
do you think of that?

Mr. Rousseau. Let me say, Senator, that in your very own State
of Rhode Island the present administration has determined that
one group should not receive the benefit of all of the State’s busi-
ness, and in fact they have made very extensive changes.

Senator CHAFEE. Yes; they only did that after a scandal erupted,
in which it came to the public’s attention. But before that things
were cruising along rather nicely—at least, rather nicely for cer-
tain lawyers and certain firms,

Mr. Rousseau. I think that a re?:irement that issues be submit-
ted to public bidding would not benefit State and local govern-
ments. Indeed, 20 years ago, 90 percent of issues were sold on a
competitive-bidding basis. Nowadays, 70 percent are sold on a nego-
tiated basis, That is a change that State and local governments
themselves have effected in order to deal with the complexities .of
dead issuance and the uncertainties of the marketplace.
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Senator CHAFEE. Well, I am not suggesting that it ought to be an
advertised public bid where everybody comes in; but there is a dif-
ference, it seems to me, between a negotiated bid and just going di-
rectly to one house. A negotiated bid assumes aiy'ou talk with several
houses and come up with what is the best deal for the State or the
municipality.

Mr. Rousseau. Let me assure you, Senator, that ours is a highly
competitive business. There are more than 100 firms who are
active in the negotiation of issues, and we compete downright vi-
ciously with each other. And public officials take very sound and
appropriate advantage of that competitiveness.

nator CHAFEE. How about lawyers?

Mr. Rousseau. Well, I believe the same is true. The number of
bond lawyers in the United States has increased dramatically in
recent years; whereas, there were formerly only about 30 firms in
the country.

Senator CHAFEE. You know, it used to be a very cozy little busi-
ness; you had to be in the green book, was it?

Mr. Rousseau. The red book.

Senator CHAFEE. The red book. Everybody that got in kept every-
body else out. It all worked very nicely, to the advantage of every-
bol‘\l/f but maybe the public. But now you say that is not true.

r. Rousseau. There are hundreds of firms who provide legal
opinions, legal counsel, with respect to State and local dead issu-
ance, a vast increase in recent years. And there are many, many
firms active in both the competitive and negotiated financing area.

Senator CHAFEE. OK. My time is nearly up.

Can I ask one quick question of Ms. Spain

The CHAIRMAN. Go ahead. :

Senator CHAFEE. Ms. Spain, you say in your statement that yo
do not want to countenance any arbitrage when not abused. When
is it abused?

Ms. SpAIN, Senator, last year in connection with the 1984 tax
bill, we worked with the Senate Finance staff, the Ways and Means
staff, and the Joint Tax staff to try to determine if there were an
abuses. And if there were, we said: ‘“Let’s work on them, and let’s
come up with an alternative dproposal," which we did.

Senator CuarEeg. Can you detail me an abuse?

Ms. SpaIN. Some of the examples that were given to us, anecdot-
al, were early issuance, high financing costs. ically those were
the types of problems that were pointed out to us. But when we
came up with an alternative pro; and suggested ways to deal
with them, it was learned by us that we felt it was really a grab at
revenues from State and local government, and so our proposal was
not given any consideration.

Senator CHAFEE. Fine. Thank you. -

. Thank you, Mr, Chairman.
The CHAIRMAN. Senator Grassley.
Senator GrassLey. Mr. Chairman, I have no questions of this

el.
The CHAIRMAN. Mr. Feldman, what is a ﬁublic purpose?
Mr. FELpmAN. I would say activities such as the handling of mu-
nicipal waste, the——
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The CHAIRMAN. Now, let me rephrase it: What is not a public

puﬂmse? §

r. FELDMAN. I think the line between public and private pur-
poses:is one that has emerged historically. At one time, to give you
a farfetched example, the provision of police services was a private
function. Obviously, it became a public function. At one time the
handling of municipal waste was a private function; it became a
public function. .

In terms of focusing on this issue today, what I would recom-
mend is to look at the activities that over the past 20 years have
traditionally been performed by public bodies and have begun to be
performed ‘y private bodies, and make a judgment, a very hard
judgment, of whether in fact we want to encourage the involve-
ment of private cafital and initiative in those particular activities.

The CHAIRMAN. I want you to separate the two. I think it is very

91?(1 to privatize what are public services. That doesn’t bother me a
it.

But I am more curious about what is a public purpose even if the
Government does it. Is anything the Government does a public pur-

pose

Mr. FELDMAN. Well, I mean certainly the protection of the health
and welfare of a municipality or a jurisdiction.

The CHAIRMAN. OK. Let me give you some specifics, sir.

Mr. FELDMAN. Sure.

The CHAIRMAN. Housing.

Mr. FeLomMaN. From time to time the Congress of course has
treated housing as a public purpose. My purpose here is not to sug-
gest that privatization should extend into the housing area.

The CHAIRMAN. Should there be any limit on housing bonds that
States wish to issue? And I am not going to argue about $500,000
homes; there aren’t any like that. But for modest housing. ‘

Mr. FELomaN. I think the issue that has to be focused on is
whether briniisng private capital to the particular marketgzac‘e
:yould occur absent providing these special privatization-type bene-

its. ‘

The CHAIRMAN. In your judgment, what do you think about hous-

ing? ) .

i’lr. FELDMAN. I would first confess that I am not a housing spe-
cialist, and in my personal judgment I would think that when you
get to the very low-income part of the scale the Congress has tried
various other approaches to involving private capital in low-income
housing, and I think it is possible that some measures might be ap-
prgpri:te. But I don’t want to hold myself out as an expert on that
subject. . .
e CHAIRMAN. What about job creation? Is that a legitimate

public purpose?

Mr. EELDMAN. I will give you.a two-part answer to that. I think
it is a legitimate public purpose and was found to be such as lon
ago as the Full Employment Act; but I don’t think it is the kind o:
public purpose that I am referring to as a privatization-type public
pu in the context of this particular tax law.

. The CHAIRMAN. Well, let me ask you very specifically: should we
have any limit? We have a small bond limit now, but should there
be any limit on the desire of local governments, State or otherwise,
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te attract business by offering them through industrial develop-
ment bonds with very attractive terms?

u Mr. FeLoman. OK. Now I understand the thrust of your ques-
ion. ‘

1 believe that I am not a Trojan Horse for the small issue exemp-
tion. I believe that the issue of privatization for particular public
purposes has to be addressed specifically, and I would not try to
ﬁxstify the small issue exemption on a job-creation theery or a

ousing theory, or anything else. That is not my intent in being
here today. '

The CHAIRMAN. Ms. Spain, I take it that your definition of public
purpose is your three-part definition, and if they fit into that, that
is a public purpose.

Ms. SpaIN. Yes, Senator.

The CuairMAN. Mr. Rousseau.

Mr. Roussgau. Mr. Chairman, I believe that public purpose is
best determined and defined by public officials, and I believe that
‘State and local government officials do just that—make different
de?;ll;minations in different places according to their individual
needs. -

Undeniably, the Congress has injected itself into that determina-
tion from time to time, beginning in 1969, so, the State and local
determinations, modified by what Congress has on the books in sec-
tion 108, I would say is the appropriate definition of public pur-

pose.

The CHAIRMAN. But from your standpoint, you think that ought
to be up to State and local officials. And if they want to undertake
something, that is a public purpose?

Mr. Rousseau. Yes, sir.

The CHAIRMAN. A rose is a rose is a rose, if they call it a rose?

Mr. Rousseau. Yes, sir.

The CHAIRMAN. I don’t think I have any more questions. I appre-
ciate it very much. Ms. Spain, you did very well. -

Ms. Spain. Thank you, Senator.

Mr. Rousseau. Thank you, sir.

The CHAIRMAN. Now let us move on to a panel of Bill Rutherford,
the State treasurer from Oregon; the Honorable Grady Patterson,
the State treasurer from South Carolina, James Solem, the execu-
tive director of the Minnesota Finance Agency; and Jessie Tilton,
%ﬁneral manager, Indiana Municipal Power Agency, Indianapolis,

I might take just a moment to introduce my old friend Bill Ruth-
erford, who is a longstanding personal and political friend, who is
.Oregon’s elected political treasurer and has done an extraordinary
job in the time he has held the office, and prior to that in the State
ie%islature. He has been before this committee a number of times.

t is good to have you back again, Bill. «

Mr. RutHERFORD. Thank you very much, Senator, for that kind
comment. ] am only sorry that the cameras weren’t running.
[Laughber.!

Senator HELL. Mr. Chairman, might I note also the presence
with the panel of Kathleen Boland, the executive director of the
Maine State Housing Authority. She is very effective and highly
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respected in this field and has done a great job in the State of
Maine. We are pleased to have her here today. .
The CHAIRMAN. Good to have you with us.
Go right ahead, Bill.

STATEMENT BY HON. BILL RUTHERFORD, S’i‘ATE TREASURER,
STATE OF OREGON, SALEM, OR :

Mr. RutHerrorp. Thank you, Senator, very much for the oppor-
tunity and the privilege to appear before you today. I do think it is
a privilege and remarkable that an individual citizen can still
appear before the most powerful legislative assembly in the world
and be heard.

I thought in preparation for my comments today that I would
elaborate upon the written statement which I have given to you
and discuss with you some of the matters with respect to tax-
exempt bonds not only as they affect Oregon but broader public
policy as well.

I could tell you about Oregon, where 80 percent of the tax-
exempt bonds would be eliminated under this measure, bonds such
as veterans housing, housing for disabled and elderly, pollution -
control, higher education, and potentially even schools, and possi-
bly even a new convention center in Portland or expansion of our
port and airport facilities in Portland, one of the few bright spots
in the Oregon economy.

But I didn’t want to limit my discussion just to that, to just
Oregon, where in the period of 1986 to 1990, Oregonians would be
asked to pay an additional $413 million in additional interest if
this measure were to pass. That is nearly $200 for every man,
woman, and child in the State. But I thought I would speak to you
about a broader subject today, which I would like to describe as
federalism. That is, at a time when the national policies are turn-
ing back to the States responsibilities for activities, reducing their
grants to States and privatizing activities formerly done by the
Government, this measure swims upstream against that tide by de-
centralizing the Government and making local governments more.
dependent upon the State than National Government for activities
such as sewer, water, schools, or being excluded entirely. For in-
stance, if the city of Prinville wished to have a sewer or water fa-
cility, they might find themselves excluded from the market sig:ﬁg'
because the project would no longer pencil out because of the -
tional interest cost. Or, the city of Clamouth Falls might find itself
excluded from geothermal activity.

Or, we could find a Government being put back into business.
For instance, if the State fair wished to offer bonds, which they do,
and they lease out certain activities to private food vendors, which
they do, they could be prevented from offering bonds under this
legislation.

Your goal is a laudable goal—that is, to balance the budget—but -
this measure doesn’t do it. The revenue estimates are questionable,
and it simply ignores the lost revenue from jobs and economic ac-
tivity that are generated by these bonds. ‘-
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Nor is this measure revenue-neutral as has been suggested. It is
only revenue-neutral as to the Federal Government; but as to State
and local government, it has a disastrous economic impact.

This committee and this assembly has already done its job in the
area of tax-exempt financing. In the last session you placed caps
upon the issuance of such bonds. I would suggest that it is time to
give that legislation an opportunity to work. ;

Now, I have to mention one other matter, and that is the pen-
dancy of this legislation alone is damaging to the credit markets,
because it has a January 1 effective date. You will find a flood of
bonds being presented to the market to get ahead of that date.

1 ask you to send a signal of relief to the credit markets so that
we do not have to pay a higher price for the necessary offerings
and issuances we have.

I want to take just a moment to mention the Mortgage Credit
Certificate Act, which was passed by this body in the last session,
in which Oregon set up a pilot program, one in which we are ready
to proceed to use this Mortgage Credit Certificate Act. In this case,
bond allocation is turned into the Treasury and we receive back
mortgage credit certificates which will enable first-time home
buyers to obtain housing. Under this proposed legislation, that pro-
gram would be eliminated. The work that the State of Oregon did
with the U.S. Treasury would be for naught. .

I thank you for the opportunity to appear before you today.
Again, I consider it a distinct honor and privilege.

The CHAIRMAN. I might just comment on that last point Bill
Rutherford made about the credits, the mortﬁlage credits. Oregon
didn’t think this up, the States didn’t think this up, the Treasury
suggested it in the tax bill last year. At their request we put it in,
and Oregon took advantage of it. Now they want to take it out, and
all you do is turn back housing bond authority and issue credits of
roughly an equivalent amount, but the Treasury doesn’t come out
any worse one way or the other. But for all the people who com-
plained about the vagaries of the Federal Government, or moving
year-by-year to different tax reforms, and passing and changing
and altering, this was a classic example of a catch-22 where we
stepped in because they offered it, and now they want to eliminate
it. :

Treasurer Patterson.

[Mr. Rutherford’s written testimony follows:
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[

BILL RUTHERFORD - STATE TREASURER - STATE OF GREGON
TESTIMONY BEFORE THE SENATE FINANCE COMMITTEE

SEPTEMBER 24, 1985

MR. CHAIRMAN . . . MEMBERS OF THE COMMITTEE . . . MY NAME
IS BILL RUTHERFORD AND I AM STATE TREASURER FOR THE STATE OF
OREGON, I APPRECIATE THE OPPORTUNITY TO COME BEFORE YOU TODAY,

THERE ARE TWO TOPICS I WISﬁ TO DISCUSS, FIRST, THE
PROPOSAL CURRENTLY BEFORE CONGRESS THAT WOULD ELIMINATE THE TAX
EXEMPTION FOR MANY STATE AND LOCAL BOND ISSUES. AND SECONDLY, I
WANT TO CALL TO YOUR ATTENTION TO PROVISIONS IN THE 1984 TAX
REFORM ACT THAT CREATED THE MORTGAGE CREDIT CERTIFICATE
PROGRAM. THAT PROGRAM WOULD BE ABOLISHED UNDER THE TAX PROPOSAL
SUBMITTED BY THE PRESIDENT.

[SS——
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THE TAX-EXEMPT PRIVILEGE HAS HISTORICALLY BEEN USED FOR
MANY BOND PROGRAMS ON THE BASIS THAT THESE PROGRAMS MEET A .
SIGNIFICANT PUBLIC NEED. THE FEDERAL GOVERNMENT HAS INDIRECTLY
SUBSIDIZED THESE PROGRAMS~THROUGH THE REVENUE INCENTIVE OF TAX
-EXEMPTION. PRIVATE INVESTORS RECEIVE THE TAX-EXEMPTION, WHILE
GOVERNMENT ENTITIES ENJOY THE BENEFITS OF LOW-COST FINANCING,

BOND PROGRAMS IN OREGON WHICH CURRENTLY ARE GIVEN
TAX-EXEMPT STATUS INCLUDE HQUSING PROJECTS FOR THE BLD%EY, THE
DISABLED, LOW-INCOME AND ELIGIBLE VETERANS; ENERGY PROJECTS THAT
ARE EITHER SMALI~SCALE OR EMPHASIZE THE USE OF RENEWABLE ENERGYj
WATER PROJECTS DESIGNED TO DEVELOP A COMMUNITY'S WATER SUPPLY OR
INSTALL' NEW TREATMENT PACILITIES; IRRIGATION PROJECTS VITAL TO
AREAS IN OREGON WHERE WATER MANAGEMENT IS CRUCIAL TO
AGRICULTURAL PRODUCTIVITY; AND, PROJECTS DESIGNED TO PROVIDE
HOUSING FOR THOSE ATTENDING OREGON'S HIGHER EDUCATION
INSTITUTIONS,
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THOSE PROJECTS WOULD NOT BE ELIGIBLE FOR TAX EXEMPTION
UNDER THE PROPOSED DEFINITION OF “PUBLIC PURPOSB" A8 OUTLINED IN
THE PRESIDENT'S PROPOSAL. AND YET, WE ALL MUST AGREE THERE IS A
NEED TO DEVELOP ALTERNATE ENERGY RESOURCES . . . THERE IS A NEED
TO PROVIDE HOUSING FOR THE DISABLED AND THE ELDERLY . . . THERE
IS A NEED TO GIVE HELP TO RANCHERS AND PARMERS POR MANAGEMENT OF
CRITICAL WATER SUPPLIES . . . AND THERE IS STILL AN ONGOING NEED
TO CONTROL POLLUTION. EACH OF THESE ARE IDENTIFIABLE PUBLIC
NEEDS CURRENTLY BEING ADDRESSED BY THE FEDERAL AND STATE
TAX-EXEMPTION ON BONDS.

IF WE AGREE THE NEEDS REMAIN AND IF WE TAKE AWAY THE TAX
EXEMPTION, WE SHOULD THEN PURSUE ALTBRNA’I‘IVF MEANS OF GOVERNMENT
ASSISTANCE IN MEETING THESE NEEDS.

ALREADY LOCAL GOVERNMENTS ARE OVERBURDENING THE PROPERTY
TAX SYSTEM IN OREGON. FOUR TIMES, OREGONIANS HAVE DEFEATED
PROPERTY TAX LIMITATION MEASURES ., . . BUT ONLY BY THE NARROWEST
OF MARGINS. LOCAL GOVERNMENTS WON'T HAVE THE FINANCIAL
RESOURCES TO COUNTERBALANCE THE ELIMINATION OF THE TAX
EXEMPT ION.

-3~
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TQOSE PROJECTS WOULD NOT BE ELIGIBLE FOR TAX EXEMPTION
UNDER THE PROPOSED DEFINITION OF "PUBLIC PURPOSE"™ AS OUTLINED IN
THE PRESIDENT'S PROPOSAL. AND YET, WE ALL- MUST AGREE THERE 18 A
NEED TO DEVELOP ALTERNATE ENERGY RESOURCES . . . THERE IS A NEED
TO PROVIDE HOUSING FOR THE DIEABLED AND THE ELDERLY . . . THERB
IS A NEED Tb GIVE HELP TO RANCHERS AND FARMERS FOR MANAGEMENT OF
CRITICAL WATER SUPPLIES . . . AND THERE IS STILL AN ONGOING NEED
TO CONTROL POLLUTION, EACH OF THESE ARE IDENTIFIABLE PUBLIC
NEEDS CURRENTLY BEING ADDRESSED BY THE FEDERAL AND STATE
TAX-EXEMPTION ON BONDS.

IF WE AGREE THE NEEDS REMAIN AND IF WE TARE AWAY THE TAX
EXEMPTION, WE SHOULD THEN PURSUE ALTERNATIVE MEANS OF GOVERNMENT
ASSISTANCE IN MEETING THESE NEEDS.

ALREADY LOCAL GOVERNMENTS ARE OVERBURDENING 'I'kB PROPERTY
TAX SYSTEM IN OREGON. FOUR TIMES, OREGONIANS HAVE DEFEATED
PROPERTY TAX LIMITATION MEASURES . ., . BUT ONLY BY THE NARROWEST
OF MARGINS. LOCAL GOVERNMENTS WON'T HAVE 'I:BB PINANCIAL
RESOURCES TO COUNTERBALANCE THE ELIMINATION OF THE TAX
EXEMPTION,
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STATE GOVERNMENT IN OREGON IS IN THE SAME SITUATION. A NEW
AECONOHIC FORECAST SHOWS THE STATE TAKING *IN OVER $142 MILLION
LESS IN TAX REVENUES THAN ORIGINALLY PROJECTED. AS A RESULT,
THE ENDING BALANCE FOR THE STATE IS BARE BONES: JUST A LITTLE
OVER $5 MILLION., THE STATE DOES NOT HAVE THE FINANCIAL ABILITY

TO REPLACE THE TAX EXEMPTION SUBSIDY.

AND WHAT EXACTLY IS THE FEDERAL TREASURY GAINING IF THIS
TAX EXEMPTION IS ELIMINATED?

CONGRESSIONAL STAFF ESTIMATE A GAIN TO THE FEDERAL TREASURY
OF SIXTEEN BILLION DOLLARS OVER THE NEXT FIVE YEARS. BUT
ACCORDING TO AN INDEPENDENT STUDY CONDUCTED BY COOPERS &
LYBRAND, THE REVENUES SAVED WOULD BE LESS THAN FOUR BILLION OVER
THE SAME PERIOD.

THE DIFFERENCE IN THE ESTIMATES, ACCORDING TO COOPERS &
LYBRAND, IS THAT THE COMMITTEE STAFF OVBRI;OOKED "REFLOW
BENEFITS" AND ASSUMED THAT ANY GIVEN PROJECT WOULD STILL BE
POSSIBLE WITHOUT TAX EXEMPT FINANCING, "REFLOW BENEFITS"
INCLUDE JOBS CREATED BY THE PROJECT, TAXABLE INCOME GENERATED BY
THE PROJECT AND SECONDARY EMPLOYMENT SPINNING OFF THE PROJECT.
THE POINT 1S THAT, WHILE THERE IS A TAX BREAK TO HELP FINANCE
THE PROJECT, "REFLOW BENBFITS" ACTUALLY CUT THE COST TO THE
TREASURY ANYWHERE FROM 80 TO 95 PERCENT BECAUSE OF INCREASED TAX
REVENUES RESULTING FROM THE PROJECT.
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BUT WHAT IS THE COST TO LOCAL AND STATE GOVERNMENTS IF
THESE CHANGES ARE APPROVED?

IT IS ESTIMATED THAT ELIMINATING THE TAX~EXEMPTION WOULD
INCREASE COSTS BY THIRTY PERCENT. THAT KIND OF A COST INCREASE
ALMOST SURELY ELIMINATES MANY.PROJECTS FROM EVER BEING
CONSIDERED. '

HOW MANY PROJECTS IN OREGON WOULD BE AFFECTED? LAST YEAR,
GOVERNMENTS IN OREGON ISSUED $1,.,1 BILLION IN TAX EXEMPT BONDS.
THE "ONE-PERCENT RULE®" WOULD HAVE DENIED TAX EXEMPT STATUS TO
OVER NINE HUNDRED MILLION DOLLARS OF THOSE BONDS. ALMOST EIGHTY
PERCENT OF ALL PROJECTS IN OREGON THAT WERE FINANCED WITH
TAX-EXEMPT DEBT LAST YEAR WOULD NOT HAVE ENJOYED THAT PRIVILEGE
UNDER THE TREASURY PROPOSAL,

OREGON HAS USED THE FEDERAL TAX EXEMPTION ON CERTAIN BONDS -
TO BUILD HOUSING FOR 3600 DISABLED PERSONS . . . WITH TAX-EXEMPT
BONDS, WE HAVE PROVIDED HOUSING FOR OVER 1500 ELDERLY FAMILIES
. « . OREGON HAS TAKEN ADVANTAGE OF THE TAX EXEMPTION TO PROVIDE
CRITICAL WATER MANAGEMENT TO OVER 85,000 ACRES IN OUR STATE
. . . AND WE HAVE USED $75 MILLION IN TAX-EXEMPT BONDS TO
PINANCE PROJECTS THAT EITHER CONSERVE ENERGY OR PRODUCE ENERGY
FROM RENEWABLE RESOURCES. OREGON AND OREGONIANS HAVE USED THAT
TAX EXEMPTION, BUT I ASSURE YOU WE HAVE NOT AND WILL NGT ABUSE
THAT PRIVILEGE. '
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WITHOUT THE ADVANTAGES OF LOW-COST PINANCING, MANY
WORTHWHILE PROJECTS WILL PFALL BY THE WAYSIDE. AND THE BOTTOM
LINE IS THAT THERE WILL BE NO LEVEL OF GOVERNMENT WITH THE
FINANCIAL ABILITY TO PICR UP THE RESPONSIBILITY TO MEET THOSE
IMPORTANT PUBLIC NEEDS. A

THE TREASURY PROPOSAL STRIKES AT THE VERY HEART OF
FEDERALISM. ESSENTIALLY, THIS PROPOSAL WOULD PREVENT STATES
FROM USING TAX-EXEMPT BONDS .TO FINANCE CRUCIAL PUBLIC PROJECTS.
THE FINAL RESULT OF ELIMINATING THE FEDERAL TAX EXEMPTION I8
STATE AND LOCAL GOVERNMENTS BECOMING INCREASINGLY RELIANT ON THE
FEDERAL GOVERNMENT. THERE MAY BE A SERIOUS CONSTITUTIONAL
CHALLENGE TO THE ELIMINATION OF THIS TAX EXEMPTION, AS WELL,

MY FINAL COMMENTS RELATE TO A RECENT CHANGE IN FEDERAL LAW
ALLOWING STATES TO ISSUE FEDBRAL TAX CREDITS FOR PIRST-TIME HOME
PURCHASERS, IT IS ALSO USEPUL TO STUDY BECAUSE IT IS AN
INSTANCE IN WHICH THE FEDERAL GOVERNMENT PROPOSES T0 BERPLACE TAX
EXEMPT FINANCING. UNDER THE PROGRAM AS ESTABLISHED BY THE TAX
REFORM ACT OF 1984, A STATE MAY VOLUNTARILY TURN IN A CERTAIN
PORTION OF ITS AUTHORITY POR TAX-EXEMPT HOUSING ISSUES. IN
RETURN, THE FEDERAL GOVERNMENT ALLOWS THAT STATE TO USE A
MORTGAGE TAX CI‘IBDI'I‘ CERTIFICATE, ALLOWING A PIRST-TINE HOUEBUYER
A FEDERAL TAX CREDIT. IN ESSENCE, THE TAX CREDIT I8 USED TO
MAKE UP THB DI??BRENCE TO THE HOMEBUYER HAD HE OR SHE FINANCED
THEIR PURCHASE THROUGH A PROGRAM USING TAX-~EXENPT FINANCING.
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OREGON WAS ONE OF THE FIRST, IF NOT THE FIRST, STATE TO ADOPT
ENABLING LEGISLATION TO IMPLEMENT THIS PROGRAM. WE ARE EXCITED
ABOUT THE PROSPECTS FOR THE PROGRAM AND STRONGLY BELIEVE IT
SHOULD BE CMIWBD.

i? NOTHING ELSE, I HOPE I HAVE ALERTED THIS COMMITTEE TO
THE DIRE FINANCIAL STRAITS8 STATE AND LOCAL GOVERNMENTS ARE IN
TODAY AS THEY ATTEMPT TO MEET PUBLIC NEEDS, EVEN THOUGH
TAX-BXEMPT FINANCING MY NOT BE A VERY LARGE TOOL IN ADDRESSING
THOSE NEEDS, IT IS ONE OF THE FEW TOOLS WE HAVE LBFT, NOT ONLY
TO ADDRESS CONCERNS OF PUBLIC HEALTH AND SAFETY, BUT ALSO TO
ATTEMPT TO PROVIDE SOME KIND 0? STIMULUS TO THE ECONOMY.

THANK YOU.

-7
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STATEMENT OF HON. GRADY L. PATTERSON, JR., STATE
TREASURER, STATE OF SOUTH CAROLINA, COLUMBIA, SC

Mr. PAaTTERSON. Mr. Chairman and distinguished members of the
committee, I also would like to thank you for allowing us to appear
in opposition to certain provisions in the President’s proposal,
Treasury II, which relate to State and municipal bonds. Contained
in these proposals are many detrimental provisions which will ad-
versely affect the ability of State and municipal and political subdi-
visions to fund and finance desirable and worthwhile public
projects that provide essential governmental functions for their
citizens.

These provisions do violence to the sovereignty of the several
States, the 10th amendment to the U.S. Constitution, and the Fed-
eral system and are therefore constitutionally impermissible.

In a case that was decided in 1819, Chief Justice Marshall I think
stated it beautifully about the federal system—that is, the exemp-
tion from taxation “has been sustained on a principle which so en-
tirely pervades the Constitution, is so intermixed with the materi-
als which compose it, so interwoven with its web, so blended with
its texture as to be incapable of being separated from it without
rending it to shreds.” : '

Now, oftentimes the Federal system is ignored when these tax
proposals are brought forward. The federal system is at the core of
our constitutional system of government, and the principle is re-
flected not just in the 10th amendment but is interwoven into the
web and structure of our Constitution. And nowhere in our federal
system is there a more basic and fundamental right than that of
the States and political subdivisions to issue debt free from tax-
ation by the Federal Government. The States are far more than ad-
ministrative districts operating at the whim of Congress.

Our Founding Fathers feared a strong central government and
thus intended the States and local governn:ents would retain sover-
eignty and counterbalance the tendency toward a powerful central
government, thereby eroding our freedom and our liberty.

The constitutional scheme was to divide sovereignty between the
two different levels of political entities, the Federal Government
and the States. This would prevent undue concentration of power
in one government.

Thus, the constitutional basis for the tax exemption of interest
earned on State and municipal bonds is in a long line of U.S. Su-
preme Court decisions; it has been upheld and it is crystal clear.

The single thread that runs through all of these proposals is a
calculated assault on tax exemption. The central theme of these
proposals points up a sinister purpose—an intent to eliminate tax
exemption in the guise of tax reform.

The State and local governments will find their ability to finance
governmental services and facilities severely restri and much
more costly if these proposals become law.

The so-called 1-percent rule which has already been alluded to by
several witnesses is especially detrimental and repugnant to the fi-
-nancing of desirable and worthwhile projects and facilities. Under
the President’s proposals on tax-exempt financing, fully 80 percent
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of the projects currently financed on a tax-exempt basis could no
longer be financed on such a basis.

Of far greater significance and import is the fact that these pro-
posals will eliminate or make more difficult general obligation
bonds and revenue bond financing for many States and local gov-
ernments.

There are many other points I want to mention. The tax reform
plan penalizes and restricts the State and local officials in the prac-
tice of logical and sound cash management, and we are opposed to
the denial of deductibility of State and local taxes. And the reve-
nue loss estimates by the Treasury caused by the issuance of tax-
exempt bonds is grossly flawed and inaccurate, we think, and that
has already been alluded to. }

Thankfully, this committee and the Congress have rejected such
a tax in the past, and I am sure they will do the same in the
future. .

I urge this committee to consider the Treasury proposals relating
to tax-exempt bonds in the light of the constitutional impermissi-
bility, grossly inaccurate revenue loss, and the continuing bias and
mindset of the Treasury against tax-exempt bonds. And I urge this
committee to reject same. '

In conclusion let me say that in these circumstances please don’t
do anything for us, because we are afraid if you do, you will do too
much to us. [Laufhter.]

In conclusion, I want to say that most people come here wanting
something; we don’t want a thing, Mr. Chairman, we just want to be
left alone. [Laughter.]

The CHAIRMAN. You like things just like they are.

Mr. PaTTErsoN. Yes, Senator. Thank you.

The CHAIRMAN. Mr, Solem?

[Mr. Patterson’s written testimony follows:]
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THE UNITED STATES OF AMERICA

IN THE COMMITTEE ON FINANCE
THE SENATE

September 24, 1985

Statement by Grady L. Patterson, Jr., State Treasurer of Souﬁh
Carolina, before the Committee on Finance, United States Senate,
on behalf of the National Association of State Auditors,
C&mptrollers and Treasurers and the State of South Curollna,
opposing provisions contained in tbe President's Tax Proposals
(Treasury II) that would alter, modify or destroy the tax-exempt

status of interest earred on state and municipal bonds.
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STATEMENT BY GRADY L. PATTERSON, JR., STATE TREASURER OF SOUTH
CAROLINA, BEFORE THE COMMITTEE ON FINANCE, UNITED STATES SENATE,
SEPTEMBER 24, 19285, OPPOSING CERTAIN PROPOSALS THAT WOULD ALTER,
MODIFY OR DESTROY THE TAX-EXEMPT STATUS OF INTEREST EARNED ON
STATE AND MUNICIPAL BONDS.

Mr. Chairman, first I want to express my appreciation to
the Committee on Finance for this opportunity to be heard in
opposition to certain provisions in the President's Tax
Proposals (Treasuvy II) that would alter, modify or destroy the
tax exempt status of interest earned on state and municipal

bonds.

The President of the United States on May 29, 1985,
submitted to congress his tax reform proposals commonly

referred as "Treasury II."

Contained in these proposals are man§ detrimental
provisions which will adversely affect the ability of states,
mupicipglities and political subdivisions to fund and finance
desirable and worthwhile public projects that provide essential

governmsntal functions for their cltizens.

Let me say in the beginning that this Committee has
considered similar proposals in the past and has rejectad them

most of the time.

These provisions do violence to the sovereignty of the
geveral states, the 10th Amendment to the United States
Constitution and the Federal System and are thersfore

constitutionally impermissible.
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LEGAL AND CONSTITUTIONAL BASIS FOR TAX EXEMPTION

Because so many contipue to ignore, either through
oversight or design, the legal basis for the tax exemption of
state and municipal bonds, I think it appropriate to set forth
and restate the legal basis for the tax exemption of the interest

earned on state and municipal bonds.

The Supreme Court of the United States has spoken to the

issue on many occasions. In an early case, Mercantile Bank v.

City of New York, 7 Sup. Ct. 826, (1887), in which it said:

Bonds issued by the State of New York, or under its
authority by its public municipal bodies, are means
for carrying on the work of the government and are
not taxdble, even by the United States, and it is
not a part of the policy of the government which
issues them to subject them to taxation for its own
purposes.

Some have argued that the 16th Amendment included

authority for the Congress to tax state and municipal bonds.

The text of the 16th Amendment to the United States
Constitution is as follows:

The Congress shall have power to lay and collect

taxes on incomes, from whatever sourvce derived,

without apportionment among the several states, and
without regard to any census or enumeration.

The Amendment became effective in 1913.

In perhaps the first decision of the United States Supreme

Court taking cognizance of its ratification, Brushaber v. Unioa

P. R. Co., 38 Sup. Ct. 236, (1915), Chief Justice ¥hite for a
unanimous Court held:
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It is clear on the face of this tex: thas it does
0T puUrpors to conlar power to levy iacome taxe

a generic sensa,--an authority already possassa
and never questioned,--or to limit and discingu
betwveen one kind of ipcome taxes and another, b
tha~ the whole purposa of the Amencdmen:t was to
relieva all iacome taxes whea imposad...from a
consideration of the source when the income was

derivea.

R The Chiel Juszice goes on o point ous thas the oovious

inteation of the Amendment was to do away with the priaciple upon

which the case of Pollock v. Farmers' loan & Trust Co., 13 Sup.

Ct. 674, (1895) was decided.

The Pollock case was twice argued ia the Supreme Cours,
and on tze prizcizal cuestions it was decicded by a 2ive to four
mzjority. In substance, the majority held that despite the un-
questioned rigzt of Congress to levy taxes on income wben such
income tax was levied upon rents, it was judicially a direct tax
upon the real estate from whence the rents were darived. Accord-
ingly, since Congress was prohibited from levying direct taxes
by the provisions of Article I, Section 2, Clause 3, unless they
be apportioned among th2 states accoriing to populaticﬁ, such

tax was unconstitutional.

When one first reads the 16th Amendment and notas the
language permitting the Congress to tax “"income from whataver

source derived," one's first imgression would be that this was
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. intended to permit Congress to fax income from municipal bonds.
One has to read further to see that the significant portion o?f
the Amendment is that which permitted this taxation without
apportionment among the Several states and without regard to aay

census or enumeration.

Pollock had held't hat the tax oa reat from rezl progerty
was, in effect, a tax upon the property itself. It was accord-
ingly necessary in order to overcome Pollock to say in so many
words that Congress might tax the income from real estate not—
withstanding that it was a direct tax upon real estate. This,
and this alone, was the thrust of the 16th Amendment, for it had
been unanimously conceded that to tax the income on state boands
was, in effect, an act of taxation by Congress on the states
themselves--something that could not be done without destroying
the Federal System.

HISTORICAL BACKGROUND SUREOUNDIVG THE BASIS OF THE
EENTH ASENDMEN

The record surrounding the passage of the 1l6th Amendment
reveals conclusively the intent not to include power or authority _

for the Federal Government to tax state or municipal securities:

In April 1910, Senator Norris Brown from Nebraska had
this to say concerning the question "Shall the Income Tax Amend-
ment be Ratified?:

Recently, the question has been raised by those who
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are opposed to the ratification 0f the amendment
that with the amendment ratified the powers of the
States will in some way be impaired and their
strength and vitality, in ‘'some way not specified,
destroyed. The objection is not sound. The amend-
ment in no way changes the existing relation be-
tween the State and the Federal Government. Whether
the amendment is ratified or not, the rights of the
State as a State and those of the Federal Government
in their relation to each other will remain the
same. Each sovereignty is now wholly independent

of the other in the exercise of certaia governmental
functions, and the proposed amendment neither adds
to nor takes away from the independence now enjoyed
by each....

Earlier, Senator Joseph VW. Bailey, Texas, made the fol-

lowing observation:

I have also responded to the unanimous decision of

the Supreme Court of the United States that Congress -
has no power to levy a tax upon the incomes derived

from state, county and municipal securities, and I

have spaecifically exempted them. I regarded it as

unfortunate when the old act was passed that they

were then included. I thought it certain, then,

that the court would decide-~and I think that the

court ought to have decided-~that part of the old

act unconstitutional,

In the early days of the Republic that court, in

a decision, announced by its most illustrious mem-
ber, declared that States, counties and municipal-
ities could not levy a tax upon Federal obligations -
holding that to permit it would be equivalent to a
permission for the States to lay a tax upon the
operations and instrumentalities of the Federal
Government. I have always believed that decision

wise and just; and if it is, then it necessarily:
follows thatefts reasoning applies equal forcé

against a federal tax -upon the operations or in-
strumentalities of the States and their subdivisions.
But even if I doubted that, I would have conformed —
the amendment to what was the unanimous judgment of
the court. (Congressional Report, Vol. 44, Part 2,
6lst Congress, 1lst Session.

Senator Borah of Idaho is on record as follows:
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I say, therefore, that already Congress is given
absolute power; and if the reasoning of the cdis-
tinguished governor {Xughes, New York] wers cor-
rect, the language being full and completa, czn-
veying all power, we could tax s:iate bonds and mu-
nicipal securities and state salaries at tie presenc
time.

But there is another controlling reason why we can-
not do so, which reason is omitted in the message
and which is not aflected by this amencment in anv
manner. The Zirst time the questicn arcse as to
gower o one sotereigaty was in the casa of
McZulloch v. uarvland. Ia that case, as all law-
yers well rememcer, thare was an attempt oa the
part of the State of Maryland to tax the stock of
the United States Bank. The United States Bank
having been organized as an instrumentality of th
National Goverament.to carry out certain fuanctions
of granted power, it was held that it was not a
taxable article. In that case, Chief Justice
Marshall considered this question and gave us the
basis upon wnich has been built the entire struc-
ture of law which prevents one nationality from
taxing the instrumentalities and means of another.

In the first place, it was admitted by the Chief
Justice that there was no provisioa o? the Con-
stitution which controlled the subject-matter.
It was stated by the Chie? Justice that there
was neither any limication nor grant of power
which prevented the States from taxing the in-
strumentalities of the Natiomal Government, and
he stated in his decision that, therefore, the
taxing power of the National Government being
complete, the inhibition had to be found some-
where other than that of the taxing clause it-
self. He said in McCulloch v. Marrlaand (4 Wkheat.):
There is no express provision (of the
Constitution] for that case, but the
claim--

That is, the exemption from taxation--.

has been sustained on 2 principle which
s0 entirely pervades the Constitution,

is so intermixed with the materials

which compose it, so interwoven with

its web, so bleaded with its texture

as to be incapable of being separated
rom it without rending it to shreds.
(Congressional Record, February 10, 1910,

p. 1696.)
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FEDERALISM

Federalism is at the core of our constitutional system, a
principi; that is reflected not just in the 10th Amendment but is
interwoven into the web and structure of our Constitution.
Therefore, it is up to the executive and legislative branches of
the Federal Government to recognize and strive to preserve the

sovereignty of the several states.

Therefore, if we are to preserve, protect and defend the
basic principles of Federalism, this Committee, the Senate and
the Congress must ever be alert to proposals that would destroy

the Federal System.

Nowhere in our Federal System is there a more basic and
fundamental right than that of the states and political
subdivisions to issue debt free from taxation by the Federal

Government.

The States are far more than administrative districts
operaéing at the whim_of Congress. Our founding fathers feared a
strong central government and thus intended the states and local
governments would retain sovereignty and counterbalance the
tendency toward a powerful éentral government thereby eroding our

freedom and liberty.

The Constitutional scheme was to divide sovereignty between
two different levels of political entities} the Federal Government
and the States. This would prevent undue concentration of power

in one govsrnment.
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Thus, the Constitutional basis for tax exemption of
interest earned on state and municipal bonds as expressed in a

long line of U. S. Supreme Court decislicas is crystal clear.

Moreover, the meaning, intent and purpose of the 16th
Amendment were not directed at tax exemption. The evil to be
remedied by the 16th Ampndment was the adverse effect of the
Pollock decision. .Beyond any doubt, it (16th Amendment) did not
grant Congress any new authority or power to tax state and
municipal bonds. The myth about what the 16th Amendment means
with respect to state and muu@ciapl bonds should be dispelled and

forever laid to rest.

The single thread that Tuns through all of these proposals
is a calculated assault on tax exemption. The cantral théme of
these proposals points up a sinister purpose and intent to

eliminate tax exemption in the guise of tax reform.

State and local governments will find their ability to
finance governmental sservices and facilitles severely restricted

and much more costly if these proposals become law.

THE SO-CALLED "ONE-PERCENT RULE"

The so-called "one-percent rule" is especially detrimental
and repugnant to financing desirable and worthwhile public
projects and facilities. If more than one percent of the bond
proceeds ave used directly or indirectly by a person other than
a state or local government, 1n€;rest on the bonds hecome

taxable.
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It a government enters into a management contract with a
private firm to operate a facllity owned by a state or local
government for more than one year, tax-exempt financing is denied
because of the private sector's involvement. A solid waste plant -
or a priéon privatelg owned could not be financed with tax-exempt
bonds. o

Under the President's proposals on tax-exempt financing,

80 percent of projects currently financed on a tax-exempt basis

could not be financed on such basis.

The proposals purport to eliminate tax-exempt bonds for
student loans, housing or mortgage revenue bonds, and industrial

development bohds.

Of far greater signir{gance and 1mbort is the fact that

' these proposals will eliminate or make more difficult general

obligation and revenue bond financing for many state and local
essential government functions such as water and sewer systems,
port facilities and iirporta. I, therefore, urge the removal of

the so-called "one-percent” rule.

THE MARKET FOR TAX-EXEMPT BONDS ADVERSELY AFFECTED

The market for tax-exempt bonds will be adversely
affected by these proposals thereby driving up the expense to

tazpayers throughout this country.

The tax reform plan denies the deduction for costs
incurred in buying and carrying tax-exempt obligations by banks
and financial institutions. Historically, these institutions T i

have been a major purchager of tax-exempt obligations.
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Prior to 1982, a 100% deduction was ellowed for such
costs, and the elimination of such deduction will drive away and
eliminate a lafge segment of our market for municipal bon&s. I
urge the removal of the proposal to deﬁy'deduction for costs

incurred in buying and carrying tax-exempt obligations.

SEVERELY RESTRICTS CASH AND DEBT MANAGEMENT

The tax reform plan penalizes and severely restricts
state and local officials who practice sound and logical cash and

debt management.

Any state or local official worth his or her salt will
immediately invest the proceeds of a bqnd sale until the funds are
neaded to pay for the project. This practice will be severely
Vy@mited by rqstricting investment earnings. All earnings in excess
of what is pérmitted (by some treasury bureaucrat) must be rebated
to the United States Government. I say this sound practice and
procedure is no business of the United States Government. I,
therefore, urge the repeal of the arbitrage statute. (Section 103

(C) Internal Revenue Code 1954 as amended.)

ELIMINATES ADVANCE REFUNDING

The tax reform plan eliminataes all advance refunding. I

urge the removal of this prohibition from the tax reform proposal.

IMPOSES ADDITIONAL REPORTING REQUIREMENTS

The proposal extends the IDB reporting requirements to all state
and local general obligation and revenue bonds. This proposal is

especially repulsive to all who believe in the United States
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Constitution, the sovereignty of the several states and the
Federal System. Here again, this is no business of the Federal

Government. I urge the removal of this requirement.

DEDUCTIBILITY OF STATE AND LOCAL TAXES

The President's proposal to eliminate the deductibility
of state and local income, sales and property taxes from an
individual's income for purposes of calculating Federal tax
liability, would directly affect virtually every taxpayer who

itemizes deductions.

Deductibility improves the equity of the Federal income
tax by preventing the double taxation of the income used to pay

state and local taxes.

éy eliminating deductibility, taxpayer resistance to
maintaining or increasing current state and local tax levels
could make it more difficult for state and local governments to

generate needed revenues and continue current levels of service.

1 urge the rejection of the President's proposal that

would eliminate the deductibility of state and local taxes.

REVENUE LOSS ESTIMATES GROSSLY INACCURATE

Revenue loss estimates by the Treasury caused by the
issuance of tax-exempt bonds are grossly overestimated and
inaccurate. Treasury placed the loss to the Federal Government
because states and local governments issue tax—exempﬁ bonds at

approximately $13 Billion over the period 1986-1990.

55-398 0 - 86 - 6
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The Public Securities Assoclation retained the accounting
firm of Coopers and Lybrand to perform a study of the Treasury
estimates of revenue savings resulting from the municipal bond
provisions of Treasury II. Their study completed in August 1985

showed a revenue savings of only $2 Billion.

These grossly flawed and inaccurate estimates by the
Treasury brings into sharp focus and question all the data and
estimates fyrnished this Committee and the Congress by Treasury

ralating to tax-exempt bonds.

I thingk it points up the continuing bias and mind-set

Treagury has against tax-exempt bonds.

Thankfully this Committee and the Congress has rejected
most ot‘bbe attacks by Treasury on tax-exempt bonds. But here
they come again in the guise of tax reform with proposals that
will virtually eliminate tax exemption of interest earned on

state and municipal bonds.

1 urge this Committee to consider Treasury proposals
relating to tax-exempt bonds in the light of Constitutional
impermisaibility, gross inaccurate revenue loss, and the continuing

bias and mind-get against tax-exempt bonds, and reject them.

CONCLUSION

In conclypion, this Administration is saying on the one
hend that it wants to return authority and respongibility to the
states and local political entities, and on the other hand
propoa}ng legislation that will severely curtail or destroy the
ability of state and local governments to finance essential

government functions and projects.

Finally, most psople come here wanting someéhing. Ye

don't want s thing. We just want to be left alone.

Respeatfully submitted, - -

Grady L. Patterson, Jr.
State Tresagurer of South
Carolina
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STATEMENT BY JAMES J. SOLEM, EXECUTIVE DIRECTOR, MINNE-
SOTA HOUSING FINANCE AGENCY, ST. PAUL, MN; ON BEHALF
OF THE COUNCIL OF STATE HOUSING AGENCIES, ACCOMPA-
NIED BY KATHLEEN BOLAND, EXECUTIVE DIRECTOR, MAINE
STATE HOUSING AUTHORITY, AUGUSTA, ME

Mr. SoLem. Thank you, Mr. Chairman.

My colleague Mrs. Boland from the Maine agency and I appreci-
ate the opportunity to talk to the committee about housing and the
importance of the Tax Code in the production of the kind of hous-
ing that State agencies and local agencies are involved in.

tate and local governments and their housing agencies are will-
ing to helﬁ\respond to the burden the Federal Government is shift-
ing to us in the area of housing programs, but we can’t do it with-
out some help from the Congress.

We engage in programs which greatly involve the private sector
in producing housing for low- and moderate-income families. The
Tax Code is an important part of that joint public-private partner-
ship. The availability of tax-exempt anc&g for housing is the
single mosat important incentive for the kind of work that we do.
We ask that State and local governments retain the ability to use
tax-exempt financing for housing programs with a very clear public
purpose, and we recognize the need to do a somewhat better job in
restructuring these programs and further defining ‘“‘public pur-

LocTe}:le Ié)oux.xcil ngf;l State AI;ou:iing hz:g%nciels ::dd tl:;a Associatit?)n t}?f

ousing Finance Agencies eveloped and proposes e
committee and the Congress a series of recommendations which
retain tax-exempt financ 15‘1'01' housing while at the same time es-
tablishing new standards in these housing programs of State and
local governments. And I will brief?' try to describe these recom-
mendations, but I would agk that a detalled description of these be
made aCI;:rt of the record, Mr. Chairman. ’

The IRMAN. Your entire statement will be in the record.

Mr. SorLeM. Thank you.

In the area of mortgage revenue bonds for single-fami% mort-
gages and home improvement loan programs, the current Federal
. restriction limits mortgages to no more than 110 percent of the
- median purchase price for a particular area. We think this number

is frequently too high and can be reduced. We propose to lower the
house price limitation to 90 percent of the metﬁan house price, 110
. percent in ot areas, and in rural areas use the State median
" sales price. We think that would significantly lower and target
mortgage revenue hond proceeds. .

Second, we would suggest that in Federal law you codify the re-
quirement that lower income individuals be served before higher
income individuals, There are a variety of m to do this;
virtually all the States have some form for doing that. We urge the
~adoption of statutory language that will allow the States flexibility

to agligpt targeting mechanisms which are best suited to their local
conditions. : . .
~In addition, we recognize the problem of the volume of this debt
" and the need to make some c. in that area. The position de-
veloped hy the two issuing org tions advocates the adoption of
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a flat $16 billion authorization with a 5-percent consumer price
index adjustment after 2 years. This would retain the $200 million
State floor, and it needs some language to be worked out to develop
a formula; but, in short, we recognize the need for limits on the
dollar volume, and we propose that to the Congress.

We would also, as the Treasurer of Oregon spoke about, urge
that mortgage credit certificates be retained, and adjusted to fit the
reforms we are suggesting.

In the area of multifamily, we are suggesting deeper and broader
targeting for low-income renters, the codification of the family size
adjustment, and standards so that issuing agencies had to monitor
and make certain that public-purpose objectives were met for the
term of the bonds, the term of the mortgage.

And in addition, we propose in the detailed statement a recom-
mendation which would provide some resources through some addi-
tional arbitrage earnings to create a fund for additional income
targeting, absent the Federal programs in housing. :

Thank you.

The CHAIRMAN. Thank you.

Mr. Tilton.

iMr. Solem’s written testimony follows:]
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STATEMENT OF
JAMES J. SOLEM, EXECUTIVE DIRECTOR
MINNESOTA HOUSING FINANCE AGENCY

ON BEHALF OF
THE COUNCIL OF STATE HOUSING AGENCIES

BEFORE
THE US. SENATE COMMITTEE ON FINANCE
HEARING ON
THE IMPACT OF TAX REFORM
ON TAX EXEMPT FINANCING Tmmmm——

SEPTEMBER 24, 1985

MR. CHAIRMAN, MY NAME IS JAMES SOLEM. 1 AM THE EXECUTIVE
DIRECTOR OF THE MINNESOTA HOUSING FINANCE AGENCY AND AM A MEMBER
OF THE BOARD OF DIRECTORS OF THE COUNCIL OF STATE HOUSING
AGENCIES (CSHA), ON BEHALF OF WHICH 1 AM SPEAKING TODAY. THE
COUNCIL OF STATE HOUSING AGENCIES REPRESENTS THE STATE HOUSING
FINANCE AGENCIES OF 49 STATES PUERTO, RICO, THE DISTRICT OF )

COLUMBIA AND THE VIRGIN ISLANDS. I AM ACCOMPANIED BY
MS. KAleiLEEN BOLAND. SHE IS THE EXECUTIVE DIRECTOR OF THE MAINE
STATE HOUSING AUTHORITY AND IS ALSO ON THE BOARD OF CSHA.

1 WOULD LIKE TO BEGIN BY COMMENDING THE COMMITTEE FOR
HOLDING THESE HEARlﬁGS TO FURTHER EXPLORE THE RAMIFICATIONS OF
TAX REFORM. AS YOUR COLLEAGUES IN THE HOUSE BEGIN THE MARKUP
PROCESS, YOUR EXPLORATION OF THE IMPACT OF TAX REFORM TAKES ON
INCREASED STATURE. AS YOU ARE AWARE, MR. CHAIRMAN, THE TAX CODE
AND ITS USES ARE TIGHTLY WOVEN INTO THE ECONOMIC FABRIC OF OUR
SOCIETY. EXACT LY WHAT IMPACT THE REFORMATION OF THE CODE WOULD
HAVE IS AS DIFFICULT TO PREDICT AS IT IS IMPORTANT. THIS IS

7
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PARTICULARLY TRUE WITH RESPECT TO LOW-INCOME HOUSING. ECONOMIC
FORECASTERS FROM WHARTON ECONOMETRICS, HARVARD AND MIT PREDICT
DIRE CONSEQUENCES FOR PRIVATE SECTOR PARTICIPATION IN HOUSING
LOW- AND MODERATE-INCOME CITIZENS IF THE PRESIDENT'S TAX REFORM
PROPOSAL IS ENACTED. THEIR ANALYSIS CARI(!ES FURTHER AND PREDICTS
A SEVERE NEGATIVE IMPACT ON THE OVERALL ECONOMY. 1 WOULD LIKE TO
REQUEST THAT THIS INVALUABLE STUDY BE MADE A PART OF THE RECORD.

MR. CHAIRMAN, THE FEDERAL DEFICIT HAS RESULTED IN DWINDLING
AMOUNTS OF MONEY BEING ALLOCATED FOR HOUSING. COMBINED WITH THE
NEW FEDERALISM ADVOCATED BY THE ADMINISTRATION, THE RESULTS ARE
STARTLING. THE FY 1986 BUDGET SETS ASIDE ONLY $1.6 MILLION OR
LESS THAN TWO TENTHS OF ONE PERCENT FOR HOUSING. WE IN THE
STATES STAND V{lLLlNG TO SHOULDER THE BURDEN THE FEDERAL GOVERN-
MENT IS SHIFTING TO US, BUT WE CANNOT DO IT WITHOUT SOME HELP.

FEW STATES CAN AFFORD DIRECT APPROPRIATIONS FOR HOUSING, THEIR
HOUSING NEEDS ARE PREDOMINANTLY MET BY INDUCING PRIVATE SECTOR
PARTICIPATION. TAX CODE INCENTIVES ARE A KEY FACTOR IN THIS AREA,

IN THE CONTEXT OF TAX REFORM YOU WILL BE ANALYZING TAX
EXPENDITURES FOR HOUSING THAT RELATE TO BOTH THE DEBT AND EQUITY
SIDES OF CAPITAL FORMATION. WITH REGARD TO EQUITY, YOU WILL BE
ANALYZING SUCH ITEMS AS AlCCELERATED DEPRECIATION, THE "AT RISK"
EXCEPTION, AND THE REHAB TAX CREDIT. WE URGE YOU TO CONSIDER
THESE AS A PACKAGE OF TAX INCENTIVES FOR HOUSING AND ASK THAT
REGARDLESS OF WHAT REFORMS ARi MADE. HOUSING BE GRANTED THE

2
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PREFERENTIAL TREATMENT IT HAS HISTORICALLY RECEIVED. IN PARTI-
CULAR, WE ARE CONCERNED XEAT WITHOUT PREFERENTIAL TREATMENT,
PRIVATE SECTOR PARTICIPATION IN LOW-INCOME HOUSING WILL ALL BUT
DISAPPEAR. ‘

TAKEN IN COMBINATION WITH FAVORABLE TAX TREATMENT ON THE
EQUITY SIDE, THE ABILITY TO BORROW BELOW MARKET CAPITAL FOR DEBT
FORMATION IS OF \;ITAL IMPORTANCE. THE AVAILABILITY OF TAX-EXEMPT
FINANCING FOR HOUSING IS PERHAPS THE SINGLE MOST IMPORTANT
INCENTIVE FOR HOUSING. THE PRESIDENT'S TAX REFORM PkOPOSAL
CALLS FOR THE ELIMINATION OF BOTH TAX-EXEMPT FINANCING FOR
FIRST-'ﬁME HOMEBUYERS -- THE MORTGAGE REVENUE BOND PROGRAM --
AND 'i'AX-EXEMPT FINANCING FOR LOW-INCOME MULTIFAMILY RENTAL
HOUSING -- THE MULTIFAMILY INDUSTRIAL DEVELOPMEN'f BOND PROGRAM.
WE BELIEVE, AS DO THE AUTHORS OF THE EARLIER REFERRED TO ECONOMIC
STUDY, THAT TO FOLLOW THIS COURSE WILL RESULT IN A DRAMATIC DliOP
IN THE STOCK OF HOUSING AVAILABLE TO LOW- AND MODERATE-INCOME
AMERICANS. WE ASK THAT THEY BE RETAINED. WE ARE, HOWEVER,
COGNIZANT OF THE FACTS ‘THAT FISCAL RESPONSIBILITY DEMANDS A

TIGHTENING OF THE FEDERAL PURSE STRINGS AND THAT CURRENT LAW

TAX-EXEMPT FINANCING PROGRAMS DO ENCOUNTER SOME ABUSES:
THEREFORE, WE CgOME BEFORE YOU TODAY WITH A PROPOSAL, ENDORSED BY
THE ASSOCIATION OF LOCAL HOUSING FINANCE AGENCIES, WHICH RETAINS
TAX-EXEMPT FINANCING FOR HOUSING WHILE AT THE SAMé TIME TIGH;I’ENS
THE PROGRAMS SO T{lAT THEY ARE MORE EFFICIENT, RESPONSIBLE USERS
OF FEDERAL FUNDS. i
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MORTGAGE REVENUE BONDS (MRBS)

THE MORTGAGE REVENUE BOND PROGRAM WHICH IS AUTHORIZED BY
CODE SECTION 103(A) WAS RENEWED LAST YEAR, THROUGH 1987. THE
PROGRAM ALLOWS THE ISSUANCE OF TAX-EXEMPT BONDS, THE PROCEEDS OF

WHICH ARE THEN USED TO PROVIDE BELOW MARKET MORTGAGE MONEY FOR .,
MODERATE-INCOME FIRST-TIME HOMEBUYERS.

