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SUMMARY. OF MAJOR FOINIS IN TESTLAORY OF

NATIORAI, ASSOCIATION OF COUNTIKS

1, Inclusion of municipal bond interest in the limit on tax preference

_ proposal and the allocation of deductions rule is a severe threat to the

basic intergovernuental relationships of our federal system, “New
Pedegalism“ is concerned with incrcasing decentralization of govornment
authority, but these proposals would limit responsibility and authority
of local and state governments.

2. Legislativh'propoaals already have had aﬁ adverse impact on ability
of local governments to borrow for needed projects. During tho past foﬁr
months, sixty percent of the increase in interxest rates, accounting for
$300 million in additional cost, ha; been attributed directly to these.
proposals,

3. During the past 11 months, 316 proposed issuances, worth $2 billiop,
have been denied by investors as unremunerative or have been placed in
abeyance by the various potential fssuing agencics. Also, during the
first cight months of 1969, there vas a aﬁarp decrcase of $2‘1/2 billion
of municipal bonds, representing a drop from $10° 1/2 billion to slightly
less than $8 hillion, T

4, If the proposed taxes had been applied to the $16 billion of Ahnicipal
bonds issued in 1968, there would be additional intercst costs of $4.5

billion over the lifctime of the bonds.

‘5. The constitutional uncertainty of some of the bill's aspects poses

grave threats to the nunicipal bond market. A court challenge to the

- proposals included fn HR 13270 can reaaonnB!y be expectcd. Xt would take

several ycars to settle such litigation.



6. Alternative financing methods to assist local and state governments
in meeting long-term capital nzeds should be coneidered separately and
apart from tho complex tax reform bill.

7. In the name of tax reform, the House-passed legislation will increase
the property tax burden on every citizen of this country. The proposals
before the Senate move the burden of capital finance to the shoulders of
local property taxpayers, who cannot support it. This is not tax reform;

it is tax paralysis.
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Mr. Chairman, Members of the Senate Finance Committee:

My name is Judge Conrad Powler, and I am hers today as President of
the Natioral Association of Counties. I come before you on behalf of the
National Association of Counties to formally express its firm bellef that the
House-passed bill, HR 13270, which would tax the interest on municipal bonds,
would be extremely harmful, and, in fact, has already posed a tragic blow to
effective local government. A resolution recently passed by 3,000 members of
the Association at our annual meeting in July opposes, in unequivocal terms,
any direct or indirect taxation of the interest on municipal bonds. The Congress
has heard our very strong arguments on this "intergovernmental" subject before,
and through the years, has for very good reasons rejected the various attempts
to remove the ta’: exemption from municipal bonds. We urge you now to reject
this latest, ill-conceived, quickly-enacted House proposal, so we can contin=
ue to proceed with the multitude of desperately needed and essential local
programs and projects which depend on financing through municipal bonds=-schools,
hospitals, public housing, etc.

The National Association of Counties, after lengthy discussion and review
of the problems growing out of the proposed tax on bond interest, believes
that inclusion of the proposed tax has, and would, precipitate irreparadble
damage to the present municipal bond market.

The nation's 3,049 county governments and their 70,000 elected officials
jqin a host of other organizations--states, cities, towns, authorities, spe-
cial districts--in expressing their concern over the proposed tax on municipal
bond interest. At its national conference last summer, the Governors’ Cone
ference affirmed the basic principle that "neither the Federal or State govern-

ments without mutual agreemant have the authority to tax the other''--a subject



wvhich I will explore further. The Governors have already strongly opposed
those aspects of the tentative House Ways and Means proposal which would
impair the marketability of state and local securities and thus retard the
provision of needed public services and facilities.

In our joint statement before the House Ways and Means Committee with
the Mayors and Cities, Mayor Briley, our past president, referring to what is
at stake for all of us at the local level, said, "The fssues go to the heart

of the ability of the three levels of government to co-exist and function
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effectively in our federal system."

The impact of these tax proposals is already significantly affecting

!f?

efforts to borrow necessary monies for critical local projects across the
nation. Interest rates on new bond issues are exorbitantly high on many
issues, and bids from investors have just not been forthcoming. We feel
strongly that new action which, directly or indirectly, taxes interest on
local government bonds would precipitate fiscal disaster for county government.
The size of the new issue market in local government financing is shrinking

as officials postpone or cancel bond sales because of the progressive deteri-
oration of the market. Senators, this is really a most serious situation

for us.

As long as the tax bill remains a matter of debate in Congress, fore-
shadowing a possible tax on the bond interest, which if enacted would
precipitate an extensive constitutional battle in the courts, the market
for municipal securities remains uncertain. The problem is more costly for
us than for you. One reliable bond counsel argues strongly that a rise of
about $300 million in the borrowing costs to State and local governments

over the past four months is traceable to a large extext, perhaps as much as

-4,



60%, to the adverse market implications dus to the House of Representatives
discussion and treatment of this issus.

In Alabama, and I know in many other states, local government
conlg;uctton of schools, hospitals, streets, bridges, airports, and other
vitally needed public projects is already vastly more difficult. In some
states, it is imposeible. The information our Associastion is now raceiving
from its membership indicates that areas with local credit ratings, or with
unrated credit, or with statutory or constitutional interest limits are not
able to borrow at all. Local public financing is dead in those states. In
the final analysis, then, it will be the local property taxpaying public which
will have to bear a significantly increased burden for local projects with
increased or new tax programs, or suffer without needed public facilities.

It is particularly crucial at this time to sustain at least a moderate
level of public services and facilities. The inevitable result of taxing

-wnicipal bond interest will be a substantial curtailment in scheduled public

construction of projects vitally needed on the State and local level. New

- and higher taxes will be required. Unfortunstely, because of the relatively

regressive nature of such taxes, particularly real property and sales taxes,
they will fall most heavily oh the average working man. Chances ¢yv: most

probable that many who are employed in construction industries--and related

. trades--will be without work i{f there is a cutback in scheduled public

construction due to the higher interest rate which could result from passage

of the pending tax legislation as well as the federal cut=back in construction.
Gentlemen, it seems clear to us that the House taxes on state and local

bonds are wrong on many other counts as well., We feel that they are economically

unsound, and they would obtain for the Federal government a comparatively



insignificant tex return--amounting at most to §80 million a year. In
doing so, they further threaten the fiscal integrity of local government.
We cannot over-emphasize this enough. The key issus largely remains the
financial independence of local government.

As this Committee well knows, the President and thie Administration are
seeking to bolster, where possible, the responsiveness and responsibility of
the states and local governments. If the atates, counties, and cities are

to have the real capacity to experiment and innovate, sufficient methods of

)

financing, especially the effective use of tax exempt municipal bonds, must
be kept available.
There is, then, a need to strengthen, not weaken, the fiscal process by %
which local governments respond to the needs of their citizens in finding a
better, fuller way of life.
The demand for physical facilities at the state and lccal level is
ovarvhelming and unprecedented. There is a backlog on the books over the
nation of almost $8 billion in demand for water-sewer construction alome.
The public housing programs and the Administration's plans for 500,000 units
of low-cost housing are placing an additional burden on our tax-exempt
market. Other federally stimulated programs include such other expensive
areas as mass transit, airport development, pure waters, and health and
mental health facilities construction. These, too, require a substantial
outlay of local funds. This is in addition to the unprecedented need for
more traditional local functions-~city streets, schools, hospitals, correction

facilities, etc.



I want, as others will do or have done, to comment in broad terms briefly
on the constitutional aspects related to the proposal to tax interest on
municipal securities. As one who has had a long interest in this issue, I
believe that the proposed tax, as proposed by the House or the Treasury, is
clearly unconstitutional. The body of our lsw supports this now, as does the
thinking of many outstanding legal minds in our nation. Under the Consti-
tution, the doctrine of reciprocal tax immmity is implicit, and is & bulwark
of our federal system dating back to McCulloch v. Maryland. If the benefits
of tax exemption are abrogated, and disaster follows, we might as well deliver
to the Federal government full control over the determination of vital public
projects in our Yome localities. This is totally against what we need to do
in this country at this time in our hietory.

Let us also not forget that everyone purchasing an exempt security pays
a tax to the issuing government, since he accepts a lower interest rate
compared to other more lucrative securities available to the investor.

In conclusion, Gentlemen, I would like to reaffirm that the very heart
of our democratic process lies in how well we-~the local governments of this
nation--function as responsive servants of our citizens. We have lheen crit-
icized for years for not doing enough, and now with the concept of new
federalism perhaps forthcoming, we find ourselves stymied. This is the prime
issue, and its resolution will not be helped by these new tax proposals. The
magnitude of our local financial requirements in the years ahead will be tre-
mendous. Living as we do in a society which demands more and better local
services, the financial crisis confronting local governmental units becomes
enormous. It becomes discouraging to those elected local officials who carry

the burden of providing the wherewithal for necessary local public programs.
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Every year record levels of expenditure by local governments are reached,
and the end is not in sight.

The proposals to tax the municipal bonds are major obstacles to our
continuing effort to serve the local community, the State, and our Nation.
In sum, the tax on municipal bond interest produces more problems than

solutions for the Federal as well as the local governments.
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Mr. Chairman, Members of the Senate Finance Committee:

I am William Conner, County Executive of New Castle County, Delaware.

I appear today as a Vice President of the National Association of Counties,
and on behalf of Delaware local government. I cannot over-emphasize the
‘importance that county officials across the country attach to this issue or
the concern that all local officials of my state feel with regard to these
provisions of HR 13270 that would tax the interest on municipal bonds.

Clearly, taxation of this interest, while initially beguiling to would-
be tax reformers, will inevitably expose our nation to a series of traumatic
economic shocks during the years ahead, In brief, it is our considered
opinion that taxing the interest on local bonds through limited tax preference
and allocation of deductions strikes at the very keystone of financing state,
county, and municipal government; it poses serfous challenges to our federal
system; it will adversely affect construction employment through the stoppage
of essentisl public works; and most importantly, and unemphasized by many,
if this same tax had been applied to the $16 billion of State and local
bonds issued in 1968, those governments' local taxpayers would have a
liebility to pay over $12 Billion of additional interest costs during the
life of 20 year BONDS! This is startling but conservative., It will raise
local taxes and rents for millions of citizens throughout our land. We are
estimating, and are reporting to you.

We hope you will consider the thinking of Mr. Justice Cardozo, who said
in interpreting the landmark decision in the Federal-State tax field, the
Pollock case of 1894, "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." Also see Hale v. Iowa State Board, 302 U.S. 95,107 (1937).




The National Association of Counties has consistently opposed taxation
on local bond interest, for its members across this land know only to well
that such a tax would do more than clog county finances; it might completely
stop us from capital financing as has already occurred in some states.

Storm warnings are already up in the listening posts of the municipal
bond market. Ever since the House Legan consideration of this package, the
interest rate has moved steadily up at a frightful cost to county and other
local governmental units throughout the 50 states, and i{s now almost one full
percentage point over the level which would normally be expected at this time,

Counties are a key element in the over-all pattern of local government
finance. They account for one-fifth of all government expenditures in the
United States and participate importantly in the $16 billion iesued annually
in the municipal bond market. This market had been growing steadily; the
1968 issuances were 60% higher than 1963's (10% a year average). Counties
have a current outstanding debt of $16 billion themselves, and the rate of
increase even exceeds that of our Nation's cities.

Unfortunately for counties across the nation, since ''tax
reform" became a popular by-word in 1968, the municipal bond market has
been under a cloud, the turbulence of which is gathering force as each day
passes. The possibility of lost tax exemption has increased interest rates
to the point where many local government bond issues have been rejected,
postponed, or have not received bids on going to market. During the past
eleven months, throughout the nation, some 316 bond issues bearing a valuation
of nearly $2 billion have struck out with investors as unremmerative, or
have been' placed in abeyance by the various potential issuing agencies. That
the tempo of such rejections 1s increasing can been seen from the January
through August attrition in sales of local bonds. During the first twoe

thirds of 1969, there was a sharp fall-off of $2k billion, representing



a drop from $10% billion to slightly less than $8 billion,

In Louisiana, bond sales this year are only 35% of those a year ago,
reéording a fall-off from $75 million to $26 millfion. Tennessee also has
been having a difficult time with its bonds. So far during 1969, that state
has marketed only one-sixth of the value of bonds it sold last year == a reduction
from $85 million to $14 million. Iowa has also felt the impact of rising
interest and investor disenchantment, since its sales are off by one~third.
With but few exceptioms, the story is the same throughout the counFry. The
national financial outlook at the state, county, and city level. is bleak,
indeed, with the various implications of HR 13270 largely responsible.

Counties, joined by the states and cities, are having great difficulty
in funding rising capital costs. Interest rates are now in the neighborhood
of 6%%, two full points higher than offered as recently as a year ago.
Bmergency legislation is being enacted in many of these states to keep
borrowing capability abreast of the surging rates. Obviously, those states
where the ceiling was as low as 5% have not floated an issue for some time,
and even those with new 7% levels may have to resort to still another increase.
in some states, it is impossible to finance new facilities until the state
constitution is amended.

This bleak outlook for county government comes at a time when counties
are faced with an expansion into functions and service areas once considered
the exclusive province of municipalities--such fields as hospitals, health
services, utility systems, airports, libraries, and outdoor recreation.
Entirely new areas of county governmental responsibility, engendered by new
federal and state statutory programs, present further fiscal difficulties.

Such pressing problems as water and air pollution control, waste disposal, and

17



highway safety are very much county problems, Counties have been awakened
to the urban challenge, only to find themselves being discouraged from acting
to meet it by the same Congress which promised to help.

In my own County of New Castle, Delaware, bond financing for capital
projects between 1968 and 1975 will exceed $56 million. With an expected
increase in the interest rate, New Castle will pay an additional §7 million
in interest over the life of just these $56 million of bonds. We need over
$16 million for sewer construction during this seven-year period, and over
$9 million to solve over-flooding problems by storm water drainage projects.
Also included in the $56 million is $12 million for an addition to our water
supply through the construction of a reservoir. So you can see, Gentlemen,
the impact on even a smaller county can be and will be great.

A significantly increased tax burden is going to hit local taxpayers
as a result of these proposed measures. In fact, by the fifth year after
enactment of the application of the allocation of deductions rule, local
taxpayers would be paying about ten times the sum garnered by the
U. S. Treasury.

The widespread desire to see non-taxpayers in the highest brackets pay
their fair share is understandable. However, the tax reformers are making a
big mistake when they attempt to establish a direct relationship between the
tax-exempt bonds issued by local governments, and a few rich men who pay
little or no federal income tax. I cannot over-emphasize this. No one has
told me, or you, how many of our bonds are held by the so-called millionaires.

Taxing interest of local bonds issued not only in the future, but in the

past as well, is unwise and imprudent at any time, but I submit the fall of

18
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1969 1is an exceedingly untimely period to tamper with traditional federal-
state tax relationships. High interest rates and inflation are twin problems
of all our constituencies across the nation. Clearly, & so-called tax reform
measure that exacerbates the average person's fight against the high cost of
living is certain to be a most unpopular one, to say the least.

With regard to the proposed alternative to the current method of capital
financing, our citizens will be greatly concerned over the increased power
granted the Federal government under the proposed subsidy plan. It is wholly
unrealistic to expect the federal government to moke substantial subsidies
available to local governments to finance, on a f:axable basis, all kinds of
local capital improvements, without exercising some control over which subjects
warrant the subsidies. I camnnot conceive that this Congress would spprove a
blanket authority to all local govermments to authorize projects at their
own discretion if it involves substantial sum of money.

It seems to me that in the name of tax reform and an attempt to close
loopholes affecting a few hundred people, we are imposing increased financial
burdens on millions of small ﬁxpcyeu and seriously impairing the efforts
that have been made in intergovernmental relationships to increase local

responsibility and ability to ftuneé local projects.
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My name is John Brewer and I am Chairman of the Board of Supervisors,
Rent County, Michigan. I am speaking herg today as Chairman of the Taxation
and Finance Committee of the National Association of Counties and for the
Michigan Associstion of Counties. '

This is a critical hearing because, as my colleagues who preceeded me
have demonstrated, unless the sections jeopardizing tax=-exempt bonds are deleted
from the proposed act, the financial capabilities of states, counties and
municipalities throughout the country will be permanently damaged, essential
projects necessary for the welfare of our citizens will be delayed or can~
celled, and the already staggering tax burden placed on our citizens will
be further increased.

The State of Michigan and its subordinate units of governmeat: cities,
counties and school districts, issued in 1968 $694 million in municipal
bonds and in 1970, they expect to issue $839 million. The County of Kent
and {ts subordinate units of government within the County has a state
equalized valuation of one and a half billion dollars and a totsl bonded
indebtedness of approximately $121,000,000,000.

The citizens of Kent County, Michigan have already been adversely affected
by the bill before you. At this moment our county has some very real require~
ments for increased water lines, storm drains and oxpmd:d sewerage disposal
systems. This is rather typical of the counties across the country. However,
when Kent County, whose bonds have been rated double A and triple A, wished
to sell bonds recently to finance these projects, we were turned down. There
were no buyers, despite stated interest rates of 5¥% to 6% === the highest
pernitted by our Constitution. These projects are now being held in abey-

ance vhile wve consider the next move., The citizens are waiting === not happy.



Por those who have no maximum ceiling on bond interest as we do in
Michigan, the interest on tax-exempt bonds has already jumped to record
levels merely since this legislation was proposed. Like Kent County, many
states and local governments cannot even attract bids for their bond issues ~--
and their projects are at a standstill, unable to move ahead. Houston, Texas;
Jefferson Parish, Louisianns; Hawaii; Jacksonville, Florida; New London,
Connecticut, are only a few unable to sell their bonds.

We have heard here today numerous adverse impacts that the "limit
on tax preference' and "allocation of deductions” proposals have had and
will have on the citizens of state and local govermments alike. I should
1ike to talk briefly about alternative so-called "subsidy" approaches which
have been proposed.

The House-passed bill provides alternative capital financing approaches
vhich would provide a somewhat automatic, but variable, federal interest
payment to those local governments which waive their tax exemption. State
and local govermments that voluntarily elect to issue taxable bonds could
automatically become eligible for an interest payment, the amount of which
would be governed by the difference between the yields on outstanding
tax-exempt bouds and comparable taxable issues.

Several fatsl problems exist with the legislation before you, The first
of these problems revolves around who will determine the differenmce in
taxable versus tax-exempt yields. The bill gives the authority directly
to the Treasury Department and, in addition, allows it to vary the "subsidy"
from 25% to 40%. Thus, in addition to having wide discretion with respect
to setting regulations and conditions for the payments, the Treasury also
has the authority to vary their amount.

In fact the "subsidy" plen gives state and local government no real
options. The choice is to 1ssue partially taxed bonds without a "subsidy”
or fully taxable bonde with it. when the bonds are now fully exempt from

tax,
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Moreover, municipalities cannot exercise the "option' to issue taxable
bonds since they have no power to trade away their immunity from taxation
which inheres in the sovereignty of that parent state. Certainly Congress
cannot grant them this power.

The crucial f£low in the "subsidy" is, of course, its ephemerality.

There 18 simply nothing to prevent Congress from curtailing, or indeed
eliminating it at any time., The program would be a tool for further federal
fiscal control over interest state and local affairs.

None of these "subsidy" proposals present any real alternative to the
present tax-exempt system. Certainly, more of them can be postponed when
offered in tandem with "limited tax preference" or “allocation of deductions"
proposals, which, in effect, destroy any option to disregard them.

We should like to make this point very clear. If any form of a subsidy
is ever to be acceptable to county government, it must be allowed to operate
as an optional alternative and not under the pressures of present tax reform
proposals upon our present market.

Once Congress acts to tax the interest on our bonds, either by an alloca~
tion of deductions rule or by the limit on tax preference formula, and with
the resulting chaos expected from a constitutional test, there is a danger
we might very well be forced economically into accepting a subgidy. Our
bonds would be competing with high grade corporates and this very competition
alone in a presently rising market would raise the yield that would have
to be paid on taxable municipals to about 9 or 9% percent. And the rising
interest would, of course, increase the amount of federal subsidy required
to attract municipalities, counties and states into the taxable bond field.

A word of caution would be appropriate at this point. If Congress did
provide a permanent and unrestricted appropriation to subsidize through taxable

bonds the projects of states and local governments throughout the nation,

25



the level of subsidy would be immense.

For example, if we assume that one-half of last year's $16 billion bond
market were financed by taxable securities rather than the tax-exempt
securities, and taking into account a conservative subsidy of say the
difference batween 6% tax-exempt and 9% taxable bonds, it has been estimated
the Treasury would be paying out $250 million worth of interest subsidy cost
every year. This could generate a possible revenue loss (not a tax gain) to
the Federal government in the subsidy process, and if this were so, we fear
that it would not be long before restrictions and further federal control
would be imposed to somehow restrict the amount of projects qualifying
for subsidy,

Obviously, there are serious disadvantages to the proposals on tax~
exempt bonds as set forth in the bill, We are talking here about a $130 billion
bond market growing, until last February, at a rate of more than 10% a year.
Yet there has been very little substantive review of the potential impact
the bill has on so sizable and important a market. The present lack of iufore
mation a8 to the marketability of a taxable municipal and its effect on the
tax=-exempt and taxable markets requires that this matter be given far more
study.

If any capital financing alternatives arc to meet the test, they must be
Justified by their value to state and local governments, as well as their
effect on federal programs. The climate created by tax reform is definitely
no place to scrutinize the immense impact of any capital financing proposal on
our markets, particularly the illeconsidered House-passed subsidy. Capital

financing alternatives should not be developed as an instrument of tax reform,
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We therefore urge that the question of subsidy be removed from the mti:oml
context of the tax reform, and be the subject of further hearings, including
awaiting the results of the very significant study being conducted by the

Advisory Commission on Intergovernmental Relations.
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1IV.  Adverse Effects of HR 13270 on the Counties of Virginia



Mr. Chairman and Members of the Scnate Finance Committec:

My name is George R, Long, and I am thc Executive Director of
the Virginia Assoclation of Counties whose membership embracce 93 of
the 96 counties of Virginia. I am also Chairman of the National Con-
ference of Executives of State Associations of Countics whose members
are the executives of associations of counties in 46 of the 50 stutes
of the United States,

I appreciate the opportunity to appear before you and to
present the eritilcal position of Virginia and other‘county governments
in the bond market as a result of the consideration by the Congress
to tax interest accruing on local government bonds. Please note that

the discussion pertains primarily to what has alrecady occured and

does not treat what is likely to occur if the proposal for such
taxation is enacted into law. Virginia's position 1s described here
because it is that state with which I am most familiar; hovever, the
position of Virginia is parallel to the position of every other state.
To set the stage, Virginia's Public Finance Act of 1958, is
' typical of legislation of other states in providing that any county
may issue bonds to obtain revenues for capital construction projects.
The statute est:blishes a Commission on Local Debt to aid and assist
local governmeuts in the issuance and sale of bonds, and it scts
certain standard; and specifications with which the 1ssuing.jurls~
diction miet cn plv, One oF *the soecifications is that the L::é:

shall not bear m interest “ate of more than % per anoum. (Code
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of Virgihiu (1950}, Sece 15.1+200,) Such eeilings on dnterest rates
are sct by state legislatuves to proteet the local taxpayers frcir the
additional costs of higher interest rates. Until very recently such
limitations have sexved Vivginie end ot-hef states quite effectively
in obtaining the most adventageous financing of state and locel. public
construction,

In order to ellov local governments to let contracts and
conumence constructlon on capltal projects without delsy, Virginia's
Public Finance Act also provides for the negotiation of temporary
loans in wticipation of revenuves from bond issues. Three restrictions
are placed on the county government in negotiating such loans: (1) the
"~ revenues obtained from the temporary' loon must be used for the purpose
for vhich the bonda verc iesued; (2) the swmount of the loan may nob
exceed the maxluun outhorized amcuut of the bond issue; end (3) such
loans shall matwre and be paid yithin tvo years from the dute of iasue
of the oripina). loon.

Against this baclground of standards end arrengements, your
attention is directed to the position of Virginia local govermnents in
the bond morket. When the Ways and Meons Committes of the United States
House of Representatives began seriously to consider the proposal to
tax state and local govermient hond interest, interest rates in the
bend nmarket rote inmedietely. The competitive position of V:lrgihia'a
locel goverrtent in the dbond market begen to deteriorate end has' con-
tinued to deteriorete to this date. Vhen the interest rate on local
governaent bon¢s soared above 6%, even befors the enactment of the

o~

proposal, Virg’aia local governments were bayred frcm the bond market.
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Now, Virginia countics maxhuted $19,715,544.01 in Londs in the
Ficcal Year 196M-65; they warketed $40,938,722,67 in FY 1965-66; they
marketed $56,006,03%,32 in ¥Y 1966-67. The toval outstanding bonded
indebicdness of Virginla counties ot the end ¥Y 1966-67 was $hil,131,000.00.
0f thip amount $285,396,000 was issued Lfor publlic school construction and
cquipments (Virginia, Reports of the Auditor of Fublic Accownts for FY
196465, FY 1965-66, and ¥Y 1966-67.)

The Virginia Association of Countics canvassed all 96 Virginia
counties to detcrmine precisely vhat the impact of the increase of the
interest rate on general obligation and revenwe bonds had been on each
county, Returns have been received from 80 countles of which 35 re~
vealed plens for icsuing bonds éuring a period beginning six uonths
ago and extending into {the fubuve,

Attached as Table I herewith is a swnsary of the infovimation
recelved from the canvass of the Virginia counties. (MNote thet due to
Virginie's city-coumnly separation none of the data contained hercin
includes any statistics which relate to Virginia's 38 citles. This
data pertains only to those parts of Virginia lying outside the
bowdaries of Virginie cities,)

The cunvass shows that in the past six months Virginia

counties have 1ssued-$25,200,000 in county bonds. Of this amount,

$17,200,000 was issued by the rapidly growing, most populace Fairfax

County just across the Potcmac River. Not only has diiTiculty becn
enccuntered in rarketing the $25,200,000 iscued in the past six meaths,
but a similer difficulty has been found in m:rketing some $19,280,000

issued in previcus months.



- REPORT ON ROID ISSURS IN VIRGLIIA COUNTIES

Bonds Jssued Difficvlty in  Temporary Loans Anount of
in Past G Mos, Marketing - in Anticipetion  Bond Ispues
of Bond:evenuen Antic;putcd

$ $

Accomack 300,000 300,000
Albenarle © 700,000 5,000,000
Anherst 1’ 000, 000
Au@lﬂta 3) 500,000 3,000,000
Buchanan 11, 000,000
Cemphell 525,000
Chesterfield 4,000,000
Dinviddie 1,300,000
Essex 1,000,000 250,000 1,000,000
Foirfax 17,200,000 13,000,000
Fauquier 3,000,000 3,000,000 3,000,000
Frederick 180,000 250,000
Gloucester 350,000 300,000 350,000
Hanover 1,000,000 1,600’000 300,000 1,000,000
Henrico , 20,035, 000
Isle of Wight 1,500,000
Loudoun 11,250,000 2,100, 000 11,250, 000
Louisa 2,000,000
Montgomeyry ‘ 75,000 2,500,000
Northumberlend 500, 0CO
Patrick 1,0C0,000
Powhaten 2,250,000
Prince George 750,000 750,000
Prince Williem 13,000,CCO 21,,000,0C0
Pulaski 6,000, €00
Roanoke 15,800,000
Rockbridﬂe 1, 900,000 1’ 900’000
Scott . 2,000,CC0
Spotsylvenie 500,000 2,5C0,000
Stafford 2,000,000 2,000;000 1,000,000 5'000’000
vestmoreland 700,000
Wise 1,000,000
Wythe 950,000 950,0C0
York 6,500,000 400,000 3,750,000
WVashington 100,000 475,000 . 200,000

25,200,000 L4, 480,000 1k, 000,000 139, 310,02
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Further, there are outstanding cewporary lomus in enticipution
of bond revenves of $1%,000,000, sce of vidch have matured, poyment is
due, and the county has defuulted o the losn, In recent weeks, only
two counties hove been eble to negotiate teyporery loans end these
were negotiated vith local banks with interest rates of 5.90% and
5,99, One of these loans was epread anong several banks in order to
shere the rigk.

The canvass reveals that there werc plans by Virginia counties
to issue end market $139,310,000 in bonds in the inmediate future, A
majority of these bond revenues were to be used to construct and replace
needed gchool buildings and facilities in Vixginia countics., The second
Yarge portioa of the bond funds wa.a.planncd for construction of water end
sever facilities to stem the pollution of Virginia'sc stremms end provide
adcquate, safe focilitics for growth end development in the state.

In cumary, the impact of the consideration of the proposal to
tax the interest accruing from local end state govermment bonds along
with the stetucory interest rate has worked to remove locel govermment
bonds of Virginia,and neurly all states, from the dbond market. The
removal of such bonds from the market resulting in the reduction in
volume offered is reflected in the slight decline in avercge interest
rates in the past three weekss The latest edvice is that new issues
are selling at the highest rate.

The counties acrozas the covntry agrce with thu Virgin.{a
countics that it 45 not the intent of this Congress to stem progecss
in county government ecross the MNations Bub, in effect, this is whal

has occuried! Nor do the counties belicve theb the Congecss intends



to increase state end docal taxcs upon those texpeycrs vhom it 4s
seeking to relieve. Bub that 3s whai the enactment of tho proposal.
to tex the interest of state ond loesl beads would do.

Thus, the cowntics urge that action be tulen by the Cormittee
to delete promptly the proposal to tex state and local govexnment bond
interest in House Bil) 13270 knoun as the Tax Reforam Bidl, and return
the bond market to a condition of siebility. Let progress not be
 hindered further. Let us resumo the task of solving the problems
before us. Let us not comprculse the obligation of local governments

to pay their debts as they have contracted in good faith to do.
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V. Expected Adverge Impacts of HR 13270 on the Counties of Georgia
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My name is Hill Healan and I am the Executive Secretary of the
Association of County Commissioners of Georgia. I come before you today
as representative of all the 159 counties in the State of Georgia whose
membership within the Association is unanimously and unalterably opposed
to the legislation now being considered by this Committee which adversely
affects the principle of immunity of municipal bonds from federal taxaticn.

The counites of our state, like so many others throughout our land,
have outstanding general obligation bonds. In addition, because the Consti~
tution and statutes of Georgia are relatively liberal in the type of service
and revenue which may form the basis of revenue certificates, many counties
have revenue bonds for which certain revenues of the county are pledged.

It is a matter of common knowledge that many of the rural counties
of Georgia are sadly lacking in public improvements such as streets, libraries,‘
schools, water and sewer syatéms , and many other needed public improvements
which can be obtained only through the issue and sale of bonds. Furthermore,
the thickly populated areas, including the larger municipalities, have gigantic
problems of sewage disposal, insufficient water supplies, and solid waste
disposal which will require billions of dollars of financing if they are
to be solved. For example, Fulton County, which includes the City of Atlanta,
and has a population of over 550,000 people has a real and continuous need
for sanitary sewerage and surface water drainage, requiring 2 minimum outlay

of $150,000,000. The local govermment is perfectly willing to assume this
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burden and solve its problem in its own way. But, it is literally beyond
the power of local governments in our State to finance these much-needed
projects involving enormous sums of money if the principal

source of financing, namely, general obligation and revenue bonds, do not
find a ready market at reasonable rates of interest.

Due to the limitations imposed by the' Constitution of Georgia, most
of the counties of Georgia have heretofore enjoyed excellent credit ratings,
and as a result, have paid remarkably low interest rates on their borrow-
ings, Many of the older outstanding bonds in our State bear very low interest
rates. And why is this interest so low compared with comparable private
credits? Not because of their high rating; not because of the assurance
of prompt payment = but primarily because the interest coupons are exempt
from income tax. The prime factor in the advantage over private bonds is
always the exemption of interest on municipal bonds from Pederal income
tax.

As important as is the willingness of the individual taxpayer to buy
and hold until redemption a tax-exempt municipal bond, it is equally im-
portant that these bonds be made attractive to the big investors, such as
local trust banks and other imstitutions which, of necessity and partially
as a gesture of civic pride, invest a substantial part of their assets in
state and local securities. The tax exempt status of a bond is a controlling
factor in its purchase by such institutions.

Normally, there has been a great deal of trading among financial
institutions in municipal bonds, as they constantly seek to upgrade the
income from their securities. This created a steady and active market until
the present time.

Both attorneys and advisors who serve the counties of Georgia, and

especially the smaller counties who do not have fiscal officers trained
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and skilled in the management of securities, have advised me not only that
the imposition of income tax upon the interest of municipal bonds will effectively
impair their marketj but they have also told me that the mere threat of future
taxation possibly applied even to commercial banks has caused wide-gpread
alarm. Small individual investors, in many'cases, are trying to unload their
municipal holdings at this time for fear the Congreas'will persist in the
House bill's plan to levy income taxes upon the outstanding issues. This
"unloading" revenue is killing our market for new issues because what is done
for individuals today, can b2 done tomorrow for banks and institutions
which hold 2/3 of the municipal bonds.

The threat of this proposed legislation has already adversely affected
the sale of millions of dollars of municipal bonds which would have financed
desperately needed schools, hospitals, sewage plants, and dozens of other
vital projects., These were not projects that were casually decided upon, for
comunities of people throughout the country do not saddle themselves and,
in many cases, their children, with a financial burden to build marginal
facilities. On the contrary, they were the subject of lengthy discussion,
duly voted for and repayment provided for by a majority of the people. Local
public improvements are needed everywhere, and unless the people are permitted
to decide and provide for their needs on a local level, as they traditionally
have, then only atrophy or stagnation will result, and initiative of local
elected officials will be destroyed.

In Georgia, this year's sale of issues in the first quarter alone, are only
half of the volume of last year, from $88 million to $45 million, and the number

of issues has dropped from 21 to 11, The pace of these financing failures has
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quickened in recent months as interest rates on local government bonds
have risen to their highest levels in American financial history. As
long as this "tax reform" bill remains a matter of Congressional debate, the
market will naturally remain extremely worried and chaotic., This will naturally
keep interest rates at abnormally high levels. For communities in dese~
perate need of a new project, there is no alternative but to pay the
added cost and wallow in what one bank referred to as the "disaster area
in the financial world.”
It is most unfortunate that obligations of such stable, high credit-

rated governments as Fulton County and the City of Atlanta are being offered

at substantial discount for early maturity because of the psychological
effect of the pending tax measure.

Thus we are confronted not only with the real fact that a tax upon
municipal bonds will weaken or destroy the market, but we are also faced
with the fact that the threat of such taxation has had a bad psychological
effect on the market even before a tax has actually been imposed.

One does not have to be a financial wizard to come to the conclusion
that this measure does not provide '"tax reform" as its title implies.
Rather, the elimination of the Federal tax immunity, as it applies to municipal
and state bond interest, would force the demand for higher interest rates
on these bonds ~=~ and higher interest rates mean higher local taxes,
including property and sales taxes whose burden rests primarily om those
with the least ability to pay. Congress would be merely shifting a considerable
burden to local taxpayers, in the name of tax reform.

In conclugion, let me urge the Committee to continue to seek and to
study alternatives to supply needed revenue, but to honor our plea to

exclude the bonds 65 local government from any form of federal taxation,



whether by way of a "limit on tax preferences" or "allocation of deductions"

or otherwise.
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Mr. Chairman and gentlemen of the Committee, my name is Arthur R. Sypek,
and 1 am appearing today as the First Vice President of the New Jersey
Association of Chosen Freeholders. I am also the elected Director of the Mercer
County Board of Chosen Freeholders, the governing body of the capitol county

of New Jersey.

You have heard statements of the Naticnal Association of Counties' posi-
tion against certain provisions contained in the proposed Tax Reform Act of
1969, and the decidedly adverse impact which these proposals could have on
an already high interest rate bond market. I would like, however, to point
out to the Committee the specific dollar impact of such changes on certain
counties of New Jersey, as well as the deleterious effect on many essential
capital improvement projects which could be placed in serious jeopardy if
HR 1.3270 becomes law.

In my own county of Mercer, it is agreed among municipal financial experts
that the elimination of tax-exempt status of municipal bonds will result in
increasing the interest of municipal bonds by approximately 1.5-2% per year.
Its effect, for example, on Mercer County's recent temporary financing of $9.6
million for Community College and general county improvements will be to cost
the hard-pressed county taxpayers an additional 1.6-2.1 aillion dollars in
interest costs over a twenty-year period. In addition, any future increase
in interest rates of municipal bonds, as a.ruult of eliminating their tax-
exempt status, could well jeopardize the contemplated construction of $4 million

areavide county vocational school system and the new Mercer County Administra-

tion Building.
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One of Mercer County's newest and boldest innovations--the proposed regional
solid waste disposal system, which would involve bond financing of incinerators
and/or regional sanitary land-fill proj eéts—-could also be jeopardized by sharp
increases in the interest rates, thus hampering the very kinds of regional
development projects to which the Federal government itself has $ean committed
for at least a decade. .

In Essex County--the major urban county of northern New Jersey--capital
projects requiring municipal bonds will exceed $5 million for 1969 and will
be well over $7 million in 1970 and 1971. Included in the 1969 capital projects
18 over $860,000 for construction of the Essex County College Urban Campus.

The same project will require over $3 1/2 million in 1970 and over $4 million
in 1971. 1In Newark, we are erecting a new county building including a new
jail adjacent to the Hall of Records, at an estimated cost of $2 million.
From 1969 through 1973, approximately $1 1/2 million has been allocated for
the construction or reconstruction of county highways.

Bergen County--one of the most populace counties in our state--needs
about $4 million in capital projects in 1969 and for 1970 and 1971, over $3
million and $4 1/2 million, respectively. In Bergen County, they anticipate
county needs of $20 million starting in 1974 for comstruction of a community
college. An additional $20 million needed for that $40 million project would
be financed by the State of New Jersey, presumably by municipal bonds. The
county also needs between $1 and $2 million from 1969 through 1972 for roads
and bridge construction.

I could go on all day, gentlemen. Where will we borrow this money in
a terribly high interest market? The fact is, and I hope that I have made
it clear to you, that qu Jersey counties-~the closest entity there is to
regional goverament in our state--depend heavily on the effective uge of

municipal bonds. New Jersey counties require millions of dollars for a

host of vitally needed projects, some of which I have just mentioned.
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If the tax status of municipal bonds is changed, the county colleges,
hospitals, bridges, highways, vocational schools, court houses, welfare
institutions, jails, youth shelters and other projects and services could be
seriously curtailed and additional new tax burdens would fall on already
over-burdened New Jersey property taxpayers--~the heaviest taxed of any group
of home or property owners of any state in the country.

The countics of New Jersey, and the counties of all the states, ask
you to maintain the status quo of municipal bonds. To alter the status quo—-
regardless of the sincere desire to improve the over-all tax structure--would
severely hamper the ability of county government in New Jersey to respond to
the growing needs of its citizens.

Thank you for hearing me.
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VII. Summary of N.,A,C,0,'s Position on HR 13270



Mr. Chairman, Members of the Senate Finance Committee:

I am Dale Anderson, County Executive of Baltimore County, Maryland, and
a Director of the National Association of Counties. I appreciate this op-
portunity to summarize the drastic impact which the pending taxation of
municipal bonds is having and will continue to have on county government
finances.

As my fellow county officials have related, county governments all across
the country have been stretched to the complete end of their fiscal capability
and are reaching a point where revolt against ever-increasing rates of local
taxation is not only possible but highly probable. County expenditures have
increased almost 50% since 1962, rising from $8.9 billion in that year, to
$12.9 billion in 1967. The financial plight of cities is well know, and amply
demonstrated in the halls of Congress, but it 18 not generally known that
courty expenditures have outstripped even those of the beleaguered cities in
the last five years. To finance these expenditures, we must depend on a tax
which is one of the most regressive and one of the most inelastic in the entire
lexicon of painfui taxes. According to the Advisory Commission on Intergovern-
mental Relations, some 937 of total county expenditures is funded by the proceeds
of proﬁerty taxes .- Por every increased dollar of county expenditure, 93 cents
has to come out of some local taxpayer's pocket in the form of property taxes.

In the 21 years from 1946 to 1967, state, county, and local property levies
increased sharply from $8 billion to $47 billion. As an example of how these
tax increases strike most cruelly at those with the least ability to pay, the
Advisory Commission on Intergovernmental Relations has estimated that more thqn
one-half of this tiemendous increase is directly attributable to new and
increased taxes, with less than half due to the response of old taxes to

economic growth. I hope you will pardon us, therefore, if we become somewhat
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frenzied at the prospecl; of "reforming" the tax system by measures which ‘;111
lead directly to further increases of property taxes. You must do wmore to
help us. The nation's domestic priorities cannot afford the injury the House
has proposed.

There i8 no question in our minds that this assault on the historic
immunity of state and local government bonds from federal taxation represents
a direct and frontal assault on the local homéowner. Just the discussion
alone of the possibility of federal taxation has shaken the entire municipal
bond market teo its core., The amount of debt floated so far in 1969 is 40% .
lower than the equivalent amount in 1968, even though requirements for local
capital improvements are continuing to increase tremendously. Right now, in
September 1969, it has been estimated that a county govermment floating a
bond issue will incur over 100 additional basis points in interest over the
amount {t would have incurred to market the issue prior to House hearings on
this so-called tax reform legislation. It has been suggested that soaring
municipal bond interest rates are due principally to the current climate of
inflation and only secondarily to possible federal taxation of municipal bonds.
I cannot accept that, since, if this were so, yields on similarly rated
corporate and taxable bonds would have increszsed at the same rate, but they

did nothing of the sort. In fact, the increase for similarly rated corporate

‘bonds was only 10 basis points since July.

There is a limit to these riainé mmicipal bond interest rates, but I
am not sure it is a limit which people in my county can afford. The limit
will be reached when local governmenta all over the country postpome or cancel
many vital public improvement projects which have been anticipated and nurtured

for years because they are unable or unwilling to accept impossibly high



interest rates. This is not an issue which is going to be centered in one
section of the country rather than another. Rather, it has the capabilities
of swelling into a public protest the likes of which, I predict, has seldom
been seen in this nation's history. In the name of tax reform, you sre
considering legislation now which will be felt unfavorably by every person no
matter how modest his means. If he owns a house, he will feel it in increased
property taxes., If he rents his home, the owmer's increased taxes will be
reflected in the tenant's rent rise.

When one considers the relative pittance in increased federal revenues
vhich will emerge from these tax proposals, it is almost impossible to under-
stand how these plans were successfully passed by the House. For example,
the Secretary of the Treasury estimates that the allocation of deduction
provisions would result in an annual increment of $45 million to the U. S.
Treasury. This number is miniscule in comparisor. to the additional interest
costs which state and local governments will incur is the Federal Government
is permitted to tax the interest on their obligations,

We have estimated that as a result of inclusion in the allocation of
deduction rule alone, state and local taxpayers will have to pay amounts almost
ten times more than the money returned to the Ireasury in the fifth year of
enactment. This provision seems even more qusstionable when you consider that
all of the increased state and local taxes will be subject to deduction from
federal income tax returns. .

What is particularly objectionable to elected county officials liks myself
about this current legislation is the fact that it is included part and parcel

in a package entitled: Tax Reform. This is a wonderful catch work to build

wide-spread public support since it conveys the idea that somshow or other, the
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end result of the legislation will be a lower tax bill for the average citizen
of this country. But the provisions relating to mmicipal bonds cannot and
will not work that way, and this is patently clear to every local govermnment
official, If our cost for selling bonds increases, our major source of funds
is in regressive property taxes and sales taxes, the rates of which have to
go up accordingly. Throughout the history of this country, we have preserved
under the Constitution, the immunity of the sovereign states and their
instrumentalities from federal taxation. It is particularly repugnant to
those of us who are struggling with terrible financial burdens on the local
level where the domestic ills of our nation are gathered to have our major
revenue source jeopardized in the name of tax reform which promises to correct
inequities. This is not tax reform; it is more like tax paralysis.

When we raise the property tax, it doesn't mean the homeowner is earning
more income as it usually does when his income taxes go up. It doesn't mean
either that he makes a conscious effort to purchase something and pays a sales
tax. Nor even that he drives his automobile and pays a gasoline tax. All of
these other taxes, of course, would have the threat of being increased. The
property tax is as high as it can go. We must have some help.

I don't have to tell you that property taxes don't work with such a
direct relationship between the payer and the beneficiary. I can cite case
after case where a homeowner in Baltimore County has an income today about
the same as he had five years ago, and his property taxes have gone up almost
40%. This increase in property taxes has absolutely no relationship to his
ability to pay. If I can cite cases in Baltimore County, I'm sure every
county official across the country can do likewise. So, when people who are

for raising the interest on municipal bonds talk sbout inequities, I'd like



to know inequitics to whom. In Baltimore County alone, I could probably match
every millionaire who i{s said to be avoiding federal taxes because of his
municipal bond holdings with thousands of hapless and irate homeowners who
can't and shouldn't pay a dollar more in local property taxes.

Just last month, the Administration announced a sweeping package of
welfare, revenue-sharing, mass transit, and housing proposals which promises
for the first time to increase substantially federal assistance to the hard-
pressed state and local governments, The potential of a hopeful "New
Federalism" is particularly appealing to those of us whose citizens and
resources have reached the end of the line. President Nixon said:

"After a third of a century of power flowing from the people
and the states to Washington, it i1s time for a new Federalism
in which power, funds and responsibility will flow from Wash=
ington to the states and the people."

How this kind of philosophy can be advanced at the same time that the
Federal government is threatening to destroy the mmicipal bond market is a
puzzle for the future historians to decipher. The rhetoric of the Administration
implies a commitment to decenttaiizatiou of government, while at one and
the same time, the Federal government is seriously jeopardizing the ability
of state and local governments to meet their responsibilities.

Gentlemen, let me close for NACO- by simply stating our overall position.
There must be no inclusion of municipal bond interest in the limit on tax
preference proposal or in the allocation of deductions rule in any manner
whatsoever. The "tax-subsidy” proposals of Title VI are certainly not the

answver.

57



SUMMARY OF REMARKS BY
LEWIS H, VADEN, TREASURER OF VIRGINIA

IN OPPOSITION TO
THAT PORTION OF HOUSE BILL NO. 13270
RELATING TO THE ELIMINATION OF THE
TAX-EXEMPT FEATURE OF
STATE AND LOCAL BONDS

I THE DAMAGE TO THE $130 BILLION MARKET

(a) Interest cost highest in history of municipal bond market

II STATE AND LOCAL BONDS ARE TAX-EXEMPT AS _TO INCOME TAX ONLY

(a) The issuer, in effect, receives the benefit in the form
equivalent to local taxation.

III PROPOSED FEDERAL SUBSIDY TO LOCAL GOVERNMENT FINANCING ON
TAXABLE BONDS

(a) Would result in excessive cost to the Federal Government

IV GREATER CENTRALIZATION OF GOVERNMENT IN WASHINGTON

(a) Proposed bill requiring all State and local financing to
be approved in Washington
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THE DAMAGE TO THE $130 BILLION MARKET

The mere statement of Congressional purpose to infringe the his-
toric tax immunity of the State and local government financing function
has inflicted a drastic setback to the going values of State and local
government bonds in the market; and, thereby, has brought about a rise
of corresponding extent in local government borroQing costs. By one
trade estimate, a rise of about $300 million in the borrowing costs
to State and local governments over the past four months must be trace-
able to a large extent to the adverse market implications of the House
of Representatives' treatment of the issue.

Since early July, when the Ways and Means Committee opened hear-
ings on its final proposals, investment yields on new issues of local
government AA-rated bonds have risen by about 75 basis points (from
about 5.50 per cent to 6.25 per cent), while yields on similarly-rated
corporate taxable bonds have risen by only about 10 basis points (from
7.95 per cent to 8.05 per cent). New York City had to pay from 7.43
to 7.48 per cent in late August to borrow on notes due next February
and March. A long-term borrowing cost Baltimore, Maryland 6.35 per cent.

