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Summary of the Statement of Senator Howard H, Baker (R.-Tenn,) on
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1. The three sections of the Tax Reform Act of 1969
adversely affecting the ability of state and local
governments to meet their canital rejuirements
should be deleted from the House-passed bill,

2. The immunity of state and local governments from
federal taxation is necessary for the preserva-
tion of our constitutionally delineated duel
govereiznty form of zovernment,

3. Encroachment upon this tax exemption would be
detrimental to the autonomy and independence of
state and local governments,

'« If the objective is to provide a more eiuitable
distribution of the total tax burden, then the
Congress should not revoke or alter the tax exemp-
tion in such a way as to increase the cost of
borrowing to state and local governments,

5, Encroachment upon this tax exemption would be in-
consistent with the concept of revenue sharing
and a healthy federalisnm,

6, In order to determine the amount of nossible
abuse®of this tax exemption, individuals and
corporations should be requirod to disclose on
their income tax returns the amount of tax-exempt
interest received from state and local securities.
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Statement »f Senator Howard H, B.ker (R.-Tenn,) on the Tax-Exempt
Status of State and Local Bonds before the Senate Fnance Come

mittee, Tuesday, September 23, 1969,
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FOR RELEASE AT 10 00 A.M., TUESDAY, SEPTEMBER 23, 1969

ir, Chairman, the Tax Reform Act »f 1969 contains three
sections vhich, if enacted, may adversely affect the ability of
state and local jsovernments to meet their capital rejuirements,
Tne first would ‘moose a limitation on certain tax »references,
including among such nreferences 'nterest on state and local
securities. The second would re juire that individuals allocate
their deductions hetween taxable and tax-exemot income, includ-
ing 'nterest on municipal bonds. The third would »ermit state
and local ;overnments to issue at their option taxable »onds, a
portion of the interest on which would be paid by the federal
government., In my Jjudgment, these three provisions should be
deleted from the House-passed bill,

As I have stated on numerous occasions, I believe that the
immunity of state and local zovernments in the exercise of their
legitimate functions\from federal taxation »s necessary for the
preservation of sur constitutionally delineated dual sovereianty
form of 7overnment. I further believe that if the Congress under-
takes to encroach upon the tax exemption of state and 1scal secu-
rities, :t inevitably has the power to controsl state and local
financinz and without self-control of its own financing, no
government can continue as an independent and autonomous body.

The Tax Reform Act is desizned to nrovide a more ejuitable
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distribution of our tax burden, I support this legitimate ob-
Jective. However, in attempting to insure a more even-handed
distribution of the cost »f suprorting our government, we must
consider not only the fair distribution of the federal income
tax burden out also the fair distribution of the totsl tax bur-
den -- federal, state and local,

It is apnarent that the limit on tax preferences and the
allocation of deductions orovisions will, if adonted as passed
by the House, result in an increase '‘n municipal interest rates
to levels close to those of cornorate bonds of similar credit
quality. In fact, since the House Ways and Means Committee
opened hearings on this juestion, investment yields on new issues .
of locul government AA-rated Londs have risen 70 base noints or
from about 5.50 percent to 6.20 nercent, If the tax exeamption
is breached, investors would have little confidence that the
advantages to them of holding tax-exempt sescurities would not be
vwhittled away further, and they would, of course, demand higher
interest rates to compensate them for the higher risk in sur-
chasing these securities, As the cost of ‘borrowing ‘ncreases, -
state and local taxes, pfim&rily proverty and sales taxes, will
also increase, and the burden of these taxes falls disprooortion-
ately on those in the low and middle income grouns. Therefore,
if the osbjective is to provide a more eyuitable distribution of
the total tax burden, as I believe it is and should be, then
the Congress should not revoke or alter this tax exemotion in such

a4 way as to increase the cost of borrowing to state and local
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governments,

It would be particularly unfortunate to increase the cost of
borrowing at this time when the current snerating revenue needs
of state and local zovernments are such that nronosals for fed-
eral revenue sharing are heing seriously advocated and widely
supported, I believe that the orovisions nresently in the bill
adversely affecting municipal financing are inconsistent with .
the concept of revenue sharing and the sbjectives it is desizned
to achieve., Underlying my strong support for both retention of
this tax exemntion and the enactment of revenue sharing is the
basic conviction that strong and financially viable state and
local governments are essential both to a healthy federalism
and to the best nossible verformance of governmental services.

I would like to make one additional noint, A considerable
amount of the sentiment for tax reform stems from the testimony
given by former Secretary of the Treasury Josenh Barr concern-
inz 154 individuals vho in the year 1057 had adjusted gross in-
comes in excess of $200,000 yet naid no federal income taxes.
Unfortunately, the imnression was allowed to form that this was
accomplished to a large measure throuzh municival bond owner-
ship, even though the data submitted by former Secretary Barr
did not include interest on state and local securities among the
tax reducing factors utilized by the 154 individuals., Interest
on state and local securities is not included within zross in-
come and consejuently does not anpear at all on the income tax
return, For this reason it s most difficult to determine the
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degree of tax avoidance by individuals hold:ng state and local
bonds,

A possible solution to this lack of data might Le to re-
quire individuals and corporations to disclose on their income
tax returns the amount of interest received from tax-exempt
securities, If this information were to indicate substantial
abuse of this exemntion, then I would sunport a reasonable legis-
lative solution desizned to alleviate the problem without adverse-
ly affecting the ability of state and local governments to meet
tneir capital rejuirements.

i
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Mz. Chairmen, Members of the Cosmittese:

Our concern is with each of the several provisions to which your
Committes is devoting its attention todsy - the proposed minimum income
tax, allocation of deductions and federal lll““il;tm of interest
payments if state and local bonds are fesued as taxsble obligations.

My remarks vill be limited, in the main, to the tax and fiscal consequences
if thess provisions are enacted.

We sppreciate your problem. To reform the federal incoms tax laws
4s a very difficult task. In so doing, howsver, we hope you will avoid
disturbing the market for etate and l.oul bonds.

As you know, the pressure is enmormous on state and local governments
to furnish more and bottir services and facilities. Our capitel require-
ments continue to grow at a rapid rate. Only 13 years sgo, in 1936,
total state and local bonds outstanding totaled less than $50 billion.
Todsy that total has reached $140 billion - en increase of 180 percent.
A Yoderal Reserve Board estimate is that it will spproximate $210 billion
in 1975, 1In other words, in 20 years the total of state and local bonds
outstanding is estimated to increase by 320 percent. These figures
should impress anyone who has doubts about the ovcrvhol-ing capital
needs of states and localities.

H.R. 13270 would enact a "limit on tax preferences,” a form of
ainimm {ncome tax for individuals, in the base of which would be state
and local bond interest .

Treasury witn testified against the inclusion of state and

local bond finterest in the minimum tax. They did so for two ressons.
v .
Tnclusion, they said would: (1) raise a constitutional iesue, and (2)

have an adverse effect on the municipal bond market.



Both H.R. 13270 snd the Treasury would require that individuals
sllocate deductions between taxable income and tax preference amounts.
Both would include state and local bond interest, In the House bill
this provision would spply to future bond issues only, and be phased
in over a 10-year period. The Tressury would have this requirement
cover outstanding as well as future issues, and make it fully effective
iemediately. ‘

H.R, 13270 contains a plan for a federal subsidy of a portion of
state and local government interest costs if they chose - and the plan
is optional with them ~ to {ssue taxable obligations. The Treasury
prouised to submit a substitute proposal for the House - approved plan.

Mr. Chaiiman, the revenue yield from inclusion of municipal bonds
in the House LTP provision, according-to the Treasury's estimate would
be 435 million and for its own sllocation of deductions proposal, $45
aillion. These are not large sums, but the impact on the market of
these provisions would be far greater.

Attached to my statement are certain exhibits. Most of them indicate
vhat has happened as a result of the threat of taxation. Should the
threut prove real, we may expect an even more severe impact.

Historically the yield relationship of comparable municipal and
corporate bonds has been in the vicinity of 70 percent. In other words,
if & corporate bond were sold st 8 percent, one would expsct a comparable
sunicipal to yield 5.6 percent, '

Graphs No. 1 and 2, employing different indices, illustrate the
sunicipal-corporate bond yield relstionship over the past two years.

Plesse note that they show a yield relationship of sbout 80 percent.

10
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Today, if a corporate bond were to be sold at 8 percent, a comparable
sunicipal might be expected to bear an interest rate of 6.4 percant,
Note, too, that virtuslly all the change in relationship has occurzed
dn 1969 ~ the period during vhich this legislation has been under con-
sideration, !

Oraphs Nos. 3 and 4 shov the yields of tax exempt snd taxsble
bonds over the past two years as indicated by representative indices.
Again the closing of the gap can be sesn.

Tables No. 1-3 show in tabular fors the same dats as Graphs 1-4.
Please note on Table No. 1 the interest spread of 1.78 percent in August
1967. In January 1969, there was about the same spread, 1.77 percent.
By July 1969, the gap had shrank to 1,39 percent. On Table No, 2 &
similar change can be seen. The respective interest rate differences
were 1.60, 1.87 and 1.51, Table No. 4 shows that the yield relationship
between municipals and U.8. Government 20-year bonds has been altered
drastically, too. The 1nt’roct rate differences were 0,93, 0.93 and 0.19
respectively, ‘

Mr, Chairman, tight money caused all these interest rates to climd,
The such more rapid climb in municipal bond interest rates can only be
ascribed to the threat of taxation.

Also attached to my statement are two schedules. Tumming first
to Schedule II, it shows in columns 1-4 the {ssuances of tax exempt
sunicipal securities for the years 1963-1968 on a state-by-state bssis
a9 reported in the IBA Statistical Bulletin. The figures shown include
iesuances by locsl units of governmant as well as the state.

Columns 5 and 6 represent projections of bond sales by state for

1969 and 1970. They assumé a conservative 10 percent per year increase

1



over 1968, 5 percent due to inflation and 5 percent to a real increase
in outlsys. To put it more accurately, they represent reasonable estimates
of need. Based on first quarter statistics, bond sales {n 1969 on an
annual basis will be less than $11 billion, 40 percent below what might
have been expected.

Turning now to Schedule I, it shows estimates of interest costs
incresses that would be incurred if the provisions of H.R. 13270 relating
to municipal bonds were enacted. Two estimates are made - one based
on actual volume for 1968, the other on projected volume for 1970.

Column 2 represents calculations of the annual debt service on

" bonds 1ssued in 1968. The interest rate used - 4.5 percent ~ approximates
the average of the Bond Buyer's Index for 1968. As can be seen, debt
sexvice totaled $1.24 billion for all states,

Coluan 3 shows debt service on a taxable basis. Columns 4 and 5
show additionsl interest costs by year and over the assumed 20 year life
of the bonds. The interest rate increase assumed for purpose of computation
is 2 percent. .

Given these assumptions, the additional interest costs for one ycar
would be $222 million, and over the 1ife of the bonds $4.45 billion.

Columns 6-10 contain information similar to that of columns 1-5,

‘but based on projected issuances for 1970. Please note the total of
column 9, the assumed interest cost increase, approximately $270 million.
If the same total were issued in 1971, the increase would be $540
million. By the tenth year increased interest costs would add up to
$2.7 billion, assuming no year-by-year increase in state and local financing.

Mr. Chairman, Members of the Committee, some may feel we have over-

estimated the increase in interest costs that would result from enactment
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of H.,R., 13270. Some may feel that the Treasury propc;uls vould rasult
in a smaller increass. If one reduces the estimated increasa by cne-half
or even more, wvhat remains is an undeniably heavier debt service burden
that must be borne by state and local governments and their tax payers.
Secretary Kennedy testified that the impact on the market of the
Treasury allocations of deductions proposal would be minimal. Neither
he nor we know 1if his opinion is valid'._ We know he estimated the revenus
yield to be $45 million. Presumably that was based on a total of bonds
outstanding in 1969 of $154 billion ( $140 billion in 1968 plus 10 percent).
Assuming an additional 10 percent increase in bonds outstanding at the
end of 1970 would mean a total of $170 dbillion. On such smount, revenue
accruing to the Treasury would increasé by 10 percent, also, to $49.5 million.
Look now at what the increased state and local debt service cost
would be for 1970. Would it be one percent, $135 million or one-half of
one percent, $67 million? That additional cost, whatever it might be,
would continue over the life of the bonds. |
Ho one can know until after the fact what the actual debtA service
cost increase would be. It would be in any case greater - and probably
much greater ~ than the revenue yield.
Let me state at this point that the Treasury allocations of deductions
proposal would have a very damaging effect. For one thing, allocation
of deductions affects many more people than the House minimum tax. The
latter is spplicable only when total income from tax profaronco items
exceeds $10,000 and regularly taxable income. The fo;ur is spplicable
to any amount of tax preference income in excess of $10,000. Moreover,

allocation of deductions has particular relevance to banks - much the larger

13
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customers for state and local bonds., A banker might reason, if allocation
of deductions is required of life insurance companies and of individuals
and 1if the requirement with respect to banks were in the all-but-final
House bill, can banks be far behind?

Mr. Chairman, those who purchase state and local bonds pay a Meax."
It 1s not paid to the United States, but it is paid to state and loql
governments in the form of lower mﬁerut rates. True, investors may
hope to gain more in federal income tax savings than in interest foregone.
But have ve not shown that the principal beneficiaries of low state and
local bond interest rates are the issuing governments? Have we not showmn -
that to correct on alleged inequity in federal income tax laws will cost
state and local governments far more than the Treasury will realize in
revenue? Should direct or indirect taxation be voted, what would be the
result? Ismediately there would ensue postponement, cancellation or
reductfon in scope of many public building projects -~ schools, hospitals,
highways, water and sewer facilities and others vitally needed. Eventually,
of course, these projects would be built. They would have to be paid for,
however, out of increased sales and pioperty taxes and utility fees.
These are regressive in nature, but they would have to be relied on even
more heavily than at present to supply the funds state and local govern-
ments could not afford to borrow or to pay the increased debt carrying
costs on what they would have to borrow. .

Other witnesses who appear for the states will cover aspects of
taxation of state and local obligations that I have not covered. 1 have
tried to show, and 1 believe I have shown, certain of the dire results
that federal taxation would achieve. I do not believe that this Committee,

its parent body or the Congress wishes to accomplish such results.

14



Mr. Chairman, Members of the Committee, I appr‘ciate your giving
me your time and attention. Thank you.

69/9/18 1-2
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Mr. Chairman, Members o.f the Committee:

1 ém John A. Love, Governor of Colorado and Chairman of the National
Governors' Conference. I am pleased to have this opportunity to appear
before you on behslf of the State of Colorado and the National Governors'

. Conference to testify on H. R, 13270, the Tax Reform Act of 1969. Appearing

vith me as representatives of the states sre my colleagues, Governor Richard
J. Hughes of New Jersesy, Governor Daniel J. Evans of Washington, Governor
Claude R. Kirk of Florida, Governor Norbert T. Tiemann of Nebrasks, and
MGM John J. McKeithen of Louisiana.

Mr. Chairman, it is no secret that we are seriocusly concerned about

several sections of H, R. 13270, and substitute provisions for them suggested

" by the administration. At the most recent National Governors' Conference,

51 of the 52 Governors attending the Conference -- all who were present at

" the time -~ gent a wire to the President expressing our concern, Copy of the

telegranm is sttached, but I should like to quote part of it at this time.
We wired the President:

One crucial matter which we did not have an opportunity to
discuss with you is the taxation of state and municipal bonds.
The infringement upon what we consider the constitutional
prerogatives of state and local government would be a setback
of major proportions to our mutual goal of governmental balance
in the "Spirit of '76".

The staggering blow of increased costs for all public construc-

tion would either add to the tax burden of the people or stop

construction of much needed public facilities.

Very simply, Mr. President, if the ability to market state and

municipal bonds is jeopardized in any way, it will be a setback

that for yesrs to come will overshadov any positive proposals.
As citizens and taxpayers, we welcome the effort to reform our tax

lavs in vhich this Committee and the Congress are engaged. Inequities and

19



. dmperfections that have grown up over the years should be corrected, The

f'pmhtm and our expectations continue to grow. ' To build the ochoc;h.

. : -2-
' ©
task you have ut.tot yourselves is a difficult and cml;x one, We are
here to urge that in its aceo-pluh.uni:. hovever, you do nothing to dieturb
the market fog state and local government bonds, .
'1 an ufortiug. of' courss, to the provisions of B.R, 13270 relating A
to a limit on tax preferences, allocation of dductim and the subsidiza-

tion of interest payments if state and local bonds are issued as taxable

obligations, Sections 301, 302 and 601 and 602 respectively. I should like
' al;o to refer to the administration proposals on these subjects.

In the main, I shall limit q remarks to the tax and fiscal couuqmcu
of vhat is proposed, Other upceu will be discussed by those appearing '

vith me. .

Hr; Chaixman, as I know you knoW, the pressure is enormous on state and
local govcm'unu to furnish more and better services and facilities, Our

v,
highways, hospitals, vater and uve.x' facilities u;ﬂ all the other projects

ve vant and need means that state and ’loul governuents must have a healthy,
readily available capital market. We are a Nation that bund; on credit, and
'fcv. if any, of our public or private iutttuuono are more dependent on credit
than states snd localities, At the end of 1956-== :only 13 years ago ~~ state

and local securities outstanding totaled less than $30 billion, according

. to Yadaral Reserve Board data, Today that total has reached $140 billfon ==

: _endincreass of 180 percent, The Federal Reserve Board estimates that the

‘total outstanding in 1970 vill be about $147 billion, and nearly $210 b!:lliou

‘in 1975, Parenthetically, I assume that these estimates are based on thera'

being no damage done to the market. In any event, the Federal Reserve Board

- estimate 1s that in 20 years == 1956 to 1975 == state and local government

.
.

20
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bonds outotm;!ing vould increase by about 320 percent., If there vere any
q;ustton concerning the nead of state and local governments for capital
funds, these data should put it to rest.

H.R. 13270 proposes enactment of a minimum tax on individuals, & "limit
on tax preferences”, in the base of which would be state and local bond
interest. Witnesses for the Department of the Treasury testified that ‘it
wvould produce $85 million & year when fully effective, Of that amount, revenus
from taxstion of state and local bonds was estimated to produce $35 millfom,
Application of LTP to bonds would be at a gradual rate of 10 percent per

year over 10 years. »

The Treasury witnesses urged this Comnittee that w’;« include state and
1ocai bond interest in this minimum tax. "ﬂuy cited two reasons for not
doing so: (1) it would raise a constitutional quucioﬁ. and (2) it would
have an adverse effect on ths market for such bonds,

. With respect to allocation of deductions, the WQ bill would require
"that individuals allocate deductions between taxable income and tax prefer-
ence amounts, including in ihc latter state and local bond .innrut.. The
'ptwision would apply to bonds fssued after July 12, 1969, and be phased in
over a 10-year period.

The Administration similarly would include municipal bond interest in
the allocation of deductions requirement, but would extend it to cover in-
terest on outstanding issues as well as future issues, and make it fully

" effective immediately.

The House included in its bill a plan to provide a subsidy to state and
local governments =~ exsrcisable at their option =~ if they chose to iesue
chc bonds, The Treasury opposed 'thh plen, promising to submit & sub~
stitute proposal,

© Mro Chairman, slthough the revenues that the proposed inclusion of state
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and local boud interest in the limit on tax preferences — $35 million

the Treasury estimated ~ and dlocatf.on of deductions == $45 million for

the Treasury plan =~ would be small, tﬁc urk;t impact of these provisions

would be great. . ' } '
Attached to nmy statement are certain guplu.lud nb}n. They {llustrate

the .i-plct on the market that the threat of taxation has had, I wish to

ewphasize that vhat they represent is the market reaction to the possibility

" of taxation. Should that possibility be realixed, the impact could be ex=-

_pected to be sven more severs.

- w

Kutoyicany, comparable municipal and corporate bonds have baen considered
to have a relationship as to yield in the vicinity of 70 percent, That is
to say, -;mictpal yields have run at about 70 percent of those on comparable
corpot'atu. To put !:t another vay, !.g a corporate bond were to be sold at
8 percent, one would expect a comparable municipal to yield 5,6 percent.

Craph No. 1 illustrates the relationship over the past two years. Please
note that the latest data indicate a yield relatiouship of 80 percent. Todsy,
i a corporate bond were to be sold at 8 percent, a comparable municipal
would bear an interest rate of 6.4 percent == not 3.6 percent. Note also
the extent of the change in the relationship that occun'c‘d in 1969,

Graph No. 2 {llustrates the same basic change, It is based on dittoxont
indices, '

Graphs No., 3 and 4 show the ylelds of tax exempt and taxable bonds over
the past two years as indicated by iopnuntaun dndices. Again the closing -
of the gap can be seen,

Tables No. 1=3 show in tabular t9n the data showm on the several graphs,
Please note on Teble Ho. 1 the diffarence of 1.8 percent in August 1967
(4,06 and 5,84 percent), vhich renatned about the same, 1,77 percent, fn
January 1969, had by July shrunk to 1,39 percent. On Table No, 2, a similar

22
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change can be seen, The respective differences are 1,80, 1,87 and
1.51, Both Table No. 3 snd Graph No. 4 indicate the yield relation-
ship of one representative municipal bond index and U,8, Government

20-year bonds, Just to round out the story, a difference in interest

- rate of 0,93 percent in August 1967 (0,95 percent in January 1969)

had shrunk in July 1969 to 0.19.

These data indicate a general increase in .inuuu rates vhich n
may be ascribed to the tight money nx;kct. The time during which
most of the change in yield relationship took place, L.e. vhen this

b11l vas before the other body, make it abundantly clear that the

threat of taxation of sunicipal bonds vas the cause for that change,

Aleo attached to my statement are two schedules, If ve may turn
first to Schedule 1I, colums 1~4 reflect the issuances of tax exempt
wunicipal securities for the years 19651968 on a state by state bas~

is as reported in the IBA Statistical Bulletin, The figures showvn

for each state include issuances by local governmental units as well
as those of the state itself,

The figures shown in columns S and 6 are projections of bond

sales by state for 1969 and 1970; They assume & 10 parcent per d

year increase over 1968, 5 percent due to inflation and 5 per cent

in real governmental outlays, They assume further that nothing in

"the tax situation vould disrupt the issuance of municipal securities.

I should observe that the latter assumption is unvarranted. The '
ominous tax situation and attendant high interest rates =~ interest °
rates in soms instances high enough to exceed 10311‘ {aterest cefl-
dngs and in others to force fssuers out of the market - reduced the .
annual rate of ssuances to less than $11 billion based on first

quarter statistics. That is a level 40 percent below what might

reasonably have been expected for this year. The f!gutn' ia colums
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"3 and 6, in other words, represent reasonable estimates of need for
state and local government capital finaneing.

1f we may turn back to Schedule I now, it shovs estimates of
the additional interest costs that would be incurred by state and
local governments were the provisions relating to municipal bonds of
HR 13270 enacted. Two estimates are made = one based on actual vol=
ume for 1968, the other on projected volume for 1970, Inclusion of
the 1968 figures and estimates is justified on the grounds that they
represent a year un;!!octcd by the current market uncertainties due
to the threat of taxation and, thersfore, represent an fctuall expres=
sion of state and local financing nesds. As discussed ab_c\;o, the
‘volume for 1970 undoubtedly is overstated because of the taxation threat,

Colum 2 of s‘chcduh 1 represents calculstions of the annual debt
service on bonds {ssued in 1968, Inasmuch as it would be impossible
to calculate the actual debt service on each oé the over 3,400 sep~
arate issuances, & 20-{.-: bond with equal .unnul paymants of princi~
pal and interest vas used for thess computations,. The intouu’ rate
used = 4.5 percent - was the approximate average of the Bond Buyer's
Index for 1968, This well-known index consists of 20 mmicipal bond;
picked for their repreuntativen;u.of the overall market, As can bc.
seen, debt service was $1.24 billion for the entire 50 states.

Yor purposes of eo-wutiou. an increase of two psrcentage fotntl :
of interest has been employed. If this appears to be too large an in=
crease, please remesber that the January through July 1969 increase )
based on the threat of taxation only was 0,96 or 0,83 percent, depending
upon vhich index is used. In any case, & two percent increass would
have resulted in an annual debt sarvice of $1.46 Biilion (colum 4) o;'

an increasa of $222 willion over the tax exempt cost. The figures in
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colum 3 show that for debt issued in 1968 the add!.tioul: interest cost
over the life of the bonda. would have smounted to the staggering sunm of
§4,45 billion, As appalling as these figures are, they relate to issuances
of a single year, '

Colums 6-10 contain information similar to that of colums 1=5, but
based on projected issuances for 1970, Pleass note the assumed interest
cost incresss, spproximately $270 million, If the same total in bonds
wvere iseued in 1971, the increase would be 8540 million, By the tenth
year, and making the .unruuuie assumption that state and local financing
would not grov from year to 'yur. an additional $2,7 billion in interest
“costs would have to be paid that year from state and local government
budgets. B

My, Chairman, Membars of the Committes, some may feel that we have
wou'otmud the increass in interest costs that would result tr&n Ion-
actment of HoR. 13270 as it cams to you, Some may feel that the Treasury "
proposals wvould result in a nunox; increase, ' If one reduces the estimated
increase by one-half or even more, vhat remains is an undeniably additional
heavy debt gervice burden that must be borne by state and local governments
‘and their taxpayers. l

Mr, Chairman, neither Governors nor their fiscal officeras nor Members
of Congress make the market., Investors do. In their wisdom or wnvisdon
they determine what interest rates will be. The Treasury estimates of the

'ucuu revenue impact of the limit on tax preferences p:ovtuoh of H.R,
13270 as only $35 million, and its own allocation of deductions propou!:

as §43 million are not controlling, Iavestors decids for themsslves, rhoy'
can decide that if Congress breaches the tax exemption dike or reduces the
value to them of their deductions, they will bid on bonds at lhnrplly in-

creased interast rates. Thay can and they do as we have seen from studying

25
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what happened to state and local bond 1ntcte§t rates vhile the “l;l
snd Means -Comtctu and the House wére considering H.R, 13270,
Secretary Kennedy testified that the market impact of the ‘l‘tc‘uury
- allocation of deductions proposal would _bc uiniaal'. Neither he nor we
know if his opinion is valid, We do know, however, that the Treasury
estimates the revenue yield in the first full year of operation of the
proposal to be $45 million, .Ho know too that this estimate is based on
la requirement that deductions be alio.catod with respect to all bonds,
outstanding as vell as gruﬁcttvu. !_ie may assume for present purposes
that ,1'.t vas based on the total of bonds outstanding at the end of 1969 ==
$140 btuio.n at the end of 1968 plus our assumed 10 percent increase for
1969 or $154 billion, Let us then assume an_ndd}._e_:l_onnl. 10 pnrcenc. increase
. in bonds ou:'otunding at the end of A1970‘. .;r approximately $170 billion.
The revenue accruing to the ‘rrunur; would than amount to $49,5 nnl'ion.
Let us now look at vhat the increased debt service cost would be to ,
states and localities for just one year, 1970, Assume the increase to be --

not two == but one percent. That would be $135 million. Assume it
vould be one-half percent. That would be $67 millfon, And remember, that

is for that year only. The additional debt service cost vould continue for
‘the 1ife of the bonds, .
No one can know until after the fact what the actual debt service cost
increase would be, There is reason to believe, however, that it uould.be
much greater than the increase in federal revenue would be, As we have
pointed out, the threat of enactment of H.R. 13270 with ite phasing in of
both LTP and allocation of dcduc;tiono and its application of the latter .only
to future issues pushed interest rates up nearly one percent, The ?reasury‘
proposal, if enacted, would have nearly the same -~ possibly an even gteater;-
damaging impact, Por one thing, anocation' of deductions affects many more

people than the minfmum tax. The latter is operative only when the total
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income from tax preference items exceeds both $10,000 snd regularly taxable
dncome, The former is applicable with respect to any m.nnt of tax preference
”hcou in excess of $10,000, Moreover, and this seems to have been overlooked .
by both the House of Representatives and the Treasury, allocation of deductions
can easily be made to apply to banks, by far the largest buyers of nnt; and
local bonds. As a matter of fact, in the all~but final House bill, banks
vere required to allocate deductions.- If 1ife insurence companies can be
made to allocate, as Treasury witnesses pointed ocut the sinpuu (bqtt has
hﬁld, and Congress chooses to require individuals to allocate, would bankers
feel that they would be forever {mmme? . ’ )

Mr. Chairman, another point overlooked or ignored is that those who buy
state and local bonds pay a "tax" as long as they hiold the securities. True,
they do not pay it in the form of incoms tax to the United States, but they
pay it to state and local governments by accep.ttng a lower rate of 1ntoul't
than they would tcce!.vc‘ if they bought taxable securities. True, also, they
expect to gain more in federal income taxes not pdd than in interest foregone
in many if not most instances. i .

But, have we not shown that _the principal beneficiaries of low state and

" local government bond interest rates are the issuing governments? .Ba.ve we
not shown that to corract an alleged inequity in federal income tax laws wﬂ..l
cost state and local governments in interest costs far more than the Treasury
will realize in revenue? ‘ . ‘

If the Congress does not heed our warning, what will be the ruu_!.tt The

' @dhtc result will be the poncboneunt. cancellation or reduction in scope
of many public building projects == schools, hospitals, highways, water and
sever facilities and others vi.ull.y" ‘needed. Eventually, of course, these pro-

Jects will be built, They will have to be paid for, however, out of increased

sales and property taxes and utility fees. These taxes and fees ~~ regressive
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though they may be == will have to be relied on even more heavily than
at present to supply the funds state and local governments could not '
afford to borrow or to pay the increased debt Euty'tng costs on what
they would have to borrow, .

Mr, Chairman, in my statement I have chosen not to speak on a ﬂunbor
of aspects of vhat is involved in the direct or indirect taxation of
ltit‘d and local obligations by the Federal Government. Other witnesses
sppearing for the states will cover them, I have tried to show, and I
believe I have shovn, certain of the calamitous results that federal taxas-
tion would achieve. I do not believe that this Comnittes, its parent body'
or the Congress wishes to accomplish such results,.

H:'. Chairman, Mewbers of the Committee, I appreciate your giving me

your tims and attention, Thank you.
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SEPTIMBER 2, 1969

THE HONORABLE RICHARD NIXON
PRESIDENT OF THE UNITED STATES
THE WHITE HOUSE

WASHINGTON, D. C.

DEAR MR, PRESIDENT: (
YOUR PRESENTATION 70 THE NATION'S GOVERNORS MONDAY NIGHT WAS A TREMENDOUS

bONTRIBWION TO THE MEANINOFUL ESTABLISHMENT OF THE "NEW FEDERALISM." WE ARE
CONVINCED, MR. PRESIDEM‘. THAT WE HAVE BEFORE US THE OPPORTUNITY FOR A
MONUMENTAL BREAKTHROUGK TO A POSITIVE PARTNERSHIP IN GOVERKMENT. YOU VERY
ABLY OUTLINED THE PARAMOUNT ISSUES WHICH ARE CHALLENGING OUR BYSTEM OF
GOVERNMENT, AND LAID THE GROUNDWORK UPON WHICH ALL ELECTED OFFICIALS CAN
JOIN TOGETHER IN A COMMON CAUSE. THAT CAUSE 18, OF COURSE, A GOVERNMENTAL
8YSTEM THAT CAN EFFECTIVELY DELIVER SERVICES TO OUR PEOPLE.

YOU CAN BE ASSURED OF THE COMPLETE 'OOOPEBATION OF THE NATION'S GOVERNORS
IN THESE VITAL ISSUES. ‘ '

ONE CRUCIAL MATTER WHICH WE DID NOT HAVE AN OPPORTUNITY TO DISCUSS VITH
YOU I8 THE TAXATION OF STATE AND MUNICIPAL BONDS. THE INFRINGEMENT UPON WHAT
WE CONSIDER THE CONSTITUTIONAL PREROGATIVES OF STATE AND LOCAL GOVERNMERT
WOULD BE A SETBACK 6? MAJOR PROPORTIONS TO OUR MUTUAL GOAL OF GOVERNMENTAL
BALANCE IN THE "SPIRIT OF '76." ) ‘

THE STAGGERING BLOW OF INCREASED COSTS FOR ALL Pl-JBLIO CONSTRUCTION WOULD
EITHER ADD TO THE TAX BURDEN OF THE PEOPLE OR STOP @STRUCTION OF MUCH
MEEDED PUBLIC FACILITIES.

 VERY SIMPLY, MR. PRESIDENT, IF THE ABILITY TO MARKET STATE AND MUNICIPAL

BONDS I8 JBOPAR.PIZED IN ANY WAY, IT WILL BE A BmACK THAT FOR YEARS TO COME l
‘WILL OVERSHADOW ANY POSITIVE PROPOSAI:B. '

evese cONtinued coeos

20



WE URGE YOUR CAREFUL COMBIDERATION OF THIS VITAL MATTER, AND BY COPY
or I8 mmmw.nou'm CONORESSIONAL LEADERSHIP FOR THEIR COOPERATION

AND BUPPOR?T.

AGAIN, WB APPRECIATE 60 MUCH YOUR PRESENCE AT OUR CONFERENCE, AND THE
mmoomnmmmmmmmmnwonmmmc:nm'

FEDERAL SYSTEM.

/8/ OOVERNOR BUFORD BLLINGTON, TENNESSEE, CHAIRMAN OP THE NATIONAL GOVERNORS®
CONYERENCE, JOINED BY ALL OTHER GOVERNORS PRESENT AT TODAY'S BUSINESS -

SRBSION:

GOVERNOR ALBERT P. BREWER, ALABAMA
GOVERKOR KEITH H. MILLER, ALASKA
GOVERNOR JOHN M. HAYDOM, AMERICAN BANOA
GOVERNOR JACK WILLIAMS, ARIZONA
OOVERNOR WINTHROP ROCKEYELLER, ARKANSAS
GOVERNOR RONALD REAGAN, CALIFORNIA
GOVERNOR JOHN A. LOVE, COLORADO
GOVERNOR JOHN DEMPSEY, CONNECTICUT
OGOVERNOR RUSSELL W. PETERSON, DELAVARE
GOVERNOR CLAUDE R. KIRK, JR., PLORIDA
"GOVERNOR LESTER G. MADDOX, GEORGIA
GOVERNOR CARLOS O. CAMACHO, OUAM °
GOVERNOR JOHN A. BURNS, HAWAII

GOVERNOR DON SAMUELSON, IDAHO

GOVERNOR RICHARD B. OGILVIE, ILLINOIS .
OOVERNOR EDOAR D, WHITCOMB, INDIANA
OOVERNOR ROBERT D. RAY, IOWA

OCOVERNOR ROBERT DOCKING, KANSAS
GOVERNOR LOUIE B. NUNN, KENTUCKY
GOVERKOR KENNETH M. CURTIS, MAINE
GOVERNOR MARVIN MANDEL, MARYLAND
OOVERNOR FRANCIS W. SAROENT, MASSACHUEETTS
GOVERNOR WILLIAM O. MILLIKEN, HICHIGAN
COVERNOR HAROLD LEVANDER, MINNESOTA
GOVERNOR WARREN E. HEARNES, MISSOURI

!

A¥D_JURTHER JOXNED BY:

GOVERNOR FORREST H. ANDERSON, MONTANA
GOVERNOR NORBERT T. TIEMANN, NEBRASKA
GOVERNOR PAUL LAXALT, NEVADA

GOVERNOR WALTER PETERSON, NEV HAMPSHIRE
GOVERNOR RICHARD J. HUGHES, NEW JERSEY
GOVERNOR DAVID P. CARGO, NEW MEXICO !
OQOVERNOR NELSON A. ROCKEFELLER, NEW YORK .
GOVERNOR ROBERT W. 8COTT, NORTH CAROLINA
GOVERNOR WILLIAM L. GUY, NORTH DAKOTA
GOVERNOR JAMES A. RHODES, OHIO

GOVERNOR DEVEY ¥. BARTLETT, OKLAHCGMA
GOVERNOR TOM MC CALL, OREGON

COVERNOR RAYMOND P, BHAFER, PENNSYLVANIA
GOVERNOR LUIS A. FERRE, PUERTO RICO ’
GOVERNOR PRANK LICHT, RHODE IBLAND
GOVERNOR ROBERT E. MC MAIR, SOUTH CARO
GOVERNOR ‘FRANK L. FARRAR, SOUTH DAXOTA . :‘
GOVERNOR CALVIN L. RAMPTON, UTAH i
GOVERNOR DEANE C. DAVIS, VERMONT !
GOVERNOR MILLS E. GODWIN, JR., VIRGINIA'
GOVERNOR MBLVIN H. EVANS, VIRGIN ISLANDS |
GOVERNOR \DANIEL J. BVANS, WASHINGTON '
GOVERMOR ARCH A. MOORE, JR., WEST VIRGIK
GOVERNOR WARREN P. KNOWLES, WIBCONSIN
GOVERNOR STANLEY K. HATHAWAY, -WYGUING®

COMRAD POWLER - PRESIDENT, NATIONAL ASSOCIATION OF COLMTIES
JACK D. MALTESTER - PRESIDENT, U. ‘8. CONPERENCE OF MAYORS
BEVERLY BRILEY - PRESIDENT, NATIONAL LEAGUE OF CITIES
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COMPARISON OF YIELDS
Municipal (Bond Buyer 20)
and

Industrial (Moody's Average)

Bond Buyer's Avg,. of Yields :
Index of 20 On Industrial Differential
Municipal Bonds  pBonds (Moody's)  _(B)
1967 Aug, 4,06% 5.84% 69.5%
SOP. 4,19 5.93 70.6
Oct., 4,27 6,05 70,5
Nov, 4.43 6,28 70.8
Dec, ‘0‘4 6.39 69.4
1968 Jan, 4.16 6.34 65.6
Feb, 4,44 6,31 70.3
Mar, 4.54 6.33 n.?
Apr. 4,43 6,42 69.0
May 4.64 6.52 7.1
Jun, 4,48 6,55 68.3
Jul, 4.11 6.42 64.0
Aug, 4,38 6,23 70.3
8ep. 4,30 6,26 68.6
Oct, 4,56 6,40 7.2
Nov. 4,76 6.60 72,1
Dec, 4,85 6.79 71.4
1969 Jan, 4,97 6.74 73.7
Feb, S.04 6,87 73.3
Mar, 5.30 7.16 74.0
Mr, 5.09 .02 72.5
May 5,60 7.08 79.0
Jun, 5.68 7.20 78.8
Jul, 5.93 7.32 81.0
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1967

1968

1969
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Aug.
Sep.
Oct,
Nov.
Dac.,

Jan,
Feb,
Mar.
Apr.

Jun,
Jula
Aug.
8ep.
Oct,
Nov.
Dec.

Jan,
Feb,
Mar,
Apr,

Jun, .

Jul,

COMPARISON OF YIKLDS
Municipal (Bond Buyer 11)

and
Industrial (Moody's Aaa)

Bond Buyer's
Index = 11

‘—bBonds

3.82%
3.99
a'ls
4.16
4.37
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MA Corporate Bonds
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Moody's Average
of Yields on

5.62%
5065
5.82
6,07
6,19

6.17
6.10
6.11
6.21
6,27
6.28
6.24
6.02
5.97
6,09
6.19
6,45

6.59
6.66
6.85
6,89
6.79
6.98
7.08

Differential

67.9%
0.6
71,3
68.5
70.5

69.2
66.2
71.6
67.4
68.8
70,0
69.8
66.4
72.3
69.7
n.7
72,0

71,6
72,6
73.7
7443
73.4
80.3
78.6
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1967

1968

1969

EM:LO
8/28/69

Aug.
Sop.
Oct,
Nov,
Dec.

Jan,
Feb,
Mar,
Apr.

Jun,
Jul,
A“go
8ap.,
Oct,
Nov.,
Dec.

Jan,
?ﬂbo
Mar,
Apr,

Jun,
Jul,

COMPARISON OF YIKIDS

Munlcetpal (Bond Buyec 20)
Industrial (Moody's Average) amd
U. 8. Governinents (20 Years)

BB's Indox
of 20

Mun, Bonds

4,067%
4.19
4,27
4,45
4.44

4,16
4,44
4,54
4,43
4,64
4,48
4.11
4,38
4,30
4.56
4,76
b.as

4,97
5004
5,30
5.09
5,60
5.68
5,93
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Average Yiolds
On Industrial

Bonds_(oody's)

5.84%
5.93
6,05
6.28
6.39

6.34
6.31
6.33
6.42
6.52
6,55
6.42
6.23
6.26
6.40
6.60
6.79

6.74
6.87
7.16
7.02
7.08
7.20
7.32

Yields of
uosoco"
—20

4.99%
5.12
5.18
5.46
5.60

5,57
5.37
5.39
5.59
5447
5.47
5.31
5,12
5,20
5,29
5,40
5.55

5.92
6,00
6,08
6,20
5,92
6,29
6.12
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STATEMENT OF GOVERNOR DANIEL J., EVANS, CHAIRMAN, NATIONAL GOVERNORS'
CONFERENCE ON EXECUTIVE MANAGEMENT AND FISCAL AFFAIRS, TO SENATE COMMITTEE
ON FINANCE, SEPTEMBER 23, 1969, OPPOSING PROVISIONS OF H. R. 13270 DEALING
WITH TAX EXEMPTION OF STATE AND LOCAL BONDS

SUMMARY

1. Tne provisions of H. R. 13270 dealing with taxation of state and locai
bonds will result in a basic change in our governmental structure arising from

immediate economic pressure.

2. Tne provisions insure a narrowing of the difference between the cost of
taxable and non-taxable issues. The current chaotic condition of the

narkgt can, in specific part, be attributed to the ‘proposed préviaions,

and has already resulted in serious financial problems in gpnsttuction

programs in the State of Washington gnd substantial increased cost of borrowing

throughout the country.

3. The provisions do not represent tax reform, but shift to more regressive

state and local tax burdens and utility charges.

4. The basis of exemption is constitutional, and enactment will result
in legal challenge, with continuing chaos in the bond market

and severe intergovernmental conflict.

5. The purchaser of municipal bonds now.pays a minimum tax by accepting a

Jower interest rate.

6. There 18 no indication that tax exemption of municipal bonds was a signifi-

cant factor in the failure by wealthy individuals cited by the Treasury

Department to pay income taxes.
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7. ‘Further study needs to be undertaken on the role of tax exempt securities
in the tax system and on ways to broaden the market for municipal bonds
before changes in the tax exempt status of municipal bonds should be
considered. ACIR has suggested such a study {n.which the National Governors'

Conference would be desirous of participating.



STATEMENT OF GOVERNOR DANILL J. EVANS, CHAIRMAN, NATIONAL GOVERNORS'
COSFERENCE ON EXECUTIViE MANAGEMENT AMD FISCAL AFFAIRS, TO SENATE
CORMITYIEE ON FINANCE, SEPTEMBER 23, 1969, OPPOSING PROVISIONS OF

H, R, 13270 DEALING WITH TAX EXEMPTION OF STATE AND LOCAL BONDS

I sincerely approciate the decision of this Coumtttee to hold public
hearings on the provisions of H. R, 13270 vhich deal with taxation of
state and local bonds. Secldom has an fssue of such intergovernmental
inportance and sensitivity becn before you., The decision by the House
of Representatives without any public opportunity for Governors and
local officials to cxpress themselves is an unfortunate chapter in the
history of the federal systenm,

Others who will appear before you in futuxe hearings will deal with
the technical features of the optional issuance of excmpt or non exempt
bonds, the allocation of deductions and the minimum tax provisions of
H, R, 13270, I belicve that taken separately or together, their result
will be a change in the basic structurec of govermment resulting from
immediate economic pressure and demagogic appeals., Therefore, I urge
the members of this Committec to weigh most carefully the effect of this
issue,

The offect of the provisions of H, R, 13270 is, by gradual stages,
to ‘tax the interest on state and local bonds, The much discussed local
chofce to issue either tax exempt bonds or taxable bonds with an intcrest
subsidy 1s an fllusory chojce. The requirement that the Secretary of
the Treasury fix the interest subsidy for fully taxable bonds each
quarter on the besis of the difference between the interest yield on such
fully taxable bonds and the yield on “"tax exempt" bonds as determined
by the market at that time, makes it apparent that this difference would
gradually dccline and the cost of borrowing to state and local governments

even uadexr the subsidy option would substantially increase,

The effect on the municipal bond market of this legislation can be
viewed dramatically today by each of us and can be separated from the
general financial market instebility. The Dow Jounes municipal bond index
rose from 6,02% to a record 6,23% In one wcek in September, Within the
past month in the State of Washington we have increased the burden to
our present taxpayers by markedly shortening the maturity period on one
issuc of bonds which must be sold by December 31 and has an intcrest rate
linitation, and the timely construction of vitally needed vocational
" educatioa and general educational facilities in our community colleges
has becn placed in jeopardy.by rejecting all bids on a $22 million issue
because they were based upon interest rates which the state could not accept.
We can only hope that when we reissue a call for bids on this issue, some
order will have returned to the market.

Financial experts in my state have stated that the interest rate
differential between taxable and non taxable bonds has narrowed from 30%
to 20% since this legislation came under consideration. Based on the
supportable agsumption of the issuance of $10 billion in state and local
bonds throughout the country during the year, the portion of the increase
in cost attributable to the potential effect of this legislation will cost
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local taxpayers of the nation more than $1 billion over an average 25 year
life of the bonds issucd {n one year alone. This cost will be compounded

each year in which additional bonds must be issued under the present market
conditions,

The net effect of the ensctment of these provisions will be to
increasc slightly the tax yield to the federal goverrment at the expense
of substantially increasing the cost of borrowing by state and local
government, It will increase the federal income tax yield at the expense
of higher proporty taxes and higher utility charges for the local residents
who pay the cost of municipal and state borrowing, It is not overall tax
reform, but enforced local tex regression, It is a shift of the tax burden
to the advantage of the federal treasury but the disadvantage of renters,
home~owners, and utility users, regardless of their ability to pay. I
cannot too strongly express my view that the rxesult of these provisions
are inimical both o the concepts of. federal-state relations expressed by
Presidents Nixon aad Johnson, and to the views of thoso who most urgently
desire real tax reform, The Fedaral Treasury cannot be vicwed as the single
entity in the nation's tax structure, When the entire tax system is vicwed,
these provisions will prove regressive in effect,

Tax deductions are generally permitted as a matter of Federcl policy
to .encourage charity and investment and stimulate discovery of natural
resources or similar worthwhile activities. But excmption of state and local
bond intcrest doas not derive from such Federal policy, It stems from the
constitutionally mandated doctrine of inter-governmental fmmunity which is
designed to paimit the continued functioning of States and their politicsl
subdivisions, There 48 no doubt that litigation will ensue 1f this bill
is enacted, By making this litigation inevitable, the Congress will doom
the municipal bond market to saveral yenrs of chaos which can only result
in costing the public taxpayer hundreds of mfllious of dollars in addi-
tional interest cost., At a time when close intergoveramental relastionships
are being encouraged, a bitter and divisive bettle will ensue, causing
possibly irreparable harm to the ¥ederal system,

It should bo pointed out that the House of Representatives did not
take cognizance of the fact that the buyer of State and local goverrment
bonds i{s now paying a "minimum tax'" (i1 effect) to local goverument bonds
by accepting a lower intcrest rate than he would demand {f the bonds were
taxable. Individuals with incomes in excess of $200,000 per year who pay
no taxes arc cited by the U,8, Treasury Department as examples of the nced
for reform. However, in the vast majority of casecs cited by the Troasury
Dapertment this non-taxpaying status was achieved through depreciation,
churitable .contributions and other deductions and pot through municipal
Yond holdings, The only study which has becn coaducted of which I am
aware supports the conclusion that a minor portion of the incoma of most
persons with large incomes is derived from this source, Action should be
taken by this Committee to have timoly information on this subject before
it should consider accepting the provisions of H, R, 13270, The Advisory
Coumission on Intergovernmental relations has cxpressed intcrest in dealing
with the subject of toxation of municipal bonds and I urge the Committee
to utilize this prestigicus body on which all levels of goverrment are
represented to bring uore realistic vecommendations before us, I assurc
you that the Nation's Govcrnors will pard cipate constructively im such a



study, Given the crippling condition of today's bond warket, this

Committec and the Treasury Department, §n conjunction with ACIR and the
National Governor's Conference Committee on Executive Mandgement and Fiscal
Affairs should be reviewing ways to broaden the market for wunicipal bonds,
The vse of urban development bonds and the authority for investment of
unemploynient compensation trust funds in runicipsl bonds are among augsestions
which deserve further study,

The recent National Governors' Conference unanimously adopted a policy
statenent originating in the Committee of which I was Chairman, affirming
its support of the .constitutional freedom from taxation of municipal bonds -
by the Federal Government and affirming 4its opposition to the provisions of
H. R, 13270 vhich so obviously affect the warketability of state and local
securities, and thereby the provision of needed public services and
facilities. I appreciate the opportunity to share with you this view on
behalf of the nation's Governors,
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Mr. Chairman, Members of the Committee, my name is Norbert T. Tiemann.
I am Governor of Nebraska. I appreciate your permitting me to speak on

the tax treatment of state and local bonds.

On March 11 of this year, I was afforded the opportunity to appear
before the Ways and Means Committes on the subjelt of tex reform. As

the representative of the National Governoxs' Conference, I urged strongly

that the Comnittee not include in its bill provisions to tax state and
local bonds. Other witnessos and I warned that the inevitable result
of such provisions would be an escalation in bond interest rates. Un-
fortunately, we have been proved to be excellent prophets.

In Pebruary, before we testified, the Bond Buyers' Index of 20
representative municipal bonds was 5.04 percent. On August 21, the
index breached 6 percent to reach 6.02. The Bond Buyers' Index of 11
bonds - more highly rated issues - showed yields in February to be 4.84
percent, On August 21, £t hit 5.92. These are increases of 0.98 and
1,08 in the short space of six monthe. In the period, February-July,
corporate issues (Moody's Average of Yields on Corporate Bonds) and
20-year U.S. Government bonds experienced interest rate increases of
0.“ and 0.12 respectively,

1 am not here to assert a claim to be regarded as a scer. I am
not here to argue that tight money has not caused interest rates to
rise. I do assert, however, that the only thing that could have caused
state and local bond interest rates to increase so much more greatly
than those of these other long-term securities is the consideration
the House gave to taxation of state and local bonds. I'll make one
more prophecy. Should the Senate and then the entire Congress decide

to tax our bonds - be the form minimum tax, allocation of deductions
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or some other - our interest rates will continue their climb both absolutely
and relatively.

You have heard, Mr. Chairman, testimony that the l!ous.e provisions on
a "limit on tax preferences" and allocation of deductions and the Treasury
scheme with respect to the latter will have only minimal revenue conse-
quences. We do not quarrel with this view. What we fear is that the
market will react - as it has already~ to a much greater degree than
the revenue consequences would appear to justify.

One of the Treasury witnesses referred to the market reaction as
being primarily "psychological." Of course it is. So labeling it does
not make it any less severe, however. Hhct‘het the Congress, Governors,
Mayors, the Treasury or anyone else feels the actual and potential reaction
to be justified is beside the point. Investore make their own decisions.
And their decisions determine what the state and local bonds interest
rate will be.

They might decide that a minimum tax rate established by this
Congress could be increased by a subsequent Congress. They might dectde
that an allocation of deductions requirement for individuals applicable
only to future issues of bonds and phased in over 10 years, as provided
by H.R. 13270, enacted by this Congress might be changed to be effective
inmedtately with respect to both outstanding and future issues at the
behest of a future Secretary of the Treasury. They might decide that
once absolute immunity is abridged they must fear later additional
abridgements.

Their fears might prove to be groundless, but personally I find

it hard to criticize investors for entertaining such fears when they
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contemplate investing their money for 10 or 20 or up to 50 years.

Mr. Chairman, if ultimately Congress decides not to include state
and local bond interest in a minimum tax or an allocation of deductions
requirement, the mere considerations of these items has already cost
state and local governments and their taxpayers $13.8 million annually.
This can be shown very easily.

Assume, if you will, that the yield relationship that existed last
February between the Bond Buyers' Index and the Average of Yields on
Industrial Bonds (Moody's) were to obtain today. The yield relationship
then was (73.3). Today it is (81.0). Assume that municipals issued
in the intervening period had an average date of maturity of 20 years.

The difference between what might have been snd what will be -
what will be, Members of the Committee -~ is $276 million.

That difference allows for the general increase in interest rates.
It can be ascribed only to the consideration that the Congress has
given to taxation of state and local bond interest. It represents the
Yhedge" that those who bought the bonds decided they needed to guard
against the possibility of taxation.

Wexe the investors overcautious? Each one of us can judge for
himself.