THE LIMITATIONS PLACED UPON THIS MONEY ARE THAT THE BENEFI-
CIARIES CANNOT HAVE HAD AN INTEREST IN A RESIDENCE DURING THE
PRIOR THREE YEARS. FURTHER, THE MORTGAGES MUST BE USED TO
PURCHASE HOMES WHICH WILL BE THE BUYER'S PRINCIPLE RESIDENCE AND
WHICH COST NO MORE THAN 110% OF THE MEDIAN AREA PURCHASE PRICE
(120% IN TARGET AREAS). OUR RESEARCH HAS SHOWN THAT THIS WIDELY
USED AND VERY SUCCESSFUL PROGRAM COULD BE BETTER TARGETED. IN
SOME INSTANCES, THE 110% OF AREA MEDIAN PURCHASE PRICE LIMITATION
ALLOWS BUYERS TO USE MRB MORTGAGES TO BUY HOMES IN AS HIGH AS
THE 73RD PERCENTILE RANGE OF ALL AREA HOME SALES. WE PROPCSE TO
LOWER THE LIMITATION TO 90% (110% IN TARGETED AREAS). THIS "
REDUCTION WOULD RESULT IN MRB FINANCED LOANS BEING USED TO
PURCHASE HOMES IN THE MEDIAN RANGE OF AREA HOME SALES PRICES; A

" MUCH MORE REASONABLE PRICE RANGE FOR USE OF A FEDERAL SUBSIDY.
WE WOULD ?UGGEST THAT IN LOW-INCOME RURAL AREAS, THE STATE
MEDIAN ;X;COME BE ESTABLISHED AS THE STANDARD.
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DURING THE MRB REAUTHORIZATION PROCESS LAST YEAR, CONCERN
WAS EXPRESSED BY MEMBERS OF THIS COMMITTEE THAT THE PROCEDURES
USED BY ISSUING AGENCIES TO PROCESS LOAN APPLICATIONS COULD BE
BETTER ORGANIZED, IT WAS NOTED THAT RATHER THAN ALLOWING LOANS

'TO BE ISSUED ON A FIRST COME FIRST SERVE BASIS TO QUALIFIED

CANDIDATES, SYSTEMS COULD BE SET UP SO THAT LOWER INCOME
QUALIFY!NG.CANDIDATES WERE GIVEN LOANS PRIOR TO THOSE OF HlGHER‘f
INCOMES. CSHA AGREES WITH THIS CONCEPT AND WOULD LIKE TO SEE
STATl\].’T’l"ORY LANGUAGE DEVELOPED SO THAT SUCH SYSTEMS WOULD BE
MAND"ATORY. IN FACT, A NUMBER OF OUR STATES HAVE SUCH SYSTEMS.
NEW YORK AND COLORADO HAVE SySTEMS OF LOAN APPLICATION PRIORITI-
ZATION DONE AT AN ADMINISTRATIVB LEVEL. ARKANSAS MAKES THE LOAN
MONEY AVAILABLE IN STAGES TO LOWER INCOME HOMEBUYERS FIRST. WE
ARE HOPEFUL THAT STATUTORY LANGUAGE WILL BE ENACTED AND THAT IT
WILL ALLOW THE STATES THE FLEXIBILITY TO ADOPT SYSTEMS BEST

SUITED TO THEIR ORGANIZATIONS. ‘
CURQENT LAW RESTRICTS THE VOLUME OF TAX-EXEMPT MRBS A S‘I‘AT)'::
CAN ISSUE TO THE GREATER OF $200 MILLION OR A ROLLING AVERAGE OF
A STATE'S PRIOR THREE YEARS TOTAL MORTGAGE INITIATION. UNDER’
THIS FORMULA TOTAL VOLUME ALLOCATION FOR THE PROGRAM WILL
APPROACH $20 BILLION IN 1986. THIS AMOUNT IS SIMPLY TOO HIGH.

CSHA ADVOCATES THE ADOPTION OF A FLAT $16 BILLION AUTHORIZATION
WITH A 5% CPI ADJUSTMENT AFTER TWO YEARS. UNDER THIS PROPOSAL,
THE $200 MILLION STATE FLOOR WOULD REMAIN, WE ARE IN THE PROCESS
OF-DEVELOPING A FORMULA FOR THE REMAINING ALLOCATION, AND LOOK

5
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FORWARD TO WORKING WITH THE COMMITTEE ON THIS ISSUE. NATURALLY,
THE CURRENT LAW MORTGAGE CREDIT CERTIFICATE PROGRAM WOULD BE
ADJUSTED TO FIT THE REFORMED PROGRAM AND RETAINED.

WE BELIEVE THAT WITH THESE CHANGES THE MRB PROGRAM WILL BE
A SIGNIFICANTLY BETTER TARGETED SUBSIDY THAN IT IS CURRENTLY.
WE ASK THIS COMMITTEE TO CONSIDER REMOVING THE SCHEDULED 1987
SUNSET DATE THEREBY MAKING THIS IMPORTANT HOMEOWNERSHIP PROGRAM
A PERMANENT PART OF THE TAX CODE AND NATIONAL HOUSING POLICY.

MULTIFAMILY RENTAL HOUSING
INDUSTRIAL DEVELOPMENT BONDS (IDES) -

CURRENT LAW ALSO ALLOWS STATE AND LOCAL AUTHORITIES TO
ISSUE TAX-EXEMPT BONDS FOR THE DEVELOPMENT OF LOW- AND MODERATE-
INCOME MULTIFAMILY RENTAL HOUSING. IN ORDER TO QUALIFY FOR
TAX-EXEMPT FINANCING, 20% OF_" THE APARTMENTS BUILT MUST BE AVAIL-
- ABLE TO FAMILIES WHOSE INCOMES DO NOT EXCEED 80% OF “HE AREA
MEDIAN. SINCE ITS INCEPTION THIS PROGRAM HAS RESULTED IN THE
DEVELOPMENT OF MORE THAN | MILLION RENTAL UNITS FOR LOW-INCOME
FAMILIES. WITH THE CON.TINUING PHASE OUT OF HUD APPROPRIATIONS,
THIS PRpGRAM IS WIDELY ACKNOWLEDGED AS "THE ONLY GAME IN TOWN".
THERE ARE DRAWBACKS, HOWEVER. FIRST, A BALANCE MUST BE
CREATED BETWEEN PUBLIC PURPOSE GOALS AND PRIVATE SECTOR INVOLVE-
MENT. OBVIOUSLY WHENEVER THE PRIVATE SECTOR IS INVOLVED A

6
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PROFIT MARGIN MUST BE REALIZED. THERE IS ONLY SO MUCH TARGETING
THAT A DEVELOPMENT CAN BARE AND STILL HAVE THE PROJECT BE
ECONOMICALLY FEASIBLE.

SECONDLY, AND OF EQUAL IMPORTANCE, THERE ARE PROJECTS THAT
ABUSE THE PRIVILEGE OF TAX-EXEMPT FINANCING. THERE ARE PROJECTS
THAT FOLLOW THE "LETTER" OF THE LAW BUT NOT ITS SPIRIT. HOWEVER,
IT IS IMPORTANT TO NOTE THAT A RECENT STUDY BY THE GAO BORE
WITNESS TO THE FACT THAT THE VAST MAJORITY OF THE PROJECTS FALL
WELL WITHIN THE "PUBLIC PURPOSE" STANDARDS SET 'FORTH BY
CONGRESS. I REFER THE COMMITTEE TO THE TRANSCRIPT OF RECENT
HEARINGS HELD BY THE OVERSIGHT SUBCOMMITTEE OF THE HOUSE WAYS
AND MEANS COMMITTEE WHICH EXPLORED THIS SUBJECT (JUNE 21 AND
AUGUST 1, 1985).

"AS A RESULT OF THOSE HEARINGS AND THE PRESIDENT'S TAX
“ REFORM PROPOSAL, CSHA HAS EXAMINED THE MULTIFAMILY RENTAL
PROJECTS OF ITS MEMBERS AND OFFERS THE FOLLOWING REFORMS OF
THE CURRENT LAW IDB PROGRAM.

FIRST, WE BELIEVE THAT THERE IS FURTHER TARGETING THAT CAN
BE APPLIED. OUR MEMBERS' EXAMINATION OF THEIR DEVELOPMENTS
LEADS TO THE CONCLUSION THAT THEY CAN TAKE EITHER DEEPER OR
BROADER TARGETING TO LOW-INCOME CITIZENS. ACCORDINGLY, WE
RECOMMEND THAT CONGRESS SET STANDARDS UNDER WHICH TAX-EXEMPT
FINANCED RENTAL PROJECTS WOULD BE REQUIRED .TO EITHER SET ASIDE
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30% OF THEIR UNITS FOR RENT BY PEOPLE AT 80% OF AREA MEDIAN
INCOME QR SET ASIDE 20% OF THE UNITS FOR PEOPLE AT 70% OF AREA

MEDIAN. IT IS IMPORTANT TO NOTE THAT ALTHOUGH CSHA TRIED TO

REACH ONE STANDARD FOR FURTHER TARGETING LEVELS, THIS WAS
VIRTUALLY IMPOSSIBLE. LOCALIZED MARKET CONDITIONS VARY TO SUCH
EXTREMES THAT NO ONE STANDARD COULD BE AGREED UPON. WE ARE
CONFIDENT THOUGH, THAT BY ADOPTING FURTHER TARGETING REQUIREMENTS
TO LOCAL MARKETS, AS WE HAVE DONE, A GREATER PUBLIC PURPOSE WILL

BE MET, WHILE AT THE SOME TIME, ECONOMIC FEASIBILITY WILL BE
MAINTAINED. )

THE.GAO STUDY INDICATED THAT ONE OF THE MOST SERIOUS ABUSES
OF THE PROTRAM OCCURS IN THE WAY DEVELOPERS ADJUST FOR FAMILY
SIZE. GAO HAS RECOMMENDED \‘THAT REGULATORY STANDARDS BE
ESTABLISHED, AND TREASURY l§ IN THE PROCESS OF DOING SO. CSHA
ENDORSES THE CODIFICATION OF FAMILY SIZE ADJUSTMENT. TO DO SO ot
WOULD FORCE DEVELOPERS TO ESTABLISH RENTS FOR THE LOW-INCOME SET
ASIDE UNITS BASED ON FAMILY SIZE, INCOME AND UNIT SIZE ASSUMP+ )
TIONS. CURRENTLY RENTS CAN BE ESTABLISHED BY ASSUMING OCCUPANCY K
BY A FAMILY OF FOUR REGARDLESS OF THE SIZE OF THE APARTMENT. WE )
SUGGEST THA™ THE FOLL&VQNG FAMILY SIZE ADJUSTMENT SCHEDULE,

M

SIMILAR TO THE ONE USED UNDER THE sECT ION 236 PROGRAM, CAN BE
REASONABLY APPLIED TO THIS SHALLOW SUBSIDY PROGRAM.
EFF}CIENCY | PERSON 56% OF MEDIAN
. 1 BEDROOM 2 PEOPLE 64% OF MEDIAN
%BBDROOM 4 PEOPLE 80% OF MEDIAN
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3 BEDROOM 6 PEOPLE 85% OF MEDIAN
4 BEDROOM ' 8 PEOPLE 90% OF MEDIAN

UNDER THIS STANDARD DEVELOPERS WOULD BE ABLE TO ASSUME
LARGER, YET NOT UNREASONABLY LARGE, FAMILY SIZES, WiTH COMMEN-
SURATELY HIGHER INCOMES; THEREBY MAKING THE DEVELOPMENTS ECONOMI-
CALLY FEASIBLE.

WHEN TAKEN IN CONJUNCTION WITH THE PREVIOUSLY DETAILED

FURTHER RESTRICTIONS ON INCOME, THE IDB PROGRAM WILL BE FACING
' TARGETING TO AS LOW AN INCOME LEVEL AS IS POSSIBLE. . 4,}‘

THIRDLY, WE HAVE FOUND THAT MANY DEVELOPERS ATTEMPT TO
SATISFY THE 20% SET ASIDE REQUIRFMENT BY DESIGNATING EFFICIENCY
UNITS AS THEIR 20%. WE THERZFORE SUGGEST THAT BEDROOM PROPOR- |
TIONALITY SHOULD BE REQUIRED IN TAX-EXEMPT FINANCED PROJECTS.
UNDER THIS PLAN A DEVELOPER WOULD BE FORCED TO SET ASIDE AS
LOW-INCOME UNITS, A GREATER THAN OR rg‘oronﬂomr“; NUMBER OF TWO
OR MORE BEDROOM UNITS AS ARE IN THE DEVELOPMENT AS A WHOLE. THIS
PROPOSAL WILL NOT ONLY ELIMINATE THE ABUSE, BUT WILL ALSO
ENCOURAGE DEVELOPERS TO BUILD MORE MULTI-BEDROOM UNITS, WHICH
WILL HELP ALLEVIATE THE CRISIS IN LOW-INCOME HOUSING FOR LARGE
FAMILIES. WE MUST, HOWEVER, RECOMMEND THAT AN EXCEPTION BE
ALLOWED FOR DEVELOPMENTS OF LESS THAN 50 UNITS. SUCH SMALL
PROJECTS, WHICH ARE CUSTOMARILY BUILT IN RURAL AREAS, WOULD HAVE
TROUBLE MEETING THIS BEDROOM PROPORTIONALITY REQUIREMENT AND

N




171

STILL BE ECONOMICALLY FEASIBLE.

THE NEXT PORTION OF OUR PROPOSAL IS NOT AIMED AT THE
DEVELOPERS, OR AT THE BENEFICIARIES, BUT AT OURSELVES. WE ARE
AWARE THAT IT IS IMPERATIVE THAT THE ISSUERS 6!’ TA*cBXEMPT BONDS
BE HELD TO CERTAIN STANDARDS OF RESPONSIBILITY. WE ARE ALSO
AWARE THAT RESPONSIBLE ISSUERS NEED THE AUTHORITY TO ENABLE THEM
TO MONITOR THE PROJECTS WHICH WE ARE FINANCING. WE THEREFORE
SUGGEST THAT LANGUAGE BE DEVELOPED WHICH WILL SET ISSUER
STANDARDS AND RESPONSIBILITIES AND WHICH WILL EMPOWER ISSUERS
WITH CERTAIN MONITORING AUTHORITY. FOR EXAMPLE, WE HOPE‘THAT
THE ANNUAL POLICY STATEMENT, CURRENTLY REQUIRED UNDER THE MRB
PROGRAM VWILL BE MADE AN ACkOSS THE BOARD REQUIREMENT FOR ALL
HOUSING BOND ISSUANCES.

IF THE ABOVE OUTLINED SUGGESTIONS ARE ADOPTED, THE MEMBER
AGENCIES OF CSHA FEEL THAT AN EFFICIENT SHALLOW SUBSIDY HOUSING
PROGRAM WILL BE MADE EVEN MORE $O. WE BELIEVE THAT OUR PROGRAMS
WILL BE AS EFFICIENT AS POSSIBLE AND REACH TO AS LOW AN INCOME
GROUP AS IS FEASIBLE. WE FREELY ADMIT THAT THIS PROGRAM DOES
NOT REACH PEOPLE OF EXTREMELY LOW INCOMES. IT SIMPLY CANNOT.

IT DOES NOT RECEIVE THE FEDERAL SUBSIDY REQUIRED TO REACH BELOW
THE LEVELS THAT THIS INCREASED TARGETING WILL REACH. SHOULD
THIS COMMITTEE BE SEARCHING FOR AN INDIRECT SUBSIDY PROGRAM TO
REPLACE THE HUD SECTION 8 PROGRAM WE RECOMMEND THE FOLLOWING.

10
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ALLOW ISSUING AGENCIES THE OPTION OF INCREASING THEIR
ARBITRAGE EARNINGS BY 25 BASIS POINTS. ALL OF THESE INCREASED
EARNINGS WOULD BE SET ASIDE IN A HOUSING TRUST FUND TO BE
INVESTED (RESTRAINED BY THE USUAL FIDUCIARY RESPONSIBILITIES) AND
EARMARKED TO EITHER BUY DOWN THE MORTGAGES OF THE LOWEST QUALIF-
YING MRB USERS, OR BE APPLIED TG DECREASE FURTHER THE RENTS FOR
THE LOW-INCOME TENANT OF THE MULTIFAMILY RENTAL PROJECTS.
THROUGH SUCH A TECHNIQUE, LOWER INCOME HOMEBUYERS AND RENTERS
COULD BE HELPED, UNDER THE AUSPICES OF A RESPONSIBLE STATE
AGENCY AND AT LESS COST TO THE FEDERAL GOVERNMENT. NOTWITH-
STANDING THE NEGATIVE REACTION THAT ARBITRAGE INSPIRES, WE URGE
THE COMMITTEE TO CONSIDER THIS SUGGESTION.

STATE HOUSING FINANCE AGENCIES ARE IN THE UNENVIABLE
POSITION OF BEING THE MIDDLE MAN IN THE PROCESS OF CREATING
PRIVATE SECTOR-PUBLIC SECTOR PARTNERSHIPS FOR HOUSING. WE
‘BELIEVE THAT WE ARE EXCELLING ONLY WHEN THE PRIVATE SECTOR
DEVELOPERS ARE COMPLAINING THAT WE HAVE PUSHED THEM TOO FAR,
WHILE AT THE SAME TIME CONGRESS AND LOW-INCOME ADVOCATES ARE
URGING US TO GO FARTHER. GIVEN THAT SCENARIO, IT IS FAIR TO SAY
THAT THE PROPOSAL WE HAVE PLACED BEFORE YOU TODAY ACCOMPLISHES
THAT GOAL; NAMELY CONTINUATION OF A PRIVATE SECTOR PROGRAM
BETTER TARGETED TO SERVE PUBLIC PURPOSE.

THANK YOU FOR YOUR TIME. MY COLLEAGUE ;AND 1 ARE PREPARED TO
ANSWER ANY QUESTIONS YOU MAY HAVE.
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STATEMENT BY JESSE C. TILTON III, GENERAL MANAGER,
INDIANA MUNICIPAL POWER AGENCY, INDIANAPOLIS, IN-

Mr. TiLToN. Thank you, Mr. Chairman.

I am general manager of Indiana Municipal Power Agency. I am
here today representing both IMPA and our national association,
the American Public Power Association, representing approximate-
ly 1,750 local publicly owned electric utilities nationwide.

IMPA is a political suhdivision of the State of Indiana, created by
25 Indiana cities and towns to provide electricity to them for their
250,000 citizens.

Public power is a traditional governmental function and a public-
purpose issuer of tax-exemdpt bonds. In Indiana and throughout this
country, community-owned electric utility systems date back to the
inception of central-station electric service in the early 1880s.
IMPA jointly owns a 625-megawatt coal-fired generating facility
with a private entity, Public Service Company of Indiana, and has
issue;i 143 million in tax-exempt revenue bonds to finance this in-
terest.

The President’s May 1985 tax proposals, however, would severely
restrict the issuance of such tax-exempt bonds by State and local
governments and increase their costs significantly. Under the pro-
posed 1-percent rule, the interest on obligations issued by a State
or local government would be taxable if more than 1 percent of the
proceeds were used direct]ljv or indirectly bi a nonexempt person.

Generally, use of a facility financed with the proceeds of tax-
exempt obligations would be considered to be “use of the proceeds.”
IMPA, like many gublic power systems, is currently unable to use
the entire output from its share of the coal-fired generating plant
that I described previously. Therefore, IMPA has made arrange-
ments to sell a portion of the power to a private entity. In a few
years, however, the agency will reclaim this power.

IMPA'’s arrangement is sound management of public resources,
for several reasons. First, the public power systems can provide for
planned growth in an efficient manner; second, by selling excess
capacity available during the early years of a new facility’s oper-
ation, utilities can take advantage of the economies of e inher-
ent in electric generation and maximize efficient use of the Na-
tion’s electric ene system; and third, generating resources do
ilot x;l(:llain idle, and the cost of electric power to all consumers is

owered.

The President’s proposed 1-percent limit would make it virtually
impossible for publicly owned electric systems to continue following
these sound utility practices.

Finally, the proposed 1-percent limit is arbitrary and ignores the
basic economic and technical realities of providing electric energy
from publicly owned facilities. It would also reduce the financial vi-
ability of publicly owned utilities, thereby reducing competition in
the industry and fostering the' distorted effects of monopoly power.

A second area of serious concern to IMPA and public power is
the broad wording of the prohibition on long-termt management
- contracts. Tax-exempt financing could not be used for facilities

manafed, under contract by a nongovernmental person for more
than 1 year.
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In drafting our joint ownership contract with Public Service of
Indiana, a question arose over who would manage the plant. Be-
cause Public Service was the majority owner and already had a
trained staff capable of operating a large complex facility, they
were designated as the plant managers. This contract, however,
does not entitle the private utility to use or benefit from the agen-
cy’s ownership interest. Nevertheless, as we interpret the broadly
defined management contract provision of the tax proposal, public

wer systems would be prevented from entering into prudent and
}:’stified contracts of the type I have just described.

Moreover, this would effectively kill joint ownership of electric
lg)ieu‘nfn'ating plants, and ultimately consumers would pay higher

The third issue is the further restriction of State and local gov-
ernment use of arbitrage. Under a recent tax reform law, publicly
ovmed utilities have limited arbitrage opportunities. These reve-
nues are used to reduce the cost of construction and the amount of
tax-exempt financing issued.

The proposed unrealistic criteria of spending a specific and sig-
nificant amount of the proceeds over short time periods has no re-
lation to the size and construction schedules of projects.

The fourth issue is the prohibition on all advanced refundings of
tax-exempt bonds. The blanket prohibition of advanced refundings
would limit an issuer’s ability to take advantage of lower interest
ra}tles, to restructure debt service, to match a changing revenue
scheme. ,

Just let me conclude, please, Senator.

The final issue that we wanted to address was the transition
rules. There are a number of State and local governments who
have projects that are approved, and we are very concerned that
those be allowed to go forward.

[Mr. Tilton’s written testimony follows:] -

%
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United States Senate Pinance Committee
Hearings on Chapter 11 (Municipal Tax Exempt Bonds)
of Presidents Tax Proposals
Septeaber 24, 1985
Testimony of:

Jesse C, Tilton IIX

General Manager .
Indiana Municipal Power Agency

I am Jesse C, Tilton IXI, I have been the General Manager of the
Indiana Municipal Power Agency (IMPA), 5920 Castleway West Dr., Suite 118,
P.O, Box 50700, Indianapolis, Indiana 46250 since March 1982,

I am here today to testify in support of the retention of tax
exemption on the interest of municipal debt issued to finance the traditional
governmental purpose of public power and to ask that certain restrictions
advanced by the President's Proposals whit::h would inhibit issuance of tax free
debt for public power purposes be eliminated, Particularly I ask that this
Committee not report a bill cut unless: )

i. It ratains the so~called 25% rule ~ that ias the provisions of present
law under Section 103 of the Internal Revenue Code of 1954 which

preserves the tax erumption of an issue as long as not more than 25%

of the procesds of that issue benefit a non-exempt antity,

14, It allows tax evemption under a contract g arrang

.-

actual operations <f a jointly owned utility facility '1- performed by

an investor owned utility under a contract for the life of the unit,
--and

114, It retains arbitrage and advance refunding procedures of

oxlati:ng law which »Uready incorporate restrictions adopted over

cﬁo past several years.
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I. Summary of IMPA Position

IMPA is a political subdivision of the State of Indiana organized. in 1980
to provide the electric power and energy requirements of its city and town
members, Presently, 25 cities and towns in Indxan_a take all of their
electric requirements from the Agency, serving about 250,000 inhabitants
at over 130,000 residential, commercial and industrial customer sites.

The providing of municipal electric service by IMPA's member cities and
towns can be traced as an important and traditional government function as
far back as 1881.

IMPA issued tax exempt debt of $143 million in 1983 to finance the
acquisition of a 25% ownership interest in a 625 MW coal fired generating
facility near Princeton, Indiana, from Public Service Company of Indiana,
Inc., and plans to issue future tax exempt debt to acquire both
transmission and additional electric g?{nuon facilities to meet the
current and projected electric needs of its members.

IMPA supports the preservation of tax examption for bonds for such
traditional governmental purposes as public power. Such purposes include
its issuance of debt to acquire generation and transmission for the joint
usze of all its members and its individual members' issuance of dabt- to
finance their indfividually owned retail distribution facilities, -

Realistically, reducing to 1% from 25% the amount of an issue that may bae

pended for non-gover al purposes, as proposed, has the same effect
in n;ny instances of entirely taking away the right to issue tax exempt
bonds in connection with the acquisition of very expensive electric
genaerating and transmission facilities.
Consequently, IMPA beliaeves the existing 25% rule should be preserved
since it benefits the ratepayer and is needed in order for tha joint

agency and its member cities and towns to perform the traditional

governmental function of providing electricity.
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7) Municipal and joint agency ownership in large electric generating and
transmission facilities is dependent upon the operation and management of
such facilities by the investor-owned utility owning a majority of such
facility. Such a utility already has the manpower and expertise in place
to provide such operation and management,

8) Cg;lsequently, Congress should not enact a law which would remove the tax
exemption for any issue ’the proceeds of which will be used to buy
generation or transmission for which the investor-cwned utility ,‘win
provide long-term management services.

9) Congress should not change present rules concerning arbitraga or advance
refunding. Too many changes in municipal tax exempt financing laws have
recently baen made. No further changes in the tax laws should be made
until tha impact upon existing laws are absorhed by the cities and the
administration has evaluated the effects of these recently enacted

statutes.

IT. Nature of IMPA And Its Members

IMPA is a political subdivision of the State of Indiana created pursuant
to IC 8-1~2,2 in 1980 by its member cities and towns to provide a part of the
cities' and towns' traditional governmental function of planning for and
owning facilitias to generate the electricity requirements of its 25

(1 Each of i;ts member municipalities provides

participating members.
electricity at retail as a governmental service along with other governmental
services such as pouco,' fire, roads, and sewers. The Agency includes both

medium sized cities such as Anderson, Indiana (population 64,695) and

(1) Anderson, Bargaersville, Centerville, Covington, Crawfordsville,

Darlington, Flora, Prankfort, Frankton, Greendale, Greenfield, Jamestown,

Lawx burg, Leb , Linton, Middletown, Paoli, Pendleton, Peru,

R laer, Richmond, Rising Sun, Scottshurg, Tipton, Washington.

-2
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Richmond, Indiana (population 41,349) and towns as small “as Dlrnnq&m,
Indiana (population a'n) and Jamestown, Indiana (population 924). 1In all, the
Agency provides electricity to about 250,000 people in Indiana and to more
than 130,000 residential, commercial and industrial customer sites. In 1984
the Agency had operating revenuas of l125.1-,m1111on.

The provision of municipal electric service in I;\dnm cari be traced as an
mpottané tun_ueidn of city government as far back as 1881, 1In that year
Rensselaer commenced operating ons of the very first municipal electric plants
in the state, Municipal elsctric systems were also started by Anderson in
1897, Crawfordsville in 1890, Lawrenceburg  in i900, Richmond in 1902, and
Washington in 1906. The other IMPA cities have similar histories although
three also commenced service during the later depression years of the 1930s.
Well prior to t!{e turn of -the twentieth century, Indianz cities had issued
debt for the purpose of paying for municipal utility plmts.(z)

In 1983 the A y 1 4 re bonds in the of $143 million that

e =

bore interest that was tax exempt under Section 103 (a) of the Internal
Ravenue Code of 1954, as amended, ("Code"). The procesds were primarily used
to purchass a 254 undivided ownership interest ih the Gibson Unit WNo. S
elactric generating facilities in southwestern Indiana from Public Service
Company of Indiana ("PSI™). The 623 MW unit's state of the art environmental
equipment allows it to burn Indiana coal. The output of this generating unit,
along with purchased power and the o{xtput from co&ain member owned generation
provides the power supp.y for all the Agency's pnttlc!.‘pnting wembers, Largely
because Gibson Unit No, S could be acquired with the proceeds of tm-t;m
debt, the members were able to demonstrate to the Public Service Couuutog\ of
Indiana (PSCI) and obtain its certification, in & proceeding required by

statute before the PSCI, that the Agency ‘Wwould be able to provide the members

—

(2) The Rushville Gas Company vs City of Rushville, 1889, 121 Ind. 206.
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and ultimately their retail ratepayers with cheaper electricity than the
manbers could provide their retail ratepayers if they continued to purchase
power at wholasale from Indiana's investor-owned ntui.giel.(” )

III. The Impact of the Proposals

Chapter 11 of the Proposals will reduce the benefits from joint ownership
of electric generating facilities to agencies such as IMPA and consequently

the benefits to their member cities and t « Independently, individual

cities and towns will also lose benefits. The direct impact of Chapter 1l of
the P‘roponh, if enacted, will result in higher retail rates for electricity
in Indiana citlnl and towns as well as for other cities and towns across the
country.

Blactric rates- will increase because the Agency will be ;revmted by the
Proposals from duplicating another acquisition with the same economic benefits
as Gibson 5. MNot only will joint agencies such as IMPA suffer from the
Proposal's negative impact upon tax-exempt financing, but the Agancy'’s members

‘h- the Indiana cities and towns - will also suffer independently when they sell
separate distribution related bond issues if tax exempt status for these
issues is denied. The cities and towns may thus doubly feel the consequences
of the Proposals. In addition certain other sections of the Proposals will
also increase the costs of tax-exempt financing.

IMPA does not oppo;e tax reform or the correction of abuses in the tax

exempt bond area., It does, however, beliesve that the benefits of tax exempt

(3) The difference in cost to an issuer of taxable utility bonds and exempt
municipally issued bonds has historically been about 2 to 3 percentage
points (200 to 300 basis points). ‘rhin\_duhnnco in cost ~ attributed to
federal uxx'ng policy = was a signiticant part of the evidence offered to

the PSCI to support certification of the project.

-d=
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(4 Thus, IMPA--

financing should be preserved in the municipal power area.
asks that each of the following components of the Proposals in Chapter 11 be
rejected:
(1) adoption of the 18 rule and elimination of the‘
25% rule (page 285)
(2) long-term management contract reaultiné in loss of
tax exemption (page 285)
(3) loss of arbitrage {page 291)
(4) loss of advance refunding (page 291)
(5) reporting requirewents (page 286)
(6) reatrictive transition rules

Any part of the Proposals which Congress adopts should provide reasonable
tmnsitior\'- rules allowing the tax-exempt financing of projects 1niéinted‘
before changes in the law are adopted. .

IMPA believes its requests are reasonable and result in greater fairness
and equity to cities and towns and joint agencies daveloping electric power
and transmission facilities, First, cities and towns have suffered
substantial reductions in federal benefits over the past several years,
including the initial limitations on IDB's (Industrial Development Bonds)
anacted in 1968 and increasing legislative impairnents on IDB use every few
years including the enactment of the 1984 Tax Reform Law. Efforts to reduce
the impact of big government and reduce federal spending have also been

extremely harsh on cities and towns, Many federally financed benafits,

(4) The Sixteenh Amendment to the United 'States Conatitution may be
interpreted so as not to authorize ;:axation of interest on state and

local obligations. ‘Sae State of South Carolina v, Donald T. Regan,

1984, U. s. + 104 S.Ct., 1107; Robinson, "Minimum “Tax On Income That
Includes 1Interest On State And Municipal Obligations Would Be
Unconstitutional,” 1982 Municipal Finance Journal 83,

-5
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including revenue sharing programs, have been greatly curtailed or eliminated
under the past administration, Basic fairness would seem-to demand that
further sacrifices not be made by cities and towns until ths rest of the
country =~ including those industries and groups representated by powerful
lobbying interests - make similar sacrifices.

Other provisions of the President's Proposals also impact adversely on
the ab_uity to issue tax exempt municipal debt., For example, the reduction in
maximum tax rates may reduce demand for tax exempt issues. The proposal to
deny a deduction for interest to carry tax exempt bonds (Chapter 10.02 of the
Propogals) will further curtail demand. Consequently, not only' have past
federal lsgislative actions curtailed a city's ability to provide financing
for needed public improvements, but also other parts of the Proposals (other
than those from which IMPA seeks specific relief) adversely impact upon the
cities' financing ability. Municipalities, both during the past and by these
Proposals, suffer far more than their fair share.

Laws enacted over the past several years substantially restrict the
volume of IDB's and restrict tax-exempt bonds in a fashion designed to 1limit
their yse., FPurther intrusion on the rights of stateas and local govetn;“ntl to
issue these bonds would appear to be unwarranted until the Administration and
the Treasury Department have an opportunity to evaluate the effects of
recently enacted laws and regulations. "

Appendix C of the Proposals indicates that in 1990 the impact upon
federal revenues of adoption of all parts of Chapter 11 relating to all kinds

of municipal tax-exempt financirig will be a nat benefit to Treasury of $4.7

billion. Public power financing is not ; comp d in determining this net
banefit figure, but if included, would.be only a small part of it and would be
de minimis when compared to other portions of the proposed reforms - for

example, repeal of the deductions for state and local taxes will mean an

increase of $40 billion for Treasury. The re impact projected in
Appendix C by the United States Treasury is based upon the loss ot,oxc-ptioﬁ

b= : ;



182 -

on the $57.1 billion (1983) of non-governmental tax exempt bonds, Power
issues (by joint agencies of about $5 billion and cities and towns of about
$5 billion) are not included in this figure but are included in "other tax

exempt bonds" of $36,2 billion for which Treasury assumes no additional tax

rev . C q 1‘1;. any gain of revenues to Treasury resulting from the
loss of tax exemption on public power issues is a 'bonus over and above what
the Proposals contemplate. Thus to the extent that  the Proposals are revenue
neutral, any further taxation of interest on municipal bonds than that
projected by Treasury, would result in excesa tax revenue.

Moreover, any added revenus to Treasury from the loss of tax exemption on
public power would be de minimis., 1In 1983,_on1y about $10 billion in public
power {ssues were marketed, Assuming that all these :luuca‘havo maximum 25
sellbacks, that all bond holders owning such bonds were in the 508 tax
bracket, and finally that all bonds uniformally bore 10% interest rates, the

maximum revenue loss by Treasury would only be $125 million. Compared to the

potential $40 billion gain resulting from removing state and local tax
deductibility, the tax exempt public power revenue impact is de minimis at
best.

However, IMPA must point out that the disallowance of a deduction for
local taxes will undoubtedly result in local efforts to further reduce loocal
taxes or at least inhibit increases. Local government should not be penalired
4n  this reform package with 1legislation that both inhibits providing
governmental services thru taxes as well as thru borrowing. If the
deductibility of local and state taxes is the price of tax reform, cities and

towns should not be further penalized by restricting tax exempt financing.

{A) Adoption of the 1% Rule and Removal of the 25% Rule -

(1) The 25% applied to Generation & Transmission

One of the most serious conssquences of the Proposals would be the
replacement of the 258 rule with the 1% rule. Under this proposed change th;
tax-free nature of the interest on obligations the proceeds of vhich were used
to putch;u eslectric generating facilities when a part of the output in excess

b
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of 1% is 80ld to an invastor-owned utility would be lost.

The acquisition by IMPA of its ownership interest in Gibson Unit No. 5
vas made economically attractive because of exiating regulations under Section
103 which allcwed IMPA to sell up to 258 of the average output of the facility
to PSI o;ot the plant's lifetime by selling a large percentage of that
output during the early years of the plant's ltlfo. IMPA takes back the
output in the later years of the plant's life as IMPA's need for the unit
grows and as the plant's costs are at or below the cost of alternative power.
Thus, because of the ability to make such sales, IMPA's rates to its members
can be held low during both the last years of the plant's useful life (because
it's costs are then lower than alternative power) and in the early years
because of the ability to sell output to PSI.

The present 25% rules recognizes practical needs of the electric

industry. It ages joint ownership of units and thus avoids some of the

vt of apacity. Thus joint ownership of electric generating

facilities in the current era of high cost construction and excess capacity
) good ic . -

Realistically, joint ownership is practicdble only as long as the

.municipal agency can sell gome of its output to an investor-owned utility.
Good"utnu;y planning calls for the construction or purchase of capacity in
excess of current needs of the municipal utilities. This is trus hecause of
sconomies of scale and the long lead time (8-12 ysars) needed to develop new
elsctric plant sites. That part of Vtho‘ output of a new facility not
iomediately needed to provide the load of the utility constructing or owning
the plant is sold to another utility as a unit power sale, Thus, as load
hmEuan in later years, capacity at older prices is available to provide for
that growth as the unit po#er sale comes to an end, Having the lowsr cost
capacity keeps rates low. Moreover, joint ownership helps mitigate the impact
of the coots of excess capacity by spreading those costs over & larger number
of ratepayers.

oo
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The Proposals would drop the 25% figure to 1% and consequently reverse a
long standing public policy favorable to joint ownership of electric
'generatinq and transmitting facilties. Thus, IMPA could not sell more than 1%
of the output annually, in that part of the unit owned by IMPA, to an investor
oWned utility and still be able to issue bonds the interest on .which is
tax-exempt, This drastic change would impair the economics of IMPA's
acquisition of an ownership interest in a plant like Gibson Unit No. 5 and
either make. IMPA's acquisition meconanic{l and impracticable or, if the unit
were acquired, result in substantially higher rates for electricity to the
250,000 people served in Indiana cities and towns by its members.

(11) Loss of the 25% Rule Applies to Distribution Facilities

j} The reduction to 1% from 25% also impacts directly on bond issues which

S R
cities and towns might market to help finance construction of distribution
facilities, i.e,, those facilities used to deliver electricity to the retail
customer from the point where IMPAR delivers it to the member.' Although the
Proposals lack definition, several interpretations (nons of which. IMPA
concedes are logical) might be advanced. First, and most illogically, one
might argue that in any instance where a member city or town had a customer

whose use of the b system ded 1%, and that member constructed a

distribution system improvement, then in that event, the bonds issued for that
construction would not be tax éxmpt since the customer's non-governmantal use
of the bond proceeds exceeded 1%, Taken to its most logical extreme, any city
with a single customer hav:fng more than 1% of the city's l_oad would be

disqualified from issuing system wide dabt. Illustrative IMPA member cities

having such loads are sh on Attach t A, Since the use of these
facilities will be available equally to the public pursuant to tariffs filed
with the PSCI, the Proposals should have spscific language permitting the kind
of use with tax exempt financing.

A second possible interpretation would involve an issue more than 18 of
which is used to construct a substation which' would be an integrated part o;t

f
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the mnicxnpanty's electric system, but which is directly ;:onnectod to an
industrial customer of the municipality. The question is whether this issue
would be taxable or be deemed non-exempt. Logic dictates that the issue be
exempt since the customer is taking serviges under tariff like all other
customers in its class. Any other interpretation would needlessly complicate
maintenance of an electric system and render all service to all customers more
expensive. These examples of poasible interpretations of the Proposals, as
{llogical as they may be, demonstrate the fairness and equitableness of
retaining the 25% rule for diut;:ibution service by cities and towns.

(iii) Public Interest Preserved with 25% Rule

The proposed loss of benefits for public power are not in the public
interest. The acquisition of electric generating and transmitting facilities
at the lowest possible cost serves a public purpose in that it keeps rates
lower than they would bo otherwise, This use of tak-free financing to perform
a vital governmental fuction for all of the inhabitants of et;g 25 member
municipalities, 250,000 baneficiaries, is unlike using tax-exempt funds to
provide private economic benefits to single industrial or commercial entities
within a member city or town, The providing of .eonomical;y priced utility
services is as important to a city and town as is the providing of good

s
streets and public bundinqs.( ! Keeping electricity rates lower has been a

(5) The courts in Indiana have held the operation of an electric plant by a

municipality to be a governmental purpose and an exercise of the police

power, Chadwick v, City of érawfordsvtlh {1940), 24 N.E. 24 937, 216

Ind. 399, Puraishiag electricity is an inherent right of the city which

it may undertake without express statutory authority, In City of

Crawfordsville v, Braden (1891), 28 N.E. 849, 130 Ind. 149, the Indiana
Supreme Court said: ™“There can be little or no doubt that the power to

light the strests and public places of a city is one of its implied and

inherent powers, as being ry to properly p t the 1lives and
property of its inhabitants, and as a check on immorality.” (pp 156-157)

«l0= -
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major political goal in many states, including Indiana, and is an issue of
keen public concern in that state. A faderal policy which denies the ability
of cities and towns to provid; rc.acongbly priced slectric service (which will
be the effect of the tax reforms discussed in this paper) is directly contrary
to what many states, including Indina, have perceived as being in their best
interest and frustrates the ability of the states' 'ponucal subdivisions to
provide a critical govornuqtal function.

The Proposals contend too many bond issues of gquestionable public purpose
under Section 103 which exempt interest from taxation have been issued. Bond
issues for governmental purposes such as those which make possible electricity
for the nation's cities and towns should not be penalized merely to eliminate
egregious abuse of tax-free bond issuance for non-governmental purposes by
others, Use of the 25% rule in the acquigition of electric generating and
transmission facilities should not destroy the public or governmental purpose
of any part of an issue.

The Proposals suggest that certain allocation rules might be adopted that
would permit tax-exempt financing for a proportionate share of the cost of
afacility used in part for public and in part for private purposes. Wo
significant elaboration of these allocation rules is given., Consequently, it
is difficult to determine exactl.g' how these rules would impact financing tor‘ a
project -uch‘ as Gibson Unit #5, H‘onver, based on a variety of ‘aumptionl
(wvhich may or may not reflect tha‘:'h{.tent. of the Proposals), a sale of debt,
part of which woul;l be taxable, and the balance of which would be non-taxable,
results in substantial additional interest costs over the life of the bonds
which must be borne by retail ratepayers of the cities and towns through
higher rates. Similarily allocation rules would be administratively

burd and P ive to implement at the city and town lavel and result,

most likely, only in higher utility rates without any _eonponuti.ng public
bopetyita. Thus such allocation rules appear less in the public interest than
‘the maintenance of the 25% rule. When the use of the 25% rule helps pron}ve
lower utility rates, the entire bond issue should remain tax-exempt.

-11-~
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(iv) One Solution

At the time of the enactment of the Tax Reform Act of 1984 ("Reform
Act"), Congress recognized' the need to treat certain public power projects
differently for purposes of the applicability of the -25% rule. Thus, in
Section 629 of the Reform Act, Congress radefinead "exempt person™ so as to
allow sales by a public power aﬁthorny to other ur.ilitios which would result
in exceeding the 25% rule but only so long as such other utilities daid not
receive a mark~up in the resale price charged by them to retail ntopﬁycu for
the power purchased from the public power authority. In this way Congress was
able to rationalize that the purchasing public utility would not receive
direct benefits from the issuance by the power authority of Section 103
revenue bonds. Suc!: an approach for ;11 public power generation and
transmission issues might be a realistic compromise betwsean the Proposals and
mlntenanc_e of the status quo. It could be structured so as to allovw a
continuation of the 25% sell-back rule for generation and transmission but
only as long as the cost of the sold-back power and energy was passed directly
through to the power buyer's retail ratepayers without mark-up.

(B) Long~Term Management

Certain comments in the Proposals seem to suggest that any contract
entered into by a municipal or joint agcnd utility with an {investor-ownad
utility for a term in excess of a year ;chich provides for the operation and
management of jointly owned utility plant by the investor~owned utility will
disqualify the investment made to purchase that plant with tax exempt
financing. I@A balisves it would be extremely disadvantaged by any such
provisions. N

The suggestion seems illogical since the length of a contract would have
no bearing on any benefit conferred upon the investor-owned utility or the
governmental purpose of the facility, In many instances, in !nét. the
investor-owned utility receives no additional profit on operating and managing
tho' jointly owned facility but merely collects from the joint owmers their pro
rate share of the actual costs .of opsration and maintenance,

“12-
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Moreover, as a practical matter the investor-owned utility would refuse
to make a sale of an ownership interest in a generating unit or a transmission
grid if it meant giving up the tiqht‘ to operate and manage that unit, This
attitude is natural since‘ in most cases the investor-owned utility owns most
of the unit,

Pinally, it should be emphasized that municipalities and joint agencies
gseldom have the expertise to operate_ and maintain the generating units in
which they buy an interest. FPor the joint agency tvopcrata and maintain the
generating unit it would have to develop costly in-house expertise, thus
increasing rates to its members. The Proposals, if accepted, would frustrate
the ability of municipalities and ijoint agencies from operating in an
efficient manner and lead to the costly require‘mnt of duplicating manpower
and knowledge already available and in place by the investor-owned utility.

If Congress were to enact this concept, it could effectively eliminate
f\;rthar projects involving 3joint ownership o'!' electric facilities., This
destruction of a proven financial device would be without revenue impact and

would reverse otherwise clear federal policy which through the tax laws has

encouraged joint ownership and ““.(6)

(C) Other Problems
(1) Arbitrage
The Proposals which would provide for more restrictive arbitrage rules
would really constitute the imposition of federal income tax upon revenues of
political subdivisions of states which have boe'n non-taxable pursuant to
Section 115 of the Internal Revenue Code. Arbitrage receipts (while not

nearly as economically significant to the rates charged the ultimate retail

(6) In legislation enacted in 1985, the Indiana General Assembly adopted a
state policy favoring joint ownership and use as & means to avoid excess

capacity and higher electric rates.

-13- -
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consumer of electricity as the economic impact of the 25% rule) stiti
contribute substantially to the Agency's ability to keep the cost to its
members low and its total borrowing below what would be required without the
ability~to arbitrage. Thefefo:e the ability of the members to benefit traan
arbitrage helps to keep retail rates low.

While the Proposals would be thought to be financially neutral on the
bond issuer's profits and losses from arbitrage, in fact this is not true.
First, the bond issuer will be denied unlimited arbitrage on investments held
in a reasonably required reaerve or replacement fund., Second, in computing
arbitragae profits, the Proposai; will always generate a loss in any arbitrage
situation. This one-way street is created by virtue of the Proposal's methed
of vcomputing and comparing yxeldé.. Yields under the Proposals will be
determined without regard to various underwriting costs. Issuing yields will
be arbitrarily reduced by these costs and vhen compared to aébtctaqo yields
will lead to paper profits, Both these paper profits and arbitrage profits
must then be rebated to the United States government as taxes on state and-
local activities,

These rebate portions of the Proposals ;;pose an  unwieldy anad
unnecessatily‘ complex administrative burden upon local governments with
respect to the cumbersome arbitrage restrictions which are unneeded because
current rules, given adequate time to be fully implemented, will prevent any
abugses the Treasury Department feels may exist. These rebate proposals impose
: an_unnecessary layer of paperwork upon local governments without achieving a

corresponding benetit, -

‘Under current law, nrhltrgge earnings may be retained by an issuar, but
are taken into account when determining the size of a bond issue by netting
the amount needed to fund the project against the expected eatnfngs. u&&.r
the Proposals, this nat funding concept would be lost and, accordingly,
&lruét; would be forced to issue more bonds than are actually necessary for

14-
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the projact, pay higher interest costs because they would be paying interest
on the excess amount of bonds issued, and pay those earnings that could have
baan used to fund the project to the federal government,
(11) Advance Refunding

The Proposal with regard to advance refunding would effectively prohibit
advance refundings. While IMPA has not yet had the need to advance refund, it
could economically benefit from such a procedure if debt cost continues to
decline so as to make refunding of IMPA's 10 1/4% debt cost for its financing
of Gibson Unit #5 attractive, Some of IMPA's members have issusd advanced
refunding forms and have enjoyed substantial savings in inherent costs which
wers passed on to retail ratepayars through lower retall electric rates. The
bottem line of any such refinancing, of course, is this reduction in debt
sorvice and' as a result a reduction in rates to the retail ratepayers.

(414) Reporting niqvutumnn

The imposition of the 1982 Tax Equity and Fiscal Responsibility Aot
reporting requirements on lssuers of public power bonds would impose
needlessly ocomplicated, burdensoms, and owponlivo obligations upon those '
issuers, All iesuers would have to train staff or engage professionals to
handle these reporting requiremonts at additional cost to electric ratepayers.

(D) Transition

As it did when it adopted legislation concerning the issuance of
industrial developmant bonde in 1968, and as it has continued to do in many
cases thereafter, Congrass should phase in the impact of any of the Proposals
it adopts, Thus, projects which_luvo been formally approved by the governing
.bodlu of the municipalities or political subdivisions prior to the effective
date of whatever legislation is finally adopted should be allowed to proceed
With the issuance of bonds the interest on which is tax-exempt. These issues
should be allowed to benefit from the 254 rule, to the extent it way be
modified by adoptions of part of the Proposals, Thus, only projects conceived
and developed after the new tax rules become effective will suffer the penalty
of having the interest thereon taxable,

)8
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(E) Conclusion
The providing of electric service is an inharent governmantal power and
right, This right and other righys of cities and towns and joint agancies

have been narroved and eroded hy a series of changas to the law regulating the

n These Proposals will more

issuance of tax exempt municipal debt,
narrowly define cities' and joint agencies' rights,

Consequently, IMPA boliov;; that the public interest can best be servad,
and municipal ratepayers' rates kept low by a continuation of the ability of
joint agencies and municipalities to issus tax exempt debt for public power
projoct;; Beacause of economic and enginearing constraints in the way power
projects are built, the joint agancy can effectively perform its governmental
function of providing eolectricity to its members only so long as it can
continue to utilize the existing 25% rule and contract for thes invastor ownaed
utilities to manage jointly cwned powor.plnnt- and joint tranamission, IMPA
submits these key ingredients to public power ftnnnoinq,4cl well as the others
discussed in this paper, are required to produce a fair and equitable tax

package for tax-exempt public power municipal finanoing.

(7) The Reform Act and the enactment of private bond limitations during the

1960's.

Respoctfully Submitted

Indiana Municipal Power Agency

September 24, 1983
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The CHAIRMAN. Let me ask you and Mr. Patterson on the issue
of arbitrage: It seems unfair to us that you get to issue tax-free
bonds at a slightly lower rate, which does cost us some money—you
can argue whether it costs us a lot or a little, but we think 1t costs
us som d then you get to invest the proceeds for a short period
of time in j higher rate, a bond, or common stocks, or wherever
you are aljpwed to invest in your local governments, and that just
doesn’t seem fair to us, thet we subsidize the bond, and then you
get extra profits for the short duration when you were not ready to
invest it in the particular purpose for which the bond was issued.

Why is it fair to leave it as it is?

Mr. TiLtoN. Well, I would say that as an issuer we are not at all
excited about dealing with the investment banking firms, and we
would rather issue bonds as infrequently as possible.

What that results in is a situation where, as an issuer, we try to
plan the use of bond proceeds to match a construction period for a
project. We would rather issue bonds, say,-once a year or once
every 2 or 8 years, keep those proceeds, invest it, and then call on
those proc as the construction costs of the project come in.

Now, if we are able to invest those proceeds in high yielding in-
vestments, it means that as we pay out those construction costs, we
are paying the construction costs partially with tax-exempt bond

r and partially with arbitrage earnings. ‘80, we end up
aving to issue fewer tax-exempt bonds in order to produce the
final total construction dollars required for the project.

For that reason, I think that within the framework of the cur-
r:?t arbitrage regulations we have a reasonable and workable situ-
ation.

The CHAIRMAN. Mr. Patterson.

Mr. PATTERSON. Mr. Chairman, I think it probably goes to the
purpose of issuing the bonds. In our State, we issue the bonds for a
worthwhile and desirable public project, and we don’t issue the
bonds to gain arbitrage. But in the course of issuing bonds, obvious-
ly yout can’t issue bonds on the day that you need to pay for the
project.

, the business of arbitrage is a cash-management tool which
obviously anybody worth his salt is going to use. So, I don't see an
problem with the current rules that exist as they relate to arbi-

trage. :
I do not think the requirement or the suggestion by the Treasuz
that you issue the bonds on the day that you pay for the project
absolutely unfeasible; it simply will not work.

The CHAIRMAN. Mr. Solem, a question for you. And Senator
Durenberger expressed his regrets; he went to chair an Intelligence
Committee meeting and would like to have been here.

Housing is clearly a public purpose. The Federal Government
subsidizes it with the mortgage interest deduction. And it doesn’t
matter if your house is $500,000 or $60,000. It doesn’t matter at the
moment under the present law if you do it for a second house,
third house, fourth house, or fifth house, all at the same time.

If we think that housing is a valid pui)lic purpose, why shouldn’t
we leave it for State-to-State-to-State, to determine from their
standpoint what the limits on the use of housing bonds ought to be
in that State? Why put any Federal limits on it, either as to the
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size of the ca’F or as to the certain amounts must go for low income,
and whatnot

Mr. SoLem. Mr. Chairman, I think all of us in State agencies
would suf)port the first part of that last statement you made, in
terms of letting States establish standards and limits. That is prob-
abxl_y not realistic in the current set of conditions, in terms of the
deficit and the problems of the Federal Government; so therefore,
we recognize the need for reasonable Federal standards that have
some ability of State and local issuers to adjust to particular condi-
tions within their States. Minnesota is different than Maine; Maine
is different than Texas.

The CHAIRMAN. Yours is a more pragmatic answer, rather than a
philosophic answer.

. SoLEM. Right.

The CHAIRMAN. In a perfect world, do Yyou think that Minnesota
ought to say, “We think housing is great” and issue whatever they
want? But Maine wants to say, “We don’t think housing is quite
that great; we would rather issue it for some other purpose,” and
that 1s up to Maine? '

Mr. SoLeM. Exactly. That is exactly the argument I would make,
but that isn’t the real world. In the real world we have to accept
the pragmatic facts of life, and the facts of life are that with rea-
sonable standards we can develop programs that fit the particular
needs in a given State. And that is the spirit and that is the thrust
of the recommendations that the Council of State Housing Agen-
cies and the local association make to this committee.

The CHAIRMAN. Senator Mitchell.

Senator MircHELL. Thank you, Mr. Chairman. I would like to ask
Ms. Boland a question.

Why don’t you agree that the private-purpose definition which
excludes housing bonds is a correct categorization. I heard some
comment on that today. ;

Ms. BoLAND. Senator, mi' understanding of how that definition
was arrived at is limited, It strikes me as being a very technical
definition, particularly with respect to the beneficiaries of the pro-
gram and the historical nature.

Housing bonds have been used for some time. They are issued by
public entities. They are issued in the context of a public program.
And they serve a very important public need. They are the remain-
ing tool available for States to provide affordable housing for low-
and moderate-income families.

The States have demonstrated their appropriate ability to target
these programs to meet that public purpose. The States have used
the programs for 3 broader range, beyond the social benefits of the

::gaxgéd to provide community development and other recognized
needs.

So, I think the term “private purpose” is not reflective of the
})troad scope of the program and the beneficiaries that are served by

Senator MiTcHELL. Can any changes be made in housing pro-
grams so that they would be more public-purpose oriented?

Ma. BorLAND. I think that the Congress over the recent years has
adopted a number of restrictions that have targeted the programs
more carefully. The States of their own accord have adopted re-
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- strictions, as Maine has, including income limits, in some cases
lower purchage price limits, set-asides of portions of the bond pro-
ceeds for very low or lower income families, and the Council of
State Housing Agency proposals that we have presented to you
today is a further example of targeting of the program to better
use a scarce resource to serve those needs.

Senator MiTcHELL. It is my understanding that in the construc-
tion of low-income rental housing, the bonds are only a part of an
overall tax incentive package. Are there other incentives that are
important to your agency in its operations?

8. BoLaAND. Our view of the nature of the construction Fro-
grams is that it.takes both debt financing incentives as well as
equity incentives to make those programs work. This is particular-
ly true in Maine; but I think it has relevance across the country,
particularly when you are serving lower income families, that one
cannot attain in the rental structure alone a sufficient return on
equithto entice investors to construct such housing.

In Maine our rental markets are relatively limited, to the point
where the State is, in fact, subsidizing the early rents on those
units in order to encourage construction in markets outside of the
more urban areas.

So, I think simply looking at an economic proposal for develop-
ment of rental housing does not provide sufficient return to con-
struct rental housing for low- and moderate-income families. One
must have the equity incentives that are built into the code.

Senator MiTcHELL. In practice, does your agency and other State
and local issuers regularly place more restrictions on their pro-
grams than does the Federal Government.?

Ms. BoLAND. Many of the State agencies, as I mentioned, are pro-
viding additional limits to their Pro‘gram. Our agency has a long-
standing policy to set income limits for those who can be served by
our single-family mortgage program. We set rental limits on our
rental loan program, constructed with tax-exempt bonds; and I
think those kinds of limitations are increasingly common at State
agency levels. \

Senator MiTcHELL. Do the issuing authorities generally have suf-
gcien'f?: monitoring capability to ensure compliance with restric-

ons.

Ms. BorLaND. Yes; I believe that they do, particularly with respect
to the State agencies. They are established institut ons, many of
which, such as ours, have been around for 10 or 16 years, have sig-
nificant portfolios which they have staffed to monitor on an onio-
ing basis, so that they can assure compliance not only with the
Federal requirements, with respect to the bond issue, but with all
of the financial requirements necessary to assure that those bonds
will be repaid.

Senator MrrcHeLL. Thank you very much, Ms. Boland.

Thank you, Mr, Chairman.

The CHAIRMAN. Mr. Rutherford, let me ask you about the Mort-
gage Certificate Program. Oregon passed its program in June, have
you issued any mo e credit certificates yet?

Mr. RuTHERFORD, Well, we have been unable to implement the

lan, although it did pass the legislature rather handily last year.
ut we have been unable to implement it, primarily because of the
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pending legislation on tax reform. So we would like very much to
get on with it.