Moreover, the size of thelnew-iasue market in local government
financing is shrinking because of the decision of local officials to
postpone or cancel bond sales on account of the progressive deterioration

of the market.

-1~
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Displacements of this kind, mostly from municipalities that cannot
afford the costs of borrowing forced by the suggested removal of tax-
exemption, have soared as high as one-third of a week's total volume - or
as much as $127,687,000 in a single week - from a previous average of well
below 21 per cent.

With this first adverse impact likely to be compounded by the pros-
pect of prolonged litigation of the tax immunity issue in the courts, the
Congressional move can be viewed as the start of a dismantling of market
machinery that, since the end of World War II, has succeeded in broaﬁen-
ing the outatanding float of local government bonds from $13.7 billion
to $130 billion. An endorsement by the Senate of the Lower House's
action would be a summary requisition on the bond market to find new
buyers for from $10 billion to $20 billion of new local government bonds
annually,

As things now stand, the uncertainties abounding in the stricken
market are raising questions not so0 much of price as of what the nature
of local government obligations may really be from now on. The investor
just does not know what he is asked to buy: Is it something taxable
instead of taxmexempt? Something tax-exempt now but taxable lateri
Something marketable at a price now, but perhaps unmarketable at any
price later?

As a result of the above effect on the municipal market, all State

2=
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and local capital outlay financing has come to an abrupt halt in the
Commonwealth of Virginia, as our present statutas do not permit the issu-
ance of State or local bonds having a coupon in excess of 6 per cent.
Therefore, with the current market for an A-grade 20 year maturity bond
being 6.33% as of September 11, 1969, we are unable to market any of our

local bonds.

STATE AND LOCAL BONDS ARE TAX~EXEMPT AS TO INCOME TAX ONLY

The purchasers or holders of municipal bonds at the time of purchase
elect to receive a lesser yield than they would otherwise receive by pro-
curring non-income tax-exempt securities. The smaller yield to the holder
results in a lower debt service cost to the issuer. Therefore, in effect,
the purchaser or holder of municipal bonds pays a local tax té the locality
issuing income tax-exempt securities. This situation exists for the full
life of the bond; that is, from the date of issue to the last date of
maturity - so that during the full life of the bond the holder, in accept-
ing a lesser yield, is in effect paying to the local government a local
tax.

It is obvious from the above that in the most technical sense, there
is no such thing as a completely tax-free municipal security. The present
tax exemption applies only to State and Federal income tax and the holders

are in effect taxed by accepting a smaller yield.

3=
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PROPOSED FEDERAL SUBSIDY TO LOCAL GOVERNMENT FINANCING ON TAXABLE BONDS

Buyers of such bonds will have to be found in great part away from
the sources of demand supporting the existing market for tax-exempt
securities. Commercial banks, a major Luyer of local government tax-
exempts, would be buyers of local government taxable bonds only in short-
term maturities, that is obligations due within a year, or -- at the
most -- two years. Individual investors, having been notified of the
Congressional wish to do away with the tax-exempt market altogether, may
be buyers ot the new local government taxable bonds due in one year or
less, but otherwise, their investment money will be attracted to equity
securities or to whatever tax shelters may still be around in other
fields, such as real estate or oil.

It must be kept in mind that the tax-exempt financing privilege
enjoyed by municipal or county governments or their subdivisions cannot
be renounded by such entities without the consent of the parent state,
and that any unauthorized moves to do so will likely be contested in
the courts. The same goes on the state administrative front. No
governor or state legislature has the right to waive the right of the
state community to borrow money on a tax-exempt basis; the authorization
must come from a state constitutional convention. The legal complica=-
tions attending any waiver of local government tax exemption, therefore,

are bound to compound the uncertainties otherwise related to the founding




of a new public market capable to absorbing the $10 billion to $20 billion
of new local government securities annually.

The long-term borrowing of State and local governments financed
through the issuance of municipal bonds amounted to $16 billion during
the calendar year 1968,

Under House of Representatives Bill No. 13270, it is proposed that
the Federal Government would subsidize the State and localities in an
amount equal to 30 to 40 per cent of the interest cost for the first
five years and 25 to 40 per cent of the interest cost after five years.
Assuming the interest cost required to be paid in accordance with the
current municipal market - that is, 6.33 per cent for an A-grade 20 year
maturity bond, the interest on $16 billion volume of sales for the calen-
dar year 1968 would amount to $1,01z,800,000.

Using the 40 per cent subsgidy figure, this would require the Federal
Govennment to pay, in subsidies, $405,120,000, which said figure would
not include any administration cost nor the cost to the localities to
journey to the Nation's Capitol to present thuir particular case, and I
am to understand that the Secretary of the Treasury estimates that
$45,000,000 would be derived from a tax on State and municipal bonds.

It is absurd to think, taking into account the cost of the subsidy
program, that any increased amount of revenue could possible accrue to

the Federal treasury.
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GREATER CENTRALIZATION OF GOVERNMENT IN WASHINGTON

In recent months, there have been many encouraging reports to the
effect that Congress is making an effort to decentralize government;
however, the proposals in House of Representatives Bill No. 13270,
wherein said bill proposes to eliminate income tax exemption on State
and local bonds and to subsidize the states and localities as a result
of tax exemption elimination would require every state, city, county,
£own and hamlet in the United States to come to Washington on bended
knee for the approval by the Federal Government of its financing for
any project such as a water system, sewerage, school house or any public
improvement. Therefore, the Federal Government would be in the position
to determine the feasibility of any capital improvement contemplated by
the localities and would also determine the interest cost or debt
service in the event the project was approved by some governmental agency.

I am of the opinion that this would create the greatest centraliza-
tion of government in the Nation's Capitol than any proposal that has
come up in recent times.

It is my firm belief and conviction that if debt is to be incurred
in government, it should be kept as close to the people as is possible
to do. The proposals as set forth concerning State and local financing
in House Bill No. 13270 would take the matter about as far away from

the people as one could imagine.
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STATEMENT OF DAVID BUCKSON
ATTORNEY GENERAL OF THE STATE OF DELAWARE
- ON BEHALF OF -
NATIONAL ASSOCIATION OF ATTORNEYS GENERAL
BEFORE COMMITTEE ON FINANCE OF THE
UNITED STATES SENATE, ON H.R, 13270
SEPTEMBER 264, 1969'- -

1 am Attorney General of the State of Délaware. and former President of the
National Aaaoéiation of Attorneys Gene;alﬂvhich I represent here. Ouxr Association
consists of the chiefvlgw officers of each of the 50 States as well as of the
ferritories. ,

Our Association is proud that in 1938 it fathered what is now the Conference
on Intergovernmental Fiscal Relations, which is the coalition of the national
organizations of state and local governmente and of the respective executivé,
fiscal and law officers of the Statés and local governments, They joined together
at our invitation to pfesetve the exemption‘of state and local government in-
stitutioné from federal taxation.

Each time in the past three decades when attempts were made to withdraw the
tax exemption of state and local govermment bond interest, the Attorneye General
of the States have appeared here by one of their number and protested. We are
here to protest today the inclusion of state and municipal bond interest in the
"limit on tax preferences" (LTP) of Sec. 301 of H.R. 13270 and in the "allocation
of deductions rule" (ADR) of Sec. 302 of the bill as well as the ill-conceived
rebate plan to Title VI and the "arbitrage bond" tax of Sec. 601(b),

We agree with the fiscal snd economic objections of the Governors and other
state and local government officers appearing at these sessions. But as the chief
law officers of the States, our special competence is as to the legal aspects

of proposals in this field,
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In 1939 the State Attorneys General of that day submitted a.sri;f to this
Committee asserting the unconstitutionality of any federal tax on our bond interest
without state consent. (Incidentally, former Chief Justice Warren was one of
the signetories «~- he was then Attorney General of California). We commend that
brief to you and submit that nothing has happened'in the intervening 30 years to
change its conclusions. ‘

The House Ways and Means Committee Report on this bill acknowledged that
“there is a body of opinion to the effect that it would be unconstitutional for
the Federal Government to tax interest from State and local obligations witgout
the consent of, the 1ssuing governments." But it then said "this position has been
disputed, and many authorities have indicat;d that the Federal Goveranment does
have a constitutional right to tax the interest on State and local securities.”
(House Report No. 91-413 (Part 1), p. 172).

You willi note that those who deem the tax unconstitutional, including 50 Statg
Attorneys General, and, we are told, the United States Attorney General are, to
the Ways and Means Committee majority, merely a "body of opinion," while those
who would sanction the tax are called "authorities." The identity and qualifi-
cations of these "authorities" are not given, but the report does thus reflect
a bias in favoring a legal opinion which, at best, is sharply contested and, at 
worst, is contradicted by every Supreme Court decision on the subject.

Today's hearing might be a replay of the legal debate before this honorable
body thirty years ago but for one enormous difference. Then the contestants on
one side were the United States Department of Justice and the Treasury Department
in their full official capacity and on the other side the State Attorneys General
and the Municipal Law Officers. And the'United States Senate of that time
accepted the State and municipal view. Today the cast is the same on our side,

but no present federal law officer denies us; indeed the Treasury acknowledges
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at least grave constitutional doubts and, when pressed, a negative judgment on
the constitutionality of taxing our bond interest, even under an LTP plan.

It is hard to see why the Ways and Means Committee, almost cavalierly and
with no analysis in its report whatsoever, was willing to plunge this great and
unique federal system of ours into the maelstrom'df constitutional coaflict,
pitting the federal government against the states and generating a confrontation
which is the opposite of the constructive federalism of which we hear so much.

Make no mistake about it., If sections 301, 302 and Title VI are enacted
in their present form, we, the State Attorneys General, will challenge them and
resist their enforcement. And we would expect to prevail in the Supreme Court.

Unfortunately, such an ultimate vindication of ou¥ opinion will not undo the
damage accruing during the years of the judicial contest. The financial status
quo cannot be preserved during our legal exercises. New schools will still have
to be built and bonds will have to be issued as we seek our final judgment.
Investors will have to protect themselves by assuming the worst and our interest
rates will ktay at taxable levels until the day of victory. But the states and
municipalities who couldn't wait for that day will be paying the higher taxable
rates on the bonds issued during the years of litigation for 15-20 years after
the Supreme Court finally held this legislation unconstitutional.

I am amazed at the "authorities" who dogmatically assert the constitutionality
of taxing state and municipal bonds without state consent. They acknowledge, as
they must, that the United States Supreme Court flatly and unanimously held such

a tax would be unconstitutional in Pollock v. Farmers Loan and Trust Co., 157

U.S. 429, 158 U.S, 601. You have already heard Assistant Secretary éohen explain
that the Court split 5-4 on other issues in that cese, but was unanimous on this

point.
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These alleged "authorities" also acknowledge, as they must, that the Supreme
Court has never, to this day, challenged that opinion or suggested it was ready
for reversal. Even the Court of the late 1930's, the high watermark of critical
reexamination of the reciprocal constitutional tax immunity, always carefully
preserved in the Pollock case and its doctrine ag-specifically different from
such taxes as it sanctioned on salaries (Helvering v. Gerhardt, 304 U.S. 405)
or a contractor's profits (James v. Dravo Contracting Co., 302 U.S. 134).

In the salary case, for example, Justice Stone said that immunity was sus-
tained against a statutory effort "to tax income received from state bonds, and
thus threaten impairment of the borrowing power of the state (Pollock v. Farmers
Loan and Trust Co.)."

In the contractor case, the opinion was by Justices Black, Brandeis, Cardozo,
Hughes and Stone, and they too referred to the Pollock case. They reaffirmed its
validity in words prophetic of the market uproar produced by the House bill.
"That doctrine," they said, "recognizes the direct effect of a tax which 'would
operate on the power to borrow before it is exercised' (Pollock v. Farmers Loan
and Trust Co., supra), and which would directly affect the [state] government's
obligation as a continuing security."

These judges even went on to say what all the state and local government
witnesses are here pleading with you to recognize. '"Vital considerations," the-
court said, "are there involved respecting the permanent relations of the
government to investors in its securities and its ability to maintain its
credit.”

Justice Cardozo, with his flair for the coinage of expressions, referred

to Pollock in Hale v. Iowa State Board, 302 u.s. 95, and said, "By the teaching

of the same 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."
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McCulloch v. Maryland, 4 Wheat. 316, thus cited, has renewed significance

in view of the readoption of its philosophy by the majority of the Supreme Court

only last year in First Agricultural National Bank v. State Tax Commission, 392

U.S. 339. McCulloch is remembered as the constitutional landmark which first
asserted the doctrine of constitutional governmental tax immunity to avoid
destruction of our federal system. Its philosophy was expressed in the aphorism,
"the power to tax involves the power to destroy.”

The significance of last year's First Agricultural case is that the majority
and minority locked horns, in final analysis, on the continuing validity, after
150 years, of Joha Marshall's conviction that "the power to tax involves the
power to destroy." The case wasn't even an income tax case; it overturned a
state sales tax on a privately~owned national bank. It wasn't technically, even
a case of constitutional interpretation, but rather of a statute passed in the light
of constitutional doctrine. But the majority opinion cannot be read without
dispelling doubts that today's Court still sees intergovernmental taxation as
destructive and therefore repugnant to the federal system and the respective
federal and state partners in that system.

This should come as no surprise to those who have studied the only case of
constitutional significance to this subject which came between the cases of the

late '30s and today. This was the case of New York v. United States, 326 U.S. 572,

where the Court split three ways in 1946, The tax involved was a federal excise
tax on the sale of bottled mineral waters and it happened that the State of New
York was engaged in selling, in the everyday market, bottled Saratoga Springs
waters. The Court sustained the tax with Justices Black and Douglas dissenting,
and I note that they are the only members of that bench still sitting.

Justices Frankfurter and Rutledge, while voting for the tax, were in another

minority, quite obvicusly willing to scrap the immunity doctrine. The four other

71



-6 -

judges supported the tax on the conventional ground that a government can lose
its immunicy when it descends into the market place. That reasoning has no
significance to our present inquiry. What is significant is the reasoning of
Justices Black and Douglas in arguing the tax was unconstitutional.

In pleading for a reversal of the "market place' ?xception, these two sur-
viving Justices, after mentioning state issuance of securities, condemned all
federal taxes against the states because "A tax is a powerful regulatory instrument."

To Justices Black and Douglas, according to that opinion in 1946, a federal
system requires co-existence of the federal and state partners and the kind of
co-existence contemplated by the Constitution does not allow for the use by either
against the other of such a "powerful regulatory instrument” as a tax. To these
Justices, a federal system is the opposite of centralization of power in the
federal government and so they went further in their opinion and said of federal
taxation of the states, "And no more powerful regulatory instrument for centrali-
zation of government could be devised."

You will recognize that this was really only an updated restatement of the
century~-old pronouncement that "the power to tax involves the power to destroy."
Whereas Justices Black and Douglas expressed their judgment alone in New York v.
Unitzd States, they formed part of the majority of the 1968 court in First
Agricultural.

If we repeat the cases which others have cited to you, it is because all
"authorities" share the same limited repertory., What I fail to see, however, is
where, in this history of the constitutional rule, there is the slightest basis
whatever for the constitutional view espoused by the Ways and Means Committee

majority report when it recommended taxes, however limited, on state and municipal

bond interest.
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Certainly the Sixteenth Amendment, which first sanctioned an unapportioned
income tax on all income, cannot be the answer. All the cases after Pollock
that I have cited are also after the Sixteenth Amendment. The history of that
Anmendment and its judicial interpretation both reject the view that it undid,
in any way, the constitutional prohibition against 'taxing state and municipal
bonds.

When in 1910, while the Amendment was awaitingstate ratification, the New
York Governor suggested that possibility, and recommended againsc ratification
on that sole ground, his suggestion was specifically contradicted by the Senators
who were the champions of the Amendment and who had led the successful fight for
its adoption by Congress. The.states ratified the Amendment 6nly af:ér they had
been assured in the most solemn way on the floor of the Senate that it did not
contain authority to tax their bond interest. (45 Cong. Rec. 1968, 2245-7, 2539).

It is not too much to say that the good faith and credibility of the Senate
would be sacrificed if it were ever maintained that the Sixteenth Amendment
sanctioned the disputed provisions of H.R. 13270.

While more is not needed, the Supreme Court has held over and over that the

_Amendment granted no such new power, but merely removed a need for apportionment

for income taxes on income from property. Brughaber v. Union P.R.R. Co., 240 U.S. 1;

Stanton v. Baltic Mining Co., 240 U.S. 103; Peck & Co. v. Lowe, 247 U.S. 165; and

Eisner v. Macomber, 252 U.S. 189, Among the justices in these cases was a former
Senator who had been a member while the matter was debated. All the.justices
were contemporary and fully understood the intent of the Congress and the re-
assurances to the States which procured ratification.

This chronicle, I submit, léaves no queation but that the LTP plan cannot
cons:icucionallylinclude state and municipal bond interest. And it persuades

me also that the ADR cannot constitutionally include such interest. The
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burcensome effact of ADR is at least as direct and serious as in the case of LIP.
In fact our finance officers advise that ADR is the more burdensome of the two
because it would affect more people, not being limited, as is LTP, to individuals
having more "tax preference" income than adjusted gross income. And the Treasury
has testified that ADR would produce more revenue.than LTP, which tends to con-
firn that it is more burdensome.

I cannot accept Assistant Secretary Cohen's unqualified statement that all.
constitutional obstacles to ADR were removed by U. S. v. Atlas Life Ins, Co.,

381 U.S. 233. The case deals with a unique kind of taxpayer, a life insurance
company. The word "unique" is not just mine. The Treasury brief in that case

used the same word, "unique,” to characterize a life insurance company's peculiar
financial structure. It is almost impossible to comstruct parallels to the ordinary
individual who alone is the taxpayer under LTP and ADR in the House bill.

Life insurance companies hava never been taxed under the ordinary parts of
the Revenue Acts or Codes. They always required a special statute to meet their
unique situation.

The fact is that life insurance companies are required by both actuarial
necessity and by law to treat by far the larger part of their receipts as "reserves"
;cctued for the benefit of their policyholders, for ultimate certain distribution
on death. Thus, for all practical purposes, what the company receives cannot .
fairly be taxed to it because so much of it (typically 80Z) really belongs to the
policyholders from the moment of its receipt.

What Congress did in the 1958 Act was merely to give tax reality to this
practical reality. Every item of income was apportioned to a "company's share"
on which the company paid taxes and a "policyholdex's ghare" on which it did not.
As the Supreme Court saw it, Congress simply forebade the company to assign all

its tax exempt income to its own share go as to artificially minimize or extinguish
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its own tax liability. Rather, it required that the tax exempt income, like all
other income, be allocated proportionately to the two respective ownership interests,
much as a trustee must do, the Treasury argued, as between trusts he is administoring.

Now, when you seek to apply this concept to ADR with regard to individuals,
it is obvious that essential elements are mi;sinm~£or any analogy. A life in-
surance company, for all practical purposes, can be deemed both an owner of its
own "company's share" and a quasi-fiduciary for policyholders. But where is the
second personality in the case of an ordinary individual? He seems to us one and )
inseparable. He certainly has no Atlas-type community of interests with the people
to whom he makes the payments which produce his itemized deductions: his mortgagee
with regard to interest deductions, or his school district with regard to school
taxes, or the auto mechanic who repairs his wrecked car, or his church to which
he contributes.

The relationship between the company and its allocated income in Atla3 just
doesn't exist between an individual and the allocated expenses under ADR.

All these unique characteristics of life insurance companies were stressed

by the Atlas court, all of which would have been unnecessary if the court were

ready to accept a stark plan like the preseat ADR under which the exemption of an
individual's exemption is devalued by disallowing otherwise allowable and unrelated
expense deductions. ' .
Section 601(b) of the House bill seeks to tax certain state and municipal
bonds which it calls "arbitrage bonds" without bothering to define the term. If
the aim is to tax bonds issued for the purpose of raising money to invest in higher
yielding bonds, then the provision is absolutely unnecessary. I don't know of a
single state in which bonds could be lawfully issued for that purpose. If the
aim is sométhing else, the tax would unconstitutionally violate the basic immunity
rule. In any event, the provision of the House bill is clearly an unconstitutional

delegation of power to the Secreta;y of the Treasury to legislate.
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As to Title VI of H.R. 13270, I hear its plan described as a "tax~subsidy"
plan. I submit this is a most inaccurate label. A subsidy is a gratuity --
something paid without exacting fepaymen:. What Title VI seeks 18 to exact a
very substantial repayment from the states in the form of the waiver of their
valuab;e constitutional fmmunity and to pay the states against their loss and
presumably out of the very moneys they would have lost by their waiver.

Whatever else this is, it 18 not a federal subsidy of the states, although
it may be vice versa. I shall call it a rebate plan.

When Attorney cenerﬂ Burch of Maryland testified on this subject before the
Ways and Means Committee, no bill had yet been drawn. He said, "if a State
consents, Congress may lawfully tax its bonds and those of its municipalities.

If, then, the proposals on the Committee's agenda under this subject are unequivocnn);
kept optional for each state, it will avoid theiatated constitutional obstacle."

Unfortunately, the bill as passed by the House has not kept its tax proposals
unequivocally optional. What we have is a package plan with mandatory LTP and ADR
eliminatiﬁg historic tax exemption and the rebate plan coercively driving the
states to take what they can f.o escape the unacceptable issuance under LTP and ADR.
The package is therefore unconstitutional in all its parts.

When Governor Tiemann first opened the possibility of a consensual double~
coupon plan before the Ways and Means Committee, he opened a possibility for the -
practice of true cooperative federalism. The door was opened for negotiations
between the state and federal governments, as to ways in which a truly optional
plan might be made workable. As Chairman Mills said at that hearing, if the
Governors urged and the States really supported a plan, even a constitutional
amendment, if needed, could be readily ratified.

But instead of cooperative federalism, the Ways and Means Committee closed
itsa2lf off from formal communication with the Governors or Attorneys General,

retreated to its executive session and concocted this parody of Governor Tiemann's
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idea, with an inadequate rate of repayment to the States and with the Secretary

" of the Treasury, of all people, fixing the rate of repayment; with a disquslification
of selecred bonds, thus boldly asserting the federal power to regulate by this
mechanism; with no requirement of state consent for municipal waiver of what

is a state immunity; and with no protection againat federal pull back or cut

. down on the provisions for repaying the states. Title VI is not only unconstitutional

but thoroughly wrong.
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SUMMARY OF
JOINT STATEMEFT
FOR
NATIONAL ASSOCIATION OF STATE AUJITORS,
COMPTROLLERS AND TREASURERS
BY LOUIS GOLDSTEIN, STATE COMPTROLLER OF MARYLAND
AND JOHN D, HERBERT, STATE TREASURER OF OHIO
MUNICIPAL FINANCE OFFICERS ASSOCIATION
BY DANIEL B. GOLDBERG, COUNSEL
BEFORE
UNITED STATES SENATE COMMITTEE ON FINANCE
ON
H.R. 13270
SEPTEMBER 24, 1969
I. The National Association of State Auditors, Comptrollers and Treasurers includes
all state finance officers; aud the Municipal Financa Officers Association includes
the principal municipal finance officers, with ultimatz responsitility for issuing

the public bonds taxed by H.R. 13270,

II. Our ultimate conclusion iz that inclusion ol state and municipal bend interest

in the bill's tax plans produces in final effect, not reform, but its opposite. This

is because the provisions drastically increase state and municipal interest rates

and force these governments into curtoiling services needed by the average citizen and/or
increasing local taxes, principally property and sales taxes, which fall with especial

harshness on the persons with the least ability to pay.

II1. Charts of recent msrket movements prove that the House program has caused state
and municipal interest rates to skyrocket. The traditional gap between tax exempts
and comparable taxable bonds has narrowed - what used to be 657% to 70% ratic (state
and municipal savings of 30% to 35% of taxable rates) has jumped this year to 83%

for a state and municipal savings of only 17%.

IV. The current market action proves that the enactment of the House Bill would

cost fully one per ceat additional interest rate.
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V. On anticipated 1970 new issuance volume of $15 biliion to $20 billion, the
added dollar cost to state and local governments for the first year's payments on
only the first year's issues would be $150 million to $200 m=illfon. The full life
cost of only the first ysar's iosuance would be at least $2 billion to $2k billionm,
The second year's nev issuance at the samwe volume level would double these figures,
9 the time nev issuauces had produced a level of post-1969 bonds outstanding equal
to the present $130 billiom, the annual state and uuni.cipal’cou of the Bill, if
enacted, would be $1.3 billion, and if that level were only meintained and not

increased, the added cost over the life of those bonds would be some $17 billion.

VI. These enormous extra burdens on state and local governments and thei: taxpayers
would offsst many times over the mere $80 million a year which the Treasury concedes
is all that would be realized from applying both LTP and the allocation plan to all

state and sunicipal bonds, even those now cutstanding.

VII, The enormous discrepancy betwaen federal gain and state and local loaa itself

makes the bill ludicxous and the opposite of refora,

VIII. The violence of the market reaction contradicits the Treasury assertion that
it results ouly from inclusion in LTP of state and ounicipal interest, which the
Treasury opposes, and not from their inclusion in the allocation plan which Treasury
favors: An LTP plan y#elding $35 million & year cannot possibly explain a billion
dollar & vear incerest reaction; even an $80 million revenue & year combined LIP -
c’.locltml:::ot account for the loss.

IX. This enorwous discrepancy results from the complctc 2ud reasanable loss of

investor confidence in continued exemption, even 3uch ss sarvives in this bill,
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once Congress, for the first time, brings iteelf to repudiate the basic concept

of intact exemption by "gimmick" plans to reduce the value of exemption.

X. Investors regard this bill, if enacted, as introducing a cancer into an othervise
healthy body. They axe not persuaded that there can be a small and safe cancer.
Investor confidence can be restored only by scrapping all the bill's plans to curtail

tax exemption of state and municipal bonds.

XI. There is no evidence of abuse of the exemption. The facts on the famous 154,

non-taxpaying millionaires shows no holding of state or municipal bonds by the group.

XIXI. In the highest bracket, adjusted gross income of $315,000 and over, 38% of the
individuals had no municipals at all, only 18% of them derived as much as 107% of their

incone from this gource and only 6% derived as much as 25% from this source.

XIII. Gsins from tax exemption in recent years have been more than offset by capital

shrinkage of the market price of the bonds as intere~t rates have risen.

XIV. Municipals are not concentrated in the hands of millionaires. Only 31.8% of all
such bonds are held by individuals of all income levels. All levels of income above
$10,000 a year include some municipal holdings. Seven percent of those in the middle
income bracket of $16,400 to $31,000 adjusted gross income, hold municipals. Such

umiddle income persons can easily be caught by the House bill provisions.

XV. Enactment of the bill is bound to produce state retaliation in the form of LTP and
allocation plans made applicable to the $300 billion of federal bonds hithsrto exempt
from state taxation. Bven .015% (1% basis points) resultant rise in federal interest
rates would wipe out the entire revenue gain from applying the allocation plan to

municipals. Only 3/100 of one per cent (3 basis points) of tucreasa would more than
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both
wipe out the $80 million which/the LTP and allocation plans would exact from

state and municipal bondholders.

XVI. Municipal bondholders already pay 30% to 35% to the cost of government by
accepting that much less interest than comparable taxable bonds would yield. Since
30% to 35% is the highest level of tsx proposed on other '"tax preference” income,
there 18 no argument in eﬁuity for exacting it a second time from the holder of

municipals.

XVII. State and municipal bond exemption is not a Congressionally created
"tax preference! 1like the other classes of income so labeled. It derives from the

constitutional form of our federal system which Congress is not free to change.

XVIII. The House proposals are unconstitutional. They collide with precedent
and they fall afoul of the constitutionally interdicting rule that taxes may not
be applied to state activities becauge taxation is,in the words of Justices Black
and Douglas, such a powerful "regulatory instrument." An example of abusive regulation
of state governmental activity by exercise of the power to tax bond interest already
appears in the Revenue Code by last year's overkill mis-definition of industrial
development bonds and by the 1968 Act's arbitrary selection for exemption of certain
traditional governmental activities and the rejection of others, Correction of this

.

error would be accomplished by Congressman Wilbur Mills' H, R. 12923 or Senator Baker's

S. 2280.

XIX. The allocation of deductions plan is not constitutionally cleared by United

States v, Atlas Life Ins, Co., as Treasury claims, That case dealt with the unique

problems of taxing life insurance companies which, unlike individuals, have the dual

characteristic of owner of part of their apparent income and custodian of much thie

82



-5

larger share for policyholders for ultimate payment to them as death benefits.
Allocation can be reasonsble between such dual interests without applying to an
individuasl, vho has no such duality.

XX. Inevitable constitutional litigation over the validity of the House Bill would
produce market chaos for years, which would cost local taxpayers hundreds of millions

of dollars whatever the outcome.

XXI. The provision taxing "srbitrage bond" interest is outrageous. It contains no
definition of the term. If properly defined there are no such bonds which can be
lawfully fssued. The provision is probably aimed at the blameless practice of
investing declining balances of municipal bond proceeds until they are applied to

the capital improvement for which they were borrowed.

XXII, The "tax-recompense' plan of Title VI is & travesty of 0 truly optional plan
combined with the inclusion of state and municipal bond interest in Sec. 301 (LTP),
and 302 (sllocation). It is outright coercion. The bill leaves no tax-exempt bonds
to opt for. It is frightening to consider the Secretary of the Tceasury as the
arbiter of what the rate of recompense shouid be. A 25% floor under the recompense
rate threatens & return to the issuers of less than tax exemption has saved them.
The plan would leave tha states and municipalities helpless if the recompense was
vithdrawn by a later Congress after the traditionsl tax-exempt market had withered
avay. Agd. finally the dangers of federal control inthe plan are exnosed by the
fact that the bill starts off by making certain bonds ineligible.
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JOINTFggAIEMENT

NATIONAL ASSOCIATION OF STATE AUDITOES,
COMPTROLLERS AND TREASURERS

BY LOUIS GOLDSTEIN, STATE COMPTROLLFR OF MARYLAND

AND JOHN D, HERBERT, STATE TREASURER OF CHIO
"MUNICIPAL FINANCE OFFICERS ASSOCIATION

BY DANIEL B. GOLDBERG, COUNSEL

BEFORE
UNITED STATES SgNATE COMMITTEE ON FINANCE
N

H.R. 13270
SEPTEMBER 24, 1969

The National Association of State Auditdrs, Comptrollers
and Treasurers and the Municipal Finance Officers Association,
between them, include the finance officers of all the States and
of the major political subdivisions of this country.*

It is our members who have th2 respansibility for issuing
the state and local government bonds which finance our country's
public capital improvements at the state, county and municipal
levels, .

REFORM IS THWARTED, NOT AIDED, BY HOUSE BILL

The inclusion of state and municipal bond interest in
the base for the "limit on tax preference" provisions of section 301
of the House Bill and the "allocation of deductions" provisions of
section 302 can lead to one result - to increase the share of
the cost of government which is borne by persons of modest means,
the average local taxpayers, This added burden will be compounded
in many communities by reduced local services., This, we submit,

is not reform, but its very opposite,

*Canadian members of Municipal Finance Officers are not here
represented,
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Section 301 and 302 would impose taxes on the debt
instruments by which our states, counties and cities raise the
money to build our schools, our playgrounds, our highways, our
parks, our sewers and the myriad of other state and local capital
improvements which are closest to the average citizen. These
proposed new taxes would produce their anti-reform effect by an
obvious chain reaction: taxes on the bonds lead immediately to
more interest costs to the state and municipal borrowers; more
interest costs mean either higher state and local taxes or reduced
-services or both.

REGRESSIVE RESULTS

Every local citizen is hit in this way, no matter how
modest his means.

Our cities have been consigned mostly to the regressive
taxes which bear most heavily on those with the least ability to
pay. Property taxes are still the mailnstay of municipalities -
fully 80% of local government revenues come from this one overw
worked source, Sales taxes, which are growing in use, are also
regressive, bearing especlally heavily on the poor. Even our state
tax structures can not approach the progressive character of the
federal Income tax system,

When you force up our interest costs you probably force
us to meet the increase principally with higher property taxes,
This means that every citizeh is penalized by a higher cost of
owning or renting a home. If we resort to sales taxes, every
citizen 1s penalized by higher costs of purchasing even the bare

necessities of everyday life,

We §ubmit that the House took a short sighted view
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of the very meaning of "Reform." Tax reform should mean the more
equitable distribution of the costs of all government, not just the
improved symmetry of the federal income tax alone.
STATE.AND MUNICIPAL LO0SS FAR EXCEEDS FEDERAL GAIN

This would be reason enough for rejecting these taxes
on state and municipal borrowing even 1f the federal government
were to gain more than the state and local governments would lose.
The federal government is the "rich" member of the federal system,
In the overall scheme of tax distribution between levels of
government, it is not "reform" to increase federal revenues at the
direct expense of state and local government even if the federal
1ncrea§e happened to exceed the state and local loss.

But here the error is compounded. The federal gain
would be far less than the state and municipal loss,

The Treasury testified here on September 4 that the
inclusion of municipel bond interest in the allocation of deductions
plan would yield only $45 million a year even if it were applied
to the entire outstanding $130 billion of state and municipal debt,
If the plan 1s cut back to future issues only then 1it's hard to see
how the first year's new issuance of an estimated $15 billion to
$20 billion could produce much more than $5 million to $7 million
in federal revenues,

The Treasury also testified that including municipal bonds
in the LTP plan, which it opposes, would produce only another $35
million & year, again if applied to all outstanding bonds, If
not so applied, the first year's production works out to a paltry
$4 million to $5 million.
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As against these inaignificant federal gains, what
would the state and local government losses be?
HOUSE BILL FORCED UP STATE AND MUNICIPAL
.__INTEREST RATES

The violent market reaction to the House proposals
gives some measure of the added interest costs involved.

We have charted the movement of interest rates over
the past two years for standard indices of seasoned long term
municipal bonds of average grade as compared with comparable
taxable corporate bonds and federal government bords, You will
notice on the accompanying chart that the state and municipal
bonds represented have consistently sold at lower yields than
the taxable federal government or corporate bonds, The difference
between the municipal and corporate bond indices is a rough measure
of the average savings which tax exemption has meant to the average
state or municipal issuer, Such a comparison isolates the changing
value of tax exemption from other market factors.

The important thing to note is that while all interest
rates have been increasing, the gap betwesn tax exempt municipals
and taxable federal and brivate bonds has been closing since the
so-called "reform" program gathered momentum early this year,

We have lllustrated this closing of the gap by a separate
chart which plots the change in the ratio of tax exempt municipal
yields to the taxable corporate yields, Two years ago, municipal
yields on the standard "Bond Buyers 20" index were just about
T0% of the yields of Industrial bonds on the Moody's average,

That 18 to say that states and municipalities were saving some
30%, on the average, of what they would have paid at the time on
fully taxable bonds, It is probable that the saving would be
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more on new issues as compared with the seasoned issues in the
index,

At any rate this ratio fluctuated, until this year,
between 64% and 72%. We think it is fair to say that the traditional
ratio has been roughly 65§ to 70%, meaning that the state and
municipal saving has therefore averaged 304 to 35%. This
state and municipal saving 1s, of course, also the exact measure
of the cost which the lending bondholder has paid for his expected
tax exemption, We will discuss later the "equity" of making the
bondholder pay a second 30% to 35% "minimum tax" to the federal
government after thus contributing 30% to 35% of his interest
potential to state and local government, But here let us trace the
impact on state and local government only.

As the so-called "reform" movement gathered momerntum
early this year, the ratio of municipal to industiial yields leaped
from 1ts traditional levels, piercing the 80% mark this July.

By mid-September it stood at 84%, The greatest jump occurred in
May as the market came to digest the true import of the House Ways
and Means Committee announcements, And the market ratio has con-
tinued in the same adverse direction to date,

This means that only the threat of the House plan, which
is far from enactment, has produced a disasf®ious increase in the
cost of state and municipal borrowing and has stopped many needed
projects,

THE MEASURE OF THE INTEREST INCREASE

Between the end of 1968 and mid-September 1969 the ratio
of municipal to corporate ylelds jumped from 71% to 8U4%, a loss to
the states and municipalities of 13% of the taxable interest
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rates, 13% of thé typical taxable intereat.of over 8% today
produces a loss to the municipal issuer of fully 1%, While this
1oss may be attributed in part to other causes, let us remember
that not everyone is convinced the House Bill will be enacted in
its present form, Actual enactment, dispelling the last hope of
retaining the exemption, would produce much sharper municipal ine-
terest losses,

Ail in all, we Jjudge that one full per cent more interest
is a quite conservative estimate of the increase which enactment
of the House Bill would compel in the present market. Of course,
the lesser known credits would suffer much more, particularly
the small school districts and villages and counties whose sole
attraction in the distant bond merket has been their traditional
exemption,

THE DOLLAR COST OF TAXING MUNICIPALS

If we apply this increase of 1% to next year's anticipated
new issue volume of $15 billion to $20 billion, we find the House Bill
penalizing state and local government taxpayers by $150 million
to $200 million in the first year of operation under the "reform"
plan., But this is only the first year's cost on the first year's
issuance, '

What would be the cost of this first year's issuance
over the life of the bonds thus issued in 19707 If we assume
& 20 year term with equal annual debt service payment: of principal
and interest, we get an average life per issue of 13 years, And
so our 1970 issues alone would involve some $2 billion to $2-1/2
billion in added interest costs.

We have prepared a chart distributing this added cost

on just 1970 issues between the states, assuming an aggregate
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new 1ssuance of $19,5 billion and that eech state's share will be
the same as in 1968 when the aggregate was $16.1 billion. (1969
issuances have been so curtailed by adverse conditions that it
is reasonable to assume that 1970 will "make-up" part of the
1969 drop from 1968, to average out 1969 and 1970 to the 1968
rate).

And all this is Jjust from the first year's new issuance!
If 1971 sees a further volume of new issues between $15 billion
and $20 billion, the cost of the House plan to states and
municipalities and their taxpayers would be $300 million to $400

million in 1971, and the issuances of 1970 and 1971 would involve,

over their life, aggregate increased interest payments of some

$4 billion to $5 billion,

: And still we have priced out the effect on only two years
of issuance, and not those to be issued after 1971,

A’BILLION DOLLAR ANNUAL STATE AND MUNICIPAL
LOSS VS, $80 MILLION FEDERAL GAIN

By the time new issues had aggregated only the present
volume of $130 billion, the annual aggregate cost to local govern-
ment taxpayers at the 1% increment, would be $1.3 billion
dollars (and the amount of future payments contracted for would
have increased by some $17 billion dollars, on the assumption of
an aversge 13 years remaining bond life) - to be met for the
most part from regressive local taxes,

Now it's time to compare the federal revenue expectation
with the resultant local'government cost, On the federal side the
Treasury estimates $80 million a year, $45 million from allocation
of deductions and $35 million from the 1imit on tax preferences.

In 1970 alone, as we have seen, the Treasury's estimated

$80 million in revenue would be accompanied by $150 million to

01



-8-

$200 mfllion in costs to the local taxpayers. In 1971 the $80 million
federal revenue would involve $300 million to $400 million in added
local costs, and with each additional year the gap would increase
until the $80 million federal gain would involve $1.3 billion in state
and municipal loss in the year when the newly issued municipal debt
outstanding was as much as the present volume of $130 billion.

Furthermore, if this $1.3 billion is translated, as it must
be, into state and local taxes, these taxes are, in turn, deductible
items on federal income tax returns. If we assume an average deduction
in only the 14% bracket, the federal government stands to lose $182
million dollars in this way. Even half this loss would more than
wipe out the estimated $80 million revenue gain.

THE DESTRUCTION OF INVESTOR CONFIDENCE -
THE CANCER EFFECT

From these figures it must be obvious that far more is
involved than the relatively limited application of an LTP plan which
would yleld the federal government only $35 million a year or an allo-
cation of deductions plan which would bring in only $45 million
dollars a year even if applied to presently outstanding bonds. How
can such a small federal revenue gain produce such enormous market
repercussions as to cost state and local government taxpayers over
fifteen times as much as would be paid by the federal taxpayers, Who
are the targets of the LTP and allocation plans?

The answer is plain to any student of the municipal
market. Investors are not Just mathematically pricing out the
immediate dollar tax loss to them of these specific new plans.

They are far more realistic, They are appraising the consequences

of a basic Congression repudiation of the concept of tax
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exemption of state and local government bonds. They are evaluating
the consequences of a break in the hitherto impregnable dike which
has, till this day protected the states and municipalities and
their bondholders, When they are told that these plans are small
and painless, they react as if told that only a small cancer has
developed in an otherwise healthy body.

We must remember that a bond buyer has only one moment
in time to decide how much interest he is willing to surrender in
exchange for tax exemption on a bond with a 20 to 30 year 1life,
That is the moment he pays for hls bond knowing he will receive
only the stated coupon rate no matter what Congress will do
during those 20 to 30 years.

Until this year that bondholder had sublime faith that
Congress would consider it unthinkable to tax these bonds. He
assumed that Congress would consider it immoral to change the rules
in the middle of the game and take away all or part of the tax
exemption for which he had pald to the state or local government
issuer by accepting 30% to 35% less interest than he could have
received on a comparable taxable bond, And he considered.it ime
plausible that Congress would not heed the plea of state and local
government officers not to burden them furfher when they were beset
by the "ciisis of the cities"” and by the enormous burdens of
record high interest costs and almost runaway inflation in the

prices of needed capital improvements.,

Right now that faith is badly shaken., The Treasury has
recommended to both the House and this Committee that theallocation
of deductions plan be applied and that it be applied even to
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outstanding state and municipal bonds. The House has passed a
bill applying both the LTP and the allocation plans to municipal
bonds and applying the LTP plan even to oustanding bonds, The
House Ways and Means Committee had tentatively voted to apply
a‘minimum tax plan to corporate holders of outstanding state and
municipal bonds and an allocation of deductions plan to banks
who, in recent years, have bought for investment fully 80% on the
average of ali new state and municipal 1issues,

INVESTORS MUST ANTICIPATE FURTHER INROADS
ON EXEMPTION

Against this background an investor would be foolhardy
to assume that 1f Ccngress began by enacting the House Bill, or
even only the Treasury-recommended allocation of deductions plan
against individuals, the matter would stop there during the 20 to
30 year 1ife of his bond. Being unable to protect himself later,
he must protect himself now, when he parts with his money. He has
to treat these plans as first steps, cancers, if you will, that are
bound to spread., If LTP and allocation can apply to individuals,
he asks himself, why will the next Gongress not feel it "only fair"
to extend them to corporations? If he is an individual he would
suffer because thz extension to corporatiops would hurt the market
in which he might have to resell, If the bond buyer is a bank, it
is too sophisticated to assume that the "reform zeal", once
sanctioned by Congress, would not spread to financlal institutions
and other corporations, And if LTP can be applied so as to tax
"disallowed tax preferences" at one-half their total this year,
then why not at three-quarters next year? And if Congress sets
a $10,000 leeway figure in both plans this year, then why not
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$5000 next year, and no leeway at all the year after?

Obviously this necessary market psychology explains
why Congress cannot drcp even pebbles into the hitherto calm
waters of unimpaired state and municipal bond tax exemption
without causing tidal wave repercussions on state and local govern-
ments and their taxpayers, trapped as they are in their largely
regressive tax systems,

* THE MARKET RESPONSE WAS NOT LIMITED TO LTP PLAN

This market reaction also contradicts one of the tenets
of the Secretary of the Treasury in his testimony here on September 4,
The Secretary would have you believe that the acknowledged violent
market reaction of'recent months is attributable solely to the LIP
plan which he opposes and not at all to the allocation of deduction
plan which he supports, Perhaps the Treasury feels a need to explain
away its failure to heed the warnings of the state and local govern=
ment officers who predicted to the Ways and Means Committee exactly
what has happened,

It wouid be better if the Treasury faced up to the fact
that the market's confidence can be restored in only one way -
complete elimination from the bill of all plans to curtail
the value of exemption, Only then can investors feel secure that
the disease has not been implanted and will not spread.

The Secretary argues that the market did not react when he
first proposed the allocation plan to the House Ways and Means
Committee, and therefore his plan cannot be the culprit. But he
overlooks two things. The most important is that even those who
understood the plan last March were just not ready to believe that
Congress would take it seriously; the Treasury has been recommending

the curtailment of exemption without success for over 30 years,
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Secondly, the seriousness of the plan was not fully appreciated
when it was first advanced,

RECOVERY OF MARKET REQUIRES ELIMINATION OF
ALL DILUTIONS OF EXEMPTION

The fact is that the market reaction is so violent that

it cannot be explained in terms of reaction to an LTP plan ylelding
only $35 million a year any more than it can be explained in terms
of a combined LTP-allocatién plan ylelding only $80 million a year,
Excising the LTP plan will help very little in restoring market
confidence, Excising the whole "cancer" is what is needed.
REDUCED SERVICES THREATENED

Increased local costs are not the whole story., The
"taxpayers' revolt" 1s not limited to federal income taxes, It
has led to the defeat of many, many local bond issues where popular
referenda are required., If the local taxpayers reject school bond
issues at 6% interest rates because they mean higher property taxes,
must we not expect even more violent reaction to 7% interest rates
compelled by a so-called "Tax Reform Act"?

When a community is at the breaking point, what will
happen is more schools unbuilt, more hospitals deferred, more
water purification plants put off -- in short less public service
for the average citizen in whose name this "reform" is invoked,

When traced down to their final regressive effects on
the average local citizen, we submit that this "reform" to tax
state and municipal bonds backfires badly - it is no reform at
all, It is a perfect case of throving out the baby with the
bath water,
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NO EVIDENCE OF ABUSE OF EXEMPTION
HAS BEEN SUBMITTED

The case for this bonmerang reform becomes even worse
because the damage to be done to state and local government 1s without
any evidence ot excessive concentration of municipals in the hands of
the wealthy, By now we all know how the previous Secretary of the
Treasury overstated the story of the 154 millionaires who paid no tax,
This magnificent example of misleading propaganda is oredited by many
as having fueled the "taxpayers' revolt" whioch led to this bill, And
yet Assistant Secretary Cohen had to admit here on September 4 that
"I think thers was undue enthusiasm over the category of the 154,"

What became evident in the September 4 testimony was that
state and municipal bond interest had absolutely nothing to do with
these 154 persons not paying taxes, There 18 absolutely no record
knowledge that any of them held tax-exempt bonds, Their non-payment
of taxes was attributed completely to other circumstances,

The only testimony before the House Ways and Means Com-
mittee on the extent of millionaire holdings of municipal bonds
showed only a very small percentage of millionaire income derived from
municipal bond interest, The Investment Bankers Association submitted
a study showing that in the highest adjusted gross income bracket
of $315,000 and over, 35§ of the taxpayers did not own any municipale
at all; only 18% of them derived as much as 10 per cent of their
income from this source and only 6% derived as much as 25% from
this source,

CAPITAL SHRINKAGES OFFSET EXEMPTION BENEFITS

There 18 one documented case of a millionaire old lady

in her 90's who has all her wealth in municipals and pays no taxes,
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Actually she is more to be pitied than envied, Since she bought
her municipal bonds more than three years ago she has seen her
capital shrink by fully thirty per cent as municipal bond prices
plummeted to offset the skyrocketing interest costs which have
plagued the economy. She has therefore lost more in capital than
she received in total interest let alone the leaser amount she has
"saved" by tax exemption,

Thié phenomenon of capital shri&kage is, unfortunately
a general condition, affecting all bondholders, But the more typical
investors ale exemplified by the 82% of the total highest income
class who received less than 10% of their income from municipal bond
interest, These individuals had an opportunity to participate in
rising stock market prices and increasing prices for real property
and other forms of equity investment, while the 90 year old lady
has had only losses.