Commerical banks constitute the largest category of investors in
state and local bonds, as I am sure you have been told repeatedly. A
banker confronted with a choice among investments might conclude that
he needed such a "hedge." His reasoning might be that since the
Supreme Court has held that 1life insurance companies must allocate
deductions, as Assistant Secretary Cohen testified, since the House .

determined that individuals must do 8o, and since the House Ways and
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Means Committee announced shortly before it reported the tax reform
measure a "tentative decision” to require banks to allocate, Congress
might decide that banks must allocate deductions long baforo'thc bonds
he bought would wmature.

Mr. Chairman, in testifying before the Ways and Means Committee,

I said, "In approaching this issue ve do not intend to be merely

negative or to defend the status quo simply because it is the status

quo, Rather we: ssek - with you - a reexamination of the common objective
and possible alternatives open to'us....."

That vas my attitude., That continues to be my attitude.

Following the hearing, I was given an opportunity to submit a
supplementary statement. In it I outlined my views on what possible
means might be found to satisfy the objective of the Committee while
protecting the state and local bond market., With your permission, 1
shall file with you its complete text, and a memorandum outlining an alternative
subsidy plan. .

Mr. Chairman, Members of the Committee, to me it is ironic that
serjous consideration is being given to revenue sharing, a mass transit
fund, reformation of our welfare system and other proposals that indicate
an appreciation of the serious financial plight of state and local
governments - and to taxing state and local bond interest. The last
could cost us most or all of what we hope to receive from the others,

At the state and local level, we are aware of the difficult
decisions you must make in order to reform our tax laws. We wish you
well, Our only additional desire is that you understand that we are

pleading the case for state and local governments - not industry, not
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banks, not individuals, not any class of investors. The beneficiaries
of the continued tax exemption of state and local bonds will be state
and local government. Only marginal benefits will accrue to investors
as testimony by witnesses for the Treasury has indicated.

Thank you, Mr. Chairman, Members of the Committee, for permitting

me to testify.

69-9-12-T2
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Mr. Chairman, Members of the Committee:

My name is Norbert T. Tiemann. I am Governor of Nebraska., I
appreciate your pernitting me to speak on the tax treatment ‘of state
and local bonds.

On very few issues, Mr. Chairman, would it be possible to find
& greater measure of agreement among representatives of state and local
governments than the one we are considering today. We are firmly opposed
to any proposal to tax our bonds, be it minimum tax, allocation of
deductions or some other scheme. I should be less than candid if I
did not report that we are divided in our views on the efficacy or
desirability of a plan embodying s federal subsidy of one kind or another
in exchange for issuance of municipal bonds on a taxable basis. About
that I shall have more to say later.

lan noi here to argue the legal case for tax exsmption of our
securities, but I do wish to emphasize that we believe strongly that
any federal tax on the bond interest of a state or its local governments
vithout the state's consent is unconstitutional. The doctrine of
reciprocal immunity from taxation was enunciated by the Supreme Court
almost as many years ago as the Republic is old. In the intervening
century and one-half, it has resisted succeagfully many assaults.

The Congress has complete discretion in determining what the tax
treatment shall be for capital gains, charitable deductions, depletion
sllowances and other items. The tax immunity of state and locsl
governments, however, is part of the warp and woof of our federal
system. Be that as it may, my reasons for urging the continuing
inviolability of reciprocal immunity will be cast solely in policy

t‘m.
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On March 11 of this year 1 was afforded the opportunity to appear
before the Ways and Means Comaittee on the subject of tax reform. As
the representative of the National Governors' Conference, I urged
strongly that the Committee not include in its bill provisions to
tax state and local bonds. Other witnesses and I warned that the
inevitable result of such provisions would be an escalation in bond
interest rates. Unfortunately, we have been proved to be excellent
prophets.

In February, before we testified, the Bond Buyers' Index of 20
representative municipal bonds was 5.04 percent. On August 21, the
index breached 6 percent to reach 6.02. The Bond Buyers' Index of 11
bonds - more highly rated issues - showed yields in February to be
4,84 percent. On August 21, it hit 5.92. These are increases of 0.98
and 1.68 in the short space of six months. In the period February-July,
corporate issues (Moody's Average of Yields on Corporate Bonds) and
20-year U.S. Government bonds experienced interdst rate increases of
0.44 and 0.12 respectively.

I am not here to assert a claim to be regarded as a seer. I am
not here to argue that tight money has not caused interest rates to
rise., I do assert, however, that the only thing that could have caused
state and local bond interest rates to increase so much more greatly
than those of these other long-term securities is the consideration
the House gave to taxation of state and local bonds. 1'l1 make one
more prophecy. Should the Senate and then the entire Congress decide
to tax our bonds - be the form ninidum tax, allocation of deductions
or some other - our interest rates will continue their climb both absolutely

and relatively,
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You have heard, Mr. Chairman, testimuny that the House provisions on
a "limit on tax preferences" and allocation of deductions snd the Treasury
scheme with respect to the latter will have oxllly sinimsl revenue conse-
quences. We do not quarrel with this view. What we fear fs that the
market will react - as it has already - to a much greater degree than
the revenue consequences would appear to justify.

One of the Tressury witnesses referred to the market reaction as
being primarily "psychological." Of course it is. So labeling it does
not make it any less severs, however. Whether the Congress, Governota‘.
Mayors, the Treasury or anyone else feels the actual and potential reaction
to be justified is beside the point. Investors make their own decisions.
And their decisions determine what the state and local bonds interest
rate will be.

They might decide that a minimum tax rate established by this Congress
could be increased by a subsequent Congress. They might decide that an
allocation of deductions requirement for individuals applicable only to
future issues of bonds and phased in over 10 years, as provided by
H.R. 13270, enacted by this Congress might be changed to be effective
immed{ately with respect to both outstanding and future issues at the
behest of a future Secretary of the Tregsury. They night decide that
once absolute immunity is abridged they mugt fear later additional
abridgements.,

Their fears might prove to be groundless, but personally I find
it hard to criticize investors for entertaining such fears when they

contemplate investing their money for 10 or 20 or up to 50 years.
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My, Chairman, if ultimately Congress decides not to include state
and local bond interest in a lln‘hun tax or an allocation ;1 deductions
requirement, the mare consideration of these items has already cost
state and local governments and their taxpayers $13.8 million annually .
This can be shown very easily.

Assunme, if you will, that the yhld.ulationlhtp that existed last
February betveen the Bond Buyers' Index and the Aversge of Yields on
Industrial Bonds (Moody's) were to obtain today. The yfeld relationship
then wvas (73.3). Todsy it is (81.0). Assume that municipals issued
in the intervening period had an average date of maturity of 20 years.

The difference between what might have been and what will be -
what will be, Members of the Committee - is $276 million.

That difference allows for the general increase in interest rates.
It cen be ascribed only to the consideration that the Congress has given
to taxation of state and local bond interest. It represents the "hedge"
that those who bought the bonds decided they needed to guard against
the possibility of taxation.

Were these investors overcautious? Each one of us can judge for
himself.

Commercial ba!"lk. constitute the largest category of investors in
state and local bonds, as I an sure you L-ve been told repeatedly.

A banker confronted with a choice among investments might conclude that
he needed such a "hedge." His reasoning might be that since the Supreme
Court has held that life insurance companies must allocate deducfions,

88 Assistant Secretary Cohen testified, since the House determined that



individuals must do so, and since the House Ways and Means Committee
snnounced shortly before it reported the tax reform unur; a "tentative
decision” to require banks to allocate, Congress might decide that banks
sust allocate dcduct:u-ml long before the bonds he bought would mature.

Mr. Chairman, in testifying before the Ways and Means Comaittes,

I said, "In approaching this issue we do not intend to be merely negative
or to defend the status quo simply because it is the status quo. Rather
we seek ~ with you - a reexamination of the common objectives and possible
alternatives open to us...."

That vas oy attitude. That continues to be my attitude.

Following the hearing, I was given an opportunity to submit a
supplementary statement. In it I outlined my views on what possible
means might be found to satisfy the objectives of the Committee while
protecting the state snd local bond market. With your permission, I
shall indicate briefly what the statement contained and file with you
its complete text.

First, I urged that, since the m;tter was both of enormous complexity
and of vital concern to state and local governments, it be given sufficient
study. I suggested that the Advisory Commission on Intergovernmental
Relations might be asked to make the study. Incidentally, I undersiand
it 1s doing so. 1 pledged the complete cooperation of state and local
governments in such a study.

Second, I suggested that if the Committee felt impelled to act
without further study, it consider:

1. A system employing a federal- gtate ggreement in which the
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Pederal Government would ggree to pay a percentage of the '
interest cost of future issues of state and local securities
1f they vere issued as taxable obligations, and waive immunity
from state and local taxation of income from future issues
of its own securities. A state, in turn, would agree to
vaive tax immunity for its obligations and those of its
political subdivisions 1f it or they chose to issue taxable
securities; or
A Federal System of Urbanks. This would be a variation of
the Urban Development Bank proposal introduced by a number
of Members of Congress.

In the statement, I listed four specific criteria that I felt

any plan must contain. They were:

1.

20

3.

4.

State and local governments must be able to determine all
policy questions relative to bonding free of federal control.
State and local governments must have the opportunity to
choose between the alternative plan, whatever it might be,

and reliance on the private market.

Reliability must be assured. If inaugurated, the scheme must
be continued unless three years notice of ite intended termina-
tionA were given.

The plan must provide for a minimum processing time.

With your further permission, I am attaching to my statement an

amplification of the proposal for federal-state agreements.
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My. Chairman, Members of the Committee, to me it is 1fon1c that
serious consideration is being given to revenue sharing, a mass t?lnuic
fund, reformation of our welfare system and other proposals that indicate
an appreciation of the gerious financial plight of state and local govern-
ments - and to taxing state and local b&nd interest. The last could
cost us most or all of what we hope to receive from the others.

At the state and locsl level, we are agware of the difficult decisions
you must make in ovder to reform our tax laws. We wish you well. Our
only additional desire is that you understand that we are pleading the
case for state and local governments - not industry, not banks, not
individuals, not any class of investors. The beneficiaries of the
continued tax exemption of state and local bonds will be state and local
government. Only marginal benefits will accrue to investors as testimony
by witnesses for the Treasury has indicated.

Thank you, Mr. Chairman, Members of the Committee, for permitting

me to testify.

69-9-12-T1
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- This 1s a supplementary statcement to that which I prcsent'cd to the

. Comnittee on Hays and Hcans, March 11, 1969, on behalf of the National

Covernors® Conference. I thank the Chafrman for giving me the opportunity
to submit this more dctafled statement. '

$ince March 11 representatives of State and local governments have

... et frequently to discuss idcas and proposals to further the objectives

of the Comnittee on Ways and Means while protecting the market for muni-

cipal securities. I believe that several exciting proposals have been

. I . .
formulated that warrant further examination and refinement. These pro-

posals are outlined later in this itatf-ent.

It 4s not necessary to enlarge on our belfef that any Federal tax
on the bond interest of s State or its local governaents vithout. that
State's consent {s unconstitutfonal. The doctrine of reciprocal {meunity
from taxation was enunciated by the Supreme Court almost as many years
sgo as the .chublic i{s old. 1In the intervening century snd one-half it
bas resisted successfully many assaults. It goes without saying that we
could. support no propo;al that raises this constitutional issue.

We are convinced that the doctrine of reciprocal fmmunfty extends
to the inclusfon of the interest paid on State and local obligatfons in
the calculation of 8 minimum tex, allocatfon of deductions to such tax
exeapt income or sny simflar proposal the effect of which would be to
levy a tax on suck securities. .

Eschewing the constitutional argument except to point out that tax
treatuent of capftal gains, charftable deductions and depletion allowances
are matters over which'.the COngre;s has complete discretfon while the tax
immunfty of Statc and local governments is part of the warp and woof of
our ch.enl system, we shall state our reasons for the continuing fnviol-

ability of reciprocal fmmunity solcly in policy tcrms.
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' ng rcasons have to do largely with the mavrketability of State and
local securitics and consequences flowing therefrom. Investors in securi-
ties arc sophisticatcd. They would not be confident that a minimum tax
ratﬁ. for example, would not be fncreased or, if the'intérest paid on
-State and local securities were taxed as incgme to individuals, it would
not be taxed as income to banks, other financial institutions and corpora-
‘tions.'.Not being confident, they would not buy or would buy only if interest

";3tgs,§ere boosted sufficiently to safeguard their investment.

As 8 conseqﬁence, interest rates would have to be raised appreciably.
Some capital improvements would b; postponed, others limited in scope, still
others sbandoned. To take up some of the slack, State and local taxes -~
particularly sales and property taxes, both regressive in nature -- would
bave to be raised. Additional pressure would be brought on the Congress
to increase the range of programs supported'by grants-in-aid, to raise
luthorizctiogs.for current grant-in-aid programs end to appropriate sums
more ncerly comparable in size to authorized amounts. Nor would there be
such benefit to the United States Treasury from the much higher interest
vates. As individuals and entities subject to tax moved out of the muni-
eipal bond market, tex exenmpt pension and welfare funds, foundations and
other tax exempt institutions would move in.

It is particularly ironic that, at a tiﬁe when State and local govera-
wents are under such intense financial pressure, the integrity of their
sccurfties —- the means by which they finance most of their capital expeadi-
turcs -~ should be thrcatened., The "urban crisfs” is not an invention of
city hall publicists. The urgings of some that the Federal government
assume entire responsibility for welfare costs or States assume entire

- yesponsibility for elementary and secondary cducation costs are prompted
by an awarcness of the scrious nature of the fiscal crisis faced by States

and localities. In Congress similar recognition is represented by the
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nany gills to share Fedcral revenues with the States and local govern-

- ments, &c believe that the Committee on Ways and Means does not wish to
bring about a marked incrcase in interest costs for State and local capi-
tal expenditures, to causc an increase in regressive taxeh, and to benefit
thelUnitcd States Treasury only marginally -~ all to tax more heavily an

-uncertain number of millionaire tax evaders. The pioposals described

below would avoid such dire consequences.

/ - --Proposals Under Consideration

Study of Proposed Methods of Taxation:

The matter of taxatfon of State and local obligations is a complex
one as the Conmittee on Ways and Means is swere., Equity is not‘to be
achieved by the simple expedient of providing for taxatioﬁ of such sccuri-
tics as if they were private obligations, Vying with this objective are
constitutional and policy issues that must be resolved sa&isfactorily.
Obviously this matter is of great interest to the Congress. Even more
obvious 1s its Interest to State and local governments. It is their
capftal fmprovements that would be jeopardized were an unwise Federal
policy to be elected. The Federal interest is represented by an undeter-
sined amount that may run fnto millions of dollars annually. To State end
local governments, the annual stakehis literally billions of dollars
vorth of capital improvenents.

For these rcasons; if it is not possible witﬁin a relatively brief
period to find a satisfactory way to safeguard the integrity of State and
local securities within a Federal tax system that is equitable to ihe
generality of taxpayers, we believe that it would be wise to refer this
matter io 8 study group. Should this prove neccssery, we pledge our

cutfre cooperation in the study.
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-ye proposc that such a study be concerned with devising alternative
) wethods of financing capital nceds of State and local governments which
will expand available capital ané reduce reliance on tax exempt bonds,
"but not imperil the Federal tax immunity of State apd local bonds when
thefir use fs necessary. Possible expa;sion could include the purchase
of State and local obligations by the Fedcrél Reserve Board and the Un-
enployﬂent Compensat fon Fund.'

To make such a study we auggest.thc Advisory hommission on Inter~
'“’govcrn&ental Relatfons. It is ﬁﬁiqhe in having ;s members representatives
of Federal, State and locsl governments from both the pegislative and
Executi;e Branches. . '

Hlth respect to specific proposals below, obviously much wof? must
be done 1f they are to be perfected. Others equally worthy or better
night be developed. To thi{ end; we shall devote as much time and energy

as nay be nceded, ‘and will be available for consultation with the Com-

nittee on Ways and Means or its staff.

Federal-State Agreements:

One préposa] that is being considered would provide for a Federal-
State agreement. The Federal goverament would agree to pay a percentag:
of the interest cost of future fssues of State and local securities, if
they were issued as taxable obligatfons, and Qaive immunity from State
and Jocal taxation of {ncome from future issues of its own sccurities.

A State, in turn, would agree to waive tax immunity for its obligations
and those of its political subdivisfons {f ft or they chose to issue
taxable sccurities. Tge Federal percentage might be 50 percent. Since
In effect corporate fnterest costs are subsfdized by the Federal govern-

i sent in the amount of 50 percent, Federal participation in the interest
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rate io%;s of State and local government bonds at this level appears
. not to be unrcasonable; '

The method of issuance would fnvolve a dual set of coupons for cach
State-{ssued bond. The investor would clip the Federal coupon and pre-
seat it for payment as if the bond were an issuance of the United States.
The other coupon would be presented for payment to the disbursing agent
of thejState or political subdivision. ',

.njﬁis proposal appears to offef'scvetal adventages. Sinee immunity
‘would be waived, a confrontation would be avoided on the issue of the
constitutional basis for‘inmunity‘of Pederal obligations from taxation
by States and State obligations froﬁ taxatfion by the Federal government.
Since there would be taxation of future 1ssuange§ only, there voﬁld be
no question of equity to purchasers of earlier issues who assumed in gocd
faith that income from Federal, State and local obligations was not sub-
Ject to taxation. Finally, were such securities made taxable, the alle-

gation of tax avoidance could not be raised.

Federal System of Urbanks:

Another suggestfon that has been advanced involves the establishzent
of a Federal System of Urban Development Banks. As the name implies, this
3s a varfatfon of the Urban Davelopment Bank proposal that has been {ntro-
duced {n the Congress. It would require each State to establish a bank to
purchase obligations ;ssued iy the State and fts political subdivisjons.
Obligations of the State Urbanks would be séld to prIVaté purchasers as
taxable securfties with a Federal coupon as proposed above or as tax
exempt securftfes. If the demand on.a given State Urbank were too great,
it cou;d call on a Federal Devclopuent Bank to serve as a sccondary merket.
An additional responsibility of the Federal Urbank would be to act as the

insuring agent for State and local bonds in return for a premium to be

.

paid on cach fssue.

1



-6 -

éospiblc advantages of this suggested arrvangement arc several.

" First, in hd&ing.a serfcs of 50 State Urbanks, as opposed to only one
Federal institution, thc?c would be a minimum of delay in a bank's
determining that the credit of the issuing government was adequate to
support the issuc of-the securities in question. 'Second, by providing
that the obligations would be insured, there would be no need for a

-Pedcr;l "guarantee" of payment with the coﬁscquent possible exposure of

'_.;hg.refpral government to mske good on its warranty. Third, by assigning
to the several Urbanks teaponsibilikies of banker and, in the ;aae of the
Federal Urbank, insurer, there qoﬁld be no need or occasion for inter-

ference with the policy decisions of the issuing unit.

Elements of . Proposal

Any proposa{ that i{s adopted must meet constitutional limitations
and provide {or equity among texpayers. In addition to these obvious
requirements in our view it should meet certain other specifications.
Some of them have been suggested or implied above. However, at the risk

of repetition, we belicve they should be stated explicitly.

Frcedom from Federal Control:

It is a mark of our system of government that power is widely dis-
ﬁeraed. Decisjons with respect to public policy are made at cach of the
scveral levels of govérnment. Means to insure that the clectorate is
heard are familiar at all levels. By such means we insure both an optimum
measure of popular participation and an optimum responsibility to popular
control., Both are impossible of realization, however, if decisfons which
lhouad'bc uade et the State or local level are made at the Pcdcral‘]cvel.
The decisfon to build & court house or a school, where to build it, what
size it should be and how to ratse the moncy for fts comstruction are not

qustions that can be ansvered properly by a Federal officfal. Any scheme
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that oy be developed must permit such basic policy decisions to be made

. by responsible State or local officials and legislators.

Alternative Markets:

To this point in time State and local governments have been able to
borrow from the private bond market the funds they need for capital ex-
penditure requirements., Of late interest gatca on municipal securities

-have risén markedly, but so have they for housing mortgages, corporate

bonds and United States Government }bnds. Assuming that the credit "squeeze"
does not become appreciably tighter, there s no reason to suppose that
8tate and local governments will Aot be able to continue to place their
primary reliance on the private bond market.

On the other hand, an alternative market, particularly on; that might.
offer preferential rates, would be a welcome additional source to satisfy
the continuslly growing State and local capital needs. It must be an

llternative; however., State and local governments must retain the option

to go to the private market 1f they choose.

Reldsbility:
Assuming a method can be dcviged that meets other expectatfons, it
8lso must be reliable. Credit cannot be turned on and off like a faucet.
Any scheme that depends for its funds on annual appropriations caunot be
relied upon. If the Congress proposes to make a commitment, it must bé
met in full and it must be continued for at least three yesrs after ﬁotlcc
of termination is given. Should a satisfactory alternative capital market
plan be developed State and local govcrnménts vill cxpccé to utilize it.
_ They would be unable to do so -~ or would do so at their pcril.-- if they
could not antiéipate that money would be available when they necded it.

1f the alternative were to be established and then abruptly discontinued

3
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or radically reduced in scope, the effect would be disastrous. Private
- markets would have to be reestablished -- a process that would require
time. State and local governments would have lost valuable time at a

_minfoun and possibly all chance to sell their sccurfties.

Freedom from Delay: .

The next requirement 1s. one which more properly might be addressed
to the'agency made responsidle for gﬁminiaterinﬁ any of the alternative
plana.' Nevertheless, it is an important element in the s;ccessful opera-
tion of any plan that might be adopted. Provision must b; made for a
winimun processing time. Delay can add to interest costs at a time when
tates are climbing. Inevitably ft adds to building, land acquiéition and
other costs. Even at favorable interest rates an appreﬁiable delay in

processing could offset completely any savings fn interest rate reduction.

Conclusion

In discussing our position tegardinz‘taxation of state and local bonds
I mentioned -~ and I now underscore ~- the frony of proposals to subvert
the tax exeapt status of safd bonds while at the same time the recognition
of State and Jocal fiscal crises fs being expressed fn proposals and actuzl
legislation to provide for block grants, revenue shating, and grant consolida-
tion. 7The Natfonal Governors' Conference has stated its firm support of
these varying means of relieving the fiscal crises, as 1 {ndicated in ans-
wer to questions from Comnittec members at the hearings of March 11. At
that time Chairman Mills fnquired whether the States would exchange the
tax-cxempt status of éﬁeir’bonds in return for come form of revenue sharing
end block grants. In reply Y indicated that I would submit this question
to the Exccutive- Coumittee of the National Covernors' Conference. This

matter will be on the Exccutive Committec's agenda when it mects fin wfd-Nay.
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But 1 do not anticipate any specific action by the Exccutive Committce
at its forthcoming meceting. It should be noted that the .National
Governors® Conference has a Standing Committee on Exccutive Management
and Fiscal Affairs. That Committee fs now at work on revenue sharing,
block'gmnts, grant consolidation and related matters. Specifically
-that Committee is 3a;ther1§\g data from the states rvegarding their capi-
tal improvement programs and the effect of the tight moncy market on
the marketing of State bonds and State programs. The survey results
vill be made known to the House Committee. Thus it s ny view that the
Executive Committee will réquest that the Committee on Executive Manage-
wment and Fiscal Affairs give carcful attention to this fmportant
question raised by the distinguished Chairmen of the Committee on Ways

and Means.
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ATE AGRE

The Problem: To avoid inequities from the exemption of state and
local government bond interest in a manner which is constitutional,

fair and not harmful to state and local governments and local taxpayers.

The Solution: An optioh.l double coupon plan, can accomplish a
voluntary termination of the issuance of exempt bonds. With such
ternination the inequities would detome impossible for future issues
and would come to an end as outstanding issues are paid off. Elements

of amplification are set forth below.

A Nogkable Doyble Coupon Plap
(a) To be constitutional the plan must be completely optional

with the affected states. Therefore the technique of a federsl-
state agreement is recomrended, authorized by legislation of both
the Congress and the affected state legislature. The agreement
should prohibit witgd:awal by either the federal government or
the state except on five years notice.

(b) 1In the agreement the state would authorize its local
governmente to elect to issue taxable bonds and would also
authorize taxable bonds at the state level. The United States
would suthorize each such issuer of taxable bonds to attach
coupons for the federal share of the interest.

(c) The United States coupons would be the direct obligation
of the United States and not of the issuer. This 1s necessary

because:

"



-z-o

(1) It avoids conflict with innumerable constitutional
and statutory limits on the interest rate a local government can
pay.

(11) It avoids the problems of local government having
to pay more interest and waiting to get i:he excess back from
Washington.

(141) It will give investors in a new kind of security,
more confidence, 'V
(d) The United States coupons would be for half the interest
paysble. Fifty percent is fully justified because:

(1) A private corporation can cost the United States
52,8 percent of the interest psid on private bonds. This results
from the deductibility of the interest payments from the base for
corporate income tax at the present 52.8 percent rate.

(1£) The Treasury estimates the United States will
recover 42 percent of the interest payment on taxable state and
municipal bonds. Since the purpose is reform, all this should be
returned to the issuers, The additional 8 percent is well justified
as a needed contribution to the local government crisis.

(181)  Since the plan wmust be optional to be constitutional,
the federal percentage should be large enough to make sure that
a1l issuers will opt for taxability to assure that the reform will
be accomplished,
. The cost to the local issuers in recent years has
been around 33 percent. A substantial increment above the figure is

required for the option to work.
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(iv) Adding municipal bonds to the taxable market will '
probably raise all taxable interest rates, so .that just to break
even requires more than the present 33 1/3 percent.

(e) The Pederal Government would reaffirm that state and
local issuance would be subjected to no controls. The federal
coupon authorization would not be withheld from any true state
or municipal bond regardless of the purpose of issuance, interest
rate or any other factor.

Industrial development bonds, properly defined, and
arbitrage bonds are nmot true exercises of the state or municipal

borrowing power and would be ineligible for the federal coupon.
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Mr. Chairman, Members of the Committee, I am John J. McKeithen,

Governor of Louisiana. I appreciate your hearing me on the subject of the
tax treatment of state ané local bonds -~ a subject of intense intexrest and
concern to our state and its local governments.

We appreciate the difficulty gnd complexity of what you are trying to
accomplish. As taxpayers and citizens, we wish you well in this undertaking.

Mr. Chairman, state and local governments from their own resources
support services in such areas as education, highways and highway safety,
crime prevention and control, health, water and natural resources, and a host
of others. In all these program areas, they receive federal grants-in-aid,
Major federal construction grants include those for highways, airports, hos-
pitals, water pollution abatement, urban renewal and others. They represent
national policy decisions relative to national goals. Total grants-in-aid
approximate $25 billion. Grants for capital purposes total $6.457 billion
(estimated) for fiscal year 1970.

These grants must be matched by state and local governments., If capital
expenditure is involved, almoét always bond financing is used.

Many b1lls have been introduced providing for sharing federal revenue
with states and localities. The administration {s about ready to offer its
plan. Other aid programs have been proposed. Their proponents are undoubtedly
sincere in arguing that they are necessary to ease the severe financial
pressure on state and local governments.

You may imagine then how astonished we were when H. R. 13270 included
state and local bond interest in its provisions for a 1imit on tax preferences
and allocation of deductions. Our wonderment was increased by the administra-
tion's "instant" allocation of deduction plan, and its proposal that it be
applied to both future and outstanding issues.

Are you surprised that we rub our eyes or shake our heads in wonder?
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On the one hand, we see national policies to give aid to state and local
governments to achieve national goals. Additional brograus are proposed ~- -
some with the avowed purpose of relieving the fiscal crisis of these govern~
ments, On the other hand, we see provisions in the House bill that would
impair the ability of state and local governments to raise needed capital.
Then the administration proposes an even harsher sllocation of deductions
plan.

Mr. Chairman, there are many reasons to oppose these provisions, but I
shall limit my remarks to policy considerationms.

The genius of the federal system lies in its mutual forbearance from
taxation of instrumentalities, property, revenue or income derived from
securities, We have a system of parallel governments. It is no more righé
that the Federal Government interfere with or impede the states in the per-
formance of their governmental functions than it is for a state to interfere
with or impede the Federal Government in the attainment of its governmental
aims.

Governments raise money by various means, Taxation is the largest
revenue producer, but borrowing is of great significance. In 1968, state and
local governments issued more than $16 billion in debt instruments. Such a
sum supports the assertion that the power to borrow is as essential to govern-
ment as the power to tax.

If the Congress takes action to impair state and local capacity to borrow,
how shall we raise capital funds, including those required to match federal
grants? Shall we raise taxes to build schools and hospitals? Shall we
asccommodate to increased debt service costs by reducing our contributicns
toward the building of highways and airports?

If it 1is felt that these questions represent an overreaction,I should like



to call your attention to certain information from the tebles présented by

Governor Love.

INTEREST RATES, SEVERAL INDICES, SELECTED DATES .. : ..

20 Municipals Industrials 11 Bonds AAA Corporates U, 8. Govt. 20
Aug. 1967 4,062 5.842 3.82% 5.62% 4992

Jan. 1969 4,97 (.91) 6.74 ( .90) 4.72 (.90) 6..59 (.97) 3.92 (.93)
July 1969 5.93 (.96) 7,32 (.58) 5.57 (.85) 7.08 (.49) 6.12 (.20)
Aug. 21 6.02 5.92

Please note that between August 1967 and January 1969, the ﬁ;uru in
parentheses indicate the range of rate increases was very narrow - .90 to .97,
Note, however, that tx:on January to July this year, the mmicipal bond indices
rose by ,96 and .85, Private issues rose .58 and .49, U, 8. Govéranment obli-
gations .20, Note, too.. from the August 21 dats that municipal bond interest
rates continue to rise.

The change in market behavior can be explained only by the consideration
that has been given to taxing state and local obligations. If the decision to
tax is affirmed, even higher rates will result. .

Necessarily taxes ultimately will be relied upon to pay these increased
rates, Who are the taxpayers? They are those who pay federal .tmu - those
who anticipate relief from enactment of the tax reform bill.

Does that sound like we are chasing our tail? We are.

We are, that is, except for two reasons.

One reason is that the cost to state and local taxpayers will be far
greater than will be realized in revenue if these provisions are enacted.

The second is that the bill would reduce income tax rates — a progressive
tax. By far the largest part of local government revenue comes from real pro-

perty taxes. States rely primarily on sales taxes. Both are regressive taxes.



To enact these provisions would achieve a modest incresse in federal
revenue. This would be achieved at the expense of hlgher state and local
taxes -~ taxes far larger in total than the revenue realized. Enactment may
help to reduce a progressive tax -- but would raise regressive taxes.

Mr. Chairman, tampering with the tax exempt status of state and local
bonds is justified on the grounds that wealthy persons escape their fair
burden of taxatfon by their owning municipal bonds. Sometimes it is stated
that the revenue loss exceeds state and local savings,

As to the former, this has not been proven. Possibly wealthy persons have
large holdings. Neither they nor other taxpayers report income derived from
such ownership. As a matter of fact, one might wonder why they should. The
Ways and Means Commfttee reported that the 154 individuals with adjusted gross
incomes of $200,000 or more in 1966 did very well under other provisions. They
claimed as deductions..the Committee showed, large charitable deductions, fnterest
payments, real estate depreciation and farm losses. That half of capital gains
not taxed was another bonanza, Why should these people invest heavily in what
were until recently low-yield securities?

Gentlemen, do those who buy state and local bonds realize savings in
taxes? One may assume some do. Is the aim to make a profitable investment
different from that of other investors? Or are they attracted to our bonds
because they are a safe investment? Some do. State and local governments
honor their obligations. Who knows why investors pick particular securities?
Some local banks buy their local government bonds from a sense of civic duty.

Mr. Chairman, the ao;called "taxpayers' revolt" is not confined to the
national level., Despite it, however, reasonably and logically, we must point
out that tax dollars are required to rebuild our cities, protect our environ-

-nent, improve our transportation system, and assure our people adequate diets,
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heglth care and educational oppéttunitiea. These and other dglutic prograns
are supported primarily by state and local governments. To éndanger them by
endangering our capacity to borrow would be folly. We need your help -- help
you have already determined is in the national interest., We trust you will
serve jour real, long-term interests and ours by rejecting these proposals.

Mr. Chairman, Members of the Committee, I thank you.

#6991512
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Mr. Chairman, Members of the Committee, I am John J. McKeithen, Governor
of Louisiana. I appreciate your hearing me on the subject of the tax treat-
ment of state and local bonds -~ a subject of intense interest and concern to
our state and its local governments.

We appreciate that the Committee on Finance in considering means to
reform our tax laws is endeavoring to accomplish a difficult and tremendously
complex assignment. We are aware that current national policy may dictate your
recommending certain changes. We understand your desire to remove or minimize
certain inequities. As taxpayers and citizens, we wish you well in this undertaking.

What you decide —- what the Congress decides — will have very far-teacﬁina

effects. Among those that will be affected will be state and local governments.

Mr. Chairman, state and local governments from their own revenues support
services in such areas as education, highways sud highway safety, crime pre~
vention and control, health, water and natural resources and a host of others.
In all these broad categories they administer programs for which they receive
federal grants-in-aid. Major federal construction grant programs include
those_. for highways, airports, hospitals, water pollution abatement, urban
reneval and others. These programs rlepresant policy decisions by the National
Government in the attainment of national goals. Total grants-in-aid approximate
$25 billion. Grants for capital purposes total $6.457 billion (estimated) for
fiscal year 1970.

Formulas vary, but these grants must be matched by the recipient state
snd local governments. If captial expenditure is involved, almost always
bonds are issued to raise the necessary funds.

Many Members of Congress have introduced bills to share federal income
tax revenue with state and local governments. The administration is about
ready to offer its plan, we are told. Proposals have been made for a mass

transit fund. The President has asked that welfare laws be reformed to
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increase aid to the states. Many other financial assistance schemes have

been advanced. Their proponents are obviously sincere in their support of
these measures as being necessary to ease the sever.e financial pressure on
states and localities.

Perl:aps you can imagine our astonishment when the Ways and Means
Committee and then the House of Representatives approved the inclusion
of state and local bond interest in the limit on tax preference and allo-
cation of deductions provisions of H, R. 13270, Those feelings were com-
pounded when the administration unveiled its "instant" allocation of
deductions plan and proposed it be applied to both future and outstanding
issues.

Are you surprised that we rub our eyes or shake our heads in wonder?

On the one hand, we view declared national policies to give aid to
state and local governments to achieve national goals. In addftion, other
8id programs are urged - some with the avowed purpose of relieving the fiscal
erisis of these governments. On the other hand, we are witness to House
passage of LTP and allocation of deductions formulas that would impair the
ability of state and local governments to raise needed capital. Then the
administration proposes an even harsher allocation of deductions plan.

The situation appears to be another illustration of the left hand's not
knowing what the right hand is doing.

Mr. Chairman, I do not propose to argue that the consideration of these
provisions has had a severe impact on municipal bond interest rates. If
the material submitted by Governor Love does not prove that point, no words
of mine will do so. Nor shall I cho‘wll that the administration's allocation
of deductions formula will be even more damaging than the one in H. R. 13270.
Its specifications make that clear. It is not my intention to argue the

constitutional {ssue. Presumably that will be done by others. I shall
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limit my remarks to policy matters.

The genius of the Federal system is in its mutual forbearance from
taxation of instrumentalities, property revenue 6: income derived from
securities. No specific provision in the Constitution forbids such taxation.
It is inherent in the concept of federalism. We have a aystéu of parallel
governments in other words. It is no more right or appropriate that the
Federal Government interfere with or impede the states in the performance
of their governmental functions than it is for a state to interfere with or
impede the Federal Government in the attainment of ite governmental aims.

Governments raise money by various means - taxes, borrowing, fees for
services, licenses, various enterprises and others. Taxation is the largest
revenue producer, but borrowing is of great significance. As has been pointed
out, in 1968 state and local governments issued more than $16 billion in debt
instruments. This is no small sum. It supports the assertion that the
power to borrow is as essential to government as the power to tax.

If the Congress takes action to impair the capacity to borrow of state
and localities, how shall we secure the capital funds we need, including
what 1s required to match federal grants? Shall we raise taxes to build
schools and hospitals? Shall we accommodate to increased debt service costs
by reducing our contributions toward the building of highways and airports?

If it is felt that these questions represent an overreaction, I should
1like to call your attention to certain information from the tables presented

by Governor Love.
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INTEREST RATES, SEVERAL INDICES, SELECTED DATES

20 Municipals Industrisls 11 Bonds AAA Corporates U. S. Govt. 20

Aug. 1967 4.06% 5.84% 3.82% 5.62% 4,992
Jan. 1969  4.97 (.91)  6.74 (.90)  4.72 (.90) 6.59 (.97) 5.92 (.93)
July 1969  5.93 (.96)  7.32 (.58)  5.57 (.85) 7.08 (.49) 6.12 (.20)
Mg, 21 6.02 5.92

Please noté that in the period August 1967-January 1969, the range in
interest rate increases was very narrow - .90 to .97, the figures shown in
parentheses. Note, on the other hand, that between January and July of this
year, the municipal bond i{ndices rose by .96 and .85. The indices showed
that rates for private issues rose .58 and .49, for U. S. Government obliga-
tions .20, I have added the reports on municipal bond interest rates for
August 21, 1969, to show that they are continuing to rise.

The change in the behavior of the market must be ascribed to the con-
sideration that has been given to taxing state and local obligations. Should
the decision the House has made be affirmed by the entire Congress, even
higher rates must be expected.

How will state and local governments secure the revenue to pay these
increased rates? Ultimately, it would be raised by taxes.

Who are the taxpayers? They are those who pay federal taxes - those
who anticipate relief from the enactment of the tax reform bill.

Does that sound like we are chasing our tail? We are.

That is, we are except for two reasons.

One reason is that the cost to state and local governments and their
taxpayers will be far greater than the Federal Government will realize in
revenue if the provisions you are considering are enacted.

The gsecond is that you are comtemplating rate reductions in the income
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tax - a proétessive tax., By far the greatest portion of local goveranment
revenue is raised by taxes on real property. States rely primarily on sales
taxes. These are regressive taxes.

To enact these provisions would achieve a modest increase in federal
revenue. This achievement would be at the expense of higher state and local
taxes - taxes far larger in total than the revenue realized. In other words,
en;ctment may help to reduce a progressive tax - but raise regressive taxes.

Is this achievement in line with what most people regard as wise tax
policy? Do we feel that to cause regressive taxes to be raised by a reduc-
tion in a progressive tax serves our social purposes?

Criticism may be leveled at state and local governments because their
tax structures are not more progressive. Even so, they cannot be changed
overnight. Nor will the situation be. improved by their being forced to bear
the burden of increased bond interest rates.

Mr. Chairman, tampering with the tax exempt status of state and local
bonds is justified on the grounds that wealthy persons escape taxation by
having large investments in such bonds. Sometimes it is stated that the cost
to the Treasury from income not taxed is greater than the savings realized by
state and local governments in the lower interest rates they pay.

As to the former - large municipal bond holdings by the wealthy - this
has not been proven. (Possibly they have such holdings, but #e just don't
know.) Neither they nor other taxpayers report income derived from such
ownership. As a matter of fact, from the information contained in the
Report of the Ways and Means Committee, one might wonder why they should.

The 154 individuals with adjusted gross incomes of $200,000 or more who paid
no federal income tax in 1966 seem to have done all right by claiming as

deductions large charitable contributions, interest payments, real estate



depreciation and farm losses, The excluded half of tapital gains was another
bonanza, the Comnittee stated, Why should those so skilled in minimizing
their taxes invest heavily in what were until recently investments with low
yields? '

Incidentally, the Ways and Means Committee in juotit;;ng the bill made
its first reference to municipals on page 9 of the Report. It stated, "It is
believed that still other high-income individuals paid no tax and did not
even file tax returns since virtually their entire income was from tax-exempt

"State and municipal bonds."
By page 11, vhat the Committee "believed" had become a "fact." There it

said, "Also, despite the fact that tax-exempt State and municipal bond interest

is a prime way for well-to-do individuals to escape the burdens of texation,..."
' What the Committee "believed" had becoms a "fact" end a "prime way" - in
the short space of two pages.

In fairness, I should point out that thereafter the actions and state-
sents of the Committee were consistent. It acted and justified its actions
on the basis of the "facts."

Gentlemen, is it true that those who buy state and local obligations
realize or hope to realize, savings in taxes? One may assume some do. Is
their aim to make a profitable investment different from that of any investor?
Or are they attracted to our bonds because they are a safe investment? Again
one may assume this to be a motivating factor. The record of state and local
governments is that they honor their obligations, Who know why investors pick
particular securities? Some local banks, for example, buy the bonds of their
eity or county = or in Louisiana, parish - out of a sense of civic duty.

Members of the Committee, you have heard much about the "taxpayers'

revolt." No doubt your correspondence has been heavy on this subject. Let
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®me assure you that it 1s not confined to the national level. State and
local tax rates have been rising. Bxcept for the surtax, Congress has been
sble to reduce tax rates several times in the past 15 years. We have not
been so fortunate, We have been increasing rates and instituting new taxes.

We may deplore the restiveness of the taxpayer. We may be aware that
governmental expenditure can be supported only by comparable taxation. We
nay agree with Justice Holmes that taxes are the price we pay for civiliza-
tion. Reason and logic may sustain our position. Unfortunately, taxpayers
in revolt have little time for reason and logic.

About a year ago, Governor noci‘teller of New York said that states '
and localitfes supported from their own revenues 64 per cent of the govern~-
mental expenditures for domestic programs. It is these expenditures that we
need to make to rebuild our cities, protect our environment, improve our
transportation system and assure that our people have adequate diets, health
care aud educsiion~\ opportunities. '

Gentlemen, to endanger even to a minor degree our capacity to sustain
these programs !s folly. To do 8o to raise the paltry sums -~ $35 million
from LTP and $45 million from allocation of deductions -~ would compound the
folly, We need your help -~ help you have already determined is in the
national interest. We trust yours will serve your real, long-term interests
and ours by rejecting these proposals.

Mr. Chairman, Members of the Committee, I thank you.

16991511
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SUMMARY OF PRINCIPLE POINTS

Changing the historic tax exempt status of municipal bonds
will reflect on the integrity of our government.

Proposal to subsidisze a portion of interest costs would load
to Pederal control over state and local borrowing and would be in
conflict with President Nixon's goal of decentralizing authortty
and responsibility.

Proposals would increase the cost of borrowing to comuunttiél
and would result in increased tuxes at state and local levels.

The effect on growth states would be particularly harmful due
to their critical need for financing. .

If doctrine of reciprocal immunity from taxes is violuﬁid by

Federal Government, it will lead to similar action by states to
tax United Btates Treasury obligations.
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NATIONAL GOVERNORS' CONFERENCE PANEL ON TAXATION
OF STATE AND MUNICIPAL BOND INTEREST
STATEMENT
GOVERNOR CLAUDE R. KIRK, JR., FLORIDA

Gentlemen, we are all here todaf to consider a matter far
more basic than the details of a proposed tax bill. Changing tho.
historic tax exempt status of municipal bonds yould have a deep
and penetrating consequence which we should recognize, and that’

is loss of faith in the integrity of our government.

Even while Congress has been discussing the enactment of a '
law to tax interest on state and local security, we have seen the
steady deterioration of the investing public's confidence in their

value.

It is time, once and for all, to lay this matter to rest, bf
deciding to abide by the assurances given all states ovor'kitty
years ago when the Income Tax Constitutional Amendment was submitted
to the states. That assurance was that the Federal Gé;ernmint could
not and would not directly or indirectly tax this income source, and
we now £ind ourselves faced with the very thing the states were as-

sured-would never happen.
This is a breach of faith which, if permitted, would destroy

the very foundation of our Federal system; that is, sovereign status

but mutual trust in each other.
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Another truné whichAil‘gven more important than that between
governments is the trust of the people in their government at all
levels, Federal, state, and local. All too frequently this trust .
has been violated and this proposal flies in the face of assurances,
given time and time again, that the Federal Government will not tgf
the interest on local and state bonds., Credibility of the Federal
Government has too fchuently been luccecltully'aﬁtncked, and I am

sure you do not want to add to this credibility gap.

If you now take the back door approach by indirectly taxing
state and local bonds, the investing public will be torewarnodwéhct
the fiscal ipteqrity of the states no longer exists. The results '
will be chaotic.

The proposal to "subsidize" a portion of the interest costs °

' saccruing to the states and local governments, if they agree, to issue
taxable bonds, would give the Federal Government in WA-htnB;on ggntrol
over all such state and local borrowing for capital outlay programs.
The ot!eét of this proposal would be increased Federal control rather
than increased Federal revenues, although offered under the guise of
*tax equity." Federal regulations and the necessity for prior Pederal

approval will inevitably result.
4 .
President Nixon has emphasized the importance of ,the "New Fed-

eralism® under which thd states will be called upon to assume an

increasing share of the responsibility for providing the public
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services citizens have come to expect from their government. Thgle
tax proposals, by shifting authority and control of capital out15§
borrowing to Washington, and by making it more difficult and cﬁgtly
for state and local governments to do thfir job of building needed
public facilities, are in conflict with the goal of decentralizing
authority and responsibility as urged by the President.

The minimum income tax and the allocation of deduction propoualo.
ao‘they relate to the interest on state and municipal bonds, woqld ‘
increase the cost of borrowing for the needed improvements for thch
state and local governments are responsible and would, therefore,

necessarily .increase state and iocal taxes. These higher taxes woulQ‘

‘have to be paid by the same taxpayers supposedly being benefited by

the so-called tax reform package. Every taxpayer in America wouid
have to pay more taxes to his state, county, school district, and, 1
city if these proposals become law, thus increasing tax in,quity ln
the 1ame of tax equity. The increased cost which would h;va tg;bozf
paid by the taxpayers under these proposals would be 1n‘excosl of the
amount of additional revenue to be collected by the Federal Govern-
ment under these indirect forms of taxation of presently tax exempt
bonds. The total cost of government to the taxpayer would thereby

be increased.

\
]

The effect upon growth states, such as Florida, .would be particu-
larly harmful, becauoo.ot the great need for financing educatlon.‘_
anti-pollution, transportation, health and rehabilitative facilities

for which state and local governments are rosponitblo. Such growtﬁ
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-;atoo have critical needs for such facilities and would therefore
luttqr.d;nproportionately the consequences of the 4ncroalcd cost
" of borrowing. These needs cannot be ignored if the ltitol ars té .
assume their proper responsibilities. These proposals would impose
unfair Surdens upon those states which have the greatest needs and
pako the greatast afforts to solve them. The impact of this burden
would be even greater at the local level with smaller commudlttil
which are not as well established as credits in the bond markoe.‘
Every local taxpayer in states with rapidly growing populationl'fould
pay the prica of these attempts at "tax reform" in increased property
and excise taxes. '
There is one other inevitable consequence of the propocea
legislation about which you should be forewarned. The Constitutional
doctrine of reciprocal immunity from taxes has been held sacred by
both the states and the Federal Government since the drattinq'ét but
Constitution. 1If the Federal Government chooses to unilato:aliy
circumvent or abort this doctrine by legislation such as thlu.:lo
then should the states be free and anxious to tax the instruments
of the Federal Government. This would open a Pandora's box of in-
calculable proportions. The negative effect on the delirability
and marketability of United States Treasury obligations would impose
th; same burden on the Federal Government which this legislation
would place on the states. Let us not broak‘thia delicate balance
otlpowexs which has been 80 wisely cherished and maintained by our

forefathers.

-
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SUMMARY O STATEENT OF C, BEVERLY BRILEY
on behalf of
THE NATIONAL LEAGUE OF CITIES

The cities of the nation are vitally concerned with the provisions
of H.R. 13270 which affect municipal bond interest because they
would increase the cost of city government and threaten the physi-
cal rejuvenation of our cities. Tax exemption is important to
cities because it protects the integrity and independence of fis-
cal policy-making by cities, it provides a stable, adequate inde-
pendent source of capital and saves states and cities billions of
dollars in interest costs and tax dollars.

Tho market impact of mere House passage of H.R, 13270 has been great;
increasing interest conts an average of 1/2 to 1 parcentage point
vwhich in turn has added millions of extra dollars to local debt sog=-
vice costs. The actual and the psychological impact of the ADR and
LTP will very severcly curtail the market for municipal bonds.

The large eoxtra cost of this action to local taxpayers and the vory
small roturn to the Fedoral government, coupled with the fact that
extra costs must ba paid through regressive property taxes hardly is
equitable. Congress must take full responsibility for any increase
in lgcal propexty taxes. This action would really cause a tuxpayors
revolt.

The intorest subsidy provisions do not meet certain criteria of ac-
ceptability established by bond issuers and would pose critical
problems for both the fedoral and the local governments,

The cities call upon this Senate Finance Committee to dalete provisions
which include bond interest in the Limit on Tax Preforences and

the Allocation of Deductions rule. They urge deletion of the in-
tgreat subsidy program from the bill for consideration at a future
time.
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I am C. Beverly Briley, Mayor of Nashville, Tennessce and President
of the National League of Citi~s. I am speaking on behalf of more
than 14,600 cities of all sizes throughout the nation.

REASON FOR CONCERN
In early August, the House of Representatives passed H.R. 13270 which

contained provisions to tax directly and indirectly the interest from
municipal bonds. This action has increased interest rates significant-
ly on all state and local government bonds and will cost state and
local taxpayors millions of additional tax dollars over the next ten
to twenty years. If the Senate concurs with the House action, the ef-

fect on municipal capital financing will be devastating.

Suraly no other issue hus concerned city officials over the past sev-
eral months to the degrec that this has. The rcason is simple., This
action strikes at the very fiscal stability of our citics. This is

an insidious threat because the provisions of H.R. 13270 could in-
crease taxes and add additional strain to alroady tight budgets. It
will delay or perhaps halt altogether public works’érojcctn which are
vital to the physical rejuvenation of our cities -- in fact our entire
physical environment. We thus attach the greatest importance to these
hearings for the S8enate must undo the damage contained in H.R., 13270.
The alternative is to face a taxpayers' revolt of mammouth proportions

that would put the current "revolt" to shame.

JMPORTANCE OF TAX FEXEMPTION

Tax exemption of municipal bonds is important for these reasons. First,
it represcnts a clear determination on the part of those who designed

our federal system and of succeeding governmental officials to protect
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the fiscal policy integrity and independence of each level of govern-
ment. It is a hands-off policy which enables local officials to be

fully reaponsive'to local conditions and needs, not to the policies

of another level of government. Second, the principle of tax exemption
has created a special, independent source of capital upon which cities
can rely without concern for competitive capital demands from the private
sector or from the federal government. .Third, and perhaps most important,
tax exemption has kept the cost of capital relatively low, saving states
and local governments billions of dollars in interest costs and tax

dollars. The legislation before you jeopardizes all of thesc benefits.

It is obvious that the actions of one level of govemment are not isola-
ted from or unaffected by another in our "marble cake system."” But the
integrity of local policymaking must be respected and maintained in
order that state and local governments can fulfill these primary
responsibilities to the necds and demands of local citizens.

Interjecting the Federal government into local fiscal decisions through
Federal taxation or any other form of influence on local debt management,
the both of which are almost answered by H.R. 13270, interferes with the
independence of judgement that local officials now exercise in the

important area of capital financing.

Abandoning or severely constricting the tax exempt money market as
envisioned through the interest subsidy provisions of the bill suggest
serious political implications. When we consider that taxable local
government bonds would have to compete with corporate securities ar?
securities of the Federal éovernment for available funds, we must ask,
under such conditions, would local government bonds be well r?ceived

by thé investox? The clear answer 1a'that the private sector
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competition could well place the collective needs of our communities ,
as determined by governmental processes, secondary to the intexest of a
corporate board of directors or the motivation of economic gain of an

individual investor.

The economic return from the construction of a school or sewer project
may not be as great as that from a steecl mill or automebile plant, but
the social importance is another matter. To require needed public

projects to compete for the investor's dollar on equal economic terms

with say, General Motors and AT&T is fiscal folly.

MARKET IMPACT
I will rcturn to the interest subsidy plan later. Vhat has been and
will be the specific market impact of the inclusion of bond interest

in the Limit on Tax Preferences and Allocation of Deduction rules?

The tax exempt bond market, like all other segments of the economy,

has felt the effects of inflation and tigit wonetary policies applied
by the Federal government to cool off inflation. Commerxcial banks,

the largest single investor group in the market, have curbed their
municipal bond investment programs and in fact haQe been liquidating
portions of their bond holdings to maintain reserves and lending
capacity. However, extrapolating the effects of tight monetary

policy, based roughly on bond price trends in perioés prior to the
House action and comparison to the effects of the 1966 credit crunch
on municipal bonds, shows that the prospective action of Cungress has
had a noticeable effect on interest rates. This effect has been
estimated conservatively at at least an average 1/2 of one percent
increase in bond yields and is more. likely on the order of one percentage
point . We can only conclude from this that the investors faith in the
traditional security of municipal bond tax exemption has been breached

and he is reacting to it.
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If Congress enacts the specific provisions of H.,R, 13270 which affect
bonds (i.e.inclusion of bond intercst in the allocation of deductions

and the limit on tax preferenc.s) it would probably remove individual
investors from the market for tax exempt bonds altogether. Moreover,

this action could have an irxreparable psychological effect on institutional
investors, namély the banks and fire and casualty insurance companies.
Once the principle of tax exemption is breached, these investors in

making long term investments in municipal bonds, would have to antici-
pate the day when somo future Congress might apply the rules of H.R.