The CHAIRMAN. So, at the moment you are all ready to go.

Mr. RurHerrorp. We are ready to go. It is a pilot program.

The CHAIRMAN. And if this bill drags on until the middle of next
year, you won’t go until it’s done?

Mr. RurHeRrroRD. That is correct.

The CHAIRMAN. And this program, as I recall, runs out in 1987,

Mr. RurHerroRD. That is correct.

The CHAIRMAN. That gives you a very small window.

Mr. RutHERFORD. That is why we need relief.

The CHAIRMAN. Let us go back to industrial development bonds.
All of you, T guess, have had some experience either in issuing
IDB’s or know about them. Do any businesses locate in a State be-
caﬁqﬁ of industrial development bonds? _

ill. ' .

Mr. PaTTERSON. Well, I think the answer to that is that industri-
al development bonds are only one of a number of considerations
that a company takes into account when determining to locate.
And all things beinf equal, and all states having the opportunity to
issue those bonds, 1 suppose that then it just becomes who is the
highest bidder on them. I think that they probably look at local
tax, electricity rates, job markets, and things like that, as well. I
am sure they do.

The CHAIRMAN. From the Federal Government's standpoint,
what do we Pain? If you start with the presumption that nobody is
going to build a factory unless th%' can sell the product, and they
can go to Oregon, they can go to Wisconsin, or Maine, or Minneso-

, and say, “What is your corporate tax structure; what is your
individual tax structure; what kind of rebates do you give for prop-
erty taxes, and what not,” but the bottom line is that they are not
going to build it if they can't sell the product, or at least I assume
they won't. To us it often seems like the use of industrial bonds are
just one city outbidding another or one State outbidding another,
or a business locating in Portland, OR, rather than in Pittsburgh,
or locating in Bend, OR, rather than in Denver. We know the ones
we get; we often don’t know the ones we lose.

Are any additional jobs created that would not otherwise be cre-
ated someplace, solely because of industrial revenue bonds?

Mr. PATTERSON. ] think the argument would run something like
this, Senator, that the ?lant would not pencil out without the lower
income rate, and therefore would not be built anywhere, whether it
is in Oregon or Colorado, if the bonds were not there. I think that
is the way the argument goes.

- The CHAIRMAN. But if every State can issue them, and they are
all subject to the same rules, how is the Federal Government a net
gainer in this?

Mr. PaTTERsON. Well, again, I think the argument would run
that the Federal Government doesn’t care whether it is built in
Colorado or Oregon or whever; but what they do care is that there
are some additional jobs created, because from that they would
derive tax benefits and economic activity. 1 believe that would be
the rationale. 4
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The CHAIRMAN. I understand that, but if all States can offer the
same inducement, then how does the Federal Government come off
with gny net jobs created by the industrial development bond pro-
gram

Mr. ParrersoN. Well, you would have to go back to square one
and make the assumption that the plant would not be built in the
first é)lace, anywhere, because it didn’t have this access to low-
priced capital. That is, the plant simplf' wouldn’t pencil out, except
for the fact that the interest rates would be lower.

The CHAIRMAN. So then it comes back to the issue that indeed
job creation is a public purpose?

l\gr. ParTeERsoN. That is the judgment that would need to be
made. :

There is one other aspect of industrial development bonds that I
think should be considered, and that is such things as convention
facilities, which really are public kinds of activities. You know,
Portland is very interested right now in building a convention
center. If industrial development bonds are not going to be avail-
able for this purpose, something should be available for that pur-
pose, because that is clearly a public facility.

The CHAIRMAN. I don’t think I have any more questions. George?

Senator MiTcHELL. No questions, Mr. Chairman.

The CHAIRMAN. Thank you very much for being with us today.

Now we will conclude with a panel of Don Durig, National Re-
source Recovery Association, and director, solid waste, Metro Serv-
ice District, Portland, OR; Lloyd D. Anderson, executive director of
the Port of Portland; Patricia Hayes, the president of St. Edwards
University, on behalf of the National Association of Independent
Colleges and Universities; Merlin Duval, president of American
Healthcare; and Jack Owen, executive vice president of the Ameri-
can Hospital Association.

Mr. Durig?

STATEMENT BY DAN DURIG, TRUSTEE, NATIONAL RESOURCE RE-
COVERY ASSOCIATION; AND DIRECTOR, SOLID WASTE, METRO-
POLITAN SERVICE DISTRICT, PORTLAND, OR

Mr. Duria. Thank you, Mr. Chairman.

At the Metropolitan Service District, a directly elected regional
government which serves 1 million people in the Greater Portland
area, we manage the disposal of some 750,000 tons of material each
year. Our solid waste management problem in Portland is very
similar to that encountered by other public agencies throughout
the count?. ’

The traditional method of solid waste management in this coun-
try, landfilling, is now considered to be the least desirable way to
handle this every-increasing mountain of waste. Throughout the
United States, landfills are reaching capacity or competing with
very sensitive environmental areas such as major aquifers which
provide irreplaceable drinkiErig water. Virtually every regulatory
agency, from the Federal EPA to State environmental agencies
now suggest that we use landfilling only as the last step in solid
waste management.
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The positive side of this challenge is that there is a better way to
deal with solid waste; it is resource recovery. This involves the re-
covery of material or energy through the application of modern
technology. Resource recovery has come into its own during the
past 15 years in the United States, and is now the preferred
method for dealing with the Nation’s solid waste problem.

A very important component in the development of these facili-
ties has been the tax incentives that are available through tax-
exempt financing.

My primary point in this testimony is to urge the preservation of
this tax incentive, in order to assure the continued development of
these desperately needed public facilities.

The concept of what qualifies for public-purpose activities is ex-
tremely relevant when we talk about the management of the Na-
tion’s solid waste. Historically, the public sector has carried the re-
sgonsibility to ensure that the public health is preserved through
the proper management of solid waste. In many ways, it has been
the outstanding example of bringing together ﬁublic res?onsibility
and ;:irivate-sector cooperation to ensure that the public interest is
served. .

Resource recovery facilities are complex capital intensive
projects. They have lent themselves very well to full-service con-
tracts whereby a (frivate vendor, typically through a competitive
process, is retained by a public agency to design, construct, and op-
erate these projects.

These full-service contracts are not without risk; indeed, the abil-
ity to produce the contracted amount of energy, to handle the
efreed upon amounts of solid waste and to meet ever-changing en-
vironmental regulations are typically borne by the private comg:
ny through a contractural arrangement with a public entity. I
lieve it is very important to recognize who the beneficiary is in this
arrangement.

While the private sector certainly plays a key role, it is the gen-
eral public, all of us, that benefit from environmentally sound, well
managed solid waste facilities. Every organization and individual
in the countty produces solid waste in one form or another. The,
benefit from these projects directly, and the environment in whic
th'e[?}'llive is well served by these projects. .

is is not a narrow regional or special-interest issue; it is a
tog‘i’c which affects every American.

e would urge a definition of public purpose which recognizes
the historical responsibility for public agencies to oversee solid
waste management and one that appreciates the important in-
volvement of the private sector in this public service.

The development of these resource recovery projects through pro-
visions now available with tax-exempt financing are critical to this
effort. It is ironic that after many years of education, at a time
when public understanding of these projects has now become well
established, that when the technology of these al)rojects has been ac-
cepted in this country, and when both Federal and State agencies
are strongly encouraging movement away from landfilling toward
these projects, we could lose the critical support of tax incentives
needed for the financing of these projects.
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Finally, when one considers that the use of tax-exempt financing
for these proposals would result in an average annual revenue loss
of less than $60 million over the next 5 years, and we contrast that
with the billions now being spent through Superfund dollars in
order to correct past landfill practices, the short-term financial loss
is inéieed modest. h fy. Thank h

o appreciate the opportunity to testify. Thank you very much.

The CHAIRMAN. Good job.

Lloyd Anderson, one of the exferienced public service citizens of
this countrir, served on the Portland City Council for a number of

- years, and I think would have been mayor had he chosen to stay on
the council and run. But he, instead, went off to the Port of Port-
land and became executive director and left elected public life for
nonelected public life. I am not sure which is tougher. And he has
been before this committee and almost all the other committees of
this Congress at,one time or another, either on behalf of the Port
of Portland or representing various national associations to which
he has belonged and led. ,

Lloyd.
> [Mr. Durig’s written testimony follows:
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SUMMARY

The Administration's tax reform proposal calls for the
elimination of private purpose IDB flnancing for municipal
resource recovery solid waste disposal projects. Resource
recovery Is the only major viable alternative to fandfilling for
the disposal of municipal solld waste., By developing resource
recovery projects; publlc entities can avoid the long term
negative environmenta! affects of landfills. Federal
environmental law encourages movement to the development of
resource recovery projects.

However, resource recovery projects are technlically complex,
and capital Intensive, Many clties have traditionally resorted to
a full service arrangement with the private sector to bulid, own
and operate such faclilities. The public entity In turn is able to
negotiate strong performance guarantees—through long term service
contract agreements which shift technical risk to the private
sector, .

We believe sollid waste disposal projects that serve the
general public should qualify for public purpose, publlc use tax-
exempt financing, Solid waste Is generated by the public at large
and its environmentally safe disposal clearly Is a mattoer of
publilc Interest.

The revenue loss to the federal treasury would be minimal,
In a recent study using Treasury methodology, de Seve Economics
concludes that preserving tax exempt financing, the ITC and CCRS
class 4 property for resource recovery equipment would result In
an average annual revenue loss of less than $100 millilon over the
next five yoears.
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Good morning Mr. Chalrman, | am Dan Durig, a member of the
Executive Committes of the National Resource Recovery Assoclation
(NRRA) and Director of Solld Waste of the Metropolitan Service
District, Portland, Oregon., The NRRA Is an affilliate organization
of the U, S. Conference of Mayors and was formed three years ago
-to assist publlic entitlies in developing alternatives for disposat
of municlpal solid waste., The Metropollitan Service District, a
reglonal government, |Is responsible for solld waste disposal In

. I
the Greater Portiand Metropollitan area.

{ want to make two major points In this testimony:

1e The development of public service waste=to-energy projoects In
this country requires tax Incentives to replace wundesirable
landfills and to avold the need to find land for more landfilts,
Without these Incentives, waste=to=energy (K] sconomlically
unattainable ==~ ft best marginal «- in most areas of the country
because the loss of present tax incentives raises the cost of

disposal at these facllities at least 50 percent,

2. Congress may rightly decide to confine tax-exempt financing
to truly %publlc purpose® activities. But ®public purpose® need
not preclude private Involvement that |Is ecritloal to making
resource recovery avallable to the publics. Just last year

Congress recognized the special publlceprivate partnership In this
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area and prescribed the terms under which It would continue to
have access to major tax Incentives. That same recognition should

be carrlied on In the current tax proposals,

Congress has made clear In the federal environmental Ilaws
that it Is natlonal policy to develop resource vrecovery
facllities. Existing federa!l environmental regulations l(.e., the
Resource Conservatlion Recovery Act, are designed to encourage
resource recovery and to discourage landfilling, This Is because
resources recovery (the combustion of refuse and generation ;f
steam and/or electeicity in preclisely designed and operated
facilitles) Is the most environmentally acceptable and resource

officiont method for disposal of munlolpal solld waste,

In faet, In many cltles and locallties landfills are posing
an Immediate threat to the safety of drinking water supplies and
the oenvironment In general. Other localitles are [literally
running out of places to landfill municipal refuse. One of the
most volatile, ‘dlvltlvo Issues many communities face today |Is

where to lecate a new landfill,

‘Al though the primary purpose for developing resource recovery
projects Is the disposal of municipal waste and the rellef of this
environmental dilemma, resource recovery has the potential for
turning a natlonal (iablllty == municipal selld waste =~ Into a
natlional asset. Each tomn of refuse pryocslod at a resourse
tecovery facllity generates the equivalent amount of energy of a

barrel of crude oll, WIth resource recovery, munieipal solid
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waste can be used as a constant, replenishable domestic supply of
fuel rather than simply being an ever Increasing copsumer of
valuable land area: tand that c¢ould otherwise be put to

oconom)cg]ly productive use.

Waste-to~enorgy solid waste dlsposa! facilities are the only
alternative to landfills. Thase facllltl&s are capitatl-intensive,
complex technological processing plants which require special
expertise to operate efficlently and safely. Even more

_Jmportantly, local government cannot politically or financlally
absorb the risk Inherent In these projects. We need the private
sector to shoulder this burden. Compensating the private sector
in part through the tax advantages of tax~exempt bonds brings the
cost of these pro]ocft within ~each of many communities which
would otherwise have no option but to open another landfili. This
reptesents an appropriate level of federal support., It in no way
diminishes the reality that proper and adequate waste dlisposal
continues to be thoi traditional responsiblility of loacal
governments in ‘tholr role as guardians of public health and

safety.

Therefore, most citlies traditionally have entered into fuil.

. Rl -
service contractual arrangements for design, construction and
fong-term operation with system vendors (i.e., private developers/

operators), Under these arrangements the system vendor assumes
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substantial risk for non-performance of ”’f;clllty. This results
In assurance to the municipality that thf environmantally safe
disposal services needed will be dollv;rod on a continuing
reliable basis; and, the price It will pay for such service can be
anticlipated._ Localities cannot afford faclifties, elther
practicatly or economically, that do not operate properiy on a

tong-term baslis,

Vendors rely on avallable tax benefits, namely the Iinvestment
tax credit (I17C) and accelerated depreciation, to provide services
that are affordable to local government and its constituents and
that offset the many costly risks of non-performance. These risks
can range from not meeting an agreed to construction timetable
during which, of course, Interest payments must be pald; not being
able to generate agread to amounts of energy, the revenues from
the sale of which are used to reduce facllity operating costs; not
being able to operate within stringent environmental regulations,
which can cause the facllity to be shut down; or not being able to

process agreed to volumes of waste,

The Administration's tax reform proposals would deal a

serlous blow to the development of vus{r-to-onct;y facitities,

Effective January 1, 1986, the Administration proposes to:

- prohiblit tax-exempt financing of privately owned solid
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waste disposal facliitles even if they serve the entire
community by providing the public with waste disposal

service;

- prohibit tax-exempt financing of publicly owned projects
that sell more than one percent of the energy produced

to a non-governmental purchaser;

- prohibit tax-exempt financing for publicly owned
projects that have longer than one year operating
contracts with private companies; and

- significantly diminish the value of tax benefits for
privately owned dbut community-wide plants and equipment

placed Iin service after that date.

The Impacts of these proposals on resource recovery
deveiopment are severe., Preliminary analyses indlcate that the

cost of waste disposal at such projects could rise 50 percent to

63 percent over what they are projected to be under current tax

law,

Communities which finance projects after January 1, 1986 will
be faced with difficult choices:
- significantly higher disposal <costs associated with

taxable borrowings:
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- Increased project risk because of the loss of private
participation, If tax-exempt financing is to be

retained;

- Increased costs from payments to private industry due to
the limits on operating contract tength coupled with a

munlcipality's need for performance guarantees; or
- a combination of these effects.

In a medium slzed locallty planning a resource recovery
faclllity with 750 to 1300 tons-per-day capacity the proposed tax-
law changes could Increase average annual budgetary outlays for
waste disposal by anywhere from $3 mililon to $20 million
depending upon reasonably expected taxnbl; interest rates. In
larger municlipalities requiring plants In the 2000 ton-per-day
rangs, averago annual budgetary expenditures could Increase by $17

milllon to $28 milllon at any single plant.

These budgetary pronsu?o: will force some localltlies into
continuling onvl;onmontally unacceptable landfill practices, Lost
in the process will be the awareness that landfiliing, in most
clrcumstaznces, only postpones finding a more permanent solld waste
disposal solution and that the postponement only increases the

ultimate disposal cost and risks of environmental damage.
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Tax benefits for resource rocovori facliities do not cater to
a special Interest group. All individuals generate garbage, and
everyone benefits from its environmentally appropriate disposal,
Everyone bears the cost of waste disposal. Moreover, localities
only resort to these new systems when faced with loss of landfil!

space or related polliution prodblems.,

From my vantage point as Executive Member of the National
Resource Recovery Associasion, | can assure you tax-benefits do
not create an artiflclal Incentive to initlate resource recovery,
Theseo projects are just too costly and complicated for any local
elected offlcial to undertake for any reason other than pure
necessity. Also, these projects have long operational lives, and

once constructed are not llkely to be replaced for decades.

We belleve that the .pf'sont combination of tax-exempt
tinancing, depreciation, and the Investment tax credit, as limited
quite severely by Congress last year, provides an appropriate
enviroament for development of these critical public~purpose
projects, It must be recognized that there arv no significant
direct federal grant programs to assist state and local government
resource recovery efforts l; there have been for waste water
treatment pTanto. And, there ll‘no prospect for such programs In

the Immediate future,

tn an attempt to define “"public purpose™ projects the

Administration's proposal mistakenly equates pubiic ownership and
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use with the provision of basic public services. It does not take
into consideration that resource recovery Is one of the notable
examples of the private and public sectors joining together to
solve a local government problem at 1less cost and risk to a

focallity than the traditional means employed by public entitles.

Last yoar we were pleased to work with the Committee In
developing specific service contract rules later enacted by
Congress that enabled cities to continue to realize the tax
benefits of such contracts as long as certaln risks are assumed by
the private soctor. These rules define under what circumstances a
private entity's relationship with the ‘publlc sector can be
considered a service contract (and therefore qualify for tax
ownership), Essentlally, these rules also require that the risks,
burdens and benefits remaln in the private soctor In order to

entitle an equity Investor to tax ownership,

The soervice contract rules carefully define the circumstances
under which the "public purpose® Is sufficlient to allow thos; tax
benefits to be available and the private assumption of risk Is
sufficlent to meet the traditional standards for access to the ITC
and accelerated deprecliation. These rules carry out both
Congress' Interest 1In reducing tax subsidies for the private
sector and the public's interest In maintaining the financial
viabillty of environmertally sound and rellable waste disposal

faclillities,

10
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These rules demonstrate that Congress has already recognized
the public/private partnership in resource recovery and the terms
under which tax benefits should be avallable, A new, far more
restrictive definition of what constitutes a proper use of tax-
exempt bonds Is not required. Instead, the service contract
criteria or similar rules can be applied to determine under what
clrcumstances a projsct Is "public purpose® and may be financed

with tax-exempt bonds.

Mr. Chairman, cltlg{ everywhere are facling the problem of
ensuring adequate and environmentally safe waste disposal, On the
one hand there are Intense pressures to close or replace existing
fandfliils, And existing federal law and many states' laws
strongly urges the maximum development of resource recovery, Yet,
th- Prosldogﬁ has proposed tax measures which will make resource
recovery too costly to Implement In most communities, There must

be some reconclilation of these goals,

A recent study performed by deSeve Economics Assoclates, Inc.
using accepted Treasury revenue estimate models, concludes (hat
the revenue effect on the U.5. Treasury of disallowing tax-exempt .
financing, the ITC and CCRS cla:s 4 property for resource roeovor; \

facillities would be the following.



210

Years (Mitllons)
Jax Exempt 1TC CCRS Class 4
Flnancing
1986 -16 ~30 -2
1987 ~41 -23 -4
1988 -53 -52 -6
1989 -59 -5 -7
1990 -65 - 8 -7

Mr. Chalrman, as you can ses, protection of soll{d waste
disposal projects would not resuit In a significant loss to the~

foderal treasury.

Thank you for this opportunity to testify,

Dan Durlg
NRRA

Source: ] in Resourc scover

Eacltisies Under Federal Tax Reform. deSeve Economics

Associates, Inc.

12
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STATEMENT BY LLOYD D. ANDERSON, EXECUTIVE DIRECTOR,
PORT OF PORTLAND, PORTLAND, OR, ON BEHALF OF THE COM-
MITTEE FOR FINANCING PUBLIC TRANSPORTATION FACILI-
TIES

Mr, ANpgersoN. Thank you very much, Senator.

You have a detailed presentation by a group that represents the
Committee for Financing Public Transportation Facilities, which
represents the aviation, mass transportation, and marine operators
in the United States. These groups have filed this statement as a
joint statement of those organizations.

I think, clearly, we are opposed to the 1-percent limitation that
has been recommended in the President’s proposal. In examining
this proposal with all of the ports in the United States, every
marine facility proposed in the last 10 years, and probably every
marine facility that has revenue bonds or general obligation bonds
behind it, would be eliminated by the proposal.

Conceptually, the approach of a 1-percent limitation as it relates
to aviation or marine facilities is not, in our judgment, the proper
way to apply any kind of limitation.

It is true, for example, on marine cargo, when you bring, say a
ship in that has 3,000 containers on it, there may be 3,000 trucks
bringing those containers up to the terminal, and then it is loaded
on 1 ship, and that 1 ship then represents generally more than 1
percent of the totals, or that company does, that is coming into the
harbor. So, a limitation like that which exempts in this case the
highway transportation coming up, but is applicable to the marine
side, does not seem to make sense. And that is also true with refer-
ence to aviation and mass transit.

So, our view is that, if in fact the aim of the administration and
certainly the ports of this country is to expand -public facilities,
there is a need to do it by more investment in infrastructure rather
than less. And as far as we can tell, the proposal here will inhibit
infrastructure being built:

As far as we can tell now, there will be about $3 billion invested
over the course of the next few years, much of it financed by either
revenue or general obligation bonds.

We, for example, had a $40 million measure approved by the
voters in the last year. That measure, if it was not tax-free munici-
gal, would have added substantially to the cost of the taxpayers by

aving in fact that additional cost of interest rates dropped onto it.

I think, finally, one of the questions that Treasury raised is
abuses. There is no evidence in any marine or aviation or mass
transit—mass transit hasn’t issued bonds, but on the other two—
that there has been any abuses of the use of that in the building of
facilities. So we don't see, as a matter of fact, then, that that kind
of thing is relevant to the issue at stake here, which is substantial
to the marine and airports of the country.

George Doughty, who is the director of aviation for Denver, is
also prepared to make a few remarks.

The CHAIRMAN. Mr. Doughty.

[Mr. Anderson’s prepared testimony follows:]
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Executive Director, Port of Portland, Oregon
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S UMMARY

CQONGRESS SHOULD QONTINUE TAX-EXEMPTION FOR STATE/LOCAL BONDS
ISSUED FOR PUBLIC TRANSPORTATION FACILITIES
(AIRPORTS, SEAPORTS, MASS TRANSIT)

IN ANY TAX REFORM LEGISLATION

Although the Congress last year decided that bonds issued by state and local
govermments for public transportation facilities were "public purpose,” the
Treasury II tax reform proposal (May 1985) would apply a “one percent test of
non-governmental use® to airport, port and transit bonds.

Pblic transportation facilities, however, are structurally unable to
satisfy such a test because of the way cur nation's Eansporta%!on system
operates. S8ince these public transportation modes have privately-owned ocommon
or contract carriers as "more than 1% users" of their cepacity, the state and
local gwernmental sponsors of these facilities would be limited under Treasury
II to issuing taxable bonds rather than tax-exempt bonds as at present. The
results for the issuers and for the travelling public would be extremely severe:
either the costs of developing needed transportation infrastructure would be
increased substantially (an estimated 20~30% increase in interest costs) or many
projects would be seriously delayed or cancelled altogether.

The state and local governments providing the transportation facilities for
assembling passengers and cargo for these three modes of common carrier
transportation will continue to require an exemption fran any generalized rule
that Congress might develop for application to bond financing.
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Mr. Chairman and Members of the Committee:

The Committee for Financing Public Transportation Facilities, -
a coalition of state and local governmental issuers of bonds for
the development of their publicly-~owned airports, seaports and
mass transit facilities, is opposed to the President’s proposal
to establish a new test for tax exemption for municipal bonds
because it would substantially impede all three modes of common-
carrier or local public transportation.

As you know, the Presidert’s May 28 tax simplification
program proposes to change existing law so that, if a
nongovernmental person (such as an airline, a marine terminal
operator, or a private transit operating company) would use “more
than one percent” of the transportation facilities proposed to bhe
developed with the proceeds of a municipal bond issue, the
interest paid on those securities would be taxable to the
bondholder for Federal income tax purposes.

“Taxable” bonds would involve substantially higher interest
rates than would tax;;xonpt securities, which our members have
traditionally issued with your approval. Proponents of the
legislation have argued the need for change in tax-exempt bonds
because og "abuses® -- or because business ought to “pay its own
way” or get out of the business -- that if some facilities can’t

be built without tax-exempt financing, the cargo or the
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passengers will still be carried, but just, perhaps, not at the
port or the place where chey are -- and that facilities financed
with tax-exempt bonds may benefit local or regional needs, but
there are no national benefits.

‘> Mr. Chairman, the greatest need of our U.s.‘public
transportation system of airports, seaports, and local transit
systems is for more capacity and modernization -- seaports, for
example, expect to finance over $3 billion worth of projects
during the next five years. But we are fearful that the proposed
*one percent test” would inevitably mean taxable bonds andrhiqher
interest costs that ultimately would translate into lags, not
more, public transportation capacity. The public transportation
element of our nation’s infrastructure needs to keep pace with
increasing demand, and higher costs for capital resulting from
loss of tax exemption would be a serious deterrent.

Mr. Chairman, let me cite a few recent developments at thn
Port oé éortland as examples of projects that would not be
possible within the context of the President’s proposal.

The Port began construction of a $46 million renovation of
one of the Port’s older marine terminals. This project is being
financed through a general obligation bond. The voters of the
tri-county area (which encompasses the rort district) approved
this project, and the taxpayers will pay the cost of the project.
However, under the President’s proposal, this measure would not
meet the “one percent” rule. In fact, the industry believes

there are no public terminals that could meet such a test.
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The Port also owns and operates airpcrts. We just began a
$30 million expansion of our terminal, to respond to growth of
passenger and cargo ~- domestic and international. This project
will be financed through revenue bonds, paid for by the airlines.
This project could not have been financed if the President’s tax
proposal had been in effect.

-- The Proposed “one Percent Test” Does Not Work For Public
Trangportation

The President’s “one percent test” to calculate whether
proposed transportation development has a valid “governmental
purpose” simply could pnot be met by most of our members. Thil'
would produce an illogical result, ahd one caused solely by the
way our nation’s transportation functions have been divided, in
part through Congressional policy, between the public and private
sectors.

The proposed ”“one percent test” has no real-world
applicability to financing public transportation facilities other
than roads and bridges because, under longstanding public policy,
our nation relies in large measure on competing, private
enterprise common carriers to provide public transport services
from the public landing and docking and distribution facilities
provided by local governments for the use of our citizens.

Our local governmental agencies would, under the President’s
proposal, be largelyullmitcd to issuing taxable bonds, because
the runways, airport terminal buildings, and wharves and docks

which our governments traditionally provide are used morae than



2117

one percent by the scheduled airlin;s and by steamship lines and
shippers of oceanborne commerce.

In terms of consistency of national objectives, we suggest
there should be no difference between state and municipal bonds
issued for road and bridge construction -and bonds issued for
airport, seaport,'and local transit facilities. We would urge
this Committee to retain full authorization for these \
transportation modes to continue financing their traditional
activities with tax-exsmpt bonds.

The Committee on Finance and others in the Congress have
discussed and debated a number of new port user charges on our
transportation industry. Before this Committee adopts any change
to the tax-exempt financing of the port industry, we would urge
you to also closely examina the cumulative effects these user
charges would have on trade and commerce. Don’t give us another _
) pdgativa ~= another unknown.

: As this Committee knows, exports are most sensitive to
changes in costs. 1In my region, this translates to agriculture
and forest products, In contrast, high-value imports tend to
better absorb changes in costs.

It would be g{onie gncitrnqic if the Congress adopted these
changes in tax-exempt tinaﬁcing, under the guise of reducing the
budget deficit -- that ended up exacerbating the trade deficit by
adding cost--to.u.s. exports, making them less competitive in the

world market.
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How could our local governments respond to explicit
Congressional policy in favor of having transportation sc:vié@s
within the United States provided by governmentally-regulated but
private common carriers without our making available to those
same entities more than one percent of the capacity (or use) of
the local facilities from which those carriers operate?

Need our governments, as an unavoidable consequence of
existing national transportation policy, have to pay millions of
dollars in extra interest costs to finance airport, seaport, and,
potentially, mass transit facilities because the President’s
proposed new test for tax-exemption doesn’t work when applied to
our nation’s part-public and part-private transportation system?

The only other alternative available to our local governments
is equally unreasonable. Under the President’s proposal, tax-
exempt bonds could still be issued if there were pg “more than-
one-percent non-governmental middlemen” involved with our
transportation facilities.

BQ; we don’t believe that Congress wants local governments to
consider "buying up” and operating major U.S. airlines just so
the runways at publicly-owned airports like Chicago’s O’Hare and
New York’s Kennedy and Cedar Rapids’ Municipal won’t have
private-sector middlemen (airlines) precluding local government’s
ability to have their future financing kept eligible for tax-
exempt interest rates.

For seaports, should the tax code be encouraging ports and
local governments to become Yoperating ports” and also get

directly into the steamship business?
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Illbgical as it appears, state or local governmental
ownership of airlines would be the only way under the proposed
“one percent test” that these governments coQ;d continue to
finance, at tax-exempt rates, runways that under Federal law have
to be open for public use on a non-exclusionary basis but which,
as a matter of arithmetic, are used by the scheduled airlines
mora than one percent of the time.

_ In conclusion, Mr. Chairman, we hope that Congress will not
change its past decisions of 1968, 1972, and 1982, t@inforced
again just last year, to allow continued tax-exemption for bonds
issued by governments providing facilities for use by common
carrier transportation companies so long as those facilities are
owned, including for tax purposes, by those governmental
agencies. ’

Nothing has surfaced since the tax legislation last year that
would now justify a different result. Our transportation
facility boﬁds are not growing like Topsy but actually comrrise a
declining percentage share of total municipal ngt == $3 billion
or 3 percent of the current annual toéal. Our bonds are not
abusive of the tax-exemption option. The revenue loss to
Treasury is very modest in comparison to the importance of the
tax-exemption option to our members’ ability to get their
tvransportation -yltei- expanded and modernized in a timely way.
We uxge you to reject any application of the President’s proposed
new test to public transportation and to continue in-place the
provisions of existing law that allow traditional public
transportation facility bonds to be tax-exempt,
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A more detailesd statement of our views follows for your

consideration.

I-Muunmmmmgmnmmﬂmﬁ
Would Keep System Capacity From Being Increased

If the Congress were to approve without any modification the-
President’s proposed *one percent test” for determining the
eligibility of proposed municipal bond issues for tax-exemption,
the actual effect on our transportation infrastructure over time
could be disastrous. As a minimum, the interest cost of issuing
and retiring the same face amount of taxable bonds would,
according to inrformed estimates, increase by approximately 30%,
or about 250-350 basis points above tax-exempt issues.

Those hundreds of millions of dollars of increased costs
conceivably could be recovered over time either through higher
charges on area residents, the ultimate users of the facilities,
or by local levies on general taxpayers through non-user tax
mechanisms.

And it is not certain that those higher costs would be borne
just by the residents of the communities sponsoring new
transportation facilities. For example, construction of the new
Denver Airport may cost $1 billion. Because of the highly
competitive nature of airline service through Denver, however,
perhaps not all of those costs could be-collected from passengers
using the Denver Airport. It is likely that some of those costs
would be passed onto and collected from all of the passengers of
those airlines, including passengers in smaller communities which
have no direct service to the Denver Airport.

Alternatively, many projects could be cancelled because their
higher carrying costs would make many projects no longer
feasible. Or, as likely, the original projects would be
undertaken at higher costs and the airlines or ocean carriers
would be unable also to help finance additional development at
more marginal, probably smaller community, locations.

The most likely result of the President’s “one percent test”
being adopted is that transportation capital development would
decreasa by a total amount roughly equal to the increase in
interest costs attributable to those issues being classified as
~“taxable.”

-- Yolume of Public Transportation Facility Bonds

The volume of bonds issued for public transportation
facilities has historically been sc small, less than 3% of total
long~-term tax-exempt issuss, that Treasury has combined them and
miscellaneous others into a catch~all “other bonds* category.
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Historically, airport bonds and seaport bonds have totalled
less than $3 billion annually, and past mass transit bonds have
been so rare as to be separately unrecorded in overall Treasury
totals. Overall, these transportation facility bonds represent a
declining percentage share of total long-term bond volume,
according to Treasury data.

According to recent industry trade association surveys, the
level of proposed long-term tax-exempt financing for public
transportation over the next five years will likely remain at
about $3 billion per year, measured in current dollars.

About 70% of total airport and seaport capital development
anticipated through 1990 would normally come from the tax-exempt
markets. And, as the estimates show, the volume of local mass
transit investment that might need to be generated through
revenue bond issues is hard to project because of the large
uncertainties that presently are clouding future Federal transit
funding levels.

TABLE
ESTIMATES OF FIVE-YEAR
PUBLIC TRANSPORTATION FACILITY
CAPITAL REQUIREMENTS

(1986 - 1990)

(billions)

Total Capital Share via Municipal  Annual Bond
Mode Blggﬂﬁ Bond Issues Volume
Alrports $ 19.4 $ 13.0 (70%) $ 2.6
Seaports § 5.0 $ 3.5 (70%) $ .7
Transit $ 27.5 Unknown Unknown

$ 51.9 $ 16.5 + $ 3.3 +

The pattern of past and projected use is consistent with the
public perception, discussed below, that such bonds are
#*traditional and appropriate” and are not a “new” financing
mechanism that some have recently discovered and will attempt to
exploit.

2. Providing public Transportation Facilities is a Traditional

Function of State and local Governments That Has Satisfied
Congress’ Public Purpose Criteria

55-398 O - 86 - 8
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In decades past, there were sporadic attempts by the airlines
collectively and by marine terminal operators to operate their
own airport and loagort facilities independent of local
government sponsorship. These were ultimately unsuccessful for a
varisty of reasons including the inability of private entities to
condemn private property for port development purposes; the
absence of public police powers with which to control on-site
operations; the inability of private operators to operate common
use facilities at a profit; and problems in equitably
distributing rights to exclusive use facilities among user groups
without discord.

Most important of these was the need for a neutral party to
allocate available facilities fairly and to arrange to provide
additional capacity and facilities in a timely manner. Services
to the public, as a result of the private operation ot
transportation facilities, often were not acceptable.

Thus, decades ago, state and local governnments assumed the
spongorship and requlatory functions of grovidlnq and financing
common or exclusive use facilities for airport and seaport users
80 that the travelling or shipping public could be assured of
better transportation services.

-- gongress Has Recognized the Public Purpose Nature of
Rublig Trangportation FPacilities in Past Tax Laws

In tax lsgislation going back to 1968 when industrial
development bonds (IDBs) were first defined by Congress, the tax-
writing Ccommittess of the Congress have consistently recognized .
the public purpose nature of local public transportation
tacigitiqp whether operated directly by government entities or
leassd by those governments so that private transportation
companies could provide needed transportation services to the
general public.

leagislation enacted in 1968, 1972, 1982 and 1984 has attested
to the public nature of transportation facilities. For example,
under section 103(n)(7(c) (i) of the exiuting Internal Revenue
Code, enacted last year, bonds issued for airport, seaport and
mass transit commuting facilities are separately classified as
exempt activity IDBe that need not be counted against the state-
by~state volume caps that apply to most other governmentally-
issued revenu: bonds.

3.

Because the development of runways, passenger terminals,
wharves and docks, and mass transit facilities are locally
accepted by the public as traditional public purpose functions of

A
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state and local governments, there has been no history of tax
controversy surrounding the appropriatenesg of tax-exempt bonds
being issued for these “exempt activities.” 1In addition, neither
the Treasury Department nor the Department of Transportation has
cétod transportation projects as examples of alleged past IDB
abuse. :

4. The Revenus Loss to Treasury of cContinued Tax
lic Transpertation Facility Bonds
RS TATTIV

Since the volume of public transportation bonds is small and
even appears to be a daclining share of total long-term
financings, the projected dollar loss to Treasury from continued
tax-exemption is likewise relatively small. It is estimated,
based on Treasury data, that the annual revenue loss to Treasury
for public transportation bonds issued during any year would
approximate $7% million.

The actual revenue loss to Treasury is not reflective of the
enormous value of the tax-exempt financing option to state and
local governments. As is discussed, wany projects needed in the
1986-90 timeframe moast likely would not be issued in that
timeframe if higher taxable interest rates were the only
available capital financing option. '

5. gﬁ g %mw
TaEsanntian Seasas

The May 28th Treasury explanation of the President’s program
suggested that tax exemption should be denied to municipal bonds
for airport passenger terminal buildings since the use of those
facilities by the general public is different from (less than)
the benefit received by the airlines who tenant those terminals.

our coalition believes that public access to or use of a tax-
exempt facility cannot be absolute because of the very nature of
those transportation facilities., The public’s access to airport
runvays, for example, must be limited for safety and security
reasons although the public’s right to non-discriminatory access
is guaranteed under Federal law (49 U.S.C. 2210(a) (1) and (2)).
Likewisae, gublic access to port facilities is limited by the
nature of the activity ocourring there. The functions of a port,
especially aargo operations with their specialized requirements,
are not conducive to general public access. However, it should
be understood that the private steamship lines that utilise port
facilities are generally common carriers who are required by law
(49 U.8,C. App. 1708) to serve the public in a non-discriminatory
basis in the carriage of waterborne cargo.
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Further, whether a terminal building or a marine terminal
facility financed by a tax-exempt bond has a single tenant or has
many tenants is immaterial so long as existing Federal laws
against economic discrimination or antitrust violations are
observed since the available-to-the-public nature of the
transportation services would be the same.

Whether an airline or a port terminal operator operates from
its own leased unit terminal or shares a common facility with
other airport or port tenants is a function mainly of the size of
the fzcility, and the space requirements of various carriers.
The common use or exclusive use design of a terminal should not
affect the eligibility of the facility for tax-exempt capital
financing so long as the governmental entity in each case owns
the facility and no non-governmental person benefits from tax
ownership of any part of the facility. In smaller cities, in
addition, there may be airline service by only one airline so
commggluu. facilities at the airport terminal may not be
feas { 1

6. Administration’s Proposed “one Percent Test” for Tax
Exemption is Inc
Policy Objectives for Transportation

The President’s proposed “one percent test” for determining
the eligibility of future municipal bonds for tax exemption would
classify as taxable (and thus make more costly) future municipal
bonds issued: .

(a) to finance publicly-owned transit facilities
vhere a private company participates in the local system undexr
contract to and on behalf of the governmental agency: and

(b) to finance additional runway capacity at congested
metropolitan area jetports.

In both cases, the proposed "one percent test” would run
counter to othe¢r Administration objectives for public
transportation.

Exi-tini Federal law (49 U.8.C. 1602(e)) and-recent Reagan
Administration policy positions (49 F.R. 41310, October 22, 1984)
oxplicitli favor increasing the involvement of private enterprise
in operating local bus and rail public transit systems. However,
since private transit operators would receive longer-than-one-~
year management or operating contracts using transportation
facilities to be financed by municipal bonds, the President’s
proposed “more-ihan-one-percent test” could not be met.

Thus, becsuse of the presence of a grivaq, operator, the
local public aguncy would he forced to issue more expensive,
taxable securities. "To frame a test for continued tax exemption
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that would provide such a huge disincentive to the involvement of
private enterprise in mass transit operations runs counter to
existing Federal law and articulated Administration policy.

Likewise, in a confused crazy-quilt of contradictory
policies, the President’s proposed new test for tax-exemption
would make the construction of new runways more difficult to
achieve at the same time other voices in the Administration are
emphasizing how lack of runway capacity already is the critical
component limiting civil aviation’s orderly development and
growth.

As the FAA Administrator told Congress in 1982 when
submitting this Administration’s $14 billion plan for modernizing
the Federal airways system:

Of all the things that will limit the growth
of aviation, it will be concrete or asphalt --
the lack of runway capability. ...It’s
certain airside congestion is going to get
worse since concrete will continue to be the
primary limitation. ...Forty-one airports
will have severe airside congestion by 1990
and up to 91 airports by the year 2000.

New or extended runways at major airports, as noted earlier,
would have to be financed with more expensive taxable bonds under
the “one percent test” because airline operations at hundreds of
U.8. airports far exceed the allowable one percent of total
runway use that could be made available to non-governmental
persons while retaining eligibility for Federal tax exemption.
The President’s tax-exemption test of May 28 would make financing
new runways more expensive and thus even more difficult than in
1982 when the FAA made the dire prediction quoted above.

7. Qthex Federal Progranm Initiatives Could Also Jaopardize
Local Projacts

If other sources of capital funds for public transportation
were to be eliminated or substantially restricted, or other local
cost factors increased based on new Federal policies, the
potential loss of tax exemption for some or all public
transportation facility bonds would be even more harmful to state
and local governments.

Among the current concerns of our coalition in this regard
are the following:

1. current efforts in the FY’86 Budget Resolution process to
restrict Federal capital and operating funds for mass transit;
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2. chronic reluctance of the Federal Government to return to
airport and mass transit agencies all the Federal user tax
receipts already collected from system users for specific airport
and mass transit purposes and still retained in Federal
transportation trust funds (currently, $306 million for airport _
and $400-800 million for mass transit):;

3. Executive Branch plans, announced in the FY’86 Budget, to
*defund” all larger airline-served airports from their presont
Faderal airport grant eligibility (now equalling $400 million per
yo:r) from the Airport and Airway Trust Fund starting in FY’87;
an

4. new proposals that would require a signiticantly increased
local cost share of Federal channel navigation projects.

To the extent any or all of these initiatives are
implemented, continued local governmental access to tax-exempt
markets for public transportation infrastructure development
would become gven mors critically important.

CONCLUSIONS AND RECOMMENDATIONS

Mr. Chairman, for all the above reasons, the Committee for
Financing Public Transportation Facilities is opposed to the
adoption of the President’s proposed new “one percent test” for
determining whather future public transportation facilities could
be financed with tax-exempt bonds.

The short answer is that most public transportation projects
could not meet the test. The longer answer is that it is the
wrong test and public transportation facilities should be
eligible for tax-exempt financing, as in the past.

We urge the Congress to continue to classify as tax-exempt
all general obligation and revenue bonds issued for public
transportation facilities where those facilities are owned,
including for tax purposes, by state and local governments.
Public airport, seaport and mass transit facilities serve
essential public transportation infrastructure purposes in the
same manner as roads and bridges and they should be accorded the
same treatment in the Interhal Revenue Code.

Under this traditional test, the governmental entity will be
considered to own the progcrey that is leased to a non-
governmental person (airline, marine terminal operator, private
transit company, etc.) notwithstanding the length of the lease
period if a number of technical criteria are met that are
dcsignod to protect against any possible abuse of the tax-exempt
bonding authority. ’
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Legal title must be vested in the governmental entity: no so-
called “bargain purchase” would be possible under any leases;
there could be no significant front-end loading of any rental
payments; and lessees must make irrevocable elections (binding on
them and their successors under the lease) not to claim
depreciation or investment credit with respect to their property
rights in the transportation facility.

At some later time, and depending upon the success of current
Administration efforts to encourage “privatization” within public
transit, the Congress may wish to determine whether additional
tax incentives would be necessary or desirable to help promote
that objective for that mode. -

We appreciate the opportunity to be heard today and would be
pleased to respond to the Committee’s questions.
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STATEMENT BY GEORGE F. DOUGHTY, DIRECTOR OF AVIATION,
DENVER, CO

Mr. DougHry. Mr. Chairman, our projections clearly indicate
that aviation demand in Denver will require a major new airport
facility prior to 1995. The cost of this facilitg' will be at least $1.1
billion in 1985 dollars, with an additional $200 million required for
land acquisition.

Current demand will ret}uire $200 million be invested in the ex-
isting Stapleton Airport before we can get to the new facility.

This demand is the result of Denver’s location, its economy; but
rimarily the deregulation of the airline industry, which has al-
owed them to use a technique of hubbing and connecting of pas-

sengers through major hubs.
e new Denver airport will become the largest public works
project in the history of the State. Construction of a facility of this
e is certainly difficult for a number of reasons, and with the
loss of tax-exempt financing it would be an added burden that may
make the }::oject impossible to build.

Denver is a major example of hundreds of capacity and safety re-
lated projects at airports throughout the country that are required
to better provide for the air transportation-needs of the country.
Currently the airport could be constructed from tax-exempt financ-
ing, not considered part of the State cap in Colorado. If a cap were
applied to these bonds, it would not be possible to build the facility,
since it would exceed many times over the current State cap.

Denver's airport is a national and major regional facility, and ob-
viously should not be part of a cap on a single State limit.

Thank you very much. )

The CHAIRMAN. Thank you, sir.

Ms. Hayes.

STATEMENT BY PATRICIA HAYES, PRESIDENT, ST. EDWARDS
UNIVERSITY, AUSTIN, TX, ON BEHALF OF THE NATIONAL ASSO-
CIATION OF INDEPENDENT COLLEGES AND UNIVERSITIES

Ms. HAyes. Mr. Chairman, my name is Pat Ha&s, and I am the
fresident of St. Edward’s University in Austin, TX. I am grateful
or the opportunity to speak with this committee today and am
particularly proud that we are represented by a distinguished
member of this committee, Senator Bentsen.

I am testifying on behalf of the National Association of Inde-
pendent Colleges and Universities and all the other educational in-
stitutions and organizations that are listed on the prepared testi-

mony.

The National Association of Independent Colleges represents 850
independent institutions in the United States, and the other asso-
ciations rggreeent every form of educational institution serving this
country. We are as a group, and particularly in the independent
sector, seriously concerned about the administration’s proposal on
tax-exempt financing and its impact on higher education.

I will not be reading from my text today, but I would like to sum-
marize the reasons for our concern. i

The context for our concern is the longstanding Federal policy on
higher education, in which the public and essential purpose of
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higher education has been set within a dual framework of public
and private higher education. That context has been affirmed re-
peatedly and painstakingly, in fact, in all of the discussions of stu-
dent aid programs. Within the Tax Code, it is affirmed by the basic
tax-exempt status, by the charitable contributions provisions, and
most significantly in this case by tax-exempt bond financing.

The administration’s pro is problematic in its technicalities,
in its elimination of student loan bonds, but most seriously, in my
opinion, in its complete elimination of higher education facilities
bonds for the independent colleges. e

I would like to talk somewhat about the effects of that provision.
The major effect is an enormous disparity between public higher
education and independent higher education. It would continue to
allow the public institutions of this country to build facilities and
deal with Fressing facilities problems with tax-exempt financing,
but it would discontinue this option for private higher education.

In my own city of Austin, TX—and I will say a little bit more
about this later—the irony is that under the administration’s pro-
posal, tax-exempt financing would still be available to the Universi-
ty of Texas at Austin, but it would not be available to St. Edward’s
University. I think my colleagues and good friends at the Universi-
ty of Texas at Austin would find that this was ironic in terms of
an{ goal of fairness in tax reform.

n terms of the facilities problems that higher education faces,
the code word that is so much reﬁated these days is “deferred
maintenance.” And I think the numbers on that are staggering.

I would just like to exg;areld a little bit on that. In my educational
experience, which has n in lower priced institutions serving
lower and middle income students, the reason for deferred mainte-
nance is an effort to keep tuitions down and salaries reasonable.

The other parts of deferred maintenance have to do with recent-
ly raised consciousness on issues like the handicapped and asbestos"
and energy and safety of students. So that it is a problem that is
not just a bricks and mortar problem. It has to do with the living
environment of higher ed.

At St. Edward’s, specifically, the tax-exempt bond issue which we
just concluded September b is for 11 million dollars’ worth of

rojects—one to renovate a 100-year-old building of 52,000 square
eet that had been empty for 14 months while we sought a viable
financing alternative; the other to build a recreation facility that
was 25 years outdated. If we had not had tax-exempt financing, we
would not have been able to do these facilities. The additional
strain on our budget would have been a half a million dollars a
year.

The revenue impact of tax-exempt financing for higher education
on the $568 million that goes to nonmunicipal bonds is roughly 2
percent of that total. It is not a major erosion of revenue. In terms
of technical considerations, I think time will not permit addressing
those; but I think the arbitrage concerns are serious concerns of
higher ed but ones that we believe are administratively protected
by current regulations.

In summary, Mr. Chairman, I think that we are talking about a
philosophical issue in terms of the quality and service of higher
education, but we are also talking about higher education as a busi-
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ness operating self-sufficiently. And I think that the higher educa-
tion tax-exempt bonds allow us to proceed intelligently to provide
this service to the country in a way which doesn’t come to the gov-
ernment saying, “Just please give us money to solve this problem.”

Thank you very much.

The CHAIRMAN. Thank you.

Dr. DuVal. '

[Ms. Hayes’ written testimony follows:]

e
*
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- My name is Patricia Hayes and I am President of St.
Edward's University in Austin, Texas. I am proud to say that
my University is represented by a distinguished member of
this Committee, Senator Bentsen. I am here today to testify
on the issue of tax-exempt bond financing on behalf of the
National Association of Independant Colleges and Universities
{NAICU) as well as the other asociations listed on the cover
page of my written ntatcment.' NAICU represents close to 850
independent, nonprofit institutions of higher education. The
other associations listed represent various types of
institutions including research universities, state colleges
and universities and land-grant colleges and universities.
All of thess institutions are deeply concerned about the
Adninistration's proposal on tax-exempt bond financing.

For the past several years, the higher education
community has fought back various proposals to restrict
tax-exempt bond financing utilized to benefit the nation's
colleges and universities. Each ti-;, the Congress has

recognized the public purposes which colleges and

-1-
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universities serve. Under current law, industrial
development and student loan bonds are under a state-by-state
cap of $150 per state resident. Bonds issued to provfae
financing for Section 501(c)(3) organizations are not
included in the statewide ceiling. In fact the House Ways
and Means Committee report on the 1984 tax bill included the
following statement "The Committee believes that private
nonprofit organizations (Section 5&1(0)(3)) should continue
to benefit from tax-exempt financing without being forced to
compste with private businesses. This is consistent with the
general treatment of these organizations, which are exempt
from Federal taxes and are (in most cases) entitled to
receive tax~-deductible contributions. Accordingly, the
Committee decided that bonds issued to provide financing for
Section 801(c) (3) organizations should not be included in the
statewide ceiling." Clearly, such bonds were deexmed
allowable for public purpose activities which colleges and

universities provide,

The Administration proposes to tax interest on
obligations iasued by a State or local government "if more
than one percent of the proceeds were used directly or
indirectly by any person other than a State or local

-
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government”, including a tax-exempt educational entity.
Significant changes in the areas of arbitrage and advance
refunding would further limit issuance of tax-exempt bonds.
The Administration's proposal would eliminate access to the
market for priiate institutions and place restrictions on the
issuance of tax-exempt bonds for the benefit of public
colleges and universities, a devastating blow to the higher

education community. Student loan bonds would be abolished.

We believe that the Administration's proposal to allow ~
tax exemption for governmental activities, while denying it
for activities of a tax-cxonﬁt educational entity that
serves identical public purposes, is arbitrary and
misdirected. The coreation of such diltinqcionu between
private and public institutions would be contrary to a long
tradition of diversity and equal treatment in higher
education. Public and private colleges would agree that thay
in fact serve similar purposes and to treat them differently
would be abhorrent to the dual system in highor education.

Tax-exempt bonds are utilized by hundreds of colleges
and universities, both public and private, for a wide variety
of purposes inciuding: construction and renovation of
facilities such as libraries, academic buildings,
dormitories, athletic centers and student unions; renovation

™
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of electrical syst-no and fire detection systems; major
equipment purchases for modernization and research;
renovation to provide access to the handicapped; and
development of energy managament and conservation systems.
Access to tax-exempt financing is critical to academic health
centers that need clinical teaching facilities, demanding
capital in amounts which universities cannot secure in the
general market. Considering the many important uses of such
financings, the loss of access to the tax-exempt market would

be disastrous.

At 8t. Edward's University we are currently using
tax-exempt financing for renovation of our 98 year old main
building and for construction of a recreation center to
replace a 30 year old gym, built for a student population
one-fifth our current size. The main building of 52,000
sguare feet was empty for almost 2 years because of floor
structure problems while we searched for a viable financing
mechanism. Without tax-exempt bonds, these two projects
would cost St. Edward's University over $500,000 more in debt
service each year. in fact, without tax-exempt bonds, we
would have postponed the recrsation center and begun the main

building in phases.

/
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8t. Edward's University has a tuition $1700 belaow the
national average and serves almost 30% Hispanic and Blagk "
students. We are growing in enrollment because the
population we serve is growing, because Austin is growing,
and because the University of Texas at Austin has focused its
mission on research and the top 20% of undergraduate
applicants. Ironically, however, under the Administration's
tax proposal, the University of Texas would still have access
to tax-exempt bonds (with some restrictions), but S8t,
Edward's would have to hear full market costs of borrowing.
Clearly, this kind of disparity is not the goal of tax
reform, nor does it serve the national purpose of higher

education access and quality.

Tax~-exempt bonds provide funds to our non-profit
collegas and universities for the execution of clear and
essential public purposes. Denial of this traditional and
efficient form of financing would produce significant loss to
the nation's colleges. Colleges and universities utilize
tax-exempt bonds for the traditional kinds of public-purpose
activities which the Internal Revenue Code requires as a
precondition to tax-exempt status under Section 501(c) (3).

-8
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«

In fact, one rationale for tax-exempt status of nonprofit
institutions is that they serve purposes and carry burdens
that the government would otherwise bear. The Adaministration
asserts in its proposal that "the issuer of non-governmental
bonds would not spend its own revenues to support the
activities that are federally subsidized through tax-exempt
non-governmental bonds." As applied to higher education,
this assertion might be read as a refusal by colleges to use
their own funds for educational facilities. Colleges and
universities, facing serious budget constraints, would be
unable rather than unwilling to finance the costs of loans
and facilities, and would thus be unable in ‘this oritical
respect to tultill'thoir exempt function of lassening the

burden on government.

The Administration's pruposal suggests that $95

billion of long-term tax-exempt honds were i d in 1983 and
of that amount, 61%, or $38 billion, were "non-governmental"
bonds. In that same year, tax-exempt higher education
facilities financings accounted for only 2% of all long-term
tax-exempt bonds. The revenues to be gained are not
significant enough to outweigh the importance of these
public-purpése bonds. )

6=
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Colleges and universities also utilize tax-exempt
bonds to provide capital for student loan progcams, including
the Guaranteed Student Loan (GSL) program, the secondary
market (buying loans from banks to assure necessary liquidity
for GSL's), and non-federally guarant;ed supplemental loans.
Supplemental student loan programs have been designed to £ill
the gap created by rising costs and limited eligibility for
Federal grant and loan programs. As such, they are truly a
supplement to - not replacement for ~ the continuation of the
fully funded federal Pell Grants, federal Guaranteed Student
Loans and other federal and state student loan programs. It
1i hard to imagine a more public purpose than the provision
of low interest loans to fill the gap which often exists in
available capital for needy students, These loans provide an
absolutely essential source of funding for the nation's
students and their families, helping to ensure access to

colleges and universities.

I would also like to address the Administration's
proposals in the areas of arbitrage and advance refunding.
Funds from tax-exempt issues are sometimes used to purchase
higher yielding federal (or other) obligations, the interest
of which is not taxable in the hands of the state or local

2
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agency, or other tax-exempt non-governmental organization
issuing the tax-exempt notes. Similarly, funds from
tax-exenpt issues are sometimes used to retire an earlier

bond iasue.

Under both the first instance ltat;d above ("arbitrage
bonds"), and the second ("advance refunding"), the tax-exempt
issuer seeks to minimize the present cost of outstanding debt
by engaging in investing practicee which maximize the
efficiency of available capital. Through arbitrage, the
issuer invests a bond sale's proceeds to the highest
short-term return, thereby reducing the long-term costs of
the underlying debt issue. By undertaking a refunding, the
issuer refinsnces and restructures debt in such a manner as
to likewise reduce the extended costs of carrying long-term
debt.

Both arbitrage and advanced refundings provide a means
for investment flexibility which ensure that the borrowings
and conseguential debt of governmental and tax-exempt
non-governmental entities most accurately reflect the current
value of money. MNore important, arbitrage and advanced

refundings provide a means by which debt issuing entities can
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reduce their debt load and borrowing dependency on
governmental bodies. This diminished dependency, which
results from the ability to more flexibly invest, permits the
tax~-exempt entity to diaw less on direct state and local

subsidies and more on the competitive investing marketplace.

The Administration proposes to severely restrict the
degree to which tax-exempt entities, in general, can engage
in arbitrage practice, and also to prohibit the practice of
advance refunding for all tax-exempt bonds. In support of
these measures the Administration points out that arbitragc
increases tha volume of tax;cxcnpt bonds, (bscause arbitrage
tends to reduce interest financing costs), and that such
volume increases result in less revenue to the federal
treasury. Advanced refundings, it is suggested, nr;‘likcwiue
undesiraable because they too increase the volume of

tax-exempt bonds and the corresponding- federal revenue loss.

As can be seen from the legislative history of the
arbitrage provisions and the development of arbitrage
regulations, these same arguments were historically put
forward and have continued tc be relied upon as reasons for

limiting the use of arbitrage. The enactment of Section

9=

i



243

103(c) of the Code and subsequent amendments to the arbitrage
provisions, including limitations added by the recent Deficit
Reduction Act of 1984, as well as the stringent regulations
promulgated to implement the statute, have, we respectfully
submit, more than adequately dealt with the perceived
problems vhich the Administration asserts warrant the
proposed action. Other pending reform tax bills must also
recognize these issues are sufficiently addressed under
existing law, since none of them propose any changes or
additions to the arbitrage provisions or to those provisions

dealing with advance refundings.