MIDDLE INCOME PERSONS AFFECTED BY LTP
AND ALLOCATION PLANS

Millionaires are not the only individuals holding state

and municipal bonds, Individuals in all brackets hold only about
31.8% of the outstanding volume, and this percentage has been
steadily declining, The Investment Bankers Association testimony
before the Ways and Means Committee shows that 7% of the individuals
in the middle income class ($16,400 to $31,000 adjusted gross income)
hold municipals, and this percentage represented 88,6 thousand
individuals,

Nor is it true that only millionaires would be hit by the
House bill,

A middle income taxpayer can easily exceed his "limit on
tax preferences" under the House Bill by capital gains., If he sells
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a home he has held for 20 years and has a modest success in the
stock market, he will be paying taxes on any municipal bond
interest he receives, without having ;chieved the exalted status
of millionaire. |
PROSPECT OF STATE RETALIATION

We have seen no Treasury figures as to how much it would
cost the Treasury if the States adopted similar "rqforms" in their
income tax structures,

We find it inconceivable, if these "reforms" are enacted
by Congress, that States will refrain from imposing "limits on tax
preferences” and "allocation of deduction" penalties on interest
which their citizens receive on federal bonds, We would expect
federal interest rates to jJump up in response to such moves just
a8 state and municipal rates have., On a $300 billion federal debt,
interest rates would have to increase only a miniscule l-1/2 basis
points (,015%) to ultimatoly wipe out the estimated $45 million
of gain from the Treasury's plan to apply allocation of deduction
to state and municipal bond interest. 3 basis points (.03%)
on federal debt would more than wipe cut the $80 million which both
ITP and allocation would produce from this source,

The probability is that retaliation alone would cost the
Treasury far more than it would hope to realize,

THE MUNICIPAL BONDHOLDER ALREADY PAYS THE
EQUIVALENT OF TOP LTP TAX

Even as to the top bracket municipal bondholder the "tax

equity" argument for the House bill does not hold good, In the
case of maximum application the LTP plan exacts tax at top bracket
rates on only half of the excess of "tax preference" income over

adjusted gross income, If an individual who has no municipal
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bonds is in the 60% to TO% brackets, the topmost brackets, then
the most he 1s asked to pay on his "disallowed tax preferences" is
one helf these retes, or 30% to 35%.

But, it will be remembered, this 30% to 35% is what every
state or municipal bondholder in recent normal markets has already
contributed to the cost of government by accepting that much less
interest than he could have received from comparable taxable private
bonds, Since the state or municipal bondholder, no matter what
bracket he is in, is already contributing to the cost of government
at the highest rates to be applievd to the recipients of other
"tax preference" income, where is the argument in "tax equity" for
taxing the municipal bondholder again? Why should he, of all the
recipients of so-called "tax prefurence" income be thus subjected
to a double exaction for the support of government as the price for
his so-called "tax-preference?"

We submit that even if you look at the matter from the
viewpoint of the municipal bondholder alone and ignore the
regressive repercussions on local taxpayers, the Houso Bill "reform"
in his case does "inequity" rather than "equity."

STATE AND MUNICIPAL BOND EXEMPTION IS NOT A
CONGRESSIONALLY~CREATED "TAX PREFERENCE"

Frankly, we are disturbed by lumping municipal bond
interest with other situations as if they are alike, Each other
item labelled a "tax preference" in the House Bill is the creation
of the Congress to foster a policy which it was completely free to

embrace or reject and which it may, therefore, limit,
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But this is not the case with the exemption of municipal
bond interest, The policy protected here goes far deeper than
Congressional grace, It derives from the unique nature of our
federal system whichrincludes sovereign states, constitutionally immune
from federal taxation just as the federal government is constitutionally
immune from taxation by the states and local governments,

When Cordell Hull as the Ways and Means Committee spokesman
for the first income tax act in 1913 explained the exemption of
municipal bond interest, which appeared intact in that and every
successive Revenue Act ever enacted, he stated that it embodied the
constitutional doctrine,

Even were that not so, the policy preserved by this exemption
goes to the very structure of our government and its ability to survive
in its federal form, not wholly centralized and not wholly decentralized.
This is not a matter of Congressional preferences, like the treatment
of "hobby farm losses" or "accelerated depreciation" or "charitable
contribution of appreciated property." It is far more fundamental,
bottomed on the constitutional concept of a federal system which
Congress is not free to change.

UNCONSTITUTIONALITY OF HOUSE PROVISIONS

From this circumstance flows our judgment that the House
Bill provisions to tax municipal bond interest are unconstitutional.,
The application of the LTP provisions to such interest 18 admitted
by the Treasury to be subject to grave constitutional doubts, We
have more than doubts - we are convinced that such application is
unconstitutional, The unconstitutionality of taxing municipal bond
interest in full was unanimously decided in the only case in which

the question could have been raised, Pollock v, Farmers lLoan and
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Trust Co., 157 U.8. 429, 158 U.8, 601 (1895). 8ince Congress embodied
this constitutional rule in every revenue act, there has of course
been no departure from its holding. When the Treasury tried in the 1940's
to break through,the c&urts turned them back in Commissioner v. Shamberg,
1k F, 2d 998 (1944), cert, den., 323 U.8, 792 (1945).
It used to be fashionable in the Treasury thirty years ago

to argue that the Pollock case was out of style becauge the Supreme
Court had come to sanction taxation of municipal salaries, But the
salary case and all the other cases cited as weakening the Pollock
case themselves distinguished Pollock.

THE UNCONSTITUTIONAL REQULATORY EFFECT
OF TAXING MUNICIPALS

The distinction i1s clear. The burden of taxing municipal
bonds 1is direct and immediate upon the states and their local sub-
divisions, Moreover, the potontial for regulation by taiins bonds
is enormous and doe# not exist in the taxation of salaries,

For example, Congress last year added, on a floor amendment
rider to the Revenue and Expenditure Control Aet of 1968, a provision
to tax municipal bonds encompassed by its definition of "industrial
development bonds," Many bonds properly so labelled are not true
exercises of the municipal borrowing power but pure conduits for
private borrowing by industrial tenants of nominal public .property.
Such bonds were proper objects for federal taxation.

But -- and here's the rub -~ the definition enacted does
not limit the tax to these conduit bonds, By a definition which far
overshot the normal meaning of the term defined, the act taxes as
"industrial development bonds" almost any bonds to finance a governmental

facility which would have private occupants, (Some classes of such
facilities, like public housing, public markets and public transportation
terminals must have private occupants to serve their public purpose.)
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But then the 1968 Act set up a category of "certain exempt
activities," If the purposes for which the bonds were issued made
this "honor roll" of activities preferred by Congress the bonds
were made exempt, But if the state or local government purpose failed
to make the "honor roll," they were "black-listed" and the bonds
were made taxable, What makes the whole exercise so alarming is the
utter irrationality of the statutory classification as between
different acknowledgéd governmental functions, ‘

Thus the bonds are exempt if they are issued to finance a
stadium for lease to a professional baseball team but taxable if the
facility to be financed and leased is for cultural recreation such as
concerts, opera, 1ecture§ and Shakespearean drama. The bonds are
exempt i1f the purpose of issuance is to construct public housing for
lease but rot if the facility financed is a hospital or clinic for
lease to doctors practieing their profession for profit. The bonds
are exempt if the facility financed is a transportation terminal for
aircraft or ships but not if it 1s a terminal for railroads or buses; and
even here there is an exception for rail and bus terminals wholly
devoted to commuter traffic but no exception for the normal terminal
wpich accommodates both commuter and long haul traffic. Power and
water systems can be financed tax exempt under this act if they are
for local distribution but not if for regional distribution,

OLviously this was an outright exercise of Federal
control of state and local government by the taxing power, If it is not
amended as proposed in Congressman Wilbur Mills' pending H,R.12923 or
Senator Baker's pending 5,2280 - and that would be a real r;form - it will
undoubtedly be challenged as unconstitutional,
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THE VIEWS OF JUSTICES BLACK AND DOUGLAS

But here its importance is to give point to the 1946 opinion

of Justices Douglas and Black in New York v. United States, 326 U.8,572.

They said "A tax is a powerful regulatory instrument.*** And no more
powerful instrument for centralization of government could be devised,"
There was a reference in this context to the fact that "Tomorrow it (a
_state) may issue securities," with the obvious meaning that in such
issuance a state must be free from taxation in order .to escape the un-
constitutional application of this "powerful regulatory instrument" and
"this powerful instrument f£or centralization of government,"

While this was in a dissent, the majority 4id not contradict
the statement and, what's more, the Justices who wrote those words are the
only members of the 1946 court still sitting. Justice Black had voted
to tax municipal salaries eight years before and he obviously saw no
inconsistency in thus distinguishing a tax on the issuance of securities,

APPLICATION OF LTP TO MUNICIPALS IS UNCONSTITUTIONAL

Is there any distinction in that LTP may tax half and not

all of the municipal bond interest? The question practically answers
itself, If more is needed we invoke the classic language of United
States v. Railroad Co., 84 U.8, 322, 327, where the Court said:

"If they may be taxed lightly, they may be taxed heavily;

if justly, oppressively. Their operation may be impeded
and may be destroyed, if any interference is permitted,"
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THE VITALITY OF co T

MoCullooh v. Maryland - 4 Wheat, 316 (1819) is the historic
case which first announced that ringing truth "the power to tax
involves the power to destroy.” While it used to be deemed
quite smart to mew at this dootrine, it is hard to deny current standing
to its force in the light of last year's majority opinion, by Justice
Black, in Pirst Agricultural National Bank v. State Tax Commission,
88 sup. Ct, 2173, '

The case involved the right of a state to impose
sales tax on purchases by a privately owned national bank, The
statute involved, like the statute exempting muniocipal bond
intereei, was shown by its Congressional debate to ba based on
oconstitutional principles of governmental immunity. dJustice
Black quotes the sponsors when they invoked Chief Justice Marshall's
statement that "the power to tax involves the power to destroy."
The dissenters quoted the minimizers of this dootrine, but they
did not prevail.

The 1968 Suprems Court majority does, therefore, stand

for this original principle which underlies reciprocal tax
immunity. )

MUNICIPALS
We submit that there is grave doubt, therefore, that

THE UNCONSTITUTIONALITY OF APFLYING THE
o~ ALLOOATION FLAN

an allocation of deductions plan which so dramatioally raises
the cost of state and municipal borrowing would survive
constitutional attack. The Treasury testimony was, we believe,
far too cavalier in saying that its plan has been unequivocally

oleared by United States v. Atlas Life Insurance Co., 381 U.S.
233 (1965).
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That case involved what the Treasury brief itself desoribed

as the "unique" situation of 1ife insurance companies, Determining
the income of these companies has been a constant problem for Congress,
resulting in a series of special statutory previsions applioable to
them alone, The problem is that so muoch of the nominal income of a life
insurance company is committed in advance to building up the
reserves from which policyholders' death benefits are paid.
Congress, in the 1956 Life Insurance cémpany Tax Aot
recognized this peculiar situation by roquiring the insurance
company to allooate each item of income partly to "polioyholders'
share" and partly to a "company's share", with no tax being
oharged on the "polioy holders' share."
This recognized the practical realities that the
company is almost a trustee for policy holders of the major
share of "its" income (85% in Atlas! case), and that Congress
could therefore prevent it from assigning all its tax exempt
income to the company's share.
The diffioculty in applying this complex conoept to
the ordinary individual is that the individual simply doesn't
have this dual status of the life insurance company as both
owner of its own income and custodian of polioyholders' income,
He is the absolute and sole owner of all his inocome in every
sense of the word,
In Atlas the Court approved allooating income, taxable
and tax exempt, to different people who had ownership r}ghte
to it. What the Treasury proposes is to allocate expenses to
different kinds of income of the same person where the income
and the expenses are utterly unrelated,
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Obviously it would take prolonged litigation to
settle this point. Such litigation, whether limited to the
allocation plan or covering also the LTP plan, would undoubtedly

cause chaos in the municipal market for many years, costing
states and local governments millions in additional interest
whatever the outcome and postponing thousands of ‘soroly needed
public improvements.

ARRITRAGE

One 1ittle noticed provision in the House Bill is
Seotion 601(b) removing the exemption of "arbitrage bonds'
without a word of definition to inform what such bonds might be,

Nor is there a word in the Ways and Means Committee
hearings to give any basis as to why a "reform" is necessary
in this area, The Treasury, on September 4th, did not r'épudiate
this seotion but did admit that a statutory definition was
needed, without offering such a definition.

The only legitimate definition of an arbitrage bond
is that it is one issued for the primary purpose of investing
the proceeds in other securities at a higher return. 8ince we
know of no state in whioh such bonds are authorized, we have
reason to fear that something far more sinister is intended.

States and mmioipditidn often borrow at one time
the total cost of a capital improvement whioh will take a few
years to complete, After all, a bridge, for example, is
worthless with the middle hundred feet uncompleted and so both
the issuer and bondholders feel more secure knowing that they
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do not have to depend on a problematic market to sell a second

or third issue for completion.

The prudent state or municipal treasurer, of course,
invests there bond proceeds pending application to land costs
and contractors' bills, If the market is favorable he will try
to invest in the highest yielding secure bonds whose maturities
match his schedule of money disbursements.

We suspeot that the authors of thisdleeper tax
provision on "arbitrage bonda" are aiming at this blameless
practioce,

Whatever they meant, we have here another exauple of
how the federal government can, by taxing municipal bonds,
embark on the dangerous waters of using the tax as that "powertul
regulatory instrument" which Justices Black and Douglas decried,

The effort should be repudiated by the Senate and
Section 601(b) should be stricken.

THE "TAX-RECOMPENSE' PLAN

Perhaps a truly optional "tax-recompense" plan would
be constitutional whateves other merits or demerits it might
have, If Congress truly gave each state an absolutely unfettered
option to issue its bonds on either the traditional tax-exempt
basis or subject to federal taxes, with agreed upon recompense,
we would find no constitutional blemish,

But Title VI of the House Bill is a travesty of such
an idea, It must be read with Sections 301 (LTP) and 302
(Allocation) which would destroy traditional exemption; The
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option offered 1s to issue taxable bonds under Sections 301 and 302
without federal recompense or taxable bonds under Title VI with
some federal recompense, The option to i1ssue tax-exempt bonds 1is
not to be found in the bill,

This LTP-allocation-"subsidy" package 1is simply not an
optional plan., It is transparently an exercise in coercion to compel
the states to take whatever they can get. It is therefore utterly
unconstitutional and unworthy of Congressional consideration,

Furthermore, the House Bill seeks to glve municipal issuers
the option to issue taxable bonds, We note that municipalities do not
have the constitutional power to trade away an immunity which inheres
on the sovereignty of its state and the Congress can not grant that
povwer by itself, It can do so if and only if the State leglslature
consents in accordance with the State constitution.

The House'"tax-recompense' plan leaves it to the Secretary of
the Treasury to decide the rate of recompense to issuers opting for
taxable bonds., With all due respect to the present Secrstary and
Assistant Secretary, too many of their predecessors have shown such
overt hostility to state and local government in general and‘to tax
exemption in particular as to make the holders of their offices
unacceptable as arbiters in this field, By merely proposing such
"peforms" as the present, the Treasury can é¢lose the market gap between
taxable and "tax-exempt" bonds and then invoke the lessened gap to.
Justify cutting the percentage of recompense. We would thus te
squeezed between a tax plan that pushes municipal interest rates
up and a resultant basis for driving down the percentage of recompense,

Furthermore, the House Bill places a 25% floor under the

recompense rate after five years, Under the bill's directions
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to the Secretary, we must always expect that only the floor
percentage would be proclaimed., Why 25%, we ask, when the
market percentago‘has for years run 30% to 35%% Why not 50%
vwhen private companies can in effect compel such a Treasury
contribution by deducting the bond interest from taxable income
at corporate rates? And why less than the 42% which last year's
Secretary reported to Congress he coula derive by taxing atate
and local government bond interest?

What defense could the states and cities have, after
the tax-exempt market evaporated with universal opting for
taxation, if a later Congress had a change of heart and withdrew
the offer of recompense?

Then finally, there is the sinister danger of federal
controls over matters of local concern., Let no one tell us that
this 1s far from the intent of the proponents. They are contra-
dicted by their very House Bill,

The Bill makes certain bonds ineligible for "tax-
recompense" treatment. "Arbitrage bonds', undefined, are one
excluded class. And the spuriously defined "industrial
development bonds" are another,

As we have shown, this means a baseball stadium bond,
for example, can be eligible and a cultural center bond ineligible.
When the bill starts 1ts "tax-recompense" plan with such an
arbitrary exercise in rederél controls of and classiflication
between legitimate governmental functions, states and municipalities
are understandably unwilling to see the plan enacted.
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CONCLUS ION
We strongly urge that the Senate delete from H.R., 13270

a1l provisions fo? the impairment of the exemption of state and
municipal bond interest. This includess

(1) Amendment of Section 301 (a) (1) by deleting
from the new Code Section 84 to be added thereby, subsection
(¢) (1) (c) and subsection (c) (5); '

| (2) Amendment of Section 302 by deleting from the

new Code Section 277 to be added thereby, subsection (¢) (2) (B)
and by deleting related technical amendments to Code Sections
265 and 643 (a) (6) (A);

(3) Deletion of Title VI in toto, including both
the "arbitrage" and the "tax-recompense" provisions,
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Mr. Chairman: My name is William Summers Johnson. I am Director
of Finance of the City and County of Honolulu.

I appreciate the opportunity to testify on those features of the
Tax Reform Bill which would affect the financing problems of the state and
local governments. My statement is concerned with the problems of these
governments generally, rather than the particular problems of Honolulu.
Like other cities, Honolulu sells its bonds by cempetitive bidding in New
York, and its interest costs are determined by the general level of interest
rates on municipal bonds and the credit rating which the rating services
assign to the city's bonds,

Much has been said about the growing financial problems of state
and local governments, problems which are gometimes called a financial
crisis. The demands upon these governments for public capital improvements
have grown enormously over the post World War II years. In the 20 years
prior to 1966, these governments had spent some $220 billion for capital
outlays, about half of which had been financed by borrowing.l/ Between
the end of 1950 and the end of last year, the net debts of the state and
local governments increased more than five-fold, growing from sbout $22
billion to about $130 billion in 18 years.2/ In contrast, the net debt
of the Federal Government has increased by only slightly more than one-
third over this period.

Further, while the Federal budget has achieved a moderate surplus
in the fiscal year just ended, the prospects are that the debt burden of
state and local governments will grow at even larger increments in the
years ahead, Enormous amounts of capital will be required to replace old
and obsolete facilities and to expand facilities to provide for a growing
population. And to meet these requirements, the public-agencies will have
to compete for funds against the rising demands for housing and other private
needs.

Accordingly, it it hoped that the tax reform legislation as
finally passed will not increase the borrowing costs of the state and
local governments, or even leave the matter in doubt, but will help to
reduce these borrowing costs.

It seems to me the House bill does leave this questfon in doubt.
Thus, at ¢ later point, I would like to suggest some modification of the
bill which I believe will serve the three-fold purpose of (1) reducing bor-
rowing costs of the state and local governments, (2) achieving the purpose
of the legislation which is to make the tax system more equitable, and (3)
avoiding some of the philosophical objections to the bill as it is now
written.

1/ Joint Economic Committee, State and Local Public Facility Needs, Vol. 2,
December 1966, p. 5.

2/ Appendix A,
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Role of Tax-Exempt Bonds

The fact that interest income from state and local government
debt obligations is not subject to the Federal income taxation is of sub-
stantisl benefit to these governments. It has meant that such obligations -~
or vhat ave called "municipals" -~ could be issued at & lower interest cost
than taxable bonds of the same maturity and credit rating -- a relationship
vhich carries through to bonds resold in secondary markets.

= PFor exsmple, last December, before market rates were disturbed
by this legislation, market yields on triple-A rated municipals were
quoted at 4.50%. In contrast, corporate bonds of the same rating and U.S,
Government bonds -~ both taxable -~ wers quoted at yields of 6.45% and 5.65%,
respectively,

The differential between interest rates on taxable bonds and non-
taxable bonds of like maturity and credit rating at any particular time is
a measure of the benefit of the tax exemption to the state and local govern-
ments, The greater the differential, the greater the benefit.

It is not, however, the supply of tax-exempt bonds that determines
the level of interest rates on these bonds. On the contrary, between 80 and
90 per cent of all new crédit instruments being issued are taxable, hence
the taxable issues play the dominsnt role in determining bond rates. Rates
on municipal bonds merely adjust to these rates, depending upon the marginal
income tax rate of the bond investors.

To illustrate, an investor in the 50X tax bracket finds it advan-
tageous to invest in tax-exempt bonds, rather than in taxable bonds, where
the yield on tax~exempts exceeds 50 per cent of the yleld on taxable bonds.
8imilarly, an investor in the 25 per cent tax bracket finds non-taxable
bonds more advantageous than taxable bonds only when the yield on the
wunicipals exceeds 75 per cent of the yield on taxable bonds -- & point
at vhich the benefit to the state and local governments has greatly
diminished and a bonanza has been created for investors in the higher
tax brackets.

Changes in the ratio of the yields on the two types of bonds are
influenced by several factors, including the supply of tax-exempt bonds
outstanding relative to the supply of funds available in the hands of
individuals, commercial banks and other institutions that invest in this
type of bond.

Changes in effective tax rates are also quite influential in
changing the benefits of the tax exemption, both to the investor and to
the state and local governments. In the 1900's, there was little if any
difference between the yields on taxable and non-taxable bonds because
income tax rates were then so low that there was little advantage in
investors' seeking tax-exempt income,

In contrast, passage of the surtax last year served to widen the

spread between yields on non-taxable and taxable bonds. On the other hand,
- consideration of this legislation has had a dramatic opposite effect.
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Taking 8 longer look at the trends over the post World War I1
years, however, it is evident that the benefit of the tax exemption to

- the state and local governments has substantially declined. A study pre-

pared for the Joint Economic Committee in 1966 observed that "between
1946 and 1954 the municipal-corporate yield ratio jumped from 40 per cent
to 80 per cent and then receded to around 75 per cent, where it has
remained eince." 3/

The question whether there has been a general tendency for the
ratio to decline since 1965 is debatable., There is no precise statistical
measure of this subject and the generalized measures have been clouded by
several changes in effective tax rates and by two severe cycles in monetary
policy which varied the investment capacity of the commercial banks.4/

Growing Shortage of Funds for Municipal Financing

There have been some dramatic shifts in the flows of institutional
funds over the post World War II years which have doubtless influenced the
earlier decline in the benefits of the tax exemptions and seem to portend
further difficulties for the state and local governments in the future.

While state and local government borrowing has rapidly increased,
the great growth of investment funds has taken place in institutions which,
because of their special tax status or the nature of their business, find
it impractical to invest in tax~-exempt bonds. These include the government
pension funds -- state and local as well as Federal -~ the private pension
funds, the life insurance companies, savings and loan associations, mutual
funds and the non-financial corporations.

As of the end of last year, only one of these groups had as much.
as three per cent of its total financisl assets in municipal bonds. These
were the state and local governments, presumably those who invested their
employees' retirement funds in their ovn bonds only because they were unable
to market the bonds elsewhere. 5/

Among institutional investors, only the commercial banks and the
non~life insurance companies are significent investors in tax-exempt
securities. The total financial assets of thess two groups combined
increased by slightly more than 200 per cent between 1947 and 1967, and
amounted to $439 billion at the end of the latter year. §/

More than this, individual investors have added little to their
holdings of municipal bonds in recent years. Indeed, this market would

3/ 0p. Cit., State and Local Public Facility Needs and Financing, p. 12.
&/ Appendix C.

5/ Appendix B.
6/ Appendix D.
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appear to have become pretty much saturated. Individual investors held
some $40.6 billion of municipals at the end of 1966, increased their
holdings by only $0.2 billion during 1967, and, according to preliminary
data, actually reduced their holdings by $0.7 billion last year. 7/

Commercial banks, on the other hand, have become the predominant
investors in municipal bonds. Last year they increased their holdings in
these instruments by $8.1 billion and at the end of the year, held nearly
half of all such bonds outstanding. According to preliminary data, state
and local government debt obligations outstanding at the end of last year
were held as follows: )

($ Billions)
124.9

Commercial Banks 58.1
Individuals 40.1
Non-Life Insurance Companies 16.4
All Others 10.3

No doubt many commercial banks have invested in municipal bonds
when it was not particularly profitable for them to do so -~ in order to
advance construction projects in their local communities. However, such
heavy reliance on commercial banks as a market for municipal bonds poses
some dangers, not the least of which is that this market may become saturated
too. Commercial banks are subject to a variety of laws and regulations which
limit their investments in particular types of securities, and their invest-
ment funds have not been growing as fast as those of other financial institutions.

Provisions of the Tax Reform Bill Affecting Municipal Finance

Against this background of the problems of the state and local govern-
ments, the provisions of the House bill affecting municipal finances will, I
think, be better appraised.

In an effort to make the tax system more equitable, the drafters of
the House bill have included several provisions which would make investment
in state and local government bonds less attractive, particularly to high
income individuals. The effect would be to raise interest costs on future
issues of these bonds, relative to the cost of issuing fully taxable bonds.

As an offset, however, the bill provides for a new type of state
and local government debt instrument which seems intended to assure that the
borrowing costs of these governments will not be higher, relative to other
borrowing costs, than in past years.

1/ Appendix E.
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Coming first to those provisions of the bill which would tend
to raise municipal borrowing costs, these are in the main four.

1. Limitations on Deductions of Interest (Sec. 221)

This 1limits the amount of the deduction which an individual
may take for interest paid on funds borrowed to invest in or carry
investment assets. An individual would be allowed to deduct such
interest payments, on a current basis, only to the extent that the
deduction does not exceed his investment income and long-term
capital gains by $25,000 ($12,500 in the case of a martied indi-~-
vidual filing a separate return).

This will limit the advantages that high-income individuals
can now enjoy by borrowing funds at a low interest rate, net of
the tax deduction, and investing the funds in municipal bonds to
receive a tax-free income.

2. Increase in Standard Deduction (Sec. 801) and Maximum Tax On
Earned Income (Sec. 802)

The effect of these two sections is to reduce the tax rate
on top income individuals and to reduce effective tax rates on
individuals in all income groups.

Other things being equal, the effect will also be to raise
municipal borrowing costs relative to other borrowing costs. As
effective tax rates are reduced, taxpayers find investment in
bonds ylelding a tax-free income less advantageous.

3. Limit on Tax Preferences (Sec. 301)

This section defines tax preference income as tax-free
interest from state and local government bonds, plus several
other types of income now taxed at preferential rates or
against which preferential deductions may be taken.

Under the bill, an individual will be allowed to claim the
exclusions and deductions comprising tax preference income only
to the extent that the aggregate of such income does not exceed
50 per cent of his total income (adjusted gross income plus tax
preference items).

The excess over 50 per cent will be taxable at the individual's
normal tax rate.

However, if the individual's aggregate tax preference income
does not exceed $10,000, the rule does not apply. Further, the
bill provides a formula for bringing interest income from municipal
bonds under the formula only gradually. In the first year, one-
tenth of such income is to come under the limit; in the second
year, two-tenths; and so on until all such income comes under the
limit ten years later.
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4. Capital Gains and Losses on Bonds Held by Financial
Institutions (Sec, 443)

Under present law, commercial banks and certain other types
of financial institutions are taxed on their capital gains on
bond transactions, like other taxpayers, at the capital gains
rate, But unlike other taxpayers, however, these institutions
are permitted to treat the excess of their capital losses over
their capital gains on such transactions as ordinary losses,
deductible from ordinary income.

Under the bill, the excess of gains over losses would be
treated as ordinary income, taxable at ordinary income tax rates,
and the excess of losses over gains would be deductible from
ordinary income.

. The principal investors in municipal bonds, the commercial
banks, will find these bonds less attractive under the bill. In

the past, it has been a general practice of commercial banks to
increase their holdings of municipal bonds -~ and other securities -~
in periods of easy money, then sell these securities in periods of
credit stringency, frequently at a capital loss, in order to raise
funds to meet their loan demands.

However, this provision of the bill will not place municipal
bonds at a disadvantage to other securities. All debt instruments
are treated alike.

Furthermore, the commercial bsnks should find that the tax-
exempt interest income available from these bonds will continue
to make them quite attractive investments. Commercial banks on
& vhole have recently been in the 487 marginal tax bracket, and
are now thought to be in an even higher bracket. To a firm in
the 48 per cent tax bracket, an interest yield of 6.5% on a
municipal bond is equivalent to a yleld of nearly 12.4% on a
taxable security.

The Cost~Sharing Municipal Bond (Sections 601 and 602)

The provisions of the House bill just discussed would, taken alone,
bave a substantial effect on the borrowing costs of the state and local govern-
ments. The effect would be to raise these costs, relative to other borrowing
costs.

As an offset, however, the House bill authorizes a new type of
debt instrument which the state and local governments may issue at their
option. The interest income from this bond would be fully taxable, and
would thus require higher interest rates, but the Federal Treasury would
directly share the interest costs.

The proposed new bond thus takes advantage of the fact that the
tax exempt feature of state and local government bonds is an inefficient
means of aiding these governments. That is to say, the tax exemption
involves a revenue loss to the Treasury, as compared to taxable bonds,
vhich is much greater than the benefits derivéy by thé state and local

governments. ‘
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In its general form, the proposed new bonds contains some very
attractive features. First, its use ‘is optional on the part of the state
or local government, and the governmental unit that issues it does so
without giving up its right to issue also the traditional municipal bond.

Second, since the bond 1s taxable, it will sell at interest yields
comparable to other bonds and will thus give the state and local governments
access to the investment funds held by institutions that do not now invest
in municipal bonds.

Finally, this bond would be narked in the usual way, utilizing
the already-existing machinery of private financial services.

However, the formula for the Treasury's sharing in the state and
local governments' interest cost is deficient -- and needleesly so.

The report of the Ways and Means Committee accompanying its bill
states that -~

Historically, the ratio of yields on tax-exempt issues
and taxable issues has been as low as 60 per cent, but
in recent years has been close to 75 per cent. 8/

Then, for reasons that are not clear, the bill provides a range
of direct payments to the issuer, the range being 30% to 40% of the interest
cost of bonds issued within the first five years, and from 25% to 40% there-
after. Furthermore, the bill gives the Secretary of the Treasury discretion
to set the exact percentage within these ranges at the beginning of each
quarter of the year.

Add up the uncertainties which the bill poses for municipal finance,
and it is easy to see why there has been a ccrtain lack of enchuuiusn for
these features of the bill.

Giving the Secretary of the Treasury discretion to set the sharing
formula within a range is puzzling and suggests

1. That the Secretary is expected to try to equate cost to the
issuers of the new taxable municipals with those of ordinary
municipals, or

2. That the Secretary is expected to shift the cost advantage one
way or the other for the convenience of the Treacury, or

3. That the Secretary might use his flexibility for general economic
regulation, reducing the subsidy at times when the Administration
wvighes to dampen demands on credit markets and the comstruction
industry and increasing the subsidy at other times.

None of these purposes seems desirable, Certainly the purpose should
not be to maintain any particular relationship between the supply of the new

8/ House Report No. 91-413 (Part I) p. 72.
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taxable municipals and the ordinary municipals; the purpose should be to
increase the supply of the new taxable bonds and thus diminish the tax
revenue losses flowing from the ordinary municipals. Nor is it comforting
to think that the financing ability of the state and local governments may
be modified either for the convenience of the Treasury or for general
economic regulations.,

Costs and Benefits of Tax Exemption

A study made for the Brookings Institution in 1963 developed nome
advanced techniques for estimating the benefit of the tax exemption to the
state and local governments and the revenue loss to the Treasury,

This study concluded that the benefit to the state and local
governments amounted to an interest rate savings of between 133 and 186 basis
points below the contemporary rate on comparable corporate bonds. A group
of experts who reviewed the study reached a conclusion that the more exact
differential 1s 150 basis points. 9/

Further, in 1966, the Treasury updated this study on the basis of
the 1965 experience, with these calculations:

1. At the minimum differential of 133 basis points, the benefit
of the tax exemption to the state and local governments would
amount to $1.9 in savings in interest costs over the life of
the bonds, and the Treasury's revenue loss would amount to
$2.9 billion.

2. At the maximum differential of 186 basis points, the benefit
to the state and local governments would amount to $2.6 bil-
lion, and the Treasury's revenue loss would amount to
$3.2 billion,10/ '

In other words, if the municipal bonds issued in 1965 had not
been tax-exempt, each dollar of increased cost to the state and local govern-
ments would have resulted in increased revenues to the Treasury of between
$1.23 and $1.52. At the concensus differential ~-- 15C basis points -~ each
$1 of benefit to the state and local governments costs the Treasury $1.42 in
lost revenues, '

This suggests that the state and local governments could be given
the option of issuing fully taxable bonds on which the Treasury would pay 42
per cent of the interest cost, with no net cost to the Treasury omitting any
additional administrative costs.

9/ op. Cit., State and Local Public Facility Needs, Note 7.
10/ 1bid, p. 332,
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Taxing Municipal Bonds Unnecessarily

This leads me to suggest the interest-cost sharing formula be
modified in two respects. First, that it be made definite and that 1t
provide for gradually increasing cost sharing.

Thus, it would seem appropriate to set the first year rate at
30%, and provide for an increase of one percentage point each year, until
the 40% level is reached 10 years hence. '

This would accomplish the equity purposes of the limited tax
preference provision (LTP), not by taxing the tax-exempt bonds, but by
causing them to largely disappear. And at the same time, this formula would
be of more certain benefit to the state and local governments,

Additionally, it would bring about an orderly shift from non-
taxable to taxable municipals outstanding without serious capital losses.
In view of the certain rise in the Treasury payments, an investor would
tend to shift out of the old municipals and their ylelds would tend to
rise relative to taxable bonds. Accordingly, the state and local govern-
ment would find it advantageous to refund by the new taxable bond, thus
reducing the supply of the non~taxables as these become less desirable to
investors.

Finally, this method of accomplishing the purposes would avoid
the objections, hotly held, to the indirect tax on state and local govern-
ment bonds or set out in the LTP provisions.

Mr. Chairman, as one of many municipal finance officers who are
being sorely pressed by the recent rise in interest rates on state and
local government bonds, may I say that it is most important that the
issues involved in the municipal finance features of this legislation
be resolved -- one way or another -~ as soon as possible.

Thank you.
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APPENDIX A

NET PUBLIC AND PRIVATE DEBT IN THE U. 8.

FEDERAL STATE AND
END OF “ GOVERNMENT LOCAL

YEAR AND AGENCY GOVERNMENTS PRIVATE TOTAL

(Billions of Dollars)

1950 217.4 21.7 246.3 485.4
1955 229.6 40.2 391.6 661.4
1960 239.8 63.0 565.7 868.5
1965 266.4 ' 99.9 868.6 1234.9
1968+ 292.5 129.5 1103.8 1525.8

PERCENTAGE OF 1950

1950 100.0 © 100.0 100.0 100.0

1955 105.6 185.3 159.0 136.2

1960 110.3 290.3 229.7 178.9

- 1965 122,5 460.4 352.7 254.4

1968* 134.5 596.8 448.2 314.3
#*preliminary

Source: Economic Report of the President, January 1969, p. 296.

A)
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APPENDIX B

HIGH GRADE MUNICIPAL AND CORPORATE

BOND YIELDS
SELECTED DATES
STATE
AND LOCAL ,
YEARLY GOVERNMENTS CORPORATES
AVERAGE ‘Au! i
1945 1.07 2.62 40.8
1955 2.18 3.06 1.2
1963 3.06 4.26 7.8
1964 3.0 4.40 70.2
1965 3.16 4.49 . 70.3
1966 3.67 5.13 7.8
1967 374 5.51 67.9
1968 4.20 6.18 68.0
MONTHLY
AVERAGE
1969
Jan. 4.58 6.59 69.5
April 5.00 6.89 .. 72.6
July 5.60 7.08 79.1

SOURCE: Moody's, as reported in Federal Reserve Bulletins to July, 1969.
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APPENDIX C

ALL PIN@NCIAL ASSETS AND
STATE AND LOCAL GOVERNMENT OBLIGATIONS
- HELD BY INSTITUTIONAL INVESTORS
December 31, 1968
($ Billions) .

1) @
State

All and Local Column 2

Financial Government as X of

Assets Obligations Column 1
Buyers of Tax Exempts - Total 486.9 74,5 15.3
Commercial Banks 438.8 58.1 13.2
Non-Life Insurance Companies 48.1 16.4 a
. Non-Financial Corporations 352.3 2.9 0.8
‘Non-Buyers of Tax Exempts - Total 1388.1 6.9 0.5
U.S. Government 189.6 —— ——
State and Local Governments 113.9 3.6 3.2
Life Insurance Companies 182.4 3.0 1.6
Savings and Loan Associations 152.8 ——— —-
Private Pension Funds 94.7 —— ————
Mutual Savings Banks 71.2 2 0.3
Finance Companies 50.7 — -———
Investment Companies 47.3 ———— ————
Credit Unions 12.3 | ———— -
Rest of World* 120.9 .1 0.1

Memorandum

Households 1713.5 40,1 2.3

* Foreign persons, international agencies, agencies of foreifgn banks
.and U.S. Banks in possessions.

SOURCE: Federal Reserve Board, Federal Reserve Bulletin, May 1968, p. A-67.10
et seq. and May 1969, p. A-68, et seq. '
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‘ APPENDIX D

FINANCIAL ASSETS HELD BY INSTITUTIONS
1947, 1957, and 1967
($ Billions)

1967 as % of

1947 1957 1967 1947

Buyers of Tax-Exempts - Total 145.6 219.1 438,9 301.4

Commercial Banks 136.8 197.0 393.9 ' 287.9

Non-Life Insurance Companies 8.8 22,1 . 45.0 S11.4

Non-Buyers of Tax-Exempts - Total 303.6 608.0 1,277.4 420.8

Non~Financial Corporations 83.5 169.3 322.7 386.5

/L u.s. Government 80.9 1103  171.3 11,7

State and Local Governments 17.6 40.1 100.7 572,2

Life Insurance Companies 50.9 98.3 173.0 339.9

Savings and Loan Associations 11.7 48.1 143.8 1,229.1

Mutual Savings Banks 19.7 35.2 66.4 337.1

c;edit Unions .5 3.4 11.2 2,240.0

Private Pension Plans 3.1 22,4 86.9 2,803.2

Finance Companies 5.1 19.6 46.6 913.7

/2 Mutual Funde 1.4 8.7 4.7 3,192.9
/13 other _ 27.4 52.6

110.1 401.8

/1 Includes "monetary authorities"

N
N

Open~end investment companies only

S
(=]

Includes foreign and international agency holders of obligations of U.S. persons
and governments, plus brokers and dealers in gsecurities and agencies of foreign
banks

SOURCE: Federal Reserve System, Flow of Funds Accounts 1945-1967, February, 1968.
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081

HOLDINGS OF STATE AND LOCAL GOVERNMENT OBLIGATIONS
BY INDIVIDUALS AND INSTITUTIONS '
END OF SELECTED YEARS ~ 19¢ >-68
. ($ Billions)

1945 1950 1955 1960 1965 1966 1967 1968

TOTAL ' 15.5  25.7 4.8  68.7 100.0 105.9 117.5 124.9
Individuals : 7.2 9.6 18.6 28.7 37.2 40.6 40.8 40.1
Commercial Banks 4.1 81 12,7 17.6  38.5  40.2  50.0  S8.1
Non-Life Insurance Companies 0.2 1.1 4.2 8.1 1.4  12.1 - 13.7  16.6

' Non-Financial Corporations 03 ~ 05 1.2 2.4 3.6 T 5.1 2.9
.State and Local Governments 2.6 3.6 5. 7.2 5.0 6.6 4.1 3.6

" Life Insurance Companies ° 0.7 1.2 2.0 3.6 3.5 3.1 3.0 3.0
Mutual Savings Banks ' 0.1 0.1 0.6 0.7 0.3 0.3 0.2 0.2

Finance N.E.C. 0.3 0.4 0.3 0.4 0.5 0.6 0.6 0.6

SOURCE: Federal Reserve System, Flow of Funds Accounts 1945-67, and Bulletin, May 1969.
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Mr. Chairman, Members of the Senate Finance Committee: I am Elmer O,
Friday, State Senator from Florida.

I welcome the opportunity to come before you this morning to speak,
as Vice-Chairman of the Council of State Governments, on recommendations
and criticism as they relate to the state and municipal bond section of
the "Tax Reform Act of 1969", (H. R. 13270), The Council 18 a joint agency
of the fifty states established for the improvement of inter-state relations,
federal-state relations and the state executive, legislative and judicial functions.

The Council is opposed to the provisions of the bill which drastically
alter the tax treatment of municipal bonds. This alteration is wrong in
concept and goes far beyond any stated need to attain tax equality. The
structure of the bond market has already been disrupted by economic factors
and your contemplated action, and it may be many years before it again settles
down regardless of the acts taken by this committee and the United States
Senate as a whole,

On July 30th of this year the Wall Street Journal commented that this
was the worst single day in the market's history as far as tax exempt bonds
were concerned.

The communities of Florida, and the other 49 states, are in a time of
real financial crisis, and increasing bond interest rates foses a serious
threat to the fiscal ability to fulfill the needs of the people by our state
and local governments., The course of municipal bond interest rates this year
supports this opinion.

This congress and the agencies of this body have, over the past years,
come to a growing awareness of the condition of the health and economy of
this nation by pollution of its air and water. You, and the people of this

nation, are determined to wage war on this implacable foe of society, which
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spawns it. In Flér;da. as in the other states, the bulk of this danger
* springs from the dumping of raw sewage into our waters by our cities and
towns!! You, at the federal level, and we at the state level, have pointed
to these matters and said "Clean it up!" Now you would take away the only
financing available to them. Gentlemen, our citizens should, and would, rise
up in anger and despair. It is reliebly estimated that 60% or more of the
pollution in Florida's waters is done by the cities and communities of that
state, and I am advised through my associates in the Council of State Govern-
ments and the National Legislative Conference that this same condition prevails
in most other states of the nation. You have done much., But you have also,
and rightly so, pointed to the responsibility of the state and local govern-
ments in this field.
. I would now like to address my remarks to you regarding the effects
a bill such as H. R. 13279 would have on tﬁe state of Florida. Let me hasten
to add, however, that its adverse repercussions would be similar for all state
and local governments, and only the dollar figures for the affected govern-
mental services would vary. If any new means of taxation affecting these
securities 1s enacted, municipal bond interest rates will rise very signifi-
cantly, This will 'impair the ability of states to borrow mon;y. It will add
to the now overburdened tax-payers responsibility. You and I know full well
that it takes one and onme-half to two dollars sent to Washington to get one
dollar back., I believe the atatés would have to do one of three things to
accommodate: 1. Reduce the financing by bonds, but increase taxes to furnish
current financing and service; 2. Pay the increased interest costs, thus
greatly increasing the state debt and cost to tax~-payers; or 3. Reduce needed
and necessary services to the people,
Florida would have been deprived of such projects as the 9 million dollars

of bonding for the medical school at the University of South Florida... under
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the present system the bonding of this project barely squeaked through.

It would not have been possible to attain the Fort Pierce 5 million dollar
water and sewer project, the 13 million dollar Dade County school bond issue
and the 19 million dollar Hillsborough County bond issue. It would have
placed in serious jeopardy the St. Lucie County Beach Erosion Project and

it would place the 90 millfon dollar ctéy of Jacksonville sewer project in a
nearly impossible category.

The interest subsidy will be expensive to administer and could be used
to coerce local governmental units to turn even more to Washington, 1t the
rate of subsidy 1s high, local governments will be forced to abandon the
present system entirely. Bonds, Mr. Chairman, sre one of our most effective
capital outlay sources and we should not damage them. During this past year
ve have seen federal cut-off of programmed funds to the states -- federal
highway systems, and the present cut-bac'. »y this administration. Who is to
say that this new subsidy would not b¢ iped out by Executive Order?

Let me illustrate the effects of taxation om Florids. In 1968 we issued
585 million dollars worth of bonds with an average interest rate of 4 1/2
percent and an annual debt service of 4.5 million dollars, with an average
maturity per{od of twenty years. Had there been a tax on municipal bond
interest, the rates might have been as high as 6 1/2 percent. This means we
would have had to reduce our issuance by approximately 15 percent ... or to
put it another way, about 78 million dollars worth of'projects would not have
been built, To retire the 1968 debt of 585 million dollars will require 900
million dollars in principal and interest payments ... the same debt at 6 1/2
percent interest, principal and interest payments would be 1.06 billion dollars
over the life of the bonds, costing the taxpayers an additional 106 million
dollars. The other alternative would be to cut back on much needed projects

and services or to raise taxes. I am opposed to any further tax burden being

placed on the people.
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An analysis requested by your committee's staff and prepared by the staff
of the House-Senate Committee on Internal Revenue Taxation points that this
section of the bill "opens the way to complete repeal of the state and local
tax exemption,"

After House passage of this measure the municipal bond buyer's index
soared to a historical high of 6.02 percent, rising 11 points over the pre~
vious week. It has now climbed to 6.20'percent.

Reflecting the apathy and uncertainty of the market, the placement ratio
dropped to 60.9 percent.

8ince early July when the House opened hearings im the Ways and Means
Committee, new issues of local government "AA" rated bonds have risen by
about 70 points, while yields on similar corporate taxable bonds have risen
only 5 points.

I think, Members of this committee, it is quite elear that none of these
proposals are acceptable to the states. We cannot pay the higher taxes if
interest is taxed. It is difficult to finance needed projects from current
taxes. Most assuredly, we cannot cut back on necessary services to the people.
These services must be provided and they must be financed by bonds at reasonable
rates if the states are to be full partners in our federal system.

In en effort to get at a handful of taxpayers who invest heavily in
tax~exempt bonds and thus pay little or no tax, you wowld have damaged the
ability of local governments to finance their growing meeds without seeking
help from Washington.

Mr. Chairman, Members of the committee, I greatly .appreciate your affording

me the opportunity to be heard.
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NATIONAL INSTITUTE OF MUNICIPAI, LAW OFFICERS
839 - 17th Street, N.W.
Washington, D.C. 20006
Statement of Thomas M. O'Connor in Opposition to

H.R. 13270, Before the Senate Finance Committee,
September 24, 1969

SUMMARY

My name is Thomas M. O'Connor, City Attorney of San Francis-
co and President of the National Institute of Municipal Law Officers
(NIMLO) .

I have filed a statement on behalf of our association with the
Committee and I ask that it be made a part of the record. Within the
time alloted to me, I will summarize the points made in that state-
ment.

The National Institute of Municipal Law Officers composed of
1340 cities acting through their chief legal officer hereby reaffirm
their 1965 Resolution petitioning the Congress of the United States
to "reject all measures allowing direct or indirect taxation of mu-

nicipal bonds."
We submit that H.R. 13270 must be rejected for the following

reasons
(1) The Bill is unconstitutional because it violates
the constitutional doctrine of intergovernmental immunity

enunciated in McCulloch v. Maryland. A specific application

of this doctrine resulted in a recognition in Pollock v.

Farmers' Loan & Trust Co. of the immunity of the interest of

state and municipal bonds from federal income taxation.

(a) The Pollock decision rests on the constitutional
repugnance to any attempt by one level of government

to interfere with another level of government's exercise
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of its sovereign power.
(b) The power to borrow is an essential power of
government and any attempt to impose a clog on this
power is unconstitutional.
(2) The Supreme Court has never retreated from the Pollock
decision. '

(a) Hale v. Iowa State Board (1937), by Cardozo, J.

"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."
(b) Helvering v. Gerhardt (1938), by Stone, J.

In Helvering v. Gerhardt, 304 U.S. 405, 417 (1938),
the Court said that State immunity has been sus-
tained where the attempt was "to tax income re-
ceived by a private investor from state bonds, and
thus threaten impairment of the borrowing power of
the state (Pollock v. Farmers' Loan & T. Co. **#*).,"

(c) James v. Dravo Contracting Co. (1937), by Hughes, J.