13270 against the bond investment practices.

The situation is made morc difficult by the threat of litigation to
test the constitutionality of bond intexcst inclusion in the Limit
on Tax Prefercnces. Lengthy litigation all the way through the
ASupreme Court, taking as much as three yenrs, would leave the status
of tax exciption in total doubt and could very well discourage jn-

vestment in municipal bonds altogether,

In dollars, the cost of the House action is immense. Assuming that

final action on this bill did not occur until next year and that the
effect on interest rates of Housc passage of II.R, 13270 is indeed an
average of one percentage point increase, the additional cost on an

annual volume of $15 billion of bonds is $150 million. The effect of
actual enactment over the life of future bonds would be more and of course,
cumulative, Thesé figures are particularly striking when one considers
that the Treasury Department will receive less than $80 million a year

in tax revenue as a result of applying “ADR" and "LTP* to municipal

bond interest. This is indeed a sad price to have to pay for very

little accomplishment in either tax revenue or making the Federal
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income tax gystem more "equitable."”

VHERE IS THE REAL EQUITY?

This equity question rises continuously. Olir studies show that based
on the best estimates, interest from municipal bonds rates a very
poor fourth or fifth'in terms of all factions contributing to tax
avoidance. In percentage terms, based on Treasury Department figures,
it accounts for only 6,6% of all such factors and only 12% of the

largest factor -~ capital gains.

Moreover, we have found from conversations with market experts that
those few individuals now buying municipal bonds (less than 2% of new
bond issues have been bought by individuals in recent ycarz) are more
likely to be in lower tax brackets ~--older pecsons seeking retirement
investments, school teachers and’so forth--not high tax bracket
individuals vho are naturally more jnterested in growth for their
investments. Thus, your action would tax "the forgotten American"

as he has been called, who may own 5 or 10 bonds.

On the other hanj local agencies would have to 1ncréaae alxeady
strained tax rates on the regressive property tax ko meet the additional
costs. The diversion of additional scarce local funds to debt service,
would further aggravate the shortage of funds needed to finance other '
essential local services. Moreover, further aggravating an already

regressive tax system is hardly equitable.

To tax a very few rich individuals, most of whom do not now view

municipal bonds as good investments anyway,
-~=-risks complicating the structural problems of the Federal

system itself,
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~--=risks unbalancing highly complex economic market relationships
in the entire capital market,

---rajges important legal and constitutional questions which
would lead to protracted litigation,

~---and makes more difficult the problems of making the total tax.
structure --federal, state and local--function equitably and

effectively while not further depressing local resources,

To us, it is unthinkable to take these risks vhich will boomerang
against hundreds of thousands of local property taxpayers and users of
municipal services viio will have to bear the burden of increased debt
sexvice costs and whose governments will have to suffer the other con-
sequences. This is not equity and we who are the first to fecel the
taxpayers revolt will be hard put to explain why the Congress of the

United States took action.viiich causes us to increase taxes.

THE INTEREST SUSSIDY PLAN

The House has proposed in II.R. 13270 that the Federal government under-
take to subsidize municipal bond interest in turn for a waiver of

tax exemption on the part of the local bond issuer.

Aldternatives to capital financing need not be Qiewed unconstructively .
States and localities have enjoyed a relatively stable source of capi-
tal funds in the past and will continue to depend upon the tax ex-
empt bond market in the future for an adequate supply of capital funds.
While strong evidgnce shows that this source will continue to meet the
foreseeable needs of states and localities, it is the only source of
capital financing available aside from the luxurious pay-as-you-go
method and, of course, ié dependent largely upon fut'we activity of

institutional investors and the expectation that Congress will not
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attempt to tampex with the principle of tax exemption. To this end,
the "alternative" adopted by the House is not really an alternative
in that the other applicable provisions of the bill do much to cur-
taii the tax exempt status of bonds.

CRITERIA FOR ALTERNATIVES
Any proposed alternative system of capital financing would have to
meet the following criteria:
1. First, it must preserve the present Federal system and pro-
tect the state and local governments from Federal domination.
2. The state and local governments must preserve their freedom
to act, independent of fcderal control, on matters of purely
state and local concern. |
3. Any Federal subsidy must be at least as gencrous as the pres-
ent financing advartage which the states and nunicipalities
enjoy by virtue of tax-exemption.
4. The Fcderal government's obligation to provide a subsidy in
lieu of tax-exemption must be automatic and irrevocable.
5. The states and municipalities must have unréstricted access.'
at their own option,to both tax-exempt an& taxable markets.
6. Financing procedures must not be subject to delay by Federal
red tape which might make state and local governments miss
their best markets or involve them in increased capital costs

as construction costs keep rising.

We feel the interest subsidy program falls short of meeting these cri-
teria and agree with the Administration in recommending that it not be
enacted. This provision of the bill, we believe, was hastily construc-

ted without consultation with public issuers, bond attorneys and market
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experts and presents problems for both the Federal government and
Qtates and localities. Among ité more serious question maxks are:

-~ gtrong evidence that the program will cost the Federal gov-
ernment gubstantial amounts of money rathor than add any
profit to the Treasury.

~- the marketability of taxable municipal securities.

-- the fact that taxable municipal bonds will be directly com-
petitive with Federal securities Snd corporate securities
and will not bear the guarantce of the Federal government
or the magic name of a powerful corporation.

~-- an impact of a large volume of taxable securities on the
taxable bond market in terms of interest costs.

-~ gtate legal barriers.,

I include for the record at this point an article written by Patrick
Healy, Executive Director of the National League of Citics, entitled
"The Assault on Tax Exempt Bonds," appcaring in tho July/August issuc
of TAX POLICY. The article deals extensively with the so-called capi-
tal financing alternatives and will scrve as detailed explanation for

our opposition.

Allow me to expand on a subject I also referred to earlier when I
used the word "manipulation” in connection with the subsidy arrange-
ment embodied in H.R. 13270, As stated in the bill, the purpose of
the subsidy is "...to encourage states and their political subdivi-
sions voluntarily io relinquish the privilege of tai exemption..."
In other words, the 8ecretary of the Treasury is empowered to offer
an interest subsidy great enough to entice municipal issuers to sell

taxable securities. Obviously, if no, or very few, tax exempt bonds
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were issued -- as would probably be the case in the event of a 40%
Qubsidy -~ the tax exempt market would soon shrink and perhaps dry-
up completely. After that came to pass, would the Secretary of the
Treasury still feel obliged to continue offering a 40% subsidy? Un-
likely! If there we?e no genuine tax exempt market against which
to gauge a trué yield differential -~ and therefore the size of an
equitable subsidy -- it is unlikely that the Secretary would feel
obliged to offer more than the minimum subsidy of 26%. Carrying
this to the next logical step, a case could be made in some future
Congress that there is no need for any subsidy, inacmuch as there
would no longer be any visible difference in tax exempt and taxable
yields. But, even if the pfesent subsidy arrangement were left un-
changed and the proposed minimum of 25% left in effect, state and
local governmenis would still have lost a goodly portion of thoir
present “market” subsidy of 30-35%. This seems ironic when one
considers that the Federal government is talking about "revenue
sharing” at this same time, Perhaps evén more harmful than the eco=
nomic penalty which can be perpetrated under the present bill, is
the very real prospect that the FPederal government, through its abil-
ity to set the subsidy rate and the power that any such discretion
inherently carries with it, would be in a position to exert real in-
fluence over policy pahtera heretofore considered the domain of local

government.,

The answer to the.problem lies not in dismissing the subject of al-
ternatives outright but in postponing its consideration until this
éommittee and its House counterpart can fully study and understand

its ramifications.
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Prior to closing, I should like to address myself briefly to the
question of "arbitrage." The House bill contains a provision designed
to bar state and local governments from issuing bonds and investing
the proceeds in U.S. obgigétions. In those few cases where such in-
vestment was attempted for the purpose of obtaining revenue from the
difference in 1Qtereat cost between municipal and United States bonds,
the legal officers of the states concerned have stepped in and halted
the process. The provision is unnecessary and dangerous, particularly
because it contains no definitions of or standards relating to arbi-
trage. Rathér. it leaves this whole question to the discretion of

the Secretary of the Treasury. We recommend its deletion.

To summarize, we are convinced that the inclusion of any of the pro~
visions affecting municipal bond interest will have a disastrous ef-
feét on the fiscal well-being of our states and cities and will sexve
to seriously impair the physical development of our cities. It is
truly incredible how much ‘damage so little a stroke of the legisla-
tive pen will wrought. This must not come to pass. The interest
from municipal bonds should be deleted from the Limi& on Tax Pref-
erences Rule and from the Allocation of Deductions‘knle. The interest

subsidy program should be deleted Snd deferred to futute hearings.
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M}'name is James H.J. Tate. ;'ém.mayOt of the city of
Philadelphia; Ifagéear here today on behalf of,thq United States
Conference of Mayors. The Conference is an organization of cﬁief
executives of cities located in evefy part of the United States.
I am here specifically to express their firm ppposition to the
proposals to tax the interest on municipal bonds which are
coﬁtained both in H.R. 13270 and in the Treasury Department's
plan which has recently been outlined to this Committee. The
effectuation of either or any part of thepe proposals, or indeed
of any federal attempt to subject the financial obligations of
our cities to federal taxation would be, in the view of the
Conference of Mayors, unconstitutional and impolitic, and, from
a fiscal standpoint, irresponsible and regressive.

These proposals would fatally undermine the doctrine of
reciprocal inter-governmental immunity which has heretofore
protect?d both the national government, and the sovereign states
and their political ;ubdivisions, from unwarranted and obstructive
intrusion ﬁy either into the other's essential governmental
affairs. They would permit the federal government to begin to

exercise the most coercive form of dominion over state and local

governmental functions, by subjecting them to financial controls
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hrough the use of the taxing powet.

In thus contributing to the further consolidation of authority
in the federal bureaucracy at the expense of state and local '
government 1Adependence and initiative, they move in the opposite
direction from the Administration's announced concept of the "new °
federalism". That concept calls upon states and local government
to assume full responsibility for regional and local affairs,
with federal assistance, to be provided through such programs
as revenue sharing and the funding of minimum welfare standards.
We can only regard as self-contradictory a federal policy which
proposes distribution of federal revenues to state and local
government on the one hand while saddling them with new and
tremendous financial obligations on the other. '

The fiscal irresponsiﬁility of these new tax proposals with
respect to municipal bond interest is coné¢lusively demoﬁstrated
by their economic effect. The financial liabilities they would
impose upon state and local government would overwhelmingly
exceed any gross return to the Treasury in the form of income
taxes, and, in fact, the clear effect of these proposals would
be tb cause a net loss in ta# revenues to the federal government.
To achieve this dubious result it would, nevertheless, be
necessary for state and local government to impose additional

taxes in annual cumulative amounts which would reach a total of
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) one billion dqllars‘;~year qut a few years ;fter the pnaqtmgnt
of any of these new proposals.. In other words, ataté §n¢ ldcall'
.government would.be taxing an additional one billion dollars a
year just so the Treasury can suffer a net loss.

Unfortunately, the additional revenuesvneeded to pay the
higher borrowing costs compelled by these new proposals must be
derived primarily from real property and sales taxes which fall
most heavily, and most regressively, upon the middle and poorer
classes. Yet, both the House bill and the Treasury's proposal
are characterized as "tax reform" measures with tﬁe professed
objective of providing tax relief for these very same classes
of citizens.

I emphasize thgt I cannot avoid overstating the effect of
the enactment of these proposals on the fiscal condition of our
states and cities. 1In fact, even the threat of federal taxation
has,tﬁrown the municipal bond market into a state of chaos. No
" municipality can now market even the most highly rated and secured
bond without paying an interest rate so excessive as to be punitive.
On July 1lst of this year my own City of Philadelphia incurred
interest costs ranging from 6.352% to 6.431% on issues aggregating
$60,625,000. This was the highest interest cost paid by the City
of Philadelphia on record, and there is no question that the

primary cause was uncertainty in the market as to the future tax
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exempt status of our bonds. Yet, this errowing took p}ace even o
before H.R. 13270 was reported ou£ by the Ways and’ Means Committee
and passed by the House. ‘

The City of Philadeiphia's current program for the develop-
ment of its airport, seaport, and mass transit system as well as
the development of its traditional health, recreation and public
aafety facilities will cost $903 million. The interest on tax
exempt debts to finance that program would be $43.2 million
annually,

If the present exempt status of the Bonds intended to be
igsued were jeopardized in the manner recommended by the House
Ways and Means Committee, the interest on these bonds would
increase at least 2% more than we are currently paying. On the
$903 million capital program the extra 2% interest would add
$15.7 million to our annual interest cost. To absorb a cost
increase of that magnitude it would be necessary to raise the
city's real estate tax by 16%.

In addition the school board of Philadelphia has a capital
program in excess of $500 million. If the bonds to be sold to
finance that program became taxable, the additional interest rate
would require another 8% increase in the present real estate tax.

In other words, the net increase to the real estate taxpayers of
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Philadelphia, if municipal bonds are taxed in any forﬁ, would
be a whopping 24% increase. .

And the market has continued to deteriorate. We were more
fortunate than the City of Newark, which as recently as September 9th
was obliged to accept a net interest rate of 7.684% on a $20,461,000
issue of general obligation bonds. Yet earlier, on July 29th, city
officials rejected as excessive a bid for that same issue which
would have resulted in a lower interest cost of 7.439%. The basis
for éhe earlier rejection was the unsettled state of the market
resulting from this threatened tax legislation. The situation
since has obviously gone from bad to worse.

Newark was only able to borrow this money because the State
of New Jersey had temporarily suspended statutory limits on
municipal borrowing interest rates. The existence of constitu-
tional and statutory interest rate limits (which exist in 38 states),
coupled with the unwillingness or economic inability of issuers not
subject to such limitations to pay punitive interest costs, have
resulted in a wholesale cancellation or postponement of borrowings.
The consequence will inevitably be severe cutbacks in public works
programs on the state and local level which will not only déprive
the average citizen of much needed services but will also afflict
workers in the construction trades and allied industries. 1In all,

since September, 1968, there have been a total of 316 bond issues
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valued at well évef $1.9 billion which have been rgjected,or
postponed through;ut the nation thus depriving many communities
work for their bﬁilding and roads and construction workers.
In those cases where borrowings have been consummated during
this period, the issuers will have no alternative but to increase
local taxes in order to meet the additional interest costs.

The passage of any legislation which would result, directly
or indirectly, in taxing the interest on.municipal bonds would
only insure the continuing chaotic state of the bond market for
years to come. Litigation challenging the constitutionality of
any such legislation mu;t inevitably follow and until a final
and conclusive opinion is rendered by the U. §. Supreme Court,
the marketability of municipal bonds will depend entireiy upon
the ability and the willingness of issuers to pay outragéous
intereét rates. While I am confident that the unconstitutionality
of such taxes would ultimately be confirmed, the additional cost
to state and local government in the interim would be staggering.

These additional costs soon would reach one billion dollars.
While both H.R. 13270 and the Treasury proposal possess a

superficial attractiveness, they cannot survive even a cursory

analysis. Both proposals have the laudable objective of preventing
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" affluent persons from éscaping income taxation, although there
has been no showing of the extent to which these or any persons
may have reduced or escaped income tax liability by investing

in municipal bonds. The proponents of so-called tax reform
would nevertheless require the holders‘of such bonds to pay a
minimum tax to the Treasury. This would be achieved by including
a portion of bond interest in taxable income and/or by reducing
otherwise available deductions because such income has been
received.

What the proponents of these measuie; fail to realize or-
fully appreciate is that the purchaser of municipal bonds is
paying a very real and a very substantial tax now, and he is
paying it to levels of government which most urgently require
it. The holder of municipal bonds has accepted an interest rate
some 30% or.more lower than the rate on comparable taxable
investments. This foregone income represents a substantial ﬁet
gain to state and localvgovernment and is the equivalent of the
minimum tax so piously sought by proponents of tax reform,

State and local governments have issued bonds now out-
standing in the amount of $130 billion, With the owners of
those bonds accepting at least 2% less, which is the differential
if the exemption is lost, state and local government will in

effect lose over $2 1/2 billion annually. If state and local
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'governments are to lose this xeal income, they will have no
recourse but to tax locally to obtain 1t, and to tax 1n such '
formidable amounts as to precipitate public outrage at the
grassroots level. . .

The economics of the new tax proposals Qake them even more
incomprehensible. Under the allocation-of-deduction plan, the
Treasury expects to realize a relativeiy meager $45 million
annually. The adoption of the minimum tax proposal would préduce
in addition only $35 million more, There is no ngstion that
the effect of these proposals which would breach the historic
immunity of state and local government from federal taxation and
shatter the confidence of investors in municipals, could result
in at least a 1% incréase in the interest rates on the bonds,
Assuming no growth in the $16 billion aggregate of new annual
municipal bond issues, this mcans that the Treasury is willing

" to :eq&ire state and ;ocal government to levy, at a minimum; an

additional $160 million "in taxes in thehfirst year the legislation

is effective to produce income to the Treasury which can'only be
characterized as negligible. With each additional year, the
amounts required to be levied could rise correspondingly and

cumuiatively. After post 1969 issues outstanding reached only
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Lhe pteseht level of $130° biilion the state and municipal cost"
would be $1.3 billion a year. '_

: Howevor, the analysis does not end here, Ali'of rheue :
t;xes required to be levied by state and local government would, .
or.céurse, be deductibie ou federal income tax returns. The ‘
amounés received by the Treasury as a result of these proposals
will thus quite clearly be more than offset by the loss of
revenue resulting from increased federal tax deductions. In
other words, thg Treasury will lose revenue by virtue of these
proposals but; nevertheless, would impose crushing local tax
burdens on our states and cities, burdens which must fall most
ﬂéavily on the middle- and lower-income classes.

- On the basis solely of economics, and that must be the
overriding consideration for our cities, these new tar proposals
must.not emerge in any form from this Committee. We simply

 cunnot afford them. '

| :'ﬁ R. 13270 and the Treasury proposal, both by commission

“and omission, would lull us into a false sense of security.

o . - oo

Directing myself to the omission first{ I note that only
individuals, and not corporations and institutions which hold
most outstanding municipals, are subject to the minimum tax and

allocation—of-deduction provisions. But we are not taken in and

neither are the corporations and.institutions. If the Treasury
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and the proponen£s of the House bill believe that they can now
tax individuals on their interest on outstanding municipal bonds,
there is no question‘but that investors will assume that‘the
same fate ultim&tely lies in store for corporations and
1nstitutions. The current state of the bond mafkét clearly
reflects this judgment.

Nor can we £ind any solace in the bond-interest subsidy
provisions included in H.R. 13270. Not only is the Secretary:
of the Treasurf éiven wide latitude in determining the amount
.of the subsidy, but the subsidy is completelf at the mercy of
Congress and may be curtailed and indeed eliminated at any time.
The §nd rgsult'will be a debilitating loss of independence by
state and local governments over their financial affairs, and
ultimate fiscal subservience to the vagaries of an over-centralized

federal bureaucracy concerned only incidentally with matters of

vital local concern.
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APPEARANCE OF W, W, DUMAS, MAYOR-PRESIDENT
PARISH OF EAST BATON ROUGE, CITY OF BATON ROUGE
BEFORE
THE SENATE FINANCE COMMITTEE
2227 New Senate Office Building
Washington, D, C.

February 23, 1969

HONORABLE RUSSELL B. LONG, CHAIRMAN, AND
DISTINGUISHED MEMBERS OF THE SENATE FINANCE COMMITTEE:

The Senate of the United States, represented by this Committee,
deserves an expression of appreciation for its patience and adherence
to democratic principles in affording the present public hearing--a
procedure not allowed by the House Ways and Means Connjttoo. It
such & hearing had been conducted and more time taken in the study
of H.R. 13270, the shattering damage to the ability of local govern-
ments to finance capital improvements which has occurred since the
middle of August of this year might have been avoided.

As a consequence of the precipitous and extremely 111 advised
action of attempting to impose taxation indirectly on municipal
bonds, irreparable harm has already occurred to an increasing number
of municipalities in the state of Louisiana. Passage of H.R. 13270
by the House of Representatives has compounded the difficulties in
the Louisiana bond market. Within the past few days in order to
sell a twenty-year "A" rated bond it has been necessary for thé
governing authority to accept a requirement that the bond proceeds
be deposited for a period of time of from six to eighteen months
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before the bond proceeds may be expended. Such deposits are interest
free to the issuing authority, and the investment of the idle funds
inures to the benefit of the initial bond buyers.

The chaos and confusion generated by H.R. 13270 in the bond
market has prevented many cities, including Baton Rouge, from
proceeding with vital works of public improvement. For example,
street paving certificates, secured by local or special assessments
and additionally by a pledge of the full faith and credit of the
Parish of East Baton Rouge, have not been successfully sold
within the maximum six percent interest 1imit since public
advertisement several weeks ago. Having a maturity of only
ten years, this short-term debt would ordinarily bring in the
bond market prior to H.R. 13270 a sale price within six
pgrcent per annum, .The delay in this particular project prevents
the paving of a section of a gravelled dirt street running between
a large, new motel complex near the LSU campus known as the "Prince
Murat House" and a large public housing project recently completed.
Blowing.dust from the traffic makes 1ife almost unbearable in that
portion of the public housing and motel properties facing the street.
The public health, welfare and safety is directly and adversely
affected.

The East Cameron Harbor and Terminal District offered its
twenty-year full faith and credit secured bonds for sale on
November 1, 1969, and a copy of the official prospectus is offered
for filing in the minutes of this hearing. The purpose of the
project 1s to dig a'barge canal from the navigable portions of the
Mermentau River to a navigable depth in the Gulf of Mexico to

”
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permit shrimp and other fishing boats and offshore of1 boats to
utilize the natural harbor facilities of the Mermentau River. The
mouth of the River has never been navigable, and the opening up
of this new territory hold§ untold potential for the develop;;nt
of natural and human resources. This project, 11ke many others in
Louisiana, is denied to the people because bonds cannot be sold
Within the lawful rate of interest of six percent per annum, and
the bond market of the United States will not purchase any more
so-called tax exempt bonds until the Congress has made it very
plain that such bonds are, in fact, tax exempt for all times.

The Government of the Parish of East Baton Rouge which I
represent has in progress large building programs costing many
millions of dollars requiring the continued borrowing of money.

On an open and free market, this could be accomplished. On a
government controlled market, functioning through an urban develop-
ment bank or some other similar scheme, it is not at all certain
what could be accomplished.

The ability of East Baton Rouge Parish to borrow money {is
predicated on years of good fiscal management, development of an
excellent credit repution, the winning of outstanding ratings by
national bond rating firms, prompt payment of debts when due. The
advantage of such hard-earned good rating and the consequent ability
to borrow money at advantageous interest rates in a private market
should not be taken away by government planners who seek to sub-
stitute or superimpose the judgment of an all-central agency or
bank to determine priorities between states and local issuing
authorities. o

.3-
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The elimination of the tax exempt status in whole or in part,
directly or indirectly, immediately or step-by-step. 1s‘nothing
more or less than an attempt by the planners to destroy the ability
of local government as we know it today to finance improvements and
thereby render such government substantially impotent. Such an
impotent government would then be replaced by the central planning'
and financing agency. v

Local government officials throughout Louisiana are of the
opinion that the blatant grab for power, disquised under the cover
of "tax reform”", is really an attempt to finally, once and for‘all.
establish the central governmeht as supreme, even on the level of
local government. The effort should be turned back here in the
Senate Finance Committee and by the thinking members of both Houses
of Congress. The damage--already done--{irreparable in some
places--can only be stopped by the strongest possible pronouncement
by this Committee and by your Senate colleagues that any attempt to
tax municipal bonds to any degree will not be allowed now or at any
time in ﬁhe future. The loss and chaos generated by the precipitous
action of H.R. 13270 can.be repaired only if all bond buyers for all
time are given unconditional and unqualified assurance that the
promise of the United States that such obligations are tax exempt
will be honored, and that future yea}s will not see a repetition
of the debacle of 1969.

The officials in Louisiana are not confused as to who really
benefits from the tax exemption advantage afforded 1ocal government.
The real benefit is not to the few millionaires held up as thg
target. The real beneficiary 1s the 1ittle man, the poor man, the

-4
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middie class, the average American taxpayer who carries the primary
burden for essential cost of improvements.

The thinking citizens and public officials of Louisiana are
not confused by the suggestion that a Federal Subsidy Plan will be
more efficient than the present free and open market system. The
volume of activity necessary to support the demands of modern
innovative and crqative local government would require the develop-
m?nt of a federal agency so large as would absorb any theoretical
increase in federal income tax savings, The cumbersome effort of
the central bureau proposed to be created could not possibly
match the private money market in 1ts ability to promptly and
efficiently meet almost any demand, as is judged on the basis of
the honest law of supply and demand in a free enterprise system,
There is nothing that cannot be accomplished in such a free society.
There {s much that cannot be accomplished in the controlled central
government bureau.

Many projects in the State of Louisfana would simply not be .
subject to financing 1f it were not for the advantage of tax exemption.
If these projects were required to compete on the open market without
the tax exempt advantage, the burden of increased interest rates
would be so great as to delay financing for years or perhaps prevent
it forever. The states of the Deep South, including Loutsiana and
other lower population areas, would not fare well in competition
for the in}erest of the central bureau planners. |

The Government which I represent has issued and has outstanding
millions of dollars of bonds represented to be "tax exempt". The

“tax exempt" representations were printed in newspapers, in official

-5-
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documents, in contracts including the bonds and coupons. The
representation of tax exemption was predicated on the fundamental
concept of the inviolability of contract--on the historic con-
stitutional principle of full faith and credit to the sanctity of
contract.

Purchasers throughout the United States have acquired obliga-
tions of this local government in reliance dpon such representations.
At the time of their respective purchases, there was a sharp
disadvantage between the interest rates offered on one hand
for the "A* rated bonds of my local government and the much
higher interest rates availablg otherwi#e in the open market.

To suggest now that these obligations are taxable is to violate

every concept of the obligation of contract which, in the Civil

Law State of Louisiana, {is an unconscionable and an indefensible
act.

The breach of good faith with the holders of these obligations
presents such an outrageous departure from the practice of civilized
western man in adhering to the law of written contract, that the
local government which I represent would feel constrained, if not
legally obligated, to bring suit resisting in every possible lawful
manner the unconscionable and unconstitutional encroachment here.

‘ Litigation of this type by many parties in interest and the
consequent publicity will have the effect of destroying the reputa-.
tion -- relfability of the tax exempt promise for a long period of
time, if not permanently. In the meantime, chaos will result in
unheard of high interest rates and discounts, as {is now occurring

in Loutsiana.

-6-
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I1f the historic concept of intergovernmental immunity is violated
by H.R. 13270, 1t logically and ethically foliows that the oblfigations
of the United States Government should similarly be subject to tax
and assessment by state and local government. In examples too numerous
to enunciate, local government does not collect from the United States
local or special assessments for street paving and other improvements
levied on an abutting property front foot or square foot basis.

Street paving or other local improvements directly benefiting
United States property is simply donated, in deference to the long-
standing and supposedly immutable doctrine of intergovernmental
jmmunity.

This Committee is urged to complete these hearings at the
earliest possible time and to recommend to the Senate that con-
clusive action be taken to defeat the entire package of H.R. 13270;
that the Congress undertake and adopt at the earliest possible date
a reaffirmation and confirmation of the doctrine of intergovernmental
immunity, of the inviolate status of the tax exemption on state and
local bonds, and that such action be couched in such terms as shall
stand out as an unconditional assurance and guirantee that the

fiaséo of 1969 will not be repeated at any time in the future.

Respectfully submitted,

¢§Jﬁbtjcr£:;¢4444udt_/

W. W. Dumas, Mayor-President
Parish of East Baton Rouge
City of Baton Rouge

State of Louisiana

o7e
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TESTIMONY OF
LOUIE WELCH, MAYOR

CITY OF HOUSTON, TEXAS

Prescnted before the Pinance Committee of the
United States Senate - September 23, 1969
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Senator Long and Gentlemen:

Thank you for the opportunity to appear before your committec.
I shall attempt to be as brief as possible here, taking the time
which you have granted to emphasize the significance of the
legislation which you arc considering. For your later contemplation
I also am providing copies of detailed stotistical and analytical

studies which support these points.

Gentlemen, the proposals now bcefore you will directly and
seriously increasc the cost of living of your constituents,
They will do this by adding measurably to the cost of public
education in every state. They will do this by increasing
significantly the cost of local government in every community
of every state. Furthermore, they will irreparably damage the
traditions of state and local government independence from

federal control.

These effects, lest you hear in your minds the cry of "Wolf"
from the imaginative shepherd, alrcady have been felt. They
are demonstrated currently by thc scrious problems of the bond

market under oniy the threat of this bill.

Now, we are referring here specifically to the provisions which
include interest from state and local bonds in the limited tax

preference and the allocation of deductions rule.

141



-2 -

To the taxpayer, thc costs of thesc proposals will add up to
some $1.32 billion per ycar. Dctails on this staggering impact
are shown in Exhibits A and B to this presentation. What is not
shown in these figures are the unpleasant facts which this must
involve, as these unneccssary costs are incurred by cities and

school systems in every state.

Reflect for a moment, if you will, on the problem to be
faced by mayors and school system lcaders cach time they place
new bonds on the market under this proposnd system. Tt will
be incumbent upon them to explain to their constituents-- who
are your constituents, too--the reason why local government is
costing more. And that reason, as the public will be told
time and time again, will be becausc this Congress passed the
law which costs them more to borrow money for their school
buildings, for their sewers, for their water, for their streets...

for every essential item of local government.

Make no mistake about it. There will be no choice for local
officials, for thcy must tell the public the facts. And in this
case, they will find it nccessary to tell them the facts often,
for when $1.32 billion dollars are incurred in cxtra costs
each year, scarccly a day will go by that does not sec some
community being reminded of the cause for its rising cost of

livingc
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1 refer you again to Exhibits A and B, the sources of this
estimate. You will see that it is a low estimate, not a'high
one. It is based on facts alrcady established. 1In particular,
Exhibt B shows that since this leqislétiou was proposed, the
interest rates on state and local bonds---which are the cost
to the public---have incrcased morc than one-half of one per-
cent beyond increases on comparable, taxable bonds. This one-
half percent, translated intc the extra dollars which this is
costing the public, amounts to $1.32 billion per yecar. And
this, I remind you again, is the impact from the mere threat

of the law. Passage undoubtedly would make it more severe.

The interest subsidy proposal would have further dire effects.
The tradition of our nation since its founding has preserved for
the people the right to determine their own destiny in local
matters. Imposing this new thinking on local governments now
would severely restrict the right of a community to meet its
own challenges on such strictly local matters as construction
of school buildings and paving of streets. This, with the
cities of the nation so much larger and so much more complex,
with the tremendous shift of population to urban centers,
would be a crippling blow to the very system of life which

has made the United States what it is today.
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And for what? What will really have been accomplished by
this measure, intended for the much-necded purpose of

tax reform?

The Committee already has received testimony which shows
the answer. From the office of the Secretary of the Treasury
you have been given the facts and figurcs which show that, at
ﬁest, this bill would recapturc some $80 million annually.
And that "best" will not be achieved for ten full years --
years during which the cost to local government and to the

taxpayer will be more than 16 times as much cach year.

Of course, it also should be recognized that the buyers of
municipal bonds, from whom this money is to be taken, already
have paid their taxes when they buy the bonds. This, after
all, is the simple effect of accepting a lower return on their
investments than would be available in fully taxable securities.
They are, in effect, to be penalized by this legislation for
supporting their local governments, and the psychological 'impact
of this punishment can only further damage the market for

municipal bonds.
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Local governments have been pleased at the'concern of this
Congress with the need for lower, not higher, costs for local
government. Attachments 1, 2 and 3 to this testimony, which
have been preparcd by the Urban Institute, Washington, D. C.,
arc submitted as a more effective and acceptable alternative

to the interest subsidy proposals thus far put forth.

The proposals of the Urban Institute should prove most
attractive to this Committee because thoy accomplish the
desirable purpose of broadening the market for state and
local bonds through inducing new types qf investors to purchase
these securities. This approach, by offering a subsidy to
state and local rctirement funds for cxample, would lower local
government borrowing costs by opening the door to a substantial,
new and rapidly increasing source of funds. It would preserve the
integrity of tax exempt bonds and the independence of local

governments to finance capital improvements.

I urge the Committee to examine the Urban Institute proposals
thoroughly, for they provide a method which will not require
federal permission for state and local borrowing and will thereby

preserve rather than diminish local autonomy.
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I further urge this Committce to provide itseclf with
adeguate time to cxamine other alternate proposals which you
will receive. In particular, we are told that the Treasury
Department during these hearings will present an a;ternative
plan and I am sure that you will agree that there is not
adequate time for you to make an informed judgﬁent prior to

the end of your hearings in October.

Gentlemen, the discussions now under way before you in
regard to HR 13270 cover far-rcaching and decisive matters.
Your actions can permanently alter the traditional sovereignty
of the states and their political subdivisions. Indeed, it l
is within your power in these measures to make virtually
every local government dependent upon the federal government
for its capital improvements programs and, thereby, for its

economic health and its very future.
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As the representative of the citizens of Houston, and with
the concurrence of the Governor of Tcxas, the Honoraple Preston
" smith, we urge you on behalf of all citizens of our state to
drop all references to state and local bonds from this

- legislation.

Specifically, we urge the following changes in HR 13270:
- Deletion of income from state and local bonds in:

Section 301 - Limit on tax prefercnces for indivi-
duals, estates and trusts;

Section 302 - Allocation of Deduction;

Deletion in entirety:

Section 601 - Interest on certain governmental
obligations;

Section 602 ~ United States to pay fixed percentage
on yield on taxable issues. ‘

We further urge you to permit this subject to receive the
proper time, attention and consideration which it deserves.

We piedqe to you our cooperation in this essential study.
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An Analysis of the Tax Reform Bill of 1969 (H.R.13270) as passed by
the House of Representatives of the United States on Auqust 8, 1969,
as it pertains to Local Government Financing.

By Louie Walch, Mayor, City of Houston, Texas

Tax reform is vital and badly necded in our Nation today. Many
facets of this legislation aie important and nccessary to the cqual-
ity of taxation in our system of government. Portions of this legis-
lation deal with State and Local government financing of capital
improvements through municipal bonds.

As the Mayor of Houston, I have examined these portions of the
legislation which affect our city (and all local government through-
out the United States) and find some of them to be so costly to the
average taxpayer that I feel that I must specak out in an effort to
warn members of Congress and the pcople themselves of the conscquences
of this little understood portion of this legislation.

The portions of the legislation to which this paper is addressed
will be discussed as two separate matters:

Firgt Discussion

Section 301 - Limit on tax preferences for individuals, estates
and trusts

Section 302 - Allocation of deductions

It is the inclusion of interest from local government bonds in

these two sections to which these comments are directed,
Second Digcussion

Section 601 - Interest on certain governmental obliéations

Section 602 - United States to pay fixed percentage of yield
on taxable issues

I advocate total elimination of these provisions as being costly

to taxpayers of both the Federal government and local governments,

'
'
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and because it adversely changes the traditional relationships
between Federal, State and Local governments.

FIRST DISCUSSION

Section 301 ~ Limit on tax preferences for individuals, estates

and trusts (hareﬁfter referred to as LTP)
Scction 302 - Allocation of deductions
Both of these scctions place,a tax on previously tax-exempt
obligations of local governments.
The bais for the inclusion of interest from state and local
bonds in LTP and allocation of deductions is set forth on page 9

of The Report of the Committee on Ways and Mcans dated August 2,

1969, The Committee reported that it had examined 154 tax returns
from the year 1966 of individuals who had adjusted gross income in
excess of $200,000 and who paid no income tax. It continued:

"Your Committoe examined these 154 returns
(along with other tax cases involving low effective
rates) in detail in order to find out the reasons for
their nontaxable status.

-

The analysis showed that in most cases the non-
taxable status arose from a combination of several fac-
tors. The most important single causc of nontaxability
for this group was itemized deductions which totaled over
$130 million or 116 percent of adjusted gross income.
Another group of these taxpayers benefited most from the
unlimited charitable contribution deduction (49 cases).
In fact the single most important itemized deduction for
the nontaxable group was the charitable contribution
deduction, amounting to nearly $79 million, of which $55
million or 70 percent was property, the bulk of which
represented untaxed appreciation. - Another group benefited
primarily from the deduction of interest paid (72 cases),
which was the second most important itemized deduction for
the group as a whole. iMost of this interest paid was on
loans which were presumably for the purpose of acquiring
appreciating investment assets held for capital gain
nurpnszs and was frequently deducted from earned income.
Others henefited from such items as real estate deprec-
iation, the exccess of percentage over cost depletion and
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intangible drilling and devclopment ¢xpenses, and
farm losses. Many were nontaxable necause they
were able to exclude onc-~-half of capital gains
from their income and offset all thecir itemized
deduction against the remaining income subject to
tax.

Your committce also cxaminced the returns of
taxpayers who werc taxable but paid low cffective
rates of tax. The most important reason for the
low effective tax rate paid by these *axpayers was
the combination of the excluded half of capital gains
and itemized deductions which were off'set against
their income subjcct to tax.”
Note that no mention is made of intcrest from state and local govern-
ment bonds. In fact, there would be no cconomic justification for
owncrship of tax-cxempt securities by thosc toxpayers hecause tax-
exempt income does not have maximum nct after tax benefit when a
taxpayer's tax rate is 0%.
The next paragraph of the report continues:
"It is believed that still other high-income
individuals paid no tax and did not even file
tax returns since virtually their entire in-
come was from tax-exempt Statc and municipal
bonds." -
No evidencc is found in the rcport to support this statement.
In fact, the word "helicved" scems to spcak for itself, We would
support legislation that would requirce the reporting of interest

on state and local bonds on federal income tax returns so that the

Congress could know whcether or not his statement is correct.

WHAT WILL BE TAXED UNDER LTP AND ALLOCATION OF DEDUCTIONS?

The only municipal bonds to be taxed as a result of this leg-
islation would be those held by individuals, estates and trusts.
The distribution of ownership of statc and local bonds is set forth

below,
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Owncrship of Municipal 3onds

Individuals, estates and trustS....... 32%4°
BANKS.ecesessoscsssescacsssssecnsencss 38%
INBUrance COMPANieS..cecscssecessesass 17%

Pension funds, sinking funds and
all others.isescccsccaccscsccccess 13%

Further, only those obligations hecld by individuals whose tax
preferences are an amount grcatcr than one-half of their adjusted
gross inceme would be taxed in any manner by LTP.

The allocation of deductions formulas apply only to in-
terest on local government bonds issued after July 12, 1969.

Under the transition rule, only one=tenth of such interest
would be taken into consideration for allocation purposes in the
first year, two~-tenths in the second year and o on, until after
10 years, 100% of the interest on only new issues of tex-exempt
bonds would be included.

It must be apparent to even the casual observer that the
federal government is not in a position toltax any more than a
minimal percentage of outstanding bonds as a result of these pro-
posals. Indeed, under the formula it will be many years before any
significant percentage of bords can be affected.

It is my opinion that much of the damage which has occurred to
the market for municipal bonds over the past sixty days is a result
of fecar--the fecar of a subscquent extension of this formula,

I understand the attitude of thosc Scnators on this Committec
who commented in these hearings on Scptember 4, 1969 to the effect
that the impact of this legislation on the market for tax-exempt

bonds over recent wecks is difficult to understand.
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EFFECT ON _U.S. TREASURY AND LOCAL, GOVERNMENT

The Assistant Sccrctary of the Treasury, the Honorablc Edwin S.
Cohen, testified on Scptember 4, 1909, to the cffect that the total
annual tax collected after the l0-ycar phasce=in period as a result
of State and Local Bond interecst would be only $80,000,000. He
estimated revenue of only $45,000,000 as a result of the inclusion
of municipal bond interest in the Allocations of Deductions rule
and only $35,000,000 as a result of the inclusion of this interest
in LTP.

Exhibit A at the conclusion of thic report demonstrates the
additional cost to state and local government as é result of higher
interest rates on their securitics. The study reflects that an
increase in local government bor;owing next year, 1970, in the amount
of 1/2% would cost states and local governments $1.32 billion over the
life of those bonds.

Since Secretary Cohen has testified that the return of taxes
to the U.S. Treasury after 1979 would only be $80 million, the
vast difference in these two figures is difficult to understand.

However, fear, scntiment, opinion and attitudes are all impor-
tant factors in a frce market. Although it scems to be far out of
proportion to reality, the facts arc that aéetage yields on state
and local bonds have risen in excess of 1/2% more than yiclds on
comparable Government and Corporatc Bonds during the past sixty
days. Exhibit B demonstrates thesc facts.

Stated in another manner, if the incrcascd yields on statc
and local bonds remain at the higher level (1/2%) that has recently
been attained, and the ultimate (1979) tax return to the U.S.
Treasury is considercd as a constant figure, a significant nct loss

to all taxpayers is the result.
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Cost to local governmentsof $

1/2% higher interest. rates 1, 320,000,000
Return to Treasury from LTP

and Allocation of Deductions 80,000,000
HET ANNUAL LOSS TO ALL TAXPAYERS $ 1,240,000,000

It is apparent from these calculations that the taxpayers
would still suffer even if the increasc ir interest rate to local

governments was reduced to as little as 1/20th of 1%.

Cost to local governments of

1/20% higher interest rates $ 132,000,000

Return to Treasury from LTP and

hllocation of Deductions 80,000,000

NET ANNUAL LOSS TO ALL TAXPAYERS $ 52,000,000
153
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DOLUARS LOST STA' D N
AS A RESULT OF HIGHER INTEREST RATES ON MUNICIPAL BONDS

VOLUME OF (L 1/2% INCREASE 1% INCREASE RESULTS
NEW_DEBT ISSUED RESULTS IN LOSS OF IN_1LOSS OF
1970 $ 17,600,000,000 $ 1,520.000,000 $ 2,640,000,000
1971 $ 18,600,000,000 $ 1,385,000,0C0 $ 2,790,000,000
1972 $ 19,500,000,000 $ 1,462,500,000 $ 2,925,000,000
1973 $ 20,000,000, 000 $ 1,560,000,000 $ 3,120,000,000

Average Maturity: 15 Years

1. 8Source: JEC Study
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RELATIVE CHANGES IN.BOND MARKETS

YIELD COMPARISON - JULY 2, 1969 AS RELATED TO SEPTEMBER 4, 1969

Moody's Corporate BOND BUYER AVERAGES

Bond Index .S, Eeasurx(u w(z)
Seétem‘ber 4, 1969 7.44% 6.21% 6.37%
July 2, 1969 7.3 . 6,275 5.68%
NET INCREASE IN YIELD + .11% + .04% + .69%

SOURCE: DAILY BOND BUYER

(1) 20 year maturity used for illustration.

(2) 20 bond average as compiled by the DAILY BOND BUYER using representative yielés on tax exempt
bonds of 20 year maturity. -

EXHIBIT B



Second Dbiscussion
Scction 601 - Interest on certain governmental obligations
Section 602 - United States to pay fixed percentage of yield on

taxable issues

The Treasury Department in its testimony of September 4, 1969,
before the Senate Pinance Committee did not recommend the
interest subsidy provisions set ‘forth above and we presume
that this decision was based uponl an analysis of the cost of
these provisions to the United States Treasury, and theioforo.
to all taxpayers. Several important considerations in this

matter are discusscd bclov).

The impact upon markets for taxable securities - The Investment

Bankers Association reports that in 1968 their n'ed:ers- underwrote
and distributed approximately $33 billion in corporate, state
and local bonds. Approximately one-half or $16 billion was in
tax-exempt state and local boﬁds. It would seem that any sub-
stantial infusion of more taxable securities into that market
would trend intercst rates on taxable securities higher thus
incrcasing corporate and federal government interest rates on its
direct borrowing as well as on Pederal agency borrowing higher
than those relative levels presently attained by taxable debt

securities.

exrshi ttarns of state and local bonds as a result

of taxable interest rather than tax exempt interest - Taxable
securities over the period 1966-67-68 (see Exhibits 3 and 4)

werc held by investors whose aggregate tax rate was only 13.4%.
It is logical to conclude that this percentage would be reached
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on taxable federally subsidized local government bonds. In fact,

purchase of their own securities by local governments at higher taxable
yields would be a natural result and could easily cause '

the tax return to the federal government to drop below the
13.4% level which exists for other taxable securities.

Obviously, any federal interest subsidy of the magnitude of
30% to 40% would create a substantial drain on the United States
Treasury and a heavier federal tax burden on all taxpayers.

Statistical Analysis of Optional Taxable State and Local Bonds
40% Interest Subsidy

Annual Interest Annual Interest Cost
Increment Rate : : In Dollars
A. $16,000,000,000 8% (Taxable) $1,280,000,000
B. 16,000,000, 000 3.2% (Federal Subsidy) 512,000,000
c. 16,000,000,000 4.8% (Local Participatiom)?68,000,000
D. 16,000,000, 000 5.6% (Tax Exempt) 896,000,000
Savings to loéal government (D-C)
$896, 000,000
768,000,000
$128,000,000
FPederal Government Revenue Gain {or Loss)
Taxable Income (A) $1,280,000,000
Tax Recovery & 13.4% 171,520,000

Less Federal Interest Subsidy (B) (512,000,000)

Loss to U. S. Treasury (340,480,000)
Savings to local government 128,000,000 -

Annual Net gain (loss) to .
all taxpayers ($212,480,000 )
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30% Interest Subsidy .

Annual Interest Annual Interest Cost

Incremen Rate _ Inpollars
A $16,000,000, 000 ex (Taxablo)  $1,260,000,000
B 16,000,000, 000 | 2.4% (Pederal Subsidy) 384,000,000
¢ 16,000, 000, 000 " 5.6% (Local Part.) 896,000,000
D 16,000, 000, 000 5.6% (Tax exempt) 896, 000,000

Savings to local government (D-C)
$896,000,000

896,000,000
NONE

Federal Government Revenue Gain (or loss)
Taxable Income (A) $1, 280,000,000

Tax Recovery & 13.4% 171,520,000

Less Federal Interest
Subsidy (B) 384,000,000

Gain (loss) to U. 8. Treas. (212,480,000)
Savings to local government e

Anmual Net gain (loss) to all
taxpayers ($212,480,000)

Keep in aind that these figures are for one year only. The
average lifoc of statc and local bond issues approximates 15
years. ﬁm total cost on this basis for using this device,
for just one year could thus approximate $3,187,200,000.

In addition to the above figures one can mentally add the
unestimated cost of administering such an undertaking. The
basic principle underlying this dincnnio;x rests on the
foundation that the Poderal Government is likely to have a

nct drain on the Trcasury as a result of this approach.
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Since local citizens are also Pederal Taxpayers it is the
citizen who will suffer. The wealthy will merely seek an-
'other investment which will offer a better “after t;x“

roturn on investment dollars, than taxal'ne state and local

government securities.
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Effective '
. Federal = Effectt

et te & Forelgn Bonds Billion Per Cent Tex Taxable
Three Year . Comtribdutions Rate Contributions

Investor
State & Local Govermment 1 98 % 6.7 7.0 - 18.1 &, T 0
Private Pension M 1.9 1.0 105 hok 1°¢2 [+ __O_'
Subtotal #1 : " 22.5 55.6 : (]
Life Insurance Co, 2. 3 3. 2. . 02 T .z
Subtotal # 2 - : 5.6
Other Insursnce Cos. 0.1 0.8 0.h ' 1.3 3.2 48 1.5
Cosmercial Banks 0.1 0.8 0,0 0.2 . 2.2 48 1.1
Other Finance Ceb 0.6 0.3 0. 0.2 A8 . 0.1
Households 1.2 1.8 -0.9 2.1 5.2 S0 2.6
Rost of wa{:: 1.2 0.5 0.0 : 2.0 6 : bo9 N S0 '!l: 8
Sudbtots. 3 . T -
pet  Crsnd Total I8 wes Or SRR X 2 "I&"b‘z" —r}-r

Source: 196€ snd 1967 net purchases are from Foerd of Governors, Federsl Reserve Systers “Flor-of-Funds"”
Jenaery 31, 1968, Page 16. 196€ Estimste is SB & ¥ projection.



NET FUNDS INVESTED IN CORPORATE AND FOREIGN BONDS
BY INVESTOR GROUP ARRANGED BY TAX BRACKET

Net Volume of Purchases
of Corporate & Poreign Bonds

($ Billions) " Pper Cent
Total; 1966, 1967 & 1968 contribution
T,
State & Local Governments 18,1
Private Pension Punds 4.4
Total in 2ero Tax Bracket A 22,5 56
1-20% I% BRACKET '
Mutual Savings Banks . 2.5
Life Insurance Cowpanies. 9.1
Total 1-20% Tax Bracket 11,6 29
- T,
Other Insurance Companies %.3
Commercial Banks 9
Other Pinance 0.1
Households 2,1
Rest of World 2,0
Total 21-50% Tax Bracket
, 6.4 16
GRAND TOTAL 40,5 100
Average Tax Bracket: 13.4%
BEXAIBIT 4
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NOTES ON THE URBAN -INSTITUTE MUNICIPAL MARKET EXPANSION PROPOSALS.

Briefly stated, the Urban Institute plans to seek to expand the
supply of funds available to municipal borrowers by opening up State and
local savings to support that sector's investment programs. To do this.
the proposals circumvent the obstacle of tax-exemption that makes these
investments now unprofitable for state and local pension funds by paying
then a subsidy to neutralize the pre-tax yield differential between tax-
able and nontaxable securities. In the case of the Unemployment Trust
Pind, it is proposed that State and local securities be made legal in-
vestments and also that this fund be paid a subsidy. These subsidies
should be largely self-supporting since the taxable security iricomes
given up by these non taxpaying investors will be held by taxpaying
invastors. That is, the diminishoed supply of tax-exempts to taxpaying
investors will channel their holdings into taxable investments and the
tax revenues from these would approximate the subsidy required to in-
duce the State and local pension funds to hold tax-exempts.

Altogether, the State and local funds could supply from $4 to $8
billion a year to the municipal bond new issue market. Moreover, these
inflows would be largest in times of stringent morietary conditions when
municipal yields soar above their traditional relationship to those om
taxable instruments. The cost of such a subsidy scheme would be, for
$4 billion in State and local securities with 5 percent coupons, $60
million dollars with a 40 per cent coupon subsidy. %This compares to
the $7.5 billion that the Federal government dispenses in grants to
State and local facilities alone.

Some specific notes on the proposals:

1. The UI proposals do no violence to the principle of tax-exemption.
They rather expand the supply of funds in such a way as (1) to in-
crease the efficiency of tax-exemption gqua-subsidy to Stats and
local borrowers and (2) to reduce the extent of tax shelter available
to high incoms-tax bhracket investors.

2, Communities and states would continue to issue bonds in the same
manner. Underwriting would still be in the hands of private in-
vestment bankers. The Pederal government or any agency of it

"would have no interest in a control over the amount or timing oz
nature of any state and local borrowing. ‘The market mechanism
would remain the same in all mechanical details.

3. But a new investor group, that of the State and Local Pension Funds,
would now be purchssing State and local bond issues. PFor ¢xample,
if the subsidy rats were 40 per ocent, pension funds would acquire
municipals on the basis of a 40 per cent markup on coupon yields

to be covered by a Pederal government subsidy. Thus, if municipal
bonds were selling at 6 per cent, a pension fund buying this bond

Page 1 : .
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4.

would receive a pést-suhsidy yield of 8.40 per cent. Today. that
wouldé be above the yield available on the highest grade corporate
issue.

The pension funa would recive the subsidy routinely on the pre-
sentation of a copy of the coupon to the Treasury. Although there
might need to be some provisions to protect the Treasury against
intra-governmental transactions and to insure “arms length" tran-
actions, there would be no reatriction as to the nature or maturity
or purpose of the municipal bond. The buying decision is left
strictly up to the pension fund.

State and local pcension funds are growing at a rate of about 10

per cent or $4 billion a ycar. Thoir total asscots are $45 billion,
the majority of which are invested in corporate bonds. Given that
the average investment lifc of their fixed income securities (93
per cent of the total) is 10 ycars, thay have a rollover of $4
billion as well as net new funds of $4 billion to invest each year.
If roughly one half (or $4 billion) of this were to be invested in
State and local securities, it would be sufficient to absorb about
40 per cent of the $10 billion annual net increase in State and
local securities. A 40 per cent expansion in net available funds
would not only allow for more borrowing but would lower the cost
of the borrowing done. And the market would be greatly stabilized.
Addition of just the net growth in the Unemployment Trust Fund
would add another $1.0 billion of support to the market. The
selection process of which bond to buy for the Pederally administered
fund could be solved by tying their purchases to Federally gua-
ranteed tax-exempt notes and bonds such as those amitted by HAA and
UAA. .