Better efficiency and utiliration of public dollars is
brought about by continuing to permit tax-exempt entities to
engage in arbitraﬁo and refundings. Moreover, continuation
of the existing system will encourage higher education -
institutions to further develop their financial skills so
that future bond issues are more precisely measured to
financial need. The present system has served to sncourage a
more efficient utilization of capital, thereby enhancing the
tiscal independence from the federal government, and

financial integrity, of colleges and universities.

-10~
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Mr. Chairman, the colleges and universities of this
nation provide the means by which this nation has prospered
over the years. We attempt to offer the&ﬁighelt quality of
education and excellence possible. If we are unable to
provide adequate facilities and financing of higher
education, we cannot maintain that excellence. If public ahd
independent institutions are treated differently for purposes
of tax policy, we cannot maintain the healthy atmosphere of
competition between and among institutions. I ask this -
Comnittee to once again recognize and reconfirm the Congress'
comnitment to higher education. I thank you for allowing me
to appear before this distinguished Committee and would be

happy to answer any ¢uestions you may have.

-1l-
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STATEMENT OF MERLIN K. DuVAL, M.D., FRESIDENT, AMERICAN
HEALTHCARE INSTITUTE, WASHINGTON, DC

Dr. DuVaAL. Mr. Chairman, I will simply make a brief summation
of a written commentary that has been submitted for the record.

I would start by observing that the voluntary community hospi-
tal is an organization that, as you know, precedes even the Ameri-
can Revolution in this Nation. And while most of its heritage is re-
ligious, whether Presbyterian, Methodist, Evangelical, Adventist,
or Catholic, today they still offer the full profile of the needed
public services in their communities, irrespective of ability to pay,
and they still dispense at this time in the Nation most of the Na-
tion’s uncompensated care.

All business—and a hospital is a business—need access to capital
for meeting life and safety codes—it has been a long time since we
picked up the paper and read about a patient in a hospital fire—for
renovation, for modernization, for reconfiguration of the industry
in order to meet the changing needs of the public and the changing
technologies that are available.

We would ask the question: How does a hospital get access to
- capital? I would answer that there are three types of hospitals in
these United States, at least at this time. The for-profit organiza-
tion achieves access to capital through the equity markets by the
sale of stock and by taxable debt instruments; the public institu-
tions—that is to say governmental—use tax appropriations and
tax-exempt bonds; the voluntary community hospitals, their only -
access with the loss of philanthropy and government grants has
been through tax-exempt bonds.

By virtue of this, it seems to us that it is inappropriate public

policy to consider eliminating tax-exempt bonds for voluntary hos-
pitals. If these institutions are denied access to tax-exempt bond
funding, there is no question that but some will totally lose access
to capital; while, for the others the cost of capital, the cost of
money, the cost of rendering services will of course increase.

The Federal gains by eliminating this tax expenditure will be at
least in part offset by the increased expenditures that are trans-
ferred to Medicare, and this will represent the first step toward the
possible conversion of the voluntary not-for-profit institutions in
the United States either to public or possible to for-profit status.

I would submit, sir, that the voluntary community hospital has a
very long and very venerable, most trusted history in the United
States. It is my petition to you today that, for us to take any risk
that may culminate in the dismantling of this institution in ex-
change for a very small short-term fiscal gain is not going to be in
the public interest.

Thank you very much.

[Dr. DuVal’s written testimony follows:]



246

American
Healthcare
Institute

Affiliated with American Healthcare Systems

MerlinK Du'vit, M D
President

STATEMENT OF THE

AMERICAN HEALTHCARE INSTITUTE

before the

* COMMITTEE ON FINANCE
UNITED STATES SENATE

on the

IMPACT OF TAX REFORM ON TAX-EXEMPT BONDS

September 24, 1985




47

Mr. Chairman, I am Merlin K. Duval, M.D., President of the
American Healthcare Institute. The American Healthcare
Institute represents a national network of 34 voluntary
healthcare systems that provide gquality hospital and other
health services in communities throughout 44 of our United
States. The members that comprise this network, known as
iAmetican Healthcare Systems, own, lqug or manage 361 hospitals
and provide contract services for another 831. On behalf of our
member systems, I appreciate this opportunity to share our views

about the impact of one element of the President's proposed tax

reform program on America's voluntary hospitals.

We are concerned, Mr. Chairman, that the proposed tax reform
package recommends changes in the tax qode which, in our
judgment, could seriously impair the ability of many voluntary,
not-for-profit hospitals to continue to meet their traditional
community responsibilities. As you know, voluntary not-for-
profit hospitals serve the public purpose by providing a full

- . range of health care services tc all the patients in their

. communities. Such facilities are committed to serving the needs

of all patients, by subaidizing the care of those who canndt
pay. It is this history of public purvose that has led the
Governmen: to grant such hospitals 501(c)(3) tax status in the
Federal code. It is this same sense of public purpose that
justifies special recognition regarding the use of tax-exempt
bond financing to help these institutions meet their capital

needs at a reasonable cost.

B I
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The President's tax plan, however, proposes to limit access to
tax-exempt bond financing almost exclusively to debt obligations
issued by State and local governmental entities. Such a
step--if approved by this Committee and the Congress--threatens
the most important source of capital currently available to the

country's voluntary hospital system. -~

Permit me, for a moment, to review why tax-exempt financing is
80 important to the non-profit, non-governmental hospital
gector. Until the mid-1960s, most hospitals in the United
States were able to meet_their requirements for capital for
replacement and renovation from a variety of sources.
Philanthropy, grants from public appropriations, and funds
-generated from internal operations were all important sources of
these funds. In contrast, public hospitals, then as now, were

supported directly through the taxing power of their owners.

In 1965, Congress enacted the Medicare and Medicaid programs,
placing major new demands on the voluntary hospital industry to
provide quality care for the elderly and the poor. As the
demand from the public for services grfew, public grants”

. declined. Those provided by the Hill-Burton program were first
significantly reduced, and eventually eliminated altogether as a
. source of capital. Philanthropy became less and less able to
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maké a major contribution toward the capital needs of an
expanding and increasingly technologically complex industry. Of
necessity, hospital management began to explore ways to use
their internal sources of funds. Long-term borrowing
arrangements, which could be repaid with internally-generated
capital, became the principal instrument for meeting growing
capital needs. Méanwhile, the .Government itself adopted a

. number of policies that encouraged management to focus attention
on debt financing as the principal source of capital financing
for not-for-profit voluntary hospitals. For example, the
Government's reimbursement policies under Medicare and
Medicaid--cost-kased payment rules--made it impossible to
accumulate earnings (equity) from Federal reimbﬁxsement for

capital purposes.

For the non-profit hospita{s, tax-exempt bond financing
represented, as it does today, an approach for meeting capit;l
requirements in a cost-effective manner. Such financing offers
lower interest costs than taxable instruments, generally
provides for longer payback periods, and makes it possible for
hespitals to maximize the use of scarce donated funds and other
equity to secure borrowed capital. To facilitate the use of
this type of financing, most States created statutory

authorities for issuing tax-exempt bonds to aid non-profit
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hospitals in meeting their capital requirements. Tax-exempt
financing is now the single most important source of capital for

voluntary hospitals.

We are concerned, Mr. Chairman, about the impact theAPresident's
tax reform plan will have on capital formation in the non-profit
hospital industry--an industry that is undergoind rapid and
major structural changes. Clearly, capital is needed for the
maintenance of facilities and the replacement and renovation of
worn-out plants. But, capital is also required to facilitate
transformation of our indsutry into more efficient care delivery
units. Our member hospital systems have become acutely aware of
the need to reorganize the traditional ways in which health
services are being provided, to consolidate current resources,
and to develop new ambulatory resources to meet the health needs

of the public in an increasingly competitive environment.

Tax-exempt hospital capital projects in most communities today

serve a variety of purposes:

o . renovation of older, existing facilitles;
] construction of lower cost ambulatory alternatives to

inpatient facilities;
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o reorganization and consolidation of existing inpatient
services and the introduction of new or highly

specialized services (e.g., ﬁrauma centers, burn units,

etc);
o development of ancillary and support services; and,
o mergers and integration of separate facilities into more

cost-effective care delivery units.

Regrettably, some casual observers of what is happening in
today's health care industry continue to believe that the bulk
of capital spending goes to support expanded capacity and
unneeded new services. Nothing could be further from the
truth. There's a new competitive world out there, encouraged
both by government and private purchasers of health care, that
will not support wasteful use of capital resources. Falling
occupancy rates and shorter lengths of stay (which reduce

. hospital revenues), competition from ambulatory care providers,
.and fixed rates of payment, mean that madaqers who add unneeded
capacity or unwanted services would imperil themselves

financially.

Eliminating access by non-profit hospitals to tax-exempt
. financing will have a number of consequences. The use of

tax-exempt financing permits facilities to keep their charges
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down and better preserve their underlying financial condition.
Conventional financing alternatives will clearly mean higher
interest rates and shorter repayment periods. Debt service
costs will, of course, increase. 1If a hospital is to maintain
its previous financial position, charges to patients will have
to be increased. However, if either the marketplace or
regulatory constraints preclude such action, the financial

position of the hospital will decline.

Non~profit hospitals are not in business to increase earnings.
Mkny of them, in fact, are operating very close to the margin.
Demand for services has slowed. Purchasers of services--
including the Federal government--continue to "ratchet down"
amounts paid for the care of public patients. If the cost of
capital rises significantly, to taxable levels, some hospitals

could be shorted out of the capital market altogether.

In these commmunities, Mr. Chairman, hospital managers will have
the painful task of deciding how and whether to continue to
offer the full range of hospital services--including those that
operate at a loss--to all‘membets of the community. If you
approve the President's Tax Reform proposal in the form it has
been offered, and thereby bar some of these institutions from
access to capital, this will not alter their very real growing

need for capital resources. Erecting such a bar will only
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divide our hospitals into "haves" and "haye nots" with sad
consequences for America's voluntary hospital system and for the

people they serve.

Tﬂere are now, after all, Mr. Chairman, three kinds of hospitals
in the United States--voluntary non~profit facilities,
governmentally-operated public hospitals, and for-profit
entities. If access to tax-exempt financing is eliminated,
there will be an increased trend to a system with only two
categories. How can the voluntary sector be expected to meet
its traditional public responsibilities and survive in such an
environment? Some may even ask why should voluntary hospitals
take 6n such burdens if the government--through its elected
representatives--no longer sees any distinction to their

efforts?

For these reasons, Mr. Chairman, we urge your Committee to
reject the Administration's undifferentiated approach to dealing
with the capital needs of voluntary, not-for-profit hospitals.

Thank you for your attention and consideration.

55-398 0 - 86 - 9
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The CHAIRMAN. Go right ahead, Mr. Owen.

STATEMENT OF JACK W. OWEN, EXECUTIVE VICE PRESIDENT,
AMERICAN HOSPITAL ASSOCIATION, WASHINGTON, DC

Mr. OweN. Thank you, Mr. Chairman.

I am Jack Owen. I represent the American Hospital Association,
and I just would like to make about four or five points, following
up on Dr. DuVal’s comments on the tax-exempt bond issue.

First, although we are large employers in manil communities and
our institutions are concerned with health policy, and we have
some concerns about a number of things in a tax-reform bill, our
first priority is tax-exempt bonds, and that is the only thing I am
going to address today.

Second, we have just gone through some cuts in the Senate Fi-
nance Committee markup on Medicare. As you well know, hospi-
tals have done a ‘good job in these past 3 years with the new
system, working closely with Congress. Health care costs have gone _
down, and we think that this policy in tax reform of removin% tax-
exémpt bonds is a step backward in what we just accomplished 2
weeks ago in reducing the dollars that would be paid out by Medi-

e. Because if the tax-exempt bonds are gone, the interest rates
go up, and Medicare, again, has to pag' a higher rate.

Hospitals will receive lower credit ratings in taxable markets,
which increase the interest costs, and Medicare and Medicaid are
gﬁing to be the ones who are going to pay at least 40 percent of

at.

So, when you look at the revenue that the Treasury gets and the
expenditures that the Federal Government gets in tax-exempt hos-
pitals, the offget is very close.

As Dr, DuVal said, access to capital will be denied. Corporate
markets are very different between the investor owned and the
nonprofit. And it would be difficult for many hospitals to obtain
sufficient credit readiness, especially those hospitals who are locat-
ed in inner-vity areas, .

Charitable nonprofit organizations cannot and should not be
compared to forprofit institutions. Thei have in many cases lower
operating margr'l}l)m; they are faced with public and private payor
constr:inags, and the hospital’s primary purpose is to serve commu-
nity needs.

ird, you asked about public purpose, and I think that almost
every community that I know of, government, is responsible for
shelter and food and healthcare to some extent for their citizens.
And in many cases, these communities do not provide tax-support-
ed hospitals but rely on nonprofit hospitals to take care of citizens
of their community, and the quid pro quo of that has been to allow
those hospitals to have tax-exempt bond financing to keep them up
to date, and to aliow them to provide the services that those com-
munities need.

So, I think that it is unquestionable in my mind that hospitals in
a nonprofit area provide a public service to most governmental

units.
- Last, I would just like to say that we are going through a phase

in this whole financing of health care—the whole problem of cap-
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ital, which came up at the hearing on return on equity, and all the
other things that are involved in what we do with capital. And it
seems to me that this is the wrong time and the wrong place to
change the system on tax-exempt bonds, when we still don't know
how we are going to include the price of capital in the DRG system,
I will quit with that, Mr. Chairman.
[Mr. Qwen's written testimony follows:]
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SUMMARY
The American Hospitel Associstion (AHA) strongly opposes the provision
contsined in the President's propossl for rehensive tsx reform that would
olininate tax-exempt financing for nomprofit hospitals, If emacted, this
propossl would deny sccess to cspital markets for many nomprofit hospitsls.
It also would raise the costs of capital used to modernize, removate, end
uwgrade those institutions sble to raise cepital in the taxable market.

Hospitals setve a criticsl public purpose by providing bigh quslity health
care services to their commmitios, often at no charge to the indigent.
Hospitals also serve society through their educationsl and resesrch activities.

The sbility of hospitals to continue to provide high quality medicel csre
dv‘mm heavily ut:: fccess at capitsl formstion, Capital projects are .
Lot Fohicioa T ot iaes itk 147 o efy o o irio i

purchese of sophisticated medical equipment. e i

Given the dramatic changes occurring in the hospitsl field as a resylt of the
implementation of the Medicare prospective pricing systew and an incressingly
competitive envirorment, the Association helieves it would be shortsighted to
mke further fundsmentsl changes in the system--such as eliminating the
principal source of capital finencing for nomprofit hospitals--during this
period of adjustment,




257
INTRODUCTION

Mr. Chairmen, I am Jack W. Owen, executive vice presi;ient of the American
Hospital Associstion and director of its Washington Office. The AHA
represents over 6,100 member hospitals and heslth care institutions, as well
as-approximetely 38,000 personsl membors. Ne are pleased to have this _

opportunity to present our views on the impact of the President's propossl for
comprehensive tax reform on tax-exempt financing for nomprofit hospitals.

The President's proposal includes s f;rovision that would eliminate tax-exempt
bond use by nmgovmul_. nonprofit hospitals. - Specificelly, the plan
proposes repeal of the exemption from federal income tax of interest on bonds

used by nongovernmental, nonprofit entities. If enacted, this proposal would '

seriously jeopardize sccess to capital merkets for msny nomprofit hospitals
and would raise the costs of capital for those institutions able to raise
capitsl in the taxable market. Moreover, it would threaten the existence of
hospitals that have substantial commitments to serve the poor and th-t?udy
are financially vulnerable. A ’

-y '
Such a propossl would have a devastating iq:_nct on nongoverrmental, nomprofit
hospitals. These institutions, which comprise 58 percent of the nation's
coummmity hospitals, have been historically rooted in the not-for-profit
sector and viewed as charitable orgaenizations fulfilling an indispensable

community service.

oy
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HISTORICAL PERSPECTIVE

. Over many years, the charitable nature of the vast msjority of the nation's
hospitals has been reflected through the tax-exempt status of nonprofit
hosp.ials and the substantial public and_ private support such hospitals have
received for capital financing. Prior to World War II, hospitals received
most of their capital finsncing through the philanthropy of individuals snd
religious groups, as well as through the financial assistance of local
govermments. Together, these sources provided two-thirds of the capital
suppbi‘t required by hospitals.

Public support for the nation's nonprofit hospital system was firmly
established in 1946 with the passage of the Hill-Burton program which provided
grants and low-interest loans for hospital construction. Thus, with s
heightened postwar awareness of the need to assure sccess to health care, a
mujor public commitwent was mede to the modernization and expansion of the
nongovernmental, nonprofit hospital systee as the focal point for the delivery
of health care services to communities. The Hill-Burton program remained a

" grant program until 1970 when it was convert:d to a loan and loan-guarantee
program. Before it was eliminated in the late 1970s, it provided about $4
billion in grants to nearly 4,000 hospitals and $1.9 billion in loan and lcan

guarantees to almost 300 hospitals.

The federal government, and eventually state governments, continued to support

access to capital for nonprofit hospitals by allowing them to use the proceeds
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from tax-exempt bonds, a l;ss expensive source of capital than taxable debt.
In 1963, the Internal Revenue Service (IRS) issued IRS Ruling 63-20 which
permitted nonprofit hospitals to issue tax-exempt bonds through a
municipality. However, this ruling required that ownership of a facility be
turned over to the city or county when the bonds were retired. Subsequently,
state laws. were enacted that allowed hospitals to issue tax-exempt debt
through state and/or local bodies, but did not impose the transfer of
wne::ship requirement. Therefore, access to tax-exempt financing by nonprofit
hospitals was facilitated and firmly established at the local level, and
recognition of the essential public purpose and charitable mission of these
hospitals was recognized by all levels of government.

In the mid-1960s, the federal government fundamentslly changed the nature of
its support for the health ca}e system. With the enactment of the Medicare
and Medicaid programs, and the subsequent reduction and eventual eliminastion
of the Hill-Burton progrem in the late 1970s, di-rect federal support for the
financing of buildings md equipment shifted to the direct purchase of

services. Medicare and Medicaid, in combination with the growth of private

, health insurance plans, provided a stable cash flow, giving hospitals the

financial foundation and security nécessary to secure debt and meet capital

financing needs.

In additic;'n. both the Federal Housing Administration and the Farmer's Home
.- Administraticn also provided support for some hospitals in securing debt. In
1968, Section 242 was added ta the National Housing Act, authorizing the
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S

Federal Housing Administration twpféﬁde mortgage insurance for loans to some
nonprofit hospitals. While later extended to governmental and investor-owned
hospitals, this insurance has been used almost exclusively by nongovermmental,
nonprofit hospitals. 1. 1974, l.gislation was enacted to provide low-interest
loans to rural health facilities through the Fsrmer's Home Administration
(P.L.92-419). Although this program has since been reduced in scope, it again
demonstrated the historical support of government for the capital financing of
nonprofit hospitals.

With this strong government support, nonprofit hospitals incressingly have
relied upon tax-exempt debt financing for their capital needs.

-

VOLUME OF HOSPITAL TAX-EXEMPT DEBT

Reliance on debt for major hospital construction projects increased from 67.3
percent in 1975 to 75.8 percent in 1981. In 1981; 78 percent of that debt was
in the form of tax-exempt bonds, and hospitals used $5.16 billion in
tax-exempt bonds, representing 11.19 percent of the tax-exempt market. In
1982, hospitals accounted for $9.71 billion or 12;88 percent of the total
tax-exempt market. While the dollar volume of hospital tax-exempt bonds
issued has increased steadily, its portion of the entire tax-exempt market has
decreased since 1982. The’following table illustrates the v;ﬂune of hospital
issuances of tax-exempt boﬁds from 1980-1984 in agm:egate, and as a proporéion

of the total tax-exempt market.




261

Total hospital” Percentage of

tax-exempt bonds total tax-exempt
issved (in billicens) ~ Market
1980 $3.56 7.55%
1981 . . 5.16 11.19 -
1982 9.71 12.88
1983 9.94 11.93
1984 10.23 10.00

While the volume of hospital tax-exempt bonds nearly doubled from 1981 to
1982, and has remained at record levels, there is no evidence that hospitals
sre abusing this source of capital. Three factors can be cited as largely

influencing the recent heavy use of the tax-exempt market.

Eirst, a drop in interest rates du;'ing the second half of 1982 brought into
the market many hospitals which had been delaying needed projects. In January
1982, a typical hospital bond issue yielded approximately 15 percent, while in
September 1982, yields were less than 10 percent.” By yéar's end, hospital
debt yielded about 11 percent, and in May 1983 hospital tax-exempt debt was-
yielding between 9.5 percent and 10 percent.

Second, because of declining interest rates, some hospitals which had entered
the market earlier chose to refinance (re-fund) their outstanding debt at more
favorable rates. In 1982, re-funding alone is estimated to have accounted for
4.5 percent of total hospital tax-exempt issues. Rs-fundin.g activities in
1983 represented 27 percent of overell market volume. This figure dropped to
6.9 percent in 1984 and can be expected to drop further inasmuch as most
hospitals now have finished refinancing their outstanding debts which carried

higher rates of interest. Of course, if interest rates should drop further to
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& level that would make additional refinancing worthwhile, the proportion of
refinancings could again increase. It is important to note that refinancing
at lower rates also reduces Medicare costs because interest payments are

consequently reduced. -

Finally, hospital construction and equipment costs in general have
significantly increased. New technology, as well as new life and safety code
reqqirmnts have made it much more costly for hospitals to maintain their
facilities at appropriate levels. These factors have influenced the increased
need for capital and contributed to higher tax-exempt debt volume in recent

years.

Use of Capital

{hanges in the economy and in health benefit coverage, as well as specific
legislative and regulatory actions, also have influenced the direction of
capital financing. In sddition, the demand for capital will continue to grow
as facilities constructed in the 1950s and 1960s become outmoded and need
renovation and replacement. Therefore, the health care system will be
challenged continually to ensure access to capital financing if hospitals are
to meintain facilities and equipment necessary in the delivery of high quality

services,

The vast majority of hospital capital projects are used for modernization

projects needed to replace or renovate facilities; restructuring of
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outstanding debt; keeping facilities in compliance with life and safety codes;
and financing the purchase of sophisticated medical eguipment. These are
,legitimate and necessary projects that require capital and are necessary for
the continued delivery of high quality health care services--but add no new
beds to the existing health care delivery system. In fact, the total number
of staffed hospital beds declined nationwide by 2.2 percent from 999,614 in
March 1984 to 977,606 in March 1985.

It is ﬁot true, as some contend, that the growing use of tax-exempt financing
by hospitels has contributed to an increase in the construction of new
hospital beds, According to the AHA's 1983 Hospital Capital Finance Survey,
modernization projects consumed the'largest portion of hospital construction
activity, while only 21 percent was used for .new buildings, many of which were
used for replacment as opposed to expansion préjects.

Checks on Capital Expenditures

It is important to recognize that significant changes occurring in the heslth
care marketplace also have an impact on hospital capital expenditures. For
example, the recent enactment of the Medicare prospective pricing system helps
ensure that éapi'tal eth” are made only for necessary purposes.

The new Medicare system, which changed payments for operating costs to
hospitals from cost-based reimbursement to pricing based on diagnosis-related
groups (DRGs), along with other sharp payment restrictions by state
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governments and private payers, has changed hospital incentives. These
changes require institutions to be even more cautious in capital spending
because subsequent operating revenues are not guaranteed to support their

capital assets.

In addition, existing federal health planning authority and many state
regulatory agencies continue to monitor the need for major capital
expenditures by hospitals. Most states still require certificate-of-need
(CON) review to verify the need: for capital expenditures, including mejor
medical equipment purchases, and new institutional health services proposed by
hospitals. CON approval of projects also is taken into consideration by -
bankers and state bonding authorities in making decisions to approve or deny
tax-exempt financing for hospital projects.

IMPACT OF ELIMINATION OF TAX-EXEMPT BONDS

The elimination of tax-exempt bonds would force nonprofit hospitals to pursue
other financing srrangements such as taxable debt instruments, which are not
only more difficult to obtain but also are more costly than tax-exempt
instruments. As a result, hospital costs would increase and most hospitals
would ittnpt to pass all or some of the cost increases onto third-perty
payers, including govermment, and to patients. However, some, if not many
hospitals, particularly those providing substantial services to the poor and
facing incressed psyment constraints from various payers may be unable ;n-
unwilling to pay these additional costs.
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Moreover, under cur}ent th policies, Medicare and Medicaid include
payment to hospitals for certain capital costs associated with caring for
beneficiaries of these programs. Therefore, simfe Medicare and Medicaid are
obligated to absorb such additional costs, some of the revenues that would be
gained by the federal government through the proposed tax policy change would
be somewhat offset by higher payments to providers.

Increased Costs -

Estimates of ;nctly how much costs would increase in a taxable market vary
greatly, depending upon assumptions related to interest rates and the value of
bonds issued. For example, if tax-exempt bonds issued in 1984 had been issued
in taxable markets, increased costs could have varied Eru- as much as $160
million to over $300 million. The lower esti‘nte presumes an interest rate
differential of 163 basis points, which is the difference in 1984 between the
average Morrill Lynch tax-exempt hospital bond rate of 10.65 and the avérago
Standard and Poor's corporate bond index of 12.28. However, many bond market
experts believe that hospital bonds would carry higher interest rates than the
Standard and Poor's index because of lower credit ratings they would receive
in the taxable market.

Moreover, the amount of additional interest hospitals would have to pay in the

taxable credit market would accumulate in future years if taxable bonds were

issued to fund the substantial capital requirements of hospitals.
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Overall Capital Needs

Many forecasters have predicted hospital capital needs for the 1980s well in
excess of $100 billion. These substantial capital requirements and shortfalls
in available funding sisggest that capital may weil be the most critical issue
facing the hospital field today.

Much current hospital capacity was built during the 1950s and 1960s and is
entering the stage at which msjor rmvétion or replacement is needed. As
previously stated, modernization projects continue to consumse the lsrgest
portion of hospital construction aciivlty. However, other factors affecting
hospitsl cspitsl needs also must be considered in light of tax policy. These
include the aging of the population and increased health needs over a longer
life-spsn, and population shifts, such as moves to sun belt states which

create grester burdens on some facilities.

Access in Taxable Market

There are serious questions about nonp;‘ofit hospital accessibility to the
taxable bond merket. It is important to recognize that the corporate bond
market is very different from the tax-exempt bond market because the investors
are different. The major purchasers of bonds in the taxable market are large
institutions while the major purchasers of bonds in the thx-exempt market are
individuals. A clesr danger is that institutional investors will not respond
positively to bonds that are sold by charitable organizations such as
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nonprofit hospitals because such institutions tend to have low operating
margins resulting from public and private sector payer constraints, as well as
charity care obligations. Moreover, hospital bond issues are comparatively
small and may be overshadowed by larger corporate issues.

In addition, hospitals are not likely to receive credit ratings in the taxable
market as high as those received in the tax-exempt merket. Because of higher
interest rates in the taxable .rket', hospitals' projected debt coverage could

be lower, resulting in lower credit ratings.

Under the President's proposal, nonprofit hospitals would have to compete for
capital with organizations whose primery goal is stockholder profit--or- )
ganizations that would reflect healthier financial performence and receive
better credit ratings. For exsmple, some hospitals with large endowments,
hospitals that sre highly liquid, and/or those that have large proportious of -
privately insured patients snd minimsl Mediceid and free-care obligations
potentially could receive adequate credit ratings and qualify for competitive
interest rates. However, the bulk of nonprofit hospitals, on which large
numbers of the poor and near-poor rely for care, éither would not be able to
achieve ratings on the bond market or would receive unfavorable credit
ratings--ratings that would permit issuance of bonds oniy at prohibitive-
interest rates. Such institutions include rural hospitsls and inner-city
hospitals that often are the sole providers of health care services in their.

commmities.
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PUBLIC PURPOSE

The AHA strongly believes that nongovermental, nonprofit hospitals serve a
vital pui:lic purpose in providing high quality health care services to
commmities. The vast majority of hospitals in this nation provide essential
and highly complex services, often at no charge to the poor and medically
indigent. In 1983, commmity hospitals provided $7.8 billion in uncompensated
care. Bad debt and charity care as a percent of gross patient revenue
constituted 5.4 percent of such revenue in 1983 and have increased each year
over the past four years. In addition, hospitals se‘rve society through their
educational and research activities, and play s vital role in volunteer

activities and the exercise of commmity values, moral and ethical.

The President's proposal would allow bonds used by governmental entities such
8s public hospitals ta retain their tax-exempt status unless more than 1
percent of th; proceeds would be used directly or indirectly by any person
other than a state or local government. However, the plan does not
specifically define how this rule would be applied, and the AHA is concerned
that too strict an application might jeopardize tax-exempt financing for
public hospitals.

Moreover, the AHA believes that nongovermmental, nonprofit hospitals--1ike
their public hospital counterparts--unquestionably serve s public purpose. In
fact, there are many commnities in which public hospitals do not exist,“and

nongovernmental, nonprofit institutions are the sole providers of vital health
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care services. The financial status of such hospitals, which is the key to
_their survival, is a proper concern of public .iicymakers and a principle of
government's commitment to the health cai2 system.

While nonprofit hospitals that are financially healthy may be able to use debt
financing options other than tax-exempt bonds, financially weak hospitals
generally are unable to use those alternatives and might be denied access to
capital if tax-exempt financing were not available. Such hospitals typically
provide substantial amounts of chariéy care or serve high proportions of
Medicare and Medicaid beneficiaries and low-income patients. They usually are
small and located in rural, isolated areas, or are large hospitals located in
inner cities. As a matter of public policy, Congress should not penslize

these institutions which are most comitted to serving the elderly and poor.
REDUCED FLEXIBILITY IN THE USE OF TAX~EXEMPT BONDS

The President's proposal contains provisions thst would eliminate advance
re-fundings and severely >linit arbitrage for tax-exempt bonds. Through these
me;)mnisuus hospitals have been able to achieve substantial savings and needed
flexibility in menaging their capital portfolios. The proposed restrictions
on these mechanisms would limit the ability of nongovermmental, nonprofit
hospitals, as well as public hospitals, to manage their capital effectively.
This translates into a higher cost of capital for the hospital, and results in
higher-cost health care services for the commmity served by the hospital, as

well as increased costs to the major purchasers of hospital care, including

the federal govermment.




[

270

Equally, if not more important, restrictions on re-fundings and arbitrage
would prevent many hospitals from responding to rapidly changing health care
needs in their commmities by preventing them from excercising cost-effective

capital menagement techniques.

Advance Re-funding

The increased compegitiveness Bf capi¥a2l merkets and changes in the health
care» delivery system have caused many hospitals to restructure their long-term
debt portfolios. Hospitals increasingly must msnage their debt on an ongoing
basis. However, most hospital bonds have provisions thst do not allow
retirement prior to msturity until about ten years after the originsl -
issuance. Consequently, many hospitals have bonds only a few years old that
have unusually high interest rates and/or bond covenants that restrict them
from achieving more cost-effective long-term debt minagement. As a result,

hospitals have used advanced re-fundings to restructure debt and reduce costs.

Advance re-funding allows hospitals to establish a secured escrow account with
re-funding bonds to repay debt service on s prior issue. In this msnner, if
interest rates drop, hospitals can take advantage of the lower interest rates
made available tirough re-funding bonds, and--since repayment of the prior
issue is secured--free themselves from overly restrictive bond convenants of a
prior issue. Thus, through advance re-funding, hospitals can reduce debt

service, improve cash flow, and increase financial flexibility.
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Arbitrage ) :

Arbitx:age also is used by hospitals in the management of debt portfolios.
This mechanism already is restricted under current law and is not used by
hospitals to earn significant revenues that are directed toward non-
tax-exempt purposes. When employed, arbitrage helps reduce debt service at
critical points in the funding or re-funding of a bond issue. Again, this .

allows hospitals to provide more services to their commmities at lower cost.
For example, the use of arbitrage during the temporary period when ‘
construction is underwsy can significantly lower debt service during the
period prior to use of a new facility. Also, allowing as "permissable
arbitrage" accommodation for administrative expenses in the yield calculations
of a bond refinancing makes it financislly feasible for a hospital to reduce
debt service costs and increase flexibility at critical tiuwes.

IMPACT OF REDUCED CHARIiTABLE GIVING i
While charitable contributions have decreased substantially as a soulrc:of
construction funding for nonprofit hospitals, the amount of philqnthfcpy
received by hospitals is substantial. In 1984, it is estimated ;_hat the
health and hospital field received $10.4 billion in charitable contributions
or 14,0 percent of total philanthropic gifts nationwide--almost 90 percent of
which were given by individuals. Among recipients of charitable
contributions, the health and hospital category ranks second behind religious

organizations, followed by the educational field.
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The AHA is opposed to the provision contained in the President's tax reform
plan which would repesl the charitable deduction for non-itemizers. It not
only threstens to reduce the proportion of giving by individuals to charitable
organizations but is inconsisteéht with the President's often-stated policy of
encouraging private giving by individuals and. corporations to help finance
social, educational, and health programs, partfcularly those that have
suffered substantial reductions in federal support. Private philanthropy
supports activiéies that are merited and in the public interest. Moreover, it
reflects and £osters' a highly désirable attitude by individusls toward the
needs- of their commmities.

CONCLUSION

The nation's nonprofit hospitals as well as their access to cnpime been
firmly supported both by public policy and private giving. The President's
proposal for comprehensive tax reform contradicts this historical cowssitment
and fails to recognizaz the practical realities of both the current health cere
marketplace and the problems confronting nonprofit hospitals in taxable

corporate debt markets. . -

Over the past few years we have witnessed dramatic changes in the health care
marketplace. The en;;ctment of the i:rospective pricing system in 1983
precipitated the mo;;. 'révolutionary changes in health care financing since the
creation of the Medicare program. Given these dramatic changes, the full
impact of which is still largely unknown, it would be shortsighted to make
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further fundamental changes to the system--such as eliminating the principal
source of capital financing for nonprofit hospitals--during this period of
adjustment.

Neither the federa; government nor the public would be well served by
hindering the ability of nomprofit hospitals to maintain and upgrade their
facilities adequately so that access to quality health care may be ensured.
The revenues reslized by the federal government by the elimination of
tax-exempt bonds for nonprofit hospitals would be insignificant in comparison
to; gha eg;ts that inevitably would result from failure to meintain the
Mtion's ho&iul infrastructure.’

The need for capital over the next decade is one of the most crucial issues
facing hospitals. With the declining role of philanthropy and government
grants in financing hospital capital needs, and the limited opportunities to
generate capital through patient smice's. tax-exempt bonds have become ghe
wost cost-éffective method of capital financing. .

Most importantly, the nongovermmental, nonprofit hospital sector, which meets
s mjority of this nation's hospital care needs, is mede up of institutions
.+ serving a public purpose in their commmities. Thus, facilitating access to
tax-exempt financing is an appropriate and positive tax policy in the p;:blic

interest.

’

T
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The CHAIRMAN. Mr. Owen, do proprietary hospitals” serve a
public purpose?

Mr. OweN. Yes, they do. They serve the public purpose and in
many cases they do a very good job. However, their purpose is also
to serve their stockholder, and we don’t see too many investor-
owned Lospitals moving into inner-city areas where there ie a poor
and needy population. ‘

The CHAIRMAN. If they serve a public purpose, should they have
access to tax-exemft bonding?

Mr. OweN. No, I don’t think so, because they have access to the
capital market through stocks and through that capital approach,
they have it much better—it is not even a fair competition, because
the nonprofit is borrowing dollar for dollar, where the investor-
owned, for each dollar of equity that they build, they have more
borrowing power. So they have an opportunity to borrow larger
sums of money and obtain more capital than the nonprofit does.

The CHAIRMAN. In that case, a8 we move toward privatizing
other public services and allow profitmaking companies to collect
garbage or move fregght or do things that public entities used to do,
should they be denied access, then, to tax-exempt markets?

Mr. OweN. Well, again I would go back to the hospital side,
which I know better. There are investor-owned hospitals that
manage municipal and tax-exempts, and I would see that as the
same approach as a company coming in to manage garbage, or a
prison, as the case might be. I don’t see any difference there; but
that is different than issuing those. There the governmental agency
or the nonprofit agency—: - -

The CHAIRMAN. But now we are coming close. When they come
in to manage the hospital, should they as ﬁart of that management
be able to issue tax-exempt bonds for that hospital?

Mr. OweN. I would say my personal eﬁinion would be no, that
that is the job of the people who own that hospital and not the
manage: either of a public or a nongghoﬁt organization that is the '
controlling body of the institution. They are contracting with a
company to provide the private management, not the financing.

The CHAIRMAN. Mr. Anderson, let me move back to this issue of
industrial development bonds, which is one you are familiar with.
Are any jobs created that would not otherwise be created because
of industrial development bonds?

Mr. ANDERSON. some small operations I would respond the
same way Mr. Rutherford did. Of the let's say 300 million dollars’
worth of revenue bonds that we have had go through our port au-

thority to private investors, I would say 95 percent of them are

oing to be built whether or not they use industrial revenue bonds.
e Crown Zellerbachs, Weyerhousers, Reynolds Aluminums, and
others who have come in and used those kinds of bonds are getting
the cheapest money in town. , \
The CHAIRMAN. Well, you can all very clearly see the &'oblem we'
are toying with. Frankly, I think hospitals are going to be all righ

function. I talked with you before, Lloyd, about wharves, and
docks, and sirports, and what not. Clearly it is a public function.
And if education isn’t a public function, I don’t know what is. If
that isn’t serving at least a public purpose, then nothing serves a

.
p Sennp—

- and T'think Mr. Diirig’s disposal of solid waste is clearly a public
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public purpose. The fact that it may be provided by my college
which was Willamette and probably belongs to your association,
Ms. Hayes, or not would not make much difference in terms of edu-
cation; it is education and the public is saved money by our doing
it. And the Government has $200 billion deficits. I am trying to
figure out how to harmonize them.

I don’t have any other questions, but I appreciate it very much.
Thank you.

[Whereupon, at 11:05 a.m., the hearing was concluded.]

[By direction of the chairman the following communications were
made a part of the hearing record:]

e —~ —
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MR. CHAIRMAN, I VERY MUCH APPRECIATE THE OPPORTUNITY TO
SUBMIT TESTIMONY TO YOUR COMMITTEE AS IT INVESTIGATES THE IMPACT
OF THE PRESIDENT'S TAX REFORM PROPOSALS, PARTICULARLY, TAX-EXEMPT
BONDS, ON STATE AND LOCAL GOVERNMENTS.

MR. CHAIRMAN, MY PURPOSE IS NOT TO MAKE SPECIFIC
RECOMMENDATIONS REGARDING TAX-EXEMPT BONDS AND FINANCING BUT TO
HIGHLIGHT THE MANY CONCERNS OF LOCAL GOVERNMENTS IN CALIFORNIA
AND OF THE S8TATE GOVERNMENT. IT I8 MY HOPE THAT THIS INFORMATION
WILL BE HELPFUL TO YOU AND THE COMMITTEE A8 YOU éONTINUE YOUR
EFPORTS FOR REVENUE NEUTRAL TAX-REFORM.

BUT FIRST, LET ME SAY THAT WHILE I APPRECIATE THE NEED TO
BRING GREATER FAIRNESS TO OUR TAX SYSTEM, WHICH HAS LAUNCHED TﬁE
EFFORT FOR TAX-REFORM, SIGNIFICANT FURTHER DEFICIT REDUCTION I8 A
FAR MORE URGENT PRIORITY THAN TAX~-REFORM. WITH BUDGET DEFICITS
EXPECTED TO INCREASE, DESPITE THIS YEAR'S REDUCTION EFFORTS, BY
$500 BILLION OVER THE NEXT THREE YEARS, THE SAVINGS GENERATED BY
THE ADMINISTRATION'S TAX PLAN TO REPEAL THE TAX-EXEMPT STATUS OF
STATE AND LOCAL BONDS WILL NOT COVER THE INTEREST ON THIS
FRIGHTENINGLY GROWING DEBT. UNTIL REAL DEFICIT-REDUCTION IS
ACHIEVED, WE FACE THE GRAVE DANGER OF RE-IGNITING INTEREST RATES
AND INFLATION, WE MUST NOT SHIFT OUR FOCUS AND PRIORITIES TO
TAX-REFORM.
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WE HAVE NOT COMPLETED THE ALL~IMPORTANT TASK OF DBFICIT
REDUCTION. WE DARE NOT DELUDE OURSELVES THAT WE HAVE. NOR CAN
WE AFFORD TO ALLOW OURSELVES TO BE DIVERTED FROM THAT TASK. ALL
THE TAX REFORM PROPOSALS OFFERED THIS YEAR HAVE PROPOSED TO BE
REVENUE-NEUTRAL ~- MAKING EACH IRRELEVANT TO DEPICIT REDUCTION.

MR. CHAIRMAN, ONLY WHEN WE HAVE ACHIEVED REAL DEFICIT
REDUCTION CAN WE TURN OUR ATTENTION TO THE SBYERAL REVENUE-~
NEUTRAL TAX REFORM PACKAGES WHICH HAVE BEEN OFFERED THIS YEAR IN
' THE NAME OF GREATER PAIRNESS TO TAXPAYERS. AND THEN, EVEN A8
CONGRESS PURSUES TAX EQUITY, IT MUST GIVE THE MOST CAREFUL
CONSIDERATION TO THE IMPACT THAT ANY PROPOSED REFORM WILL HAVE ON
THE ABILITY OF THE VARIOUS STATE AN6 LOCAL GOVERNMENTS THROUGHOUT
THIS COUNTRY TO MEET THEIR NEEDS AND RBSPONBIBILITIB%.‘

ok

WE MUST BE CAREPUL THAT OUR WELL-INTENDED "REFORMS" DO NOT
UNJUSTLY IMPAIR THE ABILITY OF STATE AND LOCAL GOVERNMENTS TO
MEET THEIR RESPONSIBILITIES. - AS A PORMER MAYOR, I KNOW
PIRST-HAND THE VITAL IMPORTANCE OF TAX-EXEMPT BONDS TO FINANCE
THE ESSENTIAL CAPITAL INPROVEMENT PROGRAMS OF LOCAL GOVERNMENTS,
PARTICULARLY IN THIS ERA OF NEW PEDERALISM AND REDUCED PEDERAL
GRANT PROGRAMS FOR THAT PURPOSE. ’
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AS NEW FEDERALISM CONTINUES TO EVOLVE AND STATE AND LOCAL
GOVéRNHBNTS SHOULDER GREATER RESPONSIBILITIES AND COSTS, CONGRESS
SHOULD NOT ELIMINATE THE VERY TOOLS THAT OUR LOCAL GOVERNMENTS
AND STATES HAVE RELIED UPON TO FINANCE NOT THEIR NEW, BUT THEIR
TRADITIONAL RESPONSIBILITIES -- PARTICULARLY WHEN OTHER
CONGRESSIONAL ACTIONS THREATEN TO SIGNIFICANTLY INCREASE STATE
AND LOCAL BUDGETS FOR BOTH OPERATING AND CAPITAL PROGRAMS.

IF I MAY FOR A MOMENT, I WOULD LIKE TO DRAW THE COMMITTEE'S
ATTENTION TO A SUMMARY OF BUDGET REDUCTIONE AND HANDATPS THAT MAY
POTENTIALLY EFFECT STATE AND LOCAL GOVERNMENTS. OUR EFFORTS FOR
DEFICIT REDUCTION HAVE RESULTED IN THE LOSS OF GENERAL REVENUE
SHARING.MAND REDUCTIONS IN MANY OTHER CITY PROGRAMS. THE SUPREME
COURT HAS RULED THAT STATE AND LOCAL GOVERNMENTS MUST COMPLY WITH
THE FATR LABOR STANDARDS ACT (FLSA). CONGRESS 15 CONSIDERING
MANDATING MEDICARE AND SOCIAL SECURITY FOR STATE AND LOCAL
GOVERNMENTS. ADDITIONALLY, TAX REFORM PROPOSALS WOULD RESTRICT
MANY BONDING AND FINANCING TOOLS USED BY THESE GOVERNMENTS WHILE
AT THE SAME TIME ELIMINATING DEDUCTIBILITY OF STATE AND LOCAL
TAXES.
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THE TOTAL EFFECT OF ALL THESE CHANGES CAN BE DEVASTATING TO
ANY LOCAL GOVERNMENT. A RECENT STUDY BY THE CITY OF LOS ANGELES
INDICATES THAT REVENUE SHARING AND LOCAL PROGRAM REDUCTIONS WILL
COST MORE THAN $65 MILLION, FLSA WILL COST $70 MILLION, MEDICARE
AND SOCIAL SECURITY COVERAGE $20 MILLION, TAX-EXEMPT BOND CHANGES
$60 MILLION, AND ADVANCED REFUNDING $15 MILLION. THE TOTAL COST
OF ALL THESE CHANGES IS A STAGGERING $275 MILLION ANNUAL
INCSREASE TO THE CITY'S COMBINED OPERATING AND CAPITAL BUDGET.
IN ADDITION, THE LOSS OF THE DEDUCTION OF STATE AND LOCAL TAXES
COULD., TAKE $129 MILLION OUT OF THE LOS ANGELES ECONOMY.

MORE SERIOUS BY FAR, THE JOINT ECONOMIC COMMITTEE RECENTLY -
IDENTIFIED CAPITAL FINANCING NEEDS NATION-WIDE OF $1.1 TRILLION
THROUGH THE YEAR 2000, OR $73 BILLION ANNUALLY FOR THE EXTENSION
AND RENEWAL OF AMERICA'S VITAL INFRASTRUCTURE. THE BOND
PROVISIONQ IN THE ADMINISTRATION'S TAX BILL WOULD SERIOUSLY
THREATEN THE ABILITY OF STATE AND LOCAL GOVERNMENTS TO GENERATE
THE NEEDED CAPITAL INVESTMENT AND ALMOST SURELY PREVENT ESSENTIAL
INFRASTRUCTURE EXPENDITURES.

THE SIGNIFICANT TOOLS THAT CALIFORNIA LOCALITIES RELY UPON
INCLUDE: INDUSTRIAL DEVELOPMENT BONDS, TAX INCREMENT OR TAX
ALLOCATION BONDS, REVENUE BONDS, AND ADVANCED REFUNDING.

wy
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I AM NOT ADVOCATING ANY PARTICULAR TAX~EXEMPT BOND MECHANISM
‘OVER ANOTHER., MY INTENT SIMPLY IS TO PROVIDE A PERSPECTIVE OF
THE IMPORTANCE OF THESE ﬁbNICIPAL FINANCING MECHANISMS TO THE
CAPITAL AND INFRASTRUCTURE NEEDS OF OUR STATE AND LOCAL
GOVERNMENTS. FURTHER, I BELIEVE THAT TAX REFORM CHANGES-CANNOT
BE VIEWED iNDBPENDBNTLY‘OP OTHER RECENT CONGRESSIONAL AND
JUDICIAL ACTIONS WHICH ARE IMPACTING STATE AND LOCAL GOVERNMENTS.

MR. CHAIRMAN, THE TASK OF TAX REFORM IS DIFFICULT,
PARTICULARLY WHEN THE PROJECTED FISCAL IMPACTS ARE SUBJECT TO
DEBATE. A REPORT BY THE UNITED STATES CONFERENCE OF MAYOKRS
PROJECTS THAT THP LOSS OF TAX-EXEMPT BONDS WILL INCREASE THE
TOTAL CAPITAL.COSTS FOR LOCAL GOVERNMENTS BY 50-1008;

HOWEVER, ESTIMATES OF THE FEDERAL REVENUE TO BE GAINED BY
ELIMINATING TAX-EXEMPT BONDS VARY GREATLY. THE TREASURY
DEPARTMENT ESTIMATES $13 BILLION GENERATED OVER THE NEXT FIVE
YEARS, WHILE A COOPERS AND LYBRAND STUDY CONCLUDES THAT ONLY $2
BILLION WILL BE GENERATED. '

IT 18 CLEAR THAT S8TATE AND LOCAL GOVERNMENTS SHOULD AND WILL
BEAR THEIR FAIR SHARE OF THE BURDEN. HOWEVER, IT I8 ALSO CLEAR
THAT THE IMPACT OF DEFICIT-REDUCTION, TAX REFORM, FLSA, AND
MEDICARE CHANGES FAR EXCEED THE LOCAL GOVERNMENT FAIR SHARE,
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Tax-Exempt Finanoing is Critiosl to Rurxing Somes
for Capdtal Formation and Mesting Long Yerm Health Care Needs

The imerican Health Care Association, representing more than 8,000 proprietary
and nonproprietary nursing hoses throughout the United States, is pleased to
present its views on the impact of tax reform proposals on tax exeapt bonds
to the Senate FPinance Committse. We believe tax-exempt bond financing must
be retained if the long term heslth care needs of this nation’s elderly and
Anfirmed are to be met. Tbe demand for long ters osre services already exceeds
the supply of nursing home beds and demographic trends indiocate this demand
will increase significantly in the future. Tax- exeapt bond finanoing is not
only oritical to developing the required oaziul resources to mest the nation's
groving long term health oare needs but will inherently oodtain capital financing
ccats and thus control public program expenditures under Medicare and Medicaid.
Ve believe private tax-sxempt entity bond financing and small issue industpial
development bonds should de retained for nursing homes and other public purpose
health care providers. :

Tha Reed for Eursing Howe Servioss: Current. saad Fature

Nursing homes shculder a heavy publio responsibility by providing health
care and housing services to our nation's frail elderly and disabled. There
are approximately 13,300 nursing homes certified under Nedicare of Medicaid
providing more than 1.3 miliion skilled or intermediate care bads to the neediaat
and most vulneradle of populations.

Residents of nursing homes require a wide variety of sedical and sooial
services. All require health care treatment, ranging froa complex to routine.
A recent epidemiologioal etudy done by Johns Hopkins University and Medical
Sohool indicates that upwards of 60-~T0 percent of all patients residing in nursing
homes may be viotims of the tragio Alsheimer's Disease or other related disorders.
Eighteen percent of patients have ambulatory problems, Iventy-two percent of
patients require full assistance in eating. Forty-eight percent are incontinent.

In most communitiea throughout the country, the nation's approximately
20,000 nursing homes serve a purpose .beyond providing oare for the dependent
elderly and chronically ill. The nursing home ind y is labor 1 ve and
provides extensive employment opportunities. Every 100 nuraing home beds currently
oreate the need for 63 full-time equivalent smployeas. About 750,000 new Jobs
will bs created if the projected bed necds are met by the year 2000.

These new jobs oreate opportunities for employess and the community. New
employees beoows & productive and skilled labor resource in the comsunity capable
of meeting future gerontological and health care service needs of the growing
number of elderly. The wage and facility.tax base becowes a productive and
economio asset to not only state and local government, bdut the federal goverrment
as well. Rach new facility can be expected to generate thousands of dollars
annually in additional tax revenues from, income, payroll, sales, excise, and
other state, federal or looally imposed taxes. And nursing homes are a economio
resource for the community as a principal purcheser of goods and servioes.
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There is #n extremely high level of dependency on public assistance programs to
help pay for nursing home services. More than 2 out every 3 resident of nursing
homes are on Medicald. Medioaid is by far the single large public payor for mraing
home services. Approximately A5 percent of all nursing home expenditures are fi-
nanced with Medicaid program assistance, approximately 2 percent from Mediosre and
another X percent from other federal programs such as the Veterans Adsinistration.

During the next two decades, a profound change will occur in the makeup
of the U.S, that will significantly increase the need for long term oare services.
By the year 2000, 13.1 percent of American citizens will be over 65. Six-and-
one-half percant will be over 75. Alone, these statistics may not seem signifi-
oant. However, what 1s significant are projections showing that in a mere 15
yoars the 75-8% age group will inorease from 7.7 to 12.2 million, while the
85 and over population will more than double == from 2.2 to 5.1 million (ses
oxhibits I and IXI). It is antioipated that 1 out of § individuals over age
75 will need nursing home care. -

Statistics alsc show that the rate of nursing home use increases dramatically
with age: for individuals over 85, the utilisation rate if 23 percent; for
the 75-8% age group, the rate is six percent; for the 65-7H population, utilization
is tio percent (see exhibit III). These rates are closely tiad to the fact
that older seniors are prone to chronic disabilities and therefore have greater
need for suppartive services. Trends shav and studies confirm that as the population
4ges, 'he need for long term care increases. Independent researchers have docmsented
that an additional 1.2 million nursing home beds will be needed by the year
2000 just to maintain the present age-specific level of service. In practical
terws, a 120-bed nursing home would nee¢d to open each day through 2000 just
to meet the projected demand for care (see exhibit IV).

Using a cost dbase of 325,000 per bed and an annual inflation rate of 6
peroent, a $60 billion capital investment would be needed to maintain current
sorvice capacity. Because more than 70 percent of all nursing homes are at
least 20-years 4, the price tag would, in fact, be significantly higher --
due to renovation ocosts.

At the same time that the number of dependent elderly is increasing, the
ratio of nursing homs beds to aged population is decreasing. The primary reasons
for the lack of growth in bed surply are twofold: :

° inadequate Medf{oare and Medicsid reimbursement levels make capital
invesntment unattraotive, and

[ artificianl conatraints have been placed on bed supply through health
planning restriotions and certificate of need (CON) moratoriums.

Nursing homes cirrently are having difficulty attracting private capital
investment, Several svates, under the preasure of bdudgetary shortfalls, have
constrained Medicaid reimburassment, imposed building moratoriums, and oreated
a fiscal climate that raises apprehension in the investment community over ocapital
funding for nuraing homes. When available, investment capital is usually at
more expensive financing rates because of risk premiums assooiated with nursing
home investments. Federal policies must respond to these constraints if the

2
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elderly are to have access to'services,

lse_of Tax-Rxasoi Finsncing by the Nursing Hcse Induatry

On May 29, 1985, President Reagan released his proposals for major federal
tax reform. As part of this tax reform, interest on obligations iasued dy a
state of looal government would be taxable if more than one percent of the procseds
were used directly or indireotly by any person other than a stats or looal govern-
nn(éb__'nn President's proposal would eliminate the federal tax exesption for
all “private purpose” or non-governmental uses of such obligations, effective
for obligations iasued on or after January 1, 1986, Thus, the proposal effectively
eliminates tax exempt bond finanoing for all non~governmental usage.

To make tax-exempt finanoing even more unattractive, and ~-as & corollary-~
to elininate non-governmental tax-exeampt financing, the Administration's tax
package also includes proposals to deny a favorable interest deduction for banks,
thrifts, and other finapcial inatitutions carrying tax-exempt obligations, -
Currently, these institutions receive an 80 percent deduction for interest expense
incurred to carry or purchase tax-exempt obligations. This deduotion is a aigni-
ficant incentive for financial inatitutioms to carry tax-exsapt obligations.
The Admimiotration’s proposal will eliminate this interest deduction for finanoiel
institutions acquiring tax-exempt obligations after December 31, 1905.

Elimination of tax-exempt bond financing for privats purpose use will bave
& particularly serious impact on nursing homea. - Tax-exempt bond financing
bas become the majar source of capital financing for nureing homes. Suoh finsncing
obligations huve reduced the effective overall cost of capital on borrowed funds,
bas made capital formation more posaidle ard has helped oontrol prograa expenditure
levels for publio health care programs like Medicare and Nedicaid, If tax-exempt
finaneing mechanisms are no longer available for nursing homes, the sources
of capital will become more competitive, the cost of ngd.m is likely to increane,
thus adding greater cost to pudblic health care programs like Medicare and Medicaid,
and the ability tu weet nursing aome bed requirements for the future will becoas
highly uncertain.

Nursing homes primarily use two types of tax-exempt financing obligations
to pay for the cost of capital financing for new oonstruction, renovation, and
oxpansion to meet community long term care needa:

1. private tax-exempt entity bonds, and
2. swall iseue industrial development bonds,

The form of tax-exempt bond financing used heavily by noneprofit health
care organizations is the private purpose tax-exempt entity obligation. These
private tax-exempt entity bonds are obligations of organjzations having tax-exempt
status under Internal Revenue Code Section 501(e)(3). Approximately $11 billion
of the almost $12 billion face value of tax-exempt entity bond financing iasued
in 1983 were for private non-profit hospitals and nuraing Lomes.
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The other form of tax-exempt obligations scheduled to be eliminated in
January 1986 under the President's tax reforam that will-affect nursing homes
are small issue industrial development bonds (IDBs). Ssall isaue IDBs, which
are primarily used by proprietary nursing bomes, vers also ourtailed severely
by the 1984 Tax Reform Act with per capita and per user limitations. Soall
issue IDBs presently are scheduled for elimination on December 31, 1986.

A recent Treasury Department announcement will accelerate this timetable
to December 31, 1985, for obligations secured by letters 4f credit issued by
banks whose deposits are insured by the Federal Depoait Insurance Corporation
(FDIC). Smsll isasue IDBs have been the primary source of capital finanoing
for proprietary nursing homes during the past several years. The face volume
of small issue IDBs issued in 1983 vas approximately $15 billion. About $1.6
billion of this amount was for medical and health entities such as nursing homes.