"That doctrine recognizes the direct effect of a
tax which 'would operate on the power to borrow
before it is exercised' (Pollock v, Farmers' Loan
& Trust Co., supra), and which would directly af-
fect the government's obiigation as a continuing
security. Vital considerations are there involved,
respecting the permanent relations of the govern-
ment to investors in its securites and its ability
to maintain its credit #*##. "

(d) First Agr. Nat. Bank v. State Tax Commission (1938),
by Black, J.

reapplied the principle of McCulloch underlying
Pollock.

(3) Adoption of the Sixteenth Amendment did not have any im-

pact on the Pollock decision holding municipal bonds tax exempt.
(a) The legislative history of the Amendment discloses
that Congress had no intention to change the Pollock rule

on municipal bond exemption.
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{(b) The Supreme Court's interpretations of the Six-
teenth Amendment demonstrate that it did not grant the

federal government the power to tax municipal bonds.
(1) Brushaber v. Union Pacific Pacific Railroad

Company
(2) stanton v. Baltic Mining Co.

(3) Peck and Company v. Lowe
»* (4) Eisner v. Macomber

(4) United States v. Atlas Life Insurance Co., contrary to

statement made to this Committee by the Treasury, does not sup-
»

port the constitutionality of the allocation of personal de-

ductions provision of H.R. 13270.
(1) Atlas involved only the taxation of insurance com-

panies which are recognized to be unique; it did not in-

volve individuals.
(2) Atlas involved an allocation of income; it did not

involve an allocation of deductions by individuals.
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NATIONAL INSTITUTE OF MUNICIPAL LAW OFFICERS
839 - 17th Street, N.W.
Washington, D.C. 20006

Statement of Thomas M, O'Connor in Opposition to

H.R. 13270, Before the Senate Finance Committee,
September 24, 1969

My name is Thomas M. O'Connor. I am the cigy Attorney
of the City of San Francisco, California, and President of the
National Institute of Municipal Law Officers.

I appear here today to oppose the unconstitutional pro-
posal to impose a federal tax on the income derived from state and
municipal bonds.

The National Institute of Municipal Law Officers is an
association of 1,340 of the largest cities located in all the
states, acting through the heads of their legal &epartments, the
city attorney. These city attorneys and their more than 5,000
assistants participate actively in our organization's -work. In
Washington, D.C. we maintain a national headquarters, whizh we
utilize as a clearing house for municipal legal informatior and
from which we send out publications on current developments in the
field of municipal law. We also carry out extensive research in
this field. Our primary reason for existence is to keep attorneys
for cit.:s informed of what other cities have done, are doing, and
plan to do, in the legal field, so as to increase the information
resources of our member municipalities manyfold. All of our ser-
vices are supported entirely by appropriations from the tax funds

of cities.
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In 1965, the National Institute of Municipal Law Officers
resolved as follows:

URGING RECIPROCITY OF TAX IMMUNITY BETWEEN

FEDERAL AND MUNICIPAL BONDS AND SECURITIES

(Adopted at Annual Conference October 14, 1965)

WHEREAS, the exemption of municipal bond interest
from federal income taxation is critically important in
enabling the cities to discharge their mounting burden
of responsibility at the lowest cost, and

WHEREAS, suggestion has been made that indirect fed-
eral taxation of municipal bond interest be sanctioned
by disallowance of a prorated portion of otherwise allow-
able expense deductions of investors who receive part of
their income from municipal bond interest, and

WHEREAS, by Revised Statutes (Section 3701) Congress
has expressly prohibited such indirect taxation of fed-
eral bond interest by the states and cities, and

WHEREAS, the exemption of public securities - federal
obligations from state and local taxes and state and lo-
cal obligations from federal taxes - has traditionally
been and of right ought to be reciprocal,

NOW, THEREFORE BE IT RESOLVED by the National Insti-
tute of Municipal Law Officers that the Congress of the
United States is urgently petitioned to reject all mea-
sures allowing direct or indirect taxation of municipal
bonds.

We submit that both the minimum tax and allocation of de-
duction proposals impose an unconstitutional tax upon political
subdivisions of the states. No matter how explained and no matter
how clothed in bureaucratic double talk, the legal effect of these
proposals is crystal clear. Both proposals clearly violate the Con-
stitution of the United States by violating the constitutional doc-
trine of intergovernmental immunity.

Furthermore, I submit that no time could be more un-
timely for the Federal government to attempt to impose such a new
and devastating financial burden upon city taxpayers. As it is
city tax rates are enormously high. This Bill would cause them to

skyrocket. Every Senator who votes for this Bill will be voting to



increase city tax rates in nearly every city of his state. The
economic experts have estimated that a rise of $300,000,000 in the
borrowing costs to state and local governments over the past four
months is traceable to the mere threat that the Senate would enacﬁ
the proposals taxing municipal bond interest which were passed by
the House, However, I will not dwell upon the crippling economic
impact which H.R. 13270 would have on local governments since it
is my understanding that evidence showing the direct economic
burden of the proﬁosals will be presented to this Committee by
other witnesses. My remarks will be limited to a demonstration
that the proposals violate the basic constitutional principles
underlying our dual sovereignty form of government.

In considering any legal or constitutional 1s§ue it is
essential that it be studied in historical perspective. I there~
fore start with the founding of our Nation and the principles
agreed upon and written into our great constitutional charter as
they are so clearly stated by Chief Justice Marshall in the fa-
mous case of McCulloch v. Maryland, 4 Wheat. 316 (1819). There,

during the very infancy of our Country, the basis for the doc-
trine of reciprocal sovereign immunity was enunciated in clear
and unmistakable language as the keystone for our federal

system of government. This doctrine has stood as a rock of Gi-
braltar against the interference, through taxation, by one leyel
of government with the exercise of essential sovereign powers by
another level of government. Indeed, just last year the Supreme
Court reapplied the doctrine of the McCulloch decision when it
struck down an attempt by the state of Massachusetts to impose a
sales and use tax on a national bank in First Nat, Agr. Bank v.
State Tax Commission, 88 Sup. Ct. 2173 (1968).
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With this reference to the McCulloch case, we come now
to the famous Pollock case, 158 U.S. 601 (1895). In Pollock, a
specific application of the constitutional doctrine of inter-
governmental immunity resulted in a recognition of the immunity
of the interest on local government bonds from Federal income tax-
ation. The Supreme Court has never retreated from this position.

The Pollock case involved threa issues: -- (a) the power
of the Federal Government to levy an income tax without apportion-
ment on income from the source of professions or businesses, (b)
the power of the Federal Government to levy an income tax without
apportionment on income from the source of real or personal property,
and (c) the bower of the Federal Government to levy an income tax
on the interest on state and local obligations. The first two ques~
tions involved interpretation of Article 1, section 2, clause 3
of the Constitution, which provides that direct taxes shall be ap-
portioned among the several ftates according to population. It was
finally decided that apportionment was necessary for a tax on in-
come derived from the source of real and personal property, but not
on income from the source of businesses and professions. This
part of the decision led to the adoption of the Sixteenth Amend-
ment permitting a non-apportioned income tax.

The third question, involving the Federal power to tax State
and municipal obligations, however, did not concern the manner of
levying the tax; it involved no determination as to whether the
tax was direct or indirect, from what source it was derived, and
whether apportionment was necessary. In the case of a tax on State
and municipal obligations, the question was one of power or ab-

sence of power to levy the tax at all, whether with or without
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apportionment. On this third point, the Chief Justice said:
"We have unanimously held in this case that so far as
this law operates on the receipts from municipal bonds,
it cannot be sustained, because it is a tax on the power
of the states, and on their instrumentalities to borrow
money and consequently repugnant to the Constitution."
The Supreme Court has often been confronted with pro-
posed extensions of the basic doctrine of reciprocal immunity of
State and Federal Governments from taxation, each by the other.
Some of these extensions it has sanctioned. Some it has rejected.
But the Court has never once wavered from the simple proposition
that the Federal Government lacks the power to impose a tax upon
State and municipal obligations.
The reasoning of all the Justices on this point in the
Pollock case was well expressed by Mr. Justice Cardozo for the

Court in Hale v. Iowa State Board, 302 U.S. 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 con-
demned in McCulloch v. Maryland."

Similarly, Mr, Justice Stone, in Helvering v. Gerhardt,

304 U.S. 405, 417 (1938), said that State immunity has been sus-
tained 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 & T. CO., ***),"

It will be seen, therefore, that the decision in the
Pollock case on this point rested upon the conclusion of the Court
that a tax on State and municipal bond interest threatens a destruc-
tive burden on the exercise of the borrowing power of the States and
their agencies. This was a conclusion of fgct. The Court took judi-

cial notice of what appeared to it an undeniable fact.
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Throughout the three-quarters of a century during which the
Pollock doctrine has remained in force and been relied upon by State and
local governments and investors in their securities, this factual basis
of the Court's opinion was never questioned -- it was considered un-
questionable.

In James v. Dravo Contracting Co., 302 U.S. 134, 153, the Court
reasserted the Pollock rule in the following words:

"That doctrine recognizes the direct effect of a

tax which 'would operate on the power to borrow
before it is exercised' (Pollock v. Parmers' Loan

& Trust Co., supra), and which would directly aZ-
fect the government's obligation as a continuing

security. Vital considerations are there involved,
respecting the permanent relations of the govern-
ment to investors in its securities and its ability
to maintain its credit ##+. "
Adoption of the Sixteenth Amendment had no impact
on the portion of the Pollock decision which held that the interest
on State and municipal bonds was immune from federal taxation. This
conclusion is supported by both the legislative history of thé
Amendment and the case law interpreting it.
To allay the fears of those who believed that adoption
of tha Sixteenth Amendment would permit the federal government to
impose a tax on the interest of State and local government bonds,
Senator Borah of Idaho made the following statement on the floor
of the United States Senate on February 10, 1910:
"The amendment did not de:¢l, does not purport to deal
and was not intended to de:l with the question of power
« « » to construe the proposed amendment so as to enable
us to tax the instrumentclities of the state would do
violence to the rules laid down by the Supreme Court for
a hundred years, wrench the whole Constitution from its
harmonious proportions and destroy the object and pur-

pose for which the whole instrument was framed." 45 Cong.
Rec. 1698,
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On February 23, 1910, Senator Brown, the sponsor of the
Senatu Joint Resolution which eventually became the Sixteenth
Amendment, stated:

", « . the proposed amendment will not authorize any
additional burden on the several states in the exer-
cige of their sovereign rights guaranteed by the Con-
stitution as it exists today.”

And to ovidence his desire to overcome only the part of the Pollock
decision which dealt with apportionment, he repeated:

"The proposed amendment has a single purpose and that
is to confer on Congress the undoubted power to tax
incomes directly without regard to apportionment."”

Later, even more pointedly, he said:

"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 conceded by all that the Government cannot
under the present Constitution tax state securities or
state instrumentalities. Nor can the State lay its
taxing finger on Federal bonds or Federal agencies.
Each is beyond the reach of the other as far as tax-
ation is concerned. The proposed amendment in no sense
seeks nor can it reasonably be argued to suggest any
change in the independent or sovereign rights of eithexr
sovereignty as enjoyed and defined by the courts ever
gigce t?e Government was organized." 45 Cong. Rec.
245-2247.

Shortly afterwards Senator Elihu Root of New York stated that:
"The objection made to the amendment is that this will
confer upon the National Government the power to tax
incomes derived from bonds issued by the states or under
the authority of the States and will place the borrow-
ing capacity of the State and its governmental agencies
at the mercy of the Pederal taxing power. I do not find
in the amendment any such meaning or effect." 45 Cong.
Rec. 2539,

What clearer expositions of the true sense of the Six-

teenth Amendment could be desired? Particﬁlarly significant, more-

over, is the fact that in the entire Congressional congideration

and debates there is not the slightest suggestion of a contrary
opinion. The judgment of the contemporaries of that day could not
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have been more overvwhelmingly convincing as to the application of
the Sixteenth Amendment.

Good faith with the.states clearly dictates that since
the states ratified the Amendment to aid the Federalvqovernment
in financing itself on such a clearly expressed understanding, the
Federal government should not now attempt to violate the under-
standing. The nearly sixty years which have elapsed have not eradi-
cated the record of the understanding. It is recorded in such un-
mistakable language that none can misunderstand.

Assuming that the advocates of the proposals now before
this Committee are unwilling to accept the legislative background
set forth above as conclusive -- although we believe it is -~ I
now examine several of the decisions of the Supreme Court of the
United States since the adoption of the Sixteenth Amendment in
1913, Those cases firmly establish that the Sixteenth Amendment
did not confer upon the Federal government the power to tax city
and state bonds which it concededly did not have before this
Amendment went into effect.

The first case coming before the Supreme Court following
the adoption of the Sixteenth Amendment involving its interpreta-

tion and construction was Brushaber v. Union Pacific Railroad Com-

pany, 240 U.S. 1 (1916). In this case the Court held that the
amendment did not extend the Federal taxing power to new subjects,
but merely eliminated the necessity for apportioning direct taxes
upon income derived from property. )

Following the Brushaber case were other decisions which pointed
out with equal clarity the fact that the "provisions of the Six-
teenth Amendment conferred no new power of taxation" but merely re-

moved all occasion for an apportionment among the states of taxes
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laid upon income. Stanton v, Baltic Mining Company, 240 U.S. 103

(1916) , Peck and Company v. Lowe, 247 U.S. 165 (1918), and Eisnez v.
Macomber, 252 U.S. 189 (1920), all repeat the view that the Amend-
ment did not go any further than the decision expressed in the
Brushaber case.

In view of the foregoing it is readily understandable
why the Administration, in its testimony before the Senate Fi-
nance Committee, readily admitted that the inclusion of munici-
pal bond interest, in a minimum tax calculation posed a grave
constitutional question. In fact, when pressed, Secretary Kennedy
stated flatly that such a tax would be unconstitutional.

However, with regard to the allocation of personal de-
ductions, the Treasury representatives attempted to convince
the Senate Finance Committee that this proposal raised no consti-
tutional questlion. As support for their conclusion, they cited the

Committee to the case of United States v. Atlas Life Insurance

Company, 381 U.S. 233 (1965). This reliance on the Atlas case,
however, is clearly misplaced. Atlas did not involve individuals,
it involved insurance companies and Atlas did not involve the
allocation of deductions, it involved the allocation of income.
The problems involved in the taxation of an insurance
company are so different from those involved in the taxation of
individuals that a case involving one is of little or no pre-
cedential value in a case involving the other. The equitable
taxation of an insurance company has always been a troublesome
problem for Congress and has resulted in Congress adopting a
whole series of special statutory provisions applicable to only
insurance companies. Part of the difficulty is caused by the fact

that an insurance company is required by law to set aside a very
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high percentage of its income. This reserve or policyholders'
share is allowed as a deduction for purposes of company income
taxes. The federal government itself, in its brief to the Supreme’
Court in the Atlas case recognized the sui generis nature of the
taxation of insurance companies. Thus on page 30 of its brief the
government stated that "the policyholders' reserve of a life in-
surance company is unique." '

The Insurance Tax Act which was in guestion in the
Atlas case required insurance companies to divide each type of
income which it received into a policyhofher's share (reserve)
and a company share (company'a‘income) according to the per-
centage of total income which was allocated to each.

It was the allocation of income contained in the In-
surance Act and that allocation alone which the Supreme Court
held not to impose a constitutionally impermissible tax on mu-
nicipal bond interest income. The Court's decision was based on
its belisef that to allow insurance companies an arbitrary assign-
ment of tax exempt income to the company share of income would
bestow a benefit on insurance companies which is not required by
the doctrine of intergovernmental immunity.

CONCLUSION

For reasons of both constitutional law and sound public
policy we urge this Committee to reject those provisions of
H.R. 13270 which would unconstitutionally impose a clog on the
borrowing power of the states and their Political subdivisions.,

~10~
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SUMMARY OF THE PRINCIPAL POINTS OF THE TESTIMONY
OF WILLIAM E. SIMON ON BEHALF OF THE INVESTMENT
BANKERS ASSOCIATION BEFORE THE SENATE FINANCE
COMMITTEE ON H.R. 13270

September 24, 1969

1. Impairment of the income tax exemption of state and municipal bonds will
drastically increase the cost of future local government financing.

2, A Pederal tax aimed at investors in municipal bonds will be passed along
to the average taxpayer and especially homeowners in the form of higher local
taxes,

3. The market for municipal bonds has become almost completely demoralized
and many local governments have been unsble to issue their bonds at rates within
the maximum limits fixed by law, as a result of investor reaction to House
passage of H.R. 13270, and specifically to Section 301 (the limit on tax pref-
erences) and Section 302 (allocation of deductions).

4. The mere threat of the proposed change of status has already raised muni-
cipal bond interest rates by at least % of 1% to a full 1%.

5. The allocation of deductions would affect many more taxpayers than would
the limit on tax preferences. Under either of these proposals, the states and
their municipalities will pay far more in interest costs than the Treasury will
ever gain in revenue.

6. The proposed breaching of the tay exemption on outstanding state and local
bonds is in effect a capital levy in that it causes a major reduction in the
market value of outstanding bonds. More serious from the viewpoint of the state
and local governments, this breach of what was believed to be a constitutional
exemption will permanently deter many investors from buying munfcipal bonds.

7. The House plan for a Federa) subsidy to state and local governments issuing
taxable bonds would put state and local borrowing into direct competition with
bonds of the Federal Government and its agencies, with private industry borrowing,
and with mortgages. This, in turn, would likely bring about an across-the-board
rise of 3/4 of 1% in the level of interest rates on taxable securities, both
those of the Federal Government and those of private industry. This escalation
of interest rates would hit first and hardest at the already depressed home
mortgage market.

8. Results of a comprehensive survey of institutional investors conducted by
D-. Saliy S. Ronk, not2d authority on the flow of funds in the financial markets,
show that the Treasury would lose $121 million on each year's wunicipal financing
i% tax exempt issues were replaced by taxable issues. As previously indicated,
the shifting of municipal bond financing to the taxable market would cause long-
term interest rates to rise at least 3/4 of 1% above what they would otherwise be.
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Statement by the Investmeat Bankers Association
Before the
Senate Finance Committee
on the Subject of Tax Treatment of State and Local Bond Interest
September 24, 1969

My name is William E. Simon, and I am chairman of the Municipal Securities
Committee of the Investment Bankers Association of America.

Our complete statement has been sent to your Committce staff, and we request
that it be made a part of the record. With your permission, I shall now summarize
that statement.

I am authorized to represent the 600 ianvestment firms and banks, members of
our Association, who underwrite and make secondary markets for bonds of the fifty
states and their counties, municipalities and special districts. We are deeply
concerned about the fmplications of the current proposals for indirect taxation
of the interest paid on bonds of state and local governments.

We expect to contiave to serve as bankers for these states and municipalities,
whether their bonds are wholly exempt from income taxation, wholly taxable or
partially taxable. 4ccordingly, we can be objective in appraising the effects of
the dispute about tax exemption and tax equity.

Nevertheless, we feel a heavy responsibility to offer you our opinion as to
the market effect of the proposed infringement of the existing tax exemption.
This market effect is vitally important to the states, because they must have the
continued confidence and support of investors in order to obtain the huge sums of
capital needed for public projects.

To the degree that investment interest is alienated, state and local govern-
ments will pay more than necessary for their future borrowing. That added cost
can be met only by raising the rates of income and sales and local property taxes.
Thus the Federal tax aimed at investors in municipal bonds will be passed along

to the average taxpayer and ospecially to homeowners.
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In our testimony before the House Ways and Means Committee on March 1lth,
we warned that any impairment of the income tax exemption of state and
sunicipal tonds would drastically increase the cost of future local government
financing.

This prediction has been fully realized in the cumulative reaction of
investors to H.R.13270, and specifically to Section 301 (the 1imit on tax
preferences) and Section 302 (allocation of deductions). By late August, the
market for municipal bonds had become almost completely demoralized. Many
local goveraments were unable to issue their bonds at rates within the maximum
limits fixed by their controlling state finance laws. It was difficult to get
realistic bids for municipal bonds which investors wanted to sell.

During the twenty-five yesrs 1944-1968 state and local governments had
been able to borrow capital funds at tax exempt rates averaging about two-
thirds of the interest cost of long term taxable bonds issued by private
corporations of comparable security quality. This interest cost relationship
held at about 70% despite the rapid increase of total state and local borrowing
fom $11 billion in 1966 to more than $16 billion in 1968. '

In the first eight months of 1969, the amount of new municipal bond issues
was 25% less than in the same months of 1968; this meant that the underwriting
and distribution load was $2.5 billion lighter. Yet, the interest rate spread
between "tax exempt" and taxable bond fssues has narrowed significantly. Instead
of the long-prevailing 65-70% of taxable rates, bond issues offered in late
August by state and local governments bore interest rates approximating 80-85%
of those on comprrable quality new issues of private corporations. Some part of
this rise in the exempt/taxable ratfo has been caused by the progressive increase
in the intonuty of credit restraint affecting especially the commercial banks'

ability toc buy municipals. But very similar monetary conditions governed banking
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in the Summer and Fall of 1966; in fact, at that time, commexcial banks sold
municipal bonds out of their portfolios in greater volume than in 1969, New
issue volume was comparable. Yet the ratio of tax exempt to taxable borrowing
costs, using the same indices for comparison, in 1966 did not rise above 75%,
and was 75% only for a single month. In comparison with 1969's higher ratio,
the remaining 7 or more percentage points easily represent a minimum of a half
of 1% per annum of added local govermment borrowing cost attributable to the
threat that municipal bond interest will be partially taxed.

And this higher cost relationship is obviously only anticipatory. The
actual enactment of legislation assessing Federal ircome tax in relation to
ownership of state and municipal bonds, in our opinion would further increase
the interest penalty on local government.

We believe that if the treatmeat of municfpal bond interest proposed in
H.R.13270 is enacted into law, {nvestors will want "tax ex2mpt" rates closer to
taxable rates than anything we have seen to date. From the minimum of 1/2 of 1%
already indicated, we fear that the resulting penalty on municipal bond costs
could easily rise to a full 1% or more, at current levels cf long-term interest
rates.

Even if the threat is limited to allocation of deductions, investors must
conclude that the wall of reciprocal sovereignty has been breached, and their
psychological reaction would surely exceed the actual reduction in the income
value of tax exemption. If the rules of the game can be changed in relation to
outstanding bonds, investors will demand a margin of protection against further
deterioration.

The allocation of deductions would affect many more taxpayers than would
the 1imit on tax preferences, and the definition recommendad by the Treasury is
much harsher than that in H.R.13270, in that the full amount of interest on
municipal bonds, both outstanding and future issues, would immediately be a

factor in the allocation of deductions.
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Furthermore, commercial banks and other inetitutional investors would have
to infer that the allocation formule with some modification could easily be
extended to them; and that prospect would be absolutely catastrophic to the market
for municipal bond issues, because of its prime dependence on bank support.
Hundreds of small commercial banks, heavily invested in municipal bonds, should
not be subjected to the possibly serious capitsl consequences of tax-imposed
further depreciation of their portfolios.

In testifying before this Committee on September 4th, the Treasury disclosed
the estimate that the inclusion of municipal bond interest in the base for allo-
cation of deductions, according to its proposed formula, would yield revenue of
only $45 million a year.

We submit that this estimate proves our contention that {f this indirect

tax is imposed, the states and their municipalities will pay far more in interest
costs than th~ Treasury will ever gain in revenue. On the basis of a presently

indicated boi.. vate i-crease of 1/2 of 1% per annum, impairment of the tax

fomunity of v .cipal bund interest would impose an adied cost of $75,000,000 a
year extra on Lu¢ $15 billion of state and local borrowirg which is the minimum
annual amsuat nicessary to maintain the present rate of construction of public
projucts, Whercas the tax yield to the Treasury would grow very slowly &t the
rate of a few million dollars a year, the cost to the states and their agencies
would mount rapidly. Withia five years, their cost would be in excess of $300 mil-
lion a year, or abou: Live times the Treasury's annual revenue estimated by pro-
Jecting the $45 million figure.

The initial reaction of investors to the tax proposals affecting state and
municipal debt was one of incredulity that Congress would or could legislate such
a drastic change in the mutually sovereign relations of the state governments and
the Federal Government, established by the Constitution as hitherto interpreted
by the Supreme Court of the United States. Particularly incredible was the

proposal that the interest on outstanding bonds be included in the computation
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of tax liability; because investors had believed that the interest rate advantage
obtained by offering tax exemption was in effect a contract consideration assuring
them of exemption throughout the terms of their loans. Putting it another way,
the iavestor who accepted an interest rate which was 70% of a comparsble taxable
rate, in effect is paying a 30% tax on the higher gross incoms which he might have
had.

The sudden breaching of this long standing exemption, even though it may be
indirect through the related penalty of reducing allowed deductions, is in effect
a capital levy in that it causes a major reduction in the market value of out-
standing bonds. For exemple, on a 3 1/4% bond such as could have been issued
four years ago with an original maturity of thirty years, the inflation which
has affected all fixed {ncome securities would already have lopped off in market
value at least one-third of the face value of the bond; and now the threat to tax
the interest has reduced the market value by another 8 or 10 points to a net of
about $56 per $100 of original loan value.

More serfous from the viewpoint of the state and local governments, this
breach of what was believed to be a Constitutional exemption will permanently
deter many investors from b\;yiug municipal bonds. The acceptance of state and
local government bonds is based on belief in the good faith of government at all
levels.

The Treasury understandsbly opposes the House plan for a Federal subsidy
to compensate the states for their added cost if they will voluntarily convert
their financing to fully taxsble form. Such a conversion, if corprehensive,
would put state and local borrowing into direct competition with bonds of the
Federal Covernment snd its agencies, with private industry borrowing, and with
mortgages. In sum, the effect of the carrot and stick campaign to drive local
government out of the tex exempt form of financing would be a broad rise in the
level of interest rates on taxable securities, both those of the Federal Govera-

ment and those of private industry.
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A comprehensive study of institutional investors conducted by Dr. Sally S.

Ronk, well known as an suthority on the flows of funds in the capital markets,
shows that the participants in the study expect an across-the-board incresse of
3/4 of 1% on all long-term fixed incoms investmeats, and it could well be more.
The resulting annual cost to the Treasury is estimated at $121 million.

The mortgage market espacially would be further diminished, as state and
local pension funds diverted their buying power from mortgages to the bonds of
their own municipalities. In our opinion, total demand for long-term fixed income
securities would be lessened, becauss only tax exempt bonds can compete with
equities for investment favor.

The shift of municipal borrowing to taxable form would involve s tremendous
reshuffling of the market in regard to underwriting and sales procedures, and
investor groups. Nor should it be assumed that the states and their subdivisions
could compete on equal rate terms with high quality private corporation securities.
Private corporations can offer an equity interest in additfon to higher interest
rates, wvhile municipalities have nothing but interest rate to overcome investor
reluctance - no equity, no convertibility, no warrants.

To us it is inconceivable that at a moment of unprecedented rutuin;: on
money supply, when the bond markets are already close to disorder, en attempt is
made to revolutionize the status of municipal bonds for the sske of getting at a
handful of presumed tax avoiders, who if they ever did invest in municipal bonds
must wish most heartily that they had not.

Conclusion

We respectfully urge upon this Cowmittee that interest paid on state and
municipal bonds should be exempted from both the limit on tax preferences and the
allocation of deductions. In our opinion, the fudirect taxation proposed in
H.R.13270 would cost the states much more than it would yield {n revenuc to the
Treasury. This would mean s heavier tax burden falling mainly gn the mtddle-income
homeowner. The efficiency of the municipal bond market sust be preserved if we are
to supply the capital requirements of the states and their political subdivisions.

That market cannot function efficiently if it is to be harassed by complex appli-
cations of indirect taxation of munfcipal bond {nterest.
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Statement by the Investment Bankers Associstion
Before the
Senate ‘Finance Committee
on the Subject of Tax Treatment of State and Local Bond Interest
September 24, 1969

My name is William B, Simon, and I am Chairman of the Municipsl Securities
Committee of the Investment Bankers Assccistion of America. In order to answer
any questions you may have, I am accompanied by l'evcrll associstes experienced
in this area.

1 am authorized to represent the more than 600 investment firms and banks,
members of our Associstion, who undervrite and make secondary markets for bonds
of the fifty states and their counties, municipalities and special districts.

Many of our member firms have participaced in this finsncirg for fifty years,
In light of that experience, we are deeply concerncd a»ost the wider implications
of the current proposals for indirect taxation of the interest paid on bonds
of state and local governments.

We expect to continue to serve as bankers for these states and municipali-
ties, vhether the interest on their bonds is wholly exempt from income taxstion,
wholly taxable or partially taxable. Accordingly, we can be reasonably objective
in sppraising the capital market and economic effects of the tax reform proposals
embodied in H. R, 13270 insofar as they relste to state and municipal bonds,
These comprise (1) the limited tax preferences proposal, (2) the allocation of
deductions proposal, and (3) s Pederal subsidy in aid of municipal borrowing in
taxable form.

This proposed alternative financing method, which provides for the issuvance
of taxable state and municipal bonds with a Pederal subsidy to the issuer of
between 25% and 40% of the interest, represents an attempt to fnduce state and
local governments to convert their financing to taxable form, voluntarily sur-
rendering tax exemntion,

We shall deal in detail with the wider economic and merket implications of

all three of these proposals today.
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THE_CONSTITUTTIONAL QUESTION

Differing opinions are expressed as to whether tax exemption is implied by
the Constitutiun as a part of reciprocal immunity in the Federal-state relation-
ship. There is no doubt, however, that the origin of tax exemption is Constitu-
tional, and that it was placed in the first Revenue Act following the adoption
of the 16th Amendwent because the Congress then believed that the Constitution
required this provision,

Because of this history and background it is improper to bracket consideration
of tax-exempt bond interest with those other exclusions and deductions which
Congress has adopted from time to time in order to stimulate certain types of
economic or social activity, or with those provisions of the Code which have
inadvertently created "loopholes,” Nevertheless, much of this year's discussion
has linked municipal bond financing in the public's mind with these other devices,
and we believe quite unfairly,

RECENT MARKET DEVELOPMENTS: THE IMPACT OF TAX REFORM

The year 1969 has been a difficult one for the municipal market, Measured
by Moody's Aa municipals, the average yield has risen from 4.60% in January
to 5.93% at the end of August. )

During the twenty-five years 1944-1968, state and local governments had
been able to borrow capital funds at tax exempt rates averaging about two-thirds
of the ianterest cost of long term taxable bonds issued by private corporations
of comparable security quality, This interest cost relationship held at about
70% despite the rapid increase of total state and local borrowing from $11 dillion

in 1966 to wore than $16 bfllion in 1968,
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In the first eight months of 1969, the amount of new municipal bond issues
was 25% less than in the same months of 1968; this meant that the underwriting
and distribution load was $2.5 billion lighter, Yet, the interest rate spread
between "tax exempt" and taxable bond issues has narrowed significantly, Instead
of the long-prevailing 65-70% of taxable rates, bond issuee offered in late
August by state and local governments bore interest rates approximating 80-85%
of those on comparable quality new issues of private corporations., Some part
of this rise in the exempt/taxable ratio has been caused by the progressive increase
in the intensity of credit restraint affecting especially the commercial banks'
ability to buy municipals, But let us look at very similar monetary conditions
governing banking in the Summer and Fall of 1966, At that time, commercial banks
sold municipal bonds out of their portfolios in greater volume than in 1969,

New issue volume vas comparable, Yet the ratio of tax exempt to taxable borrowing
costs, using the same indices for compsrison, in 1966 did not rise above 75%,

and then only for a single month, In 1969's higher ratio, by 7 or more percentage
points, easily represents, at today's level of interest rates, a half of 1 per cent
per annum of added local government borrowing cost attributable to the threat

that municipal bond interest will be partially taxed.

As a result of the disclosure in late July by the House Ways and Means Com-
mittee of its intention to apply both the limit on tax preferences and the allocs~-
tion formula to tax exempt bonds, it was necessary to restructure and reword
notices of sale, underwriting agreements, and legal opinions in order to put
prospective investors on notice that tax exemption is threatensd. Both individual
and {astitutional investors have shown sharply diminished confidence in the

municipal market because of these changes and the uncertainty thus created,
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Some dealers and at least one bank announced their intention to withdraw
from bidding on new municipal fssues until their tex status was clarified. The
new issue budding on Tuesday, July 29th revesled unmistakably that the municipal
market was on the brink of chaos, The $65.0 million "Asa" rated State of Ohio
1ssue was sold to the winning bidders at 5.94% net interest cogt, an increase
of nearly ¥ of 1% over that which would have prevailed only two weeks earlier.
The second bid vepresented nearly § of 1% higher net interest cost over the
£irst bid, an unthinkeble bidding spread in any normal market. On that same day
two cities, Chicsgo, Illinois, and Newark, New Jersey, were able to secure only
one bid each. No bid at all was received for the $7.4 million Bastern Kentucky
University issue. The municipal market, which has continued to function, although
vith understandably reduced efficiency under the tightest money conditions ever
vitnessed in modern times, was on the verge of collapse directly owing to the
tax proposals under consideration by the House Ways and Means Committes,

We think it likely that these proposals, if enacted into law, could cost
states and local governments a minimum of 1% per year additionsl interest on
their "tax-exempt" financing, That means an increased financing cost of at least
$150 million per year, all of which hard pressed states and municipalities will
be forced to raise from taxpayers already groaning under the burden of state,
local, and Pederal taxaticn,

TRD TAX PREFERENCES IMDIVY INCOME PROPOSAL

As ve stated before the House Ways and Mesns Committee ou Msrch 1lith, the
inclusion of the interest on state and local government obligations in gross
income, for purposes of computing s limit on tax preferences or s minimum income
tax, would do significant and lasting damage to existing and future state and
locel government bond markets, without achieving any apprecisble increase in
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tax equity, In view of the demonstrated gravity of the market consequences,
we fcel compelled to draw to the attention of your Committee the following
considerations,

Our confidence in the capability of the tax-exempt market to provide for
groving state and local capital needs is predicated on continuance of the present
unqualified tax exemption provided in Section 103 of the Revenue Code, for obli~-
gations of the states and their political subdivisions, The proposal for a
minimum {ncome tax comes to you under the name of "equity" and "fairness" in
the application of the individusl income tax. Bquity and fairness in taxation
are standards which we all support. In looking at tax exemptions, weight must
be given, however, to the policy and historical considerations upon which a
particular exemption is based, Furthermore, the question of the presumed grester
equity resulting from inclusion of interest on state and local bonds in the
expanded base for this proposed slternative tax computation must be weighed
against its adverse effect on the value of tsx exemption to state and local
governments in maintaining a preferred market for stste and local borrowing.

Individuals, together with trust departments of banks, and investment counsel
acting on their behalf, are important factors in the municipal market, although
annual additions to their holdings vary widely in samount. (See Exhibit 2) The
role of individusl investors on the municipal market increases in relative impor-
tance when the buying by banks and casualty insurance companies is veduced.

This phenomenon occurred in 1966 when individuals purchased 40% of net new issues,
There is no doubt that inclusion of tax-exempt interest in the alternative minimum
tax would significantly reduce municipal bond purchases on behalf of individuals,
Those unaffected by the initisl minimum tax would only wonder how soon the next

step in this direction would affect them,
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Undoubtedly there would be a legal test as to whether a law taxing interest
on state and municipal bonds would be Constitutional, Because of diversity of
legal opinion upon this poinf, no one could be certain of the outcome until a
decision was reached by the U. S, Supreme Court, If the Atlas Life Insurance
Company case 1is any ptecedent;, at least three years could elapse before a decision
by the U, S, Supreme Court. During that period, tax-exempt bonds through sheer
uncertainty and apprehension would sell at only slightly lower yields than taxable
securities of comparable quality, because the intermediste and long term market
would in effect have become a game of chance in which the few remaining buyers
were merely betting on the outcome of the litigation, Furthermore, some indi-
viduals would undoubtedly sell their holdings in fear of an unfavorable decision,

Banks and other institutional investors in tax exempts are fully awsre thst
a minimum tax applying to them was weighed by the House Ways and Means Committee
and eliminated at the last moment. Under these circumstances, they could only
assume that the next change in the tax law would directly attack the value of
tax excoption to them, Their natural reaction would be to reduce their purchases
sharply, and, if they bought at all, to confine their buying to the shortest
matyrities, Any municipal financing that could be done would probably be at
sharply higher interest rates, the cost of which would be borne by the general
taxpayers in the borrowing states and municipalities,

Putting this matter in proper perspective, tax exemption is not simply a
gift from the Federal Government to certain investors, It is a guid pro guo
for the acceptance of lower rates of return than the investor could obtain on
alternative investments, An investor in tax-exempt bonds has accepted close to
one-third less income than he could receive from taxable obligations - this is

what he has paid for the tax exemption, Thus in a very real sense, and certainly
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i terms of equity, the investor in tax-exempt bonds has already paid the
equivalent of a minimum income tax and has paid it in advance,

Por this reason especially, the application of either the limit on tax
preferences or the allocation of deductions to interest derived from outstanding
municipal bonds, creates a real shock wave for investor confidence,

In our opinion, there 1s no such thing as a limited exposure of municipal
bonds to Federal taxation, Either the interest 18 exempt or it is taxable to
the same degree as private corporation securities, If the U, S, Supreme Court
rules that Congress can impose a conditional tax based on the circumetances of
the bondholders, then investors must assume that some future Congress may go
all the way to direct taxation, See Appendix A for a detailed discussion of
the effects of the limit on tax preferences (minimum income tax) treatment of
tax exempt interest,

THE_ALLOCATION OF DEDUCTIONS PROPOSAL

The proposal for allocation of deductions, in theory would increase the
texes collected from taxable income rather than collect a tax on tax-exempt
bond interest. But as it would reduce the net mc;me value of such interest,
its effect actually would be that of an indirect tax on tax-exempt interest.
The allocation of deductions would hit many more taxpayers than would the limit
on tax preferences, Section 302 of H, R, 13270 provides that only tax-exempt
interest income received from obligations issued after July 12, 1969, be included,
and this inclusion is phased in over a ten-year period., In testimony before
this Committee, the Treasury has advocated that allocation be npblied retro-
actively to outstanding issues as well as future, and that the full amount of
interest received on municipal bonds would immediately be a. factor in the deter-

mination of tax liability.
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For either concept, the extent of the effect of allocation depends upon the
relationship of certain defined preference income to total income, applied to
the aggregate of allocable non<business deductions, The largor the relative
awount of such deductions, the greater the impact. A study of the effect of
allocation on typical investors (attached hereto as Appendix B) suggests that
allocation would reduce the net yield of tax-exempt iucome by 1/4 to 3/4 of 1%,
the average being about 1/2 of 1%, This vould mean that a 5 1/2% tax-exempt
yield would be worth only about 5% to the investor,

If tax-exempt income is made less attractive, -ot;e individual favestors will »
be persuaded to follow the present trend toward heavier concentration in common
stocks or other investments, With substantial losses already suffered in his
bond portfolio, an individual investor i{s certainly {n no mood to absorb this added
blow. As a result individual investors would require substantial leeway in
the fornm of grester yield on tax-exempts, as protection against changes in his
individusl exposure to allocation,

The application of allocation to tndividuals would raise serious questions
for institutionsl investors, particularly commercial banks, who must fear that
they might be next fu 1line for an extension of this proposal. It is well known
that H, R, 13270 at one point contained an extremely harsh provision applying
this proposal to commercial banks; and that this provision was deleted only at
the last moment, Given the banks' important position as buyers of tax-exempt
bonds, their warranted fears can be absolutely catastrophic to the market. ‘

The municipal market has already experienced the results of an allocation
arrangement, contained in the Life Insurance Tex Act of 1959. The Atlas Life P

Insurance Cowpany contested these provisions in litigation which lasted from
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May 1962 until May 1965. There was one victory along the way in the Circuit
Court of Appeals, but the Company finally lost in the U. §. Supreme Court.

The attached Exhibit 3 shows what actually happened to the life insurance
companies' share of the tax-exempt market during this period as the result of the
allocation of income formula, In 1961, state and local holdings of life insurance
companies were $3.9 billion or 3.07% of total assets, and acquisitions were
$506 million or 2.01% of total acquisitions, By 1968, municipsl holdings were
down to $3.2 billion or 1,69% of total assete, and acquisitions were down to
$278 willion or 0,58% of total acquisitions, The results speak for themselves.
The life insurance companies' sector of the municipal market was severely con-
stricted, Since 1962, 1ife insurance coopaniee have been net sellers of state
and local bonds in every single year, as shown in Bxhidbit 2,

Furthermore, many life insurance company acquisitions of state and local
securities are motivated by other than purely investment considerations such
as yield and quality. For example, innurance companies derive important advantages
from the purchase of municipal bonds of certain states in order to reduce the
rates of taxation on their premium income from those states, Although other
assets within the state may be similerly used, municipal bonds are satisfactory
for this purpose in all of such states. Also, it should be noted that a con-
siderable share of life insurance company municipal bond acquisitions are of
discount bonds at low percentage of par value with coupons as low as 1/4, 1/10,
and 1/20 of 1%. As far as these bonds are concerned, the tax-exempt interest
feature is of minimal significance, and attention is focused on the capital
gain aspects of the transaction,

As we look at this precedent and contemplate the possible application of
allocation of deductions to individuals, we should note that individual investors

are a factor in the tax-exempt market some ten times as large as were the life

companies at their peak.
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THE FINANCIAL EFFECTS OF THE LIMITBIS TAX PREFERENCES
AND ALLOCATION OF DEDUCTIONS PROPOSAL

In testifying before this Compittee on September 4th, the Treasury disclosed
the estimate that the inclusion of municipal bond interest in the base for alloce-
tion of deductions, according to its proposed formula, would yield revenue of
about $45 million a year,

We submit that this estimate proves our contention that if this indirect
tax 1s imposed, the states and their municipalities will pay far more in interest
costs than the Treasury will ever gain in revenue, On the basis of a presently
indicated bond rate increase of at least 1/2 of 1% per annum, impairment of the
tax immunity of municipal bond interest would impose an added cost of $75,000,000
a yesr on the $15 billion of state and local borrowing which is the minimum annual
amount necessary to maintain the present rate of construction of public projects.
Whereas the tax yield to the Treasury would grow very slowly at the rate of a
few million dollars a year, the cost to the states and their agencies would mount
rapidly. Within five yeare, their cost would be in excess of $300 million a
year, or about five times the Treasury's annual revenue estimated by projecting
the $45 million figure,

In our opinion, this eatimté of added cost to state and local governments
is conservative in that it measures only the already demonstrated harm to the
municipal market. We believe that if the treatment of municipal bond interest
proposed in H, R, 13270 is enacted iuto ia:', investors will want "tax exempt'
rates closer to taxable rates than anything we huva seen to date. From the 1/2
of 1% aiready indicated, we fear that the resulting penalty on municipal borrowing
costs could easily rise to a full 1% or more, at current levels of long~term
interest rates, This would double the estimate of annual cost increase, to

$600 million, without yielding any significant addition of revenue to the Treasury.

168



]l -

On these comparisons, any fiscal purpose of the proposed tax law amendments
appears to be self-defeating. There remains the question whether tax equity
is improved. On this score we assume that the purpose is to discourage a very
small number of individuals in high income brackets from winimizing their taxable
income through ownership of municipal bonds,

There 1s reliable evidence that most wealthy persons do not invest heavily
in tax exempts; (see page 12) and that an extremely low percentage of taxable
estates was invested in state and municipal bonds, Finally, the Treasury has
never demonstrated that the famous 154 individuals having incomes in excess
of $200,000 on which they paid no Federal tax, ever relied to any significant
degree on investment in tax exempt bonds,

PUTTING STATE AND LOCAL GOVERNMENT FINANCING IN PERSPECTIVE

In order to establish the basic facts related to the financing of state
and local government, we offer brief discussions of the distribution of municipal
bond ownership, the cost of tax exemption to the Federal Government, the recent
growth and projected growth in state and municipal bond issues, and the size and
composition of the new issues of long-term fixed-income obligations,

Qutstanding State and local Debt and its Ownership

Outstanding state and local debt, and the interest paid on it is as follows:

Table I
1966 1967 196

(Beginning) 104,700.000:000 111,600,000,000 122,000,000,000
(End) 111,600,000,000  122,000,000,000  132,3:9,000,000

216, 300,000,000 233,600,000,000 254,300,000, 000
Average outstanding debt 108,150,000,000 116,800,000,000 127,150,000,000
Interest paid 3,451,000,000 3,813,000,000 4,437,000,000
Interest cost 3.19% 3.26% 3,49%
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Exhibit 4 shows the total outstanding debt each year since 1946, who owned
it, and in what proportions:

Looking at the principal classes of ownership, it is readily observable that
the holdings of conuzdal banke increased from 25% of the total in 1945 to 44%
in 1968, and that the holdings of fire and casualty insurance companies increased
from 1.5% in 1945 to 11% in 1958 and have since stabilized at that level. The »
holdings of individuals declined from 46% in 1945 to 32% in 1968,

Since the current hearings have emphasized individual ownership, it is of
especial interest to examine the relationship of municipal bond ownership to ¥
income brackets. Contrary to popular belief, a survey made by Professor Benjamin
Okner, using results gathered by the Michigan Survey Research Center ! grom a
sswple of high income persons, concluded that most wealthy persons do not invest
heavily in municipals, Based on 1964 data, he estimated that only 10 per cent
of the persons with incomes of over $10,000 owned any municipals and that only 1
per cent of them derived as much as 25 per cent of their income from such
securities, While 65 per cent of those persons in the highest category, those
with incomes of $315,000 or more, held some municipals, only 18 per cent of
them derived as much as 10 per cent of their income from this source, and only
6 per cent derived as much as 25 per cent from this source. (See Exhibit 5)

Affording corroboration of this survey, the estate returns filed in 1966
with the Internal Revenue Service (the most recent year for which a report is

available) demonstrated that an extremely low percentage of taxable estates was

Smr——————

Yncoue Distribution and the Pederal Income Tex, Michigan Governuental Studies
No. 47, Institute of Pubiic Administration, University of Michigan, 1966,
Appendix A, .
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invested in state and municipal l?ondl. Investments {n corporate stock were 17
times as large as investments in municipal bonds,

Only 4 brackets of decedents' total estates held wore than 5 per cent of
their assets in municipal bonds, Tbel§ wexe the $2 to $10 million estates in
vhich almost 800 estates held an aggregate of $234.1 million of such bonds which
constituted 7.3 per cent of the assets of such estates, The pércont.;e uf assots
invested in municipal bonds reached no higher tiun 8.63 per cent, wbich vas
recorded for the $5 to $10 million estate bracket. Estates of the larger and
smaller size brackets held a smaller part of their assets in municipal bonds.
The average of the municipal bond holdings of all taxeble estates reported on
s total estate basis was 2.7 per cent of total assets. (See Exhibit 6)

Recent Growth in State and Municipal Financing Volume and Profect Growth

As can be seen from Column 1 of the following table, municipal bond financing
has been growing at a compounded growth rate of 8,7% in the period from 1960
through 1968, after deleting the industrial revenue financing which was an
extraneous and foreign element in the market and which has been terminated for
all practical purposes by the provisions of the Revenue Control and Expenditures

Act of 1968,
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TABLE 1
Growth @ 2
8.7% Actual J;B.C, Eotimate

millions nillions millions
1960 7,230 7,230
1961 7,859 8,360
1962 8,543 8,558
1963 9,286 10,107
1964 10,094 10,544
1965 10,972 11,084
1966 11,927 10,589* 14,200
1967 12,965 12,0885+ 14,900
1968 14,093 14,044 %%k 15,700
1969 15,319 16,600
1970 16,652 17,600
1971 18,101 18,600
1972 19,676 19,500
1973 21,388 20,800
1974 23,249 21,800
1975 25,272 22,700

*Excludes $500 million industrial aid financing,
w4Excludes $1,300 million industrisl aid financing.

*iiExcludes $1,600 million industrial aid finsncing, and $730 million
anticipatory financing to avoid provisions of Rerenue Control and
Expenditures Act of 1968, Watson Amendment in Californis and similar
measure in Oregon.