How does the subsidy pay for itself? The subsidy pays for itself

by (1} keeping tax-paying investors from holding tax-exempt sec-
urities, and (2) keeping non taxpaying investors from holding taxable
securities. Of course, this rcarrangement is not brought about by
fiat or purposeful exclusion, but is an outcome of removing the
barrier which tax-exemption forms to the investment flow of certain
non-taxpaying institutions - in this case, the State and local
pension funds - into the tax-exempt market.

while the final outcome is a complicated thing, the essential idea
can be expressed as follows: Given a fixed supply of tax-exempt
bonds and investor resources, the pension funds would absordb part
of the supply of tax-exempt bonds. High taxable income investors,
that now demand a high discount to hold municipals, would acquire
taxable investmonts instead. (A simple way of looking at it is that
they would purchase the corporate bonds that otherwise would have
been held by the pension funds.)  Taxable investors would pay taxes
where now taxes are avoided -- both by their holding of tax-exempts
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and by the pension funds holding potentially taxable securities.
These taxes would probably cover most if not all of the subsidy
since the average marginal rate on tax-exempt investors is approx-
imately 40 per cent.

There are other costs and savings to consider. FPederal government
borrowing costs might go up somewhat, but is is primarily a short-
term market and State and local pension funds make only a small
contribution in support. On the other hand - and this is very
important « the broadened municipal market would be able to absorb
a greater volume of financing and at a lower cost. This type of
support would cheapen the borrowing of governments, especially

in timos of tightness when the taxable to non-taxable yield ratio
drops off precipitously,

Page 3
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THE URBAN INSTITUTE
2100 M STREET, N.W.
WASHINGTON, D. C. 20037

A PROPOSAL TO ALLOW THE UNEMPLOYMENT TRUST FUND
TO INVEST IN STATE AND LOCAL SECURITIES

Over the past 12 years, the total volume of state and local
obligations outstanding has grown by over 250% (Table 1). Yet,
despite the substantial growth in this source of financing capi-
tal outlays, our society has not been able to keep pace with the
increasing needs for educational facilities, sewage disposal plants,
hospitals, and the like so as to maintain, let alone improve, the
quality of public services in these areas. Therefore, we may rea-
sonably expect the demand for capital funds to continue to grow at
loast as rapidly over the next decade, and the question arises:

Who will be the lenders of these funds?

To provide a perspective, Table 2 presents the stocks of ltato
and local securities held by various institutions for the year
1960 and 1965-68 as well as the percentage distributions in thou
yoars. Several facts emerge from this table. Pirst, over the 8-
yoar period, commercial bhanks have become the uimn{oot the state
and local securities market and have increased their holdings of
the total stock from 26X in 1960 to 45% in 1968. (As will be seen
balow, this proportion is projected to rise to over 50% in 1975.)
This development has been accompanied by a decline in the proportion
of municipals held by households, which in 1960 were the most impor-
tant suppliers of funds to states and localities. Pire and casualty
insurance companies classified in Table 2 as "other insurance" are
the other major lenders to state and local governments. State and
local government holdings of their own securities through pension
funds have fallen both relatively and absolutely since 1960. The
expanding role of commercial banks in the municipal market may be
demonstrated by the fact that 68% of the change in stocks from 1960
to 1968 were absorbed by these institutions.

. The dependence of municipalities upon commercial banks as a
source of funds has at least.two consequences. On the one hand,
the considerable resources of commercial banks are increasingly
available for financing much needed capital facilities in our urban
areas. On the other hand, when financial markets tighten, commer-
cial bank resources become severely squeezed, forcing states and
sunicipalities either to look elsewhere for funds (usually to
individual investors) at considerably higher interest rates or to
revise their borrowing plans. Thus, commercial banks, while at
times quite a large source of financing, are also an exceedingly
volatile source. It is not coincidental that 1966 was both a year
during which the net increase of municipals fell by about 20%
relative to 1965, and also a year during which commercial banks
absorbed only 40% of the net increase. We should be quite concerned,
then, about the near-term outlook for the municipal market in view
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Table 1

STATE AND LOCAL SECURITIES OUTSTANDING
(billions of dollars)

End of Year Stock Qutstanding
1956 49.4
1960 68.7
1965 ' 101.2
1966 , 107.2
1967 117.3
1968 128.5
Page 2
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L1

Total

State and Local
Governments
Other

Households

Corporate Business

Commerciai Banks
Mutual Savings Banks
Life Insurance
Other Insurance

Other Institutions

Attachment 2 to testimony of Louie Welch, Mayor

Table 2

HOLDERS OF STATE AND LOCAL SECURITIES
(in billions of dollars)
AND PFRCENTAGE DISTRIBUTIONS

1960 1965 1966 1967 1968
68.7 10?.0 101.2 103.0 107.2 103.0 1;7.3 103.0 128.5 105.0
7.2 10.5 4.7 4.8 4.5 4.2 4.0 3.4 3.6 2.8
61.5 89.5 96.4 95.2 102.7 95.8 113.3 96.6 124.8 u§7.1
28.7 41.8 38.4 37.9 40.6 37.9 40.6 34.6 42.0 32.7
2.4 3.5 3.6 3.6 4.4 4,1 5.1 4.3 5.2 4.0
17.6 25,6 38.6 38.1 41.0 38.2 50.0 42.6 58.1 45.2
o7 1.0 .3 .3 .3 .3 .3 .3 .4 .3
3.6 5.2 3.5 3.5 3.1 2.9 2.9 2.5 3.0 2.3
8.1 l1.8 11.3 11.2° 12.7 11.8 13.7 11.7 15.6 12.1
-4 .6 <5 5 5 5 6 5 6 -5
Page 3
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of the preliminary data for the first quarter of 1969 which shows
conmercial banks adding municipals to their portfolios at an annual
rate of only $1.5 billion after averaging $8.5 billion the previous
two years.

In terms of the longer-torm prospects, unpublished financial
forecasts at the Federal Reserve Board assume that commercial banks
will be in a position to continue to absorb the bulk of future state
and local borrowings. Table 3, which is based on these forecasts,
shows estimated holdings of the stocks of municipals and the per-~
centage distributions for the years 1970 and 1975. The 1975 esti~
mates of total stocks are quite close to thosc of Diamond in Stat
and al Public Pacili ceds and Pinancing (U.S. Congress, Jo
Bconomic Committee, 8 cong., 2nd Sess., December 1966, p. 50).

It should be noted that this is an equilibrium projection in the
sense that the stocks represent a balancing of demands for and sup~
plies of funds. The public facility needs of state and local govern-
ments are not projected to be completely satisfied in this projection.
Rather, the estimates represent what may be reasonably borrowed,

given present institutions. Inasmuch as the 70% growth in the out-
standing stock over the 8-year period 1961-~1968 failed to raise the
quality of public services, it is unlikely that a 63X increase from
1968-1975 will do much more. Hence, it is desirable to broaden the
market for state and local securities from two points of view:

(1) to develop new sources of financing beyond what present
financial institutions can provide so as to allow a futer growth in
the rate of public facility construction;

(2) to move away from the present heavy reliance on commer-
cial bank resources which display a high volatility in response
to changes in financial market conditions.

One possible source of additional financing has already been
referred to -- state and local pension funds -- and they will be
the subject of a later memorandum. Suffice it to say that the tax-
exemption feature is of no value whatever to the pension funds, and
the lower returns which result are the major reason for their declin-
ing role in the municipal market.

Our interest in this memorandum is in the federal trust funds
of the original Social Security legislation, and specifically the
Unemployment Trust Pund, which recommends itself as a possible
source of state and local government financing on several grounds.

(1) The Unemployment Trust Fund (UTF) holds primarily the
states' own funds. The federal government is merely the trustee on
behalf of the beneficiaries within the individual states. Over the
period fiscal 1960-68, 76% of thc total receipts of the UTP (net of
interest and profits on investments) consisted of deposits by the
states. Therefore, the case can rcasonably be made that what are
essentially the state funds should be used for purchasing their own
obligations.

Page 4
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Table 3

ESTIMATES OF STATE AND LOCAL GOVERNMENT SECURITY HOLDINGS

1970 1915
% %
Total 146.9 100.0 209.3 100.0
State and Local Governments kI § 2.1 2.3 1.1
Other 143.8 97.9 207.0 98.9
Households 44.7 30.4 59.9 28.6
Corporate Business 6.6 4.5 11.5 5.5
Conmmercial Banks 70.7 48.1 106.4 50.8
Mutual Savings Banks .1 .1 3 .1
Life Insurance 2.8 1.9 2.0 1.0
Other Insurance 18.0 12.2 25.4 12.1
Other Financial Institutions .8 .5 1.4 o7
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(2) The UTF represents a large and growing source of investible
funds. At the end of calendar 1968, its portfolio was over $12 bil- .
lion and, if invested in state and local securities, it would have .
just equalled the combined holdings of state and local pension funds,
buginess corporations, life insurance companies, and mutuval. savings
banks. Purthermore, this portfolio has doubled from fiscal 1961-68
and may be expectad to continue to grow.

{(3) The rate of return on state and local obligations is not
greatly different from that currently earned in the UTF portfolio.
At the end of 1968, 78% of the UTF portfolio was invested in special
issues at the average interest rate of 4.397%. These special issues
are non-negotiable cbligations of the U.S. Trcasury which are
required to yield a return to thc fund equal to the current avcrage
rate of interest on all interest-bearing securities of the United
States (rounded to the nearest .125%).

Table 4 shows, for six-month 1ntcrva1. over the period 1960-68.
the rate of return on the U.S. interest-bearing debt and the state
and local rate as given by the Bond Buyer 20-bond index. The average
divergence in rates over the period was only 6 basis points, and the
maximum was 52 basis points in December 1964. 1In the last few years,
the state and local rate has exceeded the rate on the debt and, in
fact, as interest rates in general rise over time, the average rate
on the debt tends to lag behind other market rates. Thus, investing
in state and local securities rather than special issues will not
significantly affect the return on the UTF portfolio.

. We should not ignore the issues that are likely to arise in
connection with a proposal to allow the UTP to invest its portfolio
in state and local securities:

(1) The legal provisions governing the UTF's investments must
be changed to make municipal securities eligible. Although the
eligibility question has been a subject of some controversy (see
Temporary Income in Debt Ceiling, Hearings, U.S. Congress, House of
Representatives, Committec on Ways and Means, 90th Cong., lst Sess.,
January 1967, pp. 31ff.), eligible investments are currently defined
as direct obligations of the United States or securities which are
guaranteed by the United States as to principal and interest. We
would recommend a broadening of these provisions to include state and -
local obligations explicitly.

(2) Given the volume of municipal securities issued each year =-
$10~-$11 billion in recent years -~ the UTF would face a decision as
to which particular municipal securities to purchase. There are
two ways out of this situation. FPirst, if the proposal of this
memorandum were adopted iz connection with the pending URBANK pro-
posal, the UTP could purchase URBANK obligations and pass the selection
problem on to the bank. Secondly, and this would also satisfy the
logic of the present eligibility rcquirements, the UTF could purchase
PHA and URA securitics which arc now guaranteed by the federal
government. The gross issues of these securities in 1968 were $5.4
billion. Also with the new federal guaranteed programs in the areas
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of collegye housing and water pollution, this typc of sccurity is
likcly to show substantial growth. Purthermore, if liquidity is
still a consideration in the investment decisions of the UTF, there
is available for purchase an outstanding stock of 6-month to one-year
PHA and URA notes of $3.9 billion. It should be noted, however, that
the guaranteed obligations are likely to carry yields somewhat below
the Bond Buyer series of Table 4, perhaps by 25 basis points or more.

(3) This proposal is likely to have some impact on the present
interest rate structure. Assuming in the first instance that the
total volume of securities held by the public is unchanged, this
proposal will result in more Treasury securities and fewer municipals
in individual and institutional portfolios. This change in relative
supplies would cause Government rates to rise somewhat and municipal
rates to fall. The major impact on the Treasury, however, will
result from the fact that the greater quantity of Governments held
by the public (rather than the UTF) will be at market rates and not
at the substantially lower special issue rates. Purthermore, if we
drop our original assumption of no change in the volume of securities
held by the public in favor of the more likely and desirable occur-
rance of some significant increase in municipal issues under this
proposal, then the general level of interest rates will be foxced up
somewhat for all borrowers.
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Table 4

RATES OF RETURN ON THE INTEREST-BEARING DEBT AND

Rexiod

June 1960
Decenber 1960
June 1961
Decesber 1961
June 1962
December 1962
‘June 1963
December 1963
June 1964
December 1964
June 1965
December 1965
. June 1966
December 1966
June 1967
December 1967
June 1968
December 1968

STATE AND LOCAL SECURITIES

Intorest

Rate on Debt

3.30
3.14
3.07
3.14
3.24
3.30
3.36
3.49
3.56
3.59
3.68
3.76
3.99
4.22
4.04
4.29
4.50
4.63

Page 8

State and

3.52
3.39
3.54
3.3
3.24
3.08
3.22
3.26
3.20
3.07
3.30
3.53
3.90
3.76
4.07
4.38
4.48
4.85
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THE URBAN INSTITUTE
2100 M STREET, N.W.
WASHINGTON, D. C. 20037

SUBSIDY PROPOSAL TO INDUCE STATE AND LOCAL RETIREMENT
FUKNDS TO INVEST IN STATE AMD LOCAL SBCURITIES

In our other memorandum on the Unemployment Trust Pund, we
demonstrated the need for broadening the market for state and
local securities in order to finance the large and growing de-
mands for public facilities. Under present arrangements, the
character of this market is determined by the tax-exempt status
of municipal securities. Participants in the market are con-
fined to those individuals and institutions for which the tax

’ privilege represents an economic gain relative to
taxable securities. Thus, high-income individuals, fire and
casualty insurance companies, and especially commercial banks
constitute the principal lenders, and by year-end 1968, they
together held 90 percent of the total stock of municipal se~
curities outs o This situation affects the municipal
market adversely in two respects. Pirst, the market is un~
necessarily narrow, and secondly, municipal borrowers, as re-
sidual claimants on commercial bank resources, and extremely
vulnerable to changes in both monetary policy and business
demands for funds.

It is against this backdrop that a series of proposals
have been put forth vwhich are designed to open up new sources
of capital funds to state and local governments -- proposals
such as the Patman-Proxmire subsidy plan, URBANK, and the like.
Our approach to the problems of municipal financing is of a
somewhat less general nature and is based on the premise that,
as a minimum, state and local own funds should become available
to the state and local security market. This consideration
led to our earlier recommendatiori that the states reserves in the
umemployment trust fund be authorized to purchase municipal
securities, In this present memorandum, the state and local
retirement funds (SLRF's) will be examined,

In both cases, the issue of the determinants of the port-
folio investment decision is paramount. Inasmuch as the re-
turns on municipal securities are below those on taxable se-
curities, institutions which are not subject to taxation them-
selves derive no benefit from the tax exemption feature of
municipals. In the case of the unemployment trust fund, the
rate of return on U. S. Treasury special issues, which compose
the bulk of the portfolio, is sufficiently low that little
or no net loss to the trust fund would result from investment
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in state and local securities. In the case of the SLRF's this is
not the case. Some form of subsidy is, therefore, required to in-
duce these retirement funds to acquire securities of state or local
governments.

The dimensions of this potential source of demand for municipal
issues are shown in Table L. 1In June, 1968, the latest date for
vhich these data are available, total asset holdings of SLRP's
were $44.5 billion. Of this total, $38.0 billion (85 percent) was
composed of U. 8. Government securities, corporate bonds, and
mortgages. Although corporate stock holdings are growing both
ablsolutely and relatively, fixed interest market securities are
clearly the major assets of these funds.

The rate of growth of the SLRF's has been substantial. Their
portfolios have doubled since 1961 and have increased almost seven-
fold since 1952. 1In recent years, the increment to their asset
holdings have amounted to about $4.5 billion per year and have
been increasing. Thus, the SLRP's seem ideally suited as a pot-
ential source of investment in public facility financing. .

Moreover, these funds historically have held state and local
securities, and through the late 1950's municipals consisted of over
25 percent of their total assat holdings. Since then, a combination
of more flexible investment regulations and the desire of SLRPF
managers for higher yields has led to the declining position of
municipals in SLRP portfolios. By Juno 1968, only 5.3 perceat of
total asset holdings consisted of state and local securities.

Table 2 demonstrates the extent to which an increase in
earnings has paralleled the decline in state and local security
holdings of the SLRFP's. Since 1959 when the proportion of municipal
security holdings fell below 25 percent of the total portfolio,
the increment in portfolio earnings as a perceatage of the in-
crement in portfolio size has almost always been above 4.5 percent.

There is an obvious lack of economic incentive for the SLRF's
to invest in municipal issues. The remainder of this memorandum
is devoted to the persentaf:ion of a oubnidy device which would
provide this incentive.

A snbszdy mechanism idnally should possess the follo\dng
characteristics:

1) It should provide a1 clear incentive for SLRF's to invest in
municipal securities as opposed to their present asset holdings.

2) It should be zample to administer and free from federal
regulation and control.

3) It should be relatively inexpensive in terms of cost to
the U. 8. Treasury.

The subsidy plan which we are proposing satisfies these criteria.
Page 2
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Teble 1

STATE AND LOCAL PERSION FUND ASSET
HOLDINGS, YEAR END

(Billions of Dollars)

s/
1 1960 1 by 1 1
T}m;__‘_m_i —g 5 rﬁ}_‘ 1.26_'_‘__';252_‘_ ' ' ‘
Total asset ;
holdings F.9 100.0/13.7 100.0/19.7 100.0,27.2 100.0{30.2 100.0{33.5 100.0{37.2 100.0:41.9 m.o‘u.s 100.0
+————
U.S. govern-! l
ment secur- .
ities 3.4 M.4| 5.2 37,70 5.9 2.0 6.9 25.2| 7.8 2h6| 7.8 23.3 8.0 2.5 8.2 19.5;8.6 19.2 :
$
1
State-local t
securities b..9 2r.8 3.5 25.9 bb 2N 3.3 221/ 29 96|26 T.8 25 67 28 S.Ti2b 5.3
bonds 9 13.3 3.8 27.9 6.7 3h1}12.3 A5.2[2k.2 47.0[26.3 88.7]18.9  50.8/22.3 53.2[2k.3 Sh.5 !
te - :
#tock .1 B .2 1.8 & 2.2 10 3613 L2126 LY 21 57 2F 6.6 31 7.1 ;
Mortgages A 21 5 39 Lk 1.1 2.6 9.6 3.1 1.2} 3.7 n.J L5 12.20 5.0 1.9 5.2 u.s}
-1
L]
Other .5 T.3} .» 30 .8 3.4' 1.2 A3 2.3 AS|1.b h.)i 1.2 31 1.2 30| 1.0 2.2 °
8/ As of June, 1968
Source: Yederal Reserve Board age 3
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Tedle 2

INCREMENT IN PORTPOLIO FARNTNGS AZ A PERCENTAGE
OF THE TNCREMENT IN PORTPOLIO S1Z8

o/
Yeer Porcent
1954 2.68
1955 3.19
1956 2.8
1957 - 3.27
1958 3.9
19%9 h,Sh
1960 b6
1961 k96
1962 .55
1963 h.67
1964 b2k
1965 k.76
1956 h.bs
1967 bt
1963 5.16

s/ hul”-g‘fg-ealwurmn;
From 1 b - fiscal years

Source: Bureau of the Census
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It is similar to suggestions that have been put forth for sub-
sidizing the entire municip»nl market although we are 2pplyirg it
rere only to SLRF's (and also to the unemployment trust fund as
will be considered later). Our proposal is that a subsidy be
given to holdings of municipal securities by SLRF's on all such
securities -~ general obligation bonds, revenue bonds, and short-
term notes -~ issued after a predetermined date. The subsidy
would be a fixed percentage of the coupon rate on the municipal
securities issued after that date and would be paid by the U. 8.
Treasury upon receipt from the state and local retirement funds
of a copy of the coupon. As a precaution against misuse of this
subsidy, the individual state and local governments would certify
to the Trcasury that their respective retirement funds arc bona
fide institutions established for the purposc of providing re-
tirement benefits to their cmployccs. The Treasury would maintain
a list of such certified funds. Under this plan, administrative
work would bc kept to a minimum. The subsidy would be paid suto-
matically and would requirc no federal supervision.

To make the plan operational, decisiions sust hue made concerning
(1) the issuuance date after which municipal tecuriticos acquired by
the SLRP's would be cligible for the subsidy and (Z) the amount
of the subsidy as a percentage of the state: and locel intorust rate,

To aid in this latter detcrmination, Table 3 has becn propared.
This table prescnts guartcrly data on the municipal rate, the V. 8.
long term rate, and the corporate rate from 1960 to mid 1569 along
with the ratios of the two other rates to the municipal rate., The
table indicates that for much of the peuriod, a subsidy equal to 25
percent of the municipal rate would be a sufficient incentive to
retirement funds to acquire municipal as opposed to long term
government securities, and a subsidy of 50 percent of the municipal
rate would induce rctirment funds to prefer municipals to corporate
issucs as well., Thercfore, in this memorandum, we shall examine
the conscquences of four alternative subsidy percentages between
these ranges -- 25 percent, 33 1/3 percent, 40 percent, and 50
percent of the state and local rate. The higher the subsidy, of
coursc, the grcater the incentive to acquire municipal securities.

The cost to the Treasury will also vary with the subsidy
percentage. This subsidy cost is a product of thce percentage
subsidy, the municipal intecre.t rate, and the dollur volumc of
municipal sccuritices acquired by the SLRF's, If § = tho subsidy
cost, s = the percentage of the municipal rate subsidized, rg = the
municipal rate, and D = the dollar volume of sccuritics held,

S =8 ry D.

The net cost to the Treasury is less than this subsidy outlay,
however, since taxable securities that would otherwise be acquired
by the SLRP's will, for the mozt part, now find a taxable investor
and will, therefore, gencrate tax receipts for the Treasury. These
receipts will be a product of the marginal income tax rate of the
new holders of these securities, the interest rate on these
gecurities, and the dollar volume involved, If R = tax recipts, t =
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Twdle 3
QUARTERLY INTEREST RATES

(&) (s)
unn?z U sm ca.ﬁl. u.l.’i’":.?i‘#u Munict '; ::.:,
{4 o Do (] eipe.
mu{d Torm ;"’g lhtos. (2)/(2) _Gyay
m 1 3.65 .ca &08' : ’ulm 1.3”
n 3.A A11 s.78 1.%223 x.gg
m 3 3.8 A6 1. 1.
v 3.0 N 5,68 1.1%6 1.3688
196 12 3.? .83 559 1.1298 1.35%0
n 3.07 3. A.59 1.0950 1.308
1 3.5 97 h.72 1.{& 137
v - 3.43 .01 A 1. 1.7TR
1& I 3‘& ~o“ ~c@ lnm lnhm
m .21 3.98 §.63 1.% 1.
Iv 3.06 3.88 b.:g 1, 1.h860
1963 I 3.10 3.9 A, 12613 1.M52
n 3.15 3.98 b0T 1.2635 1.5190
m 3.16 .01 h.50 1.2690 1.0
v 3.27 11 k.Sh 1.2560 1.
1968 1 3.22 N16 k.56 1.2019 1.m6
bo 3.23 »16 859 1.2819 1.k211
m 3.20 1 %1 h.ST 1.29%8 1.0
1965 1 3.12 | %1 A.56 1.301 1.0615
n 3.19 1 %1 h.58 1.2978 1.5357 .
I 3 h.20 h.66 .2r2r 1.h21
v 3. h35 kT? 1.25% 1.37%
1966 1 3.6% b.56 b 98 1.2527 1.8
I .n 4,58 5.21 1.29%3 1.';:2
I .06 b.78 5.52 11713 1.
Iv 3.88 570 5.67 1.2113 1.4613
1961 I 3.55 bbb 5.h3 1.2507 1.5296
I 3.5 hn 5. 1.223% 1. M9h
I 4,05 k.93 5. R 1.2173 1.4617
I 4,34 5.33 6.3 1.228 1.M06
1968 1 k.33 5.2k 6.h2 1.2102 1.4827 .
I R 5.3 6.59 1.1910 1.4809
m g 5.07 6.43 1.1 1.488h
I' (] ’o‘ 6.“ 101 ’uw
199 1 5.0T 5,88 6.98 1.1598 1. 3767
S.h3 5.9 7.18 1.0902 1.3%223
Averages 1960-1969 11 ‘ 1.212% .03
Lpond Buyer 20-Bond Index
2reden1 Reserve Bulletin, verious issues %ocy’c Investors Services; includes ell

clssses of bond retings
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the marginal income tax rate of the new holders, rp = the interest
rate on these securities, and D = the dollar volume,

R=t zx9 D.

The nct cost (NC) to the freasury is S - R = 5 ry D - t rg D.

NC = D(s rm ~ t Xg) = O /5 - t (ro/rml/.
Thus, the net cost varies dircctly with the dollar volume, D, and the
subsidy percentage, s, and inversely with the marginal tax rate of the
new holdors, t, and the ratio of the rates on the securities sold by
the SLRF's to the municipal rate, (rg/rm). :

For the Treasury to brecak even under this plan, 8§ = R, or
3 ryD=trgD, o t = 8/lry/ra).
Thus, the higher the subsidy pcrcontage and lower the ratio of the
alternative interest rate: to the municipal rate, the higher the
marginal tax rate requircd for the subsidy to yicld no net loss to
the Treasury.

This information is summarized in Table 4. The left hand column
liasts the four alternative subsidies as a percentage of the municipal
rate. The top row presents five ro/rp ratios which may be compared
with those calculated in Table 3 for the U. §. long term rate and
the corporate rate. Moving along a row for a given subsidy per-
centage, we see that the higher the ro/rm ratio, the lower the
break-even tax rate. Similarly, for a given interest rate ratio,
the higher the subsidy percentage, the higher the break-even tax
rate.

The entries in the table marked with an asterisk are thos»
combinations of subsidy and interest rate which would put ths
portfolio manager on the margin of indifference between acquiring
the subsidized municipal securities and buying alternative assets
such a. corporate or Treasury bonds. Thus, if the subsidy is 40
percant of the municipal rate, retirecment fund managers would be
indifferent between buying municipals and anothor asset yielding
1.4 times as much as the current municipal rate. For this reason,
all space to the right of the cntries marked with an asterisk are
left blank since they repreoscnt combinations that would be un-
attractive to the retirment funds. A subsidy of 40 percent of
the municipal rate, for example, will not induce the retirement
fund investors to buy state and locsl securities if rates on
alternative forms of investment are 50 percent above the municipal
rate,

As Table 3 indicates, from 1960 mid-1969 Treasury long term
rates, on average, were approximately 20 percent above the
municipal rate, and corporate rates were about 40 percent above
the municipal rate. If a subsidy of 40 percent were put into
effect, then a marginal tax rate of 33 1/3 percent would be required
from the new holders of Treasury long term securities and 28,6
percent from the new holders of corporates for the Treasury to
break even. Since the insurance companies, that are the largest
holders of corporate bonds, and the commercial banks and other
financial institutions, that arc the main holder: of U. S.
securitics, pay tax rates above thesc levels, a 40 percent subsidy
would not involve much if any net cost to the Treasury.
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Tnble 4

BRFAK-EVEN MARGINAL, TAX RATES, t (in percent)

Alternative interest
rate/mnicipal
rate (r /r )

Subsidy as %
of municipal rate

(rw) L |1 | 1m Lk 1.5
25% 22.73 | 20.00% -- - -
33-1/3% 30.30 | 26.67 25.00% - -
ok 36.% | .00 30.00 28,57* .-
50% 45.45 | 40.00 37.50 35.71 33.33%

#  3Subsidy puts investor on margin of indifference between acquiring
subsidized municipal securities and acquiring alternative asset.
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Therefore, we would make the following recommendation as a
minimum position:

1) A subsidy of 40 percent of the municipal coupon rate should
be paid to state and local retirement funds on their holdings of
such state and local securities issued after a specified date,
e.g., January 1, 1970,

2) This subsidy would be paid automatically by the U. S.
‘I'reasury to public retirement funds established and managed by
public officials upon receipt from them of a copy of their coupons.

In this way, SLRP rescrves could be made available to state and
local governments for the financing of needed public facilities.
As in the case of the unemployment trust fund proposal, benefits
will accrue to the state and local governments in three important
respects: .

1) To the extent that credit availability limits municipal
borrowing, opening up an additional source of funds can ease this
constraint somewhat.

2) As a stable and growing source of funds, SLRF's can partial-
ly insulate state and local governments from the effects of changes:
in the available resources of commercial banks.

3) Municipal rates may be expected to decline to some degree.
This would occur because a smaller volume of municipal securities
would have to be held by individual investors to absorb the total
supply, and the municipal rate would no longer have to induce in-
dividuals in lower tax brackets to enter the market.

Several additional points should be made concerning the above
analysis. First, the calculations of Table 3 on the ratios of
municipal intercst rates to the rates on alternative assets are only
suggestive and do not reflect the relative returns on a specific
municipal security as compared to a specific corporate or Treasury
issue, The subsidy wc have proposed would apply to all categories
of state and local securities--short-tcrm notes and revenun honds
as well as gcneral obligations--and SLRF asset holdings also in-
clude a variety of Treasury and corporatc obligations. Hence, after
the subsidy had been put into effect, SLRF managers would still have
to make portfolio decisions among competing assets to achieve their
investment objectives.

Secondly, in addition to the gross subsidy cost (which as ment-
ioned may be completely offset by additional tax receipts) the
Treasury may incur somewhat higher interest cost to the extent that
the subsidy succeeds in causing SLRF's to acquire municipal rather
than federal government securities. A higher interest rate on
governments would then be required to. induce other investors to
hold more of these issues.

on the other hand, this proposal could go some way towards
achioving another Treasury objective, that of distributing more
cquitably the income tax burden. By reducing the volume of tax-
oxempt ::ecurities in the hands of the taxable public, this proposal
would narrow this avenue of tax avoidance.
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In terms of the administration of this subsidy plan, it may
be Gesirable to restrict the subsidy to SLRF holdings of
securities issued by governments other than their own. Enforcing
on urm's length transaction in tnis manner would avoid conflicts
which may arise between the state or local government and its
employee retirement system and would allow portfolio managers to
make investment decisions solely on the basis of liquidity, vield,
and other objectives.

One final matter remains for consideration. In the earlier
memorandum on the unemployment trust fund (UTF) the point was made
that the return on the trust fund portfolio was sufficiently low
that trust fund investment in the tax-exempt state and local
securities would not impair its earning position. It is, none-
theless, still true that investment of UTF reserves in municipal
securities would not carry out the trust type obligation of the
Treasury to the states whose funds arxce held in the UTF. Higher
yielding market instruments consistent with the liquidity re-
quirements of the UTF would appear more appropriate. Thus, in
terms of the responsibility of the Treasury to the state, we would
recommend consideration of a subsidy on state and local securities
acquired, and that the plan outlined above be applied to UTF inv-
estments in municipal obligations.

The resluts of such a program would be the following:

1) The Treasury would not be able to borrow from the UTF at
below market rates and would borrow more from the general public
instead.

2) A smaller volumc of state and local securities would be
available to the public.

3) The UTF would hold the state and local (subsidized) securities
rather then the special Treasury issues.

The subsidy would involve some nct cost to the Treasury. The
increased tax receipts resulting from the public holdings of
governments rather than tax-exempt municipals will not cover
both the higher rates that the Treasury must pay for its own
borrowing and subsidy on UTF holdings of municipals. But thais
situation results only from the fact that the states through the
UTF have historically been subsidizing the Treasury. There
appears little justification for continuing this practice.
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SUMMARY OF PRINCIPAL POINTS of Statement of Mayor Ilus W, Davis,
Kansas City, Missouri, to the Finance Committee, U.S. Senate, Washington,

D.C., Scptember 23, 1969

i.

2

3.

4.

5.

7.

I appear in opposition to the levying of a tax on income of mﬁnicipal
bonds on behalf of the City Council and the Board of Directors of Missouri

Municipal League.

In hour of greatest financial need, this legislation could destroy ability of
local government to finance capital programs.

This proposed legislation has now almost destroyed the municipal bond
market. If municipal bond interest becomes taxable, there must be a
complete reappraisal of these bonds as an instrument of financing.

The cost of debt financing for city government would exceed the cost of
debt financing of private corporations, municipal interest costs would in-
crease roughly 2 to 2-1/2% resulting in 6 - 8% increase in real estate taxes
and about [0% increase in water and sewer rates.

Instead of putting taxation on the rich (an appealing but unrealistic political
basis), it would substantially increase taxes and water and sewer rates
of the poor and the rich.,

The proposed federal subsidy of a portion of interest costs provides oppor-
tunity for Federal Government to exercise control over amount, purpose,
and type of debt issued by local government.

The subsidy would provide division of responsibility for payment of interest

" on these bonds creating much additional expense in administration,

8. The Federal Government has in recent months pursued policy of decentrali-

9.

10.

11.

zation, This legislation flies in the face of such a policy.

This legislation levies taxes on income of local government bonds at sub-
stantial cost to those governments but is silent about letting local government
levy real estate taxes on facilities of Federal Goverament to meet local finan-
cial burdens.

This proposed legislation would be immediately challenged in the Courts
constitutionally and on basis of case law now existing. This would take
time, thus further contributing to the state of limbo in the municipal bond
market.

At peak of urban crisis, the Federal Government proposes to step in and
completely disrupt capacity for local government to undertake capital financing.
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STATEMENT OF MAYOR ILUS W. DAVIS, KANSAS CITY, MO.
TO THE FINANCE COMMITTEE, U.S. SENATE
WASHINGTON, D.C. SEPTEMBER 23, 1960

Gentiemen:

| appear here today as Mayor of Kensas City, Missouri and es President of the Missouri
Municipal League. | have been authorized to appeer here on behalf of the City of Kansas City by
the City Council, and on behalf of ths Missouri Municipal League by the Board of Directors of that
orgsnization. | am here to register a strong protest to any effort by the Congress of the United
States to levy a tax on the income of municipal bonds.

At a time when local government is confronted with its hour of greatest financisl need to
provide not only essential public services but capital needs for various essential areas of local
government responsibility, we are confronted with this proposed legisiation, which in our opinion
could destroy our ability to proceed with and plsn any bond financed capital programs. The people
of our areas are looking to local government for the development of streets, sewers snd airports, the
tinancing of urban renewal, development of pollution control facilities, as well as the construction
of schools, hospitals, parks, water works and other basic faciiities for expanding urban areas.

There is no doubt, as has been indicated by the bond market for the past several weeks, that
due to the uireat of taxation of municipal bonds, coupled with high interest rates, and the
uncertainty which surrounds the purchase of those securities, the capital market for municipal
facilities has almost been destroyed. if the interest from municipal bonds becomes taxable, there
must be a complete reappraisat of the municipal bond as an instrument of financing by the market.
There is little question that municipal bonds would then be competing directly with the vast
requirements of private enterprise in its financing of corporate expansion. in view of the small size
of most municipalities of this country, there is little question that the cost of debt financing for city
government would exceed the cost of debt financing of private corporations. This is especially true
when we are in the period of history where the cities are confronted with monumental socisl,
economic and political problems. The best estimats we can get in this area is that municipal bonds
of good quality would require roughly 2% more interest rate than is being paid now, which if
extended over a period of time to include all debts of Kansas City, would bring sbout a real estate
tax incresse of six to eight percent to finance the additional interest cost. In the field of revenue
bond financing, which is the basic means of financing water works and pollution control facilities,
there would be little doubt the net interest increase would amount to about 2-%%. Over & period of
time, if this increase were extended to the present debt of Kansas City for water and sewer facilities,
the water and sewer rates of this City would need to be increased by 10% to accommodate
additional interest costs, It is quite apparent that instead of putting the burden of taxation onto the
rich {which is the appealing but unsealistic political basis for this change) the ultimate resuit would
be that real estate taxes and water rates and sewer rates of the poor and rich alike would undergo a
substantial increase.

We are aware that a proposal has been made to temper this result by giving a subsidy by the
federal government for the additional interest costs which would result from the taxation of
municipal bond interest. This proposal does not appear to be sound. We feel that if the federal
government starts paying some substantial share of the interest on municipal debt that the next step
would be for the federal government to exercise control over the issuance of that debt. History tells
us that the man who pays the fiddler calls the tune, and certainly it should not be unexpected for
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the federal government to step in and attampt to exercise some control over the amount, the
purpose, and the type of debt instrument that might be issued by local government if the federal
government were peying part of the interest cost. In addition, there is a question as to what the
financial merket might think of a debt instrument which had an interest coupon that was payasble
by two governments. A division of responsibility for the payment of interest on a debt instrument
could create much additional expense in the administration in the issuance of the debt instrument
and could create market confusion concerning the value of that interest.

At 2 time when the federal government has announced publicly that it is going to pursue a
policy of decentralization, ss has been evidenced by its action in establishing regional centers in
various areas; and at a time when the federal government has announced that it is going to rely more
and more on our federal policies of separating responsibility for various aress of governmental
action, it would appeer that this proposal to bring all of the interest of local debt instruments into
the purview of the federal government fiies in the face of these policies. This country has enjoyed 8
long tradition of a division of labor and responsibility, as between the national government and
local government. This tradition has led to well-defined arees of responsibility in the construction of
capital facilities and has promoted well the financial markets in the sale of debt instruments. This
proposed legisiation would immediately place the federal government in a stance to exercise control
over the issuance of any local debt instrument in the United States and would reduce the capacity
of local government to meet its obligations in the construction of capital facilities.

it is with considerable irony that | note that while the federal government is resdy to step in
and levy taxes on the income of the debt instruments of local government and thereby increase
substantially the cost of local government, that the national government hes ssid nothing about
letting local government levy real estate taxes on facllities of the federal government so that
additional money could be raised to meet the additional financiel burdens. If we are to abandon the
principsl of separation of responsibility in the field of taxation, | say that it should be done on both
sides and that local government should be permitted to levy the ordinary res! estate taxes on the
market value of the federal government property that enjoys all of the services now provided by
locsl government without making any contribution therefore. indeed the Congress might well
consider the net financial results of such a breskdown in the laws and treditions that now exist
before it proceeds further with this proposal.

No one has questioned the fact that if such legislation, as is proposed, were to be sdopted, it
would be immedistely chalienged in the Courts on the basis of the Constitution and the case law
that now exists on the books. Certainly, such litigation would take time to be considered and
resolved, and in the meantime, there is no question but that the municipal bond market wouid be in
a state of limbo due to the uncertainty of both the legal and the financial aspects of the taxation of
municipal bond interest. This litigation would continue for many months st a period when there has
never been a grester need for municipal and school facilities than there is today. it is incredible that
local government work which is suffering from lack of understanding and operational support at the
State level, should now find itssif battered by the national government in the field of its capital
financing, to the point where such financing is now aimost impossible. Here at the pesk of the
urban crisis, when the major population centers of this country sre seething with unrest, part of
which can be attributed to a lack of facilities to meet the needs of the times, the Congress has
stepped in with a proposs! which has completely disrupted the capacity of local government to
undertake capital finsncing. This lack of undsrstanding by the national government on the practical
functioning of local government at o time of crisis reflects no credit on this proposal. The
continuation of discussions and hearings on this proposal will effect a moratorium on the
construction of badly needed capital facilities by local government across this country. An
immediste decision should be made to sbandon the efforts to levy federal income taxes on the
interest of local government debt instruments so that local government from coast-to-coast can
continue 10 meet and carry out its obligations.
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SENATE FINANCE COMMITTEE

Statement of
Austin J. Tobin, Executive Director,
The Port of New York Authority

September 23, 1969

SUMMARY OF PRINCIPAL POINTS

The Port of New York Authority could not have developed
its complex of terminal and transportation facilities
in the Port of New York, in which it has invested §2

billion, if its bonds had been subject to federal taxa-
tion, And the Authority's contribution to current and
future transportation requirements would, because of

punitive borrowing costs, be substantially curtailed if

the House or Treasury proposals were enacted.

These proposals squarely present a fundamental constitu-
tional issue, for their effectuation would permit ultimate
federal control of the powers reserved to the States under
the Constitution.

Capital expenditures throughout the nation for essential
transportation services and facilities, which are devel-
oped and financed primarily by state and local government,
would be sharply cut back as a result of thess new tax

proposals.
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v.

viI.

VIII.

Based on future annual issuvances for transportation purposes
equal to the $2.8 billion borrowed by state and local govern-
ment in 1968, these proposals would generate additional costs
which would total $3.8 billion after ten years.

The States of New York and New Jerssy have committed them-
selves by referendum to issue $3.1 billion in bonds for trans-
portation. Their additional interest costs would total $420
million. These costs must be passed on principally in the

form of regressive property, sales and other taxes.

Bven with increased federal assistance, state and local gov-
ernment must spend some $10 billion for airport capital
ruquiremerts over the next 10 years. These new tax proposals
would generate additional interest costs of more than $1.3
billion.

The construction of the vitally-needed $600 million fourth
jet airport for the New York/New Jersey metropolitan area
on a self-supporting basis would be critically jeopardized
if additional financing costs were to be added to the
obstacles already delaying it.

State and local government also must contribute $10 billion
in capital funds for mass transit in the next decads. An
additional $1.3 billion in borrowing costs would be‘incurred
should any of the new proposals be effectuated.
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IX. Even the threat of impaired tax exemption has thrown
the bond market into chacs. Many state and local
governments have not bean able to borrow at sll, or
have done so at punitive interest rates.

X. The enactment of any form of these proposals would
snsure the continued disarray of the market for years
to coms, until their constitutionality was reviewed
and conclusively determined by the U.S. Supreme Court.

XI. There is no reform in tax proposals that would impose
staggering burdans on state and local government solely
to capture a meager $45 or §$80 billion annually from
wealthy taxpaysrs. PFive years after the enactment of
these proposals, state and local governments would be
taxing in amounts of $540 million annually to pay

increased borrowing costs.

XII. Inasmuch as thase taxes are deductible from federal
income tax returns, the Treasury will probably suffer

a net loss if any of the new proposals are effectuated.
X1II. Municipal bond holders have in fact paid substantial

taxes to state and local government by accepting interest
rates 30 to 35 less than those available on comparable
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corporate obligations. Based on the 1968 issuances of
$16 billion alone, this represents "tax" income to
state and local government averaging more than $200

million annually.

The provision in the House bill for a federal payment

to recompense state and local bond issuers for additional
interest costs is unacceptable both to the Treasury and
to our states and cities. The Treasury is given too wide
a discretion to fix the size of the payment, and the
statutes authorizing this payment would be subject to

amendment or repeal at any time.

Banks, corporations and other institutional investors in
municipals, although exempted from the operation of the
prasent tax proposals, are on notice that they may be
taxed in the future on their current holdings. The
dismal state of the bond market now is attributable
largely to the substantially higher returns demanded by

those investors.

The Committee on Finance should therefore reject those
provisions of H.R. 13270 and of the Treasury plan, and
any other proposal which would tax, directly or indirectly,

the interest on municipal bonds.
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SENATE FINANCE COMMITIER
Statement of
Austin J. Tobin, Executive Director
Toe Port of New York Authority
u.n.mx'mo

September 23, 1969

I am Austin Tobin, Executive Muef:or of The Port of New York
Authority. I appreciate the courtesy of this Committes in affording me
the opportunity today to submit my views on the proposals to tax municipal
bond interest recommended in H.R. 13270 and again in the Treasury Depart~
ment plan which was outlined to this Committes at the commencement of
your hearings.

The Port of New York Authority is the bi-state instrumsntality of
the States of New York and New Jersey, created in 1921 to develop public
terminal and transportation facilities in the Port of New York and to
promote the commerce of the Port. It has no power to levy taxes or tc
pledge the credit of aither State to finance its capital programs. Yet,
over the past half century, it has besn able to finsnce, construct and
devalop, at a cost of $2 billion, a comprebensive nstwork of public
airports, piers snd docks, public bus and truck terminals, a commuter
railroad and vehicular bridge and tunnel facilities, almost exclusively
on the basis of its own credit, with Federal and state grants representing
less than 3% of its total investment. Its outstsnding bonded indebtednsss
at the end of 1968 was $1,180,000,000.
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This complex of New York and New Jarssy's public trsasportation
facilities includes, among others, Kennedy, LaGuardia and Newark Airports,
the modern docks and contsinership terminale at Ports Newark and Elisabath
and along the Brooklyn waterfront, the George Washington Bridge and the
Holland and Lincoln Tunnels, the Manhattsn Bus Terminasl, and a trans-
HBudson coamuter railrosd linking the Cities of Mew York and Newark.

It would have been quite impossible for us to have financed this
complex of public terminal and tramsportation facilities if our bonds
had been subject to federal taxstion. BEven with this advantage, we
were practically bankrupt in the early 1930'a. Practically every one
of our facilities, in their very nature, go through s developmental
period of annual losses for from five to ten years after they are
opened. During this time they are rather merginal credit risks. This
is the reason that under the laws of our two States, we are sllowed to
pool our revenuss from all Port Authority projects and pledgs these
pooled revenues in support of our bonds. But we could never have
financed these terminal and transportation facilities at interest
rates vhich vere economically practicable if our bonds had been taxable,
vhich would have imposed a 40 per cent increase io our interest costs.

In other words, many of the public works which are so important
to the basic economy of our region would not exist today if their
financing had required the payment of interast rates which had to
compete with those offered in the private sector. HNot only would
the residents of New York and Northern Nevw Jersey be unsble to con-
struct the piers and docks, the airporcs, the terminals and other

transportation services we have been able to provide ovar the past
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fifty years on a self-supporting basis (i.e., through revenue bond
financing), but the prospects for financing the current and future
transportation nesds of the people of the Port of New York District
would ba gloomy indeed.

But the issue precipitated by thisse sttempts to tax state and
sunicipal bonds is not one of economics alons. The constitutionsl
1ssue squarely riised by these proposals is of even grester conse-
quence and importance, for these proposals are an attack on the basic
structure of our govermment. VWhen s similar propossl was advanced many
year ago, Senator William E. Borah said that it would "wrench the
Constitution from its haraonious proportions.” Without any question,
if the central govermment has the power to teax the financial operations
of the states, it has ths powsr to control every exercise of the
governmental powers that wers expressly reserved to the states under
the Constitution. That would mean that the future form of our federal
systea of government will have besn redically changed.

You have already heard extensive testimony from representatives
of state and local government describing the destructive consequences
of thess proposals to the fiscal coadition of our states, counties
and cities. 1 understand that the Governors of some forty of our
great states asked your Committes to be heard im opposition to the
House bill and the Treasury's propossls, as did also some 200 elected
and appointed state and local officials. While I fully share their
shock and their forebodings of the incredible fiecal consequences of
these proposals, I will try to avoid reiterating the points they
have made. Rather, in my capacity as the Exscutive Director of a
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bi-state transportation agency, I would like to address myself to the
consequences of the House bill and the Tressury recommendations to our
national and regional transportation programs.

Under our federal system of government, our transportation services
and facilicies are in the main developed by our State, county and
municipal governments. They are financed -- for the most part -- through
those State, county and municipal governments. They are designed and
financed and built to meet local and regional, as well as inter-regional
transportation requirements. Yet the sum total of these locally and
regionally developed facilities is a vast national transportation net-
work that is not only vital to sach region of our country, but also to
the nation's whole economy, its defenss, and its standing don; nations.

The Port of New York typifies the dual stake which the people of
the United States have in their transportation system. The primary
purpose of the transportation facilities of the Port of New York is
to mest the transportation needs of the civilian population during
times of peace. At the same time, the existence of these facilities
is an inherent part of our defense structure. And in time of war,
their existence and operational efficiency is critical. During World
War I, thres~quarters of our overseas troop movements wers through
the Port of New York. And during World War II, one-half of all our
armies overseas and one-third of all our material moved through New
York.

As you may now be avare, state and local governments in 1968
iesued more than $16 billion in municipal bonds. Of this total, some
$2.8 billion were issued solely for transportation purposes. It has,

I think, been amply demonstrated that the mcrtunt of any of the tax
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proposale recommended in the House bill or by the Treasury Department
would generate at the very least an average ons per cent increase in
the interest rate on municipal bonds, which 1'0 to say an increass of
from 20 to 23 per over the historic levels of stats and
sunicipal interest rates. Even assuming no increase in the $2.8 billion
of future annual financing for transportation purposes, the effect
of the proposals under consideration by this Committee would be to
increase interest payments by state and local government by a total
of $360 million for the 1ife of each year's borrowings for trans~
portation purposes. In other words, after a ten-year period, the
total liability for additional interest costs imposed by these
Treasury pcoposals will have reached the staggering total of $3.8
billion and this final impact on state and local borrowing would
relate only to public financing for transportation purposes.

Only recently, the Port Authority's parent States of New York
and New Jersey have by referendua committed themselves to the issuance
in the next few years of $3.1 billion in state bonds for the development
and improvement of transportation facilities in both states. A one
per cent increase in interest rates on these transportation bond issues
alone would require the two states to levy an additionsl $420 million
in taxes to pay increased borrowing costs.

The amounts the States of New York and New Jersey are committed
to expend in capital funds for their transportation requirements,
together with the Port Authority's capital requirements over the next
few years, reach the formidable total of $4.85 billion. All of the
projects on the draving boards for which thess funds are allocated

are in some measure jeopardized by the new tax proposals. The
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financing and construction of thess projects depend entirely hpon the
fiscal and political ability of the two States and their public trane-
portation agencies to pay these tremendous increases in the cost of
their financing. Unfortunately, thess increased costs would have to
be derived primarily from relatively regressive property, sales, and
other taxes or charges assessed without respect to the ability to pay.

Turning to the problem of capital financing requirements for
aviation development, it {s estimated that more than $14 billion of
public funds will be needed in the next ten years to finance the
absolutely easential expansion of our national airport system.
Historically, 80 per cent of the funde expended on our nation's sir-
ports have been derived from state and local sources. In the case of
Nev York-New Jersey metropolitan airports, 96 per cent of the cost has
been borne by the two States through their agency, the Port Authority.
Even sssuaing increased federal assistance in the future, it probably
will still be necessary for as much as $10 billion to be expended by
the states and local government for essential airport construction}
and this would involve more than $1.3 billion in additional intsrest
costs if these planned and necessary aviation programs are to bs
carried out.

1 am sure you are all aware of the critical necessity to upgrude
the nation'r air transportation system. In 1968, the American aviation
industry transported over 150 million air passengers, representing an
increase of 110 per cent over passenger volume just five years sarlier.
Those of you who regularly fly in and out of the New York metropolitan
area have more reason than most to appreciate how essential it is that

we provide additional nirpgrt capacity and reconstruct our existing
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airports. The new 360-passenger jumbo jete will be coming into service
in & few nonths, and in New York, as in other urban sreas, ve are at
work on the formidable problem of providing adequate mass transit (rail)
connections between Kennedy Airport and Manhattan. The financing of '
these vital airport programs will be severely disrupted by thess pro-
posals == even by their consideration by the Congress.

One of the most critical needs of the metropolitan region of New
York and Northern New Jersey is the provision of a fourth airport to
mest the demands for air service to and from our area. Such an airport
is not just a regional necessity; it is essential to the flow of air
traffic across the nation. The cost of such an airport is nov estimated
at $600 million, and the assumption has validly been made that such
an airport could, nevertheless, be developed on a self-supporting basis.
Howsver, the massive additional interest costs which would be incurred
as a result of these proposals would most certainly jeopardisze the
prospect of constructing such an airport on a self-supporting basis.
Itwould be nothing less than s tragsdy, not only to Nev York and New
Jersey, but also to our national air transport systea, if these
additional costs weré to be piled on top of the formidable obstacles
which are already delaying tl.\o construction of this vital facility.

The needs of the nation's mass transportation systems are equslly
impressive. These systems, vhich transport more than 8 billion pas~
sengers a year in our matropolitan areas, have projected capital nesds
of $20 billion over the next ten years.

Adequate mass transportation, by itself, will not solve the
urban problem. However, without good public transportation, the

urban problem cannot be solved. Workers must get to their jobs
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and back. Poverty pockets must have access to employment. Children
must be able to get to school and pcoph of all ages must have a means
to get about.

With most urban rapid transit systems operating at heavy deficits
even before considering capitsl costs, it is apparent that the $20
billion of capital needs muat come from government sources. As you
know, President Nixon has proposed a $10 billion federal aid program
for mass trmporuciog. If we assume that the proposal is oucto&.
there will still be the nsed of local and state governments to provide
an additional §10 billion.

The proposal to tax state and municipal bond intecest would in-
crease the total borrowing cost of these bonds by another §1.3 billien,
This increased cost would, of course, be reflected in higher fares to
the users and increased taxes to the residents of the metropolitan
areas. More importantly, the increased costs could very well cause
the deferral or absoluts abandonment of many urgently needed mass
transit projects.