The federal government directly benefits from the use Of tax-exempt financing
by nursing bomes. The resultant reduotion in nursing home capi tal finanoing
costs in conjunotion with the restrictions on use of accelerated depreciation
result in lower operating costs, thus inoresssd net operating income and greater
treasury tsx revenues. In addition, Medicare and Medicaid pay less
lover reimbursement levels for capital costs. An probably most important in
terms of fisoal savings, the potential to save signifioant of dollars in added
and inappropriate expenditures for patients backed-up in hospitals awaiting
nuraing home placement is directly proportional to the availability of nuraing
home beds, The General Accounting Office has estimated that Medicare and Medicald
annually pay for up to 9,2 million days of inpatient hospital care on behalf
of patients who only require a level of care that could appropriately be provided
in a nursing home. Sinoe these inappropriate costs are already built-in to
our acute care system, added costs are being inourred by both Medioare and Medioald,
and other third party payors, as well, for such inappropriate services. The
capacity of the nuraing home industry to expand and acocommodate the inappropriately
puo:d patients can significantly reduce overall expenditures on health care
services,

Raposmendation

ARCA urges the Congress to retain tax-exempt bond finanaing for nursing
homes and ocher sppropriate health care providers. Both tax-exempt entity bdonds
for noneprofit facilities and the small issue IDBs primarily used by proprietary
nursing homes should be retained under federal tax law. In addition, the current
Internal Revenue Code provision enacted undsr the 1984 Tax Refors Aot to elimimate
the use of small issue IDBs after Degember 31, 1986, should be deleted to allow
their continued use. B . -

As an plternative to petaining tax-exsmpt bond financing for nursing homes,
and other designated health care providers under the "small 1issue® provision,
a definition of "publie purpose® could be restructured ao as to inolude those
providers who partioipate in any federal or state aponsored publioc health care
or assistance program.

In addition, &8 a corollary recommendation, the current faverable tax treatment
afforded financial ipstitutions to carry public purpose tax-exeapt obligations
should also be potained to encourage their oontinued participation in ocarrying

" auoh obligations,
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The American Protestant Health Association (APHA) is
comprised ot 3U0 hospitals, agencies and nursing homes across
the country with 2000 personal members in in its division,
the College of Chaplains. The APHA has hospitals in 38
states, totalling 60,000 beds and its hospitals are located
in both rural communities and the inner cities. Although the
APHA hospitals are church related, they receive little or no
direct tinancial support trom the church. As an indivisible
part of their religious committment, the APHA hospitais serve
large proportions of Medicare, Medicaid and medicalily indigent
patients. In addition, all APHA hospitals are not-tor=-protit
entities and, accordingly, would be seriously attected by the
progolod repeal of the tax exemption for not-for-profit hospital
bonds.

Private not-tor-profit hospitals serve a long recognized
and vital tunction by providing quality health care to our come
munities. In fact, a large percentage of our nation's health
care is provided by such hospitals. In addition to the
quantity of health care provided by not~for-profit hospitals,
these institutions also provide greatly needed services such
as rehabilitation, outpatient and alcoholism and drug treatment.
Not-tor=-profit hospitals, including APHA hospitals, also
provide high quality health care services to a large proportion
ot Medicare, Medicaid and medically indigent patients.

In the past, not-for-profit hospitals relied on govern~
ment assistance for financing. For example, the Hill=Burton
program provided Federal grants, low interest ioans, and loan
guarantees for not~tor-profit hospitals. That program,
however, has been terminated. Although charitable contributions
also provided much needed tunding tor not=tor-protit entities,
such contributions have been dwindling. The Administration's
proposed elimination of the charitable deduction for those
who do not itemize will further erode such contributions.

The Medicare and Medicaid programs, which also provide reimbursement
for capital costs, are beiny revamped with potentially adverse
consequences on hospitals' capital expenditures. Thus, hospitals
are lett increasingly to rely on debt to finance their operations.

A large percentage ot that debt is tax~-exempt bonds.

While funds are decreasing, the costs Ot necessary capital
projects are increasing. Por instance, rapid technological
advances are increasing necessary equipment costs. In
addition, replacement, renovation and modernization construction
ot facilities built in the 1950's and 1960's is much more
costly than the original construction. Consequently, the
aggregate of changes in hospitals' revenue pictures are
threatening the tinancial stability of not=for=protit institutions.
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Significantly, hospitals have used and are using
capital obtained primarily to modernize and renovate old
facilities, to replace Medical equipment necessary to provide
high quality care and to refinance existing debt. The bulk
ot capital expenditures, thus, are used to maintain and modernize
facilities~--not to increase new hospital beds.

The elimination of the tax exemption for not-for=-profit
hospital bonds would have drastic consequences on such hospi-
tals. Indeed, hospitals with an insufficient credit ltandlng
would be precluded from the taxable bond market, Particularly
threatened would be hospitals least able to raise capital in
the taxable market, such as inner-«city hospitals and rural
hospitals in distressed areas and the hospitals that serve
large numbers ot Medicare, Medicaid and modtoallI indigent patients.
Even those hospitals that are currently financially sound and
able to raise capital in the taxable market would tace increased
debt service costs and eventually be foreclosed from raisin
necessary capital to ensure the continued provision of quality
medical services,

The result would be that with the passage of time,

hospitals would not be able to modernize, renovate or expand.

In addition, the hospitals would have to make due with less
at a time when their tinancial viability is further being
threatened by burgeoning uncompensated or charity care pressures.
Not only would the not-tor-protit tacilities suffer, but the
patients who 8o dearly rely upon the provision of health care
services would bear the brunt ot the elimination of taxe
exempt financing., Physical plants will deteriorate and some
patients will be deprived of up-to-date equipment and technology.
In addition, access to health care services for medically indigent
patients who are uninsured or underinsured would be curtailed.
Even now, the growing number of uninsured or underinsured

atients is beginning to piace great strain on certain hospitals
n light of the increasing pressures embodied in the PPS and
Medicaid reductions as well as in State, local and private
health insurance cutbacks. The repeal of tax exempt financing
turther would disrupt the hospital industry and result in the
deterioration ot high quality health care and in the sharp
reduction of medical care tor the medically indigent. It would
also be a major tactor in accelerating the conversion ot the
not=tor=protit hospitals to tor-profit status.

for these reasons, the APHA urges the Congress to
retain the tax-exemption tor not-tor-protit hospital bonds.
Continuation of this exemption would only marginally affect
Treasury's general revenues, while the elimination of such
financing may tend to increase costs to the Medicare program.
The APHA wishes to stress that it will continue to work with
the Congress and the Administration to devise a tax code
which will serve to reform the present system without jeopardizing
the financial stability of not-for-profit hospitals and the
availability and quality ot necessary and appropriate heaith
services, .
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STATEMENT
of the
AMERICAN PUBLIC PONER ASSOCIATION

on
Chapter 11 of The President's Tax Proposal's to
the Congress for Ea!men EEEE IE gi-ﬂ !c!!i
before the
Senate Committee on Finance

September 24, 1985

The Anerfcan Public Power Associatfon, the national service organization
representing asproximately 1,750 municipal and nther local publicly owned electric
power systems nationwide, submits the following statement on the impact of the
President’'s tax proposal on publfc power's use of tax exempt financing,

Although oublicly owned electric utilities serve about 13,4 percant of the
electric meters fn the United States, thoy are an important element in this Matfon's
pluralistic electric industry, They serve approximately 2,200 communities Yocated
in forty-nine states.

Public power 1s a traditional public purpose 1ssuer of tax exempt bonds,
Community owned eléctric utflity systems date back to the inception of central
statfon_electric service fn the early 1880's, and many pudblic cower groJoctl pradate
school , water and sewage service in thefr localities, Las. year, public power
systems accounted for approximately eleven percent of the total $101 bdit)fon of
long-term tax-exempt bond {ssues.

In recent years, many small public power systems hava joined together to form
';oint action agencies.® These agencies often are formed fn order to plan and build
efficiont size power plants to meet the projected needs of their members. Sometimes
the same end fs accomplished by buying a share of a plant owned by an investor owned
utility or a rural electric cooperative. Over the past decads, thirty-tw joint
action agencies have fssued tax-exempt bonds to finance electric power supply -
programs sarving over 700 communities in twenty-five states.

Under the guise of tax reform, the President's May 1985 tax proposals would
impose severa restrictions on the {ssuance of tax-exempt bonds by State and loca)
govormonu. While nominally aimed at abuses of nongovernmental use of tax-exempt
1nancing, the proposals are so indiscriminate that they represent a serfous threat
to a1) traditiona) government financing, including pudlic power, and would make such
financing more costly, Public power's oparations would be restricted and its
abi) ity to operate efficiontly and competitively would be weakened, resulting in
higher costs for consumers,

Five specific provisions of the President's tax proposals are particularly
inimfcal to the interests of public power:

1. Interest on obligatfons fssued by State and local governments would be
taxable {f more than one percent of the proceeds were used directly or
indirectly by any person other than a State or local government, This
change would severely restrict the flexidilfty of public power systems

<
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to construct or acquire economically scaled electric generating facilities
in advance of their need for the full output of such projects., Many of the
economically beneficial joint action agency projects of the past fifteen

years would have been hampored and made more costly had this proposal been
in effect.

2, Any facility operated under a management contract by a private party for a
term of more than one year would be mn?m. for tax-exempt financing.
This proposal would undermine many economically advantageous cooperative
venturas between publicly-owned electric systems and investor owned
utilities and rural electric cooperatives.

3. Arbitrage regulations would be tightened and, in general, arbitrage
earnings would have to be rebated to the U,S. Government, This proposal
would fncrease the amount of financing necessary for most projects and
would result in higher costs to consumers,

4, Al advance rtfundings of tax-exempt bond {ssuas would be prohibited, This
would reduce fssuers’ flexibility to restructure debt service and manage
capftal expenditures efficiently, Consumer costs would increase,

5. All governmental bomds would be subject to burdensome raporting
requirements, Fatlure to file would result in loss of tax exaomption,
Detailed reporting of this kind was first developed to allow monitoring and

. control of abuses {n the fssuance of private purpose industrial development
bonds. The attempt to impose such requirements on public purpose
w;-oxqrpt financing fs in no way related to the legitimate notion of "tax
reform,

In addition, public power fs concerned that 1f a tax simplification b111 s not
approved before the President's recommended enactment date of January 1, 1986, that
an{ changes be made only on a prospective basis and, also, that adequate transition
rules be included to protect the tax exempt status of projects already underway,

A more detatlad discussion of each of these points follows.

One-Percent Rule

Under the proposed "one-percent rule” the intearest on obligations {ssued by a
State or local 2ovcrvmnt would be taxable {f more than one percent of the proceeds
were used directly or fndirectly by any person othar*'than a State or Yoca!
govermment, Generally, use of a facility financed with the proceeds of tax-exempt
oblfgations would be considered to be use of the proceeds.

The one=percent 1imit 1s far too indiscriminate in 1ts effects. In a purported
attempt to eliminate the excessive use of tax-exempt financing by nongovernmental
parties, the proposal places new restrictions on traditional government financing
that will make such financing more costly, and 1n the case of public power, will
result in the loss of economic omcicnc{. Examples of economically desirable
arrangements that could be curtailed include lon‘-tom sales of capacity to investor
owned utilities and industrial customers, and sell-backs of power and energy by
publicly owned utilities when they purchase an ownership interest fn a generating
plant from a private party,
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Under current law, gub11c1y-ouncd el¥ttric power systems may issue tax-exempt
oblfgations to finance the construction of generation, transmissfon, end
distributfon facflities, or to purchase an ownership share of such facilities iIn
joint arrangements with nonexempt persons. Public power systems may also enter into
contractual arrangements whereby nonexempt parties agree to take or pay for a
portion of the output from a facility financed by the public system. Typically,
these private parties may be investor owed electric utilities, rural electric
cooperatives, or large industrial customers. Howsver, the portion of the output
that the public system may sell to nonexempt parties over the 1ife of the bond issue
1s 1imited to 25 percent.

The ability of a publicly owned utility to sel) some of the output of a plant
during its early years of operation allows the utility to provide for expected
growth of 1ts own needs in an efficient manner. For example, for a utility
estimating fts ?ouvr supply needs for 1995, prudent planning necessitates that it
construct facilities that will provide more than enough power for its system in 1986
or 1990. This type of planning is traditional in the electric utility industry, and
economically imperative for facilfties that have relatively long lead times,

Se1)ing excess capaciz{ that fs available during the early years of operation of a
new facility allows utilities to take advantage of the economies of scale inherent

in electric genaration and maximize the efficient use of the nation's electric
energy system,

The proposed one-percent limit {s arbitrary and 1gnores the basic economic and
technical realities of providing electric energy from publicly owned facilities,
Electric power plants take from five to twelve years to build and come into service
in retatively 1arge increments, While the demand for electric power {n a utilfty's
sarvice area may grow at an annual rate of 2 to 3 percent, ft {s generally
impractica) and fnefficient to add electric generating facilities at this rate.

This 1s not unique to the power industry, Any industry planning capacity
additions based on projections of future needs will construct larger facilities than
necessary for its immediate needs. Faced with excess capacity in the short-run,
prudent managers will try to minimize the amount of unused plant. In the electric
power industry managers do this by sol\inY the excess output in the early years.
This prevents resources from remaining 1dle and Jowers the cost of electric power to
811 consumers. The one-percent 1imit would virtually eliminate this practice for
publicly owned electric systems.

The Jacksonville (Florfda) Electric Authority provides an example of the
economic harm that the one-percent 1imit could cause, This publicly owned electric
utflity system participates in & joint venture with Florida Power & Light Company
known as the St. Johns River Power Project, This project consists of two 600
megawatt coal-fired electric gcnernting units., The joint venture with Florida Power
& Light Company on the St. Johns River Project would not have been feasible had the
one-parcent 1imit be in effect, The Jacksonville Electric Authority estimates that
1ts alternative of building one 600 megawatt coal fired unit with 100% JEA ownership
wgul: ha:o resulted in increased costs of approximately $1,5 billfon over the 1ife
of the plant,

The electric ratepayers of the small community of Braintree, Massachusetts
would now be raying an estimated additional $50,000 per year 1f the one-percent
1imit had applied to the financing of Braintree Electric Light Department's 90
megawatt combined-cycle elactric generator.
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The one-percent 1imit, as ft applies to public power, fs also contrary to the
proposals®s stated objective of eliminating anti-competitive and distortive effects
on the economy. Publicly owned elactric utilities provide the major source of
competition to the dominant, investor owned utilities in the electric power sector
of the economy. Publicly owned utilities provide an effective benchmark against
which to compare the performance of the much larger {nvestor owned systems, The
Pragident's tax proposals would not impose new restrictfons on fnvestor owned
utilities comparable to the one-percent 1limit,

Reducing the viability of publicly owned utility operations would reduce
competition n the industry and foster the distorting effects of monopoly power.
Such a result fs Intensified by other parts of the Prasident's tax proposals which
would appear to have the net effect of reducing the already strikingly small federal
tax bi1l of fnvestor owmaed electric utilities, and thareby enhance their economic
power,

The goal of tax reform would not be served by applying the one-parcent limit to
public power bonds and other traditional public purpose tax-exempt financing, In
the case of public power, the current 25 percent 1imit has proven sufficient to
p;o;on:‘:zgscs and at the same time allows the efficient construction and operation
of fac s,

L]
Prohibition on Long-Term Management Contracts

The proposal would not allow use of tax-exempt financing for facilities managed
under contract by a nongovernment person for more than one year. A contract entered
into by a municipal, or other publicly owned utflfty, with an fnvestor-owned utilfty
or othar private party for a term in excess of a year, and which provides for the
operation of jointly owned utility plant by the private party, would disqualify the
{nvastmont made to purchase that plant with tax-exempt financing.

T™is prohibition fgnores the fact that, 1n many fnstances, the {nvestor-owned
utility having a long-term contract to manage a jointlysowned project receives no
additiona) profit from operating the facility, but merely collects from the joint
owners their pro rata share of the actual costs of operation and maintenance. In
addition, an fnvestor-owned utility would refuse to make a sale of an ownership
interest in a generating unit 1f 1t meant giving up the right to operate and manage
that unit, particularly since in most fnstances, the fnvastor-owned utility is the
major owner of the unit,

Finally, very often municipalities and Joint agencies will not have the
oxpertise to operate, maintain, and manage the generating units in which they buy an
interest, The prohibition on long-term management contracts would frustrate the
abiVity of municipalities and joint agencies from supplying power in an efficient
manner and lead to the costly requirement of duplicating manpower and knowledge
already available and in place,

This proposed prohibition would severely hamper the joint owmership of electric
facilities, and increase costs to electric consumers. In fts application to
publfcly owned elactric utilities, this restriction bears no relation to the
professed goals of "fairness, growth, and simplicity.®
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Restriction on Arbitrage

Under current law, publicly owned utilities are permitted to take advantage of
arbitrage opportunities under specific, 1imited conditions. The revenues provided
by arbitrage are used to reduce the costs of constructing energy facilities and
thereby lower electric rates to consumers. The President's proposal would f{ncresse
the financing costs of publicly-owned power suppliers by restricting thefr abilfty
to earn legitimate arbitrage, [t would require the rebate to the Treasury of all
{nvestment income earned in excess of the average coupon on a particular bond issue,
with no allowance for the recovery of reasonable costs of 1ssuance.

There 18 no practical point in making arbitrage rules so restrictive that the
arbitrage earnings foregona simply result in larger sized bond issues at greater
cost., It makes no sense to {ncrease the volume, oxgcnsc and complexity of bond
{ssues when it 13 questionable whether there would be & net benefit to the Treasury.
In 1ts attempt to eliminate arbitrage abuses, the proposal would 6¢)iminate the
arbitrage earnings necessary for efficient {ssuances.

In addi%ion, the proposal ignores fundamental practicalities of financing
Yong-term construction projects efficiently. Conventfonal power plants can take
from 5§ to 12 years to build, and 1t 1s inhearently {nefficient and totally
unreasonably to--as tha :roposal would require-«"spend a significant part of bond
proceeds within one month® and "all bond proceeds within three years." Such a
restriction would mean that bond issues for a Yong-term construction project would
have to be issued on an almost monthly basis, This would be grossly inefficient and
fmpractical in the case of a simple homebuilder, let alone the multi-nillion dollar,
multi-year construction of a project as complex as an electric power plant,

Publicly owned utility financial managers would be Vimited fn exercising their
professional Judgment in the structuring and timing of bond sales. The efficient
si1ze of a partfcular bond issue depands on factors such as the total cost of &
project, the langth of construction time, current and expected interest rates
{ssuance costs for various volumes, and other factors. Public power financia
managers would be effectively precluded from considering these factors., Instead,
they would be tied to arbitrary and unrealistic criteria of spending a significant
amount of the proceeds over short time perfods that have no relation to the sfze and
construction schadules of projects.

Prohibition of Advance Refunding

The proposed prohibition »n advance refunding would severely restrict a
publfcly owned utility's abili.y to efficiently manage its debt--the way other
enterprises do-«to lower costs to consumers. The blanket prohibition of advance
refundings would 1imit an fssuar's ability to take advantage of lower interest
rates, to restructure debt service to match a changing revenue stream, or to
mitigate the effects of an ovcrlf restrictive bond fndenture. In short, 1t would
soriously fmpatr an {ssuer's abilfty to exarcise sound financifal management.

For oxanr!o. the Michigan Public Power Agoncg. a joint action agency of
eighteen publicly owned electric utflities in Michigan, anticipates that 1t will
s0on be able to advance refund obligations fssued to finance its 242 megawatt share
of the 652 megawatt Belle River No. 1 coal-fired, ooncratin, unit, The anticipated
refunding will result in an estimated $25.0 mil)fon saving for the agency end the
electric ratepayers in its member communities.
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Advance refundings do temporarily increase the volume of tax.exempt bonds
outstandfng, but they can also substantially contribute to an {ssuer's financial
soundness. The attempt to reducé the volume of tax-exempt bonds by eliminating
advance refunding undermines local government's right to issue tax-exempt bonds, and
the basic economic benefits they derive from them, Taking away a publicly owned
utility's ability to manage debt efficiently adds significantiy to financing costs
and strikes at the very heart of the right to use tax-exempt financing.

Reporting Requirements

The proposal would extend to all tax-exempt bonds the 108 reporting
requirements, Should fssuers fail to file reports, the bonds would lose their tax
exemption. This proposal would be both burdensome and unnecessary, A reporting
requirement designed to police the fssuance of private purpose fndustrial
davelopment bonds 1s totally inappropriate for public purpose obligations and s in
no way related to the stated goal of tax reform,

Prospective Application of Tax Code Changes

Based on statements of the Senate leadership, it {s unlikely that a tax
simplification bi11 wil) be enacted this year. At the same time, the President's
proposed changes, 1f ultimately enacted, would be retroactive to January 1, 1986,
In the interim, this could paralyze the capital markets because bond counse) will
not fssue."clean" opinfons. Therefore, 1f any changes are made 1n pudlic power's
use of tax exempt financing, APPA strongly urges the committee to apply them only
"2'" the date of enactment and protect the tax exempt status of projects already
underway,

Conclusion
The Amerfcan Public Power Association opposes the ahove described tax-exempt
bond provisions of the President's May 1985 tax reform proposais, They go well
beyond their stated goal of correcting abuses in the tax-axempt bond market, and
;:t:ck the Yegitimate rights of State and Vocal governments 2s issuers of tax-exempt
nds.

Taken together, these proposals would discourage efficiency in planning and
implementing power supply programs, discriminate against one segment of the electric
utility industry, reduce competition among power supp)iers, and pose the prospect of
higher electric rates throughout the country, All of this damage would be wreaked
?rn the pursuft of a disproportionately small, theoretical revenus gain for the u.S.

reasury. ;

The American N’Sl fc Power Association has lYong opposed the use of tax-exempt
industrial revenue bonds for the primary benefft of private, profit-making entities,
l:: wou:d support changes to existing law that would eliminate such use of tax-exempt

nancing,
L
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Mr. Chairman and Hembe:a of the Committee:

The Association of Local Housing Pinance Agencies (ALHFA)
appreciutes this opportunity to present its views regarding the
impact of tax reform on tax-exempt housing bonds.

ALHPA, which represents over 100 city and county agencies
which issue tax-exempt bonds to promote affordable housing, was
formed three years ago to provide local issuers the opportunity
to share with each other and with Members of Congress the nature
and variety of programs developed at the local level to meet the
housing needs of our lower income citizens.

At the onset, ALHFA urges this 09mm1ttoo and the Congress to
reject the President's proposals to eliminate tha tax-exempt
status of bonds for single family homeownership and multifamily
rental housing.

Local government's ability to provide direct subsidies for
housing those lower income people most m need has beon
effectively eliminated by the devastating budget cuts in the
assisted housing programs over the last five years. The
President's tax reform proposal would eliminate the only
remaining tools. While we understand that Americans are being
asked to accept their fair share of cuts in direct Pederal
asoistance programs or tax incentives, local governments, and the
public services which they're responsible for, are the .only ones
being forced to accept reductions in both, This is neither
equitable, nor fair. -

ALHFA's statement will highlight our concerns over the
proposed elimination of both single family homeownership and
multifamily rental housing bonds and suggest ways that the two
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programs might be improved.

In January of this year, the Department of Housing and Urban
Development, at the direction of Secretary Pierce, conducted a |
study of the impact of the original Treasury tax reform proposal
on housing. We were not surprised to hear that Secretary
Plerce's staff concluded that rental housing opportunities for
lower income persons would be seriously diminished, through a
decline in the supply of rental housing over time and rent
increases of 25 to 30 percent.

In order to determine for ourselves the full effect of the
Administration's current tax reform proposals on the availability
of affordable rental housing, a special study was prepared for
the Fair Tax Policy for Housing Coalition, of which ALHFA is a
member, by the Harvard/MIT Joint Center for Housing Studies and
Wharton Econometric Forecasting Associates, That study confirmed
what the HUD and other studies have found--that average rents
would increase by 20 to 24 percent, that even modest rent
increases would more than offset any gains loyer income persons
would get from the tax cut and that renta} housing production
would fall by an average of over 160,000 units per year. Much of
this decline, approximately 25 to 30 percent of all rental units,
would occur, according to this study, because of the loss of tax-
exempt financed units by state and local agencies,

This last point is particularly critical for it means that
the key role played by local housing finance agencies in
identifying local housing needs and delivering hopaing assistance

to low and moderate income households would be eiiminated.

in
V]
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Although tl.cce are numerous elements of the tax reform
proposal which affect rental housing, including the changes in
depreciation, the rehsbilitation tax credit, extension of the "at
risk" rules to real estate and the limits on interest deductions
by individuals, we urge the Committee to consider tax-exempt
bonds as the element which interacts with all of these incentives
and forces the only public policy consideration in their use.

Industrial development bonds have been issued by state and
local governments since the 1930's, and have been used by local
governments in stimulating economic development within the
community. However, it was not until the late 1960's that the
issuing of these bonds came under the scrutiny of Congress, due
to the growing volume during that time period. 1In 1968,

Congress amended Section 103 of the Internal Revenue Code to
specify the purposes for which bonds could be used. One of those
permissible purposes was the construction or rehabilitation of
rental property.

That section of the Code was again amended in 1980 (and for
homeownership bonds in 1981) to require targeting. Provisions
were added specifying that the bond must meet a public purpose,
i.e. 20 percent of the units in an IDB-financed project must be
occupied by low and moderate income persons. This is the only
form of IDBs which must meet a public purpose test. The
definition of low and moderate income person was that which is
used by HUD, under Section 8 ;f the Housing Act of 1937, i.e. 80
percent or less than the area median. ‘The legislation further
provided that when such a person first occupied a set aside unit,

he or she would continue to be treated as income-eligible for as

3
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long as he/she occupied the unit, regardless of an increase in
income.

' These provisions expressed Congressional concern that tax-
exempt IDBs should be used only if they provided rental housing
to low and moderate income persons, and that mixed-income
developments were a desirable objective to achieve in this
process. Thus, the use of IDBs in the context of housing has
been regulated and }estticted by Congress in order to assure that
the potential revenue loss is offset by the gain to society of
other beneficial purposes, namely the provision of affordable
rental housing for low and moderate income persons.

It is important to stress the aspect of local control over
the issuance of the IDBs for housing developmeMt within the
community. Before any bond can be issued, a public hearing must
be held on the proposed development at which members of the-
community express thelr views about the project. The chief
elected official then must approve the project and counsel must
certify that the issue will comply with all lggal requirements,
The scrutiny of local government, combingd with the authority to
turn down an application, gives the local government the option
to impose additional conditions on the project-which would meet
some of the unique needs of the community that would otherwise go
unmet.

Local houging agencies develop thei? programs according to
their determination of local need and resources. They frequently
go beyond the federal requirements in terms of "public purpose”

and many are committed to éxceeding it whenever possible.



303

A recent survey of ALHFA member agehcies revealed some of
the ways in which minimum public purpose requirements are being
exceeded. We would like to share just a few of them with the
Committee. These examples illustrate two points: many local
housing finance agencies are going beyond the minimum public
purpose requirements in targeting to lower income persons,
although not required)to do so; and minimum public purpose is
being exceeded in a variety of ways, depending on what is
feasible and will work based on conditions which exist locally.

0 Fairfax County, Virginia requires that up to 25% of the
units in an IDB-financed development be available to those with
incomes no greater than 70% of median income, instead of the 80%
median required by law.

o Anaheim and Oakland, California cap eligible income at
658 of the median income for the set aside units.

o Fairfield, California limits eligible income to 70% of
the median figure. .

o El Paso County and Boulder County, Colorado, require that
the "set aside" units benefit households whose income does not
exceed 50% of the medlaﬁ. - i

o Los Angeles, California, adjusts qualifying income
downward from 80% of median for households with fewer than four
persons.

o Bloomington, Minnqsot& sets aside 30% of the IDB-financed
units for those with incomes below 80% of the median and also
requires developers to contribute $500 per unit to a housing fund
which provides funding to meet other lower income housing needs.

o The City of San Francisco, using IBD financing in
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conjunction with other federal and local funds, has completed
rehabilitation of a vacant public housing project where 1008 of
the units are available to those at 80% or less than the median.

o Pittsburgh's Urban Redevelopment Authority, utilizing IDB
financing, rehabilitated 251 previously HUD-owned buildings
containing 333 units and an additional 13 buildings with 57 units
and made 1008 of the units available to low andrmoderate income
tenants receiving Section 8 certificates. After these bonds have
matured, the units will be converted to cooperative
homeownership.

o Montgomery County, Maryland's Housing Opportunities
Commission requires that 20% of units be for those at or below
65% of area median adjusted by family size; an additional 308 of
units are limited to those between 65% and median income; r;htn
for the set aside units are 30% of 65% income adjusted by bedroom
size, If the acquisition is for rehab, the units must remain
rental for 15 years.

o Several of our member agencies impose income limits on
the other 80% of the units which are not fequired to be set aside.
for low income persons. The City of St. Paul requires that 55%
of the units (beyond the 20% units) in an IDB-financed
development be available for households with incomes between the
80 and 1208 of median, as does the City of Santa Barbara,
California.

o Brevard County, Florida, limtis income in the non-set
aside units to those up to 150% of the area median.

o Santa Cruz, Sacramento, and Sonoma County, California,
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‘Housing Authorities as well as Santa Clara and Contra Costa
Counties, Qiso 1imit all or a portion of the set aside units to
Section 8 Certificate holders "primarily those familiés whose
income do not exceed 50% of median adjusted for family size).

o The City of Phoenix, Arizona has adopted a policy for
IDB~financed developments which requires adjustment of median
income by family size and requires developers to pay a
participation fee of up to 1 point of the amount of the bond
issue which is placed in a Rental Subsidy Program. This fee
provides a subsidy for at least 25% of the set side units, for 10
years. The subsidy will reduce the tenant's portion of the rent
to 30% of 65% of median including utilities.

o Pinellas County, Florida's Housing Finance Authority uses
a point system in evaluating proposed projects prior to
inducement, giving higbe} priority to projects setting aside more
than the 208 of the units for low and moderate income persons and
higher priority also to projects with 3 bedroom units for
families with children.

o Broward County, Florida's‘nousing Finance Authority, in
addition to prohibiting discrimination against children, imposes
a rent cap on the set aside units and also requires a 2 bedroom
set aside.

o0 The City of Dallas Housing Finance Corporation only
undertakes IDB-£ inanced projects in Community Development Block
Grant target areas. Within those areas, priority is given to

.those projects serving the greatest number of low income persons.
The City of Dallas also increases the 20% units set aside if the

developer is projected to make too much profit. It will also
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forgive fees if the developer increases the number of set aside
units. It also adjusts for family size and often requires that
all set aside units be a;ailable to families with children.

o The Prince George's County, Maryland Housing Authority
requires that in a targeted area, the plan must not only meet the
15% set aside requirement, but must also meet county
rehabilitation requirements pertaining to energy conservation,
and fire and safety code requirements. It further requires that
the developer's plan provide for tenant displacement for Section
8 tenants through rent increase~phasing and project unit
preservation agreements. It requires qualifying incomes to be
adjusted for family size, and concentrates most of its IDB
financing on the rehabilitation of older existing apartment
projects.

The above cited examples clearly demonstrate that there is
strict regulation at the local level over the {ssuance of rental
housing bonds. We think it also demonstrates something further.
Our agencies are committed to serving the housing needs of their
citizens. .fhey are committed to the respgnsibil!ty of government
support for those most in need and they are attempting to meet
thié responsibility in an ever more challenging enviromment.

The provision of affordable housing to low and moderate
income persons is, we believe, without guestion, a public
purpose. We see a public purpose in urban redevelopment and in
the construction of new housing in blighted areas. We see a
public purpose in providing mortgage assistance to struggling

first-time homebuyers~-those who because of high interest rates
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cannot afford conventional mortgages.
. It seems unreasonable to use the guise of tax reform to try
and steer local governments back into the public housing policies
of the past., Under the President's plan, projects would have to
be publicly owned to be %ligible for tax-exempt bonds. The costs
and inefficiencies of this method are immeasurable. When the
private sector is willing to meet bublic purpose in exchange for
a reduction in interest rates on their financing, we should be
embracing the offer.

Clearly, the provision of rental housing assistance by
direct subsidy at national level, not that this is a realistic
opéion, would be less efficient and more expensive, not more
efficient and less costly as the proponents of the Treasury plan
have indicated.

The Wharton study concluded that the President's plan,
although described as a proposal for fairness, growth and
simplicity, will be neither fair, growth-inducing, nor simple.

In fact, the apparent reductions in the federal tax liabilities
of most people will be greatly overshadowed by "hidden taxes"
which will derive by the operation of the”proposed changes in the
Internal Revenue Code.

HIDDEN TAX OF RENT INCREASES

o The study estimates that average rents would increase by
20 to 24 percent over no-tax reform levels by 1991. These
£1Bdings document the conclusion reached by a broad consensus of
housing economists that the Administration's proposal would
increase market rents by discouraging the construction of new

rental units, while increasing demand for rental housing.
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o If rents increased by the 20-24 percent range projected
in the study, only renter housholds with incomes higher than
$50,000--or a very small fraction of American renter households--
would reap tax savings under the Administration's Proposal in
excess of their rent increase.

o Even modest rent increases would completely offset any
advantage low-and-moderate income households may gain as a result
of the proposed tax cuts. For example, a married couple renter
household with two workers earning less than $25,000 a year could
expect tax savings of less than $100 a year. By contrast, a rent
increase of just 10 percent would cost this household an
additional $350 to $600. Only renter households with annual
incomes in excess of $30,000 would obtain tax savings in excess
of even a modest 10 percent'rent increase. ‘

THE HIDDEN TAX ON HOMEOWNERSHIP

0 fThe study estimates that the Administration's proposed
tax plan would increase the after-tax cost of homeownership by
approximately 10-12 percent and make it even more difficult for
young low-and-moderate income renter housgholds to purchase a
home. This conclusion is consistent with the broad consensus
among housing economists that the Administration's Proposal would
lower the value of owner-occupied housing.

o Even small changes in the price of housing could result
in substantial reductions in the real value of homeowner equity.
Much of this decline in equity would be borne by low-and-moderate
income elderly and other long-term homeowners who have used their

homes as their principal source of saving.
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The increases in housing costs produced by the
Administration's proposal would discourage investment in all
types of housing, but especially rental housing for low~to=
moderate income taxpayers. As a result, the quality of housing
for many Americans would be reduced:

o The study projects that the Administration's proposal
would raise the cost of capital for construction of rental units
by an estimated 44 percent and thereby reduce investment in
multiple unit housing atructbres (the prime source of new rental
construction) by an average of 160,000 units per year, and
cumulatively by 1,440,000 units by 1994,

o The proposed tax changes are projected to curtail
investment in owner-occupied housing, reducing construction of
total new housing units of all types (including multiple units)
by an average of over 200,000 per year, and cumulatively by
approximately 1,880,000 units by 1994,

o The construction of all rental units currently being
financed at below market rates by State and Local Housing Finance
Agencies--approximately 20 to 30 percent of all rental units—~
would be halted by the proposed changes fn the tax treatment of
investment in conventionally financed rental housing, the
elimination of favorable tax treatment of investment in low-
income rental housing, and the elimination of the tax-exempt
status of industrial development bonds (IDB's). PFurthermore,
these proposed changes would aharplf curtail, if not eliminate,
the lmboztant role played by state and Local Housing Finance
Agencies in identifying local housing needs and delivering

housing assistance to low-and-moderate income households.

11
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o Households would be required to adjust to the reduced
supply and increased cost of housing by suffering a deterioration
in housing quality., More Americans would be required to share
housing or accept lower quality housing. The study projects that
as a result of the Administration's prbpoaal, an average of )
150,000 fewer households would be formed each year, causing a
cumulative reduction of approximately 1,340,000 households by
1994,

We would like to turn now to tax-exempt financing for single
family homeownership. -

Under the Mortgage Subsidy Bond Tax Act of 1980, state and
local governments are permitted to issue bonds for homeownership
subject to state by state volume limitations. There are also
restrictions on program beneficiaries, They must be first-time
homebuyers, the house must be the;r principal residence and it
must be of moderate price. Twenty percent of the proceeds must
be invested in targeted areas.

The 1980 Act contained a sunset date of December 31, 1983,
puring the last session, Congress extendeg that sunset until
December 31, 1987. During consideration of the sunset issue,
this Committee exhaustively reviewed the program's ppetation and
benefits. Several reforms weie ultimately adopted as part of the
1984 Tax Act. First, issuing agencies must develop policy
statements describing program goals and methods for serving lowetf
income people before those of higher income. Secondly, as a
control, reporting requirements are now a part of every agency's

program. Treasury is required to collect information on program

12
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beneficiaries and report the results to Congress in two years.

This Committee correctly decided last year that this program
was meritorius in serving lower income, first-time homebﬁyers.

It would be a tragedy to reverse this decision now simply because
the Treasury has resurrected the same old fallacious arguments
concerning these bonds,

Indeed, it is ironic that although this program serves those
lowest on the potential homebuyer income scale, it is proposed
for elimination while the mortgage interest dgduction for
existing homeowne}g remains intact under the President's plan.

A recent study by the Regional Planning Council in
Baltimore, for example, showed that more than half of the
families in any given Maryland County cannot afford an average
priced new or existing home. The same situation exists in many
parts of the Nation. The only hope for these people is through
the issuance of tax-exempt bonds for homeownership.
RECOMMENDATIONS

ALHFA and its counterpart organization, éhe Council of State
Housing Agencies (CSHA), have prepared a responsible legislative
alternative to the President's proposed elimination of tax-exempt
financing for low and moderate income housing. The full text of
that alternative is attached to this statement. The following
are its highlights.

1, require issuers of multifamily IDBs to prepare an annual
policy statement (similar to that now required for MRBs) which
identifies the housing needs of low and moderate income persons
and details how t:.~exempt financing will help to meet those

needs., -

13
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2. require multifamily IDB issuers to have functional
control of underwriting and enforcement/activitles.

3. codify in the Internal Revenue Code the requirement that
multifamily IDB issuers adjuste incomes for family size and tie
them to the number of bedrooms similar to the system used by HUD
in the HODAG program.

4. require multifamily ;ggﬁfinanced projects to meet one of
the following income mixes: a) an 80/20 split with 20 percent of
the units occupied by those at incomes of 70% or less than
median, b) a 70/30 split with 30% of the units occupied at 80%
of the median or less.

5. require that a proportional number of two or more
bedroom units in the set aside units must be equal to or greater
than the number of two or more bedroom units renting at market
rate. '

6. retainall of the current tax code incentives to
stimulate the production of low and moderate income rental
housing including prefefential depreciation treatment, capital
gains treatment, construction period intggest. "at risk"
exception and Section 167(k) qualified rehabilitafion.

7. establish a national volume ceiling at $§16 bil;}ogﬁfor
each of 1986 and 1987 for the Mortgage Revenue Bond proéigm, with
annual adjustment thereafter tied to changes in the CPI.

8. reduce MRB average area p;rchaae price limits in non-
targeted areas to 90% for one and two bedroom units, 1008 for 3
and 110% for 4 bedroom units, and in targeted areas to 1108,

9, codify in the statute Congressional intent language that

14
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issuers of MRBs are expected, to the maximum extent feasible, to
use their authority to assist lower income persons before higher
income persons.

10. eliminate the December 31, 1987 sunset on the MRB
program and make the program a permanent part of the tax code.

11, retain the Mortgage Credit Certificate program and
amend it to reflect the statutory changes recommended herein for
the MRB program.

12, allow issuers of single and multifamily bonds an
increase of 25 basis points in arbitrage earnings which would be
put in an issuer-administered trust fund to enable greater
targeting of funds to lower income persons.

In conclusion, we would like to emphasize the need for this
COﬁmittee to uphold our Nation's commitment for affordable,
decent, safe housing for all of our citizens. The tax reform
proposals clearly jeopardize this goal and should be rejected and

the recommendations contained herein should be adopted.

15
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TAX REFORM LEGISLATIVE PROPOSAL
FOR LOW- AND MODERATE-INCOME HOUSING

MORTGAGE REVENUE BONDS
MULTIFAMILY INDUSTRIAL DEVELOPMENT BONDS

Prepared by the Council of State Housing Agencies (CSHA)
and the Association of Local Housing Finance Agencies (ALHFA)

PURFPOSE

To provide Members of Congress with a responsible legislative alternative to
the President's proposed elimination of tax-exempt financing for low- and moderate-
income housing.

OBJECTIVES .
e To renew America’s commitment for adequate and affordable housing for all
Americans, '

e To target state and local housing programs more directly 30 as to benefit
low- and moderate-income families and individuals,

o To retain tax-exempt financing and other tax code incentives that are
essential to housing production.

e To assist state and local governments in their expanding role as housing
providers.

. Tq increase the overall effectiveness and en"iciency of these programs.

o To ensure state and local compliance with federal requirements and standards
by establishing monitoring procedures at all levels,

September 3, 1985
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EROPOSED CONTENTS OF LEGISLATION

'"MORTGAGE REVENUE BONDS
MULTIFAMILY INDUSTRIAL DEVELOPMENT BONDS

All statutory references are to the Internal Revenue Code unless otherwise
noted.

1. ISSUER RESPONSIBILITIES

A. ANNUAL POLICY STATEMENT

Current Law: In order to issue tax-exempt Mortgage Revenue Bonds (MRBs),
issuers must issue an annual statement of policy pursuant to Section 103A
(i)5. No such requirement exists for the issuance of Multifamily Industrial
Development bonds (Muitifamily 1DBs), :

Proposal: An Annual Policy Statement similar to that required for MRBs
would be required for Multifamily IDBs. It would be required to include
language addressing the degree to which housing finance supported by the
Multifamily IDBs would serve the housing needs of low- and moderate-income
persons.

Rationale: Extending the policy statement requirement to all housing bonds
would improve the targeting of program benefits and enhance federal govern-
ment monitoring of bond issuers so as to ensure compliance with congres-
sional intent.

B. LUNDERWRITING AND ENFORCEMENT STANDARDS
Current Law: None

Proposal: Statutory language would be developed to create minimum standards
for issuers regarding functional control of underwriting and enforcement
activities to establish state and local housing finance agencies as "ongoing
concerns® with the primary objective of eliminating “paper” issuers.

-

Raslonale: The new requirements would mandate that state and local govern-
ments follow sound underwriting practices, and monitor housing activity
supported by tax-exempt bond financing to ensure that beneficiaries are
being adequately served and to help climinate potential abuses.
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SINGLE-FAMILY HOUSING (MRBs)

A, STATE CEILINGS
Current _Law: MRB state ceilings are presently based on the greater of
$200.0 million or 9% of the 3-year rolling average of gll statewide home
mortgage originations.

Establish a national volume ceiling of $16.0 billion for MRBs
for years 1986 and 1987 with an annual inflation adjustment after two
years. Initially, state ceilings would be based on a formula which combines
per capita allotment with past levels of activity. It would also continue
the $200 million floor for small states as well as the present formula for
sub-state allocations. Additionally, a carry-forward provision, with a
small percentage reduction penalty, would be included.

tionale: Under the current formula, activity is rising significantly,
The 1985 national ceiling is about $17.0 billion, 14.7% above the 1984
ceiling of $14.5 billion. The 1986 national ceiling for MRBs may climb
above $21.0 billion. This goes beyond what is required to meet public
purpose goals, particularly in light of the need to save revenues.

B. RURCHASE PRICE LIMITS

Current Law: MRB-financed mortgages cannot be used to purchase homes
" costing more than 110% of the average arca purchase price for new and old
residences in non-targeted arcas, and 120% of the average area purchase
price for new and old residences in targeted areas (qualified census tracts
and economically distressed areas).

Proposal: Reduce the 110% and 120% of average arca purchase price safe
harbors to 90% and 110% of the average area purchase price. Include a
floor for low-income, primarily rural, arcas based upon percent adjustments
to the state average purchase price.

Rationale: The proposed changes would result in improved incomes targeting
of MRB-financed mortgages. The proposal calls for a 20% reductions in
non-targeted arecas and a 10% reduction in targeted areas. The smaller
adjustment for targeted arcas will allow state and local governments to
continue to address the special housing needs in economically distressed
areas, Utilizing the state average purchasé ‘price as a floor in low-income
market arcas will allow states and local governments to continue to provide
mortgage l'inancing of new home construction in rural communities.
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C. INCOME TARGETING

Current Law: Congressional intent language was added in the Tax Reform
Act of 1984 to the effect that state and local issucrs "are expected to use
their authority to issue qualified mortgage bonds and mortgage credit
certificates to the greatest extent feasible (taking into account prevailing
interest rates and conditions in the housing market) to assist lower income
families to afford home ownership before assisting higher income families.”

Proposal: Codify congressional intent language on *lower before higher" to
require that each state and local housing finance agency institute a
*method”® for accomplishing same. Examples, such as the following, would be
included in report language: Colorado's prioritization of loan applications
by income following a registration period; a set-aside of funds for low--
income homebuyers; or a time period during which only households with
incomes below a certain level could apply for an MRB-financed mortgage.

Ratlonale: This change would ensure that congressional intent was being
met, while at the same time giving state and local government issuers
adequate flexibility to address market conditions and needs in targeting MRB
proceeds.

D. SUNSET

Current Law: Tax exemption for MRBs is scheduled to end on December 31,
1987,

Proposal: The MRB program would become a permanent part of the tax code.
Ratlonale: Regardless of the economic climate, there will always be a need
to assist lower-income citizens attain their first home. With the improve-

ments recommended herein, the MRB program presents itself as a valuable
homeownership incentive for young Americans”

E. MORTGAGE CREDIT CERTIFICATES (MCCs)

MCCs would be retained and amended to reflect any statutory changes in the
MRB program.

55-398 0 - 86 - 11
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1, MULTIFAMILY HOUSING (Myultitam|ly IDBS)
A. PRQGRAM BENEFICIARIES
). FAMILY S]ZE ADJUSTMENTS =~ —

1 w: While no statutory provision is present in the Code,
Treasury has given potice that it intends to issue regulations and
require that HUD gection & family size adjustment factors be used
for the low-ingome set-aside units.

&ﬂfﬂul’ Language addressing family size adjustments should be
codified. A more workabls "upit-based® method for family size adjust
ments, similar to tho one used by HUD in implementing the Housing
Development Action Grant Program (HODAG),is recommended for IDB-financed
rentsl projects in place of the HUD Scotion 8 family size requirements.
Specifically, family size adjustments would be tied to unit size (based

on number of bedrooms) in the following manner:

"Unit-Based*
Size of Family Size of Unit
1 person efficiency 56% median
2 persons | bedroom unit 64% median
4 persons 2 bedroom unit 80% median

In additlon, for Iarger bedroom units the family size would be adjusted
upwards to allow income projections and rent levels to be based on a 6-
person family for a ‘three-bedroom wunit and an 8-person family for a
four-bodroom unit. Finally, family size sdjustments in Jow-income,
rimarily rursl aroas would be based on the greater of the area median
ncome or the state median income.

x#nnw Thero Is 8 nesd to make permanent the concept of family size
adjustments in the Internal Revepue Code. Their enactment will signi-

tioantly improve the tergeting of units towards lower-income individuals
and large families,

The HUD Section & system of family size adjustments, designed for a
decp rental assistanee gubsidy program, Is wholly inappropriate for
loweingome wnits in JDB-financed projects. Under the Section 8 program,
» ong-person household psys thé same rent whether it opcupies an
officlency or » ene-hedraom wnit, 8 two-person household pays the same
rent whether it oecupiss a onse ar two:bgdroom unit, and so on - this
is becaure the federal government pays the difference bstween the rent
sot for the unit and what the household can afford. ;

In contrast, in the abience of Section # subsidies, developers and
underwriters of Multifamily IDB projests must be able to closely
ostimate rent levels by unit size in order to project revenues needed
to cover debt service and operating costs. By tying family asize
adjustments to the siz¢ of the unit (number of bedrooms), developers
will be able to ecatablish rent levels for units of different sizes
without having to predict in advance the size of houscholds which
will ultimately rent units in the project.
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2. INCOME TARGETING

Current Lawi Twenty percent of all units In & projoot must be rented
to households with incomes below 80% of the arca modian income. The 20%
requirement falls to 15% in targeted arcan. (Also, while not in the
law, Treasury has proposed nddlnf family size adjustmonts to incomes
which will reduce the income limits for 1+, 2« and 3-person households
to §6%, 64% and 72% of ares median income.)

Broposal: Create two soparate programs which would require rental
projects financed by Multifamily IDBs to meet one of the following
income mixex: (1) an 80/20 split with 20% undoer 70% of median area
income; or (2) a 70/30 split with 30% under 80% of median area income.
There would be no income limitation on the market rate units.

Rationale: In order to reach loweincome families and still maintain
private sector involvement, s delioate balance must be reached. (Famlily
size adjustments alone with mean 30% and 20% reductions in income
eligibility, and therefore ronts, for one- and two-person households.)

The flexible income targeting approach proposed above will make it
possible to serve more low-Income houscholds because it is responsive
to differences In incomes in local housing market. In urban areas, for
example, because household Incomes vary substantially, an IDB developer
would likely choose to target its low-income units under option (1)
above -- a smallor percentage of units, 20 percent, to households with
incomes under 70% of area medisn income. This is because there would
be higher income houscholds in the area who could afford the higher
priced market rate units and therefore mal:e possible the lower rents
paid by low-income tenants, In contrast, in many rural areas family
incomes are rolatively flat, therefore a developer might choose option
(2) because the higher Ingomes needed to target incomes more deeply
were not present in the market,

B. BEDROOM PROPORTIQNALITY. ¢
Current Law: None

Rroposal: Add a statutory requirement that a proportionate number of two
or more bedroom units in the low-income set-asido units must be equat to or
greater than the number of twq or mere bodrooms units renting at market
rates. Limit bedroom proportionality to projects with more than 50 units.

Bationale: This would prevent a project owacr from using only efficiencles
and one bedroom units to meet the low-incomo set-aside raquirements. When
coupled with family size adjustment as proposed, these two requirements are
significant incentives for the production of two and three bedroom units
for low- and moderste-income familles.
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1V, OTHER TAX INCENTIVES FOR MULTIFAMILY RENTAL HOUSING

Current Law: In order to stimulate real estate investment, Congress has enacted
several tax code provisions which give favored treatment to real estate
investors. These incentives include:

o Accelerated Cost Recovery System

e Capital Gains Treatment

o Construction Period Interest

o At Risk Exception

o Section 167(k), Qualified Rehabilitation

Proposal: Retain all of these tax code incentives for low- and moderate-
income housing, including preferential depreciation treatment “for the
multifamily 1DB product.

Rationale: Tax exemption alone is not a deep enough subsidy to allow for
increased targeting and still retain private sector involvement. Multifamily
rental housing is one of the least attractive real estate investments. The
retention of these provisions would add value to investing in rental housing,
thereby providing 8 further stimulus for construction.

V. HOUSING TRUST FUND

Current Law: Arbitrage earnings aro restricted to 1.125% for mortgage revenue
bonds and 1,5% for multifamily IDBs,

Proposal: Allow bond issuers the option of increasing arbitrage earnings
by 25 basis points,” This increased amount would have to be used in the creation
of a housing trust fund. Monies from the fund would then be used for the
purpose of buying down low income mortgages or as direct rental subsidies for
tenants in the low-income set-aside units,

:  Many Members of Congress have expressed interest in having tax
exempt multifamily housing bonds be targetted to the very low income as a
replacement for lost direct federal subsidies. The housing trust fund tries to
address that concern by establishing 8 mechanism whereby funds can be raised to
target assistance to the needy. '
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CIDBI

Council of Industrial Development Bond Issuers
1015 18th Street, N.-W.

Suite 1002

Washington, D.C. 20036

202/955-6080

October 8, 1985

The Honorable Robert Packwood
Chairman, Committee on Finance

219 Senate Dirksen Office Building
Washington, D.C. 20510

Dear Mr. Chairman: .

On behalf of the Council of Industrial Development Bond Issuers
(C1081), I am writing to share with you the findings of the first,
comprehensive study of Small Issue Industrial Development Bonds (108s)
for inclusfon in the Committee's record on tax-exempt bonds. 1
strongly urge you and Members of the Finance Committee to review the
Presults of this study as you evaluate pending tax reform proposals,

On June 25, 1985, 1 had an opportunity to testify at the Committee's
initial hearing on tax-exempt honds., At that hearing, there were a
number of concerns voiced by Members of the Committee about Small
Issue 10Bs, Based on the facts and findings of CIDBI's compieted
study, I am better able to respond precisely to Members of the
Committee, citing empirical nationwide data on the users, purchasers
and issuers of Small Issue 10Bs.

Let me pinpoint several of the major findings which respond
specifically to aquestions raised at the June 25th hearing. I have
enclosed for the Committee record the major findings of this study.

o Small Issue IDBs are not used to support a bidding war among
states for new industry. More than 75% of the 1,040 business
surveyed used small issue financings to expand and modernize at
the same site where they already operate a facflity., An
additional 20X used the financing to construct or renovate a
different facility within the same state, leaving less than 6%
of small issues supporting investments outside the firm's state
of origin, Even this 5% figure overstates the frequency of
interstate relocations of existing businesses, because a portion
of these investments represent entirely new facilities in a
different market region of the country, Therefore, in over 95%
of the cases, Small Issue 10B financing are being used to
stimulate new investment, not to engage in zero-sum games of

- interstate competition, -
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o Small Issue IDBs are being targeted predominantly to areas of
higher than average unemployment., Across the country, more
than two-thirds of the businesses surveyed undertook projects in
areas experiencing unemployment rates at or above the national
average.

0 The overwhelming majority of Small Issue I0Bs are used by small-
to medium-sized business. Approximately 79% of the surveyed
companies had ‘sales of under $50 million, The survey also
showed that elimination of small issue financings would increase
annual horrowing costs to eligible small business projects by
some 350 basis points,

o Small Issue IDBs have a negligible impact on the interest rates
of other tax-exempt bonds since these financings are sold to a
different market of investors. Unlike other categories of
honds where individuals purchasers dominate the market,
approximately 90% of Small Issue 10Bs by volume are purchased by
commercia) banks and other financial institutions., Because
these financings provide a direct substitute for commerctal
loans and do not replace institutional !{nvestment in other
cateqories of municipal bonds, the impact on other tax-exempt
borrowers is minimal,

0 Small Issue 1DBs generate significant net new investment in the
U.S. economy, In the most conservative estimate, at least 22%
of the aggreqate Small Issue IDB-supported fnvestment is net new
investment, In other words, if SIDBs were eliminated, nearly
one-fourth of the $S108-financed expansion would have been
delayed or cancelled.

o Finally, the net revenue losses associated with Small Issue I1DBs
have been consistently overstated because estimators have not
had an opportunity to use empirical data to calculate more
accurately the costs of these financings. This study, for the
first time, will permit Treasury and Congressional estimates to
be based on specific information about the proportion of Small
Issue 10Bs held by financial institutions and the internal
portfolio substitution that occurs when Small Issue 10Bs are not
avaflable. Combining this informatfon with the methods by which
banks interest income 15 taxed, use of the Treasury model to
calculate revenue losses produces a very different result, The
actual revenue impact of Small Issue IDBs upon the Treasury is
neutral to slightly positive,

Mr. Chairman, these findings will substantially add to available
information about Small Issue IDBs. I am confident this study and its
findings will assist your efforts in thoroughly reviewing the benefits
and “true" costs of this important economic development financing
program,

»
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Finally, Mr, Chafrman, at the June 25th hearing you requested my
recommendations reqarding further changes to Small Issue IDBs.

CIDBI's membership has subseduently endorsed a refaorm proposal calling
for targeting of these financing to areas in need and to small
businesses. This proposal, ! should note, 1s based on our review of
the study information and our discussions with you and other Members
of Congress about the need for further changes in the program,

CIDBI 1s prepared to work with you and the Committee as you develop
legislation affecting Small Issue 1DBs.

Sincerely,

i;:;7¢ ] Tjj;zlﬁzz‘ja‘L’/37Z"
ames J, Hughes, Jr.
President
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ABOUT THE STUDY

What follows is drawn, from the study of "Small Issue Industrial
Development Bonds and the U.S. Economy," undertaken by
Developing Systems, Limited, and its Consortium of associated
firms: Arthur Young and Company: Larry Eastland Associates:
and Rose, Schmidt, Chapman, Duff & Hasley. In addition, Evans
Economics, Inc. was contracted to carry out macroeconomic
analysis. The study was undertaken from May to September 1985,
for the Council of Industrial Development Bond Issuers,

The principal authors and participants in the design and
execution of the study include: Dr. Arthur Domike, Or. Ronald
Muller, Dr, Nancy Barrett, William Castner, Joseph Holtzman,
Dr. Jeffrey Colvin, and Thomas Megan of OSL; Or. Gary Clyde
Hufbauer, James Hostetler, Milan Miskovsky and Kathy Matthews
of Rose, Schmidt, Chapman, Duff & Hasley: Or. Larry Eastland of
£astland Associates and Neil Tierney of Arthur Young & Company.
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Major Findings
of
Small Issue IDBs And The U.S. Economy

Legisiative History

Congress authorized Small Issue Industrial Development Bonds (SIDBs) in 1968,
by targeting the use of tax-exempt finance for local economic development to
private sector investments of less than $5 million (since raised to $10
mi1lion). This incentive was intended to stimulate job creation, improved
productivity and tax revenues through expanded economic activity, with
preference to smaller businesses.

Tax law changes in 1982 and 1984 further strengthened SIDB user preference
towards small business while prohibiting certain types of projects and placing
a volume "cap™ on 10B ‘issuance by individual states. Sunsets were legislated
for non-manufacturing SIDBs at the end of 1986 and for manufacturing projects
at the end of 1988, Tax simplification proposals currently pending before
Congress would terminate SIDBs and all private activity bonds next year.