Zstate and Local Public Facility Needs and Financing, a study prepared for the
Joint Economic Committee of the Congress of the United States, December 1966.

The National League of Cities, in conjunction with the Urban Institute, is cur-

rently engaged in updating dats on anticipated capital outlays of states and

municipalities through 1975, Data from this study are not yet available.
Furthermore, in its December 1966 study, the Joint Economic Committee indi-

cated that capital outlays through 1975 could be handled by the present market

mechanism. The Joint Economic Study estimates at present are well ahead of

actual financing volume, considering that much of 1968 new issue wunicipal borrowing

can be attributed to anticipatory borrowing (California, Oregon and Port of New

York Authority) and industrial development financing, Other studien of the
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fiscal outlook of state and local government financing through 19753 came to

a similar conclusion.

st d sition of the ital Market

Tables A and B show the gross acquisitions of long-term fixed-income obli-
gations, averagad for the period 1965-1968 by categories of borrowers, also a
percentage distribution of such scquisitions by investor groups. This study for
the first time gives a comprehensive picture of the new-issue market. It was
constructed by Dr. Sally S. Ronk, Vice President of Bankers Trust Company, MNew
York. This demonstrates how state and sunicipal bonds fit fato the total market
of fixed income obligations.

In o h kete

The major difficulty experienced by state and local governments in raising
long-term money in the capitsl market today is part of & genersl problem faced
by borrowers in all sectors of the market for fixed-income obligations in an
inflationary environment.

The bear market trend in bonds since 1946 and the severe decline in bond
prices over the past four years have left many investors disillusioned with
fixed-income obligations. In many cases, declining bond prices and the erosion
in the purchasing power of the dollar have resulted in a negative return on an
investor's funds in recent years. In the face of this experience, the financing
of many essentisl socisl programs at supportable interest rates depends critically
on investors' expectations about the future course of inflatfon.

Appendix C depicts the comparative performance of investments in (a) muni-
cipal bonds of 20-years maturity, average quality, (b) high grade corporate bonds,

and (c) common stocks represented by Standard & Poor's 500-stock average.

3Piacgl Qutlook for State and Local Goveramment to 1975, Tax Foundation, Imc. 1966

Piscal Issues in the Future of Federalism, A CED Supplementary Paper, Committee
for Economic Development 1968.

173



16 =

The appendix demonstrates that investment in municipal bonds has been any-
thing but profitable over the psst 10 years, despite the complete exemption
of income from Pederal taxstion. In view of this record, it is easy to understand
why investors prefer stocks. The comparatively poorer showing for taxable curporate
bonds indicates why individual finvestors of upper income brackets would be unlikely
to invest in taxable municipal bonds.

Inflationary expectations are already reflected in the portfolio decisions
of institutional investors, 7This is shown by the preference for common stocks.
Net purchases of common stocks by non-bank financial institutions gained momentum
only gradually in the past 20 years, but have sharply accelerated during the last
four, 1In the period from 1948 through the early 1960's, whenever non-bsnk finan-
cial institutions occasionally stepped up their purchases of stocks, they also
increased their net investment in bonds. Since 1963, net acquisitions of mortgages
and bonds have been on a plateau of around $27 billion annuslly, with the exception
of the credit crunch year of 1966 when net new bond investmente fell sharply.
Thus, in contrast to earlier years, in which annual net new investments ia both
bonds and stocks increased irregularly, the annual commitment in bonds has been
held in check lately while the acquisition of stocks has increased significantly.
(See Exhibit 1)

1f inflationary expectations are not retarded, this trend may well persist.
Public retirement funds are continuing to liberalize their portfolio policies
in favor of equities, although a large percentage of net new funds is still
invested in bonds, Corporate pension funds are sllocating an increasing pro-
portion of new money to equities. Life insurance companies are stepping up their

equity purchases.
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During the next decsde, much of the cost of aew capital facilities will
have to be financed by flotation of debt securities, which will be made much
wore difficult if inflation does not abate.

ECONOMIC COSTS OF ISSUANCE OF TAXABLE MUNICIPAL BONDS

WITH A PE SUBSIDY  °

The proposal that the Federal Government subsidize stats and local govern-
ment borrowings by paying the differential between the tax-exempt and tsxable
interest rate is based partly on the assumption that the Federal government could
recoup the subsidy through taxing all of the interest on wunicipal bonds, This
would only be true, of course, if purchasers of taxable municipal bonds had an
average effective tax rate equal to or higher than the percentage required for
the subsidy.

The contention that the Federal government would end up without loss under
this proposal appears to reflect the belief that the buyers of tax-exempt muni-
cipal bonds would be the same as the buyers of taxable municipal bonds. Since
the marginal tax rate of the buyers of the average volume of new issues of muni-
cipal bonds, 1965-68, was 44.7 per cent, the subsidy could be quite high, if
this were so. However, the sssumption thet taxable municipal bonds could con-
tinue to be sold to the previous buyers of tax-exempts is not valid.

In order to ascertain what the shifts in the flows of funds through the
credit markets might be if only taxable municipal bonds were issued, the Investment
Bankers Association sent out a questionnaire to 1,500 leading institutional
investors and investment advisers. The results of 350 replies have been tabulated,
and turned out to represent past experience for each investor group very satis-

factorily,

Rew issues of tax-exempt bonds in 1965-68 averaged $13.3 billion annually,

This was 13§ per cent of totsl new issues of long-term fixed-income obligations
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including mortgages (Tables A and B), The average yield on high-grade municipal
bonds over tha same four yesrs was 3,87 per cant, so the interest cost to stste
and local governments of this borrowing at that sverage yield would be $515 million
each year, The average yield on high-grade corpcrate bonds was 5.68 per cent, 8o
that state and local governments were able to save 181 basis points, or about

32 per cent of the corporate rate, because of tax exemption; this smounted to
about $241 million & year.

The actual averages for 1965-68 of the flows of funds through the credit
and equity markets, by major type of fund--long-term fixed income investmen:s,
short-term cbligations and corporate stocke-are shown in Table C. 1In Tabla D,
the breskdown of long-term fixed-income obligations ato mortgages, corporate
bonds, etc, is given,

On the basis of the questionnaire results, we have teken what investors said
they would do with their funds, if only taxsable municipal bonds were issued, as
the best method of showing how the flow of funds would be redirected. The results
are shown {n Tables E and F. Vinally, we hevs tranislated the net filows of long-
term fixed-income obligstions shown in Table F to gross acquisisiyne (Table G).
The changes from the actual 1965-68 averages are dramstic and would involve greatly
increased upward pressures on long-term interest rates,

In the case of municipal bonds, not enough interest was axpressed on the
part of buyers to take up the same volume of taxable fssues 48 was issuad in
taxe-exempt form in 1965-68, The assumption was made, therefore, that $2% billion
of former bond financing by state and local governments wculd be shifted to the
short-term msrket.

S8ince savings institutions, with fairly low tax vates, indicated that they
would be some what more interested in taxable municipsi bonds than they have

been in tax exempts, and since commercial banks, fire and casualty insurance
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companies and {ndividuals indicated thst they would be less interested, the
average marginal tax rate on gross nev issues of taxable mmicipal bonds would
fall to 33 1/3 per cent, as shown in Table B,

However, shifts in the flows of funds among buyers in various tax brackets
would also affect the average marginal tax rate on the gross volume of all new
long-term taxable obligations. This yate sveraged 23.2 per cent in each year
1965-68. The aversge marginal tax rate of buyers of tax-exempt bonds in 1965-68
was 44.7 per cent, so that {f the same buyers should buy taxsble municipal bonds,
the average merginal rate on all new long-term issues of fixed-income obligations
would rise to 26.1 per cent, an increase of 2.9 percentage points, Because of
the interest of lower tax-bracket buyers in texable municipal bonds, however,
the marginal tax rate on the redirected gross flow of long-term fixed income
obligations would rise only to 25.1 per cent, an increase of 1.9 percentage
points, Thus, it is erroneous to compute & gain to the Treasury as arising
from the excess of tax revenues on municipal bonds over subsidy costs which {s
based on current buyers of tax exempts,

When the redirected flows of funds and the minimum subsidy are accounted
for, the Treasury would actually come out with a net loss rather than a net
gain, as follows:

(Millions of dollars)
New issues of taxable municipal bonds under
assumcd conditions (Table G) 10,700

Interest at average high-grade corporate rate,
1965-68, of 5.68% 608

Interest at average high-grade municipal rate,
1965-68, of 3.87% 414

Minimum subsidy required (1.81%, or 32% of
corpoxate rate) 194

Taxes returned on interest of $608 million at
marginal tax rate of 25.1% 41
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Incidentally, this loss to the Treasury would be a minimum loss since the
rate of subsidy might need to be substantially higher. Many municipal bond
issues are relatively small and in order to be marketed would, in the judgment
of many observers, need to cerry higher rates than the generally larger corporate
issues of comparable quality.

In addition to the above loss, the Treasury, as well as state and local
governments and all borrowers, would lose as a result of the pexmanent rise in
long-term interest rates above what they would otherwise be caused by the shiftiag
of municipal bonds to the taxable market.

The Investment Bankers Association included a question in its questionnaire
regarding the anticipated change in interest rates if only taxable municipal
bonds were issued. The answers from 329 respondents in the financial community -~
portfolio managers and f{nvestment advisers - {ndicated that the average rise
expected was in the neighborhood of 75 basis points. (Tablel)

Such a rise would mean an additional cost to the Federal government on its
$7.1 billion of gross new long-term issues (Table G) of $53 million, making a
total loss to the Treasury of $94 million a year.

In addition, the Treasury would have to pay more because its 32 per cent
subsidy on taxable municipal bonds would have to rise; this would amount to
$27 million. Thus, the total cost to the Treasury would be $121 miilion, while
state and local goveruments would incur edditionsl costs of $53 million (two-
thirds of 75 basis points higher interest on $10.7 billion of new issues).

Not only would costs to all levels of government rise, but homeowners and
business too would be required to bear higher interest costs on mortgages and
corporate bonds. A 75 basis points rise in interest rates on gross new mortgages

alone would be $434 million.
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These more or less direct costs of shifting municipal bonds to the taxable
market (including higher interest on corporate bonds of $129 willion) total
$737 million, a not inconsiderable figure.

Not all of the costs would be direct, however; there would be side effects
because business would attempt to pass along its increased interest costs in
higher prices. The inflationary effects would ba enhanced if the rise in long-
term interest rates were tra;nmitted to the short-term credit markets, where we
have already assumed increased pressure from larger state and local government
borrowings.

Finally, the average marginal tax rate of borrowers in the credit markets
is higher than that of lenders. Since boxrowers may deduct their interest cost
and this lowers their taxes, whilu lenders who receive this interest pay taxes
at varying rates on it, this means that, when interest rates rise, the Treasury
loses money. Business, with high marginsl tax rates, accounts for a large pro-
portion of total funds raised, while savings institutions, with relatively low
marginal tex rates, loom fairly large in the total of funds supplied. The aver-
age marginal tax rate of borrowers, at 32 per cent (Table J), exceeds that of
lenders, at 28.9 per cent, by 3.1 percentage points. Because short-term funds,
included in these totals, may turn over several times a year, it is not possible
to calculate accurately the loss to the Treasury on this score, but it could be

significant,

Conclusicn

Therefore, our studies indicate strongly that the issuance of taxable muni-
cipal bonds will involve an across-the-board interest rate increase of about 3/4
of one per cent. When all of the economic and capital market side effects are

taken into account, the U.S. Treasury will be poorer by $121 million. At the

same time, homeowners, states and municipalities and business will suffer increased
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interest costs amounting to $737 million. These results do not bear out previous
contentions that the issuance of taxable municipal bonds is cost free. '
Furthermore, we respectfully urge upon this Committee that interest paid on
state and municipal bonds should be exempted from both the limit on tax prefer-
ences and the allocation of deductions. 1In our opinion, the indirect taxation
proposed in H.R.13270 would cost state and local governments much more than it
would yield in revenue to the Treasury. This would mean a heavier tax burden
falling mainly on the middle-income homeowner. The efficiency of the municipal
bond market must be preserved if we are to supply the capital requirements of the
states and their political subdivisions. That market cannot function efficiently
if it is to be harassed by complex applications of indirect taxation of municipal

bond interest.
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NET NEW IRVESTMENTS OF NON-BAMK PINANCIAL INSTITUTIONS

1R _BONDS AND STOCKS
(l?llim )

Stocks as %
Years Total Bonda* Stocks of Total
1949 8.8 1.7 1.1 12.5
1950 9.6 8.4 1,2 12,5
1951 10,7 9.6 1.1 10.3
1952 13.8 12,1 1.7 12,3
1953 14.7 13.6 1.1 7.5
1954 18,2 14.5 3.7 20.3
1955 19.4 16.1 3.0 15.5
1956 17.2 15.0 2.2 12.8
1957 17.4 14,7 2,7 15.5
1958 20,2 17.2 3,0 14.9
1959 22,2 18.8 3.4 15.3
1960 21.8 18.1 3.7 17.0
1961 25.5 20,7 4.8 18.8
1962 27.9 23.6 4,3 15.4
1963 28.9 26.8 2.1 7.3
1964 28.9 21.0 1.9 6.6
1965 32.3 26.6 5.7 17.6
1966 27.2 20,7 6.5 23,9
1967 33,5 26,6 6.9 20.6
19688 37.0 27.0 10,0 27.0
(Annual Averages)
1949-53 11.5 10.3 1.2 10.4
1954-58 18.5 15.5 2.9 15.7
1959-63 25.3 21.6 3.7 14.6
1964-68 1.2 25.6 5.8 18,6

*Includer mortgages

EXHIBIT 1
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STATE AND LOCAL GOVERNMENT FINANCING*

In billjons of dollars)

1961 1962 1963 1964 1968 1966 1967 1968 1969
{est.) (proj.)

Construction put in place (Table 32)s* 13,3 14,0 15,4 16,5 18,0 20,0 22,1 24,2 26.5

Increase in debt
New leng-term offerings 8,4 8.6 10,1 10,5 11,1 L1 14,3 16.4 14,8
Less: Refundings®e* ) .3 o4 ) - 2 2 .2 .1
Retirements and other

adjustmentt 3.8 31 35 49 _46 5.4 53 61 6,0
Increase in long-term debt 4.5 46 6,2 54 61 55 88 10,1 8.4

Inczcvse in Federal Government
loans (Table 29) «3 o6 .3 o4 - .8 3 .3 4
Increase in short-term debt o4 o4 1] o5 1,3 4 | 1 e | 21

Increase in gross debt

(Table 2) $,2 56 7.0 6.2 7.8 6,8 10,5 103 9,8

Increase in ownership
Savings institutions:

Life insurance companies (Table 15) .3 S Y BT BT B | - .l
State and local government

retirement funds (Table 17) el b od R ) .3 -l - -2 2
Fire and casuslity insurance

companies {Table 18) .9 b .7 o3 2 _sb 1,5 LS 1.7
Contractual-type savings

institutions 1.0 ol W2 me2 -3 ol 13 L3 L6

Mutual eavings banks (Table 20} LYY S | CRRTY ST | == == .=

Total savings institutions L1 - PSR SN |} W1 1,3 13 L6

Commezrcial banks (Table 25) 2,8 4.4 5.2 3.6 5.1 2.4 %0 8.3 5.0

Nonfinancial corporations
(Table 27) w2  -ud .9 o2 .1 .8 R .1 .8

Other investor groups:
Federal agencies (Table 29) o3 .6 3 ot o4 3 .3 .3 4
State and local governments(Table 29) .1 -3 LTS IPY | -t ol .- ~e2 e
Total other investor groups ) o3 .- .3 .3 o1 .3 .1 "

Residual: Individuale and otherstt

(Tsble 31) 11 1,3 _.8 23 2.1 28 -8 _.5 17
Total 5.2 5,6 1.0 6,2 7.8 6.8 10,5 10,3 9.8

Memorandum
New industrial bond offeringettt - ol ol o2 o2 I3 R PT I M ] 3

¢1981.67, construction put in place from Construction Review, U.S, Department of Commerce (new series
beginning in 1963); new iong-term offerings from The Bond Buyer; data on changes in debt based on Flow
of Funds Accounts, Federal Reserve; ownership data based on book values,
*sFinanced by Federal grants-in-aid as well as by state And local funds.
+091961-67, buod on The Bond Buyer: lud,
tResidual, L for issues offered in lha calendar year before issuance,
{tincludes revaluation ol book assets of some holders,
1111961-67, Inv: ent Bankers A iation data,

Exhibit 2
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U, 8. Life Inswranne Coapany Holdings & Aoquisitions Of
U, Ss State & W. 1959 - 1%8

(000,000 cmitted
State & Looal 8 & L jlolding as 5
1959 3,200 %,& 2oag
lm 3,588 119.576 ! 30w
1961 3,888 126,816 3.07
1962 4,026 133,29 3.02
1963 3,852 13, 2,7
1 3,7 129,470 2452
1%3 » 158,88‘ 2,22
1% » 167.“’ 1.95
1967 3,145 17,832 1.
1%8 3.19‘ 188,6 1069
8&L Total 8 & L Acquisitions as

1959 2'70'. - 20,022 3435
1960 466 20,354 2.29
1961 506 25,150 2,01
1962 486 28,558 1.0
1963 mn 32,167 1.15
1964 365 33,959 1,07
1965 39 0,75
1966 a5 36,955 0.
1967 A2 43,447 0449
1968 278 47,90 0,58

Sources Institute of Life Insurensce
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COWNERSHIP OF STATE AND LOCAL GOVERNMENT SECURITIES, END OF YEAR 1945-1952%

(In millions of dollars)

1945 1946 1947 1948 1949 1950 1951 1952
Savings institutions
Life insurance companies 722 614 609 872 1,052 1,152 1,170 1, 153
Fire and casualty insurance
companies 240 229 301 490 723 1,026 1,387 1,784
State and local government .
retirement funds 1,110 1,000 1,090 1,210 1,410 1,585 1,665 1,800
Mutual savings banks 84 58 57 a3 93 96 140 335
Total savings institutions 2,156 1,901 2,057 2,645 3,278 3,859 4,362 5,072
Business
Nonfinancial corporations 300 300 400 400 500 500 600 700
Commercial banks 4, 000 4,400 5,300 5, 700 6, 500 8, 100 9,200 10, 200
Total business 4,300 4,700 5,700 6, 100 7,000 8, 600 9,800 10, 900
Government
Federal agencies 500 500 500 600 500 600 800 1,100
State and local governments 1,500 i, 400 1,400 1,400 1,700 2, 000 2, 100 2,200
Total government 2,000 1,900 1,900 2,000 2,200 2,600 2, 900 . 3,300
Residual: Individuals and others 7,544 7,599 7,843 8, 855 9,722 10,241 10, 938 11,728
Total debt outstanding 16, 000 16, 100 17,500 19, 600 22,200 25, 300 28, 000 31,000

%* Total from U.S. Department of Commerce, ''Gross Public and Private Debt, ' Survey of Current Business, May 1969;
ownership from various sources, as follows: life insurance companies - Institute of Life Insurance, ''Life Insurance
Fact Book'; fire and casualty insurance companies - Best & Company, "Aggregates and Averages''; state and local
government retirement funds - Bureau of the Census, "Employee Retirement Systems of State and Local Governments'
‘Sased on data for fiscal years); mutual savings banks - National Association of Mutual Savings Banks, '"National Fact
Book''; commercial banks, nonfinancial corporations, and Federal agencies - Federal Reserve, '"Flow of Funds
accounts'’; state and local governments - U,S, Department of Commerce total for state and local governments (or
difference between gross and net debt in source cited above) less holdings of retirement funds.
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OWNERSHIP OF STATE AND LOCAL GOVERNMENT SECURITIES, END OF YEAR 1953-1960%*

(In millions of dollars)

1953 1954 1955 1956 1957 1958 1959 1960
Savings institutions
Life insurance companies 1,298 1, 846 2,038 2,273 2,376 2,681 3,200 3,588
Fire and casualty insurance ’
companies 2,523 3,337 4,092 4,726 5,307 6,019 6,909 7,871
State and local government
retirement funds 2,075 2,385 2,725 3,115 3,535 3,950 4,235 4,370
Mutual savings banks 428 608 646 676 685 729 721 672
‘'otal savings institutions 6,324 8,176 9,501 10,790 11,903 13,379 15,066 16,501
Dusincss
Nonfinancial corporations 800 1, 000 1,200 1,300 1,500 2,000 2,600 2,400
Commercial banks 10.800 iz, 600 12,700 12, 900 13, 900 16, 500 17, 200 17, 600
Total business 11,600 13,600 13, 900 14,200 15,400 18, 500 19,600 20, 000
Government
Federal agencies 800 500 500 600 700 1,000 1,200 1,500
Siate and local governments 2,200 2,300 2,400 2, 500 2,500 2,600 2,700 2,800
Total government 3,000 2,800 2,900 3,100 3,200 3,600 3, 900 4,300
Residual: Individuals and others 14,076 15,624 18,999 21,910 24,097 24, 321 26,334 29,399
‘Total debt outstanding 35,000 40, 200 45,300 50, 000 54, 600 59, 800 64, 900 70,200

% T'otal from U.S. Depar.men. of Commerce, 'Gross Public and Private Debt, " Survey of Curreni Business, May 1969;
ownership from various sources, as follows: life insurance companies - Institute of Life Insurance, '"Life Insurance
Fac. Book"; fire and casualty insurance companies - Best & Company, '"Aggregates and Averages''; state and local
government retirement funds - Bureau of the Census, ""Employee Retirement Systems of State and Local Governmenis"
{based on data for fiscal years); mutual savings banks - National Association of Mutual Savings Banks, '"National Fact
Book''; commercial banks, nonfinancial corporations, and Federal agencies - Federal Reserve, "Flow of Funds
accounts''; stale and local governments - U,S. Department of Commerce total for state and local governments (or
difference between gross and net debt in source cited above) less holdings of retirement funds.
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OWNERSHIP OF STATE AND LOCAL GOVERNMENT SECURITIES, END OF YEAR 1961-1968%*

(In millions of dollars)

1961 1962 1963 1964 1965 1966 "1967 1968
Prel.
Savings institutions
Life insurance companies 3,888 4,026 3,852 3,774 3,530 3,260 3,145 3,194
Fire and casualty insurance
companies 8,723 9,333 10,073 10,378 10,612 11,261 12,735 14,200
State and local government
retirement funds 4,225 3,775 3,315 2,915 2,640 2,490 2,450 2,200
Mutual savings banks 677 527 440 391 320 251 219 194
Total savings institutions 17,508 17,661 17,680 17,458 17,102 17,262 18, 549 19,788
Business
Nonfinancial corporations 2,200 1,800 2,760 2, 900 3,600 4,400 5,100 5,200
Commercial banks 20,300 24, 800 30,000 33,500 38,600 41, 000 50, 000 58, 100
Total business 22,500 26, 600 32,700 36, 400 42,200 45,400 55, 100 63, 300
Government
Federal agencies 1,800 2,400 2,700 3,100 3,500 4,400 4,600 4, 900
State and local governments 3,100 3, 000 2,700 2,400 2,200 2, 000 1,700 1, 500
Total government 4, 900 5,400 5,400 5,500 5,700 6,400 6,300 6,400
Residual: Individuals and others 32,392 35,239 34, 920 38, 342 39,698 42,538 42,051 42,812
Total debt outstanding 77,300 84, 900 90,700 97,700 104,700 111,600 122,000 132,300

%* Total from U,.S. Department of Commerce, '""Gross Public and Private Debt, "' Survey of Current Business, May 1969;
ownership from various sources, as follows: life insurance companies - Institute of Life Insurance, ''Life Insurance
Fact Book'"; fire and casualty insurance companiec - Best & Company, ''Aggregates and Averages'; state and local
government retirement funds - Bureau of the Census, '"Employee Retirement Systems of State and Local Governments"’
(based on data for fiscal years); mutual savings banks - National Association of Mutual Savings Banks, ''National Fact
Book'"; commercial banks, nonfinancial corporations, and Federal agencies - Federal Reserve, ""Flow of Funds
accounis'’; state and local governments - U,S., Department of Commerce total for state . and local governments {or
difference between gross and net debt in source cited above) less holdings of retirement funds,
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- » - ¥
WORK SHEET FOR THE DISTRIBUTION OF TAX-EXEMPT INTEREST
(By Adjusted Gross Income Class)
It Under $10,700- | $16,400- | $31,000- | $73,000- |{$165,000 | $315,000 —
on $10,7200 | 16,400 31,000 73.000 | 165,000 | 3i5.000 | and over | Total
(1) Did not own municipals..c....s 100.0% 97.1% 93.0% 77.4% 53.3% 51.7% 35.3%2 89.8%
(2) Owned municipals, interest
a8 per cent of income....... PR 2.9 7.0 22.6 46.7 48.3 64.7 10.2
(3) Under 10 per centec.cesccecs] o o o 2.7 6.1 15.9 22.6 37.6 47.0 _1.7
(6) 10-24 per cent.ccceccccecensf o o o 2 4% 5.9 7.8 7.2 11.8 1.4
(5) 25 per cent OF MOT@icecocece] o o o .« o 3 1.7 16.3 3.5 5.9 1.1
(6) Total.ccoccesoscsecss] 100.0% 100.0% 100.0% 100.0% 100.0Z 100.0% 100.02 100.0%
(7) Average interest as per cent . 1
of income, for those with... . .. 2.6% 9.0% 7.5% 17.1%2 6.7% 8.5% 8.4%
(8) Total number of returns 56,336 4,542 1,275 466 83 H 4 62,711
(thousands)ecosccccescncesse
(9) Number of returns with
ictersst (thousands)..cececoe]l < o » 131.7 88.6 105.4 38.8 2.4 2.6 369.5
(10) Average amount interest,
for those with, unadjusted.. o s o $ 319 $1,818 $2,79 $13,235 $15,664 $46,264 $3,159
(11) Aggregate interest, $42.0 $161.1 $293.3 §$513.2 $37.8 $119.7 Pl,lﬂ.l
unadjusted (millions)eces.s. . o e
(12) Percentage distribution . . 10.3% 100.0%
of aggrerate interest.c.....} . . . 3.6% 13,82 25.12 44.0% 3.2z
(13) regate interest . R 1,000.0
Azidjustod (-u.luol’u)......... .« oo $36.0 $138.0 $251.0 $440.0 $ 32,0 $ 103.0 P . ‘
(14) Average amount interect, ] 19,799 42,706
for those with, adjusted.c..| . o « $ 273 $1,557 $2,382 $11,347 413,256 $39, ’

Source: - Okner, (See reference, p. 3)
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Size of Total

Estate

$0.06 vnder $ 0.08

0.08
0.10
0.15
.20
0. 30
0. 50
1.00
2.00
3.00
5.C<
10. 03
20. G2

Note: Data prosented Lere relate only to taxable estates.

"

0.10
0.15
0. 20
0.30
0.50
1. 00
2.00
3.00
5.00
10. 00
20.00
more

Estate Tax Returas Filed during 1966 by Size of Estate
and Composition of Assets
(in millions of dollars)

Number of Total
Returns Estate
8,770 631.2
8, 707 778.1
15,919 1980.5
10, 465 1808.5
9,712 2354.7
6,689 2543.4
4,133 2818.8
1,532 2079.2
400 964.7
236 898.1
130 890.8
33 449.8
19 599.9
66, 745 18797.17

~

Amount held in
state and muni-
cipal bonds

[ I
0 O h 0

16.
33.
84.9
97.5
60.8
62.5
76.9
33.9
26.1

507.9

Per cent held
in state and
mun. bonds

.14
.21
.27
.38
.71
1.31
3.01
4,68
6.30
6.95
8.63
7.53
4.35

2.70

Total estate differs fro

Per cent held
in corporate
stock

23,74
26.52
29.28
33.44
38.15
44,63
52,22
56,49
55.72
61.07
57.42
65.40
7136

45.43

gross estate

by the irclusion of life insurance at face value {before deduction of outstandizg loans), and
the exclusion of gifts made during the decedent's life.

Souvrse:

Statistics of Income, 1965, Estate Tax Returns filed during calendar year 1966: United

Exhibit 6

Per cent held.
in other assets

76.12
73.27
70, 45
66.18
61. 14
54.06
44,77
38. 83
37.98
31.98
33.95
27.07
24,29

51.87

tatec Treasury Department, Internal Revenue Service, Washington,D.C., November 2, 1967,
pp. 71-72.
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Table A

GROSS ACQUISITIONS OF NEW ISSUES OF LONG-TERM FIXED-INCOME OBLIGATIONS, AVERAGE 1965-68
BY INVESTOR GROUP~

{In hillions of dollars)

G.&Gov't  Federal Total
Mortgages Corporate bonds and agency taxable Municipal Total
bonds notes securitisa issues bonds
Savings institutions
Life insurance companies 9.4 5.3 .- o1 14,8 2 15.0
Private noninsured pension funds .7 2.2 - .1 3,0 - 3.0
State and local government
retirement funds 1.3 3.3 - .2 4.8 .2 5.0
Fire and casualty insurance
companies -- 7 .1 ol 9 1.5 2.4
Savings and loan associations 20,8 -- .2 .1 21,1 - 21.1
Mutual savings banks 7.5 .9 P | .4 8.9 -- ' 8.9
Credit unions 2 -- -- -- .2 -- 2
Investment companies - .4 - - .4 - o4
Total savings institutions 39.9 12.8 .4 1.0 54,1 1.9 56.0
Business
Business corporations .3 - .1 2 .6 -- .6
Commercial banks 12,8 .1 1,6 1.0 15,5 7.9 23.4
Total business 13.1 o1 1.7 1.2 16,1 7.9 24.C
Government
Federal agencies 3.9 - - -- 3.9 -- 3.9
State and local governments .2 .9 .l .2 1.4 .2 1.6
Total government 4.1 .9 ol .2 5,3 2 5.5
Foreign investors -- o1 - -- ol -- o1
Residual:individuals and others 2.9 3.4 9 1.6 8.8 3.3 12,1
Total 60.0 17.3 3.1 4,0 84.4 13.3 97.7

"% For each instrument represents net change in holdings of each investor group plus estimated retirements and refundings;
data for U.S. Gov't and agency securities are for issues offered during the period with maturities of two years or more;
data for municipal bonds are for new issues of 1 year or more to maturity,
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Table B

PERCENTAGE DISTRIBUTION OF GROSS ACQUISITIONS OF NEW ISSUES OF LONG-TERM FIXED-INCOME
OBLIGATIONS, AVERAGE 1965-68%

(In per cent)

U.SGov't Federal “Total
Mortgages Corporate bonds and agency taxable Municipal Total
bonds notes securities issues bonds
Savings institutions
Life insurance companies 62.7 35.3 -- .7 98.7 1.3 100.0
Private noninsured pension funds 23.3 73.3 - 3.3 100.0 -- 100.0
State and local government
retirement funds 26.0 66.0 -~ 4.0 96.0 4,0 100.0
Fire and casualty insurance
companies -—- 2%.2 4,2 4,2 37.5 62.5 100.0
Savings and loan associations 98.6 -- .9 5 100.0 -- 100.0
Mutual savings banks 84.3 10.1 1.1 4.5 100.0 - 100.0
Credit unions 100.0 -- - - 100.0 .- 100.0
- Investment companies -- 100.0 - - 100.0 - 100.0
Total savings institutions 71.2 22.9 .7 1.8 96.6 3.4 100.0
Business
Busineas corporations 50.0 -—- 16.7 33.3 100.0 -- 100.0
Commercial banks 54.7 o4 6.8 4.3 66.2 33.8 100.0
Total business 54.6 .4 7,1 5.0 - 67.1 32.9 100.0
Government
Federal agencies 100.0 - - - 100.0 - 100.0
State and local governments 12.5 56.2 6.2 12.5 87.5 12.5 100.0
Total government 74.5 16.4 1.8 3.6 96.4 3.6 100.0
Foreign investors -- 100.0 -- - 100.0 -- 100.0
Residual:individuals and others 24.0 28.1 7.4 13,2 72.7 27.3 100.0
Total 6l.4 17.7 3.2 4.1 86.4 13.6 100.0

* For each instrument represents net change in holdings of each investor group plus estimated retirements and refundings;

data for U.S. Gov't and agency securities are for issues offered during the period with maturities of two years or more;
data for municipal bonds are for new issues of 1 year or more to maturity.
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Table C

NET FUNDS RAISED AND SUPPLIED
IN U.S. CREDIT AND EQUITY MARKETS, AVERAGE 1965-68*

(In billions of dollars)
Long-term fixed-income

obligations Short-term
Total Term loans fixed
funds and foreign income Corporate
Funds supplied by raised Total securities Other®* obligations*s* stock

Savings institutions
Life insurance companies 8.3 6.8 .2 6.6 6 .8
Private noninsured pensions funds 5.9 1.7 - 1.7 ~e2 4.4
State and local government

retirement funds 3.7 3.4 - 3.4 -.3 .5
Fire and casualty insurance

companies 1.8 1.8 -- 1.8 ot 5
Savings and loan associations 8.2 1.7 -- 7.7 -5 .-
Mutual savings ban) 4.0 4.5 -- 4.5 -8 2
Credit unions 1.1 .1 -- o1 1.0 --
L tment panies - open end 1.8 o4 ~- .4 o2 1.2

Total savings institutions 34.7 26.4 .3 26.2 .6 7.6
Business
Busi corporations 10.6 .5 -- 5 10.0 -
Commercial banks 30.4 16.6 2,5 14,1 13.7 -
Brokers and dealers 1.2 - - - 1.2 -
Other consumer lenders .8 -- -~ -- .8 -~

Total business 42.9 17.0 2.5 14.6 25.7 -
Government
Federal agencies 2.9 2.9 .- 2.9 - -
State and local governments 3.0 1.1 - 1.1 2.0 -

Total government 5.9 4.0 - 4.0 2.0 -~ .-
Foreign investors 3 .2 - -e2 -1 6
Residual:Individuals and others 2.1 8.1 =9 J.2. a2 2.5

Total funds supplied 86.1 55.4 3.6 51.8 30.0 o7

* Based on Bankers Trust Company, '"Investm Outlook for 1969 except for U.S. Government bonds and notes and
Federal agency securities which are based on U.S. Treasury Department, Treasury Bulletin, "Treasury Survey of
Ownerskip, "

** Comprises mortgages, corporate bonds, U.S, Gover t bonds and notes and Federal agency securities offered
during period with maturities of two years or more, and municipal bonds.

#*# Comprises other U,S, Government and agency securitics, short-term municipal securities, cpen market paper, other

business credit (including bank short-term loans), security credit, consumer credit, other bank loans, and policy
loans of life insurance companies.
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Table D

NET FUNDS RAISED AND SUPPLIED THROUGH LONG-TERM FIXED-INCOME
OBLIGATIONS IN THE U.S. CREDIT MARKETS, AVERAGE 1965-68%

{(In billions of dollars)
Taxable issues

U.S.Cov't
Total bonds Federal
funds Mort- Corporate and agency Municipal
Funds supplied by raised Total gages bonds notes®% securities®® bonds

Savings institutions
Life insurance companies 6.6 6.8 3.7 3.0 -- .1 -.2
Private noninsured pension funds 1.7 1.7 .3 1.3 -- .1 -~
State and local government

retirement funds 3.4 3.6 .6 2.8 -- .2 -.2
Fire and casualty insurance

companies 1.8 .8 -- .6 .1 .1 1.0
Savings and loan associations 7.7 7.7 7.4 -- .2 .1 -
Mutual savings banks 4.5 4.5 3.2 .8 .1 .4 --
Credit unions . .1 .1 -- -- - -
Investment companies - open end .4 -4 -= <4 - -- -

Total savings institutions 26.2 25,6 15,3 8.8 o4 1.0 .6
Business
Business corporations .5 .5 .2 -~ .1 .2 -
Comrzarcial banks 14.1 8.0 5.4 -- 1.6 1.0 6.1

Total business 14,6 8.5 5.6 -~ 1.7 1.2 6.1
Government
Federal agencies 2.9 2.5 2.5 -- -- - .4
State and local governments 1.1 1.2 .2 .7 .1 .2 -0 1

Total government 4.0 3.7 2.6 .7 .1 2 .4
Foreign investors ~e2 -2 - -2 -- -- --
Residual: Individuals and others 7.2 6.1 .6 3.0 .9 1,6 1.1

Total funds supplied 51.8 43.7 24.1 12,4 3.1 4.0 8.1

* Based on Bankers Trust Company, ''Investment Outlook for 1969", except for U.S. Government bonds and notes and
Federal agency securities; excludes term loans and foreign securities.

** Based on U.S, Treasury Department, Treasury Bulletin, "Treasury Survey of Ownership'; comprises issues offered
during the period with maturities of two years or more.
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NET FUNDS RAISED AND SUPPLIED
IN U.S. CREDIT AND EQUITY MARKETS, AVERAGE 1965-68*

Table E

- Adjusted for Shifts Resulting from Issuance of only Taxable Municipals** -

da billions of dollars)

Loug-term fixed-income

obligations Short-term
Total Term loans fixed
funds and foreign income Corporats
Funds supplied by raised Total securities Other ¥t obli‘atioasl stock
Savings institutions
Life insurance companies 8.3 6.7 .2 6.5 .6 .9
Private noninsured pensions funds 5.9 1.6 - 1.6 -2 4.5
State and local government
retireinent funds 3.7 3.3 - 3.3 -.3 .6
Fire and casualty insurance
companies 1.8 1.7 - 1.7 L .6
Savings and loan associations 8.2 7.7 - 7.7 .5 -
Mautual savings banks 4.0 4.5 - 4.5 -.8 .2
Credit unions 1.1 .1 - -1 1.0 --
L t jes - open end 1.8 .4 - .4 .2 1.2
Total uvmg- institutions 34.7 26.0 o3 25.8 . 8.0
Business
Business corporations 10.6 .5 - 5 10.0 -
Commercial banks 30.4 14.8 2.5 12.3 15.6 -
Brokers and dealers 1.2 -- - - .2 -
Other consumer lenders .3 -= == ~= -8 ==
Total business 42.9 15.3 2,5 12.8 27.6 --
Goverament
Federal agencies 2.9 2.9 - 2.9 - -
State and local governments 3.0 1.1 -- 1.1 2.0 --
Total government 5.9 4.0 - 4.0 [] -
Foreign investors .3 -.2 -- .2 -.1 6
Residual: Individuals and others 2,1 7.5 9 6.6 2.4 1.9
Total funds supplied 86.1 52.8 3.6 49,2 32,7 -7
* B d on Bankers Trust Company, Outlock for 1969" excepe for U.S, Government bonds and notes and
Federal agency ities which are b d on U.S. Treasury Department, Treasury Bulletin, “Treasury Survey of
Ownership, **
== B don its of X t Bankers Association questionnsire,

L2 Comprueo mortgages, corporate bonds, U.S. Government bonds and notes and Federal agency securities Offered

d with

of two years or more, andmap.! bonds.

1 Comprnec other U,S, Gov

and
credit @nciadi ba.nk .bort-tem loan-).

loans of life i

» short-term

‘.credn.

ities, open
cr«ht. other bnk loans, and policy

peper, other



111

Table F

NET FUNDS RAISED AND SUPPLIED THROUGH LONG-TERM FIXED-INCOME
OBLIGATIONS IN THE U.S. CREDIT MARKETS, AVERAGE 1965-68*

- Adjusted for Shifts Resulting from Issuance of only Taxable Municipals*® -

(In billions of dollars)

Taxable issues
U.S.Gov't
Total bond: Foderal
funds Mort- Corporate and agency Municipal
Funds supplied by raised Total gages bonds notes *** securities ®* bonds

Savings institutions
Life ingsurance companies 6.5 6.2 3.5 2.7 -- - .3
Private i ed pension fund 1.6 1.3 -- 1.0 o1 .2 .3
State and local government

retirement funds 3.3 3.0 .7 2.1 - .1 -4
Fire and casualty insurance

companies 1.7 1.4 -4 .8 .1 ol 3
Savings and loan associations 7.7 7.6 7.3 -- o2 .1 .1
Mutual savings bank 4.5 4.4 3.2 .8 .1 .3 .1
Credit unions P el ol - - - -
I t P - open end -4 o4 - -4 - - =

Total savings institutions 25.8 24.4 15,2 7.8 5 -8 .5
Business
Business corporations .5 5 .2 - ol ol -
Commercial banks 12.3 9.4 4,7 .1 2.9 1.7 2.9

Total business 12.8 9.9 4.9 o1 3.0 1.9 2.9
Government
Federal agencies 2,9 2.5 2.5 - -~ -~ o4
State and local governments 1.1 1.2 .2 o7 .1 .2 -.1

Total government 4.0 3.7 2.6 o? N o2 -4
Foreign investors -2 -2 -- -2 - - -
Residual: Individuals and others 6.6 5.9 1.4 3.9 ~-.5 1.1 .7

Total funds supplied 49.2 43,7 24,1 2.4 3.1 4.0 5.5
* Based on Bankers Trust Company, "Investment Outlook for 1969, except for U.S. Gow t bonds and notes and
Federal agency ities; ludes term 1 and foreign securities.

** Based on result of L tment Bankers Association questionnaire.

#** Based on U,S. Treasury Department, Treasury Bulletin, "Treasury Survey of Ownership'; comprises issues offered
during the period with maturities of two years or more.
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GROSS ACQUISITIONS OF NEW ISSUES OF LONG-TERM FIXED-INCOME OBLIGATIONS, AVERAGE 1965-68
BY INVESTOR GROUP*

- Adjusted for Shifts Resulting from Issuance of only Taxable Municipals** -

{In billions of dollars)

T.S.Gov't  Federal  Total
Mortgages Corporate  bonds and agency taxable Municipal Total

bonds notes securities issues bonds
Savings institutions
Life insurance companies 9.2 4.9 - - 14,1 -8 14.9
Private noninsured pension funds .3 1.9 -1 .2 2.5 .3 2.8
State and local government i
retirement funds 1.4 2.8 -- .1 4.3 1.1 5.4
Fire and 1ty i
companies .4 .9 P § P} 1,5 -8 2.3
Savings and loan associations 20,7 -— .2 .1 21.0 ol 21.1
Moutual savings banks 7.6 .9 .1 3 8.9 .1 9.0
Credit unions .2 - - - ‘o2 - 2
Investment companies - o4 - .- o4 - .4
Total savings institutions 39.8 11.8 5 -8 52.9 3.2 56.1
Business
Basin corporati .3 - .1 o2 .6 - .6
Commercial banks 12.1 .1 2.9 1.7 16.8 4.7 21.5
Total business 12.4 Y 3.0 1.9 17.4 4.7 22.1
Govarnment
Federal agencies 3.9 .- -- -~ 3.9 -- 3.9
State and local governments .2 .9 .1 .2 1.4 .2 1.6
Total government 4.1 9 o1 .2 5.3 2 5.5
Foreign investors .- .1 -- - .1 -- .1
Residual: Individuals and others 1.6 4,3 -5 1.1 6.5 2.6 9.1
Total 57.9 17.2 3.1 4.0 82.2 10,7 92.9

- ro:mwmu-mmmomhol&u.ammwmmmmm
refundings; data for U.S., Government and agency securities are for issues offered during the period with maturities
of two years or more, data for municipal bonds are for new issues of 1 year or more to maturity.,

*% Based on results of Investment Bankers Association questionmaire.
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Table 8

MARGINAL TAX RATES PAID BY LONG-TERM LENDERS IN U.S. CREDIT MARKETS

~ With and Without Municipal Bonds as Taxable -

(Amounts in billions of dollars)

Gross Gross
taxable taxable
manicipal long-term
Gross Gross bonds fands
bl supplied supplied
long-term municipal (Gf only Gf omly
funds bonds taxable taxable
Marginal supplied, supplied, dcipal icipal
tax average average bonds are boads are
Funds supplied by rate 1965-68 1965-68 issaed) issued)
Savings institutions
Life insurance companies 20 14,8 2 -8 14.9
Pri insured pensi 0 3.0 - .3 2.8
State and local government
retirement funds 4] 4.8 .2 1,1 5.4
Fire and casualty insurance
companies 48 .9 1.5 .8 2.3
Savings and loan ciations 20 21,1 - .1 21.1
M 1 savings bank 20 8.9 - .1 9.0
Credit unions [} .2 -- -- .2
¢ stment panies - open end [ .4 -~ - .4
Total savings institutions 54.1 1.9 3.2 .l
Business
Business corporations 48 .6 - - .6
Commercial banks 48 15.5 7.9 4.7 21.5
Total business 16.1 1.9 4.7 22.1
Government
Federal agencies [} 3.9 - - 3.9
State and local governments 4] 1.4 -2 -2 1.6
Total government 5.3 .2 o2 5.5
Foreign investors -1 - - .1
Residual: Individuals and others
Taxable debt rities and mortgages 28.5 8.8 2.6 9.1
Dividends 36.7
Municipal bonds, tax p 42.3 3.3
Total funds supplied 4.4 13.3 10.7 92.9
Marginal tax rate on total long-term
funds supplied 23,2 44.7 33.5 25.1
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Table I
ANTICIPATED EFFECT ON GENERAL LEVEL OF LONG-TERM INTEREST RATES
IF ONLY TAXABLE MUNICIPAL BONDS ARE ISSUED HEREAFTER
{(IRRESPECTIVE OF ALL OTHER FACTORS)

- Investinent Bankers Association Questionnaire, August 1969 -

Number anticipating
Rise (basis points)

Average
change
. Stay Less 150 anticipated#*
Total the than 50- 100- or (basis
responses Decline same Total 50 99 149 more points)
Savings institutions
Life insurance companies 59 3 15 41 17 21 3 -- 29
Private noninsured pension funds 49 1 2 46 7 24 9 6 80
State and local governmaent
retirement funds 19 3 3 13 8 3 1 1 23
Fire and casualty insurance
companies 45 2 5 38 ? 16 11 4 76
Savings and loan associations 16 1 5 10 4 1 2 3 26
Mutual savings banks _31 1 _3 27 _l14 _8 _5 _o 39
Total 219 11 33 175 57 13 31 14 65
Commercial banks 56 -- - 56 5 24 11 16 92
All institutions 275 11 33 231 62 97 42 30 70
Investment advisers
to individuals s _1 3 0 _6& 25 13 _6 83
Total 329 12 36 281 68 122 55 36 72
Persentage distribution 100.0 3.6 10.9 85.4 20.7 37.1 16.7 10.9

* Median.



Table J

MARGINAL TAX RAT$ ON INTEREST PAID BY ISSUERS ON
NET NEW ISSUES OF DEBT, 1965-68 AVERAGE

Net new Marginal

issues tax rate

Investment funds

Home mortgages ' 13.4 23,7
Multifamily and commercial 8.5 48.0
Farm mortgages 2.2 22,0
Total mortgages T
Corporate bonde o124 48.0
State and local government securities 8.8 .-
Foreign securities 1.2 .-
Term loans 2.4 48.0
Total investment funds 48.9
Short-term funds
Stock market credit, except bank loans:
Brokers and dealers .6 48,0
Customers 1.2 36.9
Consumer credit 8.2 23,17
Policy loans 1.0 23,17
Other short-term funds 19. 8 48.0
Total short-term funds 30.8
U, 8. Government and agency securities
U.S, Government IGC\II‘LIGI. publiciy-held 1.4 .-
Federal agency net borrowing, publicly-held 4, 2 ..
U.S8. Government and agency securities, publicly-held 3 .-
Total funds 85.3 32,0
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APPENDIX A
Additions]l Comment on Limited Tax Preference
(Minisum Individual Incoms Tax)
Treatment of Tax-Exempt Interest
In the arithmetic used in discussions of tax reform there is generally
8 failure to consider one major point. This point is that & substantiel - - .-
price has been paid by the investor for tex exemption in the form of acceptance:
of a lesser interest rate.
(1) One way to look at this is in terms of capitelising it in price. -
The following teble shows this by indicating the valus of 25-ysar bonds with
8 coupon based on the level of the tax-exempt market at & yield based on the '
corporste market, The relation between yields in the two markets is computed
at 70%, the spproximate level whish bas held over a number of years, Oiven
stability in this relationship it will be seen that the price paid by the
investor for tax exemption goes up as yields rise, The outgoing Treasury

ainisum tax plan overlooks this

Tax Exempt Corporate Bond Doller Price at Prics Paid for
~Soupon.. Sorporate Yisld  Iax Rxemeticn’
SKy @ T\ 74,76 25,24
5090'. @ 7% 5.9 24.63
4,20's @ 6 % 76,84 23,16
Ik's @ s % 78.712 21,28
3L15's @ AN 79.06 20.14

#It is assumed that the investor paid 100 for the tax-exespt bonds in each
case.

factor, The inclusion of percentage depletion in oil and other minerals is "in
excess of capital investment". Equal treatment for tax-sxempt income would
requive consideration of the price paid for it as sbove.