To recapitulate, just in these two vital areas alone -~ airports
and mass transit -- the additional fiscal burdens which thess new tax
proposals would impose on our states and cities would amount to the
snormous total of $2.6 billionm. ‘ | , |

Lest I be accused of viewing with undue alarm, I need point only
to the chaos that exists in the municipal bond market today. Even the
threat of this attack on the immunity of municipal bonds has brqught
in its wake a ufkot reaction which has required state upd local govern-
mnts in many cases to pay the highest borrowing costs in their history.

Many unite of government have been unable, because of constitutional
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and statutory intersst rate limitations, to borrow at all. Many
sunicipalities have deferred borrowings, although the futility of
postponements in anticipation of better days was demonstrated most
forcefully on September 9th vhen the City of Newark was obliged to
accept a 7,68 psr cent interest rate on its general obligation bonds
after it had earlier rejected a 7.43 per cent rate. Ironically, the
sarlier bid was rejected as excessive due to the uncertsinty of the
market attributable to these proposals to tax municipal bonds. In
the past few weeks, the State of Aawaii and the Cities of Chicago,
Houston and Jacksonville, among others, could not find a wmarket for
bonds valued in total at over $100 millton,

There 1s no sfgn that the Jeterioration in the market is
slackening. If thess new proposals sre enacted in any form, the
result will be to insure the continusnce of chaotic market conditions
for years to come, until the constitutionality of these proposals is
revieved by the Suprems Court. In the mesntime, s market vhich has
been developed over the years to the point where it can now rveadily
absord the capitsl rcquiuunti of our states, cities and counties
approaching $20 billion annually is cnnbliu. and ite rehabilitation -~
even if the Congress of the United States rejects these proposale ~=
will be achieved only at great cost to the taxpayers of the nation.

I can perceive absolutely no "refora" in tax proposals dasigned
to capture & fev dollars from the rich which have as their primary
consequence the imposition of debilitating economic burdens on state
and local government -- burdens which must be passed on to our already
over-taxed middle-class and poorer people. Actually a large majority
of outstanding municipal bonds are held by public and institutional

199



10~

investors and only a fraction are in the hands of the very wealthy.
Moreover, the recovery by the Treasury of even the §45 million, which
the Sscretary of the Treasury estimated in his testimony a week or so
ago before this Committee, is comparatively a very saall sum when
placed against the loss of hundreds of millions of dollars in in-
creased interest costs that would be sustained by the states and
cities. The ultimate fact is, however, that thess proposals would
probably result in a net loss for the Treasury iteslf. The
municipalities’ increased borrowing costs could only be met by in-
creasing municipal real estate taxes or state income or sales taxes.
These are deductible items on the federal tax returns of state and
local taxpayers.

Assuning that the level of state and locsl borrowing remains
constant at $16 billion a year, in but five ysars it would be neces-
sary for state and local government to raise an additional $540 million
annually. With deductions from federal income tax raturns, it is
apparent that the $45 million return to the Treasury estimated here
by the Secretary of the Treasury from the allocation of deduction
proposal, or the $35 million retura nt‘tund by the Treasury from
the limited tax preference proposal, would be offset by the loss in
revenues due to increased deductions. Just on the basis of economice
slone, these proposals should be rejected.

Moreover, the Treasury and the proponents of the House bill
apparently refuse to recognise that the holders of municipal bonds
are now paying very substantial taxes indeed. Thoss taxes are being

paid not to the federal govermment, but to state and local govermment
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wvhose financial eituation is so despsrate that the Administration is,
under ite "New Pederalism" policy, mow proposing to share federal
revenues with thea,

The holder of municipals has historically agreed to take an
interest rate of 30 to 33 per cent lower than the rate he could obtain
by investing in comparable private obligations. The difference in
interest rates between these two types of obligations -=- municipal
and corporate == now represents real "taxes" for the bensfit of state
and local government. For example, using the $16 billion issuances
in 1968 alone, these "taxes" average well over $200 million a year.
The new tax proposals would serve only to deprive state and local
government of a very significant financial advantage and, instead,
divert negligible gross revenuss to the Treasury. The rather ama:zing
result of these proposals will ultimately be to produce losses
for everyone concerned: for the Treasury, for state and local govern-
uni. and for taxpayers gensrally.

Also badly hurt would be workers in the building and construction
trades and in the industries which support them, Higher borrowing
costs must inevitably result in a sharp deceleration of public voﬂu
prograns, causing layoffs, reduced work opportunities and consequeant
aconomic hardship. In the last year alone, more than 300 bond issues
valued close to $2 billion were cancelled or postponed in the face
of soaring interest rates.

The House bill includes a provision for federal payments which
would allegedly save state and local governmants harmless from in~

creases in interest costs if their bonds were to becoms fully taxable.
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The Secretary of the Treasury opposed this provision of the House bill
vhen he appeared befors your Committes. I also oppose it. The wide
discretion afforded the Secretary of the Treasury in fixing the sise
of the payments would in iceelf make this proposal unacceptadble to

the states and cities, ﬁormor. the payment provisions may be amended
or indeed repealed by any future Congress. The confidence of investors
in municipals will be restored only as the result of & clear indication
by this Congress that the immunity of estate and local bond interest
from federal taxation will not be invaded.

Although both the House bill and the Treasury would exempt banks
and other corporate and institutional holders of municipal bonds from
taxation, these corporations and institutions realize full well the
implications of the proposals nov bafore you. Doth the Ways and Means
Committes ,'and the Treasury have put all investors on notice that the
holders of municipals msy be subject to some form of taxation even
vith respect to investments they have made prior to the enactment of
nev tax legielation, If this can happen to individual {anvestors,
corporate buyers would be apprehensive that it might happen to them.

‘ In fact, the amount of return corporate and institutional investors
demand in the present warket from investment in municipals clearly.
~reflects their spprehension and concern,

Therefors, I respactfully urge rejection by this Committes of
all the provisions of the House bill and the Treasury plan and of
any othpr proposal vhich would, directly or indirectly, tax the
interest on municipal bonds.

Thank you.

202



SUMMARY STATENENT

CALIFORNIA'S VIEWS REGARDING H.,R, 13270's
PROPOSALS TO TAX MUNICIPAL BONDS®

The State of California, which I have the honor to represent
before this committee, opposes those provisions ot H.R, 13270
wnich, as presently written, would tamper with the existing
federal-state relationsnip concerning tax-exempt munioipal
bonds. We contend that the so-called tax reform law would
cause far more harm than good in attempting to solve some of
the existing inequities, would jeopardize federal-state
relationships of al)l kinds and toucn off bitter rounds of
litigation. In this summary statemant we seek to point out
as conoisely as possible what we believe would be some of
the adverse effects on California of this proposed legislation,
These, together with some of our views on the principles
involved, are as follows:

1. Ve believe the proposal to tax state and local bonds,
commonly referred to as "munioipals", is unconstitutional,
regardless of whether the federal government subsidizes all
or only part of the inoreased interest costs resulting from
state or local issuance of taxable borids instead of the
traditional non-taxable bonds,

2. Federal taxation of "municipals® will immediately and
automatically inorease market intereat rates fo compensate
investors for the altered status of such bonds. The inevitable

¥Presented by Calllornia State Treasurer Ivy Baker Priest bafore
The Senate Committee on Finance, Sthenber 23, 1969, Washington, D,C.
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result must be inoreased state and local taxes to pay for the
inoreased interest costs. The low and middle income taxpayer
thus would bear an even larger share of the burden than he

now does., )

3. Onoce the principle is breached, there would be no fixed
stopping point, Once Congress takes the first step away from
tax exemption on municipal bonds, it can always take another
step whenever oircumstances make it expedient to do so.

Federal subsidy of the extra interest costs involved in issuing
taxable municipals can be withdrawn just as easily as it was
firast offered,

4, The very fact that Congress has been seriously considering
legislation of this t already has had adverse effects upon the
bond market. The fears and uncertainties surrounding ourrent
proposals to tax these bonds have led to (a) a shrinking of
available money supply and demand for investments of this type
because many would-be investors shy away entirely from the
municipal bond market until congressional intentions solidify,
and (b) further inorease in interest rates on those municipal
bonds which do manage to attraot bidders in these unsettled times.
Selling prices of stoocks and bonds are affeoted by such intangidbles
as investor conf i dence and optimism, or the lack thereof, fully
as much as they are by earnings records, credif ratings and the
caliber of management. This is as true with municipal bonds as
with corporate bonds. Investor buying patterns are influenced
very markedly by any threat or suspicion of threat such as preaented
by current congressional actions toward state and local bonds,
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5, Greater dependence upon the federal government as the
source of major public works funding for state and local needs
will be the inevitable result of any tampering with the historio
status of tax-exempt bonds. If the states and their political
subdivisions no longer oan sell their bonds without having to
pay extremely high interest, cannot find buyers at all because of
federal interference with the orderly marketing processes of
the past, or can't raise taxes enough to fund a "pay-as-you-go"
policy, then the only other major source of funds for state and
local ocapital outlay projects has to be the federal government
itself. That would be in direot contradiction to ourrent efforts
to bring about better working relationships between the national
and state governments and would force the states to rely almost
completely on Washington to solve their fiscal problems involving
capital outlay projects, I doubt that any of us want that to
ocour!

6. California 1s unable to sell general obligation bonds in
the normal manner or volume at the present time because inflation
has boosted interest rates above the state's legal limit (five
percent). In June, 1970, with voter approval, the limit on
interest may rise to seven percent., However, even if this does
occur, the entire matter may become moot if, throgg'h federal
taxation national bond interest rates are forced to remain above
the new ceiling. Administration efforts to curb inflation's
effects on the bond market may be nullified if the Congress,
through action which we consider most unwise, brings about a
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ocondition of perwmanent fear and uncertainty regarding -investments
of all types, including munioipal bonds.

T. Those who will be most hurt in California if our bonds are
made taxable will be the young people now reaching college age
who will be denied the new buildings and facilities they need for
their eduoation., It will be the youngsters now in school or
about to be enrolled in our public sohool system who will lack
the classrooms they need. It will be the California veterans who
depend on bond funds to provide the loans they deserve for buying
farms and homes. It will be the growing millions of people who
use and enjoy our state parks and historical sites made possible by
bond financing. Perhaps most urgent of all at this point in time,
those millions of Californians who are depending on the State Water
project to deliver to them the surplus waters of the north, as
promised. In short, most of our 20 million population would be
adversely affected by the taxation of state and local bonds as
proposed under H.R. 13270, |

All of these are strong reasons for our belief that taxation
of state and municipal bonds not only is undesirable but perhaps
even tragic for California, which is second only to the United States
government itself in the volume of annual bond sales. We urge you
to take these adverse effects into account most seriously in your
deliberations on this bill,

Thank you for this opportunity to present our views to you.
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CALIPORNIA'S VIEWS REGARDING H.R. 13270's
PROPOSALS 7O TAX MUNICIPAL BOMDS*

The State of California, which I have the honor to xepresent before
this comittee, opposes those provieions of H.R. 13270 which, as
presently written, would tamper with the existing federal-state relation-
ship concerning tax-exsmpt municipal bonds. )

We opposa also any changes in charitable trust provisions of tax
law which would cause unintended but seriously adverse effects on
California's and the entire nation's educational institutions. Any
action which shuts off or diminishes the flow of gift funds to privite
schools will yield only added burdens to the public tax structure.

It is our contention that H.R. 13270, the so-called tax reform law,
would cause far more harm than good in attempting to solve some of the
existing inequities. _xe would open a Pandora's box of horrors, '
jeopardising federal-state raiationships of all kinds and touching oft’
bitter rounds of litigation. For the most part, however, we wili’'
restrict our testimony to the proposed taxation of state and municipal’
bonds.

From this nation's earliest days these bonds have been considered
as tax-exempt without serious question. We have not attempted here to
present the full weight of data and expert opinion available to support
our views, but instead seek to point out as concisely as possible what
we believe would be some of the adverse effects of this proposed
legislation.

FPresented by Callfornia State Treasurer ivy baker Priest before the
Senate Committee on Pinance, September 23, 1969, Washington, D.C.

207



«2-

This committee's goal of tax reform is a most desirable one.
However, hecause California would be so seriously affected we must
oppose H.R. 13270 in its present form on the following grounds:

1. We believe the proposal to tax state and local bonds,
commonly referred to as "municipals", is unconstitutional, regardless
of whether the federal government subsidizes all or any part of the
increased interest costs resulting from state or local issuance of
taxable bonds instead of the traditional non-taxable bonds. We
believe that it really makes no difference whether the interference
is direct or indirect on this point.

w1 &0 Federal taxation of municipals will immediately and auto-
matically increase market interest rates to compensate investors
tq,z{ ,yh‘g“a_‘ltered status of such bonds. The inevitable result must be
mczea"ngeg state and local taxes to pay for the increased interest
costs. . The low and middle income taxpayer thus would bear an even
larger share of the burden than he now does.

3. Once the principle is breached, there would be no fixed
stopping point. Once Congress takes the first step away from tax
exemption on municipal bonds, it can always take another step and
yet another whenever circumstances make it expedient to do so. Thus,
a federal subsidy of the extra interest costs involved in issuing
taxable municipals can be withdrawn just as easily as'it was first
offered.

4. The very fact that Congress has been seriously considering
legislation of this type already has had adverse effects upon the

bond market. The fears and uncertainties surrounding current
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proposals to tax these bonds have led to (a) a shrinking of available
money supply and demand for investments of this typﬁ because many would-
be investors shy away entirely from the qunicipal bond market until
congressional intentions solidify, and (b) further increase in interest
rates on those municipal bonds which do manage to attract bidders in
these unsettled times. It must be recognized that selling prices of
‘stocks and bonds are affected by such intangible factors as investor
confidence and optimism, or the lack thereof, fully as much as they

are by earnings records, credit ratings and the caliber of management.
This 1s as true with municipal bonds as with corporate bonds. Investor
buying patterns are influenced very markedly by any threat or suspicion
of threat such as presented by current congressional actions toward
state and local bonds.

5. Greater depsendence upon the federal government as the source
of major public works funding for state and local needs will be the
inevitable result of any tampering with the historic status of tax-
exempt bonds. If the atates and their political subdivisions no longer
can sell their bonds without having to pay extremely high interest, or
cannot f£ind buyers at all because of federal interference with the
orderly marketing processes of the past, then the only other major
source of funds for state and local capital outlay projects has to be
the federal government itself. That would be in direct contradiction
to current efforts to bring about better working relationships between
the national and state governments and would force the states to rely
almost completely on Washington to solve their fiscal problems involving
capital outlay projects. I doubt that any of us want that to occur!
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6. California, along with other states, finds herself unable to
sell general obligation bonds in the normal manner or volume at the
present time because inflation has boosted interest rates above the
state legal limit -~ in our case, five percent. Steps are under way
to alleviate this situation through referendum in June, 1970, so that,
with voter approval, the state's legal limit on interest may rise to
seven percent. However, if and when this does occur, the entire
matter may already be or soon afterward become moot if, through
federal taxation of our bonds, interest rates are forced to remain
above even the new ceiling. Administration efforts to curb inflation's
effects on the bond market may be nullified if the Congress, through
action which we consider most unwise, brings about a condition of
permanent fear and uncertainty regarding investments of all types,
including municipal bonds. ‘ o

7. Those who will be most hurt in California if our bonds are .
made taxsble to investors will be the young people now reaching
college iqc who will be denied the new buildings and facilities they
need for their education. It will be the youngsters now in school or
about to be enrolled in our public school system who will lack the .
classrooms they need through 12 years of schooling. It will be the .
California vetarans who depend on funds from the sale of .state bonds .
to provide the loans they deserve for the purchase of farms and homes..
It will be the growing millions of people who use and enjoy our state
parks and historical sites made possible by bond financing. Perhaps
most urgent of all at this point in time, those who will be hurt will
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be the farmers and cities of California who are depending on the State
Water Project to deliver the surplus waters of the north, as promised,
two years from now. All of t_hup groups of people -- probnbly most ‘ot
our 20 million population -- would be adversely affected ‘by the
taxation of state and local bonds as proposed under H.R. 13270.

== At this point, I would like to present sowe lpociﬂ.cg about
California's population, geography, economy and state financing .
policies. These are germane to your understanding otr\,m‘y we believe
80 strongly that taxation of municipal bonds would be not only
undesirable but perhaps even tragic in its effects oh cili.f.omin. »

PACTS ABOUT CALIFORMIA SCHOOLS AMD COLLEGES

According to a researched feature article in the San PFrancisco
Examiner and Chronicle for September 7, 1969, approximately six million
of a population totaling approximately 20 million were sxpected to be
in California schools this month. That's a school enrollment equal to
an entire nation the size of Switzerland. Add to these students some
600,000 school employees and you have more Californians involved in
lc.‘ phase of education than in all other jobs and professions
combined. As a state, we spend $4.5 billion a year to run our schools,
about what it costs each year to put men on the moon. We are the most
college-oriented political entity on earth: nearly one million of us,
S0 out of every 1,000, now attend college, which is half again as many
as in New York and three times as many as in Illinois.

211



-6-

Our investment in school property is more than $17 billion, accord-
ing to a study by Crocker-Citizens National Bank economists. The
biggest part of our tax dollar goes for education, a large share, of
course, paying for the three million youngsters in elementary school
and the 1.3 million in high school. We have had to build 150 new
classxooms each week to house our growing public school population. We
have the largest and most extensive adult education program in the
nation: each year 1.8 million adult Californians take courses in some
500 locations around the uuﬁc. Our extensive junior or community
college system at last count totaled some 89 two-ysar colleges through-
out California.

Between 1955-1967, California‘s population increased 47 percent ~--
but at the same time, enrollment in all colleges and universities
increased 160 percent and in the state college system 222 percent. The
Ancrease in college enrollment in our state has been averaging about
50,000 a year.

These facts and figures are cited to stress that education in
Caiifornia is, indeed, big business. To guarantee good schools for all
of its people wherever they happen to live, the state provides its
share of school support according to district need. For many years a
state program of loan~grants has assisted local school districts with
their building needs. These state funds are provided through the sale
of bonds authorized by popular vote. In turn, local matching funds
also are usually provided through local bond issues.
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The University of California has an enrollment of about 100,000 on
its nine campuses and the State College system has an enrollwent of
about 200,000. Buildings for these college and university campuses are
financed largely through state general obligation bonds. Any action
which would disturdb California‘s ability to sell such bonds, or which
would greatly increase the interest which state taxpayers would have to
pay on such bonds, can only work to the detriment of higher education
in California.

FACTS ON STATE WATER PROJECT

Planner, builder and operator of a sz.e-Jss billion project which
will transfer surplus waters from northern California to thirsty lands
and cities throughout the state, the State Department of Water Resources
is at a crué¢ial stage of construction in ite timetable. Water already
is flowing through the aqueduct system as far south as the Tehachapi
Mountains, which separate the great San Joaquin Valley from southern
California. Contract deliveries are being made to northern California,
the San Francisco Bay area and to the San Joaquin Valley. However,
getting the rest of the contracted supplies through and over the
mountains to southern California by means of the world's qroatolﬁ p\mp.
1ift and difficult tunneling across earthquake faults still presents a
challenge before the end of the 600-mile water route is reached in 1972.
Water is scheduled to reach Los Angeles County in 197i and nearly to the
Mexican border the following year.
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Contracts for water sexvice provide that costs of construction,’
operation and maintenance of the facilities will be paid for by the
users, with interest. Until completion of the project, however, the
laxgest proportion of the revenues cannot start flowing back into the
state treasury to meet principal and interest payments on the general
obligation bonds which have ‘boon issued in series as needed to
finance construction. Thus, it is imperative that no unnecessary and
controllable factor intervene to disrupt the sale of California water
bonds or to cause extra i.ntirut charges to be assessed against all
contracting pirtin.

Approximately $600 million of the initial $1.75 billion in water
bonds remain to be s0ld to complete the project as presently planned.
Taking a long~-range look, however, the project will have to be
extended to ‘tap new sources of surplus water !roi California's north
coastal rivers, making further bond financing a necessity. It would
be an unnecessary burden to carry on the backs of California water
users who pay for these projects if the federal government were to
enact tax legislation which would increase the cost of bond !intncing.
as would H.R., 13270 or any other similar bill.

PACTS ABOUT CALI!‘LIIIA'S BOND SELLING PROGRAN
At the end of fiscal 196869, California‘'s bonded indebtedness
(general obligation bonds only) totaled $4.7 biuion.. Bonds already
authorized by the voters but still unissued as of September 1, 1969,
totaled $1.34 billion. The state nnh second only to the United
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States government itself in the dollar volume of bond sales. Under
normal market conditions, our bond sales in recent years have been .
totaling $500-600 million per year. ’

There is a direct link between California's ummuuy rapid popui;-,
tion growth and the md for public works on a large ncalo. There is
no letup in sight. Because the need is 8o qrut (the population
increase g_qgn_n___ ar being comparable to adding a ci.ty of 500.000) boud
£inancing hu bnn the only feasible -una of keeping up rouonably ycll.
It is the tait_nt way to obtain lugc cm of money fqt capital outlay
beyond the scope of pnf-u-you-go financing. 1t allb -il a iattog ot‘
principle and fiscal common sense that long range bomun should be
paid tbr by future beneficiaries and future taxpayon as mil as present
ones. | ' , ' |

California's general obligation bonds are used, for example, to
finance capital outlay needs for:

1. The Cal-Vet farm and hows loan progras. This has been success-
fully funded for decades in this manner. A total of $2.285 billion in
bonds has been authorized during that period. Ending of the Viet Nam
involvmht will zﬁmlt in increased requests for loans from returning
veterans. |

2. Public school copstruction. The public school system's
building needs are aided by the state through bond sales. State aid
is of a loan-grant type, partly repaid with interest. 8ince 1946 the
state has approved applications for approximately $2 billion in state .
funds to help in constructing facilities for approximately two million
students.
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3. Junior colleqe construction. Authorized in 1968, the §$65 million
in bonds for this purpose is another type of bonding program in

California which is directly affected by national bond market conditions.
At the beginning of this year, there were 89 community colleges operated
by 69 separate junior college districts. These are required to match
state building construction funds. Last November, the first series of
these bonds was s0ld: no more have been s0ld since then because of
prevailing high interest rates.

4. Park, recr na 8 fac . ;nlm.
California voters approved a $150 million bond issue for oxpindinq the
state park system, for local parks and for additions to Wildlife
Conservation Board hunting and fishing improvement facilities. In a
state of 20 million population, agumented in the summer by visitors
nunbering in the hundreds of thousands, at least, it has become
imperative to provide more parks and recreational facilities. Bonds
meet these capital outlay needs.

It should be noted that these have been examples, not an all-
inclusive list.

Authorized but unissued state bonds as of September 1, 1969,
include: $600 million for the water project, $60 million for construc-
tion of state buildings, $60 million for university and state college
construction, $75 million for the state park system, $275 million for
public school system building aid, and $50 million for junior college

construction.
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VIEWS ON TAX IMMUNITY UNDER THE CONMSTITUTION

The question of tax exemption of municipal bonds may be phrased as
follows:

Does the right of states and their political subdivisions to borrow
by means of bonds whose interest is exempt from federal taxation stem
from the permissiveness of a beneficent central government, or is this
right a part of the very nature of our republic's political
partnership? |

calito:nu‘ contends that Congress by itself cannot abolish by
statutory enactment that which has been recognized as a constitutional
right by the U.8. Supreme Court and which, therefors, éan be changed
only by amending the Constitution. This principle has been reiterated
by the Supreme Court since adoption of the smnm Amendment (the
income tax amendment). Since California's presentation here today is
not intended to be a legal brief, we will not set forth the citations
in case history which substantiate our position. 1In our view, they are
solidly based.

We contend that the federal government has no right to tax
manicipal bonds even indirectly, or by offsetting such taxes through
the device of interest subsidy. To extend this point, if the states
are to be required to yield their immunity in this matter, the federal
government should reciprocally give up jts own jmmunity, thus opening
the way for counter taxation of its bonds by the states. It should
work both ways if it is going to be brought into the picture at all.
%o one would gain by such a chaoctic scheme. We merely suggest that a
cutting sword usually has two edges’
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California contends that any alteration of the principle of recip-
rocal immunity from taxation could pull down the entire framework of
federal-state relationships and would destroy the principal means open
to the states to finance their major capim outlay proﬁoctl. once
any exception is made to the principle of immunity, i.mni.i-.y no longer

exists!

VIEWS ON CHARITABLE CONTRIBUTIONS

The proposed changes in the treatment of charitable contributions
suffer from the same weaknesses as those dealing with tix-oxlnpt bonds.
The House Ways and Means Committee, in trying to eliminate abuses of ‘
present regulations, has proposed changes which in our opinion will
lessen the flow of charitable contributions. '

Although California would not be affected as much as her sister
states by such changes because our private institutions carﬁ'y only '
about 11 percent of the total enrollment in higher education, we never-
theless are concerned about the negative impact that this proposal
would have on gifts to private educational institutions. They already
are at a competitive disadvantage relative to public inieiéutiéno.
This move to tighten nq\illuonl on charitable cont:iﬁntionl would
heighten that disadvantage at a time when private schools need all the
help they can get if they are to remain a viable part of our
educational framework. ‘

Every enrollment gain by private institutions lessens ‘the burden
which otherwise would fall on our taxpayers. Mor¢over, we feel that
the increased competition batween public and private schools helps to

achieve our goal of excellence in higher education.
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" For these reasons, thersfore, only susmarized here, the State of
California respectfully urges the Congress to take no action in ‘
developing a tax reform bill which would und to dhinhh fho ability
and willingness of contributors to support private colleges as in the
past.
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From a story describing a meeting of the Los Rios Junior coll.ojo
District board of education:

*The board rescinded its action of two weeks earlier, awarding
a §1,875,400 contract to Harbison and Mahoney for construction of
the American River College ubur.y. Assistant Superintendent George
Rice explained the district had been unable, in the current confused
bond market, to sell the bonds needed to finance the project. Rice

said proposals in Conqress, to remove the tax-exempt status from such
bonds to ins S high

in st xates to up_the vees" (emphasis added).
Sacramento Se) 1

From a story reporting proceedings of a Sacramento City Council
meeting:

* ... Christensen (City Councilman Walter Christensen, former
Mayor) warned that ‘the community center is down the drain’ if
Congress passes a tax reform bill which eliminates or reduces the
tax-free status of municipal bonds, thus making some or all interest

on such bonds taxable to investors.”
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® «.. Bonds go begging, more than ever.

“Here's fresh evidence of it. The Bond Buyer Index, the major
gauge for the tax-exempt bond sector, topped six per cent 10 days
ago, and currently has shot up to a new high record at 6.26 per cent.

"Right here at home, to be more specific, the California
Municipal Bond Index of Glore Foxgan, Wm. R. Staats Inc. topped
6.2]1 per cent. That, too, was up a whopping 21-100ths in one week!

*“Obviously investor confusion and fear regarding possible tax
reform that might eliminate or reduce state and municipal bond tax
exemption has knocked the final prop from that sector. 1It's a punch
to the solar-plexis (sic) for California ..."

Sacramento . Sept, 7, 1969
*DAVIS-~Failure of the Davis Joint Unified School District to

market $330,000 in bonds has prompted a warning that taxpayers may
face increased taxes because of the current condition of ths money
market. '

“The Davis bonds, authorized by voters in 1963, failed to attract
any bidders at the legal maximum interest rate of 5 per cent.

“The business manager of Davis district, Melvin H. Keuhnhold,
said, ‘The monay market is like a yo-yo at the moment. No one's
buying bonds -~ particularly at the interest rate of 5 per cent.

‘One_of the major problems is the tax reform discussions in
Washington (emphasis added). At present interest earnings on bonds
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are tax-free. But the indications are that they will becowe taxable --
with taxes being applied retroactively. So no one is buying.'

*... The Davis bonds were to finance a new gymnasium and shop
at Holmes Junior High School, a project considered ‘top priority’ by
officials.”

222



PART B-ADDITIONAL STATEMENTS




September 18, 1969

Mr., Tom Vail, Chief Counsel
Senate Pinance Committeo

2227 YNew ESenate O0ffice Pullding
"thing ton' D. C.

Re: Tax on Interest from !tlunicipal Bonds
Dear Mr. Vail:

As Mayor of the City of Providence, I an deeply concernecd
vith the effects of the proposed tax on the interest received
from holders of municipal konds. I had our finance department
do a nreliminary study of the immact such a tax vould have upon
the tax rate in tha City of Provadenca. On the basis of this
study the following conclusions were arrived ats

The City of Providenco currently has authorized but not yet

. bonded 80 million dollars in new issues.

On the basis of projection of these figuras over the next
five year period ending in 1975, the tax rate increase to the
Providence tax payer resulting solely from the effect of the
tax on interest from municipal bhonds would be approximately $.63
the first ycar, $1.86 the second year, $3.02 the third year,
$4.11 the fourth year, $5.15 the £ifth year and $6.00 by the end
of tha fifth year.

Theae figures wore derived at simply by considering the 80
million dollars already authorized and not yet issued, This
doas not take into consideraticn any new future icsues. Ve al-
loved rerely for the differential in the interest payments which
would have to be made up to holders of these bonds. Therefore,
by using an interest rate of 10% rather than the present 5% re-
turn, the net result would be to raise the tax rate in the City
of Provicdenco by the amounts listed above. Such a tax increase
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Mr. Ton Vail, Chief Counsel - =2~ - September 18,'1969

to the residents of the City of Providence would cone at a most
inopportune time whon additional and inoxcasing demands aru
being mada by the teachers, police and fire and tho municipal
cmployees; and the costs of municipal services ags a vhole are
increasing, Since most cities are experiencing the same de-
mands for increased services at higher costs, tho added burden
of additional interest payments to holdera of municipal bonds
would cause our local tax rates to sky rocket., This in turn
would most likely affect the low income and middle income tax
payer. Also, the City would have to turn nore and moro to the
federal government for alternative means of financing which
wvould mean shifting more local control to the federal level,

I urge you to carefully consider the potentially dire ef-
fects such a tax would have on local governments before approval

is given.
very €5lly yours, // ;o
. : 4 ~
‘/3§7bzi }4$?¢ ¢ ¢022'//' ‘e
Joseph X. Doorley, Jr,
ayor of Providence
JAD:mmh
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STATEMENT OF
HONORABLE JOHN A. KERVICK
TREASUPER, STATE OF NEW JERSEY
BEFORE
UNITED STATES SENATE COMMITTEE ON FINANCE
OoN
H.R. 13270
SEPTEMBER 23, 1969

I wish to express my thanks for the opportunity to testify concerning
the tax reform proposals that have been submitted to the Senate
Finance Committee for consideration and, in particular, to the pro-
visions of H.R., 13270 which will affect the ability of the State and
its municipalities to obtain the capital needed to finance the con-
struction of schools, hospitals, highways and similar esséntial
facilities. I have read the explanation given by My. Mills, Mr.
Kleppe, and Mr. Byrnes of the effect of H.R. 13270 as it pertains to
State and municipal bonds, reported in the Congressional Record
(House) on August 7, 1969, and with due respect for these gentlemen
wish to suggest to you that there is a lack of understanding concern-
ing the mechanics of the bond market and the manner in which the

capital required by the State and municipalities is obtained.

The theory of public finance suggests that State and local goverﬁQ
ments should employ issues of bonds for one basic purpose: to

finance capital projects. 1In fact, in New Jersey the State
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Constitution and State Laws limit the issuance of bonds to that
purpose and require that State and school district bond issues .

must be submitted to referendum and approved by the voters.

On February 5, 1968 Governor Richard J. Hughes convened a Com-
mission composed of citizens of the State of New Jersey to study
and evaluate the capital needs of the State. The introduction
to the report of this Commission contains the following state-

ment:

“New Jersey has not been as progressive in its capital
expenditures as have been its sister urbanized states.
There has been no capital program because there has
been little or no long term capital financing. Giyen
the opportunity to provide for sufficient capital con-
struction to keep New Jersey a first class State, the
choice was made to keep State levied taxes at a mini-
mum,

The price of these years of inactivity in capital
appropriations is now very large. But it must be
paid if we are to prevent further atrophy and create
a viable and progressive State.

Everywhere that this Commission looked, it saw the
tragic results of years of neglect. Passenger rolling
stock is on the verge of collapse. Rallroad stations
are dark and dilapidated. Highways are choked. A
severe drought brought us to the brink of real peril.
Prisons and mental health institutions are patched and
worn, with many positively inhumane facilities.
Secondary and elementary schools are overcrowded and
many of the older cnes are sadly in need of repair or
replacement. Our colleges and universities can accom-
modate only a fraction of our applicants, forcing most
of them to go out of state., Our rivers are polluted
and our cities are pockmarked with crumbling ghettos.
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These conditions are all very serious in themselves, but
they are also serious beyond themselves. Lack of ade-
quate capital funds has undoubtedly contributed heavily
to our racial prcblems and to the decline of our cities
as centers of industry and culture.

Our Commission foresees a serious weakening of the
economic and social stature of New Jersey if this
regressive fiscal philosophy continues. We are deeply
disturbed to see one of the wealthjest atates in the
nation apparently condnning conditions which could
ultimately destroy it.

The people of New Jersey have two great responsibilities
to fulfill now. First, we must eliminate the enormous
backlog of capital deficiencies. Second, we must build
toward the future. We must guarantee for ourselves a
growth which will keep pace with our future obligations.
Prudent expansion and preventive maintenance must be
substituted for virtual stagnation in new construction
and a massive accumulation of deferred maintenance."

The Commission reported that the immediate capital requirements
for State projects alone amounted to $1,948.9 million i.’:emized as

follows:

Recoanized Capital Reguirements

(Financing required in addition to
projected Federal aid and State appropriations)

Millions

Education (Elementary & Secondary, including $ 227.5
Vocational)

Education (Higher) 492.4
Educational Broadcasting Network 17.4
Institutions 100.0
Water .Pollution Control 190.6
Conservation 121.0
Transportation 800.0
Total $1,948.9
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On November 5, 1968, the voters of the State approved the sale of
$990 million of bonds to finance the construction of facilities
recommended by the Commission in the areas of transportation and
school and hospital buildings construction. In November 1969, the
voters will be asked to approve the sale of $271 million of bonds
to finance water pollution®*control and the development of additional
water supplies. The construction of the above facilities will take
place over the next five years and it is expected that the State
will sell approximately $250 million of bonds each year to pay for
the construction cost. State tax dedicated to repayment of the
principal amount of the bonds and the interest on the bonds are the

motor fuels, emergency transportation, and sales taxes.

There is no report available concerning the capital requirements
of the municipalities and school districts within the State. It
is probable that some municipalities have been more progressive
than the State in the construction of schools and other necessary
municipal facilities; however, many others have not. There are a
total of 1,363 jurisdictions within the State, each with its own

capital needs and each able to issue bonds to finance its needs.
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These jurisdictions are classified as follows:

Counties 21
Municipalities 335
Townships 232
School Districts 593

Special Districts
(Garbage, Fire, Light,

Sewer and Water) 71
Authorities 111
1,363

Gross Local Debt, including authorized, issued and unissued obli-

gations, totals $2,369.9 million as shown hereunder:

General obligations only
General Municipal School  County —  Total

As of (In Millions)

December 31
1968 $585.4 $1,393.4 $391.2 $2,370.0
1967 530.4 1,291.6 336.8 2,158.8

1966 466.0 1,196.3 291.4 1,953.7

The typical debt instrument is a serial bond with an approximately

equal principal amount maturing each year for 25 to 30 years.

During the twelve months period, August 1, 1968 to August 1, 1969,
hampered by rising interest costs and poor market conditions, a

-total of 131 issues were sold in the total amount of $195,117,000.
The average size of each issue was $1,489,000 and, by actual count,

there were 97 issues below $3,000,000 in size.Aand only 4 issues
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exceeding $10,000,000 in size. The credit rating of the issues

80ld is summarized as follows:

No. of Issues
No rating 51
Ba 15
Baa 35
A 19
aa Bt
131

It will be seen that the average New Jersey municipal issue is
approximately $1,500,000 in size and carries a credit rating

below Baa in quality. Also, it will be seen that gross local debt
has been increasing at the rate of approximately $200 million per
year and the probability is that this rate of increase will continue
for some time into the future. Revenues needed for the repayment
of this debt and the interest on the debt are derived from local

property taxes.

The combined capital needs of the State and its municipalities
require the sale of $450 to $500 million of bonds each year. 1In
marketing such a supply of bonds it is in the State's best interest
for the Congress to consider legislation which will stimulate in-
vestment in tax exempt bonds rather than to propose changes in the

tax laws which remove the incentive for such investment. In
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considering the manner in which the tax changes incorporated in
H.R. 13270 remove the incentive for such investment, it 5!.3 helpful
to keep in mind the various types of investors in tax exempt
securities and the proportions of the total supply which each has
purchased in the past. The followi.ng analysis published on
August 29, 1969 by Salomon Brothers & Hutzler shows the net pur~
chases of State and local securities during the first half of each
year for the period 1966 through 1969.

(Billions of Dollars)
1966 1967 1968  1969E

Non Bank Financial Institutions

Savings Banks 0.0 0.0 0.0 0.0
Life Insurance Companies -0.3 -0.1 0.0 0.2
Fire and Casualty Companies 0.1 0.6 0.9 1.0
Public Retirement Plans =0.1 =0.1 -0.1 -0.1
Subtotal -0.3 0.4 0.8 1.1
Commercial Banks 2.9 5.7 3.0 0.1
Business Corporations 0.4 0.4 0.0 0.1
Residual: Individuals & Other 0.4 =0,9 0.6 3.9
Net Increase Publicly Held* -dad 36 4:4 5.2

*Excludes Small Amounts Purchased Ly Sinking Funds and U. S.
Government Accounts.

This table shows that during the years 1966, 1967, and '1968. over
80% of all tax exempt issues were purchased by commercial banks.
In 1969, due to credit restrictions, the commercial banks were
unable to purchase tax exempt securities and it was necessary for

interest rates to be raised sufficiently to induce individuals to
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return to the tax ‘exempt market and absorb the available supply.
Sales of State of New Jersey obligations are in sufficient size
80 that the effort required on the part of the underwriters to
ac’niéve distribution to individuals can be accomplished without
great difficulty. The interest cost on State issues did rise
from 4.49% on @'7. 1969 to 5.70% on August 19, 1969, but the
marketability of the bonds was never in question. However, the
situation with respect to the bond issues of the municipalities
is quite different. The size of the average issue, $1.5 million,
and the relatively poor credit rating tends to restrict the sale
of such obligations to local banks and individuals within i:he
State who are acquainted with the community. In fact, many local
banks purchase the obligations of the local community or school

district as a service to the community.

One provision of H.R. 13270, and one which I consider harmful, is
the proposal to make both the profit and loss transactions of
commercial bank investment portfolios answerable to the same tax
liability =-- the corporate income tax rate. It is my belief that
if this provision is enacted and becomes law, the commercial
Fanks will limit investments to short-term securities on which no

loss need be sustained and avoid the purchase of long-term
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obligations of the local community. I wish to express my strong
opposition to any change in the tax laws which will have that

effect.

There is general agreement that the limit on Tax Preferences and
allocation of deductions provisions of H.R. 13270 have added a
minimum of 1/2 of 1% to the interest cost of State and municipal
borrowing. This estimate is based upon the sale of bonds of
excellent quality such as the recent State of Oregon issue. The
fact is that the borrowing cost of municipalities of relatively
poor quality has probably increased moxe than 1/2 of 1%. For
example, an interest cost of 7.20% was incurred by the Piscataway
School District in selling $6,000,000 of school bonds rated Baa
on September 3, 1969. An interest cost of 5.35% was incurred by
the Cherry Hill School District in selling $3.5 million of
similarly rated bonds on May 5, 1967. This represents an interest
rate increase of 1.85% whereas the Bond Buyer Index of 20 bonds

inrcreased 1.20% during the same period.

This increase in interest cost is not related in any way to the
amount of additional tax which will be paid by the purchaser of
municipal obligations if the two provisions become law. On the

contrary, it is a premium required by the purchaser to compensate
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for the new element of risk concerning the future value of his
purchase. Obviously, if the present Congress can alter the
value of tax exempt income, some future Congress can alter the
value further. Typical of the reaction of individuals to this
new risk factor is the following letter received in connection
with the recent sale of State bonds:
"675 Red Oak Lane
Smoke Rise Butler
N J 07405
Treasurer August 21 1969
State of N J Trenton N J
Dear Mr. Treasurer
I live in New Jersey. My capital is invested in state
and municipal bonds, mostly of New Jersey. I would have
subscribed for this new issue of 37% m.d. except that I fear
being whipsawed - i.e., buy the bonds at relatively low
interest rate, because they are said to be tax-free, then
find the Feds. taxing them anyhow. Can you not make Senators
Case & Williams see this?
(signed) Lyle T. Alverson"
An increase of 1/2 of 1% in tax exempt interest rates will add
$6,250,000 per year to the cost of financing the State's
present construction program. On the basis of an average life
of 15 years this will add $93,750,000 to the debt service

charges which must be paid by New Jersey taxpayers.

An increase of 1/2 of 1% in interest cost will add $1,000,000

per year to the cost of municipal financing. Assuming that
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New Jersey municipalities will continue to sell $200,000,000 of
bonds each year, the additional interest cost will build up to
$15,000,000 per year before new bond sales and old bond maturi-
ties reach equilibrium. Revendes to cover this additional cost
must be obtained by increasing real estate taxes through the
State. In other words, the impact of H.R. 13270, if it should
become law, upon the taxpayers of New Jersey will be to increase
motor fuels, sales and real estﬁte taxes by at least $21,000,000
per year and some experts predict the increase will be double

that amount.

The option, provided by H.R. 13270, to issue a taxable bond and
receive a compensating interest subsidy payment from the Federal
Government is illusory and without real substance. The fact is
that:

1. The acts authorizing the sale of State bonds which were
approved by the voters in November 1968 limit the interest
rate to (%. It may be necessary to hold a new referendum
before bonds can be sold at the higher rates applicable to
taxable issues,

2. There is no present market for taxable bond issues of the

size and credit rating offered for sale by the average
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New Jersey municipality. There are only five or six
municipalities within the State than can offer bonds for
sale in sufficient size to compete with corporations in
the taxable bond market. For the average New Jersey
municipality the option provided by H.R. 13270 is

meaningless.

I wish to reaffirm my coni:ention that the capital requirements
of the State and its municipalities are so great that new
devices and new incentives for investment in State and municipal
gecurities are needed and that the Congress should consider con-
structive measures as opposed to the destructive provisions of

H.R. 13270.

One constructive measure which might be considered by the
congress is revenue sharing so conceived that the total amount
of municipal financing is reduced. The present volume of muni-
cipal financing is approximately $16 billion per year. A
reduction of $5 billion in this amount would provide a powerful
stimulous, reducing interest costs and enabling the average
municipality to market its bonds with far less difficulty.

This could be accomplished by channeling the shared revenues

through the State Departments of Education for the construction
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of schools in those communities demonstrating the greatest need,
with the proviso that the entire cost of construction must be

paid and bond indebtedness avoided.

The State of New Jersey is attempting to assist the smaller
municipalities within the State in marketing bond issues by the
creation of a State operated Municipal Bond Bank. Legislation
providing for the establishment of such a bank has been intro-
duced in the Senate with the expectation that it will be acted
upon favorably when the Legislature reconvenes in Novembér. The
purpose of the bank would be to combine a number of small muni-
cipal issues in one package so that an issue of sufficient size
to attract wide interest can be marketed with a consequent

reduction in the interest cost paid by each municipality.

Also, the State is considering a proposal for the sale of State
and Local bonds in small denominations through payroll deduction
| plans. At the present time, such bonds can be offered for sale
at interest rates which would be competitive with the rates paid
on the Series E bonds offered by the U. S. Treasury. The market
for any substantial quantity of small denomination bonds is
problematical. However, there is evidence to support the conten-

tion that many residents of the State would welcome an opportunity
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to invest in the obligations of the State or of their munici-

pality if a small denomination bond was offered to them.

In conclusion, I wish to restate my opposition to all of those
provisions in H.R. 13270 which affect either directly or
indirectly the tax exempt status of State and municipal obli-
gations. The effect of the provisions will be to increase
State taxes and local property taxes. This is not a desirable

result.



STATEMENT BY THE STATE ASSOCIATION OF COUNTY COMMISSIONERS OF FLORIDA
RELATIVE TO HR 13270 ~ SEPTEMBRR 17, 1969 - TO THE UNITED STATES SENATE FINANCE

COMMITTEE

The State Associntion of County Commissioners of the State of Florida is grateful for the oppor~
tunity to present ifs views to the Senate Finance Committce with respect to the provisions of
HI. 13270 that change the current status of fax exempt bonds. The State Association of County
Commissioners is unalterably opposed to any change in the low with respect to tax exempt
bonds. In support of this position, the following should be noted:

in growth states, such as Florida, the competition for investment capital for public purposes

Is extremely keen. The monies required to build schools, water and sewoge systems, roads,
dormitories for higher education and plants fo attract indusiry are dependent upon the issuance
of governmental bonds that offer attractiveness in addition to the interest rate,

Tho State has only recently taken advantage of some of she provisions for tax exempt bonds to
meet the needs of our local government. in 1968, a new Florida Constitution wes adopted,
which permits the issuonce of indusirial revenue bonds. Many counties in Florida are pre=
paring fo take advantage of this te obtain a necessary coplial to atract desirable industry
and thereby reduce unemployment, During the 1969 Legislature, o bill was enacted to permit
counties to establish authorities and issue revenue bonds for the construction of much needed
private dormitories and educational facilities, Also during 1969, provisions were adopted for
countlies fo issue short ferm bonds to bulld needed secondary roads, pledging as security
therafor the county's portion of the state gasoline tax. Frior to these important changes being
mode, public needs were largely met through the issuance by state, municipal and other local
government entities of tax exempt sacurities.

The public purposes served by obtaining these criticol needs far outweigh any bencfit which
might accrue in the form of tax shelter to the investor. The only feasible alternative to the
Issuance of fax exempt obligations is fo raise Interest rates to exorbitant levels, thereby
increasing the threat of Inflation and penalizing the public, not only in the reduction in
construction of needed public facilities, but in reduced buying power of the dollar.
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The experience of those states which have utilized tax exempt securities to a greater extent
than Florida, hos proven its wisdom. H wos for this reason that Florida's new Comstitution
contains a provision for pledging the credit of the state and for lssuing additionol types of
these securities. Continuation of the tax cxempt feature of theso securities is deemed
essential fo every segment of local government in the State of Florida,

it is respectfully urged that no change in the pmom tax exempt bond law be effected.

ﬂ2.
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4. THE 01Ty OF CoUNCIL , BRUFFS

A e CAnPrerL Girecter September 15, 1969 /

LUCILLE M. MORRIS, Treasurer

Senator Russell B. Long, Chairuman
Senate Finance Committee

New Senate Office Building
Washington, D.C,

Dear Senator:

Availing ourselves of the opportunity offered in Mr. Vail's telegram
of September 10, 1969, we wish to make the following statement on be-
half of the City of Council Bluffas, Iowa:

The City Council, August 4, 1969, unanimously adopted a reaoiucion
opposing any legislation which would tax income on State and Local
government securities, ‘

The municipal bond market is presently demoralized, partly aé a result
of the proposed legislation. Passage of this legislation will result
1ntgont1nued demoralization of this market pending anticipated 1iti-
gation, '

Increased interest rates will result in higher property taxes, as
property taxes still represent the largest share of municipal income.
Every home owner or renter will be penalized. The people have not
asked for reforms which raise property taxes.

The Attorney General has grave doubts as to the constitionality of the
Federal Government taxing States and their governmental subdivisions,

Taxing existing municipal bonds penalizes the hoider, unfairly, who
in effect has already paid a tax when accepting interest rates amount-
ing to 65% to 70% of rates on private securities.

No showing has been made that municipal bond interest entered into the
154 cases cited by the Treasury Department of taxpayers who paid no
%gggmgogngé even though their adjusted gross income was at least

? * .

The tax subsidy proposed will not equal existing benefits to states
and their governmental subdivisions. The City of Council Bluffs, Iowa
in 1968 paid $239,961.55 interest. H.R. 13270 could increase this cost
one-third or $680,000.00 annually. Should funds appropriated for the
Federal Subsidy fall short, the Secretary of the Treasury would in
effect be the judge of which governmental subdivision would receive a

subsidy and for which purposes debt might be issued.



Senator Russell B. Long, Chairman ‘ Page Two -

The City of Council Bluffs, Iowa does not oppose correcting inequities
in the present federal income tax laws, but does oppose the creation
of ne:einequities in planning to tax interest on local government
securities, : .

The government of the City of Council Bluffs, Iowa wishes to preserve
a benefit created by the Constitution and to retain it's ability to
serve 1t's people without federal domination and control.




STATEMENT TO THE
SENATE COMMITTEE ON FINANCE
BY

PAUL A, AMUNDSEN
EXECUTIVE DIRECTOR

AMERICAN ASSOCIATION OF PORT AUTHORITIRES
ON
H.R. 13270

Public marine terminals have never been attractive
to private capital. With a few exceptions they have been
doveloped by oity or state governments or agencies thereof.

Local government has been able to provide such facili-
ties at low investment rates because of the marketability
. of fully tax exempt general obligation or revenus bonds.

Historically, the total local public investment in
marine terminals had reached $861,000,000 by 1941.

As attachments show, ‘investment by city and state port
agencies for 1946-65 has been $2,127,464,000. An additional
$692,789,000 18 being spent in the 1966-T70 period, brinm
all-time expenditures to almost $3.7 billion.

While minor portions of this total investwment stem
from direct appropriations by state and city govermments,
and from direct reinvestment of operating revenues, almost
the entire dependency of the U.8. public port system 1s upon
tnomwmoxmptrevmbondorwogmrdoblmum
bond for investment capital.
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PFor this reason the member ports of The American
Association of Port Authorities are opposed to any direct
or indirect Federal taxation of interest on State and
Municipal bonds. The effect of any such taxaticn cn the bond
market, already brought out by other witnesses, is, on
the nation's seaport system, total and direct. Consider
that system. o

State port agencies apply in Maine, Muaa.chusetts,

New York and New Jersey (bi-state), Philadelphia, Pa.-Camden,
N.J. (bi-state), Maryland, Virginia, North and South Carolina
and Georgia as well as in Alabama. New York, Philadelphia,
Norfolk, Savannah and others also have City agencies.
Wilmington, Delaware-is a city Port Commission. The Louisiana
ports of New Orleans, Lake Charles and Baton Rouge are ad-
ministered by agencies deriving their powers from the State.
lThe Port Commissions of‘uipsissippi are agencies of the
State's Board of Agriculture and Industry. In Plorids, a
system o; county port agencies applies (not unlike Navigation
Districts). Well defined and more autonomous port authorities
exist in Jacksonvﬂ;c and Tampa. -

As the United States developed westward, from the
Mississippi River, it is notable that port development -
began in 1ocu. public hands and then remained 80, there
being very little private oporation of commercial waterfront
facilities in the West Qulf, and almost none in the states

246



3=

of California, Oregon, Washington. Texas ports are

governed by Navigation Districts deriving their powers

~from the State. The port ¢ities of California wei'e aivoa.

"commerce and navigation” responsibilities by the State

and hence the California pattern has been ons of City

development primarily. San Diego has within the last

several years changed from e City agency to a regional

Port Authority. ' San Francisco, long the lone State agency,

within recent months has becoms & Oity sgency. 4 -

Oregon hes City agencies generally and a State agency

identified with the Columbia River and airport atructure.

Washington has & system much like that 6f Florida, involving -

districts and elected commissioners, emanating from State

' powers. IR ' B ’

 Tuming to the Great Lakes, the City harbor departments’

_there in many cases have Roen’feplaced by port authorities

"including Duluth, Toledo, Cleveland and Buffalo. In Chicago
there 1s both & City port department and a Chicago Regional
Port District under State auspices. Milwaukee remains &

_City department whereas Detroit 1s & port commission under
County auspices. ‘ o

' Every one of the port ‘agencies. has developed in an

-atmosphere of local self-determination. As each port avea

evolved, protection of the public interest of that ares, '

.
~ .

“~
~

247



b
from the standpoint of waterboxlne commerce and harbor
development has resulted in a port agency particularly
tallored to that area's needs. As a result, no two of
the agencies are allke as political structures. lNor are
they alike as business entitiesf

Competing for a falr share of the nation's export-
import tonnage is & large part of the job of protocting
the local public interest, and’this competition is very
keen among ports in the cargo producing centers here and
abroad.

Competing for industrial locations is likewise very
keen, for this is "captive cargo" which 1s built into the
port physical plant. . .

' Seaport competition for cargo, given equal freight
rates and frequency of sallings, really boils down to the
provision of port facilities which offer efficiencies to
the shipper.and steamship Uine. This competition has
resulted in the finest national port system on the globe.