The SIDB Controversy And The Information Gap

Throughout this legislative history there has been, a heated debate about the
impacts of I0Bs in general and SIDBs in particular upon economic growth and
the Federal Treasury. This "numbers war® has been fueled by lack of a broad
base of enpirical data to test the conflicting assumptions of both opponents
and proponents of S108s. »

in Yight of theée developments, the Council,of Industrial Development Bond
Issuers (CIDBI)¢ -« formed 1n i984 by the principal state and local a?encies
engaged in SIDB issuance -- sponsored the first, large-scale empirica
evalquion of the impact of the bonds on business, employment and the
econo:{. 1t was CIDBI's belief that solid and timely evidence was needed
regarding:

0 . What kinds of businesses benefit from the bonds?
o Who buys Small Issue IDBs?
o For what purposes are they issued?

Only with answers to these questions based on actual empirical data is it

possible to address with some degree of confidence the central concerns of
Congress, including:

e

%
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0 What are the impacts of SIDBs on federal revenues and the
deficit?

' 0 What would be the consequences to the economy if SIDBS were
eliminated?

0 Are state and local development agencies through their issuance
of SIDBs contributing effectively to the achievement of national
policy objectives of full employment, stable growth and
international competitiveness?

The objective of this study is, thus, to provide Congress, the Administration
and state and local authorities with evidence and analysis needed to make.
sound decisions on the future of SIDBs.

.

Study Methodology: Filling The Information Gap

C1081 comm1ss§oned an independent research group headed by Developing Systems,
Limited (DOSL)¥ of Washington, D.C. to prepare an in-depth analysis of the
impacts of S108s. To carry out this mandate:

o 1040 businesses were interviewed in a randomly sampled national
survey of SIDB recipients:

0o Interviews were conducted with SIDB issuing agencies in forty
states and with over 50 institutional purchasers of SI108s:

o Econometric analyses of the macroeconomic impacts of SIDBs were
performed: and

o Congressional hearings and records plus studies prepared by
state and local development agencies and academic institutions
were thoroughly analyzed.

pata from this effort provides the first complete picture of the
interrelationships amon? issuers, users, and purchasers of SIDBs. This study
has produced statistically reliable data that can be incorporated into the
various estimation models used by the U.S. Treasury, Congressional Budget
0ffice and others to calculate the costs and benefits of tax-exempt investment,

Profile Of Typloal SIDB Borrower?

Only if one knows the characteristics of the typical user is 1t possible to
determine what the federal revenue and other impacts of SIDBs are.

Heretofore, the empirical basfs has been lacking for establishing a profile of
the typicai SIDB borrower. MNow, from the 1040 businesses surveyed by this
sfudy, a picture emerges of the “average" business and project receiving SIDB
financing:

0 A 25 year-o0ld small business (about $5.5 million sales in 1984)
obtains a $1.6 million SIDB with a 15-year maturity to help
finance construction of facilities and new equipment at an
existing site of the company.

w2e
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If the SIDB had not been avaflable, the company would have
reduced its investment by about one-third, or would have delayed
the project for a year or more.

Some 25 new Jobs are created by the project, with a median
annual wage of $19,000 -- for a total addition to company
payroll of $475,000 annually.

These new jobs are more 1ikely to be located in a geographic
area with unemployment at or above the national average.

Total cost of the project is about $2.)1 million, and the loan
collateral {is the business property itself,

The company has a 25-30% effective tax rate and paid about
$25,000 in federal taxes in 1984,

The rest of the project finance -- about $500,000 -- comes from
retained earnings and/or a commercial loan.

Interest savings from the SIOB (of some 350 basis points
annually) are being dedicated primarily to future development of
the business: more plant expansion, working capital, and
marketing.

The purchaser of the SIDB is thé local bank with whom the
company had already been doing business.

Central Findings
The central findings from the data gathering and analysis may be summarized as

follows:
1.

2,

ABOUT 78 PERCENT OF THE USERS OF SIDBs ARE SMALL TO
MEDIUM-SIZED BUSINESSES (LESS THAN $50 MILLION IN ANNUAL SALES).

Small and medfum size businesses received 69X of the value of
all SIDBs and 78% of the total number of financings. State and
local issuers have targeted these businesses recognizing the
role of smaller businesses as a major source of this nation's
growth in employment and productivity. Barriers to eligibility
of larger firms created by the 1984 tax law changes should
further increase the SIDB program's future orientation to
smaller businesses.

S10Bs HELP OVERCOME THE LONG RECOGNIZED “SMALL BUSINESS CAPITAL
GAP® BY DIRECTLY SUPPORTING 8 - 10X OF ALL INVESTMENT IN PLANT
AND EQUIPMENT BY THIS SECTOR.

Small business users of SIDBs face a capital gap, but not
because they are marginal companies. Over 75 percent of the

bankers sampled reported that firms receiving SIDBs have lower
default rates than those receiving conventional financing.

-3-
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SIDB elimination would increase annual borrowing costs to
eligible small business projects by some 350 basis points. More
smal) business SIDB users would reduce, delay, or cancel their
expansion projects without this financing. Since smaliler
companies are also more-dependent than larger companies upon
debt for expansion capital, total investment in the most dynamic
Job-generating sector of the economy would be reduced
disproportionately.

Studies by the Federal Reserve and others have documented that
smaller banks are the most important source for overcoming the
small business capital gap. This survey demonstrates that SIDBs
are placed proportionately more often with small banks to
stimulate investments by loca! small and medium sized
businesses. The survey further showed that bankers place
customer relations ahead of tax exemption among the reasons for
investing in SIDBs.

THE EFFECTS OF NEW SIDB ISSUES ON THE INTEREST RATES OF OTHER
TAX EXEMPT BONDS IS MINIMAL BECAUSE THE VAST MAJORITY OF SIDBs
ARE SOLD IN A DIFFERENT MARKET.

'Fears that SI0OBs will "crowd out* traditional state and local
borrowing are not sustained by .the evidence. The overall market
for tax-exempt bonds is dominated by private individuals, In
contrast to SIDBs, other types of new tax-exempt 4ssues are
purchased overwhelmingly -- up to 81 percent -- by private
individuals.

In contrast, the survey found that over 75% of SIDBs are bought
by commercial banks and S&Ls. Banks hold virtually all of these
bonds to maturity. Only 18 percent of the banks surveyed ever
sold any of their SIDBs from their portfolios in a secondary
market. As a result, new issues of SIDB8s generally do not
compete with other tax-exempt instruments for loanable funds,

It should also be noted that the relative importance of SIDBs to
total state and local tax-exempt debt fell from 24,1 percent in
1981 to 15.1 percent in 1984,

Studies have shown that the interest rate effect of tax-exempt
instruments may be less than 2 basis points for every $1 billion
of bonds issued.' Since our surveys indicate that only 20-30
percent of SIDBs compete in the same markets with other .
tax-exempts, the total 1984 SIDB volume would increase rates by
10 basis points.

FEDERAL REVENUE LOSSES ASSOCIATED WITH SMALL ISSUE IDBs HAVE

BEEN PERSISTENTLY OVERSTATED IN PAST ESTIMATIONS. USING
CONSERVATIVE ASSUMPTIONS, ELIMINATION OF SIDBs WOULD HAVE A

Y. %
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NEGLIGIBLE IMPACT UPON THE FEDERAL DEFICIT: USING MORE
REALISTIC ASSUMPTIONS, ELIMINATING SIDBs WOULD CAUSE FEDERAL
REVENUES TO SHRINK. -

In the most conservative case, revenue losses from SIDB

issuances are small, substantially-below-the estimates published
by the Treasury Department. In the more realistic estimation
based on bond-holder data collected for this e

gains slightly exceed losses. If account is taken of either the
“revenue reflows® or the “additionality* effects, revenue gains
will balance losses for the conservative case and appreciably
increase gains to the federal government ¥n the more likely case.

A “"numbers war* over the impact of SIDBs on federal revenue. has
been caused by the lack of an adequate empirical basis for
estimating the tax rates of bond holders and borrowers, and the-
costs of alternative sources of capital to the SIDB borrower,
This confusion has been further exacerbated by lumping SIDBs
together with the effects of all tax-exempt bonds instead of
analyzing SIDBs separately to take account of the significant
difference in who uses and buys SIDBs compared with all other
tax-exempts.

Over 75% of the SIDBs were purchased by commercial banks whose
effective tax rates are substantially lower than rates paid by
individual buyers who dominate the market for other types of tax
exempt bonds. When these values are inserted into the
Treasury's revenue projection model, the net effect on federal
revenues is slightly positive.

If revenue reflows are considered, the effect on federal
revenues is decidedly positive. If SIDBs were eliminated,
analyses conducted by Evans Economics show that the rates of
economic growth and of capital formation would both fall,
Econometric analyses show a cumulative decrease in GNP of over
$3 billion for every $10 billion reduction in SIDBs. Assuming
that the economy will be operating at less than full employment
over the 1986-90 period, the analysis indicates that the federal
deficit would increase by $2.9 billion 1f projected volume for
the period, as given by Treasury, were to be eliminated: this
calculation s based on simulations- showing a $1.2 billion
dec\:ne in tax revenues for every $10 billion of SIDBs that were
not issued.

Even 1f revenue reflows are ignored, the survey clearly
demonstrates the existence of additionality -- that is, —
increased tax revenues from investments that would not have
taken place without SI0Bs. Based .on actual empirical findings,
it may be conservatively estimated that the investment
represented by 22% of all SIDB issues would not have gone
forward or would have been significantly delayed if SIDB
financing were not available. Even 1f one assumed ‘only 10
percent additionality, approximately $278 million in added
federal tax revenues is being generated for every ten billion
dollars of SIDBs issued.

-5
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5. STATE AND LOCAL GOVERNMENTS ARE RELYING INCREASINGLY ON S1DBs
TO ATTAIN ECONOMIC DEVELOPMENT OBJECTIVES BECAUSE SIDBs RESPOND
TO LOCAL DEVELOPMENT PRIORITIES AND OFFSET CUTBACKS IN FEDERAL
ASSISTANCE PROGRAMS.

Issuers have been targeting SID8 financing to areas of hi?her
unemployment and stimulating new economic activity. Loca
officials regard this incentive as their most effective economic
development tool,

Nearly two-thirds of the SIDBs have been used in areas with
unemployment rates of 7.3% or higher. This survey revealed that
a relatively large number of businesses investing in distressed
areas would have had to cut back or postpone indefinitely their
projects without SIDB financing, compared to the nationwide
sample of all such investments.

6. A SIGNIFICANT PORTION OF ALL SIDBs DIRECTLY INCREASE THE
PRODUCTIVITY AND INTERNATIONAL COMPETITIVENESS OF U.S. INDUSTRY.

Small Issue 1DBs are being used to upgrade productivity and
efficiency in those manufacturing industries with the most -
serious productivity lags. Manufacturing industries in which
labor productivity has been dropping at the rate of one percent
or more per year have received over 40 percent of SIDBs provided
to the manufacturing sector,

Over 40 percent of all SIDB users are engaged directly in, or
affected by, export trade: and virtually all these recipients
used their SIDB financing for trade related projects.

Two-thirds of these trade impacted projects are in the
manufacturing sector. In fact, more than half of all
manufacturing SIDB projects produce some portion of their output
for export,

7. [1ISSUERS RARELY USE SIDBs TO FINANCE INTERSTATE RELOCATIONS FROM
ONE LABOR MARKET TO ANOTHER.

Only 5% of all SIDB projects involve any sort of investment by a
firm across state lines and much of that entails expansion into

new market regions., Moreover, almost 75% of all SIDB financings
support expansions or improvements at sites previously operated

by the beneficiary.

Summary Conclusion

THE VAST MAJORITY OF S1DBs ARE BEING USED IN A MANNER THAT IS CONSISTENT WITH
CONGRESSIONAL INTENT AND OTHER IMPORTANT FEDERAL POLICY GOALS. While these
findings point to possible areas for further reform and improvement, Small
Issue 10Bs are clearly responding to significant’ national policy objectfves
while meeting basic state and local economic development needs. Moreover,
many states and localities have instituted more restrictive and targeted SIDB
requirements that go beyond what current federal law requires. SI1DBs are
being directed to revitalize areas of high unemployment, to overcome the small
business capital gap, and to meet other priority economic development
objectives. Further improvements, if carefully designed and making full use
of available empirical information, could enhance the substantial benefits
that SIDBs provide to the nation's economic growth and fiscal well-being.
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FOOTNOTES

i

A

The Administration proposal defines Private Activity, or
"non-governmental®*, Bonds as any tax-exempt financing in which more than
1% of the proceeds goes to the benefit of a private party,

The Council of 10B Issuers is comprised of 117 member agencies
nationwide, responsible for almost half of all SIDBs issued during

1984,

The firms associated in this study with Developing Systems Limited
include Arthur Young & Company, New York: Larry Eastland Associates,
McLean, Virginia; and Rose, Schmidt, Chapman, Duff and Hasley,
Washington, D.C. Members of the OSL study team included a former
Research Director for the Congressional Budget Office and a former Deputy
Assistant Secretary of the U.S. Treasury Department. In addition, Evans
Economics of Washington, D.C. was contracted to prepare estimates of
macroeconomic, impacts.

The composite typical financing is derived from the survey of 1040 SID8
borrowers and represents either the statistical mean of the data
collected, or the response provided in over half the cases.
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Executive Director
CHESTER COUNTY DEVELOPMENT COUNCIL
CHESTER COUNTY INDUSTRIAL DEVELOPMENT AUTHORITY
Chester County, Pennsylvania
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SENATE COMMITTEE ON FINANCE
regarding

PROPOSED INDUSTRIAL DEVELOPMENT BOND LEGISLATION
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CHAIRMAN BOB PACKWOOD AND MEMBERS OF THE SENATE COMMITTEE ON FINANCE:

My name is Gary W, Smith and I am the Executive Director of the Chester
County Development Council as well as the Industrial Development Authority
for Chester County, Pennsylvania. Chester County is within the Philadelphia
SMSA and has a population base of 325,000 residents. We aré a growing suburban
county in the Delaware Valley and represent a significant diversified business
base which has been growiﬁg primarily due to the availability of the Industrial
Revenue Bond and Mortgage financing program.

The Chester County Development Council, created in 1960, is a private,
non-profit industrial development corporation which has a membership of
over 400 corporatfons within the county which I represent. Through technical
and financial assistance, the Council encourages and assists new businesses
to locate in Chester County, thereby stabilizing employment by diversification.
Acting as a clearinghouse for business data, the Counci) provides information
on available industrial land and buildings, zoning regulations, wage rates,
population statistics, tax rates, trucking data, etc. It also supplies
guidance and assistance to local organizations with similar objectives.

The Chester County Industrial Development Authority (CCIDA) is a munfcipal
authority created by the County of Chester to arrange low cost financing
to enable commercial and industrial enterprises to economically Jjustify
their corporate investment. The Authority's primary objective 1s to stimulate
the county's economy by attraction of a diversification of business development
geared toward the reduction of Chester County's unemployment and building
upon and solidifying the municipalities' tax base. Two basic parameters
are taken into consideration by thexQLIDA in evaluating the potential of
a prospective capital development project---the economic fruits to be harvested
as a result of-the project's success, and the financial capabilities of
the appifcant to service his debt adequately.

My primary function is one of economic development promotion and assistance
to firms vho are interested in either relocating or expanding within Chester
County. The main objec{ive of the organizations that I represent is to
promote long range, county-wide industrial growth to provide additional
Job opportunities for present and anticipated resident workers. In addition,
the Development Council seeks to promote and advance the interest of all
other related commercial activities to enhance property ownership and capital
investments.

1
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By far the most potent and powerful economic development tool to which
we have access is the Pennsylvania Industrial Revenue Bond and Mortgage
Financing Program. Our Industrial Development Authority averaged $150,000,000
in financing during the past three (3) years with the creation per year
of over 5,000 jobs within Chester County during the next three years. Our
three year mean has been 110 businesses being assisted fn various stages
of efther creating or improving a yearly average of 3 million square feet
of industrial and commercial space within our county borders.

On May 31, 1985, President Reagan visited our county and proclaimed
us as the “Silicon Valley of the East”. When the President visited Great
Valley Corporate Center in Malvern, Chester County, his staff was {nformed
that the business center consists of 6,000 employees in 34 buildings.
It should be noted that 1500 employees and 18 buildings totaling over 600,000
square feet in the park were established using the cost-effective IRB financing
program.

On behalf of Chester County's Development Counci) and Industrial Development
Authority, the economic development agencies for Chester County, we urge
you to vote against any fndustrisl revenue bond or mortgage (IRB) restrictions
that would lessen the effectiveness of this most important job-producing
and revenue raising inducement financing program that this country has available
to encourage business development. As you are aware, the IRB program was
severely pruned n 1983 with the body enactment of the Tax Equity and Fiscal

. Responsibility Act which imposed serfous restrictions and additional regulations.

Additfonal restrictions were imposed by the Tax Deficit Reduction Act of
1984 with the state per capita limitations. However, we have regulated
our pace of activities and have prud‘e;hiy managed our Yimited funds to discover
that Chester County is the only Philadelphia suburban county who still has
an allocation left at this date.

It becomes quite evident, therefore, that industrial revenue bonds
are a vita) economic development tool for Chester County's economic well-being.
Independent studies have shown this financing program is very cost effective
in bringing additional revenues to municipalities.- More importantly, IRS
Jobs are not temporary but instead are permanent additions to the tax base.
A recent independent study was conducted in the State of New York on a volume
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of $100,000,000 of IRB's that were issued and it was determined that an

8:1 benefits-to-cost ratio analysis was generated. Furthermore, the Tressury
Department has forecasted revenue in the amount of $14 billion could be

reatized if this program is eliminated. The statistic is very short-sighted

due to the faulty speculation that all projects that were funded in 1984 .
would be developed without the assistance of this program. The Public Securities
Association (PSA) have commissioned an independent study done by Coopers

& Lybrand, one of the natfon's top accounting firms, which revealed that

in essence only $2 billion would be realized by the U.S. Treasury without

the program and thousands of jobs and additional tax revenues would be sacrificed.

Because of the unemployment probiems we are experiencing, 1 feel that
crippling the IRB program, the most efficient job-creation program available,
is unwarranted and i11-advised. We would ask for your vigilant support
to stand against any opposition that the critics of this program are trying
to artificially fabricate. : ’

The Chester County Development Council and Chester County Industrial
Development Authority have adopted the following resolution urging the United .
States Congress to enact no legislation to tax or restrict the continued
issuance of tax-exempt obligations by 'state and local governments: |

WHEREAS, the counties, cities, boroughs and townships of Pennsylvania
finance capital projects for various purposes defined by state law through
the fssuance of obligations whose interest is exempt from Federal income
taxation; . .

WHEREAS, The projects financed :fith said obligations provide for the
benefit of al1 area citizens through {'nqreased employment and capital investment
which result in additional Federa) tax revenues;

WHEREAS, Certain proposals being considered by the United States Congress
would severely restrict the ability of states and localities to issue such
obligations as defined by duly enacted state statute;

WHEREAS, Certain proposals being considered by the United States Congress
would subject the interest earned on said obligations to Federal income
taxation, or eliminate the ability of financial sources to deduct the cost
incurred in buying and carrying tax-exempt obligations, and would adversely
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affect economic development job creation and capital investment by the private
sector;
NOW, THEREFORE BE IT RESOLVED, that the Chester County Development

Council and Chester County Industrial Development Authority urge the United
. States Congress to enact no legislation which would further 1imit the ability
of state and local governments to issue tax-exempt obligatfons as defined

by duly enacted state law, tax the interest on said obligation or eliminate
further the ability of financia)l sources to daduct the costs of purchasing

or carrying such obligations, and also urge the United States Congress

to amend the Tax Code to eliminate the 1986 sunset for non-manufacturing
Industrial Development Bonds and the 1988 sunset for all Industria) Development

Bonds.

It 1s indeed a pleasure to have the honor to communicate to you my
concerns on the IRB legislation and ! trust that I have offered some mearingful
comments to assist you in developing a prudent and equitable solutior to
this situation.
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Paul W. Muller
Public Finance Specialist, Kirchner Moore & Company
Denver, Colorado

Statement Submitted to
Committee on Finance
United States Senate

Senate Testimony

My name is Paul W. Muller. I am a Public Finance Specialist in the Public Finance
Department of Kirchner Moore & Company. Kirchner Moore was founded in 1861 in
Denver, Colorado. We serve as investment bankers for public entities throughout the
United States. [ would like to address several issues in my testimony today. The format
of my presentation will be to concentrate on the most commonly asked questions
regarding the advanced refunding of public purpose tax-exempt debt.

The President's proposal for tax reform includes two sections which would eliminate the
advance refunding of public purpose tax-exempt debt. Those sections are 11.01 and
11.02. Advanced refunding of public purpose tax-exempt debt ls the only financial tool
available to municipal entities and achool districts for debt restructuring,

What is an Advanced Refunding?

A rFfundl_gg is simply a refinancing of all debt. In municipal finance, this is accomplished
by lssuing new (refunding) bonds and using the proceeds to pay off the old bonds,

An advanced refunding is a speclal type of refinancing of old debt. Instead of
immediately paying off the old bonds, the proceeds from the sale of the new (refunding)
bonds are used to buy United State Government Bonds, which are then placed in an
escrow fund, and payments fecom these United States Government Bonds are used to pay

incipal and interest on the old municipal bonds. It Is important to note that only

ublic purpose" debt can be advance refunded. One cannot refund an industrial
development bond. Due to these already existing restrictions it is clear that advance
refunding Is, in and of itself, a public purpose activity.

Why Would a Municipality Do an Advance Refunding in the First Place?

I8 Improved Financial Condition: to reduce taxes or rate er_fees. Typically,
municipalities must promise bond holders to levy taxes or charge sewer or water rates in
amounts greater than bond debt service requirements. This promise is called a "rate" or
"tax" covenant. A municipality, like a business, does not collect 100% of its taxes or
fees on a timely basis, 50 the amount of excess taxes or fees required by Investors for
security depends on the "track record" of a particular municipality in generating
sufficient revenue to service its debt. As a well-managed municipality develops &
successful “"track record,” it can substantiaily reduce its tax or rate covenant
requirements, if it can advance refund its old bonds to eliminate old high tax rate
covenants. Elimination of advance refundings will unnecessarily require maintenance of
higher taxes and user fees by well managed municipalities,
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2. Reduce Interest Costs: to reduce taxes or rate payer fees. Virtually all
munjcipalities are limited by state laws concerning the amount of taxes they can levy,
When interest rates decline, well managed municipalities take advantage of lower rates
to issue new lower rate refunding bonds, usually with longer maturities, which have the
overall effect of reducing the annual bond debt service and thus reducing taxes necessary
to service those bonds. Were it not for advance refunding, municipalities would be
locked into high interest rates even when lower rates are prevalent in the marketplace
and available to all other capital market participants. As noted earlier, Treasury
regulations already prohibit any municipality from profiting on the purchase of United
States Government bonds to pay off the old municipal bonds. In other words, advance
refunding of tax-exempt debt cannot be an "arbitrage motivated” or "arbitrage driven"
transaction.

3. Manage Cash Flow Deficiencies, From time to time, even the best-run states
and municipalmes encounter financial problems, often due to economic considerations
beyond their control. Many times it takes several years to work out these problems,
Through advance refundings these municipalities can "stretch out" maturing bond
principal when market conditions are most favorable, Without advance refundings,
municipalities would be forced to borrow only at the time old bonds mature and accept
the then current interest rates, no matter how high they may be. Moreover, advance
refundings permit such municipalities to eliminate restrictive covenants which might
otherwise result in a municipal default.

4. Remove Restrictive Debt Covenants, Often times municipal entities need to
remove overly restrictive debt covenants from prior bond issues. By advance refunding
oustanding debt, entities legally defease these issues allowing them to structure new
bonds with debt covenants that are more suitable to the entity.

Do_Municipalities Make Arbitrage Profits from Advance Refundings?

Municipalities are not permitted to make arbitrage profits in advance refundings.
Present regulations require that the interest on United States Government Bonds
putchased by the municipality for the refunding escrows may not exceed the effective
interest rate on the new refunding bonds. This effectively eliminates any arbitrage
motivation for conducting advance refunding transaction.

Can Municipalities lssue Debt With a Shorter Call Protection Period?

Usually the old municipal bonds being refunded cannot be paid off immediately, because
the municipality has promised that it will not prepay the oki bonds for a specific period,
typically 10 years. This requirement has been necessary for many years to induce
investors to buy municipal bonds In order to assure them that the bonds will not be
redeemed the first time the interest rates drop from the level provided for in the bonds.

The technical term for this promise made by municipalities to the purchaser of municipal
bonds is "call protection.” It is Interesting to note that on the United States Government
Bonds, the call protection period to Insure marketability is 24 years. With municipals,
call protection s usually limited to 10 years,
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Does Advance Refunding Really Double the Volume of Debt as Treasury Asserts?

Moreover, it is also important to note that the staff of the Treasury Department argues
in the President's proposal that advanced refunding doubles the volume of tax-exempt
debt assoclated with a given project. This assertion is wrong. In most refundings, those
bonds that are callable are called at the earliest possible call date which, as a result,
effectively reduces the volume of debt outstanding with a given project. Furthermore,
municlpal debt Is usually serial. This means that debt is paid off over a period of years

to all in one lump sum such as a balloon payment. A graphic descripticn o.
tnls situation Is below, )
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Tha graph depicts the following situation. I 1983 this sample bond which was issued in
1977 had $7.5 million of remaining principal to be paid. At the end of 1984, the sample
bond was refunded causing a near doubling of the dollar volume of the bonds outstanding
in 1988, for a one year per The original bond lssue, like the majority of municipal
bonds, is serial i.e., pal orf over a number of years as opposed to being pald off in
one large lump, & balloon payment.

At the end of 1987, the bonds.remaining in the original issue are called (redeemed) since
calls are now allowed. Hence, at no time does an advande refunding cause the volume of
tax-exempt debt to increase to an amount twice the original volume ($20 million)
associated with bullding, for example, a school house. Morevover, three years after the
refunding has taken place, the volume of tax-exempt debt is actually less than half the
original issue since the original bonds were called.
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Does Advance Refunding "Cost" the Federal Government a Lot of Money?

The revenue loss iated with ad refundings is minimal. The figures that the
Treasury Department included in the President's tax plan indicate that arbitrage revenue
loss on tax-exempt bonds is less than $100 million in 1986, $209 million in 1987 and $191
million in 1988. Moreover, this figure Includes all arbitrage associated with tax-exempt

- flnanc,}e. The loss associated specifically with advance refunding would be less than the
otal figure.

Furthermore, the Treasury has not added back into these figures the value of the beilow-
market-rate U.S. Government bonds that it sells to municipalities for use In their
escrows which service the old bond issue,

In fact, from March 1980 to February 1985 the U.S. Treasury deficit financing costs were
reduced by over $5 billion (approximately $1 billion per year) due to advance refundings
according to a study by the First Boston Corporation. These cost savings were produced
by the sale of lower ylelding, non~marketable state and local government - serlas
securities (SLGS) purchased by tax-exempt entities to facilitiate advance refundings.
From March 1980 - February 1985 the average rate spreads between SLGS and
marketable government sscurities ranged from 2.28% (March 84 - February 85) to 5.20%
(March 81 - February 82),

‘The average spread for the 5 year sample period was 3.43%, Therefore, even using the
most conservative historical annual spread of 2,28% the cumulative savings 1986 - 1990
would be as follows:

Annual 1886 - 1990
SLGS Estimated Revenue Cumulative
Issued Volume of SLGS Estimated Generated Revenue Generated
Year (in billions) Spread (in billions) {in billions)
1986 $15.00 2.28% $.342 $1.710
1987 16.00 2.28 342 1.368
1988 18.00 2.28 342 1.026
1989 15.00 2.28 J42 4884
1990 15.00 2.28 342 . 342
1986 - 1990 TOTAL $5.130
This is a Wﬂnme estimate given the level of actual savings
during the last five years. meth-ology assoclated with this estimate is located in

Appendix 1.

Advance Refunding of Public Purpose Debt is an Important Financial Management Tool

It's ironic that while the present Administration is proposing New Federalism, it also
seeks to hamstring the financing flexibility of state and local entities. Advance
refunding—or debt restructuring—is a necessary tool, a tool which administrators use to
reduce debt service costs, remove restrictive debt covenants, and adjust debt structures
to varying economic conditions in their area. It just doesnt make sense to enact the New
Federalism proposals, which force state and local entities to find new sources of
ravenues for existing service, while at the same time removing their ability to manage
their financial situation In a cost-effective and financlally prudent manner., The
President's proposal seeks to do just that.
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Advance refunding is important. It's important for states like idaho where, in the first
half of 1985, advance refunding saved seven Idaho school districts over $1.9 million
through debt restructuring. Advance refunding helps local entities to structure their
debt in a prudent fashion. Let me briefly deacribe several other examples from kdaho and
one from Oklahoma in which advancad refunding of public purpose tax-exempt debt
achieved significant public purpose goals,

Independent School District of Boise City, idaho. I June of 1983, this School
District completed an advance refunding of its outstanding bonds. Because of the growth
and resulting pressures to expand, it had been forced to issue bonds at extremely high
rates in 1982. Those bond issues had interest rates in excess of 11% and wre not callable
until 1987. In 1983, the District was able to refinance this debt at an average rate of
7.97%. However, this was not the primary purpose for the refunding. Rather, it wanted
to restructure its debt service. By this restructuring the District achieved more level
debt service payments. The District has, therefore, been able to avold any significant
increases in property tax mill levy. There are ssveral other factors which caused basic
schools to pursue this prudent restructuring.

Firsts State funding was reduced.
Second: State aid payments are received on a deferred basis,
Thirds Payment dates did not coincide with tax oollections.

Therefore, our School District met severa) budget objectives without additional property
tax increases.

Fﬁ-“ Twin Falls and Oneida County Jo.gt School %'ght No. lll= ”ﬁf
EFQ schoo trict t south central ho, town o Y, W
a population of slightly more than 8,000, The School District itself has enroliment of
approximately 5,000 students. This Ls a smaller school district In our state in a heavily
agricultural area (more potatoes are shipped from Burley than from any other shipping
point in the United States). The School District held a bond slection in 1984, asking for
authority to build new facilities. That school bond election failed. The needs of this
school district were, therefore, to provide classroom facilities in the absence of voted
authority from the electorate. By an advance refund they were able to save
approximately $95,000 in the 1984/1988 school year. While $95,000 may not sound like a
significant amount of money in these times, it was sufficlent to enable them to buy a
portable classroom building. That portable classroom building assisted them in meeting
some of their facilities needs that were not approved by the voters.

As you can see, advance refunding can be important to rural municipalities and achool
districts, The magnitude of the dollars, while not great, has a very significant impact on
this school district and its ability to deliver education in a smaller town.

mﬁ State Bulld_llrg 6"1’!‘&!}?@ This state issuer had to finance the construction
of a state o o t time thers was significant ltigation regarding
the ability of the state to finance such activities. The original bond issue was therefore
structured with a number of covenants creating excessive reserve fund which
safeguarded the state from an adverse outcome in these lawsuits. In the intervening
yoars, these lawsuits have all heen resolved in favor of the State of ldaho. However, the
restrictive covenants remain. Therefore, an advance refunding was pursued in order to
relieve the state of these covenants.
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This transaction was in progress as of mid-summer 1985. It will result in a reduction of
rents payable to support debt service by approximatley $200,000 annually. Despite this
significant savings, the restructuring of the state's covenants were equally important.

Stillwater Medical Authori Stillwater, Oklahoma, This refunding issue
resulted In a significant debt service savings and released restrictive covenants in the
bond indenture. The 1932 Series was issued at very high Interest rates and required a
bank letter of credit to permit the construction bond to be sold In 1982. The letter of
credit had a 1% annual fee. By refunding, tha hospital was able to obtain bond insurance
due to tis proven track record of financial performance following the new construction.
‘This allowed for the refinancing into lower interest rates and the removal of the need for
the letter of credit and the elimination of the 1% annual fee. In addition, a portion of
the debt reserve fund was released to be used by the hospital.

In summary, advance refunding of public purpose debt is an importent tool for
municipalities and their taxpayers. Private corporations are much more fortunate than

public entities when it comes to flexibility in financing their own capital pcojects. A

corporstion has many credit avenues open to it during times of high and fluctuating
interest rates. Short-term lines of credit from commerclal banks, the Euro-market,
issuing stook, all these tools allow corporations to avail themselves of the most favorable
cost of money. Most of these credit sources are not available to municipal borrowers,
Further, any corpocation could advance refund its debt.

Unfortunately, with the exception of advance refundings, municipalities have no such
alternatives. When a public entity needs to borrow funds, it needs to do so quickly. For
example, in areas of rapid growth, school districts have to meet enrollment growth by
bullding new schools. If a school district is encountering 10% growth, it can't say to the
student body "I'm sorry, you're going to have to wait three years until interest rates come
down before we can build a new high schooL" It must, instead, borrow money and build
new schools. But what if interest rates are in the double digit range, as they are two to
three years ago? Unlike General Motors, the Cherry Creek School District can't hold off
going Into the -term market by using short-term lines of credit or the commercial
peper market. In fact, the Cherry Creek School District must go into the long-term bond
market to finance its school expansion at whatever the prevailing rates are.

By the ssme token, In areas of economic decline advance refunding can provide debt
restructuring which may allow a City to avoid defaulting on its debt. In _Quinoy,
Massachusetts, for example, advance refunding may be needed to stretch out $28 million
of debt now that the town's major employer (general Dynamics) has announced that it
will shut down operations and lay off 4,000 Quinoy taxpayers,

Clearly then, the ability to advance refund public purpose tax-exempt debt should be
retained for state and local government entities. Advance refunding is a legitimate
financial tool. Congress should not hamstring local entjties and foreclose on their
opportunities to benefit from changing economic and interest rate environments. Thank
you for your time,
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APPENDIX 1

’
Historical Revenue Estimation
1

Determination of SLGS volume 1980 - 1985,
Determination of average rate of SLGS 1980 - 1985,

Historical Revenue Estimation
1980 - 198

Determination of rate of marketable securities for same
period.

Calculation of differential between average rate on SLGS and
average rate on marketable securities.

Caloulation of revenue benefit to Treasury based on SLGS
volume and actual average rate difterenthl between SLGS and
marketable securities.

Future Rov%t_me Estimation
-1

Estimation of future advance refunding volume.

Estimation of future SLGS purchases based on anticipated
advance refunding volume and historical SLGS volume.

Estimation of conservative proxy for future differential
betwecn average rate on SLGS and average rate on marketable
securities.

Calculation of future -revenue benefit to Treasury based on
estimated SLGS volume and estimated rate differential
between SLGS and marketable securities.

D. Definitions and Assumptions for Analysis

The following definitions were used in connection with the

almmonuoned methodology:

8.

"Total amount of SLGS outstanding” (SLGS volume), Statistics
were taken from the Monthly &tement published -by the
Bureau of the Public Debt, Department of the Treasury; March
1980 ~ February 1985. Data was not readily available for the
period March 1985 - present, The volume figures account for
net purchases of SLGS (new purchases minus new redemptions).
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c.
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2.
aforementioned methodo!
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The "average interest rate on total marketable debt" equals
the welghted average interest cost of actual outstand
raarketable debt (e.g. T-bills, T-notes, bonds) as compiled a|
published by the Bureau of the Public Debt.

The "average interest on total SLGS" equals the weighted
average Tl.itereﬁ cost of outstanding SLGS complied and
published by the Bureau of the Public Debt.

The "net different rates" between SLGS and marketable
securities were calcu y subtracting the average interest
on total SLGS from the average interest rate on total
marketable securities.

The following assumptions were used in connection with the
logy.

If SLGS were not issued (March 1980 - February 1988), the
Treasury would issue marketable securities in the same
proportions as the marketable seucrities for this period.

if SLGS were not issued in the future, the "cost" to the
government would at least be equal to the narrowest rate
spread between SLGS and marketable securities (March 1980 -
February 1988) (2.28%).

We have not assumed any impact from proposed flat-tax
legisiation which arguably could increase ylelds on tax-exampt
securities and therefore reduce spread between SLGS and
marketable securities,
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Testimony
- of
Mr. Carl Reherman

Mayor
City of Edmond, Oklahoma
Presented to the
Senate Finance Committee
September 24, 1985

My name is Carl Reherman. 1 am Mayor of the City of Edmond, Oklahoma. 1 want
to thank the Senate Finance Committee for holding hearings on the President's
Proposals for Tax Simplification as they relate to tax-exempt financing.

My comments represent the views of my city which is the largest public power
system in Oklahoma; of the Oklahoma Municipal Power Authority, a state agency
selling power at wholesale to 26 Oklahoma cities; of the Municipal Electric
Systems of Oklahoma, an organization of 60 municipal electric distribution
utilities; and of the Southwestern Power Resources Association which
represents over 200 cities and rural-electric cooperatives in the six state
-Southwest region.

Chapters 11.01 and 11.02 of the President's Tax Proposals will greatly
increase the costs of municipal operations. Over the past five years cities
have absorbed the costs of programs that once were supported or partially
supported with federal revenues. Passage of these proposals will make it
extremely difficult for our cities to continue to keep pace with the need to
provide basic municipal services to our citizens.

The proposal to eliminate tax-exempt status on bonds if more than 11% of the
proceeds benefit non-exempt persons strikes particularly hard at electric
distribution cities. Since power plants take five years or so to plan and
construct and are run for 30-35 years, they are built not just for today's
needs but for future needs as well. It makes no sense not to sell any excess
capacity in such plants, but if excess capacity is sold under these proposals,
the tax-exempt status of the bonds will be eliminated. The present 25%
limitation allows municipal utilities to build power plants with adequate
reserves while also allowing sales to private utilities of excess capacity at
a reasonable level if market conditions allow such sales. Reduction in the
25% Vimitatfon now Tn effect will work an extreme hardship on small utilities
and might easily eliminate the ability we now have to compete with large
private companies. -

Nearly all of Oklahoma's medium sized cities of 15-40,000 population have a
major findustry which may use from 1-20% of that city's water, sewer or
electric services. If the 1% limitation is passed, these cities could easily
lose tax-exempt status for their basic utility needs. We urge the Senate to
reject the attempt to destroy cities' ability to issue such tax-exempt
securities as would be necessary to maintain such services.

The President's Proposals would secondly eliminate arbitrage earnings on tax-
exempt securities issued. Our cities wi'l need construction funds in the near

1
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future for power plant construction. We may be five or more years in the
process of 1insuring electric _service to our citizens. The President's
Proposals to eliminate arbitrage will restrict our ability to make economic
decisions. Our bond 1issues will not be structured to meet construction
criteria but criteria to meet standards for tax-exemption and arbitrage.

By eliminating arbitrage, Congress will only increase consumers electric bills
because arbitrage funds used in construction will no longer be available to
fund construction.

Since bonds will be issued more frequently under the proposal to meet the
deadlines of complete expenditure of bond funds 1in three years and
significantly depleted in the first month, there will be more {ssuance,
bonding, legal and banking costs involved in plant construction. These costs
too will be passed to consumers. This trade-off of higher consumer electric
costs for a minor increase in federal tax collections makes little economic
sense to our utilities. .

Current tax law allows the issuance of bonds to refund outstanding bonds prior
to the outstanding bonds' due date. The advance refunding of outstanding
bonds -by tax-exempt entities would be prohibited by the President's tax
proposals. Many Oklahoma citie§ havy in the past year used advance refundings
to take advantage of current intercst rate savings. Bonds which were refunded
were for water systems, power projects, and municipal hospitals, Some
refundings were necessary to refinance debt because of financial difficulties
experienced due to the recessionary Oklahoma economy.

If the President's proposals are adopted, our cities and utilities will be
restricted unnecessarily from access to the capital markets. This lack of
access to capital markets to take advantage of currency fluctuatfons will
result in higher hospital costs, water rates, and electric rates.

Furthermore, our electric systems which operate with a higher proportions of
debt to equity than other utility functions will be restricted in their
ability to provide competitive electric rates to consumers {if the same
financing alternatives in refinancing are not available to us as they are to
private or cooperative utilities. We can see no reason why our cities should
not be able to exercise sound financial management. There 1s no adequate
reason to restrain our ability to take advantage of market changes in interest
rates nor is there sound reason to prohibit us from refinancing our debt
during times of economic hardship.

Finally, the President proposes to eliminate or reduce the deduction banks can
take on the interest paid on funds borrowed to purchase tax exempt securities.
Banks may now deduct 80% of the interest paid on such borrowed funds.

Although all entities which fssue tax-exempt bonds will see higher borrowing
costs for all public projects should this measure be enacted into law, the
measure will be especially harmful to smaller rural municipalities. Interest
costs on debt to small cities is always much higher than the interest paid by
larger cities. This is due to the smaller size of the debt {issue, the
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uncertainty of small cities’ financial positions, and the lack of bond ratings
for these cities.

During the period from 1980 to 1983 small cities in Oklahoma were dependent
upon local banks to purchase bonds for necessary capital improvements such as
EPA mandated sewage treatment systems. Often these cities would have to take
time to help a local bank recruit investors to purchase a portion of an issue.
It was a rare occasion when more than one bid might be made for a city's bonds
during that period. Indeed, many rural cities borrowed money from the Farmers
Home Administration because there were no buyers for their bonds even though
coupons on such bonds were often 100-200 basis points above the interest rates
paid by typical tax-exempt issuers.

Were it not for the local banks ability to deduct the interest costs of funds
borrowed to purchase small tax-exempt issues, many of these cities in rural
areas would not have been able to borrow funds for absolutely necessary
projects. The Congress would certainly do a disservice to those cities as
well as al) idssuers of such securities 1if the interest deductability were
further reduced.

On behalf of the cities for whom I speak, I want to thank the Senate Finance
Committee for holding hearings on these issues. 1 regret that the agenda was
too lengthy for this presentation to be made personally and to be able to
directly address questions you may have had.

Certainly the budgetary problems you face are difficult. We only ask that
your efforts in tax reform do not take the course of crippling the financial
market for cities nor of saddling us. with higher costs of operations through
changes in the tax code.

Again, we thank you for the opportunity to present this brief testimony and
will be most happy to respond to any questions this committee or its staff may
have. .
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Group Health Association of America, Inc. (GHAA, Inc.) is
the national trade association for group and staff model health
maintenance organizations (HMOs) representing nearly 78% of the
national HMO enrollment. In the past year, HMO growth has risan
at .4 23% annual rate, demonstrating the growing acceptance of
the prepaid group practice concept by employers, consumers and
the Administration.

The Qongress established public policy towards HMOs tn 1973
with enagtment of the HMO A¢t which encouraged the dsvelopment
of HMOs, and f;vorod'xpo oreation of nbn-protlt plans with a
grant and loan QS".QQ;Q%wE?O"&N. Proprietary HMOs were
limited %0 federal loan guurdntooa only for development in
undoerserved areas. Although the grant and loan program has now
been phased out, non-profit HMOs were the model for the HMO
movement. These non-profit plans were the measure to§ further
growth in the HMO industry, including proprietary HMOs whioch
have experienced a phenomenal growth rate in the past few
yoars. This was apn intended and successful ingredient of the
national HMO streategy.

The sucoess of the experience of some of the well
established non~-profit HMOs, such as the Kaiger Foundation
Health Plan, Group Health Cooperative of Puget Sound and HIP of
Now York, contributed grestly to interest in developing HMOs
among {nsursnce oompuni;a; private investors and for-profit
providere. 1Indeed, under private sector grogrsma, their plans
rendered direct technioal assistance and sadvioce to the nascent

proprietary EMO industry.
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The value of those non-profit plans includes their local
governance and management and their ability to be responsive to
the needs of their enrollees and their local marketplace. 1In
order to have competitive premiums, keep up with technology and
meet growing capacity needs, non-profit HMOs with & 801(0) (3)
tax classification as & charitable organigation, rely in large
part on tax exempt bond fintnocing tc raise capital to oconstruot
¢n4 renovate ambulatory care facilities, acquire eqQuipment,
ro?intnoo existing taxadle debt, and in ths oese of non-profit
HMOs which own their own hoapitals--construot new hospitals or
renovate existing faoilities. Access to tax exempt finsnoing
allows non-profit HMOs to acquire capital at lower {nterest
reates as well as allowing long-term finanoing for assets
such as medical t;clgsztc- and hospitals, whioh are long-term in
nature. However, they represent only & small fraction of the
total activity in ic: exempt bond financing. The Administration
tax reform proposal to eliminate private purpose tax exempt dond
financing would have & severe impact on non-profit
HHO---;!footlnn the adility of existing plens to grow to meet
) the demands of enrollees and discouraging Qho‘ltort-up of new
non~-profit plans.

HMOs, by theip nature and by law, provide health ocare
services with an emphasis on preventive osre to enrollees who
reflect the age, sooisl and income oharacteristics of their
service area. The benefit of HMOs %o the commuaity inoludes
their development 0f health care fsoilities in undersesved
areas. Denial of tax exempt bond finanoing ocould severely
impact development and growth of these faollities in underserved

aTeas.
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As part of the ongoing national policy to encourage health
care cost containment, the Administration has created programs
‘and provided incentives which encourage HMO enrollment by
Medicare and Medicaid beneficiaries and federal employees and
their dependents. In 1982, under the Tax Equity and Fiscal
Reaponsibility Act (TEFRA), a new program was coreated whioch
promotes HMO enrollment by Medicare eligibles. A new health
care option has been created for Medicare beneficiaries which
provides, in many cases, & benefit package richer than the basic
services required under Medicare, for a fixed premium. The
program allows & payment to the HMO whioh generates savings for
the government but which 18 consistent with the prepaid
oconcept. As a result, the Department of Health and Human
Services (DHHS) is estimating there will be up to 600,000 new
Medicare beneficiaries enrolled in HMOs in the next three to
four years. Given the higher “tt}tzstion of health care
services by the elderly, capital for new facilities and
equipment will be urgently needed to meet thé nesds of this
expanded Medicare enrollment.

In 1981, under tﬁo Omnibus Budget Reconciliation Act (OBRA),
Congress granted states the !lexlﬁlliey to utilize alternative
delivery systems, such as HMOs, for their Medicaid programs. A
number of state and county governments in Michigan, Wisconsin,
New York and California have turned to prepaid group prscilis as
a way of ensuring access to high quality health care while

holding down costs.
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Federal employees and their families also have an
opportunity to enroll in HMOs and receive a comprehensive
benefit package for which the government pays a portion of their
premium, under the Federal Employees Health Benefits Program
(FEHBP). Currently, spproximately 191 HMOs participate in the
PEBEBP and 84 new HMO applications were recently approved for
1988 participation.

The carefully orafted public policy to encourage public and
private oﬁvollmont in HﬁOs would be impacted by eliminating
private purpose tax exempt dbond financing for non-profit HMOs.
These HMOs would have difficulty obtaining the necessary capital
to modernize existing facilities and expand to meet growing
enrollment. Although a few of the older, well-established
non-profit plans would have & oredit rating whiah‘mlght let them
compete in the commercial lending market, none has access to the
oqulE? market &8s do proprietary plans. For example, The HMO
Group, composed of 11 HMOs located in New Jersey, New York,
Washington, D.C., Connecticut, New Hampshire, Missouri, Rhode
Island, Washington and Minneapolis which serves approximately
1.2 million members, has developed a capital finanocing program
to reduce financing costs in order to remain competitive with
propriety HMOs that are able to obtain access to low cost
capital. Under this program, tax exempt revenue bonds will be
i{ssued through several state bond authorities in a collective
offering under the auspices of The HMO Group. In order to
assure continued growth of these FMOs over $40 million is

required for construction and refinancing of ambulatory medioal
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centers. The ocollective 1ssuing of bonds will eneble these BMOs '
to odbtain credit enhancement through "AAA” rated banks’ letters
of oredit which will generate dboth debt service and
odminxotr}tivo savings.

Por those who oould raise ocapital in the taxable'commerciasl
market, the increased costs of ocapital would add approximately
10-18% to the costs of each project or 1-2% in additional costs
esoch year. The inoreased costs would be refleocted in higher
premiums for the occnsumer and the employer (often state and
looal government), just as the savings achieved by using tax
esxempt financing now minimise inoresses in premiums. At the
same time, small HMOs would not be likely to have access to
oapital in the commercial market &t all and would have no
comparable source for meeting oapital noadlu

Limiting access to ocapital for non-profit plans or
inoreasing the ocosts for raising capital, would also have an
impact on the government. Higher HMO premiums and limited
oayictty would affect the government as & third party payor.
Although part of the Treasury Department’'s rationale for
eliminating private purpose tax exempt dond financing is erosion
of the federal tax base, federal oxpondtturon‘woulg.rslokhgaer
Medicare, Mediocaid and the FEHBP if the Administration ptopou;l
were enacted. For example, Health Insurance Plan (HIP) is the
country’'s second largest HMO, currently serving ove: 880,000
members throughout the New York metropolitan area through 87
health centers and two EIP hospitals. Additional hospital oare
is provided at other hospitals throughout New York. As a vesult
0of New York State legislative aotion last year, the Stgt-'o

o
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hospital finsnoing agenoy (MOFFA) is now asuthorized to 1ssue tax
exempt bonds to finance the construction, renovation and
expansion of HMO ﬂoilch centers. MCPPA will be issuing tax
exempt bonds this month to HIP !;r health center projects,
inocluding many projeots located in the five burrough3 of New
York. Had this form of financing not been available, the
estimatod additional cost to HIP's subsoribers of a taxable
finanoing in the same amount would range from $23-33 million.
8ince 80% of HIP's subsoribers are federal, state and munioipal
employees, government in its role as an employer would be
burdened with a large portion of these extra costs.

In addition to the Administration proposal to repeal tax
exempt bond financing for non~profit health ocare organizations,
the proposal would restrict arbitrage and eliminate advance.
refunding for tax exempt bonds. The Group Health Cooperative of
Puget 3ound, serving approximately 380,000 consumers in the
state of Washington through 20 primary oare mediocal centers and
two full service hospitals they own &..4 operate, estimates that
with their planned issuance of bonds to advance refund two 1683
bond issues, they will achieve a savings of spproximatolf $8.9
million. This will translate directly into & savings for Group
Health Cooperative consumers in terms of minimization of premium
increases. We urge preservation of the current system of
arbitrage and advance refunding.

In conclusion, the rapid growth of slternative health ocare
delivery systems and their onormous impact on contajnment of

oosts and quality of care, is directly attributadble to the
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carefully drawn Congressional poliocy of achieving a national
role for both non-profit and proprietary systems. In any
constructive m;rketﬁicoo environment, denial of a major source
of financing for non-profit HMOs could well skew this oarefully
measgsured balance. We urge and support continued availability of

tax exempt bond financing for non-profit HMOs.
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‘85-8
Policy Position chardiﬁqb
REVIS{ON OF TAX-EXEMPT STATUS FOR STATE BONDS
Submitted by: Governor Bob Graham, Florida ..
Adopted at the 1985 Annual Meetin

The Southern Governors' Association
September 10,1985

Background

within the next few weeks, the House Ways and Means Committee
is axpected to take action on a package of legislation based in
part upon the President's recent tax reform proposal.

The President's proposal contains a series of provisions which
would severely restrict the traditional tax exemption for bonds
issued by state and local governments.

The President proposes three changes in the federal law
governing tax exempt financing that are of acuta concern to state
and local governments: -

1. the prohibition of advanced refunding of existing bond
issues;

2. the requirement that a "significant proportion" of the bond
proceeds be spent within one month of the bond issue and
that all proceeds be spent within three years of issue;
and

3. the elimination of the tax exemption for bond issues in
which more than one percent of the proceeds are used by a
nongovernmental entity. .

Advanced refunding of outstanding bonds is done in order to
give taxpayers the benefit of lower interest rates than were
available at the time the bonds wers issued. Prohibition of this
practice will increase costs for taxpayers.

The rapid disposition of debt proceeds requirement would force
state and local governments to issue bonds with much greater
frequency than is now common. Because certain fixed costs attend
all bond issues, regardless of their size, more frequent issuance
would increase the cost of issuing bonds.

The "one percent tast," which would be used to distinguish
allowable from non-allowable bonds under the President’'s proposal,
would eliminate not only small-issue industrial development bonds

e
i
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Revision of Tax Exempt Status for State Bonds «
Page Two .

for private purposes, but would also eliminate bonds for air and
water port facilities, single~ and multi-family housing, pollution
control projects, student loans, solid waste disposal, and perhaps
water and sewer construction. ’

Recommendations

In recent years, Congress has adopted a number of limitations
on the use of tax exempt debt. These restrictions were intended to
assure reasonable use of tax exempt financing and, although this
goal has been substantially achieved, some additional refinement of
the law may be in order. However, the Southern Governors'
Association believes that the effort to prevent misuse of tax exempt
financing should not serve as a cloak for substantial elimination of
this important mechanism for financing the legitimate activities of
state and local gcvornmontl. Nor should it preclude the achievement
of important public goals through public-private partnerships.

It is the Association's belief that in drafting tax reform
legislation, Congress should recognize that the bond provisions in
the President's proposal constitute an assault on the tax exemption
for state and local borrowing, not merely an effort to eliminate
abuses connected with Yrivato activity bonds. If Congress is
concerned with preventing alleged abuses in tax-exempt financing, it
should enact legislation enumerating and prohibiting-these abuses.
If Congress is concerned with limiting the overall volume of tax-
exermpt bonds, it should continue the current volume "cap®™ system.
Finally, if Congress considers a clearer definition of legitimate
public purposes for tax-exempt financing essential, it should
address the definition problem, instead of adopting an unworkable
measurement of "private benefit® which could ultimately make all
state and local bonds taxable.
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TESTIMONY OF MAYOR EDWARD 1. KOCH

SUBMITTED TO THE SENATE COMMITTEE ON FINANCE

CONCERNING PROPOSALS FOR TAX EXEMPT BONDS

SEPTEMBER 24, 1988

The Reagan Administration’s program for tax reform, contained in a set of
proposuls-known as Treasury II, will have a significant and adverse impact on
a key financing tool utilized by municipal govemméxts. the issuance of
tax-exempt debt. If adopted as proposed, these elements would
cripple New York City's efforts to rebuild its aging infrastructure including
its City-bwned hospitals, force it to reduce and defer major new capital
improvement programs, such as resource recovery for waste disposal, call a
virtual halt to the crestion of multi-family housing for low- and
moderate-income families and wipe out vital programs providing low-cost
financing to businesses along with the concomitant job opportunities they
offer. All of this would occur at & time of massive federal budget reductions

for domestic programs in these same sreas of housing, health, environmental
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protection, employment and training and economic development.

There is one clement of the Administration’s tax proposal which [ am
forced to oppose above all others - - the repeal of the deduction for state
and local taxes - - because of the discriminatory impact it would have on
my City and State and because of the damage it would do to the principle of
federalism, so fundamental to our nation's system of government, However,
these tax-exempt debt proposals would have a severe impact on the quality
of life for the people of New York City: especially those who depend most on

government services and infrastructure.

Neither these tax-exempt debt proposals nor the elimination of the
deductibility of state and local taxes is essential for revenue-neutral tax
reform. The federal tax code can be made simpler and fairer without
dismantling the foundation of our federal system and without destroying state
and local governments® ability to borrow for public purposes at favorable
rates. The expected Treasury savings from the tax-exempt debt proposals
contained in the Administration’s plan are relatively modest. chlaccmentsA
can easily be found for the $3- 4 billion these provisions are expected to
save annually. !;ar less apparent, on the other hand, are the programs and
procedures, and the wherewithal to implement them, which would replace the

tax-exempt debt option in stimulating the provision of vital public goods and

services.

This testimony is restricted to the topic of the Administration’s
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proposals rélatcd to tax-exempt debt. It does not, therefore, respond to many
of the questions raised by the staff alternative prepared for the House Ways
and Mcans Committee rcleased on September 26th. It should be noted, however,
that the City has serious reservations regarding those proposals as well, and

we intend to voice these concerns over the coming days.

The Treasury II proposal would deny the federal tax-exemption to
debt issued where more than 1 percent of the proceeds of the bonds either
directly or indirectly benefit a person other than a state or local
government. Its effects on the City's housing, resource recovery, economic
development and medical facility capital programs would be devastating, In
addition, prop&sals to restrict arbitrage ecarnings and the abilities of
tax-exempt borrowers to refund bonds in advance of their maturity will make

many worthwhile public projects infeasible.

Small issue industrial revenue bonds (less than $10 million ) which
provide below-market rate financing to businesses, would be eliminated under
the Treasury Il proposals. These bonds are used to channel private capital
into socially beneficial investments that would not occur otherwise. In much
the same way that the tax exemption on interest paid on home mortgages
stimulates the private housing market, the tax exemption for interest earned
on small business loans makes such financing more readily available and

thereby induces additional jobs to be created and retained.

New York City's fiscal crisis is often attributed in large measure to the
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erosion of its tax base caused by the mass exodus of manufacturing firms
during the 1960's and 1970’s. Indeed, the City's future continues to depend

on its ability to retain its current mix of industrial and commercial jobs us
well as create future employment opportunities. Small issue IRB's have been
instrumental in retaining many businesses and are an important tool in the
City’s effort at insuring that industry flight and massive job loss does not
occur again and that new jobs are created in sufficient numbers to employ the

City's labor force.

The availability of affordable housing is another critical factor in the
cconomic future of New York City. Recent studies have shown that a
constricted housing market has the potential of s‘tif ling the City’s economic
growth. Market forces alone are unable to provide the type of housing needed
by the majority of city residents. It is anticipated that at the rate new
units arc now entering the market, less than half of the projected 2.7 million
new {amilies in New York City will find a place to live by the year

2000.