(2) One of the questions Congressman Byrnas posed to witnesses during the
House Ways and Means Committes hearings wss "doesn't the individual taxpayer
get much more out of the tax exemption than the borrowing municipality!" One
of the answers given him at the time was that the investor has to estimate what
his advantage will be because he cannot know his prospective tax brackst 10,
20, 30 years hence (and in the intervening ysars), Thus he needs & margin

solely to assure that he will coms out even.
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A'z'
Computations of relative advantage must make some assumption a8 to future

tax rates and incoms brackets, and usually assume a continuance of the. present
situation, Those which follow make this assumption, Statements of the wost
extrems cuu' of tax sheltered income are based on instances where adjusted
gross f&d‘n ‘s large, but no tax is paid. Tax-sxempt interest on municipal
bonds is not included in these instances, because it is not a part of adjusted
gross incomé, Because the minimum tax is designed to reach such persons, and
because sous of them may aleo have tax-exempt interest incoms, 'we have prepared
sons examples to lhov (1) relative benefit to the taxpayer and to the borrowing
nunicipality in such instances and (2) the impact of the proposed munimum tax.
A later example shows this comparison for a taxpaysr with at least $200,000

of taxable ivcoms,

Bach exasple shows the alternative result if, instead of an investment in
tnx-.xmt.bqndl. the individual had purchased taxable bonds and was paying
snnual inecome tax on the interest from them., The 70% ratio of tax-exempt income
to taxable income is again used in these comparisons. The income tax “uuA
used are thoss for joint husband and wife returns, The surtax is not included
as it seens mapproptuu to apply this temporary measure over the 1ife of a
long-term bond, In computing the impact of the minimum tax it is assutn:d that
uax=ox-mpt bond interest amounts to only about a quarter of total incors. This
10 in line with investment proportions’ recommended by professional investment
advisers, and. very few investors m. a much larger concentration in tax-exempt
L.nds,

In,the firet example (Exhibit 4) $50,000 tax-exempt interest incoms is re-
ceived, and any other income is protected by various exclusions and deductions,
If the investor had purchased taxable bonds instead,he would have received §71,4C0
in taxable incoms (100 X $50,000). The tax on $71,400 would be §28,490 (an average
rate of 40%), and tbzgc would remain §42,910 after tax., By having tax-exempt
incoms the taxpayer has benefited $7,090 ($50,000 - $42,910). The borrowing
nunicipality - assuming for simplicity that only one i{s involved - has saved
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$21,400 ($71,400 - $50,000) by being able to do its financing in the tax-exempt
market instead of having to sell texsble bonds, If the minioum tax as :propoud
were applied to the $50,000 tax-exempt income and it became taxable at as much
as a 30% rate, the $15,000 tax would vipe out the taxpaysr's bonof'tt in having
bought tax-exempts, and in fact he would be penalized $7,910 net,

Three other exazples with larger emounts of tax-exempt incoms are showvn in
Bxhibits 4, 5 and 6, These computations are based on approximate relationships,
but they do help to answer the question of who gets the larger benefit from tax
exeption, the borroving municipality or the investor, It is not until we get
to & holding of tax-exempte producing $200,000 of tax-exempt income that & tax-
payer's advantage begins to equsl the advantsge to the ounicipslity. Bven with
holdings producing one~quarter of s million dollars of tax-exempt incoms the
advantege to the taxpayer is only nominally more than the sdvantage to the mun«
icipality,

Intexestingly enough, when the minimum tax proposal is applied it would
wipe out the taxpayer's benefit in the first two examples snd would take avay
most of hie advantage in the lsst two, The maximum advantsge of tax-exempt
interest to the individual taxpayer occurs when it is on top of at least $200,000
of taxsble incoms, Bxhibit O shows how this works out, Here the tnxpiyu- does
gain more than the municipality, but only ons~third more, If it applied, the
ninimm tax would leave him some benefit, but less than 40%; it would probably
not apply because of the lsrge amount of iucome presently taxable,

What do these figures say sbout the minimum tax idea? They seem to say that
1t would have no impact vhere the sdvantage to the taxpayer is greatest (Bxhibit 8),
and that its impact on present non-taxpsyers (Exhibits 4=7) would be so severs,
as to reflect not equity, but & kind of retalistion. A fuller realization of
this would further alienste individusl investors, who would doubtless diminish
their purchases of tax-exempt bonds, with the resulting adverse effect on the
municipal market etressed in our previous testimony. Local government borrowing

would then cost more, snd the ultimate burden would fall on local taxpsyers.
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450,000 from Tex-Exenpts

$50M X 1% = §$71,400 Alternative Taxable Income

Tax on §71,600 = $20,490 = 40%
$71,400
2,910 After Tax

‘Disttibution of Benefit:
Municipality $71,400 - $50,000 = §21,400

Taxpayer 30,000 - 42,910 = %

AN BB )
Should the $30,000 tax-exempt income bscoms taxable at as much

as 30% 1,0, $15,000, the taxpayer's benefit would be wiped out
and he would be penalized $7,910 net.
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" Impsct 0 ted Tax Preferences
ouu;-m Tax)

$125,000 from Tax-Exempts
$125M X }% « $170,500 Alternative Taxable Income

Tax on $170,500 = $02,560 = 46%
$176,500
5,940 After Tax
Distribution of Benefit:

Munioipslity §176,3500 - $125,000 = §53,500
Tm”r .125.000 - 9’.“0 -

K AR
A 30% minjiowm tax on $125,000 = §37,500, more than wiping out

taxpayer's gain of $29,060, = (In this cese I5% minimum tax is
possible, which would be $43,750,)
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Inpcet of Linitod Tax Pntounuo
(Minimum Tax)

$200,000 frou Tax-Exenpts
$200 X 100 = $205,700 Alternative Taxable Incoms
70

Tax on $205,700 = $170,970 = 60%
$235,700
8114,730 After Tax

Distribution of Benefit:

Micip.ltty 9205.700 - 3200.000 - ‘05.7“
Taxpayer $200,000 - $114,730 = 903,270

A A
Minimun tax of 30% on $200,000 = $60,000 < takes most of

taxpayer's advantege. At 335%, which is likely, it would be
$70,000,
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NEFIZ_FROM RS
Tax Preferences

Inpact of Limited

(Min{mue Tax)
$250,000 from Tax-Exempts

$250M X 100 o $357,100 Alternative Taxable Xncome
70

Tax on $357,100 = $220,950 = 62%
$357,100
$136,150 After Tax

Distribution of Benefit:

Meadtpality 957,100 - ggg.oog  $107,100
Taxpayer 23 - 150 =
’ ! gzzo.oson

LK 2L BN A

Minioum tax of 35% on $250,000 = §87,500, which would take

most of taxpayer's advantage,
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ESIENIT FROM TAX-EXEMFT LNIRREST
Icpact of Limited Tax Preference
(Minimus Tax)

Gross Income includes over $200,000 Tgxsble

$70,000 Tax-Exezpt Incoms

$100,000 Alternative Taxable Income

Tax on $100,000 = $70,000 = 70% = $30,000 After Tax

Distribution of Benefit:
Municipality $100,000 = $70,000 = $30,000

* Texpsyer $ 70,000 - §30,000 « %Q,,m

L I N B

A 35% tax on $70,000 » §24,500 vhich would leave some 39% of the
taxpayexr advantaje.
But hare the ninirum tax would probably not apply because of

laxger amount of income presently taxable.



APPENDIX B
Additional Comment oa Propossl for Allocation of Deductions

Further study of the allocation of deductions proposal indicates that
this would affect many more taxpayers and thus might have even greater adverse
market iupact than the mlniuum income nx.(n Investnent in wunicipal bonds
by individuals would be made less attractive, and more individuals would find
in this another reason to shift their investment programs even more heavily
tovard the common stock area. This would risk & drastic reduction in the
support for State and local financing supplied Ly individual investors, partic-
ularly during periods when buying by banks is ro'ducod owing to credit restraint
such as that now being applied by the Federal Reserve System. Furthermore,
institutional investors might well anticipate a growing risk that the principle
of allocation would in timo be applied to them, to the detriment of their programs
for investment in tax-exempts, Accordingly, we believe that this allocation
proposal would also have & very serious effect on the municipal market,

The three principal categories of deductions which would be involved in
this allocation are (1) contributions (2) State and local taxes, and (3) interest
paid. The allocation proposal might have an adverse effect on charitable giving
as vell as on individual investoent in the municipal market, risking msjor hard-
ships in both of these areas in return for an uncertsin minor gain in tax equity.

Vith curreat revenue needs of State and local governments at an all-time
high, it would be unfortunate to downgrade in any vay the preseat deductibility
of State and local taxes, To do so would make it even more difficult for States
and cities to raise taxes and hence tend to widen the gsp between the taxing
pover of the Pederal government on the one hand and that of Stste and locsl

* * % %

(1) Attached ave some computations (Exhibits 1, 2 and 3) which indicate the
reduction in the value of tax-exempt interest to an individual investor if all
of the resulting increase in tax is charged against the tax-exempt income. Iu
each case tax-exempt interest is assumed at % of total income including taxable
income, It is assumed that there are no other excluded items in order to high-
light the impact on tax-exempt interest, It vill be noted that the inpact rises
as the ratio of deductions to income rises.
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governments on the other; the need today is for moves in the opposite direction,
With respect to the question of interest deductions we note that this is not
a problen for the Treasury in relation to tax-exempt interest on State and local
bonds, Section 265 of the Internal Revenue Code and the regulations thereunder
already foxbid the deduction of interest on loans to purchase or carry an invest~
nent in tax-exempt gsecurities, Similarly disalloved are expenditures for invest«
went management, or for custody or safe deposit box facilities insofar as they

are incurred in the production of tax-exempt income,
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EXHIBIT 1

E F OF DED! ONS

$60,000 Taxable Income = before Deductions
$20,000 Tax-exempt Interest

A. $10,000 Deductions

Sublect to Tax Tax _(Joint Return)
$60,000 - $10,000 = $50,000 $17,060
$60,000 - ($60,000 X $10,000) =  $52,500 10,325

$80,000 ) +§ 1,265

$20,000 Exempt Interest effectively reduced to $1C,735 -
5% rate reduced to &.,60%

(273 4,22%
4% 3.75%
B. $20,000 Deductions
$60,000 -~ $20,000 = $40,000 812,140
$60,000 - ($60,000 X $20,000) = 45,000 14,560
! G ) ’ +§ 2,420

$20,000 Exempt Interest effectively reduced to $17,5G0 -

5% rate reduced to 4,39%

% 3,95%

4% 3.51%

* k Kk %

Note referring to A. above: Using the mathod of computing benefits to borrower
and taxpayer used in the attached disc;nsion of the minimum income tex, benefit
to the Lorrover vas $0,570.00 and to the taxpayer was $6,880,00. Allocation of

deductions vwould reduce the taxpayer benefit by $1,265,00 to $5,615.00,
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A

B.

$150,000 Taxable Incoms - before Deductions
$50,000 Tax-exempt Interest
$15,000 Deductions

$150,000 « $15,000 = lm%s%. . - &7“,"1%6““”

$150,000 ~ ($150,000 X $15,000) = 138,750
(IR ) - SR

$50,000 Exempt Intevest ctfec;ivoly reduced to $47,600 -
5% rate reduced to 4,76%
s 1]

6,270
o 3,00%
$60,000 Deductions
$150,000 - $60,000 = $ 90,000 $39,160
$150,000 = ($150,000 X $60,000) = 105,000 ' 48,280
’ (§200,000 ) ' + 9,100

$50,000 Exenpt Interest effectively reduced to $40,900 -
S% rate reduced to 4,09%
4% 3.67%
4% 3.27%
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BEEIDT 3
EEFCT OF ALLOGATION OF DEDUCTIONS
$300,000 Taxable Income - before Deductions

$100,000 Tax-exempt Interest
A, $30,000 Deductions

§300,000 = $30,000 = A X mé‘“xsh%ns.y o
6

$300,000 = ($3 X $30,000)= $277,500 165,230
: (’% ) a .4+ 5,280

$100,000 Exenpt Interest effectively reduced to $94,750 -
S% rate reduced to 4.73%
21 £,26%
4% 3,79%
B. $100,000 Deductions

$300,000 - 100,000 = $200,000 $100,980

$300,000 ~ (8 X $100,000)=4225,000
00 - IR y - Sh8

$100,000 Exenpt Interest effectively reduced to $02,500 -
5% zate reduced to 4,13%
A% 3.71%
4% 3.30%

* h k R
Note referring to B, above: Using the method of computing benefits to borrower
and taxpayer used in the attached discussion of the minimum income tax, benefit
to the borrower was $43,000,00 and to the taxpayer vas $$'I,l°0.00. Allocation
of deductions would reduce the taxpayer benefit by $17,500,00 to $39,600.00.
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Municipal Bonds - Table 1

Two different investment procedures were used for two different periods of
time. Roman numerals I and II represent investments made in the past ten years
and Roman numerals 1IX and IV represent investments smde in the past five years.
In I and III the full investment of §$1,000,000 wvas made at the Leginning of the
respective 10- or 5-year period, In II and IV an equal proportion of the total
$1,000,000 was invested at the beginning of each year,

For municipals, it was assumed that the bonds were 20-year bonds roughly
equivalent to a Moody A and they they were purchased at par.

Column A is the Total Capital Horth (market value) of the municipal bonds
as of the end of 1960, For II and IV this figure is a total of the market values
of the bonds purchased in successive years,

Column B is the coupon rate for each of the Londs, It is based on a rounded
Bond Buyer 20 bond average for the first of each year. Columm C is the total
interest received per tond at the appropriate cowpm rate.

There is no tax on the interest income because municipal bonds are tax-
exempt as to interest incoms, and no attempt was made to calculate the effect of
state and local tax consequences.

Column D is a calculation of the tax credit that would be applicable if the
bonds were sold, If these bonds were sold they would represent a capital loss,
Assuning other capital gains, these capital losses would act to offset the capi~
tal gains, In a sense, there would be a tax credit at the same tax rate of 25%,
to be subtracted from any taxes on capital gains, and this would reduce the capi~
tal loss on runicipals. '

Column P is Net Profit (+) or Loss (~) and is calculated by summing Columns
C and D,

212



“ge

Corporate Bonds - Table II

This table is similar in many respects to Table I, It was assumed that the

following bonds were purchased:

1. 1950 Aaa Philadelphia Electric, 4 3/8's Issued: Dec. '58; Due: 1986
2, 1959 Aa Conn, Light & Fower, &4 7/8's 1Issued: Jan, '60; Due: 1990
3. 1960 Aa Georgia Power, 4 7/8's 1Issued: Nov, '60; Due: 1990
4, 1961 Aa .Commonwealth Bdison, & 3/4's Issued: Dec., '61; Dus: 2011
5. 1962 Aas Ches. & Pot. Tel., 4 3/8's Issued: Jan, '63; Due: 2002
6, 1963 As New England Power, 4 1/2's 1ssued: Nov, '63; Due: 1993
7. 1964 Aa Texas Electric Service,# 1/2's Issued: Peb, '65; Dus: 1995
8. 1965 Aaa Dallas Pover & Light, & 7/8's 1Issued: Jan. '66; Due: 1996
9. 1966 Aaa American Tel. & Tel., 5 1/2's 1Issued: Jan. '67; Due: 1997
10, 1967 Aa Central Power & Light, 6 5/3's Issued: Jan, '63; Due: 1990
Por 1, $1,000,000 was invested in the Aaa Philadelphia Electric bond; for 1I,

$100,000 was invested yearly in successive bonds (bonds nos, 1-10); for III,
$1,000,000 was invested in the Aa Mew Bngland Power bond; for 1V, $200,000 was
invested yearly in five successive bonds (bonds nos, 6-10).

Columns A through D are similar to the columms in Municipal Bonds, Table I.
Column B is the income taxes payable annually on the dividend income, The tax
rate vas agsumed to be a constant 50% over the period, The $100 deduction allow=
able on dividend income was disregarded, and no attempt was made to calculate
the effect of state and local taxation.

Coluon P is the Net P:otﬁt (+) or Loss (=) and is calculated by adding
Columns C and D and subtracting Column E,

Standard & Poor's Average of 500 Common Stocks ~ Table IIX

The same investuent procedures were used hexe, again for the 10- and
S~year period. Prices were based on Standaxrd & Poor's indices for 500 common
stocks, while dividends represent the Standard & Poor's average yearly divi-
dend for this same group of stocks,

Colum A is the Total Capital Worth (market value) when the stocks were
sold at the end of 1968, Column B is the Gross Profit, or Column A minus the
initial investment of $,000,000, Colum C is calculated at the highest tax
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-3- v
rate, 25% of gross profit for long-tern capital geins. Coluwn D s the

additional 7.5% surtax necessary because the capital gains wers realized
in 1963,

Column B is cash dividends, The dividends paid varied each ysar as did the
nurber of shares owned. The total dividend income (dividends per share times the
nuaber of sharves owned) is shown for each year.

Column P ie yesrly income taxes paid on dividend: incoms. As in Table 1I,
the rate was asaumed to Le constant at S0%.

Coluun P 1s Net Profit (+) or Loss (=) and 1s figured by adding Columns
B and E and subtracting Columns C, D, and ¥ from this total.

Pive Growth Stocks = Table 1V
The same methodology was used here as that applied in Table I1I, only
equal investments were made in five growth stocks: Xerox, Kodak, IBM, Avon,

and Polaroid,
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APPENDIX C TABIE T
MUNICIPAL BOMDS
Ten Years
I. lavesting A B c D P=C+D
$1,000,000
at ons tioe Total Capital Worth Coupon Total Interest Tax Credit Net Profit (+)
Dec. 31, 1968 (a8 of 12/31/68) Rate Earped o -

$790,000 3.40% $340,000 -§210,000 capital loss +§182,500
+_52,500 tax credit
= 157,500 net loss

IX. Investing 1959 - 79,000 3.40%2 34,000 " =$165,000 capital loss +4§ 63,750
$100,000 1960 - 80,000 3.75 33,750 + 61,250 tax credit
each year 1961 - 81,000 3.40 27,200 - » nst loss
1959-156C 1962 - 82,000 3.37 23,500
1963 - 83,000 3.00 13,000
1964 - 4,000 3.2% 16,250
1965 - 85,000 3,10 12,600
1956 - 86,000 . 3.%0 10,500
1957 - 87,000 . 3.7 7,500
1968 - 88 4.40 4,600
Total 48733, Tocal 187,500
Iive Jeaxs
II1. Investing <
$1,000,000 $340,000 3.25% $325,000 -$160,000 capital loss +§205 ,000
at ons time + 40,000 tax credit
Dec. 31, 1963 = 120,000 net loss
IV. Investing 1964 - $163,000 3.25% $ 32,500 -$140,000 capital loss -§ 2,900
$200,000 1965 - 170,000 3.10 246,300 + 35,000 tax credit
each year 1966 - 172,000 3.50 21,000 - 705000 net loss
1954-196C 1967 - 174,000 3.75 15,000
1963 - 176,000 4,60 83,000

Total $£50,000 Total §102,100



TABLE II

913

Ten Years ) GCORPORATE BONDS
I. Investing A B [ D E P=C+D=E
u’m’m m
st one time Total Capital Worth Coupon Total Interest Tax Credit Income Tex Net Profit (+)
Dec. 31, 1958 (a8 of 12/31/68) Rate Egrned on Interest or Loss (-)
$737,500 L.375%  $437,500 -$262,500 capital loss $218,750 +$21,875
+ & 62 tax credit
- net loss
II. Investing 1959 - $ 73,750 ' 1375% $ 13,750 -$2h2,6h1 capital loss 1959 - $ 21,875 -$52,694
$100,000 1960 - 78,030 L.875 43,875 60 tax credit 1960 - 21,938
each yesr 1961 - 76,800 L.87 39,000 5981 net loss 1961 - 19,500
1959-1968 1962 -« 69,156 L.75 33,250 1962 - 16,625
1963 = 69,979 4,375 25,950 1963 - 12,975
1963 - 70,338 5 22,500 1964 - 11,250
1965 - 69,558 4.5 18,000 1965 - 9,000
1966 ~ 74,293 4.875 1,625 1966 - 7,313
1967 - 81,004 5.5 11,000 1967 - 5,500
1968 - _ 9L,L 6.625 3—'3%% 1968 - 12
Totsl 23 » Total 3$129,2
Five Years
IXI.Investing
$1,000,000 $703,3680 4.5% $225,000 «$296,620 capitsl loss $112,500 «$109,965
at one time + 7 tax credit
Dec. 31, 1963 22, net loss
IV, Investing - $140,676 L.S% $ 145,000 «$220,712 Copitel loss 1964 ~ $ 22,500 =$ 92,784
$200,000 Toes - P1aomi6 .3 36,000 . %’,118 tex credit 1965 - 18,000 '
each yesr 1966 = 148,586 L4.875 29,250 - net loss 1966 = 1h,625
E ties  _1a2% 1968 - _argze
Towsr | SIS 62 ota1 SR S0 Totsl | §72,750
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I.

Ten Years

Investing
$1,000,000
st one time
Dece N, 1958

II, Investing

$100,000
each yesr
19591968

Totsl Capital
Worth (as of

12/31/€8)
u, 881,2m

$1,160,375

TABLE IIX

STANDARD & POOR'S AVERAGE OF 500 STOCKS

Gross
Profit

$681,200

$460,375

] D
258 1968
Cepital Surtax
Saina Tax  (7.5%)
$220,300 316,523
5,09 $ 8,632

1962 -
1964 -

1967 - 52,706
- _S4,517
Total 31,429

1959 - $ 3,260
1960 6,788
13,728
18,089
22,938
28,243
33,455
37,903
1968 -  h2,324
Total >

) 4
50%
Income Tax
on Dividends-

$16,301
17,659
17,84

P = B-C-D+E-F
Net Profit (+)

or Loss S-z

+$860,090

+8L4S,135
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TABLE III (cont.)
STANDARD & POOR'S AVERAGE OF SO0 STOCKS ,
D E r P ® BC-D¢E-F

A B c
Total Cspitsl 25% 1968 50%
Worth (as of  Oross Capital Surtsx Cash Income Tex Ket Profit ()
12/31/68) Profit Geins Tsx (7.5%) Dividends on Dividends or loss (~)
$1,384,431 $384,431 $96,208  $7,208 196k - $ 32,125 $16,06 +$373,157
e ’ ’ 1965 ~ 35,191 AT ’
1966 -~ 37,657 18,929
s gm e
5 ' Total »
#1,220,666 $220,666 $55,267  $5,138 1964 - $ 6,h25 $ 3,213 +$213,189
v ’ 55 ’ 1965 - 13,269 6,635 ’
1966 - 20,420 10,210
1967 - 28,169 s,085
1968 - 17,6

Totad n%g%m 2032 -
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TABLE IV
Ten Years FIVE GROWTH STOCKS
I. Investing A B ( D E 1 4 P ® B=CaDeE-p
$1,020,000 Totsl Cepitsl 2s5% 1968 sot
at one time Worth (as of Gross Capitel Surtsx Cash Income Tax Net Profit (¢)
Dec. 31, 1958 12/31/68) Profit Gains Tax (7.5%) Dividends on Dividends or Loss (-)
Xerox = $12,000,000 $11,800,000  8h,l2h,697 3331,852 1959 - $ 12,874 $ 6,437 413,206,221
($200,000 Kodsk - 973,3C9 773,309 1960 - 17,200 8,600
inesch IBM - 1,015,190 816,150 1961 - 19,903 9,952
M) Avon - 2,822,1% 2.622.19& m - 25,&6 12,503
Polsroid - 1,887,093 1.687,09% 1963 - 34,037 17,019
2090, - 7,407 23,704
1965 - 62,459 31,230
- 81,093 -~ 140,547
Totel  SEFP0 Total T3
IX. Investing-
Jecedgicn
yosr
1959-1968 )
 Xerox = $ 2,846,160 $ 2,646,160 $1,161,583 $ 87,119 1959 - $ 1,26, $ 63 +*$ 3,476,7%
(920,000 Kodsk -  L76,836 ’276,8% T 960 - 2 1,386 M
. each year I - 538,335 338,335 1961 - 4,086 2,043
in each Avon - 877,316 677,316 1962 = 6,012 3,006
stock) Polsroid - 907,686 707,686 1963 = 9,39 b,697
20“1 ¥ ) » 19& - lh’m 7’“‘
1965 - 19,719 9,860
1966 - 26,216 13,108
1967 - 34,161 17,081

1968 = 40,620 20,310
Total ¥I56,250 Total 73,
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Five Yesrs

III.Investing
41,000,000
at one time
Dec. 31, 1%3

Xexrax
($200,000 Kodak
in each IBM
stock) Avon

Polaroid

IV, Investing
$200h,000
each year
1964-1968

Xerox
(340,000 Kodak
each yesr IBM
in each Avon
stock) Polaroid

-

a B
Total Capitel
Worth (as of Gross
12/31/68) Profit
$ £30,588 $ 430,588
503,48 303,488
477,273 277,273
1 m'??has ﬁ‘"ﬁ’ég
T totel 37;290.035
$ 377.076 $ 177,076
318,134 118,134
377,685 177,685
376,047 176,047
603,720 ho 720
Total y
'Y

TABLE IV (cont.)
FIVE GROWTH STOCKS

c D E
25% 1968
Cepital Cash
Gains Tax L‘Z..i‘). Dividends

$572,510  $U2,938 ].lggh - 811,288

1966 -~ 18,082
1967 - 21,904

1968 = 25,280
Total sa%m

1965 -

s

1967 - 12,813

1968 - 16,454
Totsl 345,845 Total

) 4
50%
Incoms Tax

on Dividends

»

Net Profit (+)

or Loss s-z

431,720,233

“ 792,681
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I, INTRODUCTION: SUMMARY

My name is Northcutt Ely, 1am a partner in the law firm of Ely and
Duncan of Washington, D,C, My firm is General Counsel for the American
Public Power Association. This Auoclati.on speaks for about 1, 400 local
publicly owned electric systems in 47 States, Iam accompanied by Larry
Hobart, Assistant General Manager of the Association, and Richard D. Wilson,

Chairman of its Committee on Taxation,

I am here today to tectlfy on H,R, 13270 as pa.ued by the House of
Representatives August 7, 1969. 1 shall discuss three of its provisions which -
directly and ‘adversely affect State and local governments., These are as
follows:

1. Section 301, The Limitation on Tax Preferences contained in Sec-
tion 301 would have the effect of directly imposing federal income taxes on a
portion of the interest paid by States and local governments to their creditors
who are individuals -- but not, in the present bill, corporate creditors. If a
taxpayer receives mor; than half of his income from municipal bonds, he must
pay income tax on that excess., These taxes would apply not only to new issues,
but also to bonds outstanding, which were exempted from tax by federal law at
the time when they were sold.

. 2. Section 302, The provisions for allocation of deductions -~ such as
interest paid on a mortgage, or property taxes paid on a house - while con
tinuing to allow these deductions in full in the calculation of the income tax to

b'e paid by any taxpayer who dt')ea not own municipal bonds, would deny him a

]
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portién of that same deduction if he receives tax exempt interest. The greater
his .tax exempt income, the greater is the tax he must pay on each dollar of
taxable income, and the greater his total tax. The result is that a taxpayer
who invests capital in municipal bonds would pay more tax per taxable dollar
and more total tax ;han if he left that same, amount of capital idle in his check-
ing account. This provision applies to future bond issues, but not to issues
outstanding.

3. :Sections 601 and 602. These authoriz'e federal subsidies to induce
State and local governments to issue taxable bonds.

We offer amendments, annexed to this statement, to delete all three of
these provisions. The effect would be to maintain the current tax-exempt status
of municipal bonds, unchanged.

We are against Section 301, the Limitation on Tax Preferences, and
Section 302, requiring allocation of deductions, because their combined effect

would be to cripple the borrowing power of the States and their municipalities.

The resulting increase in the cost of money would impose long-lasting inflation

.(for 20 years or more, depending on tﬁe life of the bond issue) upon the local

ad valorem taxes which support such essentials as schools, and upon the cost
of essential public services which are supported by rates ﬁnd charges, such as
waterf power, and, in some cases, sewerage. This burden will fall with dis-
proportionate effect on poor people, because the increases in the rents they
pay, flowing from increases in property taxes, and increases in such unavoid-
able expenses as electricity and water bills, are substantial factors in their

cost of living,



Beyond the policy questions, Sections 301 and 302, in our opinion, are
unconstitutional, Protracted uncertainty, with attendant high borrowing costs, .
would continue to overshadow the financing of nil essential local facilities for
many years, until such time as the Supreme Court resolves these douts. The

. constitutional issue is discussed in our annexed brief. .

We are against Sections 601 ﬁnd 602, the subsidy scheme., Just as Sec-
tions 301 and 302 would largely deprive local governments of the power of self-
help, Sections 601 and 602 would burden the federal taxpayer with the conse-
quences. The bill would transfer to the back of the federal taxpayer the con-
sequences of local decisions to create d;btu, on which the bill would require
the federal taxpayer to pay interest, The sequel, unavoidably, would be a tax
revolt, which would result in the transfer to federal bureaus of the power to
make those local decisions.

| The combined result of these provisions of the bill will be to create a
crisis in in‘tergovernmental relations. This, more than the federal tax rev-
enue involved, is the significance of this bill's demoralization of muixicipal
credit, and its substitution of federal liability for the support of activities

" that are esgential functions of State governments,

II, THE BILL CRIPPLES THE POWER OF THE STATES
TO ISSUE AND SELL TAX-EXEMPT BONDS

The devastating effect which the mere consideration and passage of this
bill in the House has alreﬁdy had on the borrowing power of local governments
is readily documented.

The House Ways and Means Committee published the Johnson Adminis-
tration's tax reform proposals on February 5, 1969, and suggestions contained
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in those propoulclthrew the municipal bond market into a noﬂo;n decline, If
two days before that day a bank -- note that I say bank, not individual -- had
bought $1, 000, 000 of the high-grade corporate bonds caamposiﬁg Moody's cor-
porate ‘bond average, that portfolio would have been worth on September 4,

‘ 1969, $941,200. If the same bank on the same day had bought $1, 000,000 worth
of highwgrade State and local bonds which compose the Weekly Bond Buyer's
municipal bond average, this portfolio would have been worth on September 4
only $835,200, The drop in value of corporate bonds reflects the general in- .
crease of the cost of money in the market place. The yield on corporates had
to rise 57 basis points, which is a say of saying 57 one-hundredths of 1 percent,
to make it possible to market new corporate bonds of like quality, But the yleld
on top-grade municipal bonds had to rise from 4.91 to 6.37, some 146 basis
points, or 1,46 percent to make similar new issues salable. " The difference
between the rate of increase in the yield on corporates and the yield on muni-
cipals, dur.ing the consideration of this bill during that period, is a fair measure
of the market's a;:pralnl of the effect of this pending legislation on the tax )
‘oxemption of municipal bonds. Cost of money to municipals rose two and a
balf times as much (146 basis points) as cost of money to corporations on their
bonds (57 basis points),

September 4.was selected for .:;alynil becauie it was on that day that
secretary of the Treasury Kennedy testified before u'm Committee and recom~
mended against applicatic;n of the Limitation on Tax Preferences to municipal
bonds, Since that date the municipal bond market has shown a marked improve-
ment while the corpox;ate market has further deteriorated. The c\orporato port-

.‘. .
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folio has dropped another $11,800 in value, The corporate ylolé has con-
sequently risen 12 more basis points to 7,56, as of September 18, the last date
figures were available. Yet the municipal bond portfolio has increased in
value by $12, 900 since the date of Secretary Kennedy's 'lt.utement opposing the
lnfclulion'of municipal bond interest in L, T, P,, with a resultant drop in yleld
of 12 baais points to 6,25, These figures indicate alike the un‘oitlvlty of
municipal financing to the ebb and flow of threats of federal taxation, and the
continuing depreﬁion in the municipal bond market occasioned by the oveu_‘ll
impact of this blll. |

Such are the demonstrated consequences of this bill with respect to
municipal bonds held by a bank or other corporate holder, even though the bill
purports to tax only the interest paid to individuals, _and individuals have been
buying only about 10 percent of new issues in the lagt two years. The reason
is obvious:- The domino effect. Thp market h'al recognized th.at if this bill'be-
comes law, no buyer ot" munici'pal bonds hereaftgr will be p.urchuiug a stable
contract. If the value of the individual's contract can be validly impaired retro-
‘actively, as this bill does, then so can a bank's coﬁtract with the same issuer,
in some future bill. The buyer consequently capitalizes the expected tax, and

"adds its consequences to the yield that he demands. The helpless municipality
pays the price. »

The rirlcé, reckoned over the life of a bond issue, is staggering, both
in the cost to those municipalities which can sell their bonds, and, more omi.
nously, in the consequences to those municipalities which may be unable to
sell their bonds..

" State and local governments in 1968 issued $16. 125 billion in bonds, tax '
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exempt under then existing federal statutes. It has been conservatively esti-
mated that the dgbt service they would have to pay on an average 20-year bond
issue would be inc;'eaaed, if this bill became law, by more than $220 million
anm.mlly. or by more than $4, 4 biilion during the whole life of the bond. These
are the consequences with respect to the bond offerings of a single year. But
the Nation's municipalitie-’. as a group, must gell bonds every year, not just one
" year, and do so in increasing amo‘un,ts' to maintain 'euential services to an ex-
panding population. The true conéequences of this bill kn cost of t‘noney to States
and local agencies is not just $4 4 billion, but an lndeﬂnitely large multiple of
the costs at tributable to the bond olferings of any single year.
By contrast, the Ways and Means Committee estimated that the Treas-

ury would collect added revenues of only $40 million in 1970, and‘$85 million
a year ultimately, from all five limitations on tax preferences.lumped together ..
State and local bonds, capital gains, appreciations in valﬁ;a of property donated
to charity, excess depreciation. éxcess farm losses -- with no value at all ase
signed to the limitation on municipal bond interest. This is burning down the
house to kill the cockroaches. Moreover, it is no longer asserted by the pro-
ponents of this bill that tax exempt interest shelters a single one of the 154
wealthy non-taxpayers who are the highly publicized targets of these five limi-
tations on tax preferenceq. It'lsj almost certain that the wrong house is being

burned down. . .

‘e 5a -
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Ill. CONSTRAINTS ON TAX-EXEMPT FINANCING OF ESSENTIAL
PUBLIC SERVICES RESULT IN PERMANENT INFLATION OF
THE COST OF THESE SERVICES, WITH THE BURDEN FALLING
DISPROPORTIONATELY ON THE POOR.

. The construction of public facilities to furnish essential public
services -- schools, water, sewerage, electric power, fire and police
protection, for example -~ cannot be curtailed below the growth rate pf
the population, without consequences t00 obvious and too serious to require
argument. Indeed, such construction, and the issuance of bonds to finance it,
oqght to expand at a rate greater than the rate of p;apulation growth, if the
standard of living in the underdeveloped segments, the ghettos, of our
environment is to be improved. ' '

Consequently, lﬁte and local governments must go to max;ket to

.‘ finance their public works whether they want to or not; they cannot wait
indefinitely for the market to improve. High interest conéi. that is, costs
of money inflated by *he lt;l! of tax exemptiori. result inevitably in the
inflation of the costs oy essential public services for the whole life of the
bond jssue. For example, a city which must pay, say, $12 million in interest
over the 20 year life of a tax-exempt bond issue which it sells to finance
schools will have to pay at least $18 miliion instead if the bond interest is

‘taxable, or if the market, ri;htly or wrongly, judges that such interest will
become taxable in the future. To pay the added $6 million, the city must
increase its ad valorem taxes, with a resulting escalation of all living expenses
affected by ad valorem taxes -- rents, for example, This is a regreufve
result. If the facilities so built are revenue producing, such as water or
power facilities, the city must raise its rates for these services.. Note here

-b -
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that power and water works require a large number of dollars of capital
investment, that is, of borrowed money, to produce each dollar on revenue.
' The ratio of investment fo annual revenue may be more than ten to one. Con. '
sequently an increase in interest from a rate of 6 percent to one of 8 percent,
an increase of 2 p;rcont. may require an ln‘cruu in rates for water or power,
of 20 percent or more. The ultimate burden of the loss of a municipality's
tax exemption on its borrowiﬁg is reflected directly in the cost of essential
public services which the cltlufn has no optic;n t§ forego, and thus falls most
heavily on those of its citizens least able to bear it, The inflation of costs of
living thereby occasioned is near-permanent, cbming into existence when the
more costly money is borrowed to build the public works, and lasting .the
whole 20 to 30 years of the life 'of the bond.

So much for the more fom;nuto municipalities which (ro able to sell
their bonds, at a price, even if they lose their exemption in whole or in
part. The iuieren ute; they must pay wili rise to equal the rate which
corporations must pay. Indeed, much of the spread between municipal and
corporate rates has already been eroded, commencing when this so-called tax
reform lchemo'wu made public early this year. But u.mxe public ugénciu.
if forced to luqe taxable securities, would find them unsalable. at any
acceptible price. For example, who is going to buy a taxable bond of an
obscure small schoot district or small town municipal power system, in com-
petition with the corporate bond of a large company, perhaps a debt convertible
into ct.;ult'y. except at a price greatly in excess of the corl;oritc rate? Indeed;
experts say that many of the annual issues that small public bodies customarily
offer witl be unsalable : at any price i_f they are made taxable. '

a?a
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IV. THE BILL'S PROPOSED TRANSFER TO THE FEDERAL
‘ TAXPAYER OF THE CONSEQUENCES OF THE DESTRUCTION

OF LOCAL CREDIT g BAD PUBLIC EQ&!CY

The bill proposes a cure for the injury it does to municipal credit, in
Soctlon 601 and 602, The cure is worse, in some respects, than the disease
incubated in Sections 301 and 302. The remedy offered is a subsidy to be
paid by the federal treasury to any municipality which elects to issue taxable
bonds. The subsidy is supposed to equal thed ifference in yield between
taxable and non-taxable municipal bonds, fixed as a porcentfge of yield, within
a stated range, the determination to be made by the Secretary of the Treasury, -
Thg report of the House Committee on Ways ind Means says "there is no review
of the advisability of the local project or of the issuer's ability to pay".
Availability of the federal money would be assured by a permanent appropriation,
avoiding annual review by the appropriation committees.

At least four things are wrong with this idea. In ascending order of
importance, th.ey are these:

(1) The "fixed percentage" of the yield con'-tlthtlng the subsidy "is to
apply to all issues of taxable obligations" during the quarter of the year
covered by the determination, nationwide. Manifestly, not all issues will fit
this single Procrustean bed. What is the upper timit of the new mgable yield?
The corporate rate? A small drainage district will l;ave to pay more than
that, if its bonds become taxable, for no one will buy them in competition
with bonds of, say, U.S. Steei. What is the lower limit, to be subtracted
frém the.upper limit to arrive .at the spread which is to be offset by oubnidy?
Supposedly it is the fate payable on tax-exempts, but whose? Manifestly a
subsidy required to' make lalablg top-grade taxable muniélpala. or even

231



.

one determined by the average yield of all municipals, calculated as a
percentage of the apre'ad between taxable and non-taxable yields, will

not be enough to enable the poor and small sisters to sell taxable bonds.

(2) The federal gove'rnment must raise the money to pay several

thout;and municipalities many millions of subsidies each year. This

federal obligation will continue for the life of the bond {ssue, a period to

be determined by the local governmen‘t.‘ fl‘hé effect will be twofold. First,

an obligation is to be imposed on the federal treasury which is equivalent to

a long-term federal bond, whereas current federal policy is to issue short-
term securit‘es, Second, the municipality's taxable bond is expected, by

this scheme, to foresake the shelter of the unique tax-exempt market, and

to compete in the market for the first time with corporates and federal secu-
>rities. To the extent that the scheme works, the competition of this new
municipal entry may well drive up the interest rates which the federal govern-
ment and corporations must pay. In six of the last ten years, the net increase
in municipal bonds outstanding was greater than the net increase in corporates
or in direct federal government securities.

(3) If the House Committee's assurance that "there is no review of

the advisability of the local project or of the issuer's ability to pay" really
comes true, then the consequence will be that local governing bodies can

and will commit the federal treasury to incur long-term debt service obliga-
tions, with a conscquent increase in burdens on the federal taxpayer, \;vithout
review or concurrence by Congress or by any federal executive agency. It

is totally unsound'to vest in local governments the power to appropriate

federal money. Such is the effect of this proposal,

9.
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{4) More likely, the House committee's assurances against federal
review of the advisability of the local project or of the issuer's ability to
pay will not last very long. A taxpayers' revolt would be a certainty, if
bmio'nn were added each year to the long-ternﬁ federal debt load by non-
reviewable decisions of local governments. The alternative would be a
super P, W,A, of federal agencies to review the desirability of each of
several thousand local projects each yeir. and the capacity of their sponsors
to pay for them. Local decisions, now policed by the marketplace, would
become ﬁatioual decisjons, controlled by the. policies and politics of distant
federal administrators.

V. THE BILL'S PROPOSALS FOR LIMITATIONS ON TAX
PREFERENCES, AND ALLOCATIONS OF DEDUCTIONS,

AS APPLIED TO INTEREST ON MUNICIPAL BONDS, ARE
UNCONSTITUTIONAL

The bill's effect,’ as demonstrated in Partllof this statement, has been
and will be to impair the .power of .Statea and municipalities to borrow money,
and to increase the cost to loca‘l governments of the money that they succeed
in borrowing.

It does so in two ways,

The limitation on tax preferences ;lirectly subjects to federal taxation
the interest paid by local governments on their obligations,

The allocation of taxpayers' deductions burdens the muni'cipailty'a
borrowing power in a more subtle, but equally effective way. The effect is

that a taxpayer who owns no mufllcipal bonds may deduct from his gross income,

- 10 -
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for example, all of the local taxes that he pays on his home and all of the
interest that he pays on his mortgage., But if he has income from municipal

" bonds in excess of a stated amount annually ($5000 if single, $10, 000 if filing ‘
a joint return), he may not deduct Sll of that interest, but only a portion of |
it corresponding to the ratio between taxabic income and total income. In
consequence, such a taxpayer would pay more tax if he invested money in
municipal bonds than he would pay if he left the same amount of capital idle

in his checking account. .

The House Committee regards this allocation scheme as producing
revenue to the Treasury amounting to $265 million in 1970, rising to $460
million ten years later, but it‘ does not say how much of this relates to
municipal bond interest. To tl;ne extent that it does, it constitutes an added
cost to municipalities which {ssue tax-exempt bonds, because the bond buyer
capitalizes his expectation of taxation and adds that to the yield requifod to
" induce him to buy in competition with othu: taxable bonds. |

A federal tax which directly increases the cost to the States and their
political subdivisions of borrowing money, imposing a burden on the borrowing
power at the amount of its exercise "is a tax on the power of the states, and
on other {nstrumentalities to borrow mbney, and conuquet;tly repuglnant to

the Cénatitutloﬁ" {Pollack v, Farmers' Loan and Trust Co,, on rehearing,

158 U, S. 601, 630 (1895)). The argument is spelled out in the annexed brief,
- tested, both the limitation on tax preferences and the allocation of
deductions, as applied to municipal bonds, are, inmy ‘opinion unconstitutional,

Secretary Kennedy agrees that there are "'constitutional doubts' as to the

<11
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former, but not the latter. It will take years of litigation, much of it outside

: the c;ntrol of the States and their instrumentalities, to decide the constitutional
issue if either the limitation on tax preferences or the allocation of deductions
includes municipal bonds. For that same period of time. all municipal financing
wiil be chaotic. The issues sold during this period will have to i)ay interest
rates which are dictated by the buyers' most pessimistic appraisal of the
outcome which indemnify him for taxes he must pay even though the tax is
finally declared unconstitutional. The then holder, whoever he may be, will

reap a windfall, taxable only at capital gains rates.

-12 -
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VI. CONCLUSION

To the extent that local governments can and will cax"rsv their own
burdens, it is in the national interest that they be permitted to do so. To
the extent that their borrowing power is eroded by Federal taxation, or
the ti:reat of attempts at such taxation, whether constitutional or not, local
governments are prevented from carrying their own burdens, and are
driven to rely upon Federal assistance. This bill plainly contemplates this
cauge and this effect, and compels both. We vehemently disagree.

The Nation gets no beneft from diaal;ling any State from providing
essential public services to its own people at its own expense, We all suffer
by such a process. This is true not only of the State whose borrowing power
may be crippled by Federal taxation, or the threat of it, but of the Federal

' taxpayers who must ultimately pay for a greater share of local projects thus
priced out of range of tl.xe State's borrowing power.

The Federal Treasury and-the federal taxpayer suffer from the
erhé;ion of ;ntergovernmental tax immunities, whether Federal or State.

This is not tax reform,

Att'achments:

Brief: Taxation of the interest paid by States
and their instrumentalities upon their
obligations, as proposed in the "Tax
Reform Act of 1969, ' would be uncon-

stitutional.

Proposed amendments
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1. Provisons of H, R, 13270, 91st Congress
(The "Tax Reform Act of 1969") Taxing,
Directly or Indirectly, the Interest Paid
by States and Their Instrumentalities

on Their Obligations

Section 301 directly taxes a portion of the interest paid to individuals
by States and their instrumentalities on their obligations. Section 302 does
8o indirectly,

Limitation on Tax Preference (LTP)

Section 301 establishes a limit on tax preferences (LTP) which will apply
to five iten'u of income (infra), The House Committee Reportl/ explains the
lcheme as follows:= 2/

"Under the limit on tax preferences provided by the bill, in
the case of individuals, estates, and trusts, a 50 per cent ceiling
is to be imposed on the amount of a taxpayer's total income (ad-
justed gross income plus the tax preference items) which can be
excluded from tax. In other words, an individual is to be allowed
to claim the exclusions and deductions comprising tax preference
income only to the extent that the aggregate amount of these pref-
erences does not exceed one-half of his total income., In order to
confine the operation of the provision to individuals with substantial
amounts of tax preference income, the limit on tax preferences is
not to apply if an individual's total tax preferences for the year do
not exceed $10, 000 ($5, 000 for a married person filing a separate
return),

"The application of the limit on tax preferences may be il
lustrated by the case of a taxpayer with $50, 000 of salary and
- $150, 000 of tax preference amounts. 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 his total income of $200, 000), '3

1/ lieport of the Committee on Ways and Means of the House of Representatives
to accompany H. R, 13270, 91st Session, a bill to reform the income tax laws*
House Report No, 91-413 (Part 1).

2/ 1d., pp. 78-79,

3/ 1., p. 19.
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Section 301 designates five tax preference items. The description of
item (1) below is quoted from the House Committee report, p. 79. The other
four are our summaries:

"(l) Tax-exempt interest on State and local bonds. For the
purpose of the limit on tax preferences, however, this tax-exempt
interest is to be taken into account ‘gradually over a 10-year tran-
sitional period, with one-tenth of such interest taken into account
in the first taxable year beginning on or after Jan. 1, 1970, twe-
tenths in the second taxable year and so on, until 100 per cent of
the interest is taken into account, The amount of tax-exempt in-
terest otherwise taken into account for a year is to be reduced by
the amount of any deductions allocable to the interest which are
disallowed (under Sec. 265 (a)(1) as expenses related to tax-exempt
income, "

(2) The one-half of net long term capital gains which is excluded from
income;

{3) Appreciation in the value of property donated to charity which is de~
ducted as a charitable contribution but which is not included in gross income;

(4) Depreciation claimed for real property in excess of straight line

' depreciation; ¢
(5) The amount by which farm loss c'ompu_ted under special farm ac-
counting rules exceeds the loss calculated under normal accounting rules.