It consists of 2,121 deepwater cargo terminals of
all types (bulk as well as general ca;rgo) of which 1254
were constructed ‘since 1940, The average age of the total :
plant is 24.6 years, well under the typical amortization
period of 35 years. . ‘

In general cargo terminals, where the competition is
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very keen, T20 of the above terminals were built since
12946, their average age buing 11 years.

Of these, 49 are container terminals built since
1965, average/?&sg'ears. Another 24 container terminals
~ ave under conatm'mtion and another 45 are in the planning
stage. :

Almost the total investment in this system has been
by local public agencies through rully tax exempt bond
issues.

The Federal investment in ports has been mainly in
the form of deepwater channels, the U.S. Engineers being
z;esponsible for navigable waterways.

The all-time Federal investment in channels since .
1824 totals almost $1.5 billion, including maintenance.
‘Comparing this to the historic local public investment
in marine terminals ($3.7 billion) means that port authori-
ties have invested more than $2.00 for every Federal dollar.

Customs collections at marine terminals for fiscal
1969 totalled $3 billion (excluding air cargo). The
Federal deep channel appropriation for fiscal 1970 will
probably be $35.5 million.

Thus on ports alone, the Federal Government has a
very advantageous arrangement here. A 10,000% annual cash
flow return on 1its dollar of annual investment as the minor
partner in the Jjoint venture.

$3-768 O ~ 69 == No, 0 -~ 17



-6-

The technology of world shipping is undergoing
rapid change. Thanks to the competitive public port
system of the United States, the nation's world gate-
ways are keeping pace and indeed assumed an early
leadership position in urging new technology.

The Senate Finance Committee should very carefully
consider that a major national asset, totally dependent
upon local tax exempt issues for its progress, is being
destructively dealt with by those provisions of H.R. 13270
which directly or indirectly hamper marketability through
taxation.



Exhibit C -

NORTH AMERICAN PORT DEVELOPMENT CUMULATIVE EXPENDITURES “,ﬂ;

GENERAL CARSO FACILITIES  (millons of dollars)
3 wiminston s etitiia [~ Jrp— -

Exhibit D

NORTH AMERICAN PORT DEVELGPMENT CUMILATIVE EXPENDITURES 1

SPECIALIZED CARGO FACILITIES (milions of dollars) ;,ﬂ
EZ3 stmintio | maingie I o cmtutin
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4,031 27,466 12,597

000 2,218 76,218

) 9,70 197,815 288,10 76,332 134,482
3,00 15,906 58,937

25,450 615 26,125

“'m u.m .5.“2 ‘1’“’ ’lm ”l&
62,060 4,573 76,63

24,30 1,49  25,7%

“.m l‘.m m.’“ m’“’ ”.“1 m lm
269,933 41,560 311,493

56,8 5,013 63,846
328, +573 s 194,47 25,39 220,36
10,000 - 10,000

$00 1,000 , 1,50

10,50 1,000 11,50  A8,55 5,009 53,603
13,366 250 13,606

17,163 3,10 20,293 .

2,59 3,30 33,909 26,09 20,000 4,09
63,83 15,555 M,A8 °
B0 9,52 52,672
107,003 s 132,100 155,950 an 1,66
$56,995 115,30 67,705
AAT?  B,0N 266,47 .
799,82 357 938,179 58,000 185,312 1,083,312

TABLE XI

PORT DEVELOPMENT KXPRMDITURES
JANUARY 1, 1961 - DECINDER 31, 19655 JANUARY 1, 1966 ~ DECEMBER 31, 1970
{Thousands of Dollars)
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THIE NEW ORLE AN III II\HH (VA

NEW ORLEANS, LA US.A 70130
September 12, 1969

Senator Russell B. Long, Chairman
Senate Finance Committee

217 OM Senate Office Building
Washington, D. C. 20510

Dear §enator Long:

For as long as we can remember, our communities have been
building schools, roads, hospitals, sewers, bridges, waterworks, and
port improvements by issuing long-term, low interest municipal bonds.
The interest on these bonds (and, therefore, the cost to the tax-payer)
is lower than on other securitiss because historically, traditionally and
constitutionally it is ompt (mnall Federal znconc taxes .

mthoso-cnndnxtdombtumudbyth House of Repre-
sentatives, and now being considered by your Pinance Committee, most
important among the proposals, we understand , is taxation of municipal
bonds. In our opinion and that of bond experts such a plan would be most
inimical to our State, particularly with reference to Parish and City school
bonds and the proposed bond issue for the Port of New Orlsans which is
must if our port is to maintain its position as the second major port of
the nation.

If the House Bill was enacted into law in its present form, it is
our feeling that the market for tax-exsmpt securitiss would be significantly
and lastingly damaged; municipal bond purchases by individuals would be
substantially reduced; interest rates on municipal bonds would materially
rise, the excess costs thereby resulting on the community at large for the
sake of punishing the few who might buy large quantities of such bonds;
the preferential position of municipal securities in the capital markets
relative to taxable issues would be impaired.

sbabdished 13501



Senator Russell B, Long, Chairman Page Two
Senate Finance Committee September 12, 1969

Only several days ago the Parish of Jefferson proposed a school
bond issue for $10,000,000. for the purpose of buikding much needed
schools and not a single bid was received.

‘We strongly urge that you oppose any legislation that might
jeopardize the long~-standing, highly successful and economical system
of tax-exempt municipal bond financing. Unfortunately and with much
regret we will not be able to appear before your committee, however,
we are sending you under separate cover twenty copies of this letter
and kindly asgk that it be made a part of the record of your Committee's
hearing.

Sincerely yours,
New Or Boand of Trade, Ltd.

Kent Satterlee, President

el C Ok

Alex C. Cocke, Consultant
KS:ACC:mlm .

cc: Senator Allen J. Ellender
245 O1d Senate Office Building
Washington, D. C. 20510

Senator John C. Stennis
209 Old Senate Office Building
Washington, D. C. 20510

Senator James O, Eastland
224] New Senate Office Bullding
Washington, D. C. 20510



STATEMENT OF J. ELDON OPHEIM, CENERAL MANAGER,
PORT OF SEATTIE, SBATTIE, HAéHIHOl‘ON, BEFORE

THE SEBNATE FINANCE COMMITTEE, SEPTEMBER 22, 1969
ROOM 2227 NEW SENATE OFFICE BUIIDING, ON H.R. 13é70,
AND OPPOSING PROVISIONS REMOVING TAX EXBMPT STATUS
OF LOCAL BONDS 1SSUED IN DEVELOPMENT OF PORT
PACILITIES, WHICH WOULD RESULT IN GREATLY INCRRASED
AND POSSIBLY PROHIBITIVE INTEREST COSTS, HONORABLE
RUSSELL B, IONG, CHAIRMAN OF THE SENATE. FINANCE
COMMITTEE, PRESIDING.

The Port of Seattle is a special purpose municipal
corporation of the State of Washington esteblished for the
purpose of owning and operating marine and air terminals within
the area of Seattle and King County. The Port founded in 1911
18 under the management of a five-member non-partisan, non-
salaried Port Commission elected by the voters of King County.
The Port owms 15 working ocean terminals, a grain elevator,
special facilities for container vessels, related warehousing,
three small boat harbors for pleasure and fishing craft and the
Seattle-Tacoma International Airport. Current book value of the
Port of Seattle facilities after depreciation exceeds $150
million and gross operations in 1968 were in excess of $12
million,

Currently, the Port has under way an airport expansion
program which will require expenditures in excess of $100 million
during the next three years. This program includes the construc-
tion of the second parallel runway, major terminal enlargements
and highway improvements.

The Port also has under construction a new grain elevator,
estimated to cost in excess of $13 million, several new marine
terminals and additional warehousing and other improvements
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related to its wﬁtor front operations.

The Port of Seattle wishes to register its protest to
the enactment of H.R. 13270 as approved by the House of Repre-
sentatives. It 1s our considered opinion that the measure
which is now before the Senate destroys the independence of
states and municipalities. No amount of argument by Treaswry
officials nor committee members can change the fact that this
measure 1s aimed at destroying the municipal bond market, and
has already had a serious impact on that market and made
exceptionally more difficult the problem of financing important
local pudlic works.

The principal argument presented by the Treasury offi-
cials and by others supporting this measure is that certain
citizens have used the tax exenpt municipal bond to avoid paying
their fair share of taxes. It should be noted, however, that for
the privilege of buying municipal bonds these individuals have
received materially lower interest rates. Presumably the market
place has reflected only the saving in tax to the individual and
that individual always had the option to purchase the more
lucrative securities of the taxable market which would as &
practical matter yield him approximately the same net return.

The effect of the Treasury's proposal which is contained
within H.R. 13270 is to enrich ths Pederal Treasury at the
expense of local property taxpayers who underwrite the majority
of the municipal bonds sold in the United States. In the long
haul, these property taxpayers will be the ones who will pay the
added burden, the wealthy will simply receive & higher interest
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rate. It is clear, therefore, that this legislation, so .far as
municipal bonds are concerned, does not tax the wealthy.
Instead, it taxes the average citisen. The average home owner
will end up paying higher taxes to support his schools, roads,
public hospitals, porte et cetera, and the wealthy will receive
a higher interest rate to compensate them for the added tax. If
the wealthy do not get the higher rate, they simply will not
enter the municipal market at all. They will invest their money
as they have always been adble to do in premium corporate
securities which pay sudbstantially higher rates of interest.
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Grarron, FRROoUSON, FLEIsCHER & HARPER
ATTORNRYS AT LAW

310 WEST LIBEATY STALEY-YZLEPHONE 802-207

LouisviLLs, Kanrucky 40808

CORNELIVS W. GRAFTON
JO M. FERSUSON
LILLIAN M. FLLIBCHER
SPENCER C.HARPEN, IR,

BEPORE THE FINANCE COMMITTEE
OF THE SENATE OF THE UNITED STATES

IN THB MATTER OF:

THE TAX REFORM ACT OF 1969 (H.R. 12370), IN SO FAR

AS THE ACT UNDERMINES AND VIRTUALLY DESTROYS (WHILE
GIVING SOME APPEARANCE OF NOT DOING SO), THE EXEMPTION
OF INTEREST ON STATE AND LOCAL BONDS ISSUED FOR SUCH
ESSENTIAL PROJECTS AS SCHOOLS, WATER SYSTEMS, SEWER
SYSTEMS, RELIEF FROM WATER POLLUTION, HOSPITALS, COURT
HOUSES, CITY HALLS, ROADS, AND THE LIKE.

MAY IT PLEASE THE COMMITIEE:

As a Municipal Bond Lawyer with more than 30 years'
experience, largely in working with the smaller
communities of Kentucky, I wish to be heard on the
point that these smaller commmities simply cannot
survive this legislation in its present form.

Sections 601 and 602, with an appearance of innocence
which agsumes naivete and downright stupidity, seem to offer a
harmless and deceptive new choice on a voluntary y basis, vhile
leaving undisturbed the privilege of issuing tax-exempt bonds
as in the past.

But quite obviously, the provisions in Sections 301 and
302, providing for such euphonious "reforms" as Limited Tax Preference
and Allocation of Deductions, will so destroy the marketibility of
tax-exempt bonds as clearly to indicate that there is really no
choice at all.
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The smaller communities, for which I am undertaking to
speak, will be unable to market tax-exempt bonds; and when effectively
forced by this legislation to seek the federal interest subsidy which
is supposed to be just as good, they will learn that this is not an
acceptable or workable substitute. Then it will be too late.

The essential and tragic fallacy 1lies in the assumption,
which is false, that an interest subsidy, even in the maximum amount
of 40% which is permitted, will make taxable bonds as marketable and
effective as tax-exempt bonds, at the same cost to the small ‘
commmnity, and with the federal government making up the difference.

Somebody is engaging in spimning out a self-pleasing but
very foolish day-dream. 1 have a mental picture of so-called experts
in the Treasury Department who entertain a theoxy that there is no
difference between a taxable bond and a tax-exempt bond that canwot
be made up, in any and all events, by a 40% interest subsidy.

I have no doubt that they prove their case by producing the published
averages of Dow Jones, The Daily Bond Buyer, and others. These
averages have little or no significance in the cases of bonds offered
for sale by little communities -~ they are openly published as beaing
averages of bonds offered and sold by the biggest issuers, the house-
hold names, and the credits which have long and reassuring histories.

The same averages and theories are wholly without any
realistic relation to bonds offered by little issuexs, names un-
familiar to the investing public, and credits which venture into
the market-place for the first time. If these are effectively
deprived of the historic tax-exemption which gives theam the only
break they have ever had; then, subsidy or no subsidy, they will
be obliged to go out in open competition with the gold-plated names
of the great corporations which are listed on th: Exchanges and deal
in terms of millions and billions of dollars.

This can be called "competition," if you like, but only
in the cynical sense in which it might be suggested that the local
high school football tesm may fairly "compete” with the New York Jets,
the Baltimore Colts, or the Green Bay Packers; the argumeat apparently
being that the hospital and surgical bills will be paid by the govern-
ment, so everything will be equal. ‘

In high school football in Kentucky, as I believe to be
the case in many other states, schools are put in different classes
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according to size; so that the big ones play the big ones, the
mediums play the mediums, and the little ones play the other
1ittle ones. Rach has a chance to become a champion -- but among
equals, and not with the odds rigged against them. So also in
boxing, where featherwsights are not put in the ring with heavy-

weights.

I carry no torch, nor shed tears of sympathy, for certain
persons of great wealth who are shown to have avoided payment of -
federal income taxes, in whole or in part, by investing substan-
tially in state and local tax-exempt bonds. Nor am I qualified by
education or experience to weigh the right and the wrong of avoiding
taxes by making charitable contributions. These practices are held
up as deplorable "loopholas" which make people very angry and are
said to threaten a "taxpayers' rewlt."

But it seems to me there is a certain amount of blindness
or at least myopia about all this, in terms of perspective. Out of
perhaps 200 million people in the United States, it appears from
statements by proponents of this "Tax Reform Bill," as found in the
Congressional Record (August 7, 1969, page H7073) that there are
155 persons worthy of being held up to the rest of us in horror on
this accomt.

The idec of curing 155 cases of this sort at the cost of
destroying what little ability small communities may have to finance
essential local improvemsats (if they can do it at all), seems to me
to he like drowning the faithful family dog in order to drown his
fleas at the same time. No doubt the fleas will be drowned, and
then we will adjourn to the back yard and bury 014 Rover. This
makes sense only if you hate dogs; not just because you hate fleas.

1 assume that if I were testifying before this Cosmittee
in person, instead of submitting this written statement, -- I would
be interrupted at this point (if not considerably earlier), with a
suggestion that I justify my ecsential premise by explaining just
vhy it is that an interest subsidy of up to 40% will not, in fact,
serve as the equivalent of exemption of iuterest from federal
income tsxation in the first place.

There is no trouble at all in wmaking such an explanation --
and to the experts who may still be doubters, 1 can only suggest that
they coms down to Kentucky, prepare bond issues for little communi-
ties, and ses vhat happens to them, They have a hard time getting

.3.
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noticed. Even with the benefits of tax exemption, the best of
engineering service, and competent and vigorous sponsorship and
financial assistance from licensed underwriters, they sometimes
fail to receive a purchase bid. In many instances they can obtain
no encouragement from dealers and investors, and have no choice but
to look for grants and low-interest loans from the federal govern-
ment, which virtually monopolizes the readiest sources of tax
revenues and therefore has all the money. If government grant and
loan resources have been exhausted (which is as often the case as
not), they wait in line for the next fiscal year's appropriations --
or give up and do without.

The principal bond-purchasing officer of cne of the big
New York banks told me one day that he could give congideration to
bonds of the Commomwealth of Kentucky, the City of Louisville, and
perhaps seven other cities and the counties in which they are
situated. The other cities, counties and public bodies of Kentucky
could not be considered because they were not covered in published,
official source material, generally could not obtain ratings from
the standard rating agencies, had no credit history, and were
offeiing bond issues too small to warrant the expense of an
independent study of his own.

A high-ranking officer in a nationally-knowm underwriting
firm explained to me that during the average week his staff has
opportunities to participate in 50 to 100 bond syndicates -- that
it was impossible to give thoughtful congideration to more than 20,
and that the rest simply had to be passed up, regardless of the
fact that they might very well have merit. The ones that are passed
up are naturally the little ones that need help the most. 1 am not
complaining. These are the facts of life.

Our small communities, having no impact in the national
markets, owe their successful financial ventures, when they happen,
to a combination of two factors -- the tax-exempt status of the
bonds they can offer, and the loyal and vigorous support they get,
in meritorious cases, from investment banking firms operating out
of Louisville and Lexington, Kentucky, Cincinnati, Ohio, and
Nashville, Tennessee. These fine firms, well acquainted as they
are with local conditions and neighborhood customers for bonds in
small lots, constitute the only available market for those bond
issues that cannot survive in the national market, yet have merit
enough to warrant distribution, with help. Otherwige there is no

-l -
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place to go, except to governmental agencies for grants and what
amount to sub-marginal loans.

But all of these nearby dealers will tell you, I believe,
that without the feature of tax exemption working in their favor,
the small bond issues they can otherwise manage to distribute
with persistent effort might as well be forgotten in the face of
the Tax Reform Bill of 1969. The little communities will be
reformed out of existence. I1f a purchase bid cannot be obtained --
a subsidy of 40% of nothing is nothing. Letcher County, Kentucky,
cannot compete with General Motors.

Even the small local investors are already alarmed and
their faith in their national government has been shaken. The
doctrine that the sovereign governments of the States may not tax
the sovereign govermment or agencies of the United States was
originally enunciated by the Supreme Court in a case where it was
the United States that was the party seeking protection, and which
obtained it, It i{s scarcely imaginable that the doctrine does not
apply in the converse, when the idea is advanced that it is somehow
permigsible for the United States to tax the governments, agencies,
and subdivisions of the several States. The Supreme Court has
so held.

Exemption of interest received on bonds of the States,
their municipalities, agencies and subdivisiors has been in the
income tax laws, and in the regulations implementing the income
tax laws, as long as such laws and regulations have been in
existence. The basis has always been Justice John Marshall's
truism that "the power to tax is the power to destroy."

It has been upon the faith of these long-standing laws,
regulations, and repeated interpretations of them, that investors
large and small have purchased state and local bonds upon terms
favorable to public issuing bodies -- terms which could not other-
wise have been justified. Now these investors are confronted by
legislative proposals that seek to obtain by indirection and
circuity what the Congress obviously knows it cammot achieve by
a direct and frontal constitutional attack.

It is disconcerting to be confronted with a rather sly

and pleased suggestion of one's own government that a way may have
been discovered to accomplish what cannot be done forthrightly, by

-5 -



Grarron, Farousoxn, FLeiscHeRr & Hamren

simply wiggling around the end and back of it. The States, their
governments, and large public bodies such as the New York Port
Authority appear to be big enough, and possessed of sufficient
means, to be heard -- and we are confident that they will speak
up -- hopafully on behalf of small investors as well as in their
own defense.

The small investor, and the small public issuing bodies,
can only sit still and be bewildered. A course of action in the
dixection now suggested may be constitutional, while at the same
time constituting a crashing breach of faith. The present
adainistration even suggests publicly that the underground erosion
of the historic and traditional tax-exempt status of atate and
local bonds be applied in retrospect to bonds which were issued
wvhen the law was clearly otherwise. It would be bad enough to be
given warning of the future so that one might avoid getting into
a trap. It is not in accord with ordinary standards of good faith
and morality to have the trap sprung on what has already been done
under different ground rules.

It is a cause for legitimate wonder when government acts
toward its citizens in a manner which, if used by citizens against
their govermment, would doubtless cause speeches to be made in
high places, and perhaps investigstions to be ordered and indict-
ments to be sought. '

And all this seems stranger still, when one observes that
although the government long ago abandoned exemption of interest
on its own bonds from its own income taxation -- yet when it felt
the necessity to obtain from private sources the most inexpensive
possible money for its vast housing program, it (a) by law made
the bonds incontestable, (b) by law pledged the full faith and
credit of the United Stares to their payment, and (c) by law
exempted interest therec: from "all taxation now or hereafter

W‘JS’M. " (The United States Housing Act
o » 88 amended.

H.R. 12370 is some 368 pages in length, and I cannot
pretend to have read and understood all of it, or indeed any very
substantial part of it. But I have read published summaries and
analyses, and I have yet to find any suggestion that the govermment
proposes to subject the housing bonds which it has thus guaranteed
and exempted from “sl1 taxation now or hereafter imposed by the
United States" to the destructive proposals which are directed
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toward state and local municipal bonds by the legislation here
under consideration.

1 am reminded of the long-protracted litigation between
the Dollar Steamship Line and the United States; wherein the
United States, shamefully but obviously without any sense of shame,
refused to obey a fingl judgment of its own Supreme Court, and our
Supreme Court. After the case was decided against it, the United
States persisted in attempts to litigate, in the District Court
for the Northern District of California, issues which had already
been litigated to final conclusion.

In United States v. Dollar et a) (1951), 100 F.Supp. 881,
there is to be found a long and indignant discourse by Judge Murphy

on the subject of the government's behavior. It is, we think,
appropriately brought to a climax in this passage (see p. 889):

"The government should not be permitted to avoid
lisbility by tactics that would never be countenanced
between private parties. The government should be an

example to its citizens, b i
exanple and not a bad one. s supp .

Someone has said what somebody ought to have had the
courage to say.

1 agree.
Submitted by:

- . %.-—-——
Cornelius T
GRAFTON, FERGUSON, FLEISCHER & HARPER
Room 403 - 310 West Liberty Strest
Louisville, Kentucky 40202

September 16, 1969
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Bellevue Publie Sehools

Box 458
Bellevue, Nebiaska 68005

September 15, 1969

Honorable Senator Russell B. Long
Chafrman, Senate Finance Comittee
New Senate Office Building
Hashington, D, C. 20000

Mr. Chajrman:

The Bellevue School District of Bellevue, Nebraska wishes to
file testimony in opposition tou section 301 of H.R. 13270.

We oppose this section of the bill for the following reasons:
(1) We believe that those individuals who are buying municipal bonds
are already indirectly taxed by accepting a lower return on their
money. (2) We are of the opinion that i{f this section of the bill
becomes law the inevitable litigation to follow will wmake the municipal
bond market an uncertainty for many years. (3) Any attempt to eliminate
or curtail the issuance of tax-free municipal bonds can only weaken local
self-government and place greater power in the federal buresucracy in
Washington. The citizens of our community are qualified to determine
the needs of our school and the ability of this community to meet those
needs,

As 8 federally impacted school district we have experfenced a
government program for buflding. The conclusion we have reached based
on this experience is that the time lapse in appropriation does not
allow this district to meet its immediate needs,

Our district is attempting to scll bonds at the present time.
We have becen unable to sell the bonds because of this proposal under
consideration by the Congress. Because of rapid growth our district
must sell bonds to meet the need for additional facfilities, We urge
this Committee to reject the proposal to tax municipal bonds,
Sincerely,

,@lu 1, E"/"

RICHARD L.
Superintendent

RLT(FL)/31g

QUALITY EDUCATION IN NEDRASKA'S FASTAST GROWING COMMUNITY
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Tax Reform and the Market for Municipal Bonds#

by

, Edward F. Renshav and Donald J. Reed
Graduate 8chool of Public Affairs and Department of Bconomics
State University of Nev York at Albany

Susmary

The debt of state and local govermment 1s now in excess of §140 billion and
has been projected to grow at a faster rate than the sggregate economy through 1975.
The market for tax exsmpt bonds is largely limited to commercial banks and a fevw
wealthy individuals whose assets are not likely to grow as rapidly as the economy.
Many states are now paying over six percent interest on new issues of municipal
securities and at these historic rates are unable to find buyers for adbout half of
the normal volume of nev isaues.

2. The current crisis is likely to continue owing to:

(a) t-whalmrminthomqlm\uchnnmmto
reation credit more carefully,

(b) = preference on the part of banks for business loans as opposed to
investment in mnicipal bonds,

{c) possidle changes in our tax laws which will reduce the cash flow
of corporations and financial institutions, and

(d) o tremendous pent up domand for credit to provide housing, suto-
mobiles and consumer durebles a maturing baby boom and the return-
ing G.I.'s from Vietnam.

3. Recognizing that state and local governments will face a continuing problems
in finding financing for needed public construction, the members of the House of
Representatives have included in their tax reform bill a provision which would permit
the Treasury to provide state and local governments with a direct interest sudbsidy
if they elect to issue taxable bonds. This provision would:

(a) provide the Treasury with & clear mandate to gradually eliminate ome
of the most glaring inequities in our federal tax system, and

{b) make it reasonable for the financial officers and managers of the trust
funds of state and local governments, who now sdainister over §100
tillion in financial assets, to help solve the current crisis.

4. No Urban development bank would be large enough or possess enough local appeal
to sccomplish these ends. Congress and the Treasury can afford to be generous in en-
couraging state and local governments to abandon tax exempt securities in favor of a
more equitable system of public finance. The increase in taxss which would accrue to
the UB Treasury can be expected to offset even the maximum subsidy of U0 percent
vhich would be permitted in the House bill.

5. The lack of basic data on which to assess the effects on the market of cther
provisions in the House bill which might tax some of the interest on tax exespt bonds
is unfortunate. It and problems related to credit ratings and other ways state and
local governments can reduce the cost of borrowing high light a need for s major
study of the mnicipal bond market.

#8tatement prepared for Senate Finance Committee Hearings on Tax Refors, September 1969.
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2.
1. TAX EXEMPT BONDS

The debt of state and local governments—now in excess of §140 billions~
has grown at about eight percent per year since the end of World War II and
has been projected to grow an average rate of about seven percent per year
through 1975.1 The market for this debt has been constrained by the implicit
form of the subsidy and its dependence on the federal personsl and corporate
incowe tax rates. That is, the size of the subsidy varies directly with the
marginal tax bracket of the holder of the bond. The result has been that
nearly seventy-five percent of the state and local debt is owned by commercial
banks and high income individuals.

Household demand for municipal securities grew at a fairly steady rate
in the early post war period and then reached a state of near saturation in
1955 when additions to total holdings amounted to lorc than three billiom
dollars. Between 1955 and 1966 household demand declined to an average
increase of less than two billion dollars. In 1967 and 1968 demand for new
issues was not sufficient to replace retirements. It became increasingly
clear from the periods of monetary restraint such as 1966 and 1969 that a very
high interest premium must be paid to induce a significant number of new
individual investors to enter the market for municipal securities.

Commercial banks absorbed about 75 percent of the net increase in
municipal securities in the seven year period from 1962-68. Dominance in
this market appears to have been related to a high marginal tax rate and an

unusual growth in the momey supply (8 percent).

l'me Joint Economic Committee, State and Local Public Pacility Needs
and Pinancing, December 1966, Volume 2, p. 35.
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See columne (3) and (4) of Tsble 1. In the preceding fifteen year period
(1947-1961) when the money supply, was growing at a much slower rate (3 per-
cent), commercial banks were willing to absorb only 27 percent of the in-
crease in mnicipal debt.

Table 1

The Composition of Commercial Bank Assets in Relation to Interest

Incentives and Changes in the Money Supply Including Time Deposite
The United States 1947-68

8%P's High Grade Increase in Bank
Other Securities Mmicipal Bond Holdings of
(vhich are mainly Rete as a Percent Percentage Growth Mmicipals as a
Municipals) as &  of the Average in the Money Percent of the

Percent of Bank 8hort Term Bank  Supply Including Total Increase

Year lLoans Rate Time %&tc . in Municipals
1)

{2)

1947 23.6 9.7 6k4.3
48 22,2 9.0 -7 20.0
49 24.5 82.5 .0 29.6
50 2h.3 73.6 3.7 53.3
51 23.7 6b.3 5.3 Wk.0
52 22.6 62.8 4.8 37.0
53 22,2 73.7 2.7 k.0
sk 23.7 65.6 41 32.7
55 20.8 68,4 2.5 2.0
56 18.5 69.8 1.9 4.3
57 19.6 o 2.2 22.2
58 21.h 82.0 6.8 53.1
59 19.1 79.0 1.b 10.2
60 18.3 72.3 2.2 12.0
61 19.8 69.6 6.6 39.7
62 21.8 63.6 7.4 64.3
63 23.4 6k.5 8.0 9.5
6l 23.1 64.5 7.8 59.3
65 23.3 6b.6 9.7 82.0
66 23.4 63.7 4.8 k0.0
67 27.0 66.0 1.0 89.1
68 28.1 67.5 10.9 81.,%

Bource: Economic 322011% of the President and Flow of Funds
stics o ¢ Federal Reserve.

a., Estimated by the Investment Bankers Association
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In the second half of 1966 and in the first eight months of 1969 commercial
banks sold more mnicipals than they purchased. While one would expect bank
demand to improve somewvhat ss inflationary pressures begin to ease, there
are several reasons for supposing that the total valume of municipals held
by commercial banks might not grow at all in the next few years. If this

rather pessimistic view is varranted, state and local governments will either
have to find new sources of financing for from eight to ten billion of public
improvements each year or cut back on the{.r capital sccumulation drestically.

2. THE YUTURE MARKET

Five reasons can be advanced in support of a pessimistic view of bank
demend for mmicipals. The firat reason is the monetary outlook. The per-
centage growth in the money supply including time deposite bas already
declined sharply from the eleven percent growth rate wvhich prevailed in 1967
and 1968 and will probably not be permitted to grow at an average rate of
more than five percent per year in the next few years. If past relationships
were to hold, this would mean that bank demand should fall to less than half
of all net new issues of mmicipal debt,

- Becondly, the unprecedented demand for credit that is likely to result
vhen the baby boom reaches -turity and the economy strives to provide more
consumer durables could cause bank demand for state-local bonds to fall even
lover than would be indicated by past history. In addition, it should be
resenbered that commercial banks have alvays tended to give first priority
to the needs of business and to only invest their "excess funds” in other
securities such as municipal bonds. In his book on the Mansgement Policies
for Commercial Banks, Howard Crosse, Vice-President of the Fedsral Reserve
Bank of Nev York, has stated this preference in the following way:
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The policy approach advanced in this book has stressed
the
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areas, however, or at some times, will have provided

sdequate Uquidity, granted all the sound loans thuy can,

and still have excess funds to invest. Nmds so employed

represent the bank's "investment portfolio” as di shed

from its liquidity position and its loan account.
State and local bonds are generally considered to be part of a bank's
investment portfolio,

Corporate demand for bank loans surged from & net increase of less than
3 billion dollars in the early 1960's to over nine billion in 1965 and has
since held at about twice the average level of the earlier period. The
impact of this demand on the portfolios of commercial banks has been
especially marked in the case of the large New York City Banks, The five
largest NYC banks had about 10,3 percent of their assets invested in
municipal bonds st the end of 1964; by the end of 1968 this figure had dropped
to 7.3 percent--s decline of thres percentage points.> While other banks 414
tend to increase the share of municipals in their portfolio during this
period of time, none of larger NYC banks were inolined to do so.
As large corporations turn increasingly to banks in other cities and

force unincorporated businesses to pay for goods received more quickly,
it 1s likely that many more banks will feel compellad to make & permanent

reduction in the share of assets invested in munioipal securities,

2 Howard Grosse 1icies for 1al Banks, Englewood
Cliffs, New Jersey: ‘ﬁuﬁm’m TZ%. ’

3 These percentages are based on simple aversges that were not wveighted
for differences in total assets. A weighted average decline in the proportion
of municipals would be smaller since the two largest banks only decreased the
share of assets invesied in municipals by a 1ittle over one and one-half

percentage points, ' :
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A third factor to consider is the House of Representatives tax reform
bm.u Section 703 proposes the repeal of the sewven per cent investment
credit and the extension of the corporate surcharge tax (Section 701), The
amount of funds that are available to businesses will be reduced by nearly
1,0 billions by 1971 if these two provisions are emacted.’ This would force
large corporations to relie more heavily on the credit cbtained from large
banks and be less generous in supplying credit to retail establishments, inturn
foreing the latter to be more dependent on loans from local banks,

Fourthly, the market for municipal bonds will be decreased if Congress
adopts the Treagury's proposal to grant banks a special tax deduction when
they invest in residential construction, make loans to college students and
sccept SBA guaranteed loans., The Treasury proposal not only provides &
direct incentive for banks to discriminate against mmnicipal bonds in favor
of other kinds of investments but also contains an "allocation of deductions"”
feature which would include tax exempt interest. Since over 50 percent of
the net income of many commercial banks is from tax bonds, it seems likely
that some banks would have to sell municipal obligations to take advantage
of the new nublidy.6 Most individuals, on the other hand, 4o not invest a
very high proportion of their assets in municipal bonds, It stands to
reason, therefore, that an allocation of deductions principle applied to
financial institutions could have a decidely more negative impact on the
municipal bond market than the allocation of deductions formuls applied to
individuals which the Treasury would iike to see retained in the House bill,

b U,8, Congress, H,R, 13270, "An Act to Reform the Incoms Tax Lews,"
August 8, 1969,

’ 5 U.8, Congress, Tax Reform Act of lﬁgi Report of ths Committee on Ways
and Means, August 2, 19069, p. 19.
6 Benjanin A, Okmer, Income Distribution and the Pederal Income Tax,
(Ann Arbor: Institute of Tubllc Administration, vhe University of Niohigan,
1966), Table A-1, p. 83. It is estimated that only 1.1 percent of all

investors in municipal bonds invest more than 25 percent of their asaets in
municipals,
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Another important consideration, from the.point of viev of these hearings,
is that an effective housing program is almost certain to divert thrift depogita
from commercial banks to savings and loan associations which do not provide
& significant market for municipal bonds,

Since 1947 commercial banks have maintained a remarkedly constant proportion
of their total loan portfolio in mortgages, The average ratio for the period
1947-68 was about 26 percent and has actually trended down slightly since
1963, The Comparable proportion for savings and loan associations is nearly
100 percent. New deposits in savings and loan usgociations increased from a
little over one billion in 1947 to more than eleven billion in 1963, Iarge
portions of this flow of potential mortgage money have been diverted to
commercial banks in recent years, however, as a consequence of changes in
regulation which permit banks to pay higher rates on some time deposits and
restrictions which have been placed on the rates that savings and loan
associations may pay on their deposits. The result, of course, is that
housing starts are now significantly lower than in 1963 when family formation
was considerably less than it is today. The wost ’rtoctive way to increase
the flow of savings going into residential construction would be to permit
savings and loan associations to again pay somewhat higher rates of
interest on time deposits than commercial banks, This has been the traditional
vay of diverting savings into housing and is almost ‘certain to be resorted to
again if a proper balance is to be struck between residential and business
investment, Thus would result in a relative decline in commercial banks
time deposits-~-and & lesser demand for mmicipal bonds.

In our testimony before the Committee on Ways and Means on March 11, 1969
we estimated that there now exists a permanent shortage of municipal
financing amounting to at least five billion dollars per year and that the
shortage this year could be even greater if comsercial banks abandon the
municipal bond market as was the case in the second half of 1966,
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More than twice as many nev isgues of munjcipal bonds have been withdrawn
from the market this year than in 1966, m-m-oft&mmto
respond to monetary and fiscal policy, the tremendous pent up demsnd for
housing and other types of consumer credit, ongl the mt that Congress
will enact major tax reforms mekes us mﬁoneonvimdthttbpmnf
market for municipal securities capnot be ronod‘nyon to provide adequate
financing for public facilities,

3. A Hew Market_

Recognising that state and local governments will face & contimiing
problem in finding financing for needed public facilities, the members of
the House of Representatives have included in their tax reform bill a
provieion which would pernit the Treasury to provide state and local governe
ments with & direct interest subsidy if they elsct to 1issue taxabls bonds
rather than tax exempt obligations. This provision has several advantages
over other proposals which would broaden the market for municipal
securities,

The -qut significant advantage of the House bill is that it would provide
the U,8, Treaswry with a clear mandate to gradually eliminate one of the
most glaring inequities in our Federal tax system without r¢ducing the
amount of capital available to finance stats and local mmtmﬁ o
Urbank would be large enofligh to accomplish this objective,

A Federal Urban Development Bank could not be considered a financial

‘

success unless ite securities sold at a rate of interest almost equal to
Treasury obligations, This would meke U,8. government bonds and the Urbank
dsbt very close substitutes, Since the Tresasury is responsible for keeping

6 The lav reads,.."The Becretary of the TreAsury...sball pay & fixed
percentage of the interest yleld,..in order to encourage the states and
political subdivisions...to make elections [to issue taxable bonds/, U.8,
cong:;, HR 13270, An Act to Reform the Income Tax laws, August 8, 1969,
Pe .
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interest on the U,5, debt as low as possible, it would tend to oppose large
inoreases in the amount of Urbaank debt for fear that these obligations will
drive up the rates of U,5, govermment bonds and destroy much of the yield
sdvantage that the Federal government hn- traditionally had in competing for
funds in the private market. A small Urbank operation would mean added
delays to state and local borrowing, an onercus rationing mechanism, and an
extra layer of administrative costs in the financing of public facilities.
A direct interest subsidy to texable local bonds would fnnit these
obligations to compete more directly with high grade corporate bonds, which
| are nov the most preferred investment in the cash and security holdings of
state and local governments, These holdings amount to over $100 billion
dollars, In 1956 when interest rates were lower and the yield differences
between municipals and high grade corporate bonds were fairly negligible,
state and local governments held o.bout‘ 12 percent of their assets in municipal
bonds., This figure has declined to less than three percent of total assets

in 1969, Corporate bonds during the same period of time increase from 10,4
to about LO percent of total assets.

While state and local governments would not have & very compelling reason
to support a market for securities of a Federal Urbanke««U,8. govermment
securities in state and local retirement funds declined from 50 to 20 percent
of total assets between 1954-68---there 1s reason to believe that the
managers of these funds would feel a very strong obligation to support s fair
and orderly market for the taxable securities of their respective governments.
It uﬁ likely, therefore, that a system of direct interest lublid;u to state
and local governments that issue taxable bonds would provide a broader and wore
competitive market for municipal ucuritiu than an urban development bank,

The severe fiscal problems of state and local eoquunta make 1t both
proper and desirsble that Congress adopt s tax reform bill which persusdes,
rether than coerses states and local governments into issuing taxable bonds,
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S8ince the increased taxes which would ascure to the US Treasury can be expected
to offset even the maximum subsidy of 4O percent which would be peraitted in
the House bill,” 1t 1s clear that Congress and the Treasury can afford to be
gonerous in encouraging state and local govermments to abandon tax exempt
securities in favor of a more equitable system of public finance.

Those attacking the exesption feature have generally recognised that state
and locsl governments benefit from tax exesption but have argued that exemption
is an inefficient subsidy, If income taxes are progressive and if the wolume
of bonds is too large to be absorbed by persons in the highest tax bracket,
tax exempt retes must be reaised enough to attract capital from persons in
lower brackets, giving bond holders with higher incomes & windfall gain,
Estimates suggest that the intersst saving to state and local gover.uents in
the postwar period has ranged from about one-third to less than two-thirds of
the revenue loss to the federal govornmment,

There 1s one feature in the present bill which we feel should be deleted.
That is the provision which would lower the ainimum subsidy that the
Treasury is permitted to psy state and local governments from 30 to 25 percent
in 1975. Mo rationale is provided for this reduction, It might be
considered bresch of faith which incresses the uncertainty as to whether
Congress really intends to phase out tax exempt bonds by offering a more
attractive substitute.

If the intention is to gradually eliminate the supply of outstanding
tax exesmpt bonds, the subsidy to qtate and local bonds will have to be increased
over time instead of lowered, This follows from the fact that fewer tax
exempt issues will create & scarcity condition that will ensble the outstanding
issues to be sbsorbed almoat entirely by persons and institutions in the
very highost tax brackets. Its these groupe which now obtain the largest

7 David J. Ott and Allan H, Meltger, Pedersl Tex Treatment of Local
Securities (Weshington, D.C.: The Brookings Ins n, s Pe 1o
rrick, "Exemption of Security Interests from Income Taxes in the
United States," Journal of Business, Vol. 19 (Oct, 1946), Part 1, App.,
1isted 11b resolutions Introduced Dstween 1920-1943 to reduce the subsidy.
Cited in Ott and Meltszer,
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amount of windfull gain from the excess supply of municipals that is now
depressing bond prices and raising yields to historical highs,.

The most important point to note in connection with other features of
the House bill which might tax some of the interest on municipal bonds is
that we really have little or no information on the possible effect of these
measures on the markst for munioipal bonds, Individual tax payers are not
required to report interest on wmunicipal securities, This lack of basic
data on vhich freme an importent public policy highlights a need for major
study of the mnicipsl bond market, In the remainder of this paper we will
oite some additional reasons for undertaking such a study,

4, Some Notes on the Need for e Major Study
of the Municipal Bond Market

That portion of the Federal debt which was not held by the Federal Reserve
or agencies of the U,S, government was about 18 times as large as the debt
of state and local governments at the end of World War II and has actually
declined somewhat since 1945, The debt of state and local governments, on
the other hand, has grown st about 8 percent per year and is now more than
half as large as the net Federal debt, If past trends continue, it will be
only sbout five years before state and local governwents will place in the
handa of private investors more debt than is (now) obtained from the
Federal Covernment,”

9 m™his projection subtracts U,8, Government securities that are owned by
state and locel governments from the net Federsl debt. About seven years
would be required for the debt of state and local governments to exceed the
total net Federal dsbt, if past trends continue, Data ere from the Economic

Report of the President, p. 303 and the Joint Committee Print on Stele and
DT RTE: FeoHiTEy Toods wd Fioanotng, Deo. 1966, Vol 2, po W0:
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While many volumes have been written on the "burden of the nstional debt,”
conparatively little attention has been peid to the management of state ad
logal debt,10 Two of the wost prestigious collegs texts devote only one
parsgraph to problems connected with the mmioipal bond market,lt

It bas become increasingly clear in the last 2 years that the present
sarket for municipal securities is too narrow to provide the facilities that
vill be needed by state and local gvernments in the decads aheed,’? Rising
ooncern on the part of public officials has inspired a large number of
slternative arrangements which are now being given serious consideration with-
in the broader context of tax reform. It is to be hoped that & method will
soon be worked out to provide state and local governments with an attrective
direct interest subsidy that will not only brosden the market for mmiocipal
ueuri&n but also end the atigme of an inequiteble tex systes,

If Congress does enact somsthing along the lines of the 'dual coupon'
proposal vhich was recently suggested by the Netional Governors’ Conference’

AP

10 The nev SEC investigation which was presumed to imply & brosd based
study of the security markets will not dewvote much effort, as near as we omn
deternine, to problems connected with the municipal bond market,

1 pionara A, Musgrave, 110 (Wew York: NoGrew-
Hi11 Book Company, 1959), p. 575, s ® Dage is devoted to
borrowing bylocal governments. Joln F, Dus, t ( Homawood,
Illinoiss Riochard Irwin, Fourth Rdition, X ' D o paregreph is

used to summrise the conclusions of Ott and Meltser in their monograph,
Federal Tax Treatment of State and Iocal Becuritiss (Weshington, D.C.s
» . T work in this area by an
acadenic eoonomist is the now out-of-date book by Holand I. Rodinson, te
war Markst for State and Looal Government Securities (New York: Nat
[ ’ .

12 11 the seven year period from 1962-68 comsercial bauks absorbed about
T5 percent of the net increese in municipal bonds, This was mads possible by
on unusual growth in bank deposits, In the preceding 15 year period when the
money supply, including time deposits, was growing at & more normal rate,
comercial banks were willing to absord only 27 percent of the increase in
minicipal dedt,

13 me Wall Strest Journal, May 5, 1969, p. 3.
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there will still be a need for a follow-up study to determine whether the
ylelds on taxable municipal securities compare favorably with other interest
rates and to consider the benefits and costs that might be associated with

various arrangements to improve financial inromltionlh

and further reduce
the cost of state and local berrowing.

Options such as permitting the Federal trust funds to hold state and
local bouds and the creation of a Federal systew of state urbanks are
particularly worthy of study. It would also be interesting to know whether
the same objectives could be oltaired ty simply creating a new type of
Federal Deposit Insurance Corporation ‘¢ 1nsure the interest and principal
due on state and local bonds., Cf even greater concern to some public officials

is the fairness of the existirg muicipal security rating system.

Are Bord Ratings Meaningful?

In July, 1965, Moody's Investors Gervice lowered New York City's credit
rating from A to Baa, The reaction of finance administrator Foy M., Goodman
"touched off a national detate on bond ratings" which eventually resulted in
two hearings on the subject before the subcommittee on Economic Progress of
the Joint Economic Committce in December 1967, and July 1968,

In March, 1968, Senator Prcxmire and Representative Patman introduced
identical bills to establish a governmen! corporation patterned on the
Federal Deposit Insurance Corpcraticn to guasrantee the payment of interest
and principal on state and local tonds, The preamble to this bill contends

that states and local governments are being forced to pay excessive interest

o Some states such as North Carolina rave actively supervised the
information and procedures used to issue local tonds, It would be interesting
to study whether this effort has been successful at improving the bids
received by localities.
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owing in part to "the failings of the existent municipal securities reting
nmtu."l5

One of the best ways to indicate a need for an independen’ study of the
municipal bond rating system is to observe the pattern of ratings which emerges
when states are ranked on the basis of total personal income divided by the
smount of debt outstanding which pledges the state's full faith and credit
to guarantee both interest and principal, Total personsl income is surely
the best single measure of the taxable revenue base that is available to moet
states, One would expect such coverage to be an important determinant of
credit ratings, It is clear from Table II, however, that Moody's ratings give
1ittle weight to income coverage, Twenty-one states, with lower credit ratings,
have higher personal income coverége than either Vermont or Connecticut, both
of which enjoy & triple-A rating,

The lack of relation between income coverage and credit ratings raises
& serious question as to whether Moody's ratings are sufficiently objective
to provide a fair and reasonable stundard of investment quality., An ine
depth study of available information and factors that might be used to
establigh a more objective rating system is not only in order but would seem
necessary if states are to be encouraged to make maximum use of their general

borrowing pover in support of needed state and local facilities,
State Assistance to Local Governments

In 1966, 17 states had credit assistance programs to aid local governments
in financing pudblic racilitiea.]'6 The majority of these programs use the
state's borrowing power to mske direct loans to local governments for such

purposes as educational facilities, public housing, road construction, sewage

15 The two bills were re-introduced into the 9lst Congress as Senate Bill
sgﬁ and H,R. 2115.

16 Carol Krotzki and George A, Bell, "State Credit Aid for Public Facilities,”

State and local Public Facility Needs and Flmmcig (washington, D.C.: Govern-
nen lg ce. C r. '] » p. -101.
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and airport facilities, The trend toward greater use of state borrowing
power to finance local facilities would be greatly acceierated if Congress
and/or the several states develop a system of state urt‘anks.l?

This modification to the concept of a single urban development bank

would seem to imply that states and local governments might be able to reduce
their borrowing costs significantly without resort to Federal intemntion.le
It would seem desirable, however, to dntermine now successful existing programs

have been before plunging into a national system of 50 different urbanks,
An Antequated System of Debt Limitations

Movement in the direction of a more rational pattern of state-local
borrowing bas been impeded in many instances by an out-dated system of debt
limitations, ‘ A number of states have constitutional provisions which either
prohibit the use cf general obligation bonds or limit the amount that may be
issued to a small proportion of the tax revenuez that are now available to
meet interest and repay principal. The recent rise in interest rates has
forced some of these states to raise interest ceilings and slso consider
other changes which would make debt limits more realistic and avoid the

necessity of elaborate subterfuges which increase the cost of state and

17 In the revised statement of the National Goverrors' Conference at
the Hearings of the Committee on Ways and Means on the tax treatment of state
and municipal bonds, March 11, 1969, it was suggested that serious consideration
be given to a Federal System of 50 State Urtanks which would purchase local
bond and re-issue taxable obligations which would be subsidized by the U,S.
Treasury through the Federal Urbank, The Federal Urbank might also act as a
secondary market for state urbank obligations and as an irsuring agent for
state and local bonds in return for a premium to be paid on each issue,

18 Other alternatives that should be considered in this context include
the possibility of creating either a state cavings bond program or the sponsore
ship of a state municipal mutual bond Tund that would be sold to individuals
that lack the $5,000 of savings that is usually required to purchase just one
municipal bond,
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local bormwing.l9 An up-to-date report on the progrese which has been
made in the lest few years would be quite helpiul to those public officials
wvho are still laboring to modernize debt limitation practices which sometimes

date back to the Civil War period.

19 paul Hefferman, "The Changing Motions of Debt Limit Borrowinge,"
The Bond Buyer, Special Conference Issue No. 1, May 26, 1969, p. 41-61,
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Table II

States VWith General Obligation Bonds

Ranked

in Oxder of Personal Income Coverage and

Compared With Moodys®' Credit Ratings

Idaho

North Dekota
Michigan
Iowa
Missouri
Pennsylvania
Waghington
Alabama
Arkansas
Nevaia
Illinois
Texas
Montana

New Jersey
Ohio
Oklahoma

New Mexico
New York
Minnesota
Iouisiana
Tennessee
West Virginia
Utah

South Carolina
North Carolina
Maine

Maryland

" Kentucky

Massachusetts
Calisornia
Mississippi
New Hampshire
Rhode Island
Verzmont
Connecticut
Oregon

Alagke

Hawaii
Delaware

The figures are for mid 1967, An effort waz made to deduct sinking funds
and to include all issues where both the interest and the principal were backed

State Pergonal
Ceneral Obligation Income Divided

Bonds® (millions by General Moodys'
of dollars) Obligations Bonds®  Rating®
(1) (2) (3)
.8 2,130.0 An
4,8 618,0 An
16,5 5005 Asa
AN 283,2 Ana
130.3 264,3 As
48,0 204,1 A
51.8 140,0 A
3.2 126,0 A
12.5 120.6 A
34k.6 110.5 Asa
315,5 86,6 Asa
22,5 81.9 A
292.7 81.2 Asa
575.6 55.0 Asa
14,0 53.5 An
48,8 k9,0 Aa
1’323!2 ueal Al
256,1 40,5 Aa
207.3 39.7 A
.8 .0 As
104,7 37.6 A
61.0 37.3 Asa
160,3 33.1 Ana
377.3 30,0 Asa
89.5 27.1 Ana
2,2 26,2 Ana
362,1 19.7 M
l’wit’, 1603 M
L,265,2 15,2 Aa
279.5 1h.9 A
131,6 kb Ass
202,7 13.5 A
82,0 13.0 Asa
839.9 12,9 Asa
482,9 1.9 A
76.b 11.9 Baa
217.4 10,3 A
270.2 6.7 As

by the full fwith and credit of the state.
b, The personal income figures are for 1966,
The credit ratings were obtained from Moodys' 1968 Manual on

Ce

Securities. A few
dys' Manuai,

ra

Municipal
of the ratings refer to the most typical issue t was
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September 17, 1969

Senate Finance Committee

C/0 Mr. Tom Vail, Chief Counsel
2227 New Senate Office Building
Washington, D. C.

Gentlemen:

As municipal financing consultants representing over 350
public entities, we wish tc oppose those sections of H.R. 13270 which
would subject municipal boni interest to Federal taxes. We have care-
fully reviewed the House Bi.l which is before you and wish to make the
following observations regarding its content and the impact on
mmicipalities if this bill is passed into law in its present form.

Since House passage of H.R. 13270, the proposed tax reform
act, the Bond Buyer's 20 Bond Index declined from 5.86 percent on
July 31 (a record low in itself) to a new low of 6.37 percent on
September 4. Without question, the primary reasons for the drastically
declining bond market centered around those sections of H.R. 13270 which
would have the effect of subjecting the interest earned on municipal
bonds to Federal income tax.

Large numbers of bond buyers all over the country have stopped
buying mmicipal securities, and many bond dealers will tell you that
there is just no municipal market. Unfortunately, the most serious
threat to municipal financing as we have known it in the past is not
contained in the specific provisions of the minimum income tax or
allocations of deductions sections of H.R. 13270, but in the real
threat that if this act becomes law (and is upheld by the Supreme
Court), any future Congress could effect further erosion (or elimination)
of the tax exemption. This appears to be the main reason that many po-
tential bond buyers are refusing to speculate further in low yield tax
exempts., They are fearful that if they act in good faith a future Congress
could pull the rug out from under them. -

The victims most seriously hurt by this proposed legislation
are not the bond buyers but the voters and taxpayers of those public
entities forced to issue bonds at record interest rates. Equally hurt
are the voters and taxpayers residing in those entities which camnot
sell their bonds to finance schools, sanitary systems, or other vitally
needed public improvements. The situation is especially tragic because
these people are the victims of an irresponsible proposal and they will
suffer (many for the next twenty to thirty years) even if the proposed
legislation never becomes law.
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It is our belief that if the tax reform bill is passed as it
is presently written, the following ramifications, in varying degrees,
are likely:

1. General obligation bonds of many entities would be
unsaleable. For most large taxpayers, municipal bonds would fall into
substantially the same categories as corporate bonds or other taxable
investments. High grade corporate bonds (AA and better) are presently
yielding interest rates of 8 percent or more. It is likely, for example,
that general obligation bonds of the State of California would be com-
petitive with high grade corporates, but what about the bonds of smaller
cities, counties, and special districts which have no rating or a rating
less than the minimum requirements for corporate investment? It is our
opinion that the market for these bonds may dry up completely,

2. Many revenue bonds, assessment bonds, and other limited
obligation securitics would be unsaleable. Obligations not secured by
the %%II Taith and credit ol the issuing entity traditionally, with the
tax exemption, sell at higher interest rates than general obligation
bonds. Since many institutional investors only purchase general
obligation bonds, a larger percentage of the limited obligations are
placed with individuals. If interest becomes taxable, individuals

would probably seck other investments or demand such high returns that
project financing with limited obligation securities would be unfeasible.