In addition, New York City's waste disposal problems have reached the
crisis stage. Landfill sites will reach their capacity shortly. New methods
of waste disposal must be developed immediately, Only through IRB financing
can the construction and operation of resource recovery facilities be made

financially feasible for New York City.

Finally, the City's municipally owned hospitals are anticipating capital
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needs of $1.5 billion over the next ten years, $1 billion of which is expected

to be raiscd through the issuance of IRBs.

The importance of IRB financing to New York City's future cannot be

overstated.

INDUSTRIAL REVENUE BONDS FOR ECONOMIC DEVELOPMENT

The New Y&rk City Industrial Development Agency (NYCIDA) is tﬁe principal
vehicle for issuing small issue industrial revenue bonds to promote job
opportunities and economic development in New York City. The NYCIDA isa
not-for-profit public benefit corporation which issues tax-exempt IRB's to
encourage economic growth and expand the industrial base of the City. The
NYCIDA provides access to capital to facilitate the construction, acquisition,
rehabilitation or improvement of real property and/or the purchase of

machinery and equipment,.

The NYCIDA is particularly selective about the projects it approves for
financial assistance. To qualify, a business must demonstrate that it will
provide substantial employment opportunities, is financially viable and that
the p'roject would not be economically feasible without IRB financing. For the
firms applying for IRB f inancing, tax-exempt debt holds the key to their
economic viability in New Yor!t City. In the case of many small businesses in

New York City, cash flow may not be sufficient to support debt service on
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taxable debt. These small businesses would not be able to undertake the
proposed project at taxable rates, and as a result, the expansion and

- subsequent job creation would not go forward.

Since 1976, the 389 projects financed by the NYCIDA for $583 million have
been responsible for retaining 34,602 jobs and creating 17,471 others. Many
of these are low-skilled jobs of fering opportunities for employment in
economically distressed arecas. Over 79 percent of these jobs went to
‘residents of New York City. In addition, the majority of the participating

firms are small businesses with less than 100 employees.

Currently, the New York City IDA is actively working on a total of 115
business loans, the l?kes of which would no longer be granted tax-exempt
status under Treasury II. Of these 115 businesses;’ 95 have made a substantial
investment in their projects and have received inducement resolutions from the
NYCIDA Board but have not yet closed. Tl.\ese 95 p;ojccts for $262 million in

bond financing would retain 6,255 jobs in New York City and create an

estimated 4,794 jobs. The 20 remaining projects in the pipeline are in

various stages of development. These 20 projects anticipatc using $62 million

of IRB financing to retain and create nearly 3,000 jobs. This means.in the

short term the tax reform proposal would threaten over 14,000 jobs in New York

City's already belcaguered industrial sector.

In addition to the NYCIDA, industrial and commercial businesses in New

York City have also obtained financing through the New York State Job
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Development Authority (JDA), the statewide issuer of industrial revenue bonds.
From January 1980 through August 1985, JDA has approved $20,969,000 in below
market rate loans to 79 New York City-.based companies. The majority of these
firms have been small businesses expanding their operations in New York City.
_As a result, it is anticipated that JDA financing will lead to the retention

and creation of 6,936 jobs. Tax-exempt financing of this type would be

prohibited by the President’s proposal.

The widespread and quite formidable economic benefits of small issue
IRB's far outweigh their costs to the government. The interest savings the
firm receives are dedicated to present and future development of the firm and
the overall economy through new jobs and payroll, plant expansion and local
sales. IRB investments stimulate new cconomic growth and provide additional
tax base for the local, state and fedetﬂ;igovernment. Because they do not
account for this effect, the estimates of \f"‘edcul revenue to be-gained by the
elimination of small issue IRB's are greatly overstated. Projected revenue

savings assume the same level of financing as would occur under current law,

even after the loss of the tax exemption,

The Deficit Reduction Act of 1984 (DEFRA) has already placed substantial
restrictions on the IRB program. At that time, Congress made a close
examination of the program and attempted to reduce the volume and focus of IRB
"issuances nationwide. Until the results of these actions are known, it would
be unwise to make yet another round of drastic policy changes, let alone count

on these new changes to generate a specific amount of sadditional federal
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revenue.

During the debate on DEFRA, the concern was raised that industrial
revenue bonds crowd out other governmental borrowings in the capital market
and thereby raise the total cost of all tax-exempt debt. However, recent
evidence indicates that small issue IRB’S only have a minimal effect on
interest rates for other tax-exempt issues because IRB's do not compete for -
the same source of capital. In contrast to traditional state and local debt
which is mainly purchased by private individuals, the overwhelming majority of
IRDB's issued by the NYCIDA are purchased by the firm’s local bank. According
to a recent study by the Council of Industrial Development Bond Issuers, over
75 percent of all small issue IRB’s were purchased by banks and only 18
percent of these banks sold any of their bonds on the secondary market.
Therefore, the impact of smalAl issue IRB’s on other tax-exempt debt is greatly

overstated.

The IRB program is an important source of capital to this country’s -
industrial s;ctor. This sector has already been hurt by two back-to-back
recessions followed by a strong doliar aproad and foreign competition at home.
In order to strengthen our manufacturing base, there needs to be a ;ubstantial
investment to retool and update the capital stock to be up to date with the
latest technological innovations. Small issue industrial revenue bonds are

one of the few financing tools available to encourage this'lmpo'rtant national

goal.
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RESQURCE RECOVERY FACILITIES

To ensure that New York City remains able to safely handle all of its
essential disposal needs, the City has begun a program to develop 18,000 tons
of daily resource recovery. capacity within the next ten years, and to reduce
its disposal requirements by recycling approximately 15 percent of its waste
stream. This program is designed to prevent the serious waste disposal
problem which now exists from becoming a waste disposal crisis. It is obvious
that to maintain adequate waste collection service the City must have adequate

disposal capacity.

At the end of this year, the City will lose about 40 percent of its daily
disposal capacity. At that time, the Fountain Avenue landfill in Brooklyn
will close pursuant to the agreement that permits the City to landfill at that
federally owned site. Closure of that facility means extra pressure on the

one other active landfill in the City. -

Proven resource recovery technologies of fer the most viable long-range
solution to the City’s waste disposal problem. This is because resource
recovery (the combustion of refuse and generation of steam and/or electricity
in precisely designed and operated facilities) is the most environmentally
acceptable and resource-efficient method for disposal of municipal solid
waste. In fact, ‘Congress has made clear in the federal environmental laws

that it is national policy to develop resource recovery facilities, Existing
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federal environmental regulations are designed to encourage resource recovery

and to discourage landfilling.

However, it is the private sector that is best able to provide the

construction and operational expertise for resource recovery facilities. The
technology emp.uyed in the safest, most reliable systems is not now within the
public domain. Its development has been the subject of & decade or more of
rescarch and development by the private sector. The luxury of time to
overcome existing institutional barriers and build in-house technical

expertise does not exist for New York City, where landfill space is rapidly

running out.

The pyrolosis plant constructed in Baltimore and the Refuse Derived Fuel
(RDF) plant constructed in Chicago are just two examples of experimental
facilities which have failed. We cannot afford failure, either practically or
economically, and therefore must rely on the proprictary systems and expertise

of the private sector, which have a proven record of success.

For these reasons New York City,‘likc many other localities, will enter
into full-service contractual arrangements for design, construction and
long-term operations with systems'vendors (i.e., private developers/
operators). Under these arrangements the ;ystem vendor assumes substantial
risk for non-performance of a facility. This results in assurance to the
municipality that the environmentally safe disposal services nceded will be

delivered on a continuing reliable basis. However, even though the private
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sector will construct and operate these facilities, they remain public purpose

projects in the truest sense of the term.

Last year this Committee and the House Ways and Means Committee agreed
that unlike some areas where IDB financing has been abused, resource recovery
projects are only constructed for an essential public purpose. Both
committees also recognized how important it is for localitics to have these

facilities provided by the private sector.

Resource recovery projects merit tax-exempt financing just as does any
other governmental public purpose project because it is the service rgcipient
- - the general public - - which benefits from lower waste divposal costs as a
result of lower imclfest rates. The proposed tax law changes would severely
penalize the City for taking the most prudent and responsible course available
for handling its waste disposal needs - - development of resource recovery
facilities which are privately owned under long-term full-service contracts
which require the vendor to make an equity contribution and guarantee

long-term operational performance.

The Deficit Reduction Act of 1984 (DEFRA) includes a special rule that

defines service contracts for waste-to-energy facilities that serve the

general public, enabling these projects to qualify for tax-exempt IDB
financing, investment tax credits and the accelerated cost-recovery system
(ACRS). These rules specify the risks, burdens and benefits that must remain

in the private sector in order to entitle an equity investor to tax ownership.
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These rules define public purpose, public-use resource recovery

facilities as:

"A facility is a qualified waste disposal facility

if: (1) such facility provides waste disposal services

for residents of part or all of one or more governmental
units; and (2) substantially all of the solid waste

processed at such facility is collected from the

.

general public.”

We recommend retention of this definition because it excludes private
facilities constructed for the purpose of waste disposal for private R
industrial waste of one or more private entities, but would include public

purpose, public-use resource recovery facilities.

" Resource recovery has the potential for tprning a national liability - -
m’hnicipsl solid waste - - into a national asset, and in effect wouid make this
. countryleu*d;pendent oil foreiih source:‘of energy. Resource }ecévery is
also a notable example of the private and public sectors joining together to
solve a local government problem at less costs and risk to a locality than the

traditional means employed by public entities.

New York City has estimated that as a result of Treasury II the annual

costs of operating resource recovery projects would increase from between $213
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;'nillion and $260 million to between $348 million and $420 million. Most of
these additional costs would result from the loss of tax-exempt financing.
The continued availability of IRB financing is crucial to the City’s ability
to afford the massive investments needed to construct the necessary resource

.

recovery projects.

HOUSING

New York City faces an acute shortage of affordable housing for a large
number of low- and middle-income residents secking shelter. The City has &
vacancy rate of only 2 percent. When occupied, délapidated units are dropped
from the calculation there is actual{y a negative vacancy rate. . The housing
market is getting tighter cach year because the City is gaining more

houscholds yhah housing units.

Between 1981 and 1984 the federal budget for housing was cut from $30°
billion to $9.9 billion, making the City’s job in dealing with its housing
shortage all the more difficult. The City is attempting to alleviate this
housing crisis by using lax-ex;mpt financing tools - - single family mortgage
revenue bonds (MRB's) and multi-family industrial development bonds (IDB's).
It also uses capital budget dollars raised through general obligation bonds to
| finance rehabilitation of abandoned buildings for reuse 'py low- and modérate-
income residents. All are threatened by the tax exempt bond propossls of

Treasury II.
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The State of New York Mortgage Agency currentl_'”y_i—sfgg LJIRB's in order to
provide financing for first-time homebuyers in New York State to purchase new
single-family homes or existing 1-4 family structures. Presently, it is the
only source of below-market, fixed rate mortgage money for first-time
homebuyers in owner-occupied housing. The elimination of MRB financing would

make it more difficult for the increasing numbers of residents seeking housing

" to afford to purchase new or rehabilitated hoﬁii'ng. In addition, it would

severely impair or eliminate many of New York City's neighborhood
revitalization and stabilization projects which are centered around the

construction of new homes or the rehabilitation of existing units,

Currently, the City, in partnership with community orsaniz;nions and
foundations, has plans to add upwards of 10,000 units of housing in
economically distressed areas of New York, These programs leverage city
capital budget monies of $10,000 per u‘n‘it with MRB's and private development
capital. Without tax-exempt financing ‘tro provide permanent ina;xcing. the
City's direct contribution to each of thé planned develogu“nents !oglg have to
be substantially increased if the homes are to remain affordable to low- and

moderate-income families. If the City were unable to increase its share of

financing, the homes would have to be marketed to higher income familics.

More critical in the City's efforts to provide housing opportunities for
its low- snd moderate-income residents is the tax exempt financing it uses to
provide multi-family Eentll housing. IDB’s are issued by the New York City .



3173

Housing Development Corporation for the production of new or substantially
rehabilitated mixed-income rental housing. The program requires that at least
20 percent of the units in any proj?ct must be occupied by houscholds carning
less than 80' percent of the area’s median income at the time of initial
occupancy. The availability of tax-exempt financing can result in cost
savings of between 30 and 40 percent which in turn can make housing projects
feasible where they otherwise would not be, and enable the owner to offer

a number of units at rents which are affordable to low-income families.

The City, in conjunction with the State, has also just announced a
landmark $1.2 billion commitment to devote growing amounts of municipal funds
as well as funds acquired f.rom such innovative sources as the Port Authority
and Bn}ety Park City Authority to produce low- gnd moderate-income housing.
The City plans to utilize tax-exempt financing to leverage these funds and
generate private capital sufficient to construct or rehabilitate over 70,000
units in the coming years. These units are essential to address the City's

housing crisis, and tax-exempt financing is essential to produce these units.

Although the existing IDB provisio:\s for multi-family housing require at
least 20 percent of the tenants to be low-income, there are ad;iitional ways to
insure that the program’s benefits are effectively targeted. In fact, the
City of New York has voluntarily instituted systems to require an adequate
supply of larger units and to adjust the income eligibility limits according

to family sizs.

4
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Other communities throughout the nation have also implemented their‘own
specific requirements to assure that the program meets the needs of their
residents. The City of New York supports any efforts on the part of the
Federal Government to encourage localities to further tighten the program and
better target its benefits as long nslthose cfforts allow the locality some

flexibility in doing so.

In addition to not being able to issue IRBs for housing, the City would

‘be prevented from issuing its general obligation debt to finance housing

projects it does not own because of the proposed 1 percent rule. The City's
program to house the homeless, which utilizes general obligation bond proceeds
to finance the rehablitation of vacant or substantially vacant tax-delinquent

buildings would be severely hampered. i\lew York City has already rehabilitated

. approximately 5,000 units for the homeless and intends to produce as many as

4,000 new units each year. Many of these units are in buildings targeted to
be sold to non-profit groups that will own and manage them as emersencyz .
shelters or permanent housing. None of these projects could be financed with

tax-exempt debt under the Treasury II proposal.

Without the use of tax-¢xempt bonds, the City would be forced to issue
taxable bonds or make d?rect expenditures from its treasury for the total
amount of the construction. This would increase the cost of financing by 30
to 40 percent, and dra!tically limit the number of units that could be

financed.
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HOSPITALS

The proposed 1 percent rule would jeopardize most of the‘projects planncd
by the City's Health and Hospitals Corporation by removing their tax-exempt
stmu.' Although HHC's hospitals are owned by the City, they are used by
hospital affiliates and professional corporations who provide direct patient
care service, as well as other groups, including service contractors and
" lessors. Therefore, more than 1 percent of the space or output of the .

facilities to be constructed will certainly be for so-called private use.

Furthermore, the taxable bond option might not be available for HHC
projects except at truly prohibitive rates. This is the result of HHC's
important role as provider of health care services to low-income people who
are not covered by pubdlic or private insurance and have no ability to pay for

services themselves.

Pay-as-you-go financing could become the only vehicle for raising the $1
billion necessary to undertake the 5 major hospital renovations planned for
the next 10 years. . However, even this option is untetlisticr because of the
formidable sums of up-front cash it would require, a ready source for which is

not now identifiable.
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it is clear from the foregoing that tax-exempt financing is a critical
instrument used by New York City to provide essential services to all its
citizens and secure its economic future. Federal budget cuts in dozens of
programs, including housing, CDBGs, UDAGsS, transpénalion; Medicaid, EDA
grants and employment programs have meant that localities must replace these
lost dollars with sources of their own. In order to accomplish this most
efficiently, localities must be allowed flexibility in meeting their financing
needs. Tax-exempt debt all‘:bws governments to gain maximum leverage for their

public monies and encourages public-private partnerships that increase the

efficiency and lower the cost of delivering important public services.

* Like most localities across the country, New York City has never abused

the privilege of tax-exempt financing and, to the contrary, has carefully
crafted programs to obtain maximum economic and social benefit. For example,
NYC issued only $125 million of economic development IRB's in 1984 out of an
annual allocation of $424 million. Similarly, New York City’s Housing
Development Corporation has tightened low-income requirements for its programs
in several ways that exceed statutory requirements. Clearly, the City uses
tax-exempt financing to obtain the largest benefit for the greatest number of
residents, at the lowest possible cost to government - - City, State, and

federal government. .

Congress has acted on several occasions to require all localities to

restrict their tax-exempt issucs to the most important economic purposes._
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Additional guidelines could target small issue IDB's to small businesses,

better target MRB's and housing IRB’s to low- and moderate-income families and
allow tax-exempt financing only for those projects that clearly have a
compelling public benefit. There is no reason why these programs should be -
climinated; instead certain restrictions and targeting provisions can make all

tax-exempt financing consistent with both national and local goals.

The City of New York is prepared to help this Committee in any way it
possibly can to formulate alternatives to the Treasury proposals and evaluate

their effects.
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Kathryn McLeod Lancaster
267 C Seahorse Drive Southeast
St. Petersburq, Florida 33705

October I, 1985

Ms. Betty Scott-Boom

Senate Committee on Finance
sp-219

Dirksen Senate Office Bullding
MWashington, 0.C, 20510

Fnclosed please find five copies of my article on the impact of tax
reform on tax-exempt bonds, as requested by Mr. William M. Diefenderfer

in his letter dated September 9. This article is being submitted to

the Senate Committee on Finance for Inclusion in the hearing record
(testimony was taken on September 2k, 1985). | prepared this report

("The Federal Tax Proposals: How They Affect State and Local Rovernment
Bond Issues and Finances') as a comment for the Stetson University College
of Law's Local Government issue of the Law Review.

Sincerel

hryn Hctﬁaster

(813) 822-3575

Enclosures
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THE PEDERAL TAX PROPOSALS: HOW THEY
APPECT STATE AND LOCAL GOVERNMENT BOND ISSUES AND PINANCES
COMMENT i

The calls for tax reform ring far and near? As a result
of these appeals, a large number of major Federal tax re~
vision proposals are currently c?mpetinq for the support of
Congress and the Administration Most of thesg proposals
include some form of a flat tax on all incomes” Exclusions
from income, exemptions from taxable income, deductions, and
tax credits are drascically limited if not abolished alto-
gether under the great majority of the suggested planaﬁ‘ The
espoused goals of such major overhauls aim for tax simplifi-
cation, a more equitable tax structure, the elimination of
tax incentives to channel funds in an inefficient manner,
greater ease in tax enforcement, and the bolstering of
national pride~® The objectives of the tax reform movement
demand respect; however, the means of reaching these impor-
tant objectives (i.e. the tax proposals themselves) may
require further refinement to 2void the destruction of
equally worthy governmental goals.

Numerous special interest groups have voiced their
objections to the Congressional bills as well as the Trea-
sury's proposal.” A few proposals have provided concessions,
while gt proposals only appear to reduce the challenged
effects ® The difficulties inherent in predicting the effects
of maajor tax revlaign plans complicate the debates accompany~-
ing reform efforts.

< N

The Pederal tax revisions now under consideration could
affect or eliminate industrial development bonds (e.g. waste
treatment, pollution control), homeowner financing bonds,
student loan bonds, tax arbitrage (the investment of revenue
derived from tax exempt issues), advance refunding of bonds
by municipalities and states, the depository institution
market for tax-exempt issued, state and local real property
taxes, state and local personal property taxes, state anq”
local income taxes, and state and local general sales taxes.
Consequently, the federal tax proposals being examined in the
Capital could seriously alter municipal financing and opera-
tions ~ from the levying of real or personal property taxes
to the contracting out of municipal services.

ot
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Iv. What the Flat Tax Proposals Provide The Quayle/Schulze
SELF-Tax Act o

One of the firsv Congressional flat tax bills still
under consxdcratlon,sihe Quayle/S8chulze SELP-Tax Act of 1984
(originally of 1983)3” provides for five tax brackets ranging
from 148 to 28% for individuald with a single 258 bracket for
corporationss> The entire bill consumes only four and a half
pages., Section 4(a) of the Quayle Bill (ironically intro-
duced as Senate Bill number 1040), repeals "all apecific
exclusions from gross income, all deductions, and all credits
against income.®*S%® Thus, this SELP-Tax would effectively
repeal the exclusion of interest on all tax-exempt bonds, the
deduction of all state and local taxes, and any special
capital gains treatment.
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The DeConcini/Shelby Flat Rate Tax System

Another bill mtroduc,d into Congress in early 1983, the
DeConcini/Shelby proposal f'presents a flat rate tax of 19% on
compensation and taxable business incomeS® Under this bill,
compensation includes "wages, salaries, peneions, bonuses,
prizes and awards®"®'as well as “workman's compensation and
other paymentz for injuries or other compensation for
damages."™® This definition of compensation excludes “goods
and services provided to employees by their employer" such as
*"medical bsnefits, insurance, meals, housing, recreational
facilities, and other fringe benefits."# The DeConcini/Shelby
proposal defines business taxable income as "business re~
oeipts less the cost of business inputs, less compensation
paid to employees, and less the cost of capital equipment,
structures, and land."62

Interestingly, the DneConcini/Shelby bill contains no
provision imposing an income tax on the appreciation of
previously taxed income SfAs a tax on only compensation, this
proposal excludes all interest received from investments such
~ a8 bornds or dividends received from stock and any gain on the
sale of investment property. By only taxing compensation and
not taxing further return of income derived from the pre-
viously taxed funds, the DeConcini/Shelby bill alleviates the
double taxation of income produced in corporations®¥ This one
time tax on earned income could also substantially influence
municipal finance.

Tr 's compensation tax proposal includes no section
repeat..)g the tax-exempt status of any bonds or creating
additiopal restrictions on the qualifications of tax exempt
bonds.®” Nevertheless, by excluding all investment income from
taxation, the DeConcini/Shelby flat tax confers tax-exempt
status to all bonds, corporate as well as municipal. Like-
wise, this flat tax propossl treats all capital gains as
tax-exempt 80 that investorr «::1d desire no special capital
gains treatment.

&

55-398 0 - 86 - 13
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The Kemp/Kasten Pair and Simple Tax Act of 1984

In April of 1984, Senator Kasten and Congressman Kemp
introdqyced their hill for the “Fair and Simple Tax Act of
1984" 7" This forty-seven page bill proposes a flat tax of
25-percent on the taxable income of individuals &nd a tax of
15-Kotccnt on the first $50,000 of taxable corporate income
with a Wxnrcont rate on corporate taxable income exceeding
$50,000,°% This bill excludes 20-percent of an individual's
enployment income (up to the FICA maximum wage base) and a
limited amount of investment income (for ipdividuals \dths,
less than $10,000 of employment income) from taxable income.
The Kem . 'Kasten propcsal equates employment income with
earned income and clgusiﬂel investment income as all
non-employment income.’? By excluding 20-percent of earned
income and a small portion of investment income for low
income taxpayers, the Pair and Simple Tax Act: g’rovxaes some
degree of progressivity in its flat tax scheme.” The design
of this bill broadens the tax base by eliminating exclusions,
exemptions and deductions while lowering the taxation rate
structure.

section 215 of this proposal repeals the tax- exempt
status of interest on industrial development bonds as well as
mortgage subsidy bonds.’? The proposed alteration of the
Code's section 103 would also disallow the exemption of
interest derived from obligations incurred to finance student
loans or tax-exempt organizations.’ Section 501(e) of this
bill states that the amendments applicable to tax-exempt
bonds in section 2i5 only nppxi to obuquu!?n- issued after
the effective date of the Act (if enacted).’

A controvctl{ appears to exist over what state and local
taxes are deductible under the Kemp/Kasten proposal. The
1964 version of the bill, introduyced during the second
session of the 98th Congress as Senate Bill number 2600,
never mentions 3 repeal of the deductions for state and local
taxes or the section %loulng the deductions under current
law, c¢ode gection 164.7® Even so, the Treasury Department's
Report to the President states that tgc Kemp/Kasten bill
repeals state and local ingcme taxes.”’ A separate report
prepared by the Goverpment Pinance Officers Asasociation
statea that the Kemp/Kasten proposal repeals the deduction .
for atate and local %come taxes, personal property taxes and
general sales taxes,
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The Bradley/Gephardt Fair Tax Act of 1984

In June of 1983, Congressman (ephardt and Senator
Bradiey introduced their Fair Tax Acs v¢ 1983 to broaden the
tax base while lowering tax rates.’'RepLvesentative Perraro,
Senator Hart and Senator Kennedy listed themselves among the
proeonl's spongors.®” This 73 page bill inposes a °®noramal
tax® of 14-percent of an individual's taxable income with a
"surtax™ of 12-percent of the individual's income over level
I (but under level II), and 16-percent of the individual's
income over level 1 (but under level xu. and 16-percent of
the individual's income over level II.8! The resulting cate
schedule has three tax brackets for individuals, 14-pevrcent
(of income below $25,000 for unmarried individuals or $40,000
on joint returns), 26-percent (of incomeg, below $37,500 Sor
individuals or $65,000 on joint returnl)&and 30-percent 87 A
£lat “normal tax" ,of 30-percent applies to the income of
estates and trusts as well as to the income of corporations.®s

8ection 216 of the Bradley/Gephardt proposal substan-

tially limits the bonds issues qualifying for tax-exempt

treatment under the Code. This provision repeals the tax

exemption for irterest received on industrial development

bonds, mortgage tubsidy bonds, and bonds utilized to financo“
student loans as well as otherwise tax-exempt oxganizations,

Likewise, section 233 of this bill repeals the _deductions

allowable under Code section 164 ggr scate and local sales:
taxes and personal property taxes, .
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The Treasury Department Tax Reform For Pairness, S8implicity
and Economic Growth:

On November 27, 1984, the Treasury Department, under the
quidance of Donald T. Regan, revealed its modified flat tax
plan to lower the tax rates and broaden the tax base’® By
December 27, 1984, the Trollurz Department had written over
800 pages to the President discussing the Tax Reform for
Pairness, Bim llc‘iy, and Bconomic Growth, comparing it with
the alternatives. This modified flat tax has three tax
brackets 15=percent (for single {ndividuale with taxable
income from $2,800 to $19,300, for married taxpayers filing
jointly with taxable income from $3,800 to $31,800, or for
heads of households with taxable income from - $3,%500 to
$25,000)) 25-percent (for eingle individuals with taxable
income from $19,300 to 418,100, for married taxpayers filing
jointly with taxable income from $31,800 to $63,800, or for
heads of households wtt;z taxable {ncome from 325,000 to
$48,000)) and 35-percent,

Working within its own expertise, the Treasury Depart-
ment drafted a highly detailed toohnoloilcally superior study
of the current tax system and its perceived weaknesses.” As a
result, the Troanur{ proposal contains a number of provisions
altering less visual aress of the Code and Regulations which
the Congressional bills failed to address. One of these
arcas creceiving attention only in the Treasury's tax plan
concerns the ability of banks and other depository institu-
tions to deduot 60-percent of the interest paid on d.pglttod
funds utilised to purchase or carry tax-exempt bonds.'" The
Treasury's proposal eliminates this "loop hole" by disallow~
ing interest deductions to the extent 35 the depository
institution's tax~exempt security holdings.

Two other frovtltonn found only in the Treasury's tax
retorm project limit the activities of governmental issuers
in relation to tax-exempt securities, The firat restriction
increasep the current prohibitions against tax arbitrage by
isauers. Unlike the current Code, the Treasury's tax
arbitrage provision also prohibits isanuers from retaining
unanticipated arbitrage and forces issuers to rebate profits
derived trom the investment of proigodl obtained through
non~government purpose fndebtedness. In determining the
amount of gain dorived from tax arbitragas, issuancg costs no
longer enter into the calculation of bond yields."® Further-
more, the Treasury proposal provides stricter guidelines
covering tnhe temporary periods during which the present tux
system_allows the investment on tax-exempt bond proceeds.t’ In
addition, the Treasury's plan prohibits the early issuance of
bonde, requiring that the issuer expend & substantial portion
of the securities proceeds within one month after issuance
and that the xoo,ar exhaust all funds within three yesars (as
a gencral rule).



386

The other provision with the Treasury Department as its
sole proponant proscribes advanced refundings for all tax-
exempt bonds, unless the issuer {mmediately utilizes the
proceads of the refunding to retire the prior bond issue.
Thus, contrary to cutrent practice, issuers may only carry
out an advanced refunding if the o0ld bonds were immediately
redeemed with the newly borrowed funds.ho

This tax reform proposal also differs from its primary
Congressional rivals (Bradley/Gephardt and Kemp/Kasten) in
that it repeals the deduction log all state and local taxes
bestowed in Code section 164.'' Without the deduction in
section 164, taxes imposed by state and local governments on
real property, personal property, income, ard sales create
fedoral income tax deductions only when incurred in a trade
or business,'0?

The Treasury Plan denies tax-exempt status for govern=-
ment obligations where & non-governmental entity uses over
one percent of the funds derived from the issue, unless: (1)
the proceeds financed facilities available to all members of
the ?onorcl public on an ¢1001 basis; (2) the proceeds funded
tacilities used by a private entity under a short-term
management agreement; (3) the non-government person covers
its proportional share of the costs) (4) the iesuer allows
the use of the proceeds for a reasonably noaouuarg reserve
fund; (5) the issuer invests the proceeds during the tempo-
rary period before use allowed under the arbitrage restric-
tions; or (6) the 13,00: deposits the proceeds In a bona fide
debt aervice fund./9% In addition, the proposal extends the
roportlng requirements for IBD's to all tax-exempt secu~
rities ® Under the Treasury's reatrictions, tax-exempt obli=~
gations suppott only government purpose projects controlled
by a governmental unit. Bome non-govo:nmonc purpose ifssues
under the Treasury proposal are student loan bonds, mortgage
subsidy bonds, veterans' mortgage bonds, pollution control be
onds, and waste disposal facilities bonds, as well as
practically every other form of IDB's,

.
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Many municipal bond experts declined to discuss the
possible effects of the federal flat tax proposals because of
the lack of specificity and certainty surrounding the rele-
vant provisions in addition to the extremely complex indeter-
minate variables involved in prcd&ﬁ;tng tne economic outcome
of any of the flat tax proposals.’

Charles McLure, deputy assistant secretary of the Trea-
sury Deapartment stated that the effects of the Treasury pro-
posal can not be satisfactorily predicted through traditional
econonic forecasting methods because econometria models
®can't tell the difference between a dollar of investment
that's going into a building that will stand vacant aqd one
going into a factory that will be productively used,"'®

The lack of uniformity among the predicticns of tax
analysts and economists evidences the difficulties involved
in attempting to analysze the merits of & major income tax
revision. On the one hand, formar presidential economic
adviser Martin Peldstein contends that the benefits of the
Treasury plan ace small in proportion to the resulting harm,
while a Hacrvard colleague, Dale Jorgenson, asserts that the
Treasury proposal increases the growth of the gross national
product by S3-percent over the next seven years.”YMost anal-
¥|to indicate that reldstein's predictions applr to the first

ov years under a modified flat tax plan, while Jorgenson's
forecast depiots the long term sconomy /0

On a more specifio level, some general consensus oxists
lnont municipal bond analysts as well, The major debates
revolve around the degree of the ogﬁoctl and the possibility
that such proposals may become law,

According to a number of municipal bond brokers, if a
tax revision eliminated other tax shelters, a Jo~pcroong
bracket still provides a healthy market for municipal bonds.
Other {nvestment advisers suggest that current yields on
municipal bonds are high enough to remain good investments
for individuals in the 20 to 23~-percent tax bracket, especi-
ally if other tax shelters are eliminated by the tax Ero-
posal //# But these experts stil) admit that such low brackets
may adversely nltog the market for tax-exempt bonds with
normal lower yields. - .

The majority of experts also feel that the dividing
folnt for the lowest tax rate for retaining the prime market~
ng condition for municipal bon%, exists in the range between
the 30 to 3S-percent tax tates.,” Below this level, a triple-
A, 10 7/8=-percent corporate bond probably appears rore
attractive to some high bracket {investors; however, the
ability of municipal fssuers to offer yields equaling 80 to
90-percent of Treasury yialds, and the security f{nherent in
any govetrnment backed issue allows the tax-c’ﬁrpt market to
retain a substantial portion of its investors,

2
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Proposal's Potential Effects on the Marketability of
Municipal Bond Issues

Qualified home owner financing bonds, pollution control
bonds and other non-governmental issues currently comprise a
very large sector (628) of the tax-exempt bond market.''? Many
sources contend that the elimination of the tax exemption for
interest received from such non-governmental bonds helps to
hold the remaining municipal yields down under a oupply”ﬁnd
denand theory based upon a reduced supply. However, some
municipal analysts state that the major problem is a lack of
basic nocd"‘or exempted securities under a lower tax bracket

structure,

These analysts agree that no matter how low the lurply
remains, {f no demand exists for interest free bonds, munici-
palities must raise the yields offered p their obligations
to compete with corporate bond issues. In addition, many
investment advisers point out that the 1982 tax revisions
mandating the registration of practically all tax-exempt
issues increased the cost of issuing municipal bonds and made
tax-exempt locurttstl less convenient than coupon bearing
unregistered bonds.'t’
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By decreasing the favored tax treatment of municipal
bonds, the proposal correspondingly encourages investment
into more favorably treated areas. Capital gains treatment,
which the President desires to cretain™Tor the economy could
provide greater tax advantages for real property ln?unnu
than municipal bonds under a lower tax structure!/®? Por ex-
ample, if a taxpayer invests in real property for a period
exceeding six months (one year for this example) and the real
property appreciates substantially in value at the rate of
ten-percent per year (not an unheard of occurrence in
Florida), when the taxpayer sells this long term capital
gaine property at a profit, gaplul gains treatment taxes
only 40-percent of his qun." on the other hand, the same
taxpayer receives only six percent {nterest on municipal
bonds, an insignificant amount when compared to the appreci-
ation in value (eight and -u-?”\ths psrcent after tax here)
of wisely chosen real property Therefore, in order to com~
pete for investment capital, municipalities would have to
raise the yields oftered on their obligations. Thus, @
reduction in the tax rates limits the ability of local
governments to craise revenues through bond issues,

The Treasury's proposal to repeal the deduction of
80~-percent of the interest incurred by do?ontory institu~
tions to purchase or carry tax-exempt seour G.H: can cause &
reduction in the demand for municipal issues.*® Because com-
mercial banks currently hold one-third of all ouuundlng
tax-exempt obligations, the mg“wdo of this potentia
reduction in demand is very great.”  The Treasury Department's
rofon to the President recognizes this danger to the munioci~ .
pal market, noting that on retail investors own a largor,“
sector of the municipal bond market than commercial banks,
Nevertheless, the Treasury's report contends that the pro-
visions of the Propoul eliminating the tax-exempt atatus of
"non-governmont® purpose bonds, prohibiting arbitrage bonds,
and proscribing the advanced refunding of bonds limits the
number of tax-exwmpt bonds available on th’ ‘narxu thereby
increasing the demand for municipal bonds.'t% Likewise, the
Treasury Department maintains that the elimination of other
tax shelters probably decreases the pszuuu on state and
local governments to raise bond yields.’

Yet, in the opinion of municipal bond analysts from
national brokerage firms, the lowering of the highest tax
rate, & denial of a deduction for interest incurred by bank-
ing institutions to carry tax-exempt bonds, and the elimina-
tion of tax-exempt status for "non-yovernment purpose® bonds
combined with the recently enacted registration requirements
for tax-exempt status makes the borrowing of 3uptnl an
unduly burdensome task for municipal governments.’d!

10
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But both sides agree that the precise aggregate impact gt a
flat tax proposal on municipal bonds remains a uyltcry.’J

The Alliance Por State and Local Government Pinance
warns that limitations on tax-exempt bonds endanger the
financing of “schools, water and sewer systems, vroads,
bridges, hﬂapltals and public housing® by states, counties
and cities!’’ This coalition also states that further federal
cut-backs on revenue distributed to state and local govern=-
ment seriously impede the ability of municipal governments to
provide adequate services and facilities aqg necessitate the
imposition of higher state and local taxes, ¢

In a number of areas, the federal government's proposals
strike a blow to municipal government operations from both
the budget side and the tevenue side. A nlttodl¥, municipal
governments have more pressing concerns arisin rom federal
budget cutting proposals and the budget d"‘ﬁrﬁ itself than
from the effects of flat tax reform proposals.’® Budget plans
to eliminate federal revenue sharing with locsl government,
to terminate grants to transit systems (often utilized for
municipal busing services), to cut community development
block grants, to reduce public housing subsidies, and to
sharply cut funds for energy conservation, urban parks, the
Job Corps, cultural programs, and waste disposal ‘uclltttnl
greatly distress local government administrators. '?

Wall Btree ournal article notes that ®city halls
agros e coun ve name the President's budget plan the
*Slasher Budget® and states that "(m)eyors throughout the
nation® feel that the proposals of the Administration !ynqlc
out cities to bear the burden of the national deficit,'

The Census Bureau reports that the federal government
and state governments provided progressively smaller oontrlq
butions to city government revenue over the last five years.
At the same time user charges, interest earnings and utili-
ties pryvtdod increasingly lexrger sources of municipal
revenue,

The proposals to disallow deductions for state and local
tax actually benefit local governments in areas with lower
local taxes on the average (e.9. Florida) b/ lessening the
disproportionately greater (federal nubf%dau‘on of local
governments with higher local tax burdens ® conversely, areas
with high sales taxes such as New York, Connecticut, Califor-
nia, Tennesses, lllinois, Washington, Hawati and Lorzllana,
could suffer from the repeal of sales tax deductions. !

H

8
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In its analysis of the deduction allowed for state and
local taxes, the Treasury Department noteeé that this deduc-
tion serves to subsidize a larger proportion of high-income
and high-tax states than of low-income and low-tax states,
Critics of the deduction of state and local taxes point out
that such deductions _decrease the progressivity of the
federal tax structure.“? Por example, only 2-percent of tax-
payers with family income of under $10,000 utilize the state
and local tax deduction while 97~percent of individuals with
incomes of $200,000 or more benefit from the deduction.
Opponents of deductibility also complain that the allowance
of a deduction for state and local taxes on sales, real
groporty, porsonal property and income discourage state and

ocal governments from imposing taxes, inaligible under

section 164, which spread costs more equitably to the bene-
ficiary of the facilities or services funded through the
genera s’! funds, eJich as user fees, special assessments and
excises.

12
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vi. Market Trends

he market anticipates major factors rather than mervely
reacting after their occurrence because of th&;opbtltloanon
and sensitivity of the municipal bond market, ~When monitor-
ing market trends, an analyst gains more accurate information
by tracking the long-term lesues boauu" the short-term
municipal issues vary with daily factors!%! More debt exists
in short-term municipals than in the long-tera municipals,
but longer term tax~ exempts are more stable and have higher
yields so that tp‘y compare more readily with higher yleld
corporate bonds./

As early as November 19, 1984 the Wall Stre %ﬂg;aol
published an article advising municipa vestors ]
potential effect of the flat tax proposals/4Tin this article,
Hugh R. Lamle of M,D. Sass Investors Bervices, states that
the proximity of municipal bond yields to the typically
higher treasury bond yields results "?fo investor apprehen-
sion of & major income tax revision, The opposite view
receives support from Richard J. Pranke, president of John
Nuveen & Co. who attributes the relatively high municipal
bond yields to the large supply of municipal bonds on the
market, not any anticipation 9} the enactment of a modified
flat tax with lower tax rates.”!

8ince mid-January, some municipal bond market experts
observe waivering in the market for long-term municipal
issues which t.)nu advisors attribute to a fear of the flat
tax proposals,?& Overall, the zhldl on corporate bonds are
moving down more than the ylelde ﬂ' long=term tax free bonds
tor issues of comparable qualit JIMarket forces ,epur to be
nacrowing the ﬁpp between tax free and corpond r treasury
bond issues./ The viewpoint that waivering now exists
receives additional weight from the regant advent of tele-
vision advertising for municipal bonds.”®Rven so, consider~
able disagreement exists over whether the anticipation of
flat tax proposals affects the municipal bonds market.

According to other municipal issue experts, the intro-
duction of quasi-flat-tax proposals has no noticeable effect
upon the municipal bond market becavse {nvestors do not
expect the proposed withdrawal of the exemption for non-
governmental bonds or a reduction in the ", bracket struc-
ture to materialise in their present form.'” !They state that
once Congress understands the implications of these tax pro-
pouué b‘wul reject the flat tax programs as economically
unsound,

These analysts further assert that even If a flat tax

revision goes through Congress, the legislature would first
abandon the provisions having major adverse impacts on

13
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municipal bonds. If a flat tax proposal is enac (a posals
adversely affecting tax-exempt bond obligations fre ely to
be severely "watered down" through the lobbyiny§ etfofts o!'"
the insurance industry and investment bankers, ng others,
Some of these municipal bond experts expect flat tax
enacted to contain further limits on the types of bonds
eligible l?zotu exemption but such limits would be prospec-
tive only, Thus, while the elimination of IDB's appears
feasable, these experts feel that major dislocations of the
tax system are unlikely in the near future.

One municipal securities expert notes that a perceived ol
crisie strikes the municipal bond market almost every year.'
A few years back alarms sounded as the Administration reduced
the highest tax, bracket from 70-percent to the current
S0~-percent rate.JYépurthormore, a 1982 amendment disallows the
deduction of 20-percent of interest lncurrz«k by depository
institutions to carry tax-exempt securities/®’dAnother amend-
ment to the Sg e in 1982 requires the registration of tax-
exempt bonds, Then the default of thg Washington Public
Power Bupply Bystem of $2.2% billion of revenue bonds
assertedly sounded the death toll for power supply bonds./e$
The Bocial. Becurity Amendments Act of 1983, reqguiring the
inclusion of tax-exempt bond income in determining whether or
not the bond holder pays taxes on B8ocial Bof‘gny benefite
provided another major scare for the market.'” Yet, through
all of these celebrated ends of municipal issues as a major
investiment alternative, the tax-exempt met continues to
provide excellent investment opportunities,

Ronald A. Periman, sssistant secretary for tax policy at
the Treasury Department statos that the Treasury proposal's
restrictions on tax-exempt bonds aim to limit the use of
proceeds from tax-exempt bonds "to governments and the
activities of governments" an8 "minimisze the extent to which®
encouragement. of lfcol development is effectuated "through
the tax tylum."‘ However, the xfreasury Department's dis-
allowance of the exclusion of IDB interest contradicts
President Reagan's assertion w‘t private business is far
more efficient than government,

Many vital municipal government projects rely heavily on
industrial development bonds to allow local gavernments to
contract out governmggt tasks requiring specpalized facil-
ities and expertise, Municipal groups c:uny:d that 1bB's
utilized to finance legitimate government £functiona con=-
tracted out to private enterprise increase the efficiéncy of
the economy rather than cause an!(dcun( transactions per=-
formed only for their tax benefits.’/ The Treasury Department
states in {ts report to the President mu,.onr of the main
objectives of the tax plan is to decrzase tax incentives for
business decisionsi’€By disallowing the kxclusion of interest

)
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on 1DB's used for municipal purposes by private entities at
the direction of municipalities, the new proposals force
municipalities to take on the tasks previously ntracted out
in order *? obtain low interest financing and save local tax
revenues/ ?supporters of the DeConcini/Shelby tax reform bill
allow all bonds to provide tax-exempt interest, but this
approach would also force municipal governments to compete
for capital at corporate rates without qna advantage formerly
bestowed through special tax treatment.'

Opponents of industrial development bonds contend that
the current tax scheme "bribec® munlctpa%lﬂovornmontl to seek
private involvement (n theit projects. One congressional
committee staff member comments that private business would
sell locel officials on paying $1% a ton for waste disposal
in & resource-~trocovery plant (actually costing $30 a ton)
rather than paying $10 a ton for local landfill use in order
e obt1>n the $1% a ton tax benefits,'’é

Proponents of industrial development bonds for waste
dispossl projocts point out that energy conservation and
envirunmental issucs make the land(ill alternative unaccept-
able, especielly. in areas vh;fo land reasonably available for
landfiils no longer exiasts.?T Resource-recovery plants which
burn solid waste to generate power will provide the primary
means waste disposal (o; ®"cities from New York to Tampa to
Tulsa® in tuture years. b 1he Treasury's plans to deny tax-
exempt statue to waste dllronal 1DB's would taq**t in an
additional $16 million annually in tip fees alone,'

Similarly, the elimination of IDB tax-exempt status al-
together would force industries to compete in corporate bond
markets in ordet to fund the non-profit pollutioq control
facilities required under environmental :cqulntlon.5° Propo=-

"nents of JUB's argue that becauss society demands pollution
conjrol programs and receives their benefits, the (ederal
qovecnment should subsidize pollution control !uoilxttx’ by
granting tax-exempt status for pollution control iDB's,’

- The Treasury Department raises & number of valid de-
fensas of its decision to repeal tax-exempt interast on 1DB's
and other nop=government purpose bonds. The Treasury's
report’ notes gtnqt the use of non-governmental tax-exempt
securitles i{nCreased rapidly, brlggtnq abuses and placing a
heoavy burdeh on federal revenues.'¥*In 1975, non-governmental
tax-exempt issues accounted for only Jo-porcﬁﬂt of. the muni=-
cipaje-market, raising nine billion dollars/®? By 1983, the
yoar's tax-exempt isasues reached §58 billloqi‘ comprising
62-percent of the tax-tree securities market.'%% The report
l1ists the primary bencficiaries of the tax-oxempt status of
1D8's as the private businesses or individuals who rdceive
the low (nterest financing and thcmstlluont bondholders who
avoid taxation on their bond income,™ The detiimental results
of 1DB (financing include: higher financing costs for

15
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government purpose bonds due to the large supply of tax-
exempt {ssues on the mcrket; a reduction in federal revenues
from uncollected income taxes on bond interest; a corrvespond-
ing decrease in the funds available for the federal budget;
and unequitahble advantages of the private parties receiving .
10B financing over other private enterprises in the oconomyﬁ‘
Thus, credible arguments exist both for and against the
retention of tax-exempt status for IDB's and other municipal
bonds funding home mortgages, student loans, or tax-exempt
organizations.

Puture interest paynonb’ on the federal budget deficit
loom datrkly on the horizon/ Yﬁﬁ practically all of the tax
proposals are revenue neutral, In fact, Prosident Reagan
emphatically states at he will wsupport onl{ a4 revenue
neutral tax overhaul,'®Y The Kemp/Kasten bill falls short ot
even the current syatem's faganuc raising capacity according
to the Treasury Department.

With such major concerns existing over the ability of
the federal government to avoid major consequences from a
runaway budget deficit, it is surprising that every one of
the tax reform plans {ntroduced lantq\fall provide for a
substantial reduction in the tax rates.” Although the lower-
ing of the tax rates serves as consideration for the drastic
reduction in the exclusions, exemptions, deductions, and
oredits permitted under the code, the degree of the tax re~
duction for the higher brackets appears unwarranted in llgﬁh
ot the financial condition of the United Btates Government,

The Treasury Department's argument that (ts proposals
should help corporations be able to raise capital more
readily by decreasing the bond supply is not well taken due
to the Treasury's crecent lslunﬁcc of 811 billion in bondn to
cover budget deficit costs, In addition, the Troaﬂrry
Department recently raised the yield on federal bonds.”? In
view of the mounting federal deficit, the hiking of these
interest vates must result from the Treasury's difficulties
obtaining debt financing. Interestingly, by temoving the tax
advantages of IDB's, home owner financing bonds and anr other
non-government purpose bonds, while concurrently reducing the
competitiveness of even general obligation bonds through the
reduction in the tax rates, the Treasury Department improves
the marketability of its own bonds. Consequently, the Admin-
istration could appease the citizenry with lower tax rates -
while increasing its ability to obtain bond issue financing.
Untortunately, this scheme leaves municipal governments "out
in the cold" with regard to the (inancing of local projects
and programs, especially under the Administration's plans to
decentralize government by decreasing federal support to

dacentialite Joueroaent of iauiny “
&ﬁm%m% M//d@r
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October 7, 1988

The Honorable Bod Packwood
Chairman

Committes on Pinance

United States Senate

219 Dirksen Senate Office Bullding
Washington, D.C, 205810

Dear Mr. Chalrmans

This letter Is submitted In conneotion with hearings held by the Senste Finance
Committes on BSeptember 24 on tex-exempt bonds. BA eolates the
oprorwnny to commant upon the exemption from Pederal Income tax for (nterest
pald on bonds for multifamily and single Tamily housing and we respectiully request
that this letter be Included In the hearing record.

The President's (ax proposals to the Congress would repeal the exemption from
taxation for Interest pald on slate and loos! government bonds if more than one
peraent of the proceeds are used by any parson other than & state or local
overnment.  Interest on multifamily Industria) development bonds (IDBs) and
origage Subsidy Bonds, including morigage oredit oertilicates, would no longer
qualily Tor tax exemption.

The Monfn’l Bankers Assoolation of Amerloa ls 8 nationwide organizsation devoted
exolusivaly to the feld of morigage and real estete finance. MEBA's membership lo
comprised of mortgage originators, moﬂur Investars, and a varlety of ndustry.
related firms. Mortgage banking (lrmu. which make up the thlm portion of the
total mcmbmmf. engage directly In originating, financing, selling, and servicing
real estate Invesiment portfolios. .

MBA urges that the Federal Income tax exemption on revenue bonds for finanel
?mm industrial Incorne-producing facllities be eliminated, except where sue
inanaing Is used to mest oity, state, or Federal environmental requirements, or iy
used to finance federally or state assisted multifamily housing that is targeted
toward meeting the needs of the disadvantaged, specifioally the low Inoome, the
elderly, and the handicapped. .

MBA supports using munlocipal tax exempt bond lssues, and morigage oredit
aertifioates, to provide funds for home mortgages, provided such lssues are targeted
toward meeting the needs of the disadvantaged. Purther, such programs should be
simplified and striot standards applied to make them less costly 10 homeowners and
oasler to work with for all participants, Moreover, If used, such r ams should
only be avallable to housing finance agencies that allow all types o o:glunm and
servioers to partioipate In all their programs.
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This country has had an ongoing, longstanding housing goal of decent and suitable™
housing for all American families. Direct Federal subsidy programs combined with
FPederal tax Incentives were the vehicler that produced new low and moderate-
Income rental housing at affordsble rents. Howover, budget cutbacks have
eliminated direct Pederal housing subsidies for new construction. Therefore,
current tax incentives to encourage private sector investment in rental housing sre
the means of fulfilling Federal policy for the production of rental housing for low-
and moderate-income houscholds.

The major incentive In the Internal Revenue Code for low- and moderate-income
rental housing is tax-exempt financing under Code S8ection 103(bX4)XA), which allows
state and local governments to issue tax-exempt IDBs for below market-rate
financing for low- or moderate~-income multifamily rental projects, According to
the Wharton study propared for the Tax Pairness for Housing Coalition, IDB-
financed rental housing units as part of all rental housing units started have ranged
from 13 to 34 percent during tho yoars 1978 through 1084, In 1984, 23 percont of
492,000 rontal housing units started, or 113,000 units, had IDB finanaing.

It must be romembered that 1DB financing encourages private investment In rental
housing that would not otherwise bo constructed. Investors typleally require an
after-tex rate of return of approximately 8 porcent In order to coinpensate them for
the risks ausoclated with real ostate investment. At current market interest ratos,
the break-aven rent, or rent required to provide private investors with a return on
Iinvestment sufficiont to encourage Investiment in construotion, would be In most
casos more than low- and moderate-income houscholds can afford to pay. Lower
rents would provide rates of raturn on investments that would be less than investors
would be willing to accept In exchange for the risk of investing in rental housing
units for low- and moderate-lncome houseoholds. By using tax-exempt financing,
Investors' costs are roduced, and therefore broak-aven rents are lower and more
affordable by low- and modarate-income households.

The efforts to ralse revonuos by imposing tuxation on certain private activity bonds
should not be undertakon at the expense of the 30 year old national policy and the
Foderal commitment to assist private Industry in providing the disadvantaged with
daecont, safe and sanitary hounlnf. Currently, thero aro not any alternative means
for providing for the economlcally feasible financing of multifamily housing
grojocu. Previous Congressional mandates have recognized that muitifamily
ousing financed with tax-exempt bonds serves a valid publle purpose. The publio
purpose of a !aolllt¥ should not be defined In terms of who owns it, but rather In
toerms of who benefits from it. By definition, multifamily housing bonds are pot
private activity bonds.

The public purpose of multifamily housing was first recognized by the Congress in
the National Housing Act of 1934, It was acknowledged b{ the Congress In the
Mortgage Revenue Subsidy Bond Act of 1980 (the "Uliman Bill"), In the Tax Equity
and Fiscal Rosponsibility Aot of 1982 ("TEFRA"), and In the Defloit Reduation Act
of 1984 ("DEFRA"), The Ullman Bill required that 20 percent of the units in
multifamily housing projects financed with such bonds be reserved for low income
tenants, and required that such projects remaln rental for an extended period. In
essence, Ullinan aodified the public purpose of such projects. TEFRA, In exempting
multifamily houslnf {rom the provisions eliminating the utilization of accelerated
means of depreciation, again recognized the public purpose of such projeots.



397

In DEFRA, Congress reaffirmed its recognition of the importance of tax-exempt
bonds in financing multifamily residential rental property for the low Income when
it exempted multifamily housing from the state volume limitation and from the
rebate requirement of arbitrage profits applied to IDBs, and when it detormined that
multifamily housing financed with tax exempt bcnds should continue to be eligible
for ful]l accelerated cost recovery deductions, Many commercial faciiities can beer
the increased costs of taxable financing by passing the marginal cost on to the
consumer. By definition, the disadvantaged tenant of multifamily housing cannot
afford even this incremental cost. The changes proposed by the President's tax
proposals will subvert the longstanding public policy of encouraging and protecting
housing.

Alternate tax reform proposals prepared by the Joint Committee on Taxation would
continue the tax exemption for multifamily housing bonds with revised targeting
rules. The state volume limitation as well as IDB arbitrege rebate requirements
would be extended to these bonds. MBA supports efforts to make adjustments to the
qualifying eriteria in order to serve better and target benefits to disadvantaged
households, MBA feels the state-by-state volume caps for 1DB's proposed in the Bill
would have a disproportionate and unfalr impact on rental housing. If multifamily
housing bonds are not excluded from the volume ocap, rental housing will have to
compete with large scale economic development projects for financing. Smaller
rental housing projects which service the needs of local communities will have to
compete on a statewide basis with such large projects to their disadvantage.
Limiting that financing will seriously impair the development of the new and
rehabilitated rental housing necessary to serve the nation's disadvantaged.

Extending the current 1DB investment restrictions and rebate requirements to
multifamily housing would serve no publie pelicy purpose. No abuses have baen
identified under current multifamily arbitrage rules. In addition, it should be
pointed out that the developer also assumes thie Aownside risk of arbitrage and that
when there is necgative arbitrage the developer covers this exprnse. While the
Internal tevenue Service shares arbitrage profits via the robate prosw..ure, 1\ loes
not share In the risk and loss assoclated with negative arbitrage. It is the adaitional
tax features which keep the players in the game.

MBA favors the continuation of tax exemption for interest paid on single family
Mortgage Subsidy Bonds (MSBs) provided the proceeds from the sale of these
revenue bonds for housing are targetted toward the disadvantaged, that Is, low-
income families, the elderly, and the handicapped. MBA also belleves that all
revenue bond programs should allow participation by all types of mortgage
originators and servicers.

Mortgage bankers have participated extensively in homeownership programs
financed with the proceeds of tax-exempt revenue bonds.  When properly
administered and properly targetted, revenue bond programs can provide
homebuyers with needed financing and mortgage lenders with a new source of
business opportunities, without infringing upon markets that can be served without
government subsidy.

The Mortgage Subsidy Bond of 1980, TEFRA and DEPRA imposed limitations on
MSBs and experience indicates that the use of revenue bonds can be directed to
those who cannot be adequately served by the private market.
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In extending the MSB program to December 31, 1887, the Joint Committee on
Taxation, in its General Explanation of DEFRA, stated that

"Congress believed that mortgage subsidy bonds can
perform a valuable function by enabling first-time
homebuyers who might otherwise be unable to purchase
a home, because of high interest rates, to do so. When
Congress, in 1982, decided to relax certain of the
restrictions on mortgage subsidy bonds, the interest
rate on taxable mortgages approached 15 percent and
the housing market was seriously depressed. Since that
time, a significant Improvement in the housing market
has occurred; however, the typical fixed mortgage
Interest rate still exceeds 12 percent, and it remains N
difficult for uverage Americans (particularly first-time
homebuyers) to purchase a residence. In this situation,
Congress belleved that the qualified mortgage bond
program can continue to make an important
contribution by making housing more affordable to low~
and middle-income Americans.”

Because of the rapid increase in the price of financing in 1981 and 1982, the private
market was accessible only to a few. Now that home mortgege Interest rates have
dropped to more affordable levels, the private market is again serving moderate-~
Income homebuyers and a more normal economic environment exists. Tex-exempt
revenue bond assistance should be offered only to those disadvantaged people who
cannot be served by the private market. If evidence show the states generally do
notdoftor assistance to this group, a careful-adjustment of the Federal law should be
mede.

MBA appreciates the opportunity to express its views, and would be pleased to
furnish any additional information that may be needed.