The Report continues (p. 79):

"The amount a taxpayer is required to include in income is
to be considered proportionately derived from each preference item,"

. The result, insofar as municipal bonds are concerned, is ‘the imposition
of a tax upon the interest paid by States and their instrumentalities to individuals,
but not that paid to banks or other corporations. Section 301 applies to all out-
dtandiné bond issues, not mefély to new ones,
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The Re]iort states the revenue effect of the Limitations on Tax Prefer-

ences as follows:4/
“It is estimated that the limit on tax preferences will increase
_tax liability by $40 million in the calendar year 1970 and by $85 mil-
lion a year when the provision is fully effective. About half of the
1 additional tax liability will come from taxpayers with incomes of

$50, 000 and over, " '

The Report makes no allocation of this amount among the five tax pref-
erence items, but, as we point out later, it is significant that the only items on
which the tax is less in 1970 than ""when the provision is fully effective" is tax-
exempt interest on State and local bonds, indicating that this item is a substan-
tial contributor to the increase of $45 million, and therefore probably a sub-

stantial contributor to the initial $40 million,

Allocation of Deductions

Section 302 provides for allocation of deductions between exempt and
non-exempt income. The non-taxed items to which allocable deductions are
to be apporiioned are six in number. They include the same five as the LTP,
plus (item 4), intangible drilling expenses, and similar items not involved here.
The allocation would include tax e;cempt interest on b;:nds issued after July 12,
1.969. Under a transition rule one-tenth of sut.:h interest would be taken into
account for allocation purposes in the first year, two-tenths in the second, and
8o on, ''until 100 percent of the interest on tax exempt bonds issued after
July 12, 196?, would be recognized for allocation. '&/' Note that, unlike the
limitation on tax preference (Sec. 301), which applies to past as well as future
bond issugs. the required allocation of deductions (Sec. 302) applies only to

new issues after July 12, 1969,

4/ 1d., p. 80,

4a/ 1., p. 83. -3
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The Report of the Ways and Means Committee explains the allocation
as follows:

“The fact that an individual who receives tax-free income can
‘charge the entire amount of his personal deductions to his taxable
income gives him a double tax benefit., He not only excludes these
tax preference amounts from his tax base but he also, by allocating
his personal deductions only against his adjusted gross income, may -
reduce his tax payments on this taxable income . . . . "5/

LR XK ]

"To prevent individuals with tax preference amounts from re-
ducing their tax liabilities on their taxable incomes by charging all
their personal deductions to their taxable incomes your committee's
bill provides that individuals (and estates and trusts) must allocate
most of their itemized personal deductions proportionately between
their taxable income (adjusted gross income less nonallocable ex-
penses) and their tax preference amounts, Only the part of these
personal deductions which is allocated to taxable income is to be al-
lowed as a tax deduction and the personal deductions allocated to the
tax preference amotints are to be disallowed. Tax preference amounts
are taken into account only to the extent they exceed $10, 000 ($5, 000
for a married person filing a separate return), . . "9

.#*‘0

' + » The bill ;uentiauy requires allocation of any itemized deduc-
tion where it is reasonable to assume that a portio/: of the pertinent
expense is met out of nontaxable income . . , . "X

The coordination between the limitation on tax preferences (Sec. 301)
and the required allocation of deductions (Sec. 302) is explained as follows:

"WUnder the bill, individual taxpayers may be-subject to the limit
on tax preferences, as well as being required to allocate their deduc-
tions. The bill provides in effect that (1) such a taxpayer is to first
apply the limit on tax preferences (that is, to add back to taxable in«
come that part of nontaxable income in excess of 50 percent of total

5/ 1d., p. 80,
6/ 1d., p. 81,

2/ 1., p. 81,
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income), and (2) he then is' to allocate deductions between gross in- 8/
come as modified in step (1) and the. allowed tax preference items, "'~

A note to the Committee Report illustrates the last statement as follows:

' "For example, suppose the individual has a taxable income of
$30,000, a tax exempt income of $70, 000, and $30, 000 of personal de-
ductions. Applying the limit on tax preferences first results in adding

«" $20,000 to the individual's taxable income increasing the latter to
$50,000 and decreasing tax-free income to $50, 000, Deductions are
then allocated on the basis of a 50.50 split between taxable and non-
taxable income, resulting in disallowing $15, 000 of the total of
$30, 000 of deductions. Fo}- simplicity, this example omits the ef-
fect of the $10, 000 floor.2 ' '

From the foregoing, it is clear that the intended effect of Section 302,
read in conjunction with Section 301, is that‘ a portion of the personal deductions
which a taxpayer might claim in full againet gross income in calculating his
taxable income if he received no i'ute.rut on State of local bonds will be denied
him if he does receive such interest. He thus pays a higher tax on his taxable
_. income if he invests money in municipal bonds than he would pay if he kept the
amount of that iuvestme.nt idle in his checking account.

The Ways and Means Committee Report calculates the revenue effect .

of Section 302 as follows:

"It is estimated that the allocation of deductions between taxable
income and tax preference amounts will increase revenue by $205 mil-
lion in.the calendar year 1970 and $460 million a year when the provi-
sion is fully effective. Almost all of this ddditional reverue will be .
collecteld from taxpayers with adjusted-gross income of $20, 000 or
more, "'=X : :

The Committee gives no breakdown of these amounts among the six non-
taxed items to which allocable deductions are to be apportioned; nor does it ex-

- plain the disparit‘y' between these figures and the much more modest amounts of

8/ 1d., p. 83.
9/ 1., p. 83,

10/ 14. p. 83.



revenue expected from application of tax preference alone, $40 miltion to

$85 million. ,1,1_/ It is notable, however, that tax exempt bond interest is the
only item which is stated on a graduated ten-year scale in either the list of
tax preferences (Sec. 301, p. 79 of the Report), or the list of items to which
deductions are to be allocated (Sec. 302, ‘p. 82, of the Report). The inference
seems clean;. therefore, that revision of tax liabilities occasioned by receipt
of interest on State and local bonds is alone accountable for the projected
increase in tax revenues (1) via the limitation on tax preferences from $40
million in 1970 to $85 million a year, 10 years later (Report, p. 80), and

(2) via the allocation of deductions from $205 million a year in 1970 to $460
million a year 10 years later. It is a fair inference, therefore, that bond
interest, hitherto tax exempt, is a substantial component of the tax revenue of
$245 million from the combined effect of Sections 301 and 302 in 1970, as well
as the total of $545 million 10 years later.

Comments ‘of the Treasury Department

Secretary of the Treasury David M, Kennedy, on September 4, 1969,
advised the Senate Finance Committee:

“The House bill goes beyond the Administration's recommenda-
tions and includes interest on State and local bonds in the LTP., The
Administration opposes this inclusion for the same reasons we gave

 on April 22--there are constitutional doubts as to inclusion as well as
the possibility of adverse repurcussions in the market for State and
‘local securities. However, we recommend as we did in April that
the full amount of tax exempt interest be included in the Allocation of
Deductions rule, without the 10-year phaseout contained in the House
bill. "

11/ 14., p. 80.
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We concur with Secretary Kennedy's conclusion that there are "consti-
tutional doubts".-in our view, doubts of the most serious magnitude--of the
validity of the proposal to include tax exempt interest in the Limitations on
Tax Preferences. In our opinion, there are equally serious "cgnatltutional
doubts' with respect to the validity of including tax exempt interest in the
allocation of deductions. The reasons for our conclusion, in both respects,
are stated below.

As a preliminary matter, however, it should be observed that, on the
House Committee figures, the interest rate which States and municipalities
must pay on their bonds will be much more severely burdened by the inclusion
of that interest in the prpposed allocation of deductions, which Secretary

“Kennedy favors, than by its inclusion in the limitations on’tax preferences, which
he disapproves because of constitutional doubts. Moreover, the Secretary
would accelerate the hﬁpact of the burden attributable to the allocation of
deductions, "without the lo-yegr ;;h.ueout co'ntalned in the House bill." As to
the "possibility of repurcussions in the market for State and local securities, "
this has passed from possibility to grim reality. during, and because of, the

pendency of this bill.
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2. The Test of Constitutionality of Federal Tax
Burdens on States and Their Instrumentalities

Neither the Federal nor Statej Governments can constitutionally im-
pair the other's power of the puraé. i.e., the other govérn‘ment's powers
to ;aise money by borrowing or by taxation. These powei's are essential
to a government's existence. Taxation of interes}: which either government
paye on its debt.:s. measurable in the cost.of money at the time the debt is A
incurred, is a direct burden‘ on the power to borrow money, a constriction
6! the sovereign power of the éurae which is ae invalid constitutionally as a
tax levied against the revenues which that other government rect'aives from
its own taxes. .

So tested, both the p;-oposed limitation on tax preferences and the
_ proposed allocation of deductions are unconstitutional, because their burden
upon the State's borrowing power is directly measurable in the added cost
of borrowed money to tt;e State at the instant when that debt is incurred.

The cases which establish this principle are discussed below, as are
the cases which limit its application. None of those limitations or exceptions
t{xpport the taxes proposed here. We are not éoncerned here with pe.riphgral
and remote effects of federal taxation ;’n a state's activities, such as federal
taxes on the income (._:f state employees. Nor are we dealing here with fed-
eral taxation of capital gains, or with federal estate taxes, which may properly
encompass municipal bonds because the effect of auc.h taxation is too remote,
in point of time, to be measureable in the cost of money at the moment when
the borrowing power is exetciseq. The taxation proposed here would burden |
the borrowing power of the State to a readily measureable and extreme degree -

-8 -
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simiultaneously with the attempt a;: its exercise. Indeed, during the pendency
of this proposed legislation the cost of monei to States and their political sub-
divisions has risen two and a half times as much as the increase of cost of
money o corporations in th§ same period. Such is the direct and measure-

able impact of the proposed tax.

247



3. The Cases

The only attempt by the Federal Government to impose a tax on
" interest paid by States and their political subdivisions was declared un-.

constitutional nearly 74 years ago, and the case which so decided, Pollock
R VA T
v, Farmers' Loan & Trust Co.,” has been repeatedly cited as good.law

2/ .

ever since,

The classic statement of the constitutional basis of the imm‘unity
of the States and their municipalities'from Federal taxation of their bonds
and interest paid thereon, made in the Pollock cage, was this:

© BA municipal corporation is the representative of the
State and one of the instrumentalities of the State government,
It was long ago determined that the property and revenues of
municipal corporations are not subjects of Federal taxation,
Buffington v. Day, 78 U.S. 11 Wall, 115; United States v. Balti- .
more & O.R. Co., 84 U.S, 17 Wall, 322, 332,"

* * ¥ * . * * *

;__l_/ 157 U,S, 429 (1895), affirmed on rehearing, 158 U,S. 601 (1895).

2/ See Plummer v. Coler, 178 U.S, 115,117 (1900); South Carolina v.

" United States, 199 U.S., 437, 453 (1905); Farmers & Mechanics Savings
Bank v, Minnesota, 232 U,S, 516, 526-527 (1914); Evans v, Gore, 253
U.S, 245, 255 (1920); Gillespie v, Oklahoma, 257 U.S, 501, 505 (1922},
overruled on other grounds in Helvering v. Mountain Producers Corp.,
303 U, S. 376 (1938); Greiner v, Lewellyn, 258 U,S. 384, 386 (1922);
Metcalf & Eddy v. Mitchell, 269 U.S, 514, 521, 522 (1926); Willcuts v,
Bunn ,’ 282 U, S, 216, 225, 226 (1931); Indian Motocycle Co, v. United
States, 283 U,S. 570,577 (1931); Chocteau v. Burnet, 283 U,S, 691, 696
(1931); Burnet v, Coronado Qil & Gas Co., 285 U,S, 393, 400 (1932);
overruled on other grounds in Helvering v. Mountain Producers Corp.,
303 U.S, 376 (1938); Trinityfarm Construction Co. v. Grosjcan, 291 U, S,
466, 471 (1934); Ashton v. Camcron County Water Imp. District No, One,
298 U.S. 513,570 (1936); New York ex. rel, Cohn v, Graves, 300 U,S, 308,
315-316 (1937); Hale v, Statec Board, 302 U,S. 95, 107 (1937); James v..
Dravo Contracting Co., 302 U,S, 134, 150, 153, 156 (1937); Helvering Iverin

v. Mountain Producers Corp., 303 U.S, 376, 386 (1938); Helvering v. Gerhardt,
304 U,S, 405, 417 (1938). '

-10 -
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"#5% It {s contended that although the property or revenues of
the States or their instrumentalities cannot be taxed, never-
theless the income derived from State, county, and municipal
securities can be taxed, But we think the same want of power to
tax the property or revenues from the States or their instrumen-
talities exists in relation to a tax on the income from their

» securities, and for the same reason, and that reason is given by

"* Chief Justice Marshall in Weston v. Charleston (27 U,S. 2 Pet, 449,
468), where he said: 'The right to tax the contract to any extent,
when made, must operate on the power to borrow before it is
exercised, and have a sensible influence on the contract. The
extent of this power depends on the will of a distinct government,
To any extent, however inconsiderable, it is a burden on the
operations of government, It may be carried to an extent which shall
arrest them entirely. *#% The tax on government stock is thought
by this court to be a tax on the contract, a tax on the power to borrow
money on the credit of the United States, and consequently to be
‘repugnant to the Constitution, ' Applying this language to these
municipal securities, it is obvious that taxation on the interest
therefrom would operate on the power to borrow before it is
exercised, and would have a sensible influence on the contract,
and that the tax in question is a tax on the power of the States
and their instrumentalities to borrow money, and coneequently
repugnant to the Constitution, " _3/ .

- 4]

"And on rehearing in the same case, the Court said:
“We have unanimously held in this case that, 8o far as this

law operates on the receipts from municipal bonds, it cannot he

sustained, because it is a tax on the power of the States,and  on their

instrumentalities to borrow money, and consequently repugnant

to the Constitution, "

_3/ 157 U.S. 429, 584, 585-586 (1895),

_4/ 158'U.S, 601, 630 (1895),

-11 .
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Every case since 1895 which has touched the problem has accepted
" the Pollock case as good law, and this includes cases which have invalidated .
various claimed immunities of other sorts. Thui: .

5/ .
In Willcuts v. Bunn,  which helda capital gain on the sale of

munchlpal bonds to be lubject to Federal taxation, the Court said:

"In the case of obligations of a State or of its political
subdivisions, the subject held to be exempt from Federal taxation
is the principal and ihterest of the obligations, /C [ Citing Pollock]
These obligations constitute the contract made by the State, or by
its political agency pursuant to ite 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,"
6/
In Helvering v. Gerhardt, "“which held salaries of employees of the

New York Port Authority taxable, the Court said:

ers It Ithe irrmunitz] has been tustained where #%¢ the
function invoived was one thought to be essential to the maintenance
of a State government; as where the attempt was #4# to tax income
received by a private investor from Statc bonds, and thus threaten
impairment of the borrowing power of the State. IClting PolloclJ
L * * * * * * *

" The basis upon which constitutional tax immunity of a State
hae been supported is the protection which it affords to the continued
existence of the State, "

1/
In Hale v. State Board,” Mr, Justice Cardozo said that the "teach-

ing " of the Pollock case was that:

"$¢% an income tax, if made to cover the interest on Government bonds,
is a clog upon the borrowing power such as was condemned in M'Culloch

v. Maryland, sss"

2 U.S. 216, 226 (1931).

57 2
}:1 4 U, S, 405, 417, 421 (1938),
7/ 302 U.S. 95,107 (1937).
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8/ o
' In James v. Dravo Coutractlng Co., which upheld a 2-percent

tax. imponed by the State of West Virginia upon gross receipts received
by a contractor for work performed for the Federal Government, Mr,

~ Chief Justice Hughes (for Justices Brandeis, Stone, Cardozo, and Black)
said: . .

nass I The doctrine gf immunity with respect to Governmont bond|7
recognizes the direct effect of a tax which 'would operate on the
power to borrow before it is exercised' /citing Pollock/ and which
would directly affect the Government's obligation as a continuing
.security, Vital considerations are there involved respecting the

- permanent relations of the Government to inveltou in its securities
and {ts ability to maintain its credit, ";'"

9

In New York ex rel, Cohn v, Graves, the Court said:

"It is by a parity of reasoning that the immunity of income-
produzing instrumentalities of one government, State or National,
‘from taxation by the other, has been extended to the income, It
was thought that:the tax, whether on the instrumentality or on the
income produced by it, would equally burden the operations. of
government. /Citing Pollock, et al./" p

-10 :

In Helvering v. Mountain Producers Corp. , the Court held that a

lessee under an oil and gas lease of State school lands was not entitled to
immunity, as a State instrumentality, from Federal taxation in respect of
income oerlved from operations under the lease, overruling earlier cases.

But then, citing the Weston and Pollock cases, the Court said:

8 77302U.5,7134, 152-153 (1937),
9 / 300 U.S, 308, 315-316 (1937).
10/ 303 U, S, 376, 386 (1938).

13
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"a#2 3 tax on the interest payable on State and municipal bonds
has been held to be invalid,as a tax bearing directly upon the
* exercise of the borrowing power of the Government, %% !
The cases cited, other than the Pollock case, were decided after
——
enactment of the 16th amendment, and, we believe, tacltly reinforce the
-1/
assurance in Peck v. Lowe that this amendment "does not extend the
g&xin'g power to new or excepted subjects, '
What accounts for the durability of this doctrine, in a period which

12/
has seen what one writer cills a "waning of intergovernmental tax immunities"

in other areas? : .
The reasons are so fund;mental as to have passed fz'o.m the law into
everyday speech:
"The Constitution, in all its provisions, looks to an indestructible

Union, composed of indestructible States (Texas v, White) E/
' 3% the power to tax involves the power toieutroy {M'Culloch

v. Maryland)." }4/

Although the Constitution (;ontalns no limitation upon the power of

* either the Federal or State Governments to tax the other, such a limitation
is necessarily implied, to inv'alid-ate any tax oé either ac!vereignty which
adverscly affects the continued existence of the other, (The immunity may .
be broader than this, but that does not concern us in the resolution of the
present issue.) In Chicef J'ustlce Marshall's view, intergovernmental

immunity was a constitutional nccessity:

11/ 247 U.S, 165, 172 (1918); cf. National Life Insurance Co. v. United States,
277 U.S. 508, 521 (1928); Stanton v, Daltic Minin&Co.. 240 U.S, 103,112 {1915).
12/ "4%¢ The Constitution itsclf docs not change. It is merely occasionally

. misundcrstood, often by lawyers and professors and occasionally even by judges,
" especially carlier judges." (Powell, "The Waning of Intergovcrnmental Tax
Immunitics, ** 58 Harvard Law Review 633, 642 (1945)).

13/ 7 Wall, (U.S.) 700, 725 (1869).
ﬂ'l 4 Wheat. (U.S.) 316 431 (1819),

.14.
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149eWe are relieved,' as wo ought to be, from clashing sovereignty;
from interfering powers; from a repugnancy betwéen a right in one
government to pull down what there is an acknowledged right in another
to build up; from the incompatibility of a right in one government to
destroy what there is a right in another to preserve, 15/
In considering the constitutional power of the Federal Government
to tax the interest paid by States and political subdivisions upon their
borrowings, we are dealing with a direct obstruction to the power to borrow
money, a power essential to ‘tfneir existence, The States' borrowing power
is not only "clogg'ed, " but may be made absolutely impossible of exercise
by increase of interest costs beyond certain points, because many projects’
revenues from tolls or local taxes cannot be increased in the ratio re'quired .
to sustain the inflated debt service resulting from loss of exemption from
Federal taxes, The many cases which turned on the question of whether
or not the tax burden tﬁpre {nvolved fell upon a State or upon an individual,

or whether, even though it fell dix:ectly on a State, it was or was not con-

sequential in amount or did or did not affect an eaQentlaI governmental

15/ 14, at 429-430,
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16/
function,  are all peripheral to the problem now presented, The burden

here is direct, its consequences are crushing, the'ﬁorrowing' pbwcr-thun

. obstructed is governmental and essential,

16/ The indirect relation of the tax to any demonstnble burden on the public
agency resulted in sustaining taxes on shares of corporations holding Govern-
ment bonds, in Van Allen v, The Assessors, 3 Wall, (U.S,§ 573 (1866);
National Bank v. Commonwealth, 9 Wall, (U.S.) 353 (1870); Schuylkill Trust °
Co. v. Pennsylvania, 296 U.S, 1] S. 113 (1935); taxes on franchises of corporations’
holding Government bonds or deposits, in Society for Savings v, Coite, 6 Wall,
(U.S.) 594 (1868); Provident Institution v, Massachusetts, 6 Wall, (U.S, ) 611
(1868); Hamilton Mfg, Co. v. Massachusetts, 56 Wall, (U.S.) 632(1868); Home
lnlurance Co. v. New York, 134 U.S. 594 (1890); Manhattan Co. v. Blake,
148 U.S, 512 (1895); Flint v, Stone Tracy Co. 220 U, S. 107(1911);estate or
inheritance taxes on transfer of Government bonds, in Plummer v. Coler,
178 U.S. 115 (1900); Greiner v, Lewellyn, 258 U,S, 384 (1922); Blodgett v.
Silberman, 277 U, S. 1 (1928); taxes on capital gain from sale of Government
bonds, in Willcuts v, Bunn, 282 U.S, 216 (1931), See also Denman v, Slayton,
282 U, S, 514 (1931). In all these cases, the impact of the tax became per-
ceptible for the first time long after issuance of the bonds, fell on a restricted
number of bondowners, and was thus incapable of translation into any calculable
direct burden on the public agency at the time its borrowing power was exercised.
The essential character of the borrowing power was therefore not in issue,
Logically, the questions of (1) directness of the burden, and (2) essen-
tiality of the function which is burdened, ought to be considered in that order,
because if the burden id so indirect as to be inconsequential the question of
essentiality is not reached. This was the rationale of Helvering v. Gerhardt,
‘304 U, S, 405 (1938) (sustaining a Federal tax on income of employees of the
. Port of New York Authority), but Helvering v. Powers, 293 U.S. 214 (1934)
(sustaining a Federal tax on salaries of trustees operating a street rallway
for a municipality), went at it in the opposite order,

. In general, the directness of the burden was the issue primarily con-
sidered in the following cases: Helvering v. Gerhardt, 304 U.S. 405 (1938)
(supra); Helvering v. Mountain Producers Corp., 303 U,S. 376 (1938) (sus-
taining & Fedcral income tax on mineral lessee of State school lands, and
overruling Gillespie v. Oklahoma, 257 U, S, 501, Burnet v, Coronado Oil &
Gas Co., 285 U.S, 393); Willcuts v. Bunn, 282 U.S, 2186 (1931) (sustaining
& Federal tax on capital gzin resulting from salc of State securities); Metcalf
v, Mitchell, 269 U.S, 514 (1926) (sustaining a Federal income tax on consulting
engincers under contract with State); Greiner v. Lewellyn, 258 U.S, 384 (1922)
(State bonds owncd by a decedent held properly included in the net value of
estate for Federal estate tax purposes); Flint v, Stone Tracy Co., 220 U.S, 107
(1911) (bold that a Federal franchise tax measurcd by corporate income may
include income from tax-cxempt municipal bonds). Similar rulings in the con-
versc situation upholding State taxes levied on Federal employces, contractors,

or persons holding Federal property arc United States v. Detroit, 355 U, S,
{Footnote continued next page. ) .
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(Foc;tnote 16, continued from previous page.)

466 (1958), Detroit v, Murray Corp., 355 U.S. 489 (1958), Unitcd States
v. Towaship of Muskegon, 3%5 U.S, 484 (1958), Alabama v. King &k Boozer,
314 0.5, 1 519415. James v, Dravo Contracting Co., 302 U, S, I;T (19370)
- (211 upholding varicus types of Statc taxes on Federal contractees); Esso
Standard Oil v. Evans, 345 U.S. 495 (1953) (State tax levicd on storer of
gasoline for Federal Governmeat); Graves v. New York ex rel, O'Keefe,
306 U, S. 466 (1939) (sustaining a New York State tax on the income of an
employee of the Home Owners' Loan Corporation, a Federal instrumentality,
overruling or limiting Collector v, Day, 11 Wall (U,S,) 113, (1871), New York
ex rel. Rogers v. Graves, 299 U.S, 401 (1937) ("so far as they recognize an
implied constitutional immunity from income taxation of the salaries of officers
.or employees of the National or a State Government ‘or their instrumentalities"),
and limiting Dobbins v. Commissioners of Erie Coun 16 Pet, (U.5,) 435
(1842); Educational Films v. Ward, 282 U.S, 379 {1931) (State franchise tax
based on net income of corporation including income from Federal copyrights
upheld); Plummer v, Coler, 178 U, S, 115,117 (1900) (State inheritance tax
measured by the value of U, S, bonds transmitted upheld), Snyder v. Bettman,
190 U.S. 249 (1903), and United States v. Perkins, 163 U.S, 625 (1896), sus-
tained the reciprocal right of the State and Federal Governments to tax legacies
to theother, . . ) '
The essentiality of the function affected was given primary consideration -
in the following: New York v. United States, 326 U.S. 572 (1946) (State sale
"of bottled mineral waters subject to Federal excise tax); Allen v. Regents of
the University System, 304 U.S. 439 (1938) (admission to State athletic contests
subject to Federal admissions tax); Brush v. Commissioner, 300 U.S, 352,
370 (1937) (New York municipal water system an essential State function immune
from Federal taxation); Helvering v. Powers, 293 U.S. 214 (1934) (salaries of
trustecs appointed by State to operate business enterprise (street railway) ’
subject to Federal income tax); Ohio v. Helvering, 292 U.S, 360 (1934), and
- South Carolina v. United States, 199 U.S, 437 (1905) (State owned or operated
liquor business subject to Federal excise tax); Weston v, Charleston, 2 Pet, (U.S.)
449 (1829) (invalidating a city tax upon "stock of the United States"); United’
States v. Baltimore & O. R, Co., 17 Wall, (U.S,) 322 (1873) (supraf. See
also Commissioner v, Shamberg's Estate, 144 F, 2d 998 (2d Cir,1944), cer- .
tiorari denied, 323 U.S. 792 (1945) (dictum that New York Port Authority is
essential governmental activity).,
Another class involves State taxes which were struck down because of
the paramount character of the Federal function which they would bave burdened:
Osborn v, United States Bank, 9 Wheat, (U.S.) 738 (1824); M'Culloch v, Mary-
land, 4 Wheat, (U.S.) 316 (1819) (invalidating a State tax on bank notcs issued
by a Federal bank). ’
A class of cases must be recognized in which a Fedoral tax was sustained
as ancillary to a delcgated Federal power, e.g., relating to foreign commerce
or the protection of the national currency, irrespective of the directness of the
burden on the State or the essentiality of the function of the State thereby affected:
Trustocs of University of Illinois v, United States, 289 U.S. 48 (1933) (denying a
Statc immunity from Federal customs duties on imports); Veazic Bank v. Fenno,
8 Wall, (U.S,) 533 (1809) (sustaining a prohibitively high tax on State bank notes).
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The proposed allocation of deductions is not saved by the ir;nuraqce
cases which have dealt with formulas for allocation of income and deductions
between reserves and shareholders' equity. |

The effect ofithe formula in Section 302 of this bm is that a taxpayer ~
wl';o has both t’aiulfl,e income and tax exempt income from interest on municipal
bonds pays a higher income tax than he would if he had kept idle, in hus check-
ing account, the zapital which he invested in municipal bonds. This is because,
if he owned no municipal bonds, he could claim th.e full amount of his personal
deductions, such as taxes he pays on' his house and interest he pays on his mort-
gage, theft and casualty losses, charitable contributions, medical expenses, etc.,
from his gross income in calculating his net taxable income, whereas if he buys
municipal bonds and receive's interest thereon he can no longer deduct those same
expenses, but only a portion of them. The amount of deductions so denied him
would be detorn\lnéq by the relative amounts of his taxable income and his non.
taxable income. The portion of his expenses on which he is denied a deduction
increases as he buys more tax exémpts. Since he pays taxes on his taxable in-
come in progressively higher brackets as either (1) his net income increases,
or (2) his deductions from a constant gross income decrease, the effect of de-
creasing his deductions as a consequence of buying municipal bonds is the same
to the taxpayer as thpugh a progressively higher income tax were being levied

directly agaiﬁst each increment of the interest he receives from municipal bonds.

That this scheme will constitute a substantial tax burden on the

buyer of municipal bonds, hence a substantial deterrent to purchase by indivi-
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duals of municipal bonds is demonstrated by the Ways and Mepns Committee
Repbrt. At p. 83 it projects a tax revenue for 1970 of $205.ml}ll?g,g9nually in-.
consequence of the allocation of deductions, for 1980 a tax revenue from this
source of $460 million, lhe increase of $255 million being due in its entirety.
apparently, from the progressively greater denial over a lo-year period of
deductions in consequence of the income received from mterest on municipal
bonds. . , s

This presents almost the exact reverse of the case of United States v.

Atlas Life Ins. Co..ll’ There a formula which required both taxable and tax

exempt income to be allocated between reserves and stockholders' equity was
sustained. The Court said (p. 250):
", . . Under the 1954 formula investing in exempt securities
results in a lower total tax than investing in taxable securities and

the tax rate per taxable dollar does not increase. "

P. 251:

", . . In the last analysis Atlas' insistence on both the full reserve and

exempt-income exclusions is tantamount to saying that those¢ who pur-

chase exempt securities instead of taxable ones are constitutionally
entitled to reduce their tax liability and to pay less tax per taxable
dollar than those owning no such securities, The doctrine of inter-
governmental immunity does not require such a benefit to be con-
ferred on the ownership of municipal bonds, " -

Here, no one contends that one who purchases taxable securities is en-
titled to pay "less tax per taxable dollar than thése owning no such securities. "
What we find unconstitutional in Section 302 is its requirement that those who
purchase exempt sccurities shall pay more tax per taxable dollar than those

owning no such securities who receive the same taxable income. Sui:h is the

consequence of allowing greater deductions, in calculati}ié the taxable dollar,

17/ 381 U.S. 233 (1965).
-19 -
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to those who own no exempt securities thu; to those who do own ex;mpt securities,
Compare National Life Ins. Co. v. U.S. ._1_8] which invalidateda formula

which, the Court said in Atlas, supra, had the result "that a company shifting

its investments from taubie to non-taxable securities would have lowered

neither its takable ihcome nor its total tax. " Section 302 woul'd produce an

even more drastic result. If it becomes law, an individual shifting his invest.

ments from cash to non-taxable securitioa will increase both his taxable income

and his total tax,

18/ 277 U.S. 508 (1928). See also Missouri Ins. Co. v. Gehner, 281 U,S, 313
(1930), restricted in Denman v. Slayton, 282 U,S, 514 (1931), and Helvering v,
Independent Life Ins. Co., 292 U.S. 371 (1934).

- 20 -



PROPOSED AMENDMENTS TO H.R, 13270

Northcutt Ely
Ely and Duncan
General Counsel
American Public Power Association



TITLE 1

Explanation of Proposed Amendments

These amendments delete provisions of section 301, Limit on
Tax Preferences for Iudivi&ualn, Estates, and Trusts, and -ecfion 302,
Allocation of Deductions which would otherwise include in those sections
the interest carned by a taxpayer on bonds issued by state and local

governments.
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P.

P.
P,
P,

p.

P.

: p.
P,
P.

P'

P.
P,
pl

P'

pl

166,
167,
167,

168,

171,

174,

175,
175,
175,

175,

176.
176,
118,

178,

179,

line 24:

line 13:
line 20;

line 22:

line 9:

line 6:

line 18:
line 18:

line 19:

line 21:

line 3:
line 20:
line 6;

line 7:

line 24:

AMENDMENTS TO TITLE 1lI

Strike all commencing with "(C) Interest' through

“line 12, page 167,

Change "(D)" to "(C)".,

Change "(E)" to "(D)".

Strike all commencing with "(5) Transitional"
through line 2, page 169,

Change "(D)" to "(C)",

Strike all commencing with ""(to" up to but not
including the. colon on line 7, page 174. '
After '"(B)" strike the comma and insert "and",
Strike the "and" following "(C),".

Strike "(D),".

Strike all commencing with '(B) Interest' through
line 2, page 176,

Change "'(C)" to "(B)".

Change "(D)" to ""(C)",

Strike "s" making the word "amendments' singular.
Strike all commencing with ""¢1) Section 265"

through line 23, page 179.

“Strike (2)".
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TITLE VI

Explanation of Proposed Amendments

These amendments delete provisions authorizing the Secretary
of the Treasury to subsidize interest eipemel of state and local govern-
ments eloct,ing to subject their bond issues to federal taxation. They also
delete provisions eeublinbing permanent annual app}opriationl to fi~-

nance the deleted federal interest subsidy.
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AMENDMENTS TO TITLE VI

P. 317, line 19: Strike all commencing with ""(a) Election'' con-

tinuing through line 14, page 318.

P, 318, line 15: Change "(b)" to "(a)".
P. 318, line 22: Change "(c)" to "(b)".
P, 319, line 5: Change "(d)" to "(c)", strike the "s" following'

""date" making it singular, and strike all com-
mencing with "The amendments" through''sec-
‘. . tion" in line 8, page 319.
P. 319, line 8: . Change "(b)" to "{(a)".
P. 319, line 10: Strike all commencing with "Sec. 602" lm.i

continuing through line 14, page 321,
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SUMMARY OF PRINCIPAL POINTS INCLUDED IN
STATRMENT OM H.R, 13270
BY RICHARD D, WILSOM, GENERAL COUMSEL
COMSUMERS PUBLIC POWER DISTRICT OF NEBRASKA
BEFORE THE SENATE FINANCE COMMITTEE
SEPTEMBER 24, 1969

Provisions of H.R, 13270 regarding taxation of munici-~
pel bond interest will increese the reletive burdens of the lower
income individual and will complicate the Federal income tax sys-
tem. Such provisions will incresse the costs of local govern-
ments, and those local governments will pass on the incresses to
their inhsbitente. Such services as water, bridges, electricity,
toll roads, and other public services will incresse in cost.
Those costs are significent to the lower income individual, but
they are insignificant to the individusl with a high income.
These increased costs will not be balenced by increased Federsl
revenues because bond buyers will incresse the interest rates
based on the possibility of brosdened Federal income taxation
rather than on the narrow provisions of H.R. 13270.

Many local projects may cease to be feasible and
this will incresse facilities that must be provided by the
Pederal Govermment or hurt the lower income {ndividusl by
teking swey facilities be needs.

The new complications introduced by these provisions
are pointed out, snd a Federal income tax subsidy is opposed
because of the additional Federal controls snd regulations which

will be required.



STATEMENT OR H.R, 13270
BY RICHARD D. WILSON, GENERAL COUMSEL
COMSUMERS PUBLIC POWER DISTRICT OF NEBRASKA
BEFORE THE SENATE FINANCE COMMITTEE
SEPTEMBER 24, 1969

Consumers Public Power District is & political
subdivision of the State of Nebrasks wwning and operating
electric generating, transmission and distribution uen’l-
ties extending to virtually ell parts of Mebraskes except
the Omaha srea. In making this statement today, I am also
authorized to state that Omahs Public Power District, Loup
River Public Power District, Central Nebrasks Public Power
and Irrigation District and Nebrasks Electric Generation end
Transmission Cooperative Inc., all public organisations engaged
in providing electric service in Kebraska, concur in opposing
provisions of R.R. 13270 relating to taxation of the interest
paid on State and local govermment obligations. My cliemt,
Consumers Public Power District, sold $286,000,000 in revenue
bonds to the public last year; Omahe Publl_.c Power District,
Loup River Public Power District, end Central Nebraska Public
Power and Irrigetion District have large smounts of revenue
bonds outstanding,and the finsncing of projects required for
providing essential public service in Mebresska will require
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additional bonds to be sold by some or sll of thea in the
future. In connection with this proposed legislation, I am
algo chairman of a Task Force of Amecican Public Power Asso-
cliation to sdvise it on provisions relating to interest peid
on local government bonds.

Provisions of H.R. 13270 which relate to taxation
of interest on State and local government bonds might be sum-
marized as follows:

Iitle I1L. Section J0l, = Provisions in
this Section would result in the peyment of in-
come tax on interest received from State end
local government bonds in certain cases. This
may be referred to ss the limited tex prefer-
ence provision.

Title IIL. Section 302, = In this Section
there ai-o provicions which would require cer-
tain {ndividusl tazpayers to allocate part of
their personal deductions sgainst their income
from State and local government bonds so that
their receiving such income would result in
their paying a higher income tax than if they
bed not received that income. These provisions



.3.

are referred to as sllocation of deduc~
tions.

Iitle VI, Sections 60l end 602, -
There is provision for a State or political
subdivision to elect to issue bonds the in-
terest from which will be taxable, and the
United States will pay an intercst subsidy
80 88 to reduce the interest payments made
by the State or a local subdivision. This
has been referred to as the interest sub-
sidy provision.

We urge that the provisions for including interest
paid on State and local government bonds in the limited tax
preference and in the allocation of deductions as well as the
provisions for an interest subsidy should be eliminated from
this legislation. Why? Because the result of these provisions
will not be tax reform, but will be a shifting of the over-all
cost of government from those with higher incomes to those with
lower incomes and will also be new tax complications rather then
simplifications.

There can be no doubt that passage by the Congress
of a law that results in placing a Federal income tex on interest
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from State and local government bonds will substantislly in-
cresse the interest that will have to be aid by the State
and local political subdivisidas, and the States and local
government erdiivisions will, in turn, havé to exact more
from their ldcal inhsbitants. This wili raise the cost pri-
marily of services provided by local government, which cost
burdens the shell taxpayer, not the large. For exseple,
charges for wléctritity supplied by local governments are '
an insignificant Ltew to the rich, but they are a such more
significant item in ‘the budget of a poor petson. ' These new
tax provisions would necessarily intresse the charges for
electricity made by local political subdivisions. By the
ssme reasoning they would also increase the charges for vater,
parking, bridges, toll roads, parks, schools, fire departments
and other items finshced by the lssue of bonds. Amounts paid
by the lower income taxpayer for such locsl government ser-
vices are substential relative to his income, but they are
negligible relative to the income of a rich men. Thus, the
poor men is hurt. IR

© W11 the lowet income taxpeyer be helped by increased
Pederal income tax paid by wealthy holders of local government
"bonds? No. Fif" " oFall, the incredsed revenus to the United
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States Treasury will be far less than the increased cost to .
State and local governments. If the United States imposes .
the taxes now included in H.R. 13270, theresfter every pur-
chaser of State and local government bonds, regsrdless of .
whether or not R.R. 13270 taxes him, will require a bhigher - .
interest rate due to the fact thet if the United States has -
sterted the income tazation of locsl government bonds om & .
aarrow basis, it can be expected in the future to brosden .
the scope of chat taxation. Therefore the politicel sub- .
division will be paying and passing on to its inhebitsats s
coat based on the fear of what the United States will do in
the future, and the cost will be far lsrger than any possi-.
ble increased tax retum to the United States.

ueond. ucnuod interest rates paid by the State
and local government subdivisions can be expscted to force
the United States to tﬁmco and construct some of the fecili-
ties which are now provided by local governments so that sny
increase in Federal income tax will be more than offset by
incressed Federal construction expenditures. For. example,

in my own experience, public power districts in Nebragka bave .

financed and constructed a large electric transmission grid .
extending into all parts of the State, and the United States

21 '
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Buresu of Reclamstion uses that transmission grid to deliver
electricity from its generating plants rather than having the
United States construct its own transmission grid in Nebraska.
The feasibility of financing, and therefore the ability to con-
struct, some of these necessary lines can be lost if interest
rates must be paid on the basis of interest subject to income
taxation. In the same way the feasibility of financing and
constructing bridges, roads, other transportation facilities,
sewvage treatment facilities and public buildings msy be lost
i1f interest rates on municipsl bonds go up to the rate neces-
sary to sell bonds on which the interest is subject to'ndcnl
income taxation. That hurts either the Fedecral Govermment,
who must step in and supply the necessary facilities, or, if
the United States doesn't do it, it hurts the lower income
taxpayer who needs and will not have the public facilities.
The foregoing ressons why the limited tax preference
with respect to municipal bonds and the allocation of deduce
tions hurt the lower income taxpayer all assume that if Con-
gress taxes municipal bond interest, the penalty to the local
government will be only incressed costs. However, in meny
cases the penalty may be the elimination of ability of the
local political subdivision to borrow at all. If an investor

272



o7e

has a choice between the bonds of an established national
corporation and of a local and perhaps small mumicipality,
under the present laws ooine have chosen the bonds of the

local municipality, but if the tax consequences are the same,
there is no reason to believe that the investor will buy eny
local government bonds at feasible interest rates for many of
the projects which are now being constructed by political sub-
divisions.

At least in part, the purpose of a tax reform bill
should be to simplify the tax structure. The municipsl bood
interest provisions contained ln this Bill will greatly com-
plicate the tax structure. Take for exsmple the provisions
for allocation of deductions. The forms and taxpayer calcula-
tions will require these additional determinations end calculs-
tions: ,

1. Does taxpayer have "sllocsble
expenses™?
2. Do the sllocable expenses ex-

ceed the limits set in H.R. 132707

3. What is the emount of taxpayer's

allowible tax preferences?

' 4. Are some of the smounts included

in 3 excludable as interest from obligations

issued before July 12, 19692
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S. What is taxpayer's section 277
fraction? o '
6. 1In'the perticulaf tax yesr under
consideration, what percentage of the
"municipal bond tnterest 1s to be considered
- (thie varies from 10 to 100 per cent)?

»l,:n & siailar vay, the l,l-!.cod tax preference pro-
visions will edd great complicstions and not simplification
tc the income tax laws.

It may be asked why local governments should oppose
the option to issue taxable bonds and have the Federal Govern-
ment pay an interest subsidy. FTiret, I would like to point out
that even under H.R. 13270 the election by the local government
must be made "st such time, in such menner, and subject to such
conditions as the Secretary or his delegate by regulation pre-
scribes”. Thus, the Federal Government is commencing its con~
trol over State and local govermment financing, and as the States
and local govermments continually increase Federal costs by in-
cressing thélir issuance of bonds, it is certainly ressonsble
to expect increasing control by the Federal Govermment. No need
for a Federal subsidy of local goverument bonds has been shown,

such a subsidy will incresse the Federal buresucracy, and we
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oppose it. A Federal subsidy will not help.the individual
vith a lower income - it will only increase Pederal complics-

tions and controls.

E TR

For the foregoing ressons, ss well as the doubts as
to constitutionality and meny qdd!,t;gqql.,tglqmq _presented by
others, wve respectfully urge that provisions releting to in-
terest oo municipal bonds be eliminted from B.R. 13270,

v

BN
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STATEMENT BY GRADY L. PATTERSON, JR., STATE TREASURER OF

THE UNITED STATES OF AMERICA

IN THE SENATE FINANCE COMMITTEE
SEPIEMBER 24, 1969

SOUTH CAROLINA, BEFORE THE SENATE FINANCE COMMITTEE ON BEHALF

OF THE STATE OF SOUTH CAROLINA, THE MUNICIPAL ASSOCIATION OF

SOUTH CAROLIMA, REPRESENTING APPROXIMATELY 256 MUNICIPALITIES

IN OUR STATE, AND THE SOUTH CAROLINA ASSOCIATION OF COUNTIES,
COMPOSED OF MOST COUNTY OFFICIALS IN SOUTH CAROLINA, OPPOSING
CERTAIN PROVISIONS OF H, R, 13270 DEALING WITH TAX EXEMPT STATUS
OF INTEREST ON STATE AND MUNICIPAL AND POLITICAL SUBDIVISION BOMDS.

1.
2,

3.
4,

5.
6.
7.
8.
9.
10,
11,

12,
13.

PRINCIPAL POINTS OF STATEMENT
Objections to specific provisions of the bill

Substantial increase in tax burden of local tax-
payers

Strike at the sovereignty of the State

Tex exempt status destroyed by minimum tax
proposal

Allocation of deductions damages tax exempt
status

Secondary bond market irreparably damaged
Investor competence seriously jeopardised
Breach of faith by U, 8, Government
Basic purpose of tax exempt status

Free enterprise system has worked

A msans of tax sharing

Paying tax by accepting lower ydeld
Big print giveth and small print taketh away
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First, I went to express my appreciatiom to this
Committee for an opportunity to be heerd in oppositiom to
the proposed legislation now pending before this Committee
desling with tax sxsmpt status of interest on state, mmicipsl,
end political subdivision bonds.

1 s= sppesring on Dehalf of the State of South Carolims,
the Mumicipsl Association of South Caroline, representing
approximately 256 mmicipalities in our Stats, end the 8, C.
Associstion of Counties, composed of most county officisls in
South Carolina. Ve are grateful for am opportumity to express
to you our profound opposition to these detrimsatal propossals.

Ve urge this Committee to delete from H. R, 13270 all
proposals that would impeir the exsmpt status of the imtevest
on state snd local government bonds, ineluding the following
provisions of H. R, 132703

(A) The inclusion of such interest in the base of the
1imit on tax prefersnces as proposed by Sectiom 301.

3.) The inclusion of such interest in the base for the
allocation of deductions as proposed by Section 302,

C.) The taxation of interest on all "srbitrege bonds"”
without & statutory definition ss proposed by Section 601 (B).

279



(D) The taxstism of the isterest om all otherwise
emsmpt obligatisns is enchenge for a preferred "fedexsl subsidy™
as propesed by Title IV,

Gader the guise of reducing tamss for almost every citises,
this se-cslled tsx refors bill written by the Howse Ways snd
Moans Cosmittes and pessed by the U. 5. Cougress sow pending
befere this Comittes will substantially iacresee the tamss of
slusst every locsl taxpeyer is Seuth Corolina sud the Natioce
if these prepesals becoms lav. These previsisns of this bill
will do significant and irveparsble damage to the taxpeyer of
this Country and to the msrhet for public seceritiss. Proof of
this fact con be scem todey in the chaetic bond msrket cowsed
by juwit the theest of such legislstion.

SIRIER AT THE SOVEREICHTY OF THE STATE

Pectherusce, such propessls striks ot the very hesrt of
the seversigaty of the seversl States, for if the ability of
the Stetes te borrew mensy is impeired, curtailed er destroyed
by the Fedorsl Covermmsnt, the Ststes would be reduced to mere
districts in 2 very shect tims.

The minimus tax prepess]l as it sppliss to the individusl
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taxpayers has & eingle, very simple and dissstrous effect,

It destroys the tax exempt status of state, municipsal and
political subdivision bonds, If this provision is enacted

into law, the tax exempt bonds we have issued and now out;
standing will become taxable, and sny further securities we
{osue will be taxable., PFor if a bond can be taxed in the hands
of eny investor, it is no longer a tax exespt security. The
impact this will have on the market for state and local bonds
cannot be determined with mathematical preciseness, but it will

certainly be severe,

M%ﬂw
TAX_EXEMPT STATUS

The proposal relating to allocation of deductions between
taxable and tax exempt income for individusl taxpayers will also
dasmsge the sale of our securities, Although the proposed provision
spplies only to individuals, the principle is very simple. When
1t has once been applied to individuals, corporste investors are
going to be very apprehensive that the same principal will be
applied to them, Once the camel's nose is under the tent, it's
difficult to stop him. Agein, the impact of the proposed provision
say not be great, but the real impact is complete destruction of
tax exemption and of the tax exempt market and the confidence of

Page 3

281



investors in our securities,

This provision which proposes changing the tax trestment
of realized gains on bank bond portfolios from capitsl geine
to ordinary income ceémnot be considered separately from these
other two provisions. First, if there still are tex exsmpt
securities, this provision would apply to them; snd, secondly,
since there is a strong possibility that a large share of state
and 1ocal borroving will somehow be done in taxable form, we
will be very dependent on the market for texable government

securities.