3. Interest rates on all municipal securities would increase.
Interest rates on municipal bonds wo probably increase but not
on a proportionate basis. Entities issuing bonds which do not fall into
the higher categories of investment quality would unquestionably have to
pay interest rates far exceeding even today's record levels. Investors
could pick and choose between corporates and mmnicipals and would have
no special inducement to invest in municipal securities, especially since
at any time congressional whim could possibly eliminate all advantages
of investing in municipal bends.

4. Property taxes would necessarily increase. One could
antic: pate property tax increases for two reasons. ﬁrst, if bonds were
scld, taxes would have to be higlier to meet higher interest costs.
Secondly, if bonds were unsaleabie and a project were vital, it might
have to be financed on a pay-as-you-go basis. In such an event, the
cost would be met by present taxpayers and not spread over future bene-
ficiaries of the project as would be the case if bonds were sold.

5. Charges for municipal services would increase. Water,
sewer, and other service ch-a'rges would have to be increased substantially
in order to pay higher debt service on new issues of bonds secured by and
payable from service charge revenues.
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6. Expensive new Federal grant and/or loan programs would be
required. To alleviate the infinitude of problems summarized above, a
massive Federal grant and/or loan program would undoubtedly be required;
and such a program has already been proposed by Chairman Mills of the
Ways and Means Committee and others. Regardless of the value of the pro-
gram, additional Federal spending coupled with Federal guarantees for
biliions of dollars of new debt would further dilute the value of the
dollar, which is already under tremendous pressure.

7.  Federal aid can mean costly delays in constrvetion of
local projects. Experiance has shown that even the most workanle and
efficient Federal grant and/or loan programs require approximately six
months to process. To qualify for Federal money, local agencies must
generally:

(a) Have Federal approval of the project and concurrence that
said project complies with both commnity and areawide
general plans,

(b) Have Federal approval of engineering plans and specifica-
tions to assure that construction conforms to uniform
Federal standards.

(c) Have Federal approval of comstruction bid documents to
assure compliance with such factors as Federal wage
rates, hiring practices, etc.

(d) Have a Federally approved economic and financing plan
to assure project desirability (based on Federally es-
tablished criteria) and feasibility.

(e) If a loan program is involved, have Federal approval of
bond terms and conditions. (Said terms and conditions
may or may not be the most desirable from the standpoint
of the local entity, but Federal requirements would have
to be met to qualify for assistance.)

(f) Have Federal inspection and approval of all stages of
construction.

() Have a special Federal audit at the completion of con-
struction.

We are in no way being critical of these procedures. On the
contrary, we feel strongly that if Federal monies are provided to a local
agency, that agency should comply with conditions determined to be in the
general public interest. However, it is a well established fact that
Federal grant and/or loan programs take time to process, and resulting
delays on project construction can be extremely costly. As an example,
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due to inflation, construction costs increased by approximately 10 percent
between July 1968 and July 1969. A six month delay during this period of
time, therefore, could have resulted in an increased cost of about $50,000
per $1 million of construction.

If Federal aid is involved, additional costs are also incurred
at the local level as a result of the time required for local officials to
prepare and process applications for Federal aid. In addition, it is not
infrequent that complying with Federal comstruction standards results in
still further additional costs to the local agency.

8. [Federal aid will mean higher costs to the Federal Government.
At this time we have no way of estimating the amount it wo cost the
Federal Govermment to equip and staff an agency or agencies to administer
a vast grant and/or loan program of the magnitude which would probably be
required. However, in 1968 state and local agencies sold bonds in excess
of $16 billion. Were the Federal Govermient to assume or guarantee a sub-
stantial portion of this amount of local financing, it would appear highly
unlikely that the increased revenue from taxes on interest earned on .
municipal bonds would pay for the program, much less return a surplus.

9. Federal aid in future years cannot be gfu_r_anteed. At the
outset, Corgress co pro y be expected to appropriate sutficient
money to fund an adequate national loan and/or grant program during its
first year or so of operation. However, bitter experience shows us that
many Federal assistance programs start with a bright promise, but suc-
ceeding Congresses gradually reduce program effectiveness by appropriating
lese and less money each year, until finally the program is no longer
viable. Consider, for example, the present status of the following
Federal assistance programs that were once held to be so important to the
well-being of our country:

(a) This fiscal year, funds allotted to the State of California
under the Federal Water Pollution Control Act are not even
sufficient to cover last year's deficiency. Grants for
projects which qualified for assistance in 1968/69 exceed
the 1969/70 allocation by approximately $3 million.
Consequently, no money will be available for any of the
185 projects on the 1969/70 priority list.

(b) The demise of the Public Facility Loans Program is expect-
ed momentarily. To our knowledge, few if any applications
were accepted last fiscal year and potential applicants
are being discouraged because uf the lack of funding.

(c) The Program of Advances for Public Works Planning is be-
lieved to be operating solely on repayments of previous
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loans. (No new appropriations have been made for several
years.) The waiting period for tne few selected appli-
cants now runs to a year or more.

(d) Because of funding problems, the -Program of Grants for
Basic Sewer and Water Facilities is restricted to very
low income communities and the maximuwn individual grant
is limited.

It is our opinion that elimination of the tax exemption would
destroy a workable system of local public financing and open a Pandora's
box which would haunt local taxpayers for years to come. The threat of
removal of tax exemption has already done irreparable harm, and has cost
communities which have recently issued bonds many extra dollars in interest.

We urge your consideration of our comments above and your re-
jection of all proposals effectively subjecting interest on municipal
bonds to Federal taxation. We further urge Congressional re-affirmation
of the basic principle of keeping interest earned on municipal bonds
free from Federal taxation to restore confidence of current and potential
investors in this type of security. We attach a list of public entities
that we have represented and are currently representing in matters relating
to public finance. A majority of the public entities on the list have
asked us to speak for them in objection to this current proposed legis-
lation.

Respectfully submitted,

Co

D. E. Hartley

DEH: hs
Enc.
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loans. (No new appropriations have been made for several
years.) The waiting period for the few selected appli-
cants now runs to a year or more.

(d) Because of funding problems, the Program of Grants for
Basic Sewer and Water Facilities is restricted to very
low income communities and the maximum individual grant
is limited.

It is our opinion that elimination of the tax exemption would
destroy a workable system of local public financing and open a Pandora's
box which would haunt local taxpayers for years to come. The threat of
removal of tax exemption has already done irreparable harm, and has cost
communities which have recently issued bonds many extra dollars in interest.

We urge your consideration of our comments above and your re-
jection of all proposals effectively subjecting interest on municipal
bonds to Federal taxation. We further urge Congressional re-affirmation
of the basic principle of keeping interest earned on municipal bonds
free from Federal taxation to restore confidence of current and potential
investors in this type of security. We attach a list of public entities
that we have represented and ore currently representing in matters relating
to public finance. A majority of the public entities on the list have
asked us to speak for them in objection to this current proposed legis-
lation,

Respectfully submitted,
_STONE & YO

)

D. E. Hartley

DEH:hs
Enc,
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CITIES

Alameda Dunsmuir Manteca 8t. Holena
Alturas El Cajon McFarland Salinas
Anderson Fuirfleld Montclair San Anselmo
Antloch Fort Bragg Montebello San Bernardino
:m Grande Fremont Monterey 8an Bruno
r Fresno Monterey Park San Carlos
g:i.mmw g;mun Grove Monterey Peninsula Cities | San Diego
endale Napa San Fernando
md'm Park Glendora National City Sanger
Gridley Needles 8an Jose
g}']ﬂg:" Grover City Newman 8an Leandro
Beverl 'H""““". QGuatine Newport Beach 8an Luis Oblspo
Blythoy Hanford North Sacrament: San Rafael
0| r nside Santa Fe Springs
gxbn:“i"k Huntington Beach Orange Cove Santa Maria
Calistoga Imperial Beach Oroville Santa Monica
Carlsbad Industry Oxnard Santa Rosa
Carmel-By-The-Sea Inglowood Pacifica Selma
Ceres King City Pacific Grove 8outh San Francisco
Chico hkopon ;aln'l. Springs Stanton
Chino kewood otaluma 8tockton
Chula Vista La Mesa Pittsburg Tiburon
Claremont [I:nmll:ua, Nevada Placorville Tracy
Clovis ro Pomona Turlock
Coalinga Lincoln Red Bluft Union City
Corcoran Livermore Redding Vacaville
Costa Mesa Livingston Redlunds Vallejo
Creacent City Lodi Redwood City West Covina
gwupmh\o L'?onAp‘lwm Ri hn:gnd m:zlmm
c
Delano Los Angeles Riverbank Woodland
Dinuba Los Banos Riverside Yreka
Duarte Los Gatos Sacramento Yuba City
[
DISTRICTS
Almonte Sanitary District Burney County Water District
Alpine Springs County Water District Calaveras County Water District
American Canyon County Water District Cambria County Water District
Antelope Plains Water District Capitola Sanitation District
Arcade County Water District Carmichael Irrigation District
Arvin-Edison Water Storage District Cascade Community Services District
Bellflower County Water District Central Contra Costa Sanitary District
Biggs-West Gridley Water District Citrus Helghts Irrigation District
Bolinas Harbor District Clark County School District, Nevada
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Clearlake Oaks County Water District
Coastside County Water District

Contra Costa County Flood Control and
Water Conservation District

Contra Costa County Water District

Contra Costa Drainage District

Cordova Rocreation and Park District

Corning Water District

Costa Mesa County Water District

Cotati Public Utility District

Cucamonga County Water District

Daggett Community Services District

Do&mla:h County Sewer Improvement District No. 1,
eva

East Bay Municipal Utility Diatrict

East Contra Costa Irrigation District

East Orange County Water District

East Quincy Services District

El Dorado County Sanitation District No. 2

El Dorado Irrigation District

El Toro Water District

Enterpriso Public Utility District

Fair Oaks Irrigation District

Fallbrook Public Utility District

Florin Community Services Diatrict

Foresthill Public Utility District

Fulton-Ei Camino Recreation and Park District

Uoleta County Water District

Goleta Sanitary District

Granada Sanitary District

Grover City County Water District

Hagginwood Sanitary District

Helix Irrigation District

Indio Sanitary District

Interlochen Sanitation District

June Lake Public Utility District

Jurupa Community Services District

Kootenal Hospital District, Idaho

Lamont Public Utility District

La Presa County Water District

Las Vegas Valley Water District, Nevada

Leucadia County Water District

Livermore Area Rocreation and Park District

Los Alisos Water District

Lost Hills Water District

Mammoth County Water District

Marina County Water District

Mendocino County Flood Control and
Water Conservation Improvement District

Menlo Park Sanitary District

Merced Irrigation District*
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Millview County Water District
Modesto Irrigation District®
Montara Sanitary District
Montecito Sanitary District
Monterey Peninsula Municipal Water District
Moulton-Niguel Water District
Mt. Diablo Unified School District
Murphys Sanitary District
Nn‘v County Flood Control and
ater Conservation District
Napa Banitation District
Nevada Irrigation District®

* North Area Community Services District

North Coast County Water District

North Kern Water Storage District

North Marin County Water District

North Tahoe Public Utility District

Oakdale and South 8an Jouquin Irrigation Districts®
Oakley County Water Diatrict

Orange County Harbor District

Orange County Sanitation District No. 7
Orange County Sanitation District No, 12
Oroville-Wyandotte Irrigation District®
Palmdale Irrigation District

Palos Verdes Library District

Paradise Irrigation District

Pioneer, Pine Grove, Volcano County Water District
Placer County Assessment District

Placer County Waterworks District No. 1
Pleasant Valley Recreation and Park District
Purissima Hills County Water District
Richvale Irrigation District®

Rio Linda County Water District
Rocklin-Loomis Municipal Utility District
Rodeo Sanitary District

. Rosedale-Rio Bravo Water Storage District

Russian River Sanitation District
Sacramento Municipal Utility District®
Sacramento- Yolo Port District

Salton Sea Water District

8an Benito County High School and
Junior College District

San Diego Unifled Port District

San Francisco Bay Area Rapid Transit District

San Juan Suburban Water District

8an Luis Obispo Count, ood Control and
Water Conservation

San Pablo Sanitary Dlltrict

Santa Ana Mountains County Water District

Santa Barbara County Flood Control and
Water Conservation District

*Co-conaultants



Santa Clara County Sanitation District No, 4

Santa Clara County Flood Control and
Water Conservation District

Santa Clara Valley Water Conservation District
Santa Cruz County Flood Control and
Water Conservation District
Santa Nella County Water District
Santee County Water District
Bantiago County Water District
Scolts Valley County Water District
Shasta Community Services District
Shasta Joint Junior College District
Solano Irrigation District
Sonoma County Flood Control and
Water Conservation District
Sonoma Valley 8anitation District
Soquel Creek County Water District
South Bay Irrigation District
South 8an Luls Oblspo County 8anitation District
South Sutter Water District
Stanton County Water District
Susanville Consolidated Sanitary District

Tehachapi-Cummings Water Conservation District
Terra Bella Irrigation District

Thermalito Irrigation District

Tuolumne County Water District No. 1

Tuolumne County Water District No. 2

Turlock Irrigation District®

Union Sanitary Diatrict

Upper San Gabriel Valley Municipal Water Diatrict
Vallejo Sanitation and Flood Control District
Valley of the Moon County Water District

Vista Irrigation District®

Vista Sanitation District

Walnut Valley Water District

Wasco County 8School District No. 9, Oregon
Weaverville S8anitary District

West Kern County Water District

West S8an Bernardino County Water District
Wildwood Sanitary District

Yolo County Flood Control and
Water Conservation District

Yorba Linda County Water District
Yountville Sanitation District
SCo-consultants

OTHER AGENCIES

Bear Valloy Development Company
California State Fair and Exposition®
California, State of (California Toll
Bridge Authority)
Crescent City Harbor
Downey Community Hospital Foundation
El Dorado County
El Dorado County Water Agency
Garapito Creek Realty Investing Corporation
Kern County Water Agency
Lake County
Nez Perce County -Lewiston,
City of, 1daho
Los Angeles County
Los Angeles Harbor Department
Malibu-Topanga Water Research, Inc.
Marin County
Maripoea County Water Agency
Metcalf & Eddy and Charles 8. McCandless & Co.
Mojave Water Agency
Napa County
Orange County
Orangevale Mutual Water Company
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Placor County

Placer County Water Agency*®

Port of Oakland

Port of Redwood City

Redevelopment Agency of the City of Richmond
Rustic Ridge Realty Investing Corporation
8an Bernardino County

San Diogo County

8an Diego Stadium Authority

3an Mateo County

8anta Clara-Alameda-San Benito Water Authority
Santa Crux County

Parking-Authority of the City of Santa Monica
Redevelopment Agency of the City of Seaside
Shasta County

Solano County

Solano Water Users® Association

Sonoma County

State of California (Reclamation Board)
State Senate Interimn Committee (Water)
Tahoe SBouthside Water Utility

Port of The Dalles, Oregon

Yuba County Water Agency®

Co-consultants



METROPOLITAN UTILITIES DISTRICT
1723 HARNEY STREET

Cecit S. BRUBAKER OMAHA,NEBRASKA 66102 34i-8760
GentnaL Counsen Anga Coot 402

wiLLis L. STRONG

ABBISIANY OENERAL COuNBEL

LESTER R.SEILER
ATIORNEY

Hefore Senate Finance Committee H,R, 13270

SUMMARY OF STATEMENT

1, Tha District recently built $16 million addition to
water plant serving 100,000 patrons in Omaha and
vicinity.

2. Sale of long-term bonds not possible because of
excessive interest rates in early 1969, caused by
general inflation plus threat of remdval of tax
excmption,

3, District able t5 get only one--year financing, and
must ecll these bonds in early 1970,

4, Provision for govermnment subgidies in H,R, 13270
would be threat to sovercignty of states and sub-
divisjons,

5. Nced quick action striking out provisions of
H.R, 13270 which in any way disturb the tax ex-
emption of municipal bonds, 82 that District bonds
can be s0ld without additional penalty of higher
interest caused by present threat of loss of tax
exemption,

6, Resolution of Board of Directors,
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METROPOLITAN UTILITIES DISTRICT
1723 HARNEY STYREET

CeCiL S. BRUBAKER OMAHA,NEBRASKA 68102 34):8760
GengnaL Counset Anga Coog 402

WiLuis L. STRONG
AS9I8TANT OtnEraL CounstL

LzsTER R, SziLeR
ATTORNRY

Statement of Cecil 8, Brubaker
Representing
Metropolitan Utilities District of Omaha, Nebraska
H,R, 13270 "A Bi{ll to Retorm the Income Tax Laws"
Hearing Before The Senate Finance Committee

September 23, 1969

Mr, Chairman and Members of the Committees

My name is Cecil 3, Brubaker, This statement is made on behalf
of Metropolitan Utilities District of Omaha, Nebraska, of which
I am General Counsel, Metropslitan Utilities District of Omaha
is a political subdivision and muﬁicipal corporation of the
State of Nebraska, created under state law to operate, manage
and control the water system and the gas system supplying resi-
dents of the City of Omaha and its environs, Under statutory
authority the District issues bonds for major improvements to

the gas and water systiems,

The District has recently completed an addition to its water
plant for which it was necessary to borrow Sixteen Million Dul)arvs

($16,000,000,00), During attempts by the District reprasentatives
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in the last year to find purchasers for long term bonds, it
becamolincreasingly evident that not only was it going to be
impossible to find purchasers for long term bonds at an interest
rate within our statutory limit of six porcent (6%), but that
possibilities wore increasing that the bonds could not be sold
at all. No buyars could be found for short term bonds or
obligations in excess of one year, and the District was forced
to acceptc one year financing, The story of what has happened
to munacipal bond sales since our fortunate sale in June, 1969,
is familiar to all membors of thies Committee, I am suro, and
demonstrates that our fear that bonds could not have been sold
at all were well founded. Many issues ficm other municipalities

have found ro buyers at all,

In addition to the general inflation in the market place, our
representatives were told that purchasers were not to bs found
because of the uncertainty of the situation with relation to
;ax exemption of municipal bond interest, The truth of these
statements has been borne out by the market situation since

the sale of bonds by our District,

The principal and interest on the bonds which‘we have issued,
and which we must issue for a long term in the very near future,
must be paid for by the users of water in our District, This

includes all of the people, regardless of their economic status,
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vwhether well-to-do or pove;ty stricken, These people must
have water, Any increase in the cost of this necessity of
life caused by taxation therefore has the ugliest result that

any regressive tax can have, It penalizes even the very poor,

The passage of H,R, 13270 by the House of Representatives and
the provisions of that proposed legislation relating to taxation
of interest on municipal bonds has already had somo effect upon
the cost of money to the people of our District, and in the
state of the markat at the present time, it appears that the
ponalty our patrons will suffer will exceed that they are now

paying by a considerable amount,

Jugt the consideration by Congress of the remvval of tax ex;
emption has been upsetting in the market place, and has made
bhuyors hesitant and jittery, with the consegucnce that interest
payments have necossarily gone far beyond traditional figures,
and have added to the inflationary trend which the Congress and
the administration appear to wish to end, and has raised the
cost of necessary public improvements, to the injury of the

taxpayers and voters whom the Congresamsn and Senators represent,

This Committee will no doubt be furnished statistice by other
opponents of the taxation of municipal bonds, which will demon-

strate that the cost to the American public 4in general of the

-3
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removal of tax exemptions will far exceed the benefits of
increased revenue to the Federal Government, The “"evil" which
is thus sought to be corrected by these provigions, would appear

to be a political straw man, not worth the price,

The provisions of H.R, 13270 which relate to limited taxation
and possible subsidy to the municipalities issuing bonds in
exchange for a waiver of tax exomption have disturbed our Board
of Directors because of the nacessary intrusion i{nto local
affairs which would result from these provisions, and whicﬁ
would of nocessity result ;n relinquishment of local control

and would replace local decisions on local issues with nationally

centralized ducisions,

For thosae of us who are even aligphly familiar with the doctrine

of "reciprocal immunity” and the historical ponit;on of the

Supreme Court of the United States holding that taxation of
interast on municipal bonds is not permitted under the Constitution,
it is puzzling why the Congress gives so much consideration to

this seemingly indefensible legislation, The expectation is

that this Committee will immediately and definitely strike from

the “tax reform" bill H,R, 13270, the offensive sections which

‘threaten the savereignty of the states, The people of the United

States do not need any more cause for unrest and uncertainty

than other current events now supply in overabundance,

4=
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Aftor its recent experience in the market place, the Board
of Diroctors of our District adopted a resolution on August
6th, 1969, which protests and deplores any legislation by the
Congress designed to eliminate or jeopardize the existing
exemption from taxation of municipal bonds, including any
proposal of a Federal subsidy, A copy of that raesolution is

attachod to this statoment,

Gentlemen, the bond isaues of the Metropolitan Utilities
District of Omahn are small indecd compared to many, many
othern, We are convinced that the market nooeds all of the
buyers it can pousibly get for small bond igsues, as well as
large ones. Individual buyers should not be discouraged nor
eliminated from the purchase of long term tax exempt bond
issues, or tha competition for such bonds will be seriously
and dangerously impaired, with coneequent increase of interest
costs, Metropolitan Utilities District of Omaha is one of
those unfortunate municipalities caught in the unrest and un-
certainty caused by H,R, 13270, It is costing our 100,000
patrons money, The situation in the market can be brought
back to a state of normalcy only by restoring the confidence
of the huyers of municipal bonds in the continuing exemption

{from taxes.

There is some pacusibility that the debates and consideration
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of H,R, 13270 will extend for some time, even into the next

year, We hope, for the sake of tho residents of the Omaha,

Nebraska metropolitan area and for all others caught in this

situation, that action of this Committee will come goop

rejecting all of the provisions of H,R, 13270 which in any

way infringe upon or compromise the traditional immunity from

taxes of stato and local securities.

CSBsmkp
#1500
attached

Respectfully busmitted,

METROPOLITAN UTILITIES DISTRICT
OF OMAHA, NEBRASKA

,_{'7 . , /’/ - '/',’ /
BY ‘(A./" s '/ Lt e "/'//’g g
Cecil 5, Brubaker,
General Counsel

-6-
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RESOLUTION

WHEREAS, the Metropolitan Utilities District of Omaha,
a political subdivision and municipal corporation of the
8tate of Nebraska, has urgent need to issue $16,000,000 of
Water Revenue Bonds for the improvemeont of water supply
facilities sorving Omaha and its immediate area, now being
financed by a short term arrangement, and has been experienc-
ing Aifficultien in marketiny long-term bonds in the present
climats surrounding such transactions, and

WHEREAS, it has recently come to the attention of the
Board of Directors that traditional buyors of such bonds
are hesitating Lo purchase such bonds because of the un-
certainty and fear surrounding the bonds, and that the offer-
ing of very high interest payment is unable to develop a
market for such bonds, because of the threat of the removal
of such tax exemption, and

WHEREAS, the Board of Directors believes that the removal
of tax exemptinn from interest paymonts on bonds of this
District and any other municipal corporation will seriously
affect the market for such bonds, and increase the costs of
public improvements, to the injury of every tax-payind citizen
and every customer of munjcipally-owned utilities, far in
excass of any benefits to the Federal Government which might
be realized by removal of such tax exemption; and

WHEREAS, any proposal of a Fedaral guarantee or subsidy
of a local bond issue, in exchange for n waiver of tax ex-
emption, would mean a relinquishment of authority by the local
governmpent body to a Federal Bureau, and would be a serisus
step toward the destruction of local government,

~ NOW, THEREFORE, BE IT RESOLVED, by the Board of Directors
of Metropolitan Utilities District of Omaha, that this Body,
acting in behalf of its more than 100,000 customers, protests
and deplores any legislation by the Congress of the United
States designed in any way to eliminate or jeopardize the
traditional and constitutional exemption from Federal taxation
of municipal bonds of State and local government, and urges
each and every member of the Nebraska delegation in the 9lst
Congress to actively opposc any change in the existing tax
exemptions of municipal bonds,

Adopteds August 6, 1969
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EHLERS AND ASSOCIATES, INC.
FINANCIAL CONSULTANTS
FIRST NATIONAL-S00 LINE CONCOURSE 507 MARQUETTE AVE. MINNEAPOLIS, MINNESOTA 55402 339-8281 (AREA CODE 812

September 15, 1969

The Senate Flnance Committee
¢/o Mr. Tom Vail, Chief Counsel
2227 New Senate 0ffice Bullding
Washington, D, C. 20510

This communication Is In 1leu of an oral prountntlon'to the committeson provisions
of HR 13270 affecting taxatlon of Interest on state and local bonds. In general
this will be in opposition to thess provisions in the proposed legislation.

By way of background, the writer Is the principal of Ehlers and Assoclates, Inc., a
government flnance consulting firm which has been commissioned to assist the financ-
Ing of some 500 capital Improvement projects for over 300 local government In mostly,
Minnesota, North Dakota, South Dakota and Wisconsin, The firm !s not a bond dealer

or broker.

Without going Into constitutional questions of which members of Congress must be
fully aware, this will discuss only some very serious and very practical objections
to proposals to tax Interest on these bonds and substitute federal financing elther
through a dual coupon arrangementor through a so-called "Urbank'' or ‘Metro Bank",

1. Evasion of taxes - the fallacy. ,

it Is charged by Mortimer Caplin that while municipalities save $1 billion per
year the federal government loses $2 billion per year. The House Committee
estimates were $1.3 billion and $1.8 billlon respectively and It has been admitted
that, allowing for estimating errors and the cost of a new, massive federal
agency, the saving and loss could just about wash.

It Is charged by Caplin and others that municipal bond investors pay no taxes.
For example a mldwest widow allegedly invested $57 million which has earned
$1.5 mi11lon per year tax free (a yield of 2.8%) as though she made no social
contribution., What s not recognized s that she could have elected to not
invest In public works and, instead, Invest in (taxable) securities which would
have grossed some $1 milllon more annually. To be sure the federal government
might have extracted more than $1 miillon higher yleld (if her investment had
yielded ordinary income), but It Is simply not true that this investor gave up
nothing,  She did forego some $1 million In lleu of federal taxes.
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2,
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Marginallty of bond sales: minimum tax, allocation of deductions.

Under Paragraph | above the possibility of the federal government collecting
$1.8 million added taxes was cited. However, It Is not proposed to tax all
Interest on bonds and so this federal yield would not result under this bill
proposed. However, because of the marginal nature of the tax exempt bond
market only a minor Impalirment of the most prominent feature of such bonds
would cause thelir Interest rates to approach those of taxable securities for
the following reasons.

As we learned In Econ. | the price of a commodity (wheat for example) will fall
(interest rates rise in the case of bonds) to the level at which the entire
supply can be sold. If, by taxing state and local government bonds, Congress
destroys even a minor part of demand then the price of bonds must fall (interest
rates rise) to the point where lower tax bracket investors can be Induced to buy
them, |If some of the bond supply must be sold to someone already tax exempt
(such as pension funds, retirement funds, etc.) then the whole price/yleld
structure of tax exempt securities will move to that level. Thus, though the
proposals seem only directed at the very rich, the practical effect to local
governments would be to raise thelr interest rates to the taxable yleld level.

(Subsldy, the federal teat, federal control.

In recognition of the above result It Is proposed to provide a subsidy of 25% to
40% of municipalities' Interest cost through a dusl coupon arrangement or through
a federally sponsored ‘Urbank' or '"Metro Bank'*. And, It Is sald, there shall be
no federal review of the advisablility of a project or the community's ability to
repay the bonds.

This Is Incredible. Congress has often deplored open end, back door, massive
flnancing progroms over which it has ro control. Notwithstanding the language
of the 8ill, almost certainly some controls will be and should be Imposed. For
example, would Congress stand for fideral financing of segregated schools,
municipal liquor stores, |11 advisud medical facilitles, a municipal or state
owned and operated commercial enterprise? Would local government be able to
finance projects not otherwise subject to the Davis-Bacon Act?

Ultimately there would have to be some federal control. This would mean the
destiny of local government would fall to a federal dependency, that local
initiative, which has accomplished so much, will degenerate Into a begging for
federal-handouts. -

Halt of public works construction.

The most Immediate result of Impalring the market for state and local government
bonds and providing a federal pacifier would be the virtual halt of local public
works construction, Even now, because of this tax threat, many communities are
pressing thelr statutory Interest rate limitations. Should the BI1] pass, we
expect that few if any bonds will be sold on the market thereafter,
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If our experience with federal programs says anything, it says there will be
something like a two year delay in effectively implementing a federal interest
substitute., A whole new federal agency must be set up to process upwards of

$15 billion of financing each year. An experienced staff must be recruited and
educated. Rules and regulations must be formed and adopted after hearings,

The Investing public and public officlals must be educated to a whole new con-
cept of lending and borrowing, applications must be prepared, gotten into the
handsof local officlals, prepared, returned and processed and probably 1itigation
must be resolved. 1t Is Impossible to see anything less than a 24 month time
period for Implementation of the federal subsidy. The questions then are: Can
we afford to Idle a large segment of the productive capacity of the heavy con-
struction Industry and Its employees for two years? Can we afford a tax '‘reform'
that will derive little or no net revenues to the federal government? Can we
afford to delay needed sewers, water systems, schools, hospltals, highways and
other needed local Improvements for 24 months?

5. Litigation.

There Is a real constitutional question as to the taxation of Interest on
municlpal bonds, especially the retroactive features of HR 13270. Even though
the Bill talks about "allocation of deductions' holders of large blocks of
bonds can hardly be expected to let a large value of their holdings be confis-
cated by a measure which, In effect, tax that Interest. .

6. Other solutlons.

Without question the spread between taxable and tax exempt ylelds has narrowed.
One of the most serious reasons' for this is the current congressional threat
to tax, directly or Indirectly, and retroactlively, the Interest on tax exempt
bonds. At the moment the most approprlate remedy to restore the full value of
tax exemption to state and local governments would be to decisively strike
this proposal In HR 13270. .

Beyond that, the most éffectlva remedy to assure full value of the tax exsmp~
tion would be to reduce the supply of tax exempt bonds.

As we noted, marketabllity of municipal bonds is marginal. That is, prices of
all bonds will move down to the level required to market the last bond. As
the supply of bonds grows the ylelds must Increase (prices must fall) until
buyers are found - probably buyers In lower Income tax brackets.

One source of a large tax exempt bond supply has been federally sponsored
housing and urban development Issues which, If financed entirely by the federal
government (non-tax exempt), would reiieve much of the pressure on the market
for other tax exempt-bonds. Though these housing issues constitute only about
$2 billion of a$l6 billlon tax annual exempt market, elimination of such bonds
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would greatly improve the remaining market for other types of tax exempt bonds.
Because of the marginal nature of the market, the resulting Interest rates would
then drop to more truly reflect the full value of the tax exemption as a saving
to local governments. The spread between taxable and tax exempt bonds would
widen considerably.

From our side, the local government side, we must recognize that, since almost

all states and municipalitles can offer tax exempt industrial revenue bond
financing, and since the location of industrial plants is again determined by

old economlc factors, this type of financing should be done away with in all of
the 50 states. No community can gain any speclal advantage over any other
community by using this financing but Its use has contributed substantlally to

the oversupply of tax exempt bonds, higher tax exempt Interest rates, and probably,
to the Incluslon of this provision in HR 13270, We in municipal governments must
recognize this and support congressional efforts to eliminate this abuse of tax
exempt financing.

We must also recognize that so-called arbitrage or advance refunding bonds can

only sour the tax exempt bond market as a source of fresh money for actual, new
public Inprovements. These two provisions, reducing the amounts of Industrial

revenue bonds and advance refunding, bonds would be supported by us and by most
state and local officlals.

In_Summary:

Removal or Impairment of tax exemptlon of Interest on state and local bonds will
raise little If any net revenues. It will, however, effectively and substantially
Increase Interest rates on local borrowing. It Is not Just a tax 'reform, it will
result In a major restructuring of government. Those who own such bonds do make a
substantial contribution "in lleu of'"* federal taxes.

If passed, this provision would cause about a two year halt In most local Improve=
ment construction.

Notwithstanding language In HR 13270, there would, ultimately, be federal control
of local financing. In fact It would be umwise to not have control of a $15 billion
per year program,

There are some less drastic measures that can be taken without setting up the new,
massive and costly federal program provided In HR 13270.

Thank you for your attention,

Respectfully submitted, -

RLE:sz
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September 17, 1969

Tom Vail, Esquire

Chief Counsel

Senate Finance Committee

2227 New Senate Office Building
Washington, D.C.

Dear Mr. Vail:

Taxation of Interest Income on Municipal Bonds

Tax-exenmpt bonds are historically the chief method of
financing capital improvements in the State of Ohio and almost all
other states. In Ohio, they are issued by the State itself, state
and state-affiliated universities, counties, cities and villages,
townships, and various special-purpose districts, including con-
servancy districts. Typically, these bonds (and the notes or
other interim financing obligations issued in anticipation there-~
of) are sold either by neyotiation or on the open market after
public advertising, in competition with investment securities of
many kinds. Until a few months ago, these bonds, together with
a very few issues of Federal obligations, enjoyed a unique
advantage in the eyes of institutional and individual investors,
i.e.,, the unquestioned exemption of interest income received
thereon from taxation by the Federal government. These bonds,
of course, have always been subject to capital gains taxes. This
exemption has meant that the issuers of the bonds -- and thus, in
many instances, the taxpayers whose taxes or service charges
secured and retired the bonds -- paid much lower interest rates
than did the issuers of corporate bonds of comparable quality.
Ignoring constitutional considerations for the moment, the fiscal
effect of the tax exemption for these bonds was of course a federal
subsidy to such issuers (and, indirectly, their taxpayers) for the
public projects financed by issuance of the bonds.

Since the Ways and Means Committee of the House of Re-
presentatives began consideration of various tax reforms a few
months ago, and it became known that that Committee proposed to
have the interest income on these bonds be taxable in the hands
of certain holders, the effect on the municipal bond market has.
been dramatic and nearly catastrophic. The bonds of many pros-
pective issuers have become unsalable at rates within statutory
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Tom Vail, Esquire ~ 2

interest rate limitations. Bonds which would have sold at a
net interest cost of 4% or 5% per annum as recently as 8ix
months ago sold last week at the 7% level. Differentials of
this magnitude over the life of a 20 or 3) year bond issue of
substantial size can amount to millions of dollars. To the
taxpayer whose taxes are automatically increased or reallocated
to cover the differential, or to the user of revenue-supported
facilities such as sewer and water lines or state parks, the
increased cost is very burdensome, especially in view of the
heavy inflationary pressures now at work in the economy.

Although the bill as finally passed by the House of
Representatives does not have the effect of taxing interest
income from municipal bonds in the hands of corporate holders,

. the fact that these bonds may become taxable in the hands of
certain individual holders of necessity limits the marketability
of bonds held by corporations and banks, and thus conduces to
higher interest rates for original issues.

As attorneys actively engaged in the practice of the
law of public finance for more than eighty years, we have
watched with dismay as the market reacted to the threat of
taxation of municipal and other tax-exempt bonds, and are
certain that any revenue gains to be derived by the Pederal
Treasury from the proposed modification of the present tax
exemption for these bonds will be overborne by the higher
interest costs which an uneasy market has demanded and will
demand for bond issues for critical public improvements.

Passage of H. R. 13270 by the House of Representatives
has by virtue of the bond market's near-collapse cost issuers
across country hundreds of millions of dollars in increased
interest costs on bonds sold during the last few months, and
has caused postponement of many vital pnublic projects with
no concomitant federal benefit. Approval by the Senate of
the United States or passage of a bill taxing the interest
income on municipal bonds by the Congress would compound and

perpetuate the damage.
Ve uly yours, =~
\
¥ WMA
/
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ORIGINAL

STATEMENT OF lAROLD B, JUDELL
OF FOLEY JUDELL BICX MOREL & BTULEY, ATTORUEYS AT LAY
NEV ORLEANS, IOUISTANA

Our firm's practice is devoted exclusively to municipal snd cor-
porate finance, and particularly the approval of municipal and corporate
bonds. \e represent a substantial number of munifcipalities, school boards,
special service districts (waterworks, sewerage, drainage, road, hospital,
recreation, ete.) and other politi~nl subdivisions ard lccal units of govern-
ment in the States of Louisiana and Mississippi in connection wi;h the finan-
cing of their capital outlay requirements. Our clients arc directly affected
by the proposed tax legislntlon; which strikes at thc heart of thefr method
of raising moncy to construct essential governmental facilities to meet the
needs of their constituents, Traditionally, these local entities have finan-
ced capital improvements through the {ssuance and sale of honds or other
debt ohbligations carrying an exemption under existing lav from federal income
taxation, Because the proposed legislation (insofar as it relates to the
treatment of municipal bonds) will adversely affect and virtually cripple
their financing powers, they have requested that we vigorously oppose, on

their behalf, such legislation,

We will address ourselves to the matter of specific objections to
the proposed tax reform bill. We object to (1) the minimum income tax plan,
(2) the allocation of deductions, and (3) the federal subsidy plan on the

grounds that (a) they raise serfous constitutional queations involving the
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immunity of states and their political subdivisions from taxation by the
federal government which cannot be resolved except through lengthy and costly
1itigation, the effect of which will be to paralyze local finance until a
final judicial determination of the issue; (b) they would prevent the orderly
financing of public improvements in an eatablished capital market in the
private scctor of the economy at a time when such improvements are needed to
help overcome the tremendous socio-economic problems facing urban aress; and
(c) they would result in a deterioration and destruction of the historic
federal~state relationship in the field of puhlic finance and centralize the
control of local finance in the federal government at great cost to the citi-
zens and taxpayers of the nation, The combined effect of the foregoing could

- be to fucl an economic recessfon of major proportions.

The foundation for the doctrine of reciprocal tax immunity between
governmental entities has early foundations in constitutional law. The land-

mark case of McCulloch v. Maryland, 4 Wheat 316 (1819) one hundred fifty years

ago established the basis for the principle that the federal government does
not have the power to levy taxes which would interfere with the governmental
functions of states or their political subdivisions and, in cases too numerous

to cite, the principle has been upheld.
The successful imposition of the proposed taxes would require that

the Supreme Court overrule this long-standing constitutional law. This

will make litigation inevitable and doom the municipal bond market to several
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years of disorder, which will cost the public taxpayers hundreds of millions

of dollars in additional intercst cogts,

The inescapable fact is that even the threat of removal of the tax
exempt feature from municipal bonds has resulted in a drastic increase in
interest rates on such bonds in recent months, to the point where nearly two
billion dollars of such bonds have not been sold. This results in the delay
or postponement of a corresponding amount of construction of vitally needed
public improvements. The taxation of interest on such bonds would permancntly
impair the ability of local governments to finance such constructfon, just at
a time when the need for public facilities is at its peak. Then the so-called
"taxpayef revolt" would become the "peoples’ revolution" because the working
man would be required to pay hipher taxes to finance fever improvements. Nor
18 the ansver at this point a federal subsidy to "cover the difference" in the
cost of issuing tax-frece and taxable bonds. e already have a unique and
time-tested subsidy program in the tax-free privilege accorded municipal bonds.
This system has worked effectively for many years and should not be chanhed
unless there 1s clear evidence of a better system, which is not provided for

in the proposed legislation,

At a tine when state-federal "revenur sharing” is being recognized
as onc solution to the many economic ills at the local levai, a tax on bonds
is proposed which would, in effect, shift rcvenue from the state to the federal
level, resulting in a nct loss to the states and local subdivisions., Inevitably
this shift would brir‘m federal control and weaken our entire system of

federal-state relationships,
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One of the alleged reasons for the proposed tax is to levy a tax
on the oft-cited 154 individuals in high 1n§omc'brackets who do not pay
taxes; however, rese;rch indicates that their escape of taxes is not due
to investment in tax-frce bonds. In any cvent, it would scem to'ba the height
of folly to enact a form of taxation admittedly designed to affect such a
!tmitca nunmber when in realfty {ts impact is far more severe on the snall

taxpayer.
In conclusion, the retention of our entire state-federal governmental

~structure and the preservation of a sound economy demands that any attempts to

levy a tax on interest or municipal bonds be defeated.
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STATEMENT OF HAWKINS, DELAFIELD & WOOD
67 Wall Street, New York, New York 10005

Re: PROPOSED TAX REFORM ACT OF 1969 (H. R. 13270)

Preliminary Statement
. This statement is submitted in accordance with press release of the Senate Com-

mittee on Finance and a telegram from the Chief Counsel of the Committee received
on September 10, 1969.

The principal points presented in the statement are summarized as follows:

(1) The minimum tax on income including state and municipal bond interest
levied by the House Bill is unconstitutional. The Pollock case holds that a tax on the
interest from state and munioipal bonds is unconstitutional. The Sixteenth Amend-
ment did not change the decision in the Pollock case. The Congress has constrned the
Sizteenth Amendment consistently with the decision in the Pollock case. The history
of the adoption of the Sixteenth Amendment confirms the Congressional and Supreme
Court construction of its intont and meaning. To the extent that the minimum tax
applies to interest on local housing authority obligations it also impairs the obliga-
tion of contract.

(2) The withdrawal from state and municipal bondholders of deductions allowed
other taxpayers discriminates against individuals owning tax-exempt securities and
by raising the cost of borrowing interferes with the borrowing power of states and
munijoipalities. Although Congress may in some circumstances disallow deductions
direotly related to interest on state and municipal bonds or properly allocable to such
interest, by disallowing deductions not reasonably related to the receipt of tax-exempt
income, the House Bill violates the doctrine enunciated in the National Life Insur-
ance Company case and is not supported by the Atlas Life Insurance Company case.

(8) The municipal bond subsidy provisions and the provisions relating to arbi.
trage obligations of state and local governments provide for unnecessary and unde-
sirable federal control of state and local financing. Neither industrial development
bonds as defined in Section 107 of the Revenne and Expenditure Control Act of 1968
or arbitrage obligations would be eligible for the subsidy program. Thus many
bonds which would be issued to finance facilities for many acknowledged and tra-
ditional state and local functions would be ineligible, In addition the subsidy program
is unworkable in certain respects, No political subdivision of any state has the power
at the present to issue taxable bonds notwithstanding the possible passage of the
Tax Reform Act of 1969. The payment of a percentage of intorest yield on taxable
state and local obligations is of no value. The dual coupon concept will not accom-
plish its intended purpose because state interest limitations will nonetheless apply.
The administration of the subsidy program will involve substantial and undesirable
federal involvement in state and local financing,
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The minimum tax on income including State and Municipal bond interest
levied by the House Bill is unconstitutional.

Section 301(a) of the House Bill adds a new Bection 84 to the Internal Revenue
Code of 1954. The new section includes in the gross income of a ‘axpayer other
than a corporation the amount of so-called ‘“disallowed tax preferences’® and defines
the so-called ‘*items of tax preference.” Among the items is any excess of interest
on obligations which is excludible from gross income under section 103 of the Code,
namely, the interest on *‘the obligations of a Btate, a Territory, or a possession of
the United States, or any political subdivision of any of the foregoing, or of the Dis-
triet of Columbia.”

The proposed section provides a transitional rule for including interest exempt
under section 103 as an item of tax preference which is 10% multiplied by the number
of taxable years beginning after December 31, 1969, When the new section is fully
effective the limit on tax preferences will be an amount equal to (1) one-half of the
sum of the items of tax preference and the taxpayer’s adjusted gross income or (2)
$10,000, whichever i3 greater.

The Report of the Committes on ‘Ways and Means illustrates the application of
the limit on tax preferences by the case of a taxpayer with a salary of $50,000 and tax
preference items amounting to $150,000 and states that:

‘‘Under present law, such an individual is taxed only on his $50,000 of salary.
Under the limit on tax preferences, he is to be required to pay tax on $100,000
of income (one-half of his total income of $200,000).”” H. Rep. No. 91-413 (Pt. 1)
(918t Cong., 18t Bess.) p. 79. ’ ,

Thus, if the tax preference item comprises only interest on hitherto tax-axempt
securities and 100% of the interest is taken into acoount at the end of the transitional
period, the individual who receives a $50,000 salary and $150,000 in interest on tax-
exempt securities will pay a tax on $100,000 of income. Obviously, since his salary
amounts to $50,000 the remaining income of $50,000 on which he pays a tax can not
consist of any income other than the interest received on his state and municipal
bonds. :

Law, as Mr. Justico Holmes has told us, is a ‘‘prophecy of what eourts do in
fact.”” In our opinion, the Supreme Court would hold that such a tax on the interest
on state and municipal bonds is unconstitutional for the reasons stated below. From
the time the income tax was imposed in 1918 until now both Congress and the Snpreme
Court have adhered steadfastly to the constitutional doctrine that state and municipal
bond interest is oxempt from federal income tax. It would be strange for Congress
to abdicate its obligation, to respect constitutional limitations upon its power by
levying a tax on such interest without awaiting new constitutional authorization.

2
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The doctrine of federal immuynity from state interference, including interference
by taxation, is a general principle of constitutional law with which this Committee
is undoubtedly familiar. The converse immunity of the states from federal inter-
ference is equally well established. The doctrine was specifically applied to interest
on bonds of states and municipalities and of state and municipal instrumentalitios
by the Supreme Court of the United States in the landmark case of Pollock v, Farmers’
Loan & Trust Company, 167 U. 8. 429 (1895) and on rohearing, 158 U, 8, 601 (1895).

The cases decided by the Supreme Court under the Sixteenth Amendment as well
a8 the legislative history of the amendment in Congress during the period it was
being ratified by the state legislatures demonstrate that any claim that the amend-
ment ropudiated the rule of the Pollock case is unsupported by any judicial precedent,
is unfounded in fact, and altogether spurious,

For the purpose of this statement it is not necessary or desirable to delve into
the much repeated history of the constitutional doctrine of reciprocal immunity before
Angust 15, 1894 when Congress enacted a statuto which levied a tax upon net income,
ircluding income from all real property and from all personal property, both tangible
and intangible, including the interest on state and municipal bonds.

At that time and until the Sixteenth Amendment became effoctive on February
25, 1913, Article I, Seotion 2, of the federal Constitution required the apportionment
of ‘“direct taxes’* among the states according to population, as follows:

‘‘Representatives and direct Taxes shall be apportioned among the several
Btates which may be included within this Union, according to their respective
numbers, which shall be determined by adding to the whole Number of free
Persons, including those bound for Sorvice for a Term of Years, and excluding
Indians not taxed, three-fifths of all other Persons.’’

Article I Bection 8, of the Constitution also requires that ‘*Duties, Imposts and
Excises’’ shall be uniform, as follows:

‘“The Congress shall have Power To lay and collect Taxes, Duties, Imposts
and Eixcises, to pay the Debts and provide for the common Defense and general
Wolfare of the United States; but all Duties, Imposts and Excises shall be uni.
form throughout the United States; . ., . *’

A. The Pollock Case holds that a taz on the interest from State and mumicipal
. bonds is unconstitutional,

In the Pollock decision which considered the validity of the income tax law of
1894, the Supreme Court pointed out that the federal government had an unlimited
power of taxation with a single excoption and subject to two qualifications. The one
excoption was that *‘ Congress cannot tax exports . . . ** The two qualifications were
that Congress ‘‘must impose direct taxes by the rule of apportionment, and indirect
taxes by the rule of uniformity.’”” 157 U. 8. at 557.

3
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In the tirst Pollock case the Supreme Court held that a tax on the rents and
other income from real estate was a direct tax and cousequently violated the Con-
stitution because the tax was not ‘‘apportioned among the several States . . . accord-
ing to their respective numbers.’* The Court also unanimously held that the taxing
power, like any and all other powers of the federal government, was impliedly sub-
jeot to the constitutional limitation that it could not be so exercised that the instru-
mentalities of the states were taxed. 157 U. 8. at 584.

Thus, the first decision in the Poltock case held the income tax act of 1894 invalid
in respect of (1) the tax on rents and other income from real estate and (2) the tax
on the interest from state and municipal bonds, The justices divided equally on the
constitutionality of the income tax pertaining to personal property other than state
and municipal bonds and on whether the 1894 act as a whole was unconstitutional,

On rehearing the Supreme Court decided (four of the justices dissenting)
first, that the tax on income from personal property was a direct tax and hence was
invalid because not apportioned and, second, that the 1894 Aot was unconstitutional
in its entirety.

The Pollock decision was unanimous as to municipal bond interest because in
the words of Mr. Justice Fuller to tax the interest on municipal bonds ‘‘would operate
on the power to borrow before it is exercised, and would have a sensible influence on
the contract,’’”® and would be a ‘‘tax on the power of the States and their instrumen-
talities to borrow money and consequently repugnant to the Constitution.” 167 U. 8.
at 586. ' :

To the same effect was the separate opinion of Mr. Justice Field:

“These bonds and securities are as important to the performance of the
duties of the State as like bonds and securities of the United States are important
to the performance of their duties, and are as exempt from the taxation of the
United States as the former are exempt from the taxation of the States,” 157 U. 8.
at 601

And Mr, Justice Brown who had concluded that ‘‘a tax upon rents or income of
real estate is & tax upon the land itself”’ nevertheless said in the second Pollock
decision:

“The tax upon the income of municipal bonds falls obviously within the
other category, of an indirect tax upon something which Congress has no right
to tax at all, and hence is invalid. Here is a question, not of the method of
taxation, but of the power to subject the property to taxation in any form.” 158
U. 8. 692693

o B O Lo e e voducon. & 1 BiLThe Manbly Economi Liter of the Fig
National City Bank of New York says “the damage done by the proposals in the bill in terms of raising the

cost of borrowing by States and cipalities this year cannot be underestimated. Those governments which
have been penalized this year have no recourse to a Treasury subsidy.” .

4
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Thus, all the justices in both Pollock decisions, whether they subsoribed to the
theory that a tax on income was a tax on the source of the income or considered that
theory untenable, eame to the identical conclusion that the interest on state and muni-
cipal bonds could not be included in federally taxable income. It is clear, therefore,
that the decision in Pollock concerning the unconstitutionalily of taxing state and
municipal bond interest rests not on the economio premise that a tax on income is &
tax on the source of the income but on the inviolability of the borrowing power of
the states and their political subdivisions,®

B. The Sizteenth Amendment did not change the decision in the Pollock Case.

This, then, was the law when the Sixteenth Amendment was doeclared in full
force and effect by the Secretary of State on February 26, 1913, The Amendment -
reads:

“The Congress shall have power to lay and colleot taxes on incomes, from
whatever source derived, without apportionment among the several States, and
without regard to any census or enumeration,”

1, The Congress has construed the Sizteenth Amendment consistently with the
decision in the Pollock Case,

Even before the Supreme Court decided that the phrase ‘‘from whatever source’’
in the Amendment relates not to the power to tax but to the requirement that certain
federal taxes must be apportioned among the states according to thelr respeotive
populations, Congress had also concluded that the object of the Amendment was to
eliminate the necessity of apportionment irrespective of source in order that the
income derived from the source of real and personal property could be taxed. Briefly
stated, the Amendment means that a tax on income ‘‘from whatever source’’ is
immune from the constitutional requirement of apportionment. 38 Stat. L. 168
(1918); 89 Stat. L. 758-59 (1916); 40 Stat. L. 829-80 (1917) and 1065-66 (1918).

‘When during World War I, a revenue act was drafted with a provision to inolude
the interest on muniocipal bonds in gross income, the lack of power to tax such interest
was expressed both in committee reports and congressional debate. It was recognized
that lack of apportionment was not the objection to federal taxation of state and
munisipal bond interest but that the lack of power to tax such interest was absolute.
The provision was omitted. H. Rep. No, 767, (65th Cong. 2nd Sess.) p. 9; Sen. B.
No. 617, (65th Cong. 8rd Sess.) p. 6; 66 Cong. Rec. p. 10933-41, 10628-33, 11181-87,

Such a contemporaneous construction of the Sixteenth Amendment by Congress
from the time it became effective through World War I is certainly an influential if
not a controlling consideration in determining the meaning of the Amendment.