SInce}ely,

AN tsol)
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STATEMENT OF
HAROLD B. JUDELL

- PRESIDENT,
NATIONAL ASSOCIATION OF BOND LAWYERS

PRESENTED TO
COMMITTEE ON FINANCE, UNITED STATES SENATE
IN CONNECTION WITH ITS HEARING ON SEPTEMBER 24, 1985

REGARDING THE IMPAGT OF TAX REFORM ON TAX-EXEMET BONDS

B



- : 400

As President of the National Association of Bond Lawyers.l../, I would
like to comment upon the impact of the Administration's tax reform proposals
(Treasury 1I) on state and local government financing by means of tax-exempt
bonds. Our concern is that, in the name of tax reform, fundamental changes in the
law atfecting local government finance ‘wlll be enacted without a thorough analysis
of their etfects,

The Association has a particular responsibility to contribute to an
informed debate on Treasury 1l. Its members are involved in virtually every
significant borrowing undertaken by state and local governments in the United
States and are familiar with the wide variety of relevant state constitutional and
statutory restrictions affecting local government borrowing and affecting the
policies of individual states. Members of the Association have seen first-hand how
amblguous provisions in recent federal tax legislation have created problems under
existing state laws and resulted In the broadest possible restrictions, some
obviously unintended by the drafters of such legislation. Because unintended
results can cripple tax-exempt financing and because provisions of Treasury Il are
so lengthy and complex, many of our members feel that Congress may not
comprehend fully the sweeping impact that Treasury Il will have on the rights of
state and local governments and their abllity to raise capital and to carry out their
responsibilities In a cost-effective manner,

The Association has produced a set of legal impact papers concerning
Treasury Il and these are attached to this statement and incorporated into it, The
purpose of these legal impact papers Is to set forth in clear and simple terms
exactly what reasonably can be expected to result if Treasury I is enacted so that

Congress can understand what it is being asked to approve.

N

Y a non-profit organization composed of more than 2,100 attorneys specializing
in public finance,

Cle
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At the outset, we believe that the proposals have serious constitutional
infirmities and, if enacted as contemplated, will unlawfully destroy the ability of
states and individual communities to determine and implement their own develop-
mental programs with tax-exempt bonds. Unfortunately, Treasury appears to be
promoting, without concern for established constitutional principles, a case which
might be termed "The United States Government vs, the Tax-Exempt Bond," Based
upon the constitutionally established doctrine of reclprocal immunity between the
federal government and state and local governments and the decisions of the
Supreme Court upholding this doctrine, it Is the position of NABL that without an
outright reversal by the Supreme Court of this vital principle, the proposals
regarding tax-exempt bonds will be declared unconstitutional, In addition, the
proposals contain another significant legal flaw which relates to arbitrage. Under
the proposal's arbitrage provisions, state and local governments are required to
rebate or pay directly to the federal government income on investments of
temporarily idle bond proceeds, This constitutes a direct tax of 100% on & portion
of the revenue of state and local governments, a constitutionally impermissible
Intrusion into the fiscal operations of state and local governments. Therefore, we
ask that Congress consider carefully the constitutional issues inherent in the tax
reform proposals and only enact legislation written in conformity with the
constitutional doctrine of reciprocal immunity and In accordance with the
constitutionally mandated separation of powers between the states and the federai
government,

Without repeating the detalled information contained l/;\ our legal
impact papers, I would like to summarize the impact of the proposals on state and

local government debt financing.
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The proposals set a new and illogical test for determining public
purpose based upon "use" instead of purpose. If more than 1% of the bond proceeds
are used directly or indirectly by a person other than a state or local government,
interest on the bonds becomes taxable, This affects general obligation bonds and
revenue bonds issued for governmental facllities and services, as well as those
bonds technically classified as industrial development bonds but which finance
projects and activities considered by Congress as being of public benefit and
purpose, such ass

+ Alrports, docks and wharves

+  Sewage and solld waste disposal facilities

* Air and water pollution control facilities

*  Mass commuting facilities and parking facilities

+  Local furnishing of electric energy and gas

* Most bonds for single family and multifamily housing

(except for publicly-owned housing)
+ Convention Halls and functionally related cultural

and educational facilities

Under the proposed legislation, ownership or operation of these projects
by a governmental agency, authority or non-prolit corporation will cause the bonds
to become taxable, if such entity does not,qualify as a "state or local government."
One anomalous result of this could be that a government-owned airport serving
only that small part of the population that uses private planes (general aviation)
might qualify for tax exemption, but an alrport serving the public generally through
commercial airlines would not qualify. Another would be that a public school,

hospital or courthouse containing a privately-owned cafeteria under a concession
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contract for more than one year could cause general obligation bonds issued to
finance the facility to lose their tax-exempt status. Financing for charitable
exempt pcr;ons, such as non-profit hospitals, nursing homes, colleges and univer-
sities, anq\)speciul facilities for the aged and disabled, presently qualified under
existing law for tax-exempt financing, would be terminated under the new propos-
als.

The impact of the 1% rule will fall heavily on bonds of a traditional
governmental nature, such as those issued for schools, roads, bridges, sewer and
water systems, and other components of the infrastructure of our cities and towns,
Virtually any private use of these facilities - whether froin leasing, management or
concession arrangements - could invalidate the tax-exempt status of these bonds,

Another adverse and possibly unintended impact of the 19 rule is to
halt a growing trend toward the privatization of public services. This trend is
already evident In the financing and operation of water treatment plants, solid
waste/resource recovery facllities, and correctional institutions.

The proposals contained in Treasury 1l will interfere with, and in some
cases interdict completely, recent efforts by state and local governments to lower
costs, Increase management flexibility, and receive performance guarantees for
Increasingly high-technology services such as resource recovery through
public/private sector cooperative enterprises. In this context, the 1% rule seems
ill-timed and ill-suited as the arbiter of "public purpose.”" "

On the important question of arbitrage, current Treasury regulations
prevent the unlimited "arbitraging" of bond proceeds. Over time these regulations
have been extended to prevent the undertaking of tax-exempt Issues merely to
exploit potential arbitrage investment, However, the regulations, quite appropri-

ately, have contained provisions that, for practical reésons, administrative sim-

ale
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plicity and respect for local government rights, permitted certain limited arbitrage
investment,

Treasury 11 would impose on all local government bond issues, no matter
what the purpose or how small the issue, the complicated arbitrage reporting and
rebate requirements placed last year on "industrial development bonds." Any local
government that holds bond proceeds for more than six months would have to
comply with these provisions, Treasury Il would force local governments to chose
between trying to restrict construction timetables for projects to six months or
less or face the administrative headaches of complying with the rebate require-
ments,

Only the largest local government units currently have statfs that could
routinely ensure compliance with the propo;ed requirements, Because of the strict
controls on the ability of local governments to appropriate and spend money under
state statutes they may also lack even the legal power to make the required
payments to the federal government,

Furthermore, the yleld on the bond issue under the rebate requirements
would be determined without regard to the underwrlters-' discount, cost of issuance,
credit enhancement fees or other costs, The result would be to impose a de facto
"negative arbitrage" requirement on local government borrowings. In particular, it
would punish the local government that chose to reduce interest costs by a credit
en;\ancement device (such as bond Insurance or a letter of credit) when compared
to a local government that accepted higher rates in lieu of such approach,

Also, Treasury 11 would ban all local government "advance refundings,"
that Is, the issuance of bonds to refinance an outstanding bond issue prior to the
date on which the outstanding bonds become due or callable. Proceeds of the

advanced refunding-bonds are deposited with a fiduclary, invested in U.S, Treasury
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Bonds or other authorized securities and used to redeem the underlying bonds at
maturity or call date and to pay interest on the bonds belng‘refunded or the
advanced refunding bonds,

Since purchasers of municipal bonds traditionally require a subsuntl;l
"no-call" period for bonds to protect a'galnst changes in ei;i"terest rates, advance
refundings enable local governments, irrespective of no-call provisions, to take
advantage of immediate changes In Interest rates to reduce interest costs and to
eliminate burdensome bond covenants,

Furthermore, the Treasury has previously removed the "arbitrage"
Incentive for advance refundings by "yleld restrictions" that eliminate all arbitrage
profit. ' ‘

Treasury II's ban on all advance refundings would force each local
government to choose either to sell bonds that are redeemable at any time (and
thus bear higher rates), or to give the normal no-call protection and lose the
opportunity, during the no-call perlgd, of restructuring debt either to reduce rates
or eliminate burdensome restrictions,

My last comments relate to the potentially disastrous consequences
that the January |, l9§6 effective date embodied in the Treasury proposals will
have upon the bond market - consequences that will become even more pronounced
if January | passes with the tax pmfaosals still on the table. We have consistently
opposed assigning an effective date to federal legislation affecting tax-exempt
bonds In advance of its enactment by Congress unless there are adequate and
appropriate transitional rules to protect projects in progress and permit their
completion in an orderly and fiscally responsible manner. The _t,ax reforms of
Treasury are designed to enact fundamental and iar-reachl:t\g changes In the law

affecting tax-exempt bonds and not to plug loopholes, Therefore, it is especially
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Important that such wide-ranging laws have proper transiti &ﬁrules. The proposed
legislation does not contain adequate transitional provisions but instead prescribes
one inflexible date for radical changes in the treatment b( tax-exempt bonds that
have not been drafted, let alone considered by the Ho;ue' or the Senate, Such
legisiation, for all practical purposes, constitutes lawmaking by fiat rather than
through the legislative process and is patently inequitable, N

As you know, tax-exempt debt cannot be sold without an opinion of
recognized bond counse| as to its validity and tax-exempt status. The uncertainty
created by any kind of serious threat of retroa'ctlve loss of tax exemption would
substantially inhibit, If not proscribe, the sale of such debt, Previous uncertainties
over legisiation introduced but not yet enacted relating to single family mortgage
bonds and so-called PSLIC-FDIC boﬁds attest to this fact. For many months, such
bonds were effectively kept out of the market, even though they were perfectly
legal at th‘e time.

The proposed January |, 1986 effective date has already caused many
borrowers to assume that they will no longer be able to Issue tax-exempt debt after
the end of 1985, Consequently, they are rushing towards financings that may be
Ill-considered and that are likely to unsettle the market significantly by distorting
the volume at year end. » ./V,&\

A’ second and more serjous consequence |s the dls'ﬂ;)}\lon of the market
if January 1, 1986 arrives before Congress has acted upon these proposals,

What will happen is predlé?‘gl_e. E'xperlence Indicates that at first the

" market will be almost totally disrupted as Investment bankers and bond lawyers

representing state and local governments struggle to deal with the uncertainty
.érgmd by a retroactive date in a way that is acceptable to the bond market. The

result will be to penalize those who wish to abide by the law In all respects and who

LR
-
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insist on thorough disclosure to the public. The unfairness Is obvious, but the scope
of it is probably not generally known because Congress so far has not f{ocused on
the effects of the proposed legislation, The Inequities that result from the
presence of a retroactively effective date cannot be persuasively defended and
will, we belleve, be favored only by those In the Treasury Department who wish to
have the current proposals function as de facto legislation until Congress has
acted.

We urge Congress to provide adequate and appropriate transitional rules
for any legislation affecting tax-exempt bonds,

This statement provides what we believe to be a concise summary of
the constitutional infirmities of Treasury Il. It aiso points out the unintended
results and potentially harmful effects upon the capital markets, as well as the
ability of state and local governments to raise capital for needed projects and
services, The effect of Treasury's proposals Is to dlsmar}tle what has been called
one of the best systems ever devised of bullding the framework of a working
economy,

The National Association of Bond Lawyers Qrges Congress to consider
the legal and economic impact of these proposals as though the future of states,
towns and cities depended upon it - becnus; it does. The case for tax exemption
elimination provided in Treasury's proposals does not justify an end to the doctrine
of reclprocal immunity, Nor does it justify the imposition of added fiscal burdens
on our states and local governments which will cause an increase in taxes and user

fees at the state and local levels,
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had INCORPORATED BY REFERENCE IN THE
STATEMENT OF HAROLD B. JUDELL

NATIONAL ASSOCIATION of BOND LAWYERS

Post Office Box 97 « Hinsdale, Iilinois 60531 ¢ (312) 9200160

TREASURY 11 TAX PROPOSAL3
Legal Impact Papers

The Administration's current tax proposals ("Treasury
I1") will severely restrict the ability of state and local gov-
ernments to finance a wide variety of projects as well as im-
pose additional requirements on those forms of tax-exempt fi-
nancing that would be allowed to remain. The National
Association of Bond Lawyers, a nonprofit organization whose
members are involved in virtually every significant boerrowing
undertaken by state and local governments in the United States
is concernad that, in the name of tax reform, fundamental
changes in the law affecting the rights of state and local gove
C;nmcntn will be enactad without a thorough analysis of their
effects. . h

Membexrs of the Association fear that Congress may not
understand the problems that Treasury Il's provisions on munice
ipal borrowing will create for state and local 7ovornmoncl,
problems that may be exacerbated by Treasury Il's companion
proposals on base tax rates and the deductibility of state and
local government taxes. In particular, members and the lo-
calities they serve are disturbed that Treasury Il treats as
"private purpose bonds" a number of undertakings traditionally
associated with public purpose, undertakings that will no
longer qualify for tax-exempt financing by local governments if
Tressury II is enacted.

The Association has produced two Legal Impact
Papers on Treasury I1. The purpose of these papers is to set
forth in clear and simple terms exactly what can be expected to
result {f Treasury Il is enacted so that Congress can under-
stand what it is being asked to approve.

To encourage informed public debate on Treasury !I, the
Association encourages reproduction, distribution and discus-
sion of the Legal Impact Papers. Copies may be obtained from
the Association through its office, P.O. Box 397, Hinsdale,
I1llinois 60522, Telephone: (312)920-0160.
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NATIONAL ASSOCIATION of BOND LAWYERS

Post Office Bor 197 o Hinsdale, liliaoes 60521 @ 1312) 9300160 e

Legal Impact Paper
PUBLIC PURPOSE AND THE ONE~PERCENT TEST .

Treasury [1 lumps together and eliminates as "private
purpose” bonds three types of financings that Congress in the
past has treated separately =-- small issue industrial develop-
ment, "exempt facility" and "exempt person” bonds. In addi-
tion, & wide range of undertakings traditionally regarded as
public or public-purpose facilities would be affected. Trea-
sury I! defines as 'private purpose” any bond, regardless of
its purpose, if more than 1% of {ts proceeds are "used directly
or indirectly by any person other than a State or local govern-
ment." Furthermore. Treasury !l indicates that "(g|enerally,
use of a facility financed with proceeds of tax-exempt obliqa-
tions would be considered to be use of those proceeds.” "Pri-
vate purposs” is therefore a swrrous misnomer, since the defi-
nition does not turn on purpcse, or even ownership, but use.

The impact of this definition will be deceptively
broad. Affected financings range from airport runways to mu-
nicipal ast galleries. The effects include the following:

Pu Trans 2%10 -3 . All commercial air-
port and doc inancings wi ¢ eliminated, whethar such fi-
nancings are secured by revenues or taxes. This inc¢cludes run=
way, clear-zone, air terminal, and hanger financings fur
airports and channel widening, docks, wharfs, and breakwater or
backland financings for harbors and ports. Parking facilities
could not be financed to the extent more than 1% of the space
would be reserved or held for use by a particular user or class
of users. Public transit and commuter facilities, such as bus
or rail stations, would huve to be both owned and operated by a
local government unit, and as described below, ownership or op-
eration by a limited power governmental agency, authority or a
non-profit corporation may not be sufficient. One anomalous
result could be that a government-owned airport serving only
that small part of the population that uses private planes
("general aviation") might qualify for tax-exemption, but an
ajrport serving the public through atrlines would not qualify.

Sports, Convention or T;igo Show. r!cxlgtégg. These fa-
cilities could not be financed if they were owned by or leased
to a person other than a local government. Operating, conces=
sionaire, and promoter contracts £or a term of more than ona
year as well as contracts with professional teams may cause the
facility to fail to qualify, at least in part, for tax-exempt
financing. Even the use by a sports team from a none-profit
private college could limit the financing available.
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Public Utility Facilities. Governmentally owned and
operated sewer, water, storm water, gas and electric facilities
would be financeable only if not more than 1% of the output of
such facilities is purchased by a private utility or other non-
governmental unit. Assuming the Treasury maintains its current
position, take or take-or-pay contracts would cause the facili-
ties to be treated as used by the purchaser of the output. Fa-
cilities subject to management contracts or distribution sys-
tems to private utilities may be affected. Similarly,
governmentally owned and operated solid waste disposal facili-
ties may not be financeable to the extent, for example, steam
from the facilities used to generate electricity is sold pursu-
ant to an output contract to a private utility.

Nonprofit Colleges, Hospitals and Other Charities. Be-
cause nonprofit colleges, ﬁonpitalo and other public charitie.
are not local governments, facilities used by such entities
could not be financed. In this context, use can arise as a re-
sult of a management contract with a term of more than one
year. A municipality, for example, could not issue tax-exempt
bonds to finance facilities for its zoo, art museum or music
center if the facility is operated by a nonprofit corporation
or charity.

A separate problem arises for municipal schools or hos-
pitals., If professors or doctors have managemant or similar
contracts with a term of over one year, the municipality could
not finance the facilities used by such professionals. A
school district employing a catarer to operate its lunchroom
could lose its right to finance such facilities.

Urban and Rural Dove%ogment. Many states have agencies
that finance redevelopment of blighted areas, in part, with
bonds secured by the proceeds of the additional propsrty taxes
generated by their efforts. These agencies in most instances
would not be able to issue tax-exempt bonds, even though the
bonds are secured by property taxes, because the agencies’' most
important activity involves assembling and clearing land for
use by nongovernmental entities. In addition, more than 1% of
the bond proceeds could not be used, for example, to improve
store fronts or repaint store walls in a blighted area.

Similarly, the infrastructure of industrial parks could
no longer be bond-financed to the extent used by non-exempt
parsons, unless such use was on the same basis as is the use by
the general public. For example, a rail spur used by a rail-
zzad and the local business in the industrial park could not be

nanced.

-2
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In more rural aceas, irrigation, diking and drainage
- districts may not be able to finance their facilities unless the
farms within the district are treased as the "general public."
Flood control disctricts may confront a similar problem.

Housing. Financing for both multifamily and single fam-
11y housing would ba eliminated.

Governmental Agencies, Authoritius and Nonprofit
CorpuratTons. Many state and local goveurnments for & variety of
valid reasons hava formed agencies, authorities anld nonprofic
corporations to perform various governmental functions, ranging
from unemployment counselling to urban development. Facilities
or offices used uas such entities may not be bond financed unluss
the entities themselves qualify as local governments. Under the
initial Treasury proposal issued prior to the Treasury 1I, "on«
behalf-of" entitites and non-profit corporations controlled by a
local government clearly could nut issue bonds on buehalf of po-
licica? subdivisions. This provision was omitted from Treasury
II, so that the status of such entities is not entirely clear,
although it appears that at least some of such entities are in-
tended to be truvatud 1ike local governments. Clarificacion is
nevded to avoid a rather pointless restriction on the ability of
scates and localities to use spaciul entities to carry out gov~
ernmental functions.

Loans or Grunts to the General Public. The use of bond
proceeds to provide student loans and mortgage loans would be
prohibited, 1In addition, bonds for relocation or disaster loans
(#hich dare alrwady saverely limited by a broad ban on "gonsumer
loan” bonds not yet clarified by regulations) or grants could be
further restricted since such loans or grants may not be treated
as avajilable to the general public.

Other Government Facilities. Treasury II affects nuner-
ous other governmental activities. For example, if a city
wishes to build a marina, the financing must be reduced to the
extent that the facilicies include privutely owned or operated
fueling, launching or commercial facilities. Thete is even a
question as to whather "boat owners" represent the general pub~
licy if cthey are not, the marina may be considered a "privates
pucrpose” facility.

Other prohibited facilities include those that will
serve only a limitad number of businesses or homeowners and are
not parts of a system that serves the general public. Such fa=-
cilicies may include a short breakwater or firebreak to protect
only a few homes. '

rav. 9/5/8%
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Finally, if a local government finances an office
building, any areas rented to an agency, authority, charity, or
even the federal government may not be financed, unless such
entity qualifies as a "State or local government." If nonlocal
government use increases after the bonds are issued, the bonds'
tax=exempt status may be lost.

Os?or "Exempt Facilities." The current version of
Section 103 of the Internal Revenue Code relating to "exempt
facilities" is purpose-oriented in that it allows the issuance
of tax-exempt bonds for specific facilities that Congress has
determined serve a public purpose, regardless of ownership.
Treasury Il will eliminate tax-exempt financings for all of
these facilities, including those for pollution control, sewer-
age and solid waste disposal and other public purpose "exempt
facilities" described above. -

Small Issue Industrial Development Bonhds. Treasury 11
will eliminate all such financings, regardless of the priority
given to them by local governments and regardless of any state
law finding that such facilities serve a public purpose (such
as the creation of jobs, revitalization of decayed areas or the
increase of the local tax base).

=4~
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NATIONAL ASSOCIATION of BOND LAWYERS

Pust Office Bon 397 ¢ Hinsdal, lilnols 60331 ¢ (113) 9300160

Legal Impact Paper
STATE AND LOCAL GOVERNMENTS AND THE ARBITRAGE PROVISIONS

The "arbitrage" provisions in Treasury II will restrict
the financing flexibility of state and local governments. In
particular Treasury II will limit the lbillt{ of every public¢
borrower to invest bond proceeds and in nearly every case will
require it either to make direct payments to the federal gov-
ernment or invest bond proceeds in below=market federal securie
ties pursuant to a formula that will result in an actual "arbie
trage" loss to the borrower. By eliminating all "advance
refundings,” Treasury Il also will restrict the ability of lo-
calities to take advantage of declining interest rates or elim-
inate burdensome financial covenants contained in outstanding
financings.

Current federal tax regulations substantially restrict
the ability of local borrowers to make an arbitrage profit,
4:9., to invest bond proceeds at an interest rate higher than
the rate borne by the bonds because of the differential between
taxable and tax-exempt rates. For reasons of practicality, ade
ministrative simplicity and respect for local government
rights, however, the temporary investment of bond proceeds at a
"unrestricted yiald" is generally permitted i{f the local gove
ernment reasonably expects to spend bond proceeds for a govern=
mental project within three years and proceeds to complete such
project with "due diligence.” Other existing requirements pre-
vent the use of any "artifice or device" to make arbitrage
profits and preclude the premature issuance or overissuance of
bonds by local governments,

Rebhate and Rggoga;ng. Treasury Il imposes on all bond
issues, no matter what the purpose or how small the issue, the
complicated arbitrage reporting and payment requirements in a
manner more onarcus than was imposed on most private purpose
industrial development bonds in 1984. All net earpings, 1.§.,
arbitrage, on the investment of bond proceeds will have to be
paid to the federal government. (This payment is referred to
in the legislation as a rebate, so none of such earnings were
derived from the federal government.) Treasury I! does not ine
clude the exception that currantly permits industrial develope
ment bond issuers to avoid the payment requirements if all pro=
ceeds are spent within six months. All bond proceeds, without
exception, will have to be invested at below market rates or
the arbitrage profit will have to be paid to the federal gov-
ernment.

§5-398 O - 86 ~ 14
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To comply, local governments will have to calculate the
amount of bond proceeds invested, the yield on such investment
and the yield on the bonds. These calculations can be compli=-
cated by the fact that these numbers can vary as frequently as
daily, in the case of variable rate bonds and investments. In
some cases the locality may not khow if a payment is required
until long after the investment earnings are spent. Such de-
layed payments to the federal government may be forbidden under
cartain state laws if earnings Lhiave been spent before the obli-
gation to pay arises, and it is not at all clear in many states
that local governments will be legally permitted to make the
required payments under any circumstances without major modifi-
cations in state law.

Bg;%w Mnrke% Investments. The proposed reba calcula-
tion will effectively require state and local governments to
lose money on investments made with bond proceeds. Not only
underwriting fees, cost of bond printing and legal fees but
also bank letter of credit fees will ba disallowed as expenses
of issuance. The result will be both to impose a de facto
"negative arbitrage" requirement on local government borrowings
and to penalize local governments that choose to reduce inter=-
est costs by use of credit enhancements when compared to those
that accept higher rates in lieu of such approach.

zgmgoglrx ggfigda and Investment. Treasury Il states
that all issuers will be required to spend "a significant part"
(probably 5%) of bond proceeds within one month of issue and
spend all bond proceeds (except for reserve funds) within three
yoars. The first provision could materially limit the ability
of local governments to choose the most advantageous time to
take their bonds to market. The second provision will substan-
tially restrict and in some cases even preclude the financing
of projects with a construction period of more than three
years. The most obvious solution, the issuance of a second se-
ries of bonds at a later date, will of course involve addition-
al transaction costs. Furthermore this may not be a practical
or legal alternative to certain localities because (1) state
law may require assurances of available funds before any proj-
ect can be undertaken, (2) the contractor for such a project
may be unwilling, at least without additional compensation, to
undertake such project without assurances that adequate funding
for completion will be provided and (3) the bond market may re-
ject, or require a high interest rate for, an issue for a proj-
ect whose successful completion will depend on a second bond
issue at a future date (since there could be no assurance that
such second issue could be sold at all, much less at interest
rates assumed at the time of the original issue).
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Treasury II eliminates any temporary period for acqui=-
sition projects. Tax revenue and grand anticipation notes do
not appear to quality for any temporary peried. It is not
clear how a municipality will determine which of its gsneral
funds must be invested at a restricted yield.

In addition to limiting the temporary periods, Treasury
I1 will also reduce the amount of proceeds that may be invested
at an unrestricted yield to 150% of the annual debt service to
the extent such amounts do not qualify for a temporary period
investment, This provision will be especially difficult to
comply with in the case of variable rate transactions because
annual debt service would fluctuate from year to year,

The indentures for many bonds permit the issuing munice
ipality to issue additional bonds only if they are parity
bonds, i.e., bonds secured on the same terms as the prior
bonds. By limiting the amount of a reserve fund to 150% of ane~
nual debt service, Treasury Il may effectively preclude any
parity bonds if an outstanding indenture requires some larger
amount of funds to be held in the reserve fund. The proposed
limitation cannot be met by restricting yield on the reserve
amount in excess of 150% of annual debt service, so the munici-
pality will have no alternative other than a complete refunding
oi all of its debt, which, as shown below, may also bé impossi-
ble.

Advance Refunding. Treasury 1! banned all local gov=
ernment "advance refundings," i.e., the issuance of a second
bond issue whose proceeds are used to cancel or "defease" a
prior issue by the purchase of investment obligations that se-
cure payment of the original issue. The stated reason for the
proposed change is that advance refundings increase the volume
of tax-exempt bonds. This is true and is why Treasury regula=~
tions have previously removed the arbitrage incentive for ade
vance refundings by local governments by imposing yield re-
strictions that eliminate arbitrage profits.

Local governments engage in advance refundings for two
basic reasons--to realize interest rate savings and to elimi-
nate burdensome restrictions in bond documentation. Purchasers
of tax-exempt bonds traditionally require substantial "no-call"
protection i.e., a period during which their bonds cannot be
redeemed, and the overwhelming majority of fixed rate tax-
exempt bond issues now outstanding contain such provisions. 1If
Treasury Il were enacted, local governments would be completely
unable to refund many outstanding issues for a number of years,
no matter how restrictive the 'xisting covenants or how much
interest rates decline. Furthermore they will face the unhappy
dilemma of having to choose for new issues between either (1)
eliminating the no-call protection (and thus paying

«3e
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substantially higher rates) or (2) losing all opportunity dur-
ing the no-call period to reduce interest costs or eliminate
restrictions. A number of practical problems would arise.
Changes in regulatory schemes (such as Medicare reimbursement
for municipal hospitals) frequently make bond covenants that
originally made sense pointlessly burdensome. The ability to
respond to these changes will be substantially reduced. Debt
and operating restrictions that are either no longer appropri-
ate to the particular issuer or no longer required by the bond
market could not be easily eliminated. The ability to take
prompt advantage of either an overall reduction in interast
rates or an increase in the creditworthiness of the local gov-
ernment (or its revenue producing project) will be substantial-
ly eliminated.

Treasury !1 states that refunding will be permitted
only {f proceeds of the refunding bonds are used immediately to
retire the prior bonds. Even the current ban on advance re=-
fundings of industrial development bonds allows refunding withe-
in a 180 day period, The results of an immediate refunding
rule could be disastrous. A local government could in good
conscience plan a refunding on the first day the original bonds
could be called and proceed to call such bonds, but in fact
might not actually be able to deliver bonds on the call date
because of ‘the wide variety of event. that can prevent the sale
and delivery of bonds on any particular day, such as disruption
of the bond market or litigation or other developments that re-
quire a dalay in the sale in order to ensure compliance with
the federal securities laws. In addition, the local government
may be unable to give the advance call notice required by the
prior bonds because the prior bonds may require that the funds
needed to make the call be on hand on the date the notice must
be given. N

Conclusion. Treasury Il goes far beyond preventing the
systematic exploitation of the difference between taxable and
tax-exempt rates, but severely limits the ability of local gov-
ernments to make their own financial decisions with a minimum
of federal interference. Congress should consider the practi-
cal burdens that would be created on local governments by Trea-
sury II's arbitrage proposals, the degree to which legitimate
government borrowings will be restricted and whether continua-
tion of the current rules (which already impose substantial re-
strictions) would have such a negative effect on the federal
Treasury as to justify the restrictions and costs that Treasury
I11's proposals on arbitrage will impose on state and local gove
ernments,

By
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STATEMENT BY
Ronald L. Bailey
Chairman of the National Council of State
Agricultural Finance Programs
and
Executive Director of the
Iiltnois Fare Davelopment Authority

Senate Committes on Finance
September 24, 1983

Mr. Chairman and members of the Senate Committee on FPinanca. I would like
to concentrate my remarks on the effect President Reagan's Tax Reform Plan will
have on Agricultural Industrisl Development Bonds.

As you know, President Reagan's proposed tax plan will eliminate private
purpose industrial developmént bonds. Agricultural Industrial Davelopment Sonds
(Aggie IDBs) are considered small issue private placement bonds and would be
eliminated under this tax plan.

I as submitting testimony to you representing the Nationsl Council of State
Agricultural Finance Prograns (NCOSAYP), vhich represents 16 states who have and
are developing agricultucal loan programs. Most of these programs ace based upon
Aggie 1DBs.

T also represent the Illinots Farm Developmeat Authority (IFDA), which is
the largest state {ssuer of Aggle IDBs in the natlon. To date, the [FNA has ap-
proved 1,741 loans for $10%,813,000 for applicants through the Young Farmer Program,
the Soil Conservation Loan Program and the Agribusiness Loan Program (see sctached
Program Summary for eligibility requireasnts ~ Exhibit I). The averagse interest
:;;0 onl;; LFDA losn has been 8.73% compared with conventional interest rates of
to .

Aggie 1DBs ave used mainly by young faraers vho are getting started in agri-
culture. The Young Farmer Prograas are targeted to the farmer who {s purchasing
his first substantisl plece of real estate and buying machinery, equipmeat and
bulldings to get them started {n agriculture. We are trying to provide assis-
tance to young farmers to gat them started into agriculture.

Lt is vary difficult for a young person to get started into farming and Aggle
LD8s are one of the few programs designad to assist young farmers.

We are still seeing the average age of farmers, {n Illinois and across the
nation, increasing almost on s yearly basis. 1la Illinols today, the avarage sge
of a farmer is 50 years old. The average age of an spplicant through the IFDA
Young Fatrmer Program is Il years old. This shows that we are rveaching the target
group which Aggie IDBs were intended for ~ the young fermer.

All states who have Aggle IDB programs todsy have programs targeted for young

farmere. The Tax Reform Act of 1984 outlined the guidelines for uses of Aggie
ID8s and set the target group of wvho could use Aggle I1D8s to be young farmers.

1.
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To be able to purchase real estate and used depreciable property, the farmer must
be able to show that he has never owned more than 15% of the median size farm in
the county where the project i3 locsted (see Exhibit II). As you can ses from
this rescriction, in Illinois and across the natfon, a farmer would be making his
first substant{al real estate purchase if he wers using an Aggie IDB,

The advantages of Aggie 1DBs to farmers and rural business is tremendous.
The young farmer gets a low interest rate loan which is sore affordable to him and
easfer to cash flow. MHost of the lenders who are active in our Illinois progras
tell me that the difference in the interest rate is vhat makes the purchase of the
real estate or machinery and equipment possible for the farmer.

In [liinols, we feel the farmers we are aseisting through the Young Parmer
Program will be the backbone of Illinois sgriculture some day. These are good
young farmers who are obtaining assistance through Aggie ID8s. Out of sll of the
Young Farmer loans which we have closed, we currently have a delinquency rate of
less than ) of 1%. This shows that we are helping the good young farmer become
stable and an asset to his community and the economy in Illinois.

Rural business and agribusinesses benefit tremendously from Aggie INBs. When
8 young farmer buys & new piece of equipment {rom an {mplement desler, the dealer
makes & profit, the salesman makes & commission, the parts and service departments
remain active, the manufacturer makes a profit and the factory worker staye employed.
All of these people pay taxes and put money back into the local economy which makes
the economy strongar. The Aggle LDBs make this possible by making the squipment
affordable to the farmer who starte the whole cycle. This equipment purchass will
hzvc 4 ripple effect on the whole aconomy. The same would be true of construction
of agricultursl buildings.

The purchase of real astate is more of & long term stimulation of the economy.
If the Aggie IDB makes the resl estate affordable to the farmer, that means that
the farmer will pay taxes on the land, buy saed, fertilizer, chemicals, fuel, ete.,
on an annual basis which, once again, helps stimulate the local economy and create
and save jobs.

Thie 18 not to say that the taxes would not be paid or the faramland would go
fallow {f {t were not purchased by s young farmer with an Aggie DB, but {f the
wall established existing farmer {s the only one who can afford to buy land and
expand, we will ses the aversge size of & farm {ncrease tremendously. When you
have a few large farmers, they will do business with fewer fertilizer dealers,
implement dealers, sead corn salesmen, atc., which will mean fawer jobs in rural
Amecrica.

Agriculture and agri-relaced businesses employ 30% of the work force in Illinois.
Aggie IDBs have proven to be of tremandous assistance to young farmers in Illinois
and Illinois sgricultuce,

T know that one of the Committes's main concerns, and President Reagan's

is the loss in ravenue caused by Aggie IDBs (ses Exhibit III). We have compiled
dats from states which have 1ssued Aggie IDBs in the past and this dats shows that
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the approximate loss of revenue to the federal government caused by Aggie IDBs
is $5,600,000 annually. This loss in revenue is very minimal when you take into
consideration the benefits Aggie IDBs are creating for young farmers in America.

In March,- 1985 the IFDA completed a study vhich snalyzes the young farmers
vho applied for Aggie IDB loans in 1984 (see Exhibit IV). This study produced
some very interesting information on the young farmers who are getting Aggile
IDB loans, and on lenders who are the purchasers of the Aggie IDBs.

First, the study shows that in Illtnois, Aggie leo are helping out the
target group which they were intended for - the young or baginning farmer.

Sacond, the study reflects some very {nteresting data adbout lenderwho pur=
chase Aggle IDBs. The Illinois program, as well as all Aggile IDB programs, is
reliant on the private lending institution to purchase s tax-exempt bond for the
young farmer. The proceeds from this bond sale are then loaned back to the young
farmer at the exact same {nterest rate and terms as the Aggie IDB,

1t 1{s the adninistration’s contention that the purchssers of Aggie 1DBs are
only the very profitable banks, which creates s bigger tax loss to the federal
goveranment. This study shows that to be incorrect.

In 1984, eight Illinots banks purchased 23% of the total bonds which the
IFDA approved ($27,500,000). Of these eight banks, foutr have not paid any federal
income taxes for the past 2 years. Thess four banks are not extremaly profitable
snd do not need the tax exempt {ncome. They are buying Aggie IDBs as a service
to their young farmars, and they are trying to help stimulate their local economy
through Aggie 1DBs. Thees bankers, as well as others who participate in our pro-
grams, fael that they are heldping to stimulate growth in their local economy
through Aggie IDBs.

Agriculture is suffering through s very severe crisis, vhich many aconomists
feal will get worse.

There are very few opportunities in agriculture today, and Aggie IDBs are
creating one of the few opportunities available to young farmers. If Aggie IDBe
sre aliminated, this will serve yet another blow to sgriculture.

Mr. Chairman ~ and members of the Committes - I thank you for allowing me to
submit testimony to you and I hope my testimony will be of benefit to you in the
aajor decisions you have before you.

¥

lu[ac:!ul:; ?, tted, "

Ronald L. Bailey

Chairman of the National Council of State Agricultural Finance Programs
Executive Director of the Illinoie Yarm Development Authority
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WRITTEN STATEMENT OF THE!®
NATIONAL MULTI HOUSING COUNCIL
FOR THE HEARING RECORD OF
THE COMMITTEE ON PINANCE
UNITED STATES SENATE,
SEPTEMBER 24, 1985,
CONCERNING TAX-EXEMPT BONDS FOR THE
PRODUCTION OF RENTAL HOUSING
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The National Multi Housing éouncil is a nationwide
organization of over 6,000 members, representing all aspects of
the rental housing industry., Together, NMHC members own or
operate-hundreds of thousands of rental units, Many NMHC
members have been active users of industrial development bonds
for the production of rental housing.

The President's tax proposals would, among other severe
cutbacks in incentives for rental housing, eliminate the tax
exemption for interest on all so-called "private purpose"
tax-exempt bonds issued after December 31, 1985, including
industrial development bonds ("IDBs") for multi-family housing,
mortgage revenue bonds ("MRBs") for single-family housing and
mortgage credit certificates, The National Multi Housing
Council is concerned that, if enacted, this proposal could
sharply cut the produétion of new rental housing, hamper
efforts to repair and rehabilitate existing rental stock and
place an unfair and disproportionate burden 5n lower income
renters,

Without tax-exempt bond financing, the supply of future
rental housing will be substantially reduced, causing rents to
increase, because in many cases, tax-exempt financing is the
critical factor in making housing development feasible,
Without tax-~exempt financing -- and without the other tax

incentives which the Internal Revenue Code provides -- the
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typical rental housing project simply does not produce enough

income from tenant rents to pay debt service and to provide an
adequate return on investment. The reason for thc'roltrictod
cash flov potential from rental housing is simple:t {individuals
who live in rental housing have limited incomes and, therefore,
limited funds avallable to pay rent, According to the 1983
Annual Housing Survey, the median household income of renters
vas $12,400 as compared to $24,400 for homeowners, The typical
renters spend 25 percent to 40 percent of their income on rent,
Under the model of a typical housing project financed with
tax-exempt bonds prepared by the Joint Center for Housing )
Studies of MIT and Harvard University, a typical tenant would
have to pay $319 per month for the development to "break even.,”
If tax-exempt bonds were eliminated, however, this tenant would
have to pay $460 per month, and if all provisions of the
President's tax reform proposal which eliminate tax incentives
for real estate development were enacted, the tenant would have
to pay $539 per month. Clearly, many renters cnanot afford the
rent levels necessary to support new conventionally-financed
rentsl properties; therefore, developers will not build new
units if low-cost,, tax-exempt bond tinancing is not available.
Moreover, if the supply of nev rental housing is reducid
because of the elimination of tax-oxomp£ financing, rents on
existing projects will certainly rise, increasing the financial

-3-
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burden on millions of our citizens, particularly those of lower
incomes.

More than 70 million of our citizens rely on the
availability of affordable rental housing for their shelter
needs. The President's tax reform proposal preserves the
mortgage interest deduction for homeowners. This tax benefit
increases in value_as income' levels rise, increasing the tax
subsidy to higher income taxpayers., While this recognition of
the i{mportance.of housing to the American public owning homes
is commendable, fairness dictates that the tax code also take
into consideration the housing needs of millions of less
affluent Americans vho depend on rental housing for their
shelter needs.

Without tax-exempt bond financing, one NMHC board member
has testified that {t would expect to cut its production of
multi-family housing by at least TWQ-THIRDS because these
developments will no longer be economically feasible. We
believe that many other developers will be forced to do
likevise, With these raduced produyction levels, it is logical
to assume that jobs will be lost and unemployment will rise,
Materials such as lumber, concrete, shingles, stoves,
refrigerators, etc.,, will not be purchased, vhich will cause a
slowdown in economic activity, Certainly this slowdown vill

have a negative impact on Federal government revenues. The
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Joint Center for Houzing of MIT and Harvard University study
quantifies these factors and concludes that a slowdown in
housing construction would be very detrimental to our economy
across the board,

As recent experience demonstrates, tax-exempt financing is
an effective tool in the production of rental housing.

However, tax-exempt financing merely lowers the mortgage
interest rate available to the developer, thus enabling him to
reduce rent levels for some or all of the tenants. Unlike a
deep subsidy program, such Al the so-called "Section 8"
program, tax-exempt financing alone cannot produce nev rental
housing for very low-income tenants., 8ection 8 combines
lov-cost financing from either tax-exempt bonds or GNMA tandem
with an additional per unit Federal subsidy of $1,500 to $5,000
per year, Thus, it is a mistake to compare what can be
oécomplilhod using tax-exempt bond financing alone with what
vas possible using 8 combination of low-cost financing and a
very expensive deep subsidy.

Nevertheless, tax-exempt bond financing for rental housing
has-increased the supply of affordable rental housing for a
population which by definition is lower income, Over the lest
three years, the real increase in the cost of rental housing
has been only six percent -- less than the real increase in the

cost of home ownership -- in part due to the increased use of
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tax-exempt financing. Finally, it is only when there is a
sufficient supply of rental housing that direct Federal subsidy
prog:oms such as housing vouchers can operate to permit very

low income people to find decent shelter. The National Multi

-Housing Cuuncil believes that tax-exempt bond financing is

necessary for the production of affordable housing and, thus,
is a very beneficial program for renters. It should not be
eliminated.
PROGRAM REQUIREMENTS

Tu yualify for IDB financing under current law, a
resi-dential rental project must set aside 20% of its units (15%
in targeited areas) for individuals of low or moderate incomes,
For this purpose, the upper limit for low or moderate income
quaiification is set at B0% of area median gross income. To
achivve certain local housing objectives, a number of state and
local issuers nuw impose lower income limits on the 20% of
units set aside for low and moderate income tenants. In
addition, state and local housing finance agencies réquire
dowiag:d in.ume odjustments for one-, two- or three-person
houvzholds, ond the Treasury Department intends to require such
adjo.t.znls for new 1pB-f inanced projects beginning next year.

Thus, wte specific concern ~-- that the program's set-aside
levels for iow to ﬁoderate income tenants should be targeted

mot¢ tuewid individuals of lower incomes than present

-6-
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guidelines allow -- is now being addressed by the Treasury
Department. Adjusting tenant incomes for family size
significantly reduces the income levels of wmany eligible
tenants (j,e,, to 56% of area median for a single tenant) and,
thus, significantly increases overall targeting. The National
Multi Housing Council has rocommendgd that the forthcoming
family-size adjustment be based on apartment size (i,e., "one
person® incomes for efficiencies, two person incomes for a one
bedroom, etc.) so that developers can reasonably anticipate
rent levels in planning a project. This ability to make
reasonable projections is essentisl when dealing with an
investment of the magnitude of an apartment pulldinq. In
addition, developers should be required to set aside the same
proportion of 2-bedroom or larger units for low-income families
as maintained for market rate tenants in the project as a whole
in order to prevent a disproportionate use of smaller units to
gatisty targeting requirements. The National Hulti‘ﬂousinq
Council has consulted with the Treasury Department staff on
this issue and has provided them with information concerning
the various stages of the inducement and commitment processes,
and ve vwill be pleased to provide further assistance to the
Congress or to the Treasury Department in order to arrive at a

workable solution which satisfies your concerns.

~-7-
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We understand that consideration is now being given to
vhether other specific program requirememts—should be directed
by Federal legislation or by the state or local government
authority. The National Multi Housing Council.bclicvol that
state and local governmental authorities can guide private
housing development to serve and satisfy important local needs
most effectively. Under state or local agency supervision,
tax-exempt bond financed developments can be tailored according
to the particular needs of the region. Thus, authorities can
target urban renewal projects to revitalize deteriorating
sectors of a city, if necessary, or to require that specific
unit types be built; and likewise, authorities can target rural
building activity to desired areas, possibly by-passed by other
developers. Many housing authorities now address specific
regional or local problems through program guidelines. We
believe that state or local governmental authorities can guide
private housing development to serve and satisfy }mportnnt
local public needs more effectively than the Federal
government.

Local market conditions vary qrcatlyL For example, it is
sometimes -- but pot alvays ~-- appropriate to skew project
rents, reducing rents for the 20% lov income tenants and
correspondingly increasing the cost of other units, Contrast

the tvo most active rental housing production markets:
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California and Texas. In high land cost areas such as
California, relatively expensive "market rent” units are
required to support a project and, accordingly, the rents for
lov-income families must be skewed, However, in other areas
vhere incomes are more stable and land is less scarce, a
project can be constructed in which a majority of the units
would be affordable for low-income families if no rents are
skeved, Rent skewing under such conditions would either result
in some low income tenants paying considerably more for their
apartments than other tenants with comparable incomes or would
make units which would otherwise have been affordable for low
income families too costly. Clearly, the state or locaf
authority is in the best position to judge its area needs.

National Multi Housing Council members work closely with
state and local authorities in developing IDB-financed rental
housing projects, so as to better serve the communities'
housing needs, Ultimately, the only alternatiye to such
private sector participation is an increased governmental role,
both financially and functionally, in building and operating
housing for low and moderate income tenants. The National
Multi Housing Council believes that private sector development,
under the supervision of a state or local authority, is both
more flexible and more efficient than direct government

spending.
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Thus, tax-exempt financing is a desirable tool in part
because it is subject to local control and adaptable to local
needs. As the General Accounting Office stated in its June 21,
1985, testimony before the Subcommittee on Oversight of the
House Committee on Ways and Means: "Because housing markets
differ across the country, it is not possible to precisely
quantify at what point more stringent (Federal) criteria would
decrease the number of multifamily unitg that developers are
willing to build using tax-exempt bonds." )

Despite this recognition of the local nature of housing
development, the National Multi Housing Council is aware of the
interest of members of the Finance Committee in more stringent
targeting of tax-exempt-bond-financed rental housing. At the
very least, the National Multi Housing Council believes that
any increased federal targeting requirements should be couched
in terms of alternatives which can accommodate local conditions
and concerns., For example, the present law requirement that
percent of the units in a tax-exempt-financed project (15
percent in targeted areas) be set aside for families earning no
more than 80 percent of the area median income could be amended
to require that either (1) at least 30 percent of the units (25
percent in targeted areas) be set aside for families earning no
more than 80 percent of area median income (adjusted for family

size except in the case of projects designed for the elderly)

~10~
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or (2) that 20 percent of the units (15 percent in targeted
areas) be set aside for families earning no more than 70
percent of area median income adjusted for family size.
Purther, the family size adjuétments to the targeted tenant
income limits should be based on apartment size, as noted
above, using the greater of area median income or state median
income to allow for development in poorer localities such as
low-income rural neighborhoods.

CONCLUSION

The national policy served by tax-exempt bond financing of
residential property is to encourage the production of
sufficient affordable rental housing to meet our housing needs.
Tax-exempt bond financing is now the only significant source of
low and moderate income housing production. 1In the absence of
any other major Federal housing program, this subsidy is
essential to provide the investment return required for
devélopers such as our members to build rental housing.

Without tax-exempt bond financing or a comparable incentive,
the private sector will not build affordable rental housing:
indeed, it will build little rental housing at all.

Any slowdown in multi-family housing production impacts
most severely on the lowest income renters because, as rents
rise, there is successive displacement with more affluent
tenants occupying the available units. Accordingly, regardless
of the income levels which are targeted under a rental housiny
production program, the increased supply of housing serves the
needs of theAvcry lovest income renters. This tax incentive is
essential if our country is to maintain its commitment to

‘decent and affordable housing.
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Virginia Mason Hospital in Seattle, Washington is pleased to
Pubmit this statement reflecting deep concerns with certain
provisions in the tax reform proposals currently under consideration
in Congress. Specifically, we are vitally concerned about the

future of tax~ekenpt bond financing.

For 65 years, Virginia Mason Hospital has been providing health
care services to residents of Seattle, the Pacific Northwest and
Alaska. Represented within the Medical Center are the Hospital, the
Mason Clinic, Virginia Mason Research Center and Virginia Mason
Medical Foundation. The Medical Center has aleo trained over 1,000\
physicians, many of whom have remained in the Northwest. Notable
among its many achievements has been in recent years the creation
and oypport of a consortium of smaller rural ho'pital:'throughout
western Washington. Considerable accomplishments have been made
available in health care improvements in these many isolated rural
hospitals and the patients they serve through the efforts of

Virginia Mason Hospital.

The use of tax-exempt bond financing by not-for-profit has
unquestionably grown during the last decade, By 1981, the annual
volume of tax-exempt bond issues had reached over §5 billion, .
reflecting a 19% increase in volume over the previous ten years.
While the overall level of capital financing, as indicated by the
volume of hospital construction, increased only slightly during the

period 1971-1981, the’use of tax~exempt financing became the major
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means oﬁffinaqcing such projects., The purposes to which thii
financing are appligd carry significant 1npact-(pot oﬁiy for the
entire health care industry but come at a most érltical time for
Virginia Mason Hospital, We are currently committed to final plans
that will allow us to achieve the raplacement of our 65-yaar-old
facility and prepare for meeting the Medical Center's future needs, |
paaed on gurrent architectural plans and estimates, we forasee total
; capital requirements in the range of $45-65 million. The
accomplishment of this commitment to continuxﬁg service assumes the
availability of tax-exempt revenue bond financing. Based on
‘historical differences in interest expense between taxable and
non~taxable rates, we project an interest expense savings
approaching $25 million. With 45% of our patients being aergp&“
under the Medicare Prospective Payment System program, this
represents a considerable savings to the fedetal’qovoznnent and its

taxpayers.,

For the second time in as many years, however, not-for-profit
hospitals are facing a serious challenge to the availability of
# these tax-exempt financing instruments. Having won the earlier
battles by convincing Congress of the public.policy value in
> continuation of this favorable tax treatment, we now face an even

graver. threat.

One_of the most cogent arguments for the retention of

tax-exempt bond financing revolves around the changing circumstances




of Federal health care policy. In 1981 ‘&h: Reagan Ad-iniotratfbn
obtained enactment of the Prospective Pnylonzzsyctoi (N éPS'), which
dramatically altered the way hospitals wete rii-burood for Medicare
services., This new system has produced dfa-ntlc results in terms of
curtailing the rate of increases for Medicare expendifures with
renewed optimism for protecting the -olvcnpyvot the Medicare program

o

into the late 1990s. o

Although a capital pass~through is pro;}ﬁed in .the
retrospective reimbursement for capital costs, Congress has already
begun to look at some of the collateral issues relating to the costes
of capital under Medicare. As 1986 appfoaﬁ?@i.ﬁthio Congressional
focus will increase, and change can be expected. Inevitably, such
change will reduce tho‘a-ountiwqg cnpital recovered through
Medicare. The day of unlimited capital ?‘anur-o-ont through

Medicare is coming to a rapid elonc. ®

.

Whatever the limitations plac;& on hospital capital recovery
are, they are certain to turther e, geotbato Ehn budgetary
‘constrictions already faced by 6ot—tor-pro£tﬁ. -pltal.. While the
voluntary hospital connunt;ilcontinuoo to support and produce
impressive records in containing national health care costs, the
elimination ot tax-exempt bonds in the tace of PP8 presents a very
dire situation, indeed. Moreover, the issue of capital recovery is

not the only issue on the agenda of Federal health care policy
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education and cutting Medicaid eligibility are further examples of
the kind of policy options now under consideration py the Congress
and the Administration that would bear heavily on not-for-profit
institutions. As these additional concepts become translated into
public policy, it becomes increasingly important to preserve
tax-exempt bond financing and protect the voluntary hospitals which,
in particular, are severely affected by these new policy

directions. Concerning the needs of providing care to the medically
indigent under the overall category of “unconpensated care,"
Virginia Mason Hospital's record has been one of responsibility to
the community it serves. The rate of increase in Virginia Mason's
conmitments to funding uncompensated care has grown rapidly over the

past three years as shown below:

1985 $1,120,000
1984 $1,002,000
19833 $ 942,000

while the new directions of PP8 would impose onerous financial
restrictions on the not-for-profit health care provider, this same
kind of. institution is caught at another competitive disadvantage in
comparison with the for-profit hospital. Inasmuch as voluntary
hospitals do not receive a return on equity and are not eligible to

enter equity markets, it follows that the loss of tax-exempt funding
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for capital projects, including equipment, new technology and -

renovation will leave them stranded in the marketplace.

The issue of elimination of tax-exempt bond financing must also
pe reviewed within the conte{t of the overall tax reform plan. The
"frauaury I1" proposal, in particular, contains a number of other
proposals that would adversely affect not~-for-profit institutions.
Elimination of the charitable deduction for non-itemizers would
reduce the money that voluntary hospitals have available for "public
purposes.” Employers may well be encouraged to drop or reduce their
health benefits as a result of the proposal to tax employer paid
health benefits thus aggravating the already serious problem of
uncompensated care which already falls heavily on the back of the
not~for-profit institution., State and local governments which have
historically been strong allies of the not-for-profit hospital
comnunity, will find it more difficult to meet their
responsibilities for Medicaid and other programs for the indigent as
a result of the elimination of the deductibility of state-and local
taxes. 8Such discussion and cutbacks have been the focus of health
care pollcy development in the Washington 8tate Legislature for the

past two years.

Finally, the unique role of the not-for-profit hospital must be
recognized. Not-for-profit hospitals are not merely public purpose
entities, they almost single~handedly meet the critically important

health needs of the communities they serve. Through research,
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education, and care for the-uninsured and indigent (all ingredients
represented at the Virginia Mason Medical Center), hospitals make a
vital contribution to the overall social good. This must be
considered when the question of using the tax code for social policy
is evaluated., Clearly, the use of tax incentives for social policy
objectives will not disappear with the latest effort to reform the

IRS code. The not-for-profit hospitals, then, must not be required

to shoulder an undue portion of the reform burden.
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- ) YMCA of the USA

101 North Wacker Dvive
Chicago, Mliiruns 60600

Solon B. Cousing
Executive Diractor

September 30, 1985 (312) 2690630

The Honorable Bob Packwood
Chalrman, Senate Finance Committee
219 Dirksen Senate Office Bullding
Washington, D.C. 20510

Dear Senator Packwood:

We appreclate your careful attention, in last week's hearing on tax-
exempt bonds, to the potential effects of the Administration's pro~
posal to eliminate charitable organizations' eliglbility for tax-exempt
financing. The YMCA of the USA strongly opposes the proposal.

YMCAs clearly do serve public purposes -- and reduce the need

for costly alternative government services -- not only In health and
fitness, but in child care, In housing and nutrition for the elderly,
in youth employment and training, and in many other areas. YMCAs
and simi.ir organizations respond to community needs, and units of
government issue tax-exempt bonds for such organizations because
they know the value to the community of the many programs such
organizations provide.

The YMCA of the USA's Executive Committee alopted the enclosed
statement on tax-exempt financing by unanimous vote., We espe-
clally point out, "Tax-exempt bonds are often the only feasible
means of financing new YMCA facliities, college dormitories, com-
munity hospitals, and other much-needed community service facili-
ties.” The proposed lowering of tax rates Is expected to reduce
charitable contributions substantially. We urge that charities not
be further hampered by additional burdens such as the loss of this
resource.

We apprecialg your including this stat ment in the hearing record.

Sincerely,
l\,% ;;w

Solon B. Cousins
Executive Director

SBC/cl
Attach,
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PRESERVING TAX-EXEMPT FINANCING FOR CHARITABLE ORGANIZATIONS

Problem: The President's tax reform proposal would deny state and local govern-
ments the authority, granted by current law, to issue tax-exempt bonds
for the benefit of YMCAs and other tax-exempt charitable organizations.

Solution: Retain tax-exempt financing for public purpose activities of charitable
organizations as under current law.

Discussion: While the Internal Revenue Code has long restricted the rights

of state and local governments to issue tax-exempt bonds for
private nongovernmental purposes, current law treats tax-exempt bonds for
the benefit of charities as essentially equivaient to bonds Issued for purely
governmental purposes, Underlying this rule is Congress' recognition that
charitable organizations serve public, not private, purposes, and often meet
needs that would otherwise fall on government.

The President's tax reform proposal would reverse this long-standing policy by
limiting tax-exempt financing to projects used exclusively by governmental enti-
ties. The principal rationale advanced is that the growth in nongovernmental
tax-exempt bonds has raised the interest rate state and local governments must
pay to finance public projects and, at the same time, provided an unjustified
tax benefit to high-income investors.

While this may be a compelling justification for eliminating tax-exempt financing
for private projects like factories or warehouses, it does not justify denying
tax-exempt financing for charities. Congress' past judgment remains valid --
charities, like state and local governments, do serve public purpo:1s and often
directly reduce the demand for government services. Further, charities account
for only about 13% of all tax-exempt bonds. Therefore, retaining tax-exempt
fihancing for public purpose activities of charities would not significantly
increase the interest rate state and local governments must pay to finance
public projects. ’

Tax-exempt bonds are often the only feasible means of financing new YMCA
facilities, coliege dormitories, community hospitals, and other much-needed
community service facilities. Thus, eliminating this funding source would
significantly impair the ability of these vital charitable organizations to con-
tinue to serve the public. Moreover, unlike individuals and businesses who
would lose some current tax benefits under the President's proposal, charities
will receive no compensating advantage from lower tax rates. On the contrary,
these lower rates, by reducing the tax incentive for charitable giving, will
substantially reduce charitable contributions. In short, charities wiil be net .
losers under the President’s plan quite apart from the proposed elimination of
tax-exempt financing. This harm should not be compounded.

YMCA of the USA
September 1985
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