‘mulucunuofmelmju:dminbothl’ouo:ﬁumto t the theory that a tax on income is a tax
ree of the income was later shared by the S upmue Court in New York ex rel Cokn v, Graves, 300 U, S,
3(3 (1937) in which the New York State income tax on rents lrom real estate ln New Jersey was upheld.
Obv!ot:ahl.yt. o:xever. "tlg; vn; not the mlio decidends of the u’;ollat&e case, because ":l(;u;' 'biﬁf"uf:' wl d not
a tax on income from personal property was a tax on the propesty i olned of ustices
in inva!ldatina the tax on nmkig:l bond interest, i
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Later, in 1923, after the decision of the Supreme Court in Evans v, Gore, 253
U. 8. 245 (1920), to be discussed below, Congress considered and the House of Repre-
sentatives passed a constitutional amendment® to anthorize the taxation of income
derived from future issues of state and municipal bonds and to authorize states to
tax the income of future issues of federal bonds. H. J. Res. 3i4, (67th Cong. 4th
Sess.); .1, Rep. No. 969, (67th Cong. 2d Sess.) The proposal failed to pass the
Senate.

2. The Supreme Court has construed the Sizieenth Amendment consistently with
the decision in the Pollock Case.

In Evans v. Gore, 258 U. 8. 245 (1920), the Supreme Court held (Justice Holmes
and Brandeis dissenting) that the Sixteenth Amendment did not authorize an income
tax on the salary of a federal judge in view of the fact that the Constitution provided
that the compensation of judges ‘‘shall not be diminished during their continuance
in office.*” Const. Art. III Sec. 1.

The Court then considered whether the constitutional inhibition against such
diminution was modifled by the Sixteenth Amendment, After an elaborate analysis
of the Sixteenth Amendment the Court concluded that:

¢¢the genesis and words of the Amendment unite in showing that it does not extend

the taxing power to new or oxcepted subjects, but merely removes all occasion
otherwise existing for an apportionment among the States of taxes laid on
-income, whether derived from one source or another.” 253 U. 8, at 261-2,

Although Evans v. (Fore was overruled in 0’Malley v. Woodrough, 307 U, 8. 277
(1939), it is clear from the opinion of Mr, Justice Frankfurter in the latter case that
tho decision that federal judges could be taxed on their salaries was based on the
premise that, as Justices Holmes and Brandeis had said in their dissenting opinion
in Evans v. Gore, a tax on salaries was not a diminution of compensation. Only that
portion of the majority opinion in Evans v. Gore was repudiated and not one word in
the opinion in O’Malley v. Woodrough questions the above-quoted conclusion of the
Court in Evans v. Gore concerning the Sixteenth Amendment.

* The proposed amendment read as follows: .
“{H. J. Res. 314, Sixty-seventh Congress, L
e R b S e B S s,

olve the Senate ouse o reseniatives o nite es of America in Congress
R L N e
ment to tution ted States, s va a rposes as
Constitution when r‘:dﬁed by the legislatures of three-fourths of the several States: p w

‘ARTICLE .

‘Sgemion 1. The United States shall have power to lay and collect taxes on income derived from securities
issued, after the udﬁcamtion of this article, by mnder the authority of any State, but without dlscnmlmﬂon

against income derived from such securities and in favor of income derived from securities issued, after the
nuﬁuuon of this article, by or under the authority of the United States or any other State,

‘Sc. 2. Bach State shall have power to lay and collect nxa on income derived by its midam from
securities iuued, after the ratification of (hh article, by or under the authority of u:’ United States, but
without discrimination t income derived from such securities and in favor lncome rived from securi-
ties issued after the ratification of this article, by or under the authority of such State.

6
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In Evans v. Goré the Supreme Court had referred to previous cases in which the
Court had considered the Sixteenth Amendment, beginning with the opinion of Chief
Justice White in Brushaber v. Union Pacifio B. R. Co., 240 U. 8. 1 (1916) which was
the first case involving the scope and meaning of the Sixteenth Amendment, In that
case, referring to the text of the Amendment the Chief Justice had declared (240 U. 8.
at 17-18):

¢, .. It is clear on the face of this text that it does not purport to confer
power to levy income taxes in a generic sense—an authority already possessed
and never questioned—or to limit and distingnish between one kind of income
taxes and another, but that the whole purpose of the Amendment was to relieve
all income taxes whon imposed from apportionment from a consideration of the
source whence the income was derived. Indeed, in the light of the history which
we have given and of the decision in the Pollock Case and the ground upon which
the ruling in that case was based, there is no escape from the conclusion that the
Amendment was drawn for the purpose of doing away for the future with the
principle upon which the Pollock Case was decided, that is, of determining
whether a tax on income was direct not by a consideration of the burden placed
on the taxed income upon which it directly operated, but by taking into view
the burden which resulted on the property from which the income was derived,
since in expross terms the Amendraent provides that income taxes, from what-
ever source the income may be derived, shall not be subject to the regulation of
apportionment.” : )

The Brushaber case was decided on Javuary 24, 1916. On Feberunary 21, 1916,
the Supreme Court handed down the decision in Stanton v. Baltic Mining Co., 240
U. 8. 103 (1916). The decision was unanimous and again the Court reiterated the
rule

¢, , . that the provisions of the Sixteenth Amendment conferred no new
power of taxation ...”” 240 U, 8, at 112

In Peck & Co. v. Lowe, 247 U. 8. 165 (1918), the Supreme Court decided that the
net income of a corporation derived from exporting goods was not a tax on exports
prohibited by the Constitution, the unanimous opinion of the Court stating:

“The sixteenth amendment, although referred to in argument, has no real
bearing and may be put out of view. As pointed out in recent decisions, it does
not extend the taxing power to new or excepted subjects, but merely removes ail
occasion, which otherwise might exist, for an apportionment among the States
of taxes laid on income, whether it be derived from one source or another.”
2A47U. 8. at 172-3

Two years later, in Eisner v. Macomber, 2562 U. 8. 189, 206 (1920), the Court said:
¢‘Ag repeatedly held, this did not extend the taxing power to new snbjects, but
merely removed the necessity which might otherwise exist for an apportionment
among the States of taxes laid on income.”

7
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In 1926 in Metoalf & Eddy v. Mitchell, 269 U. 8, 514, 621, Mr, Juatice Stone flatly
declared:

¢, . . the sixteenth amendment did not extend the taxing power to any new
class of subjeots.”

Five years later, in Willcuts v. Buss, Chiof Justice Hughes, 282 U, 8. 216, 226
(1931), speaking for a nnanimous Court which held capital gains on the eale of public
seourities to be taxable, reiterated the rationale of the rule as follows:

“‘In the case of the obligations of a State or of it political subdivisions, the
subject held to be exempt from Federal taxation is the principal and interest of
the obligations. Pollock v. Farmers’ Loan & Trust Company, supra. These obli-
gations constitute the contract made by the State, or by its political agency
pursuant to its authority, and a tax upon the amounts payable by the terms of
the contract has therefore been regarded as bearing directly upon the exercise
of the borrowing power of the Government."’

Again in James v, Dravo Contracting Co., 302 U. 8, 134, 163 (1937) Chief Justice
Hughes restated the reason for income tax immunity of state and municipal bond
interest as follows:

““There is no ineluctable logic which makes the doctrine of immunity with
respect to government bonds applicable to the earnings of an independent con-
tractor rendering services to the Government. That doctrine recognizes the
direct effect of a tax which ‘would operate on the power to borrow hefore it
is exercised’ (Pollock v, Farmers Loan & Trust Co,, supra) and which would
directly affect the Government’s obligations as a continuing security., Vital
considerations are there involved respecting the permanent relations of the
Government to investors in its securities and its ability to maintain its credit,—
considerations which are not found in conmection with contracts made from time
to time for the services of independent combractors,’’ (italies supplied)

And again, in Helvering v. Mountain Producers Corporation, 303 U, 8. 376, 386
(1938) the Chief Justice repeated that:

‘g tax on the interest payable on state and municipal bonds has been held to be
invalid as a tax bearing directly upon the exervise of the borrowing power of the
Government (Weston v. Charleston * ® *, Pollock v. Farmers’ Loan & Trust
00. [ X} ')'”

In the previous year Mr. Justice Cardozo had also pointed out in Hale v, Iowa
State Board, 302 U, 8. 95, 107 (1937):

By the teaching of the same (Pollock) case an income tax, if made to cover
the interest on Government bonds, is a clog upon the borrowing power such
as was condemned in McCulloch v. Maryland * * * and Collector v. Day * * *,”
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And in Helvering v, Gerhardt, 304 U, 8. 405 (1938), in upholding a federal income
tax as applied to salaries of the employees of the Port Authority, Chief Justice
Stone also referred to the hazard of impairing the borrowing power, stating that the
immunity dootrine had been sustained

““where * * * the function involved was one thought to be essential to the main-
tenance of a state government: ag where the attempt was * * * to tax income
received by a private investor from state bonds, and thus threaten impairment
of the borrowing power of the state, Pollock v. Farmers’ Loan & Trust Company,
157 U. 8. 429; of. Weston v. Charleston, supra, 465-466."’

The rationale of the Helvering v. Gerhardt case was followed in Graves v. New
York ew rel 0’Keefe, 308 U, 8. 466 (1939) in which the Court held that the salary of
an employee of the Home Owners Loan Corporation was not immune from state
income tax, Both these cases relate to the same question whether intergovernmental
immunities extend to the salaries of employees: Gerhardt to a federal income tax
applicable to state employees and O’Keefe to a state income tax applicable to federal
employees.

1t is noteworthy that in the Gerhardt case Mr, Justice Stone pointed out that the
Pollook case had no application because, as distingnished from the income taxation
of public salaries, the income taxation of public securities would ‘‘threaten impair-
ment of the borrowing power of the state.”” The O’Keefe case does not refer to the
Pollock case, probably because of the Government’s position that the income taxation
of public securities was essentially different.

In his argument in Graves v. 0’Keefe before the Supreme Court, Solicitor General
Robert Jackson, later Justice of the Supreme Court, had explained that the Govern-
ment accepted the distinction drawn by Chief Justice Stone in the Gerhardt case
and had emphasized that where one deals with a debtor-oreditor relationship, the
borrower is the one who is burdened. The Solicitor General said that it was the ~
presence of an actual burdem upon the public instrumentality which issues public
securities which distinguished the taxation of the interest on public securities from
the taxation of the salaries of public employees.

The evidence is overwhelming that the views of Congress and the Supreme Court
on the scope of the Sixteenth Amendment corveotly express the purpose and meaning
of the Amendment. That purpose was to permit Congress to levy and assess taxes
on income without complying with the impracticable rule of apportionment according
to population. Before the Amendment Congress had the power to lay income taxes
but not without apportionment. After the Amendment Congress need not apportion.
The history of the Amendment proves that it was never intended to repeal the con-
stitutional doctrine of reciprocal immunity from taxatmn of state and federal instru-

mentalities and obligatxons
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3, The history of the adoptiom of the Sizteenth Amendment confirms the Con-
gressional and Supreme Court construction of {ts intent and meaning.

Sixty years ago President Taft sont a special message to Congress in which he
urged a constitutional amendment which would confer upon the national government

¢‘the. power to levy an income tax ® * * without apportionment among the states
in proportion to population.’’

The President urged Congress not to reenaot tho 1894 income tax law which had
been declared unconstitutional, saying:

‘‘For the Congress to assume that the court will reverse itself, and to enact
legislation on such an assumption, will not strengthen popular confidence in the
stability of judicial construction of the Constitution.” 44 Cong. Rec. (June 16,
1909) p. 3344

Previous to President Taft'’s special message, Senator Brown of Nebraska had
offered a rosolution for a constitutional amendment to the effect that ‘‘ The Congress
shall have power to lay and collect taxes on incomes and inheritances.’” Upon being
informed in debate that Congress already had both of the powers in question and that
only the rule of apportionment stood in the way of federal income taxation, Senator
Brown offered, a few days later, a second resolution which read that ‘‘The Congress
shall have power to lay and collect direct taxes on incomes without apportionment
among the several states according to population.’’ 44 Cong. Reo. pp. 1548, 1568-9, 3377,
The Senate Finance Committee soon reported a resolution for a constitutional amend-
ment in which the words ¢‘direct taxes’’ were changed to ‘‘taxes’’ and after *‘income’’
the words ¢‘from whatever source derived’’ were inserted. The proposed amendment
then read:

“The Congress shall have power to lay and collect taxes on incomes, from
whatever source derived, without apportionment among the several States, and
without regard to any census or enumeration.”” 44 Cong. Ree. p. 3900
The Committee gave no explanation of the reason for these changes.®* However,

the reason for the two changes is clear. Thoe words ¢‘direct taxes’’ in Senator Brown’s
proposal would require explanation because it was not obvious why the amendment
should only provide that direct taxes need not be apportioned. Hence, o eliminate
the ambiguity of *‘direct taxes’’ the committee provided that taxes on income *‘from
whatever source derived’’ need not be apportioned. Senator Brown’s proposed
amendment as clarified by the Senate Finance Committee did not grant power to
Congress to lay and collect a tax on incomes ; Congress already had plonary power to
levy income taxes under Article I, Section 8 of the Constitution (quoted supra at p. 3).
The phrasc ““from whatever source derived’’ was simply another way of saying that
Congress need nc longer apportion any tax on incomes, irrespective of tho source of
the income; that wae the sole purpose of the Amendment proposed by President Taft
and introduced by Senator Brown.

* The only colloquy which took place when the revised resolution was reported to the Senate is found in 44
Cong. Rec. 3900.
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The debate in Congress took one day in the Senate and one day in the House. The
Joint resolution proposing the amendment as redrafted by the Committee passed both
houses and was immediately submitted to the states. No consideration was given at
all to the question of the taxation of income from state and mancipal bonds. The
matter simply was not discussed. There was no indication that auyone sought to over-
turn the doctrine that state and municipal bond interest was immune from federal
taxation which had been unanimously established in the Pollock case.

On January 5, 1910, Governor Hughes of New York submitted the amendment
to the Legislature with a message calling attention to the words ‘‘from whatever
source derived,’ suggesting that this might permit the taxation of income from state
and municipal bonds, and questioning whether the amendment should be ratified.

On February 10, 1910, Senator Borah spoke in the Senate in answer to Governor
Hughes® objection, stating in substance that no such meaning could be attached to
the amendment. 45 Cong. Rec. 1694-9. He was followed by Senator Brown who con-
curred with Senator Borah’s interpretation, Later, Senator Brown pointedly sug-
gested that Governor Hughes stood alone in his fear:

“It is & very significant fact that this amendment which was pending in
Congress for days and was the subjeot of discussion by Congress and the press,
should never have met this oriticism while it was pending, In its present form
it had the support of a unanimons Senate and a practically unanimous House of
Reopresentatives, who were all, judged by their votes, in favor of conferring this
power on Congress, and yet no one in Congress ever suggested any change in the
language of the resolution or proposed an amendment thereto to cover the objec-
tion now made,

“Nor did any distinguished Governor from any of the 46 States, all of whom
are now very loud in their protestations that the (fovernment should have the
power to tax incomes without apportionment, ever suggest that the amendment
should have been modified in form in any respect. In this body the State of
Now York enjoys representation of the very highest character and most eminent
ability, and yet New York on the roll call, as shown in the Congressional Record,
was in favor of this amendment as it passed Congress, and was silent as to any
suggestion that the language was faulty.

] . .

“The amendment does not alter or modify the relation today existing
between the States and the Federal Government. That relation will remain the
same under the amendment as it is today without the amendment. It is con-
ceded by all that the Government cannot under the present Censtitution tax state
securities or state instrumentalities,’”” 45 Cong. Reo, 2245-6 (Feb. 23, 1910)

On Febru;ry 17, 1910, Senator Elihu Root of New York, a strong advocate for
the amendment, wrote to New York State Senator Davenport giving his reasoned
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opinion that the amendment did not affect the immunity of state and municipal bonds.
Senator Root wrote:

“‘Much as I respect the opinion of the Governor of the State, I cannot agree
with the view expressed in his special message on January 5, and as I advocated
in the Senate the resolution to submit the proposed amendment, it seems appro-
priate that I should state my view of its effect.

“‘The proposal followed the suggestion of the Supreme Court in the Pollock
case,

“‘The evil to be remedied was avowedly and manifestly the incapacity of the
National Government resulting from the decision that income practically could
not be taxed when derived eithor from real esiate or from personai property,
although it could be taxed when derived from business or ocoupation.

¢“The terms of the amendment are apt to oure that evil and to take away from
the different olasses of income considered by the court a practical immunity from
taxation based upon the source from which they were derived.’”” 45 Cong. Reo. p.
2539-40 (Mar. 1, 1910)

Thus, three United States Senators sought to allay any doubt held by Governor
Hughes. No other member of Congress or any Governor® expressed any other view.
That Governor Hughes' doubts were set at rest is shown by his opinions after he
became Chief Justice, in Willcuts v. Bunn (supra, p. 8), James v. Dravo Contracting
Co. (supra, p. 8) and Helvering v. Mountain Producers Corporation (supra, p. 8).

No one would doubt that if the states and their municipalities were to attempt to -
impose state or local taxes upon interest received by their residents from obligations
of the Fedoral government, such a levy would be unconstitutional in the absence of
consent by Congress to such taxation, Weston v. City of Charleston, 2 Pet. (U. 8.)
449 (1829). And this is so even though it is universally accepted that the state legis-
latures possess plenary power to tax, subjeot only to the limitations of their state
constitutions, '

It is our opinion that the unanimous holding in the Pollock case, reaffirmed
80 many times after the Sixteenth Amendment, that interest on state and municipal
seourities is free from Federal income taxation under the Constitution would be
again reaffirmed by the Supreme Court and that therefore the House Bill insofar as it
seeks to lay a minimum tax applicable to such interest is unconstitutional,

] *In ?dm to the New Jersey Legisiature, dated February 7, 1910, John Franklin Fort, Governor of New
ersey, said:
“s ¢ % Nor am I inclined ¢o accept the statement that the Supreme Court of the United States might con-
strue the words ‘from whatever source derived’ as found in the pending amendment as justifying the taxing
of the securities of any other taxing power.”
On February 23, S Brown, referring to the of G Fort, of New Jersey, said:
. “It cheers our hearts to read in the grm that President Taft agrees with the Governor of New Jersey,
who, in a message to his le hmFew?MdmetheNewYorkmn was transmitted, took
immediate and direct issue with the governor of New York.” [45 Cong. Rec., p. 2245}
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C. To the extent the minimum tax applies to interest on local housing authority
and agency obligations it is also unconstitutional under the Fifth Amendment,

It is also our opinion that if the minimum tax in the House Bill applies to the
interest on bonds of local public housing authorities issued to finance low rent housing,
slum clearance and urban renewal projects, the bill violates the Fifth Amendment
to the Constitution.

The United States Housing Act of 1937 {50 Stat. L. 888] provides in section 5(e)
as follows:

‘Obligations, including interest thoreon, issued by public housing agencies in
connection with low-rent housing or slum-clearance projects, and the income
derived by such agencios from such projeets, shall be exempt from all taxation
now or hereaftor imposed by the United States.”

The Housing Act of 1949 [63 Stat, L. 413] provides in section 102(g) as follows:
“Qbligations, including interest thereom, issued by local public agencies for
projects assisted pursuant to this title, and income derived by such agencies from
such projeots, shall be exempt from all taxation now or hereafter imposed by the
United States.”

Since the intorest on obligations issued by a local public housing authority or
agency constitutes interost upon obligations of a political subdivision of a state, such
interest is excluded from gross income under section 103 of the Internal Revenue
Code. When interest is excluded from gross income under the Code, the provisions
of the House Bill imposing the minimum tax become operative and apply to such
exempt interest in excess of the $10,000 floor.

Each of the above-quoted provisions of the United States Housing Aot of 1937
and the Housing Act of 1949 that the obligations of local housing authorities and
agencies ‘‘including interest thereon’ * * * shall be exempt from all taxation now or
hereafter imposed by the United States constitutes a statutory contract between the
federal government and the holders of such obligations, In our opinion, to deprive
such holders to any extent of their immunity from federal taxation on the interest
which they receive from such obligations impairs the obligation of the contract in
violation of the Fifth Amendment which ¢‘protects rights against the United States
arising out of & contract.”” Lynch v, United States, 292 U. 8. 571 (1933). See also
Farmers and Mechanics Savings Bank v. Minnesota, 232 U, 8. 516, 528 (1913).

ADR by arbitrarily disallowing deductions unrelated to tax-exempt interest dis-
criminates against state and municipal bondholders.

Section 302(a) of the House Bill which adds a new seotion 277 to the Code is incon-
sistent with established principles of judicial decisions concerning income tax dedue-
tions, The new section provides in effect that if a taxpayer other than a corporation
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has so-called ‘‘allocable expenses’’ for a taxable year, the deduotions otherwise allow-
able for such expenses are disallowed to the extent of an amount equal to (1) the
aggregate of such expenses multiplied by a fraction, the numerator of which is the
‘‘allowable tax preferences’’ and the denominator of which is such preferences plus
;‘modiﬁed adjusted’’ gross income, or (2) the ‘‘allowable tax preferences,”” whichever
8 lesser.

The deductions which the bill requires to be allocated are payments or losses not
related to a business or to a transaction entered into for profit, including interest,
state and local taxes, and personal theft and casualty losses, as well as charitable
oontributions, cooperative housing expenses, medical and dental expenses, and net
operating losses attributable to nonbusiness casualty losses,

Among the *‘allowable tax preforences’’ which would cause the partial disallow-
ance of allocable deductions is interest in excess of $10,000 received from s!ate and
municipal bonds issued on and after July 12, 1969.

The Secretary of the Treasury when he appeared before this Committee advo-
cated the adoption of an even more stringent provision limiting deductions for indi-
viduals so far as interest on state and municipal obligations is concerned. Although
the House Bill contains transitional provisions under which the interest on state and
municipal bonds would be taken into account gradually over a ten.year transitional
period, the Secretary of the Treasury proposed that 100% of the interest should be
taken into account immediately. The respected Sccretary referred to the section dis-
allowing deductions as the ‘‘ADR’’ provision of the bill, meaning ¢*Allocation of
Deductions Rule."’

The House Ways and Means Committee Report, which accompanied the bill, tries
to give a simple example of the operation of sections 301 and 302 in a footnote which
reads as follows: ‘

“‘For example, suppose the individual hus as taxable income of $30,000, a
tax-exempt income of $70,000, and $30,000 of personal deductions. Applying the
limit on tax preference first results in adding $20,000 to the individual’s taxable
income inoreasing the latter to $50,000 and decreasing tax-free income to $50,000,
Deduections are then allocated on the basis of a §0-50 split between taxable and
nontaxable income, resulting in disallowing $15,000 of the total of $30,000 of
deductions. For simplicity, this oxample omits the effect of the $10,000 floor.”
H. Rep. No. 91-413 (Part I), supra, p. 83, n. 3.

It, for example, the $30,000 of personal deductions consisted of contribntions
to charitable organizations (irrespective of whether the contributions consisted of
cash or securities appreciated in value), the result would be that a substantial portion
of the charitable contributions would be lost as a deduction.

First of all, the percentage limitation of 50% under the bill in the caso of a cash
contribution and 30% under the bill in case the contribution consisted of appreciated
seourities, would apply. Then the amount allowable as a deduction would be cut
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by 60% regardless of the nature of the charitable contribution. Presumably under the
House Bill the amount in excess of the percentage limitation (either $5,000 if the
contribution were in cash or $15,000 if the contribution were in appreciated securities)
ocould be carried over for the following five years and deducted as a charitable con-
tribution, Nevertheless the 50% disallowed as a result of the application of the
proposed allocation of deductions rule could not be carried forward and the donor
would have no tax benefit from having given this amount,

Omitting *‘for simplicity’’ the $10,000 floor, if the $30,000 of personal deduc-
tions consisted of state and local taxes, or casnalty losses, instead of charitable
contributions, one-balf of the deductions would be disallowed.

A. There is no doubt Congress may disallow deductions directly related to
interest on state and municipal bonds or properly allocable to such interest,

In order to clarify an issue already beclouded by a fundamental discrepancy
between the bill and the Committee Report, we wish to emphasize that in our view,
Congress has plenary powor to disallow any deduotion directly related to tax-exompt
interest on state and municipal bonds, This principle is illustrated by the provision
of the Revenue Act of 1921 [now Code §265(2)] which forbids the deduction of
interest paid on loans used to carry tax-exempt securities, In Denman v. Slaytom,
282 U. 8. 514 (1931) the constitutionality of this disallowance was upheld by a
unanimous Supreme Court. The Court distinguished National Insurance Company v.
United States, 277 U, 8. 508 (1928) on the ground that Slayton, a municipal bond
dealer, was not required to pay more taxes because he owned exempt securities.

Nor do we have any doubt regarding the constitutionality of section 265(1) of
the Code which provides that no deduction shall be allowed for any

‘‘amount otherwise allowable as a deduction under section 212 (relating to
expenses for production of income) which is allocable to interest ® * * wholly
exempt from taxes ® ® °.”

For example, if an individual taxpayer receives one-half of his income from tax-
exempt securities and one-half his income from taxable securities, all such securities
being in a custody account of a bank, the custodian fees paid to the bank can con-
stitntionally be allocated between the income from the tax-exempt securities and from
the taxable securities. The statutory inhibition against the deduction of ove-half
of those fees and expenses is in our opinion constitutional because there is & meaning-
ful basis for the allocation,

B. By disallowing deductions not reosonably related to the receipt of taz-exempt
income, AD1 violates the rule of law in ‘he National Life Insurance Company case.

The House Ways and Means Committee Report gives lip service to the principle
that allocation should be required ‘‘only for those expenses which can reasonably
be assumed to be met in part ont of tax-free income.’”” H, Rep, 91-413 (Part 1), p. 82,
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However, this assertion in the Committee Report finds no counterpart or expression
in the House Bill which contains no clause confining the ADR to deductions having
a reasonable relationship to the tax-exempt income,

Any attempt to include such a limitation on ADR would indeed be contradietory
of the other provisions of the bill which apply ADR even when the deductions are
wholly unrelated to the receipt of interest on state and municipal securities, such as,
for example, the inclusion in so-called ‘‘allocable deductions’” of casualty losses,
charitable contributions, or state and local taxes,

Under ADR an individual with tax-exempt securities who also has deductions for
casualty losses, charitable contributions or state and local taxes will be forced to pay
a higher federal income tax simply by reason of the ownership of such securities. A
simple example omitting the $10,000 floor should suffice to show that the ADR requires
this result, Assume two taxpayers, each married and under 65 but with no depend-
onts, Taxpayer A receives $50,000 in income from municipal bonds and has an
adjusted gross income of $50,000 and deductions of $25,000. Taxpayer B has the
same adjusted gr-es income and deductions but receives no tax-oxempt interest.
Taxpayer A will pay a federal income tax, disregarding the 10% surcharge, of
$10,475, in contrast to Taxpayer B, who will pay a tax of $5,596, as follows:

Tazpayer A Tazpayer B
Adjusted Gross Incomo ... $50,000 © $50,000
Tax-exempt municipal bond
interest ................ 50,000 none

Allocable Expenses ....... $25,000 $25,000
Less:

Amount Disallowed by

ADR .............. 12,500 $12,500 none $25,000

Taxable Income .......... $37,600 $26,000
Tax ........ bereereanenne $10,475 ¢ 5,506

When prospective purchasers of tax-exempt securities realize that their right to
deduections will be substantially eroded if either the House Bill or the Treasury pro-
posal becomes law they may well curtail their purchases and even be forced to sell
securities acquired since the cutoff date of July 11, 1969 in the House Bill. The
incongruity of an individual who owns no tax-exempt securities paying less taxes
than a taxpayer with the identical taxable income who accepts the lower interest rate
borne by municipal bonds can have a serious impact upon the municipal bond market.
The adverse effect of this potential interforence with the borrowing power of states
and municipalities stems primarily from the discriminatory disallowance of char-
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itable contributions, state and local taxes, theft and casualty losses, and medical and
dental expenses, none of which are even remotely connected with the receipt of tax-
exempt interest.

In National Life Insurance Company v. United States, 217 U. 8. 508, 522 (1928),
the Supreme Court held that ‘‘Congress has no power purposely and directly to tax
State obligations by refusing to their owners deductions allowed to others.”’

And yet this is precisely what happens under ADR as the foregoing example
demonstrates. Itis submitted that ADR plainly discriminates against those taxpayers
(other than banks and other corporations) who receive state and municipal bond
interest by compelling them to pay a higher tax than other taxpayers receiving the
same amount of taxable income who do not own tax-exempt public securities.

C. The Atlas Life Insurance Company case does not support ADR.

United States v. Atlas Life Insurance Company, 381 U. 8. 223 (1965), which con-
sidered the constitutionality of The Life Insurance Company Income Tax Act of 1959
does not support the ADR. That Act imposed a tax upon the taxable investment
income of life insurance companies and upon onc-half the amount by which total gain
from operations exceeds taxable investment income. 73 Stat. 112, Code ¢ 801-820.
In arriving at taxable investment income, the Act recognized that life insurance com-
panies are required by law to maintain policyholder reserves to meet future claims,
that they normally add to these reserves a large portion of their investment income,
and that these increments should not be subjected to tax. The Act defines life insur-
ance reserves, provides a method for establishing the amount which for tax purposes
is deemed to be added cach year to those reserves, and prescribes a division of the
investment income of an insurance company into two parts, the policyholder’s share
and the company’s share.

Under section 804 the total amount to be added to the reserve is divided by the
total investment yield and the resulting percentage is used to allocate each item of
investment income, including tax-cxempt interest, partly to policyholders and partly
to the company. The effect of apportioning the annual addition to the reserve to non-
taxable and taxable income pro rata is to limit the deductions allowed against taxable
income to its proportionate part of the addition to the reserve. The remainder of
each item is considered to be the company’s share of investment income, Incomputing
taxable investment income, the Act then allows a deduction of the company’s share of
tax-cxempt interest from the total amount of investment income allocated to the
Company.

Atlas claimed it was entitled to deduct from total investment income both the full
amount of the annual additions to the reserves and the full amount of tax-exempt
interest received. The company argued that by assigning part of the exempt income
to the reserve account rather than assigning only taxable income, the Act.places more
taxable income on the company’s share of investment return, with the result that it
paid more tax because it had received tax-exempt interest.
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The Suprome Court speaking unanimously stated that:

¢, .. the policyholder’s claim against investment income is sufficiently direct and
immediate to justify the Congress in treating a major part of investment income
not as income to the company but as income to the policyholders. 381 U. S. at 247-8

“Under the 1959 Act this portion is arrived at by subjecting each dollar of
investment income, whatever its source, to a pro rata share of the obligation owed
by the company to the policyholders, from whom the invested funds are chiefly
obtained. In our view, there is nothing inherently arbitrary or irrational in such
a formula for setting aside that share of investment income which must be com-
mitted to the reserves.”’ 381 U. 8. at 249

The Court pointed out that:

“The formula does pre-cmpt a share of tax-exempt interest for policyholders and
the company will pay more than it would if it had full benefit of the inclusion for
reserve additions and at the same time could reduce tazable income by the full
amount of exempt interest. But this result necessarily follows from the appli-
cation of the principle of charging exempt income with a fair share of the burdens
properly allocable to it.”” 321 U. 8, at 251 (italics supplicd)

This treatment of tax-exempt income prevents, as it was intended to do, a double
deduction. If life insarance companies could not only deduct in full the annual addi.
tions to reserves which were assigned to the policyholders but also ezclude from their
income the tax-exempt interest assigned to the policyholders, they would be in effect
deducting tax-exempt interest which had already been excluded from their taxable
income. Thus, life insurance companies would have an'exemption and also a deduction
for the same amount of tax-exempt interest.

The Conrt declined to consider any comparison of two life insurance companies
which received the same amount of taxable income but one of which companies
received tax-exempt municipal interest, pointing out that life insurance companies
do not havae a choice of investing or not investing but must invest either in one kind of
security or another to accumulate funds for their policyholders and that the items
of income and expense which entered into any computation of taxable income of a
life insurance company were so interrelated that it was unrealistic to compare life
insurance companies with different earning capacities in determining whether ex-
penses were properly allocable to tax-exempt income, 381 U. 8. at 250-1.

In so doing the Court accepted the distinction between an individual taxpayer
and a life insurance company which had been urged upon it by the Department of
Justice in its brief in the case. In the brief the Department had emphasized this dis-
tinction as follows:

“If we were dealing with a simple tax upon gross income received by a tax-
payer exclusively for his own benefit without deductible costs, then it might be
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true to say that a tax liability which is inoreased because of the additions of an
increment of State bond interest is, to some extent, a tax on the income from the
bonds. But that is not this case; here we deal with the net income after sundry
subtractions from the received income coming into the company’s possession.

‘¢, .. but the arithmetio is meaningless unless we also consider whether the
State-bond interest has such a relation to other items entering inlo the deter-
mination of tazable net income that the receipt or won-receipt of the State bond
justifies a change in the corresponding elements of the arithmetical computation.”’
Pet. Br., pp. 22-3 (italics supplied)

It is this very distinction which is so blurred by the self-contradictory language
in the Report of the Ways and Means Committee that the draftsmen of the House
Bill could not find words to insert in the bill which would limit the ADR to an alloca-
tion of deductions involving expenses reasonably attributable to the production and
collection of the interest received by an individual (or an estate or trust) from state
and municipal securities.

The Supreme Court in the Atlas case was not *‘dealing with a simple tax upon
gross income received by a taxpayer exclusively for his own benefit,”” as the Govern-
ment’s brief in Atlas stressed, In Atlas the income was partly for the benefit of the
taxpayer (i.e., the Company) and partly for the benefit of the poli~vholders. Hence,
the allocation sanctioned by the Court in Atlas is a far ory from the sweeping disal-
lowance of deductions not germane to tax-exempt income received by a taxpayer
exclusively for his own benefit. To do what the House Bill would purport to do
makes ADR an arbitrary and discriminatory rule.

Sections 601 and 602 of the Bill provide for unnecessary and undesirable Fed-
eral control of State and Local financing; the Subsidy Program provided for therein

is unworkable.

Section 601 of the House Bill containg provisions which purport to authorize
an issuer of obligations which are presently exempt under scction 103(a)(1) of the
Code to issue obligations which would not be subject to such exemption. The election
shall be made with respect to each issue of obligations to which it is io apply and
the election with respect to any issue once made shall be irrevocable, Section 602(b)
of the bill provides that the Secretary of the Treasury or his delegate shall pay a
fixed percentage of the interest yield on each issue of obligations to which the fore-
going election applies before the first day of each calendar quarter. The Secretary
or his delegate shall determine the fixed percentage of interest yield which he deter-
mines is necessary for the government to pay *‘in order to encourage the States and
political subdivisions thereof to make elections under section 103(b)". During the
calendar quarters beginning prior to January 1, 1975, the fixed percentage shall be
not less than 30 percent and not more than 40 percent; for calendar quarters beginning
after December 31, 1974, the percentage shall be not less than 25 percent and not more
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than 40 percent, Payment of any interest required shall be made by the Secretary
of the Treasury or his delegate not later than the time at which the interest payment
on the obligation is required to be made by the issuer,

Section 602(c) of the bill provides that, at the request of the issuer, the liability
of the Urited States under section 602 to pay interest to the holders of an issue of
obligations for which an election has been made shall be made through assumption by
the United States of the obligation to pay a separate set of interest conpons issued
with the obligations.

Section 601(h) of the bill provides that, under regulations prescribed by the
Secretary or his delegate, any arbitrage obligation shall not be ineluded within
those obligations exempt from taxation under section 103.

The amendments relating to the subsidy program shall apply to obligations issued
in calendar quarters beginning after the date of the enactment of those provisions.
The amendment in respect of arbitrage obligations shall apply to obligations issued
after July 11, 1969,

A. Sections 601 and 603 of the bill provide a vehicle for continuing federal
control of the purposes for which state and local obligations may be issued.

In order to overcome the objections to a subsidy plan which are necessary to
complement a program of taxable debt instruments to finance state and local govern-
ment capital outlays, the provisions of sections 601 and 602 of the House Bill, accord-
ing to the Report of the House Committee on Ways and Means, are ‘‘entirely elective’’
and the Report further states that there ‘‘is no review of the advisability of the local
projeot or of the issuer’s ability to repay’’. However, such a review will be required
for the subsidy provisions of the bill apply only to obligations which, but for an
eleotion under proposed section 103(b), would be obligations to which section
103(a) (1) applies. Thus, neither industrial development bonds as defined in section
107 of the Revenue and Expenditure Control Act of 1968 nor arbitrage obligations
would be eligible for the subsidy program. If Congress is concerned with tax reform
it is incumbent upon it truly to reform the situation oreated by the unfortunate
definition of industrial development bonds contained in section 107 of the Revenue
and Expenditure Control Act of 1968 and to prevent the taxation of ‘‘arbitrage’
obligations, As Senator Baker stated on May 27, 1969 in the Senate upon the intro-
duction of 8. 2280 in respect of section 107 of the Revenue and Expenditure Control
Act of 1968:

‘¢, . . This measure originated by way of amendment on the Senate floor without
the benefit of hearings in either Hounse and was adopted after brief debate.
Subsequent to adoption by the Senate of the Ribicoff amendment, a provision
imposing the 10-percent surtax was also added to the same bill, and the attention
of the Senate-House conferees, the other Members of Congress, and the country
at large was naturally and appropriately focused on the all-important issues of
the surtax and expenditure cut and not on the scope of the definition relating to
industrial development bonds.
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Many Moembers of Congress who supported the taxation of industrial devel-
opment bonds later came to realize inat, as a result of the cursory treatment
given this subject, Congress had by means of the definition employed in the act
gone much further than was ever intended. It became generally acknowledged
that Congress had not only provided for the taxation of industrial development
bonds but had also made a wholesale attack on numerous State and local obliga-
tions completely unrelated to industrial development. Chairman Wilbur Mills
of the House Ways and Means Committee, stated this fact on the floor at the
time of passage of the conference report and invited the National Governors
Conference and others to provide corrective legislation,

. . *

The bill which I introduce today is essentially a revised version of the meas-
ure that T introduced late in the last session, Its purpose is to correct what most
believe is clearly a distorted definition of the term *‘industrial development bond”’
as presently set forth in the statute.”

Senator Baker has stated, and we fully concur, that section 107 of the Revenue and
Expenditure Control Act of 1968 has the effect of including within the definition
¢“‘industrial development bond’’ many bonds which would be issued to finance facilities
for many *‘acknowledged and traditional Stato and local functions’’. He further stated
at the time of the introduction of S. 2280:

... What the act [Revenue and Expenditure Control Act of 1968] does is set up
a list of approved purposes labeled ‘‘exemptions.”” Bonds for these purposes
remain exempt and those for all other State and local governmental purposes are,
as I have said, taxable when private occupants pay to use the financed facilities,

By establishing this honor roll rating, the Congress purported to classify as
“‘good”’ or ‘‘bad’’ many legitimate functions of State and local governments,
rewarding ‘‘good”’ purposes with exemption and penalizing ‘‘bad’’ purposes with
taxzation, Among the ‘“bad’’ purposes are such fuadamental governmental func-
tions as education and health care, which obviously are totally unrelated to the
development of new industrial plants, but the interest on the facilities of which
is taxable if they are maintained by private ocenpants.

[ ] L] [ ]

In my judgment, this type of continuing Federal regulation by the honor roll
regulation of State and local governmental functions has no proper place in our
federal system and accordingly should be abandoned.”’

Just as we support meaningful redefinition of the term ‘‘industrial development

bond?’ we object to any congressional determination of ‘‘good”’ or ‘‘bad’’ purposes.
The goodness or badness of purposes for which state or local obligations may be issned
can best be determined by states and local government in accordance with state estab-
lished concepts of public purpose and not by Congress.
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The statutory authorization to exclude arbitrage obligations from the subsidy
program and to include income derived from arbitrage obligations in the gross income
of the recipients thereof is another ili-conceived congressional attempt involving fed-
eral review of the purposes for which state or local obligations may be issued. The
Report of the House Committee on Ways and Means states that ¢‘[s]ome State and
local governments have misused their tax exemption privilege by engaging in arbi-
trage transactions for which the funds from tax exempt issues are employed to pur-
chase higher yielding federal obligations whose interest is not taxed in their hands.”
No examples of such arbitrage transactions are given. We know of no situation in
which bonds have been issued in an arbitrage transaction as we believe that term to
be used by the House and thus we have grave doubts as to the need for a legislative
remedy for a supposed evil which does not exist. However, we are quite concerned
that the terin may be so defined to attack nocessary and proper state and local finane-
ing methods. For examplo, it is quite common for state and local governments to
invest in higher yielding taxable obligations pending the use of the proceeds of the
bond issue. Such proceeds may be used for the construction of needed capital facilitios
or may be used to refund outstanding obligations, In either case it may be prudent,
and indeed required, that the state or political subdivision invest those funds in the
highest yielding and safest investments available to them including United States
government securities, until such time as they can be used for the purpose for which
they are intended. :

The Report states that *‘it is contemplated that the regulations to be issued by
the Secretary of the Treasury concerning this section of the bill will provide rules
for the temporary investment of the proceeds of a state or local government obliga-
tion pending their expenditure for the governmental purposes which gave rise to
their issue.’’ However, neither the bill nor the Report provide the Seoretary with
any discernible standard as to what type of arbitrage obligations will be included
in the definition promulgated by the Secretary of the Treasury.

‘Woe assume, but are uncertain, that the term as used in the House Bill has the
ambivalent meaning given to it in the Treasury Department announcement contained
in Technical Information Release No. 840, dated August 11, 1966. That Release
stated that a study would be conducted to determine whether certain obligations
should be considered as obligations of states, territories, possessions and their politi-
cal subdivisions or the District of Colimbia. The obligations which were to be the
subject of the study were ‘‘obligations issued by these govermental units where a
principal purpose is to invest the proceeds of the tax exempt obligations in taxable
obligations, generally United States Government securities, bearing a higher interest
yield.”

Pending such study, the Treasury Department announced in the Release that
it wonld decline to issue rulings that interest on obligations falling within two cate-
gories would be exempt from federal income taxation under section 103 of the Code.

The obligations were those
1, Where all or a substantial part of the proceeds of the issue (other than
normal contingency reserves such as debt service reserves) are only to be invested
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in taxable obligations which are, in turn, to be held as security for the retirement
of the obligations of the governmental unit,

2. Where the proceeds of the issue are to be used to refund outstanding
obligations which are first callable more than five years in the future, and in the
interim, are to be invested in taxable obligations held as security for the satisfas-
tion of either the current issue or the issue to be refunded.”’

The Treasury Department then gave three examples of transactions where no
rulings would be issued, The examples were

‘‘First, a State may issue obligations and invest the entire proceeds in
United States bonds with similar maturities bearing a higher interest yield. The
United States bonds are then placed in escrow to secure payments of interest
and principal on the States obligations. The profit on the interest spread acorues
to the State over the period of time that these obligations are outstanding,

Second, a municipality may immediately realize the present value of the
arbitrage profits to be derived over the future by casting the transaction in tho
following form: It may issue obligations in the amount of $100 million, use $20
million to build schools or for some other governmental purpose, and invest the
balance, $80 million, in United States bonds which bear a higher interest yield.
The United States bonds are escrowed to secure payment of interest and prin-
cipal on the munieipal obligations, The interest differential is sufficiently large
go that the interest and principal received from the United States bonds are
sufficient to pay the interest on the municipal obligations as well as to retire them
at maturity.

Third, a munieipality may issue obligations for the stated purpose of refund-
ing outstanding obligations first callable more than five years in the future.
Daring the interim before the outstanding obligations are redeemed the proceeds
of the advance refunding issue are invested in United Btates bonds bearing a
higher interest yield, and such bonds are escrowed as security for the payment of
either of the issues of municipal obligations. During that interim period,
arbitrage profits based on the interest spread inure to the municipality.”

If the Treasury Department has completed its study it has not announced the
results thereof® and therefore we express grave doubts of the need for a legislative
remedy. We can understand the concern of the Treasury Department in respect of the
problem presented by the first category or the first and second examples so long as
their concern is expressed with raspeet to transactions where all or a substantial part
(80%) of the proceeds of the isvue are to be solely for the purpose of investment

. tudies and proposals of the Treasury Department submitted to the Committee on Ways and
nuﬂ?u;": llido::em o: Rc;‘tescntapt‘;m ot: Januag 17, 1969 make no reference to arbitrage obligations. See Tar
Reform Studies and Proposals, U. S. Treasury Deporiment, Joint_Publication, Committee on Ways and Means,
U.'S. House of Representatives and Committee on Finance, U. S. Senate, Washington: Government Printing

Office, 1969,
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in taxable obligations and have no other purpose such as the refunding of outstanding
obligations where such refunding is permitted by state or local law or the instru-
ments pursuant to which such ontstanding bonds being refunded were issued. We
are of this view for it would be difficult to find a public purpose if the language
means what it says. Wo assume that the first category does not apply to refunding
bonds for it appears to have been the intent of the Treasury Department to deal with
refunding in the second category. It would be impossible to justify an argument that
the first category would include such refunding obligations where they are callable
less than five years in the future. The second category and the third example set
forth in the Release could prevent a financing which involves a justifiable public pur-
pose under state law and the facts underlying the financing program. There is no valid
reason for Congress to impose its will in respect of the desirability of particular financ-
ing programs of state and local governments by denying the tax exemption to income
derived from bonds of such state and local governments for such otherwise justifiable
purposes, : .

We further express our concern over the provision in the bill which states that
the provisions in respect of arbitrage bonds shall apply to obligations issued after
July 11, 1969. Since the statute provides no discernible standard as to what type of
arbitrage obligations will be included in the definition promulgated by the Secretary
of the Treasury and since the provisions of the bill relating to arbitrage obligations
are retroactive to July 11, 1969, issuers of securities will be unable to determine
whether their obligations will be deemed to be arbitrage obligations the income of
which will be subject to federal income tax and which will not be obligations to which
the subsidy program will apply.

B. The subsidy plan is unworkable in several respects.

The subsidy program is unworkable as applied to any political subdivisions of a
state. Assuming that a state can exercise the election provided by section 601, it
would appear that a political subdivision of the state would be unable to exercise
such an election without a grant of authority to do so. We are not aware that any
state presently has authorized its political subdivisions to excrcise such an election.

A political subdivision is merely a creature of the state and derives all of its
power from the state. It is a genoral and undisputed proposition of law that a muni-
cipal corporation possesses and can exercise only those powers expressly granted,
those necessarily or fairly implied in or incident to the powers expressly granted and
those essential to the accomplishment of the declared objects and purposes of the
corporation, Any fair, reasonable, substantial donbt concerning the existence of power
is resolved by the courts against the corporation and the asserted power is denied.
Neither the corporation nor its officers can do any act, or make any contract or incur
any liability not authorized by its charter or the statute creating it, or by some other
legislative authorization. All acts beyond the scope of powers granted are void. The
power of the legislatures of the states to control their respective political subdivisions
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without hinderance, so far as the federal constitution or its laws are concerned, has
been consistently recognized by the Supreme Court. The only restraint on this broad
authority is that such exercise of power shall not contravene a federally protected
right of one to whom that right is guaranteed. See Hunter v. Pittsburgh, 207 U. 8.162
(1907) ; Gomillion v, Lightfoot, 364 U. 8. 339 (1960); Baker v. Carr, 369 U. 8, 186
(1962). Thus where the City of Baltimore challenged, under the equal protection
clause of the Fourteenth Amendment of the federal constitution, a state statute
exempting a railroad from a City ad valorem tax, the Supreme Court rejected the
City’s contention of unconstitutionality with the assertion that a municipal corpora-
tion ‘‘has no privileges or immunities under the federal constitution which it may
invoke in opposition to the will of its creator’’. Williams v. Mayor and City Council
of Baltimore, 289 U, 8, 36, 40 (1933).

Consistent with these well-defined concepts of state law, since there is no legisla-
tion of which we are aware in any state authorizing, implicitly or explicitly, the issu-
ance of taxable bonds, it would appear that no political subdivision of any state has
the power at present to issue taxable bonds notwithstanding the passage of the bill.

In order for a municipality to be empowered to elect to issue taxable bonds each
state would have to pass enabling legislation and in some states the state constitution
would need to be amended prior to the passage of such enabling legislation. Anything
less than passage of state legislation would entangle a political subdivision desiring
to make an election in protracted litigation testing the power of such political sub-
division to exercise such election without enabling state legielation. Such litigation,
of course, would have to be resolved prior to selling taxable obligations. As a practical
matter no political subdivision would welecome delay in financing needed projeots
resulting from the time required to (1) enact necessary legislation or (2) to await
the outcome of litigation, the success of which is conjectural.

The bill provides that the Secretary or his delegate ‘‘shall pay a fixed percentage
of the interest yield on each issue of obligations’’ to which an election applies, The
Committee report states that ¢ [d]etermination of the interest yield on any issue of
obligations is to be made immediately after they have been issued.”’ It must be
assumed that the term ‘‘interest yield’’ means return on investment to a bondholder
based on the cost of the bond. The choice of the term ‘‘interest yield'’ is unfortunate
for it relates to an amount to be received by the purchaser of the state or local obliga-
tions and not to the amount of interest payments required to be made by the state or
local government, i.e. ‘‘interest rate’”’. Since we are dealing with a subsidy plan to
‘‘enconrage the States and political subdivisions thereof to make elections under sec-
tion 103(b)” the amount of interest to be paid or interest rate would appear to be
the proper criterion. However, since the percentage is to be based on “interest
yield”” the interest yield may be compated to maturity or to the earliest possible
redemption date. If computed to the earliest date of redemption, no subsidy payments
would be available on interest payment dates subsequent to the earliest redemption
date if those obligations were not roedeemed. No adjustmente for redemption are
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specifically provided for in the bill. However, it is reasonable to assume that adjust-
ments will be required depending on the redemption date and the redemption price.
However, even though there is no specific statutory basis for the view that an adjust-
ment would be made the implication of such authority furthers the contention that
there will be a substantial amount of federal control in respect of obligations to which
the election applies, not only with respect to the purpose for which the obligations
are issued but details of the financing transaction which are a necessary incident to
such financings. This is further evidenced by the Committee Report’s statement in
respect of premium or discount applied in the issuance of obligations:

¢, ..Where it is the most practicable method of effecting the intent of the bill,
adjustment for any premium or any discount at which the obligations are issued
may be made between the issuer and the United States at the time of issuance or
such later time or times as may be appropriate.””

Sectivn 602(c) of the bill provides that at the request of the issucr, the liability
of the United States under Seclion 602 to pay interest to the holders of an issue of
taxable obligations shall be made through assumption by the United States of the
obligation to pay a separate aet of interest coupons issued with the obligations. This
dual coupon concept has not to our knowledge been extensively explored by the
legal community associated with the issuance and saic of state or local obligations.
As a result substantial legal problems may exist. 'Thus while the Committee
Report concedes that *‘the use of such dual coupon obligetions might be necessary to
avoid violation of the maximum interest rate limitations imposed on some States and
localities by local law’’, a review of those limitations leads one ineluctably to the con-
olusion that the limitations would still apply.

‘While we have briefly discussed the provisions of the proposed subsidy plan and
the ramifications resulting therefrom, we would like to call attention to the amount of
fedoral control which appears from the various provisions. Reference has been
heretofore made to some of the items of control. The federal government would be
required to have personnel available to undertake the varions responsibilities, includ-
ing those mentioned below, which appear explicitly or implicitly in the language of
the bill. First, the federal government would appear to be required to satisfy itself
that the obligations to be issued were valid and legally binding obligations of the
state or political subdivision. The extent of the government’s involvement in this
particular role would vary with each issue of obligations. Second, contemporane-
ously with such review the federal government would have to satisfy itself that the
obligations to be issued would not be deemed to be industrial development bonds
within the meaning of the Revenue and Expenditure Control Act of 1968 or arbitrage
obligations, Third, determinations of interest yield would be required to be made
by the federal government in respect of each issue of obligations, The exact amount
of the interest yield would be of such importance to each issuer that an official of the
federal government would have to be available upon the receipt of the bid for or upon
the negotiation of the sale of an issue of obligations to confirm such amount. Fourth,
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machinery would be required to be established to. provide that the federal govern-
ment's share of the interest payments would be made not later than the time at which
the interest payments on the obligations are required to be made by the issuer.
Finally, personnel would also be required to make adjustments in the subsidy pay-
ments in the event that taxable obligations were redeemed prior to maturity. No dis-
cussion of the necessity of administering the foregoing functions appears to have
been heretofore considered by Congress. The Committee Report is silent as to the
need for the creation of administrative maohmery and no reference is made to the
cost of such administrative machinery in that section of the Committee Report
relating to ‘‘Revenue effect.”’

For the reasons set forth above, we recommend that sections 601 and 602 of the
bill not be enacted.

Respectfully submitted,

Hawg1xs, DrLarmLd & Woop
67 Wall Street
New York, New York 100056

Dated: September 19, 1969
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