What will be the effect of this provision on that market?

By limicing the attractiveness of capitsl gains the proposed
treataent of long-term bond profits will unquestionably restrict
the willingness of commercial benks to purchase interwediate and
longeterm bonds. Bankers 211 over the State tell me thet this,
in effect, completely dastroys the secondary merket in state and
sunicipel bonds.

It will make no difference whether the securities arve
texsble or tex exempt if cepitel gains are to be taxed ss ordinery
income, The risk of buying bonds will outway the gain, and the
gein will not be worth the risk.
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The capitel gains provision would slso impair snd curtsil
the functions of the merket by putting an end to tax swapping
by commercisl bsnks. 1 am told that this accomts for perhaps
S0% of the volume of trading in U. S. Goverment securities,
away from treasury bills and nthlpo 401 of the trading in state
end municipal bonds. If this smount of activity is removed from
the bond market, & substentisl emount of cepital committed to
our securities would be removed. This would reduce the marketability
of our securities,

These three propossls must be deleted from this bill 1if the
vitality of the market for our securitics is to be preserved.

First, the interest on outetending stets and local bonds
must remsin tex exewpt. It is unthinkeble that the U, 8,
Government would flagrantly breach the faith with investors who
have furnished billions of dollars for state and municipsl peeds
in complete confidence that they were buying tax exempt bonds.

- But beyond this, if state and local govornments are jom to
continue to issue securities t_hat offer some tax exemption, the
rate of interest we pay on these securities is going to be
directly related to the level to which outstanding issuss trade
in the secondary market. If complete tax exemption is maintained
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on outstanding state snd mumicipal securities, they will trade
in the highest level, and we will be able to sell new fissues
under most favorable terms in the msrket place,

BREACH OF FAITY BY U, S, GOVERINEN]

Conversely, if outvtanding issues are taxed, investors'
confidence will be 80 heavily damaged that we cannot expect to
sell under any favorable terms new issues of state and mumicipel
bonds with wvhatever amount of tax exsmption we may have left,
Investors' confidence in this merket is an extremely necessary
factor in this whole matter. There is no question ia my mind
that the confidence of the investor is a key factor in this entire
scheme of thinss.

As you gentlemen know, the tax balance is somswhat akin
to the balance of nature. One arbitrary action to relieve a
so-called tax inequity has & far-reaching effsct on meny other
asspects of the tax spectrum. Thus, by changing the tax laws,
these proposals which sppear fairly eimple on the face, ch
resulting effect is a substantial increase in local taxes for
almost svery taxpayer in our State and in this Nation,.

In considering this problem, there are two types of securities,
tax exempt securities and tazable securitiss. If our bonds are
1iable for ons doller of federsl incoms taxes in the hands of
any investor, our bonds are no longer tax exempt - simply stated,
they are taxable., They will be regerded by all investors as taxable,
and when we go to market we will bo_t'wv on these securities at
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taxeble vetes. If we are going to retain the right to borzow
effectively in the tax exsmpt merket, then state and local
securitiss must be exsmpted from the minimum incoms tax proposed
for individusls ia this bill,
DARIC FURPOSE OF TAX EXRMPT STATUS

I think we should pemse for o moment and ccasider the basic
puzpose of the tax exeapt status of stats sad mumicipal bonds
ia the first place. The purpose of the exsmption wes to sell
theoe securitiss st the lowest possible cost to the givem politicsl
eatity, thereby keeping to a minimum the cost to the taxpsyers,
In evder to do this, these securities of ricessity had to be
attrastively priced so es to be salesble and marketable, This
szrangemsnt hee worked extremely well for decades and I see no
velid sesson for changiag it.

IREE RNTERPRISE SYSTEM BAS WORKED

The sale of ewr securities to operation of the free
enterprise schoms of things has paid big dividends to all the
taxpayere of this Comntry. The fect that it hes worked so well
soans to wpset some officisls ia high goverameat circles, I
have leng felt thet 1f a system is working well, why distwd
ic. There sre pleaty of sress is government which need fer
u'nmtmlnth-cus-tut. I would suggest that the
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in effect, paying & substantisl tax by virtue of accepting 8 lower



yield from investing im these securities. Couversely, these
investors conid invest the seme funds in taxable securities
and receive o much higher ylald, Thas, it can be argued with
considersble merit that by purchasing state and mvaicipel
securitiss, imvestors are, in effect paying income taxes by
accepting the lower yield, |
nmuoma-mﬂ&ummw@um
poerticular srxes, uﬁ facts should bo presented to prm':bo
case, Mllltbdhcuotgbytbm-dhudothn.
lﬂmmmmmnywmmuhcmomd
hl“7.mmumﬂuotﬂmmhnlhmum
Muomnmuuumlw-ubub’mmo!
these individuals. 1I subait to you, geatlemsn, that no case has
M-doujutuyummtolmhwrmmhu
modification of tln tax exempt lntu of ltlu end mmicipal m.
The devastating affect this hlm-cblm. hudlm mb by tln
mmummmmmm-umu
muymmuauumcmumnmmml
Mwwummmtwmhmctwhm »
onmmyuuotummummeuaymmzot
this fect, u:huuncmumcmmwmum.
geatlensn, then T do not know hov to prove the case. The cofidence
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of iavesters is state and municipal bonde has been destreyed,
sad the enly wey to restere it is fer the Sensts and Consress
te rejoct all onippians ot the tex exsmpt status of these securities.

This is anetinr cose of the big print giveth and the smsll
prist taleth awey, The big newe medis hesdlincs giveth tex
seductions for slmeet all citissms, but the smsll prist ia the
taz M1l releting to tsx exempt statws of isterest om stets and
auricipsl beads taketh swey with imcressed tax burdeas for locsl
taxpeyers.

Ve respoctfully erge this Committee, the Senste snd Congress
te reject all prepesals relsting to remsving or tampuriang with the
tax exsmpt stetwms of isterest en state sad smicipel and politicsl
subdivision benfs, and to put an end to this detrimeatsl legisletion
ouce and for all.

Respostfully sebmitted,

CRADY L., PATTERSON, R,
Stste Tresswrer
Soutk Carvoline
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STATE OF NORTH CAROLINA
GOVERNOR’'S OFFICE
RALEIOH 27602

RosgnT W. Scorr
sovERNOR September 19, 1969

Honorable Russell B, Long
Chairman, Committee on Finance
United States Senate

2227 New 8enate Office Building
Wuhlnglon. D, C. ’

Dear Senator Long:

Please accopt this written statement in lieu of my appearance
before your Finance Committes in opposition to certain portions of the
Tax Reform Act of 1969 (HR 13270),

1 strongly oppose any activn by Congress which would impair the
tax exempt status of State and local bonds, and advocate early resolution
of the provisions of the Act relating to the taxation of interest from securi-
ties issued for bona fide public purposes,

As Governor of North Carolina, I have been highly encouraged by
the Administration's stated purpose of strengthening State and local govern~
ments; however, the proposals which would remove the tax exempt status of
bonds {ssued by these governments proceed directly away from this stated
purpose, It is apparent that the recent dramatic increases in interest rates
have been accelerated by the proposals beiore the Congress to remove the
tax exempt status and to retroactively tax the interest which has besn earned
by investors. The confidence of these investors has been seriously shaken,
and the ability of State and local governments to secure acceptable financing
for capital improvements has resulted in's greater tax burden being passed
to the tax-payers at the local levels, I have serious doubts regarding the
constitutionality of such retroactive tax measures, and a great concern for
the financial plight in which our cities and counties find themselves because
of investor apprehension over this proposed Congressional action.
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Honorable Russell B, Long
Page 2

North Carolina has made it a habit to have good government, We
have kapt our fiscal house in order at the State level, and have promoted and
encouraged strong and self-sufficient governments at the municipal and county
levels. My administration is dedicated to positive and responsible action in
support of strong local government. Maintenance of responsible and effective
local governments will be possible only to the extent that the Congress preserves
the independence of fiscal policies at each level of government. The proposals
to remove tax exempt status from these State and local bond issues will weaken
the foundation of local government financing,

We are deeply concerned about the effect of proposed changes with
respect to the reduction in the allowable deduction of charitable contributions
to educational institutions and charities, Our institutions of higher learning,
as well as our charitable organisations, depend in large measure upon such
contributions for their operating revenue and their building programs. Recent
figures show that private institutions are receiving in the neighborhood of
8 3/4 million dollars annually from contributions, Public four year colleges
and universities are receiving about one~balf that amount, Our General
Assembly has recently appropriated $350,000 for the current biennium for
additional support in the medical schools of two private universities, Wake
Forest University and Duke University, Even with all of che support that can
be given from the various levels of government the need is increasing, and
the removal of inducements to contributions poses a serious blow to the hope
that public and private colleges and universities will be able to continue their
mission at the present levels of operation, Elimination of the present tax
advantages, particularly those relating to unlimited contribution deductions,
transfer of income to charitable organisations by means of the two-year trust,
use of present market value in determining the amount of deductions for
donations, and permitting deductions for the use of property, will necessarily
curtail the flow of funds to these institutions from private sources. Loss of
such substantial sources of funds, in many of our private institutions, would
be disastrous; it would cripple our effort to provide a wider and more
comprebensive educational base for our citizens, *

We join in the concern that our growing needs require ever increasing
governmental support, However, in keeping with the President's statement
that cooperation of all levels of government in partnership with private enter~
prise is essential to our effort to meet these needs, we suggest that removal
of tax exemption on local governmental bonds, and removal of the inducements
for contributions to institutions of higher learning will result not in cooperative
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Honorable Russell B, Long
Page 3

partnership, but in increasing the importance of local governments, and the
enlargement of federal direction over local governmental affairs, We urge
that degree of cooperation of which the President has spoken; we suggest
that it will be possible only if local and State governments are left with
independence of fiscal policy sufficient to meet their share of the cooperative
endeavor, :
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STATEMENT OF
T i o ool
(Title VI of M.R, 13270)
Wednesday, September 24, 1969

Nr. Chairman, distinguished Mewbers of the Committes,

1 appreciate the opportunity of appearing before you today to
.xpress my opinion with regard to Title VI of K.R. 13270 which
.ass6d the Nouse on August 7, 1969.

As you know, state and local bond financing has long
been granted tax-exempt status. With this assistance, state
and local governments have been able to attract more unubh
intezest rates from investors, making it easier for them to move
forward with many improvements; improvements such as new and
expanded water and sewer systems, more and better streets,
additional recreational facilities and improvements to hospitals.

Although X voted for passage of R.R. 13270 in the House,
I an on record as opposing that portion of the bill dealing with
state and munioipal bonds. It is my best judgment that if this
House-passed provision is allowed to remain in the bill, it will
critically damage the ability of state and local tha to
2inance improvements at rates they oan afford to pay.

It is 8ls0 quite possible, that should N.R. 13270 be
snacted with Title VI intact, there would be, for state and local
governments, long periods of litigation placing the municipal
‘bond market in jeopardy.

A great dsal of attantion has been focused on the need
to eliminate glaring loopholes in our present tax laws which
allow individuals or groups to escape paying any taxes despite
the fact that they have sisable incomes. It has been implied
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that many wealthy isdividuals avoid paying taxes by investing
in state and municipal bonds.

This assusption was oclearly disproven by Hr. W. B.
Tinsley, Executive birector, Municipal Advigory Council of Texas,
writing ia the August, 1969 issue of the Alabama Municipal
urnal.

Mr. Tinsley declares that the public is being misled.
.0 fact is that relatively few persons with large incomes who
escsped paying any inoome taxes in 1967, the year in which most
of the instances oocurred, held more than relatively small amounts
of munioipal bonds.

Over the past several months, I have reosived thousands
of letters from responsible state, county and a'nicipal isaders
expressing their deep oconcern and foroeful objection to ths
removal of the tax-exespt status which is now afforied these bonds.

At this particular time in our history, most state and
local governments are severely pressed to provide adeguate ser-
vices for their citisens. Any disruptiom of vital programs could
only be dstrimental to their growth and cevelopment.

It is my earnest hope that some long-overdus tax relief
t?r our low and middle~inoome families will come from this
legislation. I respectfully submit, however; that removal of
the tax-exsmpt status on state and local bords can only add to
the burden of the average taxpsyer.

Thank you!
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STATRMENT OF FRANCIS B. BURCHM,
ATTORNEY GENERAL OF THE STATE OF MARYLAMD

1 am Attorney General of the State of Maryland. 1 sm & mesber
of the Executive Committes of the National Association of Attorneys
General which I vepresent here. Our Association consists of the chief
law officers of each of the 50 States and also of the Territories.

Our Associstion is proud that in 1938 it hﬂuud'tlu Conference
on State Defenss, vhich is the coalition of the national organisations
of state and local governments snd of the respective executive, fiscal
md law officers of the States and local governments. They join together
at our invitation to preserve the exemption of state and local government
institutions from federal caxation.

Rach time in the past three decades vhen attempts vers made to vith-
drav the tax exemption of state and local government bond income, we have
mu;cd 'luu by one of our number and protested. W ave gratified that
the sanouncesent of the present hesrings cuantains no proposal for the
vithdrawal of this exemption on a uc»-optional basis. We are committed
to resist any such attempt.

Ve agres vith the fiscsl and economic position of the other state
officers’ associations represented on this panel. But as the chief lew
officers of the Statd. our special competence is as to the legal aspects
of propossle in this field, In 1939 the State Attorosys General of that
day submitted a brief to this Committes asserting the unconstitutionslity
of any federal tax on our bond interest without state consent. (Incidentally,
the present Chief Justice of the United States Suprems Court was one of the
signatories =~ he was then Attorney General of Celifornia).  We commend that
.brief to you and submit that nothing has happened in the intervening 30 years
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to change its conclusions.

1 kmow that lav 10 & prediction of what & court will do ia fact end
that some good lavyers do not predict as we do. But we gubmit that eny
vetreat from the doctrine of the reciprocal constitutionsl immunity from
the federal and state governments' taxation of each other reached ite
high vater mark in 1938, IFrom clm on tho trend has been toward incressing
zeaffirmation of xeciprocal cmumuoul immunity.

1t uluu trus that the Suprems Court unsnimously held unconstitutional
eny federal taxation of state and local govermment bond interest in Pollock
v. Jarmer's losn & Tryst Co., 157 U. 8. 429, Trom that proposition the Court
has never retreated.

Cases in the 1930's imposed a qualification on the general doctrine of
immunity, vhen it was sought to apply it to the profits of construction
contractors end tenants and the salaries of public officers. (James V.

Dravo Gontracting Co., 320 U. 8. 134; Helvering v. Moyntain Producere Corp.,
303 U. 8. 376; Belvering v. Gerhardt. 304 U‘. 8. 403). The qualification, in
the case of governmental functions, is that the fmmunity cannot be claimed
unless the tax in qﬁu:ton threatens to burden the conduct of state and local
governments unduly. As for bond interest, it is mucidombh that income
tax would constitute such an undus burden.

Indesd, I must note that for that reason, smong others, ve vill be
supporting & modification by the Congress of its mislabeled definition of
tadustrial developsent bonds in the Bavenue and Expenditures Control Act of
1968. That matter, wve understand, will be the sudject of separate hearinge
and we will be dack with our suggestions at that time.

You will pote that as I stated our legal opinfon it vas that state and
1ocal government boods may not be taiad by the Federal Goversment vithout
State consent. Conversely, if a State consents, Congress msy lawfully tax
its bonds and those of its mmicipalities. If, then, the enumerated
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propossls oo the Committes's agends under this subject are uasquivocally
kept optional for each state, it will avoid the stated constitutionsl
obstacle, ’

Ve have ons quslification, however. It is addressed to any propossls
vhich might make it optional to individual municipalities to trade the
exesption of their bonds for a promise of s federal interest lmuy; Yor
that to be legally possible the gtgte of which the municipality is the
agency must give its mtboriuuoﬁ by state statute.

The constitutional ismunity icheres in the soversiguty of the States.

In the case of politicel subdivisions, it is derived from their nature as state
instrumentalitfes. Thus the cities may not themselves yield the imsunity
unless their respective states consent.

Thie 4s 1llustrated by the two Yederal municipal bankruptcy act cases,
vhich involved the bonds of political o&dtvhlm. The fixet municipal
bankruptcy act was held unconstitutionsl becsuss it did not call for state
consent to federal adjustment, in bankruptey, of municipal obiigations.
ﬂs_o_g'v. District Wo. 1, 298 U. 8. 513. When the act vas smsnded to tequire
state consent, it uln upheld. United States v. Bekins, 304 U. 8. 27.

It 1s difficult to exclude policy considerations from legal appraisals.
That is wvhy we caution you against the dangers of federal control of state and
local policies in the area of exclusive state and local responaibility. The
two propouin identified by your press release can hardly avoid thess dangers.

They both call for taxation of our obligations, directly in Fbo first
proposal and indirectly in the second, with the Pederal Mowt paying the
additional cost of borrowing on & taxsble basis.

With the Federal Government called on to make snnual sppropriations for
this purposs, no one can be certain that sooner o.t later conditions will not

be attached, andthat these conditions u!lqettu the Federal policy of the
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soment, would not displace state and local government policy in metters
that the Yeath Anendasnt to the Constitution ceserves to the States.

Ve also frankly fear lest any plan subvert state and locsl governments
free 6cosss to the couventional tax exsept eny sarket. Any option to the
States in & tax propossl will be a geg] option only if the private tex-exeapt
sarket continues viable snd stroug. '

We note that the states’ comstitutionsl issunity rests upon s policy
Judgement by the Supreme Court that taxstion of state and local government
borrowing cen weaken the States as independent sovereignties and as the
* repository of local self-government in this country, and that such weakening
violates the constitutionsl framework of our federal system.

That policy is st least as valid for you gentlemen, ss lesgielators. The
Congress 10 well advised to stop far short of the 1ine of rupture vs::;:h
Court to intervens to preserve the federal system, 4

As ve appraise these two identified substitutes for or supplements to
, tax exempt borrowing, we ask if tl'uy sre worth the risk, Ai to the first
propoc'd. == direct texstion with federal subsidy =-- we are convinced the
risk 1s too grest. As to the ;ccond propossl == indirect borrowing through
a subsidised federal inetitution ~ you must understand that we continue -
skeptical. The proponcntlo have an uphill fight to avoid the dangers I have
mentioned, If they cammot avoid those dangers, the plan would be unacceptable.

' In marksting our obligations through thess conventionsl channels we have
bed & ninimus of delay. For examls, in Maryland, our 1968 First Series
wvas aspproved by tﬁ Board of Public Works (consisting of cur Governor, Comptroller
snd Treasurer) on ..!uly 3, 1968 and the sale vas hald only 13 days later on
July 16 with the ssttlement held on August 14. Our 4969 Pivet Saries
vas approved Dacesber 17, 1968 and the ssle was held January 21, 1969
vith settlemsnt on February 19. We cannot expect such expedition if
Tederal sdninistrators must Le added to the processing of our bond
dssuss particularly if we have to negotiage differences in viewpoint.
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Delay at best postponss the realisation of needed publie works,
Senetimes it can be very costly in money ¢ well, ' Por exsmpls, the
1968. Losve I montioned produced & met interest eost to the Stats of
3.9491% 1a the July, 1968, sale. The 1969 {eswe, culy six months later,
scot ve 432548, '



Testimony of
G. T. Blankership

Attorney Geneal
State of Oklahoma

For the consideration of the
United States Senate Finance
Committec

September 22, 1969 ‘

This is a statement for the consideration of the
United States Senate Finance Committee on certain aspects
of the tax bill currently under advisement. I wish to thank
the Chairman.and members of this committee for the opportunity
to express my views. )

To give an indication of the extent to which Oklahoma
would be affected by certain of the proposals, cénsidcr the
following:

Oklahoma has an annual appropriated budget of approxi-
mately $200,000,000.00. During the years of 1967 and 1968 the
State and its various political subdivisions issued in excess
of $250,000,000.00 in bonds for builqing schools, public health
facilitiés. court houses, water and sewage systems, colleges,
school buses, other public buildings, and myriad other publié
works projects which amount to more than 62% of our appropriated

budget each year. This type of financing is definitely increasing

’
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because of the problems a state or political subdivision con-
tinually faces in raising an ever-increasing amount of revenue
to meet the need and demand for an ever-increasing number of
services. It is then quite proper to project that within rela-
tively few years the bond financing technique will equal or
exceed in amount appropriated expenditures.

No one can seriously doubt that the effective removai
of the tax exempt feature of municipal bonds would haQe a cata-
strophic effect on the financing of public works. in my state.
The mere consideration of this bill by the Congress has already
caused increased interest costs to the states, and in some

_instances hgs apparently caused bond offerings to fail for want
of a single bid from a buyer.

In many sta}es, and .in my own, the legislators are
having to give consideration to changes in legislation to
raise the established maximum interest rate, with all the
attendant delays, because in many instances the chaos resulting
from concern over this tax bill makes present interest limitations
totally unrealistic, and renders it unlikely that the bonds could
be sold. We are thus already in fact suffering the effects of
the tax bill,

There are many philosophical, politﬁcal. and policy
considerations which mitigate against these tax proposals.

The first is that our Senators and Congressmen are

elected by the people of their states to be the people's



representatives in Washington, and have the attendant duty to
represent the interests of their states. To pass such a measure
with such drastic adverse effects on the states, especially with-
out any significant monetary gain (but with substantial increase
in the national government's power) is contrary to the fundamental
tenets of federalism.

It cannot be seriously advocated by any student of é;vern-
ment that the projects imperiled by this bill in 60 different
states with significant variations in laws, institutions, geography,
and economies, can be better administered on a national level. Local
administration is axiomatically more responsive to local needs.

It would be extremely impractical to implement the interest subsidy
proposals for the simple feason that to determine the amounts of
‘subsidies within the proposed percentages allowable requires either
arbitrary, or practically administratively impossible, evaluations
of "micro" government on the "macro" governmental level. The
effect then is an effective step toward the crippling, or destruc-
tion, of a highly responsible (local) and correlatively more effi-
cient and effective municipal financing system grounded on 100
years of experience. The proffered sybstitute is an untried, un-
proven; briefly considered proposal,'the expressed intention of
which is to "get" some tax avoiders, most of whom are taking
greatest advantage of other tax préferencea, rather than mainly

exploiting the exemption on income from municipal bonds.
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Let us consider alternatives facing the states. The
most drastic possibility is the potenti&l collapse of the
present municipal bond market, forcing states into competition
with corporate bonds at a correspondingly higher interest cost,
at a time when we can least afford it.

Another is initially an indifect Federal subsidy (i.e.
reiﬁbursement) followed eventually by direct Federal subsidy
(for the project itself) with the attendant bureaucratic interference
with local programs, the net result being that state and local
government will be less rather than more responsible, which is
not desirable.

Another alternative is the concept of advance funding,
forcing the states to operate on a cash-in-hand basis. The states
would then be placed in a position of curtailing services for
years to accumulate enough cash to finance projects in a time of
sbiraling inflation, and labor and material costs.

There are legislative alternatives available for the
Congress. Among these are the so-called Urbank, and the proposed
Municipal Bond Guarantee Corporation. Evaluation and criticism
of these proposals have already be;n made. A serious and critical
suggestion was offered by the Honorable Norbert T. Tiemann,

. Governor of Nebraska, that any proposal in this area be studied
carefully. I think that proper evaluation would necessarily in-
volve the private as well as governmental sector. _The considera-

tions are too significant to lack propér thorough examination.
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The inclusion of‘municipal bond income in gross income
to determine a minimum income tax or for the limit on tax
preference would seem ultimately to work a tremendous hardship
on local government withouf necessarily removing any inequities
in income tax assessment. That is, a persuasive argument can
be made that the buyer of tax exempt bonds takes them with less
interest cost to the issuing government (then less tax dollars)
in exchange for the reduction in his income tax liability; if
the tax exempt feature is removed, such bonds wi}l not be sold
without increasing the income to the.purchaser (éo offset his
tax liability) and thereby directly increasing.the amount of tax
~ money needed to be spent.to pay the higher interest costs, thus
placing the increased tax burden on the middle-inéome taxpayer
who supplies the vast bulk of tax dollars. The effect, then, of
removing the tax exemption feature of municipal bonds is to place
another indirect tax on the ordinary taxpayer. ‘

There are significart constitutional questions to be
raised concerning the attempt to place an income tax on municipal
bond interest. Our United States Supreme Court has thwarted one

such prior attempt in the Pollack v. Farmers' Loan § Trust Company

case.
The Court maintained that position in National Life

Insurance Co. v. United States. See also Macallen v. Massachusetts.
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;:uthis proposal is‘adopted the states will be forced
into an unwanted posture. If the national government could
constitutionally abrogate state sovereignty by taxing municipal
bond income, cannot the states.in turn tax the income on
federal securities? Will the effects of this proposal work so
drastically on the states that they will be forced to bring
about explicit constitutional protection? The implications of
this legislation are too profound to warnant adoption without
extensive inquiry heing made into methods by which the hardship
would be worked upon the states and the taxpayeré could be

avoided, and the interests of the people be protected.
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STATEMENT BY LOUIS J. LEFKCAITZ, ATTORNEY GENERAL
OF THE STATE OF NEW YORK —— LOCAL BOND INTEREST
PROVISIONS OF H.R. 13270 PRESENTED TO THE U. 8.
SENATE FINANCE COMMITTEE, MONDAY, SEPTEMBER 22, 1969

This statement is addressed to the provloibm of H, R,
13270, now being considered by this honoral';lo body, which
drastically alter the tax treatment of interest on state and
municipal bonds.

As Attorney General of the State of New York I wish to
state my strong opposition to these provisions on the following
grounds:

1, Taxation of the interest on state and local bonds
operates on the power to borrow before it is exercised. However
this tax is imposed and whatever guise it takes, it is a tax on
the power of the states and their instrumentalities to borrow

" money and is consequently repugnant to the United States

Constitution. The power to tax, as our Supreme Court stated
early in our history, is the power to destroy. Any impairment
of the direct execution of the powers of a state, in particular,
of the power to raise monies required for the fulfillment of
sovereign obligations and the exercise of sovereign functions,
is in my view clearly unconstitutional. Furthermore, it is my
opinion that any infringement of the preferential nature of
state and local debt would undermine the traditional and un-
doubted powe!: of the states and their municipalities, reserved
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to them by the 10th Amendment to the Constitution, to deal
independently with state and local policies and problems and
the needs of their citizens.

2., In addition, this altered tax treatment would impose
an intolerable burden on the ability of states and local govern-
ments to finance capital programs. Since, under such legislation,
the State and its agencies, as well as the municipalities, would
be in direct competition with private, non-exempt bond issues,
it is apparent that the interest rate on public bonds would
rise to the level of that commanded by the private issues,
Clearly, such an eventuality would frustrate billions of dollars
of local and State capital projects except at a doubling or
tripling of cost. Such a result, in the face of the existing
financially straitened circumstances in which the State and
its cities are already operating, would inevitably bring about
the cancellation of many necessary programs. Our citizenry
evince an unwillingness to pay more in State and local taxes

than they now pay; we are already faced with what amounts to

- a tax revolt, Both on the State and local levels we are _—

presently operating under austerity budgets. To cu/a,!;a/a/
situation in which even more of the bugon, thrown upon the
State and its cities is inconc/e,‘:éanle.

3. As a pncti::al/ropo-ition I suspect that the ad-
ditional irsane tax vwhich would :l.nure to the federal govermment
_woa i bo less than the additional costa which would be imposed

.2-
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upon the State and cities, so that if the federal government
were to assume “in lieu" subsidies to cover the differential

in cost, it would £ind itself paying out a greater sum than

the amount it receives as a result of the altered tax treat-
ment of tax exempt intexest. Moreover, if consideration be
given to the costs of administering such an "in lieu" program
plus the inevitable frictions and delays which relate to such

a program, it is apparent that any "net" revenue to the national
government would be questionable if not non-exiltone.f I must

note also that such subsidization :lmpny,qna/t;x" and greater
centralization of power in Wyh&ngt{n and less and less freedom

in local and Sta M over what are essentially non-federal

,’9.«»/ |

In summary, federal incursions of this character into
the area of state and local powers are constitutionally un-
justifiable. Of equal importance, is the inescapable fact
that they would render raising of funds by the states and
municipalities even more difficult, if not impossible, at a
time when the requirement for such funds is almost ovexwhelming.
For all of the foregoing reasons, I respectfully suggest that
the provisions relating to the tax treatment of interest on
state and local bonds should not be enacted.

This statement will be supplemented by a memorandum

of law dealing with the constitutional aspects of the proposed

-3-
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legislation., Our memorandum will ba filed on or before
October 1, 1969. '

Dated: September 19, 1969

x.ooré J. LEFKONITZ
Attorney General of the State of
~ New York
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STATIMENT POR U.' 8. SEMATS CONMLTTER ON FINANCE
.’ . ! y e
MARY EVELYN PARKER, TREASURER, STATE OF LOVISTAMA

) 1 u ouhitua. thie statement ss Treasurer of the State of
Louisiane ud aln 1] aulma of the Louisians State Bond Commission
wvhich has the -ututory responsibility of issuing a1l state and state
agency municipal bonds., Our primary concern i the consideration aow
being given by the committee to those provieions of N. B. 13270 which
directly and {ndirectly sffect the interest income of municipsl bonds,
specifically Sections J01 and 302 of the bill.

The State of Louisiana and its politicul subdivisions have
traditionally relied upon the existing constitutional concept of inter
governmental t-mity in 1ssuing municipel bonds for ite cepitsl improve-~
Hﬂtl.. 1 say vithout reservation that each and every aspect of state
and local programs of education, health and transportetion have benes
fited from the tax exempt festure of municipal bonds end the future
progress of thess programs is dependent upon tln' continuation of our
ability to finance such projects through the fssusnce of fully tex free
bonds. ’

Complete exemption is and has historically been the rule of
our land and we believe that long established: rules should not be abendoned
except for good ressons which are comspicuously sbaent in the present

proposals.

SECTIONS 301 AND 302 OF THE BILL
Ragscns Given For Tax Reform Bil]

We have analysed the justificetions presented in the House
passed Tax Reform Bill and conclude that the mejority of them are not
applicable to municipal bonds, and where purported to be, the ressons
are based on erroneous presusptions.

The arguments sdvanced in the majority report that tex reform
10 essential as a metter of justice and tsxpayer morale, to prevent

misallocation of resources snd to redirect investment toward employment
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efforts certainly cannot be applicable to municipsl bonds. 1t can be said
conclusively that justice is now served by the cnplul'tmwmnto nade

. possible through tex exempt bonds for the benefit of taxpsyers and to
restrict these programs would reduce taxpayer morsle rather then enhance
it. 1t cen also be steted conclusively that tex exempt bonds have not
resulted in s misallocation of resources or the misdirection of investments
for there is little question that no programe exist that are more important
to the welfare of our nation than education, health and transportation
which are the areas vhere the majority of these monies have been expended,
Iavestments in municipal bonds make possible p.ubne imsprovements and at
the same time the funds provide employment for many people and benefit

the community, the state snd the nation as much, if not more than those
funds invested in so-celled unsheltered areas.

The argument edvanced that it is believed that the tex preference
of municipal bonds permits a minority of high income individuals to escape
payment of taxes resulting in a loss of revanue greater than the advantage
it affords state and locel governments ie erroneous. Firet, of course,
no loss lhu occurred in federal tax revenue since the federsl government

cannot lose that which it never had., 8 dly, no evidence has been

presented that the additional tax collections would be greater or even
equal to the savings in interest to state snd local governments. In
addition, we fael that investors in municipsl Wl have been texed and
that the tex vas paid by the investor st the time of the issue through the
sacrifice of interest income. Tax exemption of municipal bonds 1s a tax
_ prepayment which has the great advantage of saving the cost of collection
and results in vhat ve feel to be meaningful tex sharing.
Undesirable Effects of The Bill

To use an over-quoted principle, "The power to tex is the power
to destroy." The pending proposals have created the most chaotic municipel
bond market in history and resulted in the incresse in interest rates in
vhat we balieve to be in excess of 1%. If the bill 1is adopted in its
present form we feel that the interest rates will soar another 1 1/2%
or 2%, These increased costs have delayed many local programs and in
some cases the incressed cost will no doubt make the project prohibitive.
Louisiana has scheduled for ssle $15,000,000 {n Capital Improvement Bonds

-2e

316



on September 30, 1969. Becauss of the pending proposels and our 6%
interest limitation, 4t now appears that no bids will be received on these
bonds. Louisians end its political subdividions during the mext tvo year
period will need fn excess of $600,000,000 for planned cepital outlay
and this financing can only be accomplished through the fssuance of
sunicipal bonds. The pending proposals if adopted would without question
deley and thereby destroy thess progreme as they were originally conceived.
Sonstitutiona]l Qvestions end Alternetive Proposal

We contend that short of s constitutionsl amendment, Congress
has no right to tax municipsl bonds without the comsent of the states.
The qmtitutiéuolly mandated doctrine of veciprocal immunity which is
du'uu'd to permit the free .lmttoﬂu of federal, oéon and other locsl
governments without interference from the others is valid snd is violated
by both the provisions of the bill which require that municipsl bond interest
be included in the base of the minimus tex and those provisions that require
thet itemised dedyctions be allocated between texable and tax exespt income.
The result 1s a direct tax and sn indirect method of taxing the resources
of state end local ;miunnt and thie power to tax has not been delegsted
to the United States by the constitution and {s MMM without the
‘consent of the concerned p\fgtnuaul unit, These constitutions) questions,
which I have perhaps over simplified would mh'bly -taks ysars to settle
and could cause substentiel deleys in capital improvement programs,
Because of the chaotic conditions which would ocour during this period, ve
think that the ;\uutu should be settled now by exempting municipal bond
interest from Sections 301 and 302 of the bill,

1n the alternative, 1€ two-thirds of the members of the Usited
States House of Representatives and Senate fesl that there is some justi-
fication for removal of the tax exespt featurs of municipal bonds, we
would suggest that s constitutional amendment be adopted snd submitted
to the etates for ratification. There is nm.- quastion but that such
an -nduni would fail to receive the requited three-fourths vote necessary.
for vatitication, This would, hovever, give the states, and thus ite
citisens, an opportunity to voice an opinion and make the decision rather
than relying on the U, 8, Suprems Court.

3
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 SRCTIONS 601 AYD 607 OF TUR SILL

The altersative of Sssuing taxable boode and receivisg ea intsrest -
oubeidy 1o certainly no answer to the admittedly higher interest cost ‘
which will result from the other provisions of the bill. The sbility to
fesue tax exempt bonds for local duilding programs is ome of the very few
areas of locel goveriment functioning which the states have been able to
retain, The federal interest subeidy is 0o wore than another step in what
sppears to be & continual effort on the part of our utuu_l government
to encroach upon the sphera of action of our state and local governments.

Our locel progrsme should not and cennot becows more dependent upom our
federsl government.

CONCLUSTON

Those sspecte of Sections 301 and 302 of N, R, 13270 vhich
vill restrict the tex exempt feature of -uétn! bonds will be of wo
benefit and would have tho‘ouoct of increasing the cost of and deterring
needed capital improvement mgtlu. In addition, Sections 601 end 602
relating to federal interest oubo;diu would complicate and {ncrease
the cost of these progrems andare extremely undesirable,

Interest income received on municipal bonds should be specificelly
excluded from the provisions of Sections 301 asd 302 of the b111, snd
Sections 601 and 602 of the M1 should be deleted, "
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Sute of North Curalina
Bepurtment of the Treasurer

Ealoigh September 16, 1969

EOWIN eiLL
VAT TREASUNEN

Honorable Russell B. Long, Chairman
Committee on FPinance, United States Senate
2227 New Senate Office Building ‘
wl.hin’ton’ D. C.

Subject: H.R., 13270, Tax Reform Act of 1969

Dear Senator Long:

Please accept this written statement in lieu of my
appearance baefore your Committee in opposition to that portion
of the Tax Reform Act of 1969 which relates to the tax exempt
status of State and local bonds. -

As Treasurer of North Carolina and ex officio Director
of Local Government, I wish to state my opposition to any effort
on the part of the Congress to directly or indirectly tax interest
on State and municipal bonds.

Tha mexre fact that Congress is considering taking such
action has literally brought chaos to the market for our securities.
It has taken many years to build up the confidence of the investing
public in our bonds, and it would tragic if this confidence were
undermined and even destroyed by the well-intentioned action of
Congress taken in the name of tax reform.

Actually ths removal of this exemption, in whole or in
part, will mean ultimately a heavier tax burden upon the people
of our State, our counties, our cities and our towns. In fact,
it is estimated that, exclusive of the increased cost to the State,
there would be approximately $25 million annual additional ir%erest
cost to our local governments, which would be the equivalent  an
ad valorem tax levy of between 15-20¢ per $100 valuation.

Recently much has been said about the ¥New Federaliem, which,
as I unlerstand it, would offer a true partnership between the
national government and the f£ifty States. In my judgment, to take
from the State and local govermments this very preuious privilege
of tax exemption, would strike a blow at local pride and initiative,
and would really violate the proposed spirit of such Nev Federaliem.
I believe that COngnn should preserve the exempt status of our
State and municipal bonds as a great traditional privilege which
has been a part of our inheritance as declared in the landmark case
of N'Cullooch ve Maryland, which preserved the fiscal independence of
the States and municipalities. .
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To: Honorable Russell B. Long September 16, 1969
Prom: Mr. Bawin Gill

Due to the very high interest rates that we are now
experiencing, in part because of this threat to our exempt status,
I hope for an early resolution of this matter by Congress. In my
opinion, prolonged debate serves to strengthen the fears of potential
investors. Incidentally, the retroactive effect of this groposod
legislation is, in my judgment, morally and constitutionally
indefensible.

I wish to endorse the briefs that are being filed in behalf
of the States and local governments by the Nationnl Association of
State Auditors, Comptrollers and Treasurers, the National Association
of Counties, the League of Cities-Conference of Mayors, Inc., and
other organizations concerned with Federal-gState relationships,
including, of course, the National Governors' Conference.

Respectfully submitted,

Director of Tv Government

EG/39

(See following page for Powers and Duties of Treasurer of North Carolina)

820



THE STATE TREBASURER
STATE OF NORTH CAROLINA
(Summary of Powers and Duties)

1969

The State Treasurer is a Constitutional officer of
North Carxolina eleoted by the people for a term of four years
running concurrently with the term of the Governor.

The State Treasurer is actually the State's banker,
serving as the chief financial officer of the State. He
receives and disburses the funds of the State, administers
the bonded indebtedness program and serves as investment
officer for all State funds. In addition, he has certain
supervigory functions over local government finances. The
State Treasurer also advises with the General Assembly and
the Governor at all times concerning the financial condition
of the State and its fiscal policies.

The State Treasurer is, under the Constitution, a
member of the Council of 8tate and of the State Board of
Education. By statute, he is ex officio Chairman of the Local
Government Commission, the Banking Commission, the Tax Review
Board, the Retirement Systems for Teachers and State loyees
and Local Governmental Employees. He is also an ex officio
:onbor of the Law Enforcement Officers Benefit and Retirement

ystem,

The present incumbent, Edwin Gill, has served in this
capacity since 1953. Mr. Gill began his service in State
government in 1929 as a member of the General Assembly and has
served in many capacities since that time, including seven
years as Commissioner of Revenue of North Carolina.
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THE CITY OF NEW YORK
OFFICK OF THE COMPTROLLER

STATMFNT_BY COMPTROLLYR MARIO A, PROCACCINO
OF N _YORK CITY_ON H.3. 13270

Septerbey 22,1569
Gentlemen: P !

As Comptroller of The City of New York, I urge the
amendment of H.,R. 13270 relating to hitherto tax-exempt
municipal securities. This bill imposes two new taxes on
individuals recaiving interest on state and municipal bonds.
One 1s a “minirum tax" plan which applies to outstanding bonds;
the other denies the municipal bordholder his full personal
deduction otherwise allowable. | |

I am opposed to any proposal that would affect un-
favorably or “estroy the tax-exemot ctatus ©or municipal bonds
for many reagnng:

First - The constitutionality of this proposed lepis-
lation is very guestionmable, I am afraid that any litigation
that would eQentually reach this decision would carry through
many years, Duwing this time, investors in municipal bonds,
uncertain of the final outcome, wruld manifest interest only if
a hipgh yield pave them 1 protection apairst the probability of
thase bos heing taxed.
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fzgopdly - It will deter corporations, banks and
institutional investors from investing in municipal bonds,
They would justly feel, "The individual investor now, we will
be next," '

Thirdly - It will be disastrous to the capital
construction propram of Naw York City. Our bonds wili re-
quire such a high interest rate that the municipal taxpayer
may find it most difficult to meet the resulting growth in
real estate tax burden. Also, the investors may be so dis-
1llusioned, or so fearful, that they may not invest in the
bonds of our City, or any city, but chooste instead other forms

of investment than state or municipal bonds, '

In the year 1968-1969, New York City issued over $500
million in serial bonds for the following municipal purposes:
Schools and Collepes. « « + + « « o & 89.9 (millions)
Transit o ¢« o o o o ¢ o ¢ o 00 0 o B1.,6 "
Health Services « « o« o o ¢ ¢ o oo 51,6 "
Water SUpPPlye o o o o o o 6 ¢ 0 o o 17,7 "
Docks and Plers « ¢« o ¢ o ¢ ¢ ¢ o ¢ 10,2 "
Recreational and Cultural + « + o « 2.1 "
Public Safety (Police, Pire). . . . UWk,2 "
Streets and Jewers. o+ ¢« ¢ o o o o 9949 "

Housing Development, Urban Renewal,
Model Cities . o & ¢« ¢ o o ¢ & o l"s.? " .
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This is the general pattern of bond issuance of this
City. H.R., 13270 would cause a drastic reduction in the con-
struction of new schools, colleges, hospitals, health centers,
police precinct houses, fire houses, parks, streets, sewers,
transit 1ines, docks and piers, and their major rehabilitation
or re-construction, in our City. Rehabilitation and rebuilding
of our slums through neighborhood conservation, model cities
progran or neighborhood development renewal would also suffer.

It 18 estimated that eliminating the tax-exempt status
of municihal bonds would lncrnaue'tha market interest rate two
percent. The threat embodied in H.R. 13270 has al=eady pushed up
rates one per cent. In arriving at my estimate of increase in
cost, it may well reach 1-1/2 per cent, but I will apply 1 per
cent, '

Thus, borrowing in one year of $%00 million for such
vital capital improvement would involve at least $5 million in
added interest costs the firsé, year. ﬁith an average life of
7 vears for the bonds issued, the House bill would add about
$35 million in interest over the life of just one year's issue,
Over a period of 10 years, estimating a new issue of $500
million each year, which provides no increase in expenditure,
the additional burden would be an extra t}ﬁo million for capital

improvements,
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Such a burden would pructically stifle Yew York City's
proposed transit improvement plan of new lines to areas in
desporate need of such lines in Brooklyn, Bronx, Jueens and
lover Manhattan, The total capital cost of this propram is
£1.4 billion, of which the City would spend £800 million,

Faced with increased costs of construction, the added
cost of interest or bonds to firance these improverents will
price this propram out of reality,

Loss o( this propram will not'only affect seriously
our City's total economy and hurt all the City's taxpayers,
but 1t also will cut down the return in added taxes to the
Padaral Government which a more prosparous commurity can pener-
ate. ' ‘

In addition to the bonds mentiored, Maw York City has
sold approximately £2.8 billion in Notes in 1968-69, for the
following purposess '

1) £719 million in Revanue Anticipation Notes, pending
the rrceipt of federal and state aid, and about £1,427 million
in Tax Anticipafion Notes, |

Under H.R, 13270, tﬁe added interest cost for these
.showt-term borrowings with an averape maturity of 6 months
would cost Mew York City's taxpayers about §11 million extra

a year, These costs must be charged to the Ixpense Eudget which
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is subject to a tax-inourring limitation, and provides for
operational axpenses, 'I‘his can only result in a serious ocut
in City services, affecting the number of police, teachers,
. hospital and health services and services in other vital areas,
' Our City desperately needs more funds in these areas, not less,
At this time of "the crisis of the citios," we need more help
from the Pederal Covermment, not such destructive action as
H.Re 13270 which would worsen the fiscal plight of our City,
and every other city in their efforts to provide adoquato.

services,

2) Ve also s0ld §61% million in Bond Antioipation
Fotes, for the support of middle income housing. The increase
which H,R. 13270 requires in the interest cost of these Notes
results in higher rents for middle income temants., They had to
absorb some §6 million annually in added interest because of the
threatened loss of the tax exemption on these bonds,

3) On fugust 20, 1969, the City sold over £215 million
of Bond Anticipation Wotes, with maturities of up to one year, ‘
at annual interest costs of 7.43 percent and 7,48 percent,
depending upon the term of the Fotes, the highest in the City's
history for short-term obligations. We attribute this shocking
rate larpely to the pendency of H.R., 13270,
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4) About §87 million for Urban Renewal Motes were
sold for the rehabilitation of many of our 01ty'3 rundown
areas, Even though the Federal Government is aiding with
Model Cities and Faiphtorhood Davelopment funds, this is
far from enough, The City must contribute not only its share
of the aided programs but much more to make even a dent in

vhat must be done,

These added interest costs from taxing city bonds
must be borne by our already over-burdened taxpayers. The
only alternative 18 to reduce vital public services, Every-
taxpayer, renters as well as property holders, would share
in this burden, no matter how modest his means.

The House bill provides for a limit on tax preferences
which would apply to bonds outstanding. But the holder of
these bonds has already paid, by accepting reduced interest
income, ®or his tax uxemption. In buying these bonds he gave
up the opportunity of investing his money in higher paying
corporate sacurities. If an invaestor cannot be certain ot‘his
roturn at the time of commitment, he will cer‘ainly consider
possible adverse future chanpges in tax status, Here those
dangers are 80 fully apparent- that his loss of confidence
would reflect itself in the hirher vield of the securities.
This is vhy the market is reacting so violantly to the pendency
of this bill. |
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Many people have been led to believe that the tax-
exempt securities were added to the "tax-reform" packape.
Lecause of about 15% individuals with adjusted gross incomes
of $200,000 or more, who paid no tax in 1965. However, an
examination of these tax veturns indicated that the tax-free
ircome was achieved by othar tax shelters, and rot by the use

of tax-exempt municipal bonds,

The House bill provides an option for state and
local povernment issuers to racelve a "subsidy" if they arree
to issue their bonds on a fully taxable basis, However, the
Secretary of the Treasury 48 riven the authority to determine
the -~ate of this "subsidy," The rlobr under the amount he
can selact (25% of the taxable rate after 5 years) is actually
lover than the benafit which states and cities have enjoyed
in 1ssuing their bonds - some 30% to 358 in the past few years,

flow can Now York City or any other city, state, or
other local government sensibly base its finarcinpg on such an
nscalating uncertainty? )

Vhy'should a City be compelled to gamble its present
and future development and urban renewal on a promised subsidy
that could evontuélly evaporate? pParticularly when it involves

added administrative costs on the city,
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Due to the inability of state and local governments to
finance projects at reasonable interest costs, many of them have
out back and deferred bond issuss at a time when there are great
‘needs for additional schools, hospitals, transit, air pollution
and other capital needs., Projections have been made that the
potential costs to state and local governments over the life of
estimated 1ssues of §19.5 billion would increase interest costs
by over $2,5 Vbillion. It cannot be deemed true reform to thrust
this on our local and state taxpayers, with attendant increase

in rerressive local tax burdens and reduced essential services,

ﬁentlemen, I have been listening with hopeful expectation
to reports about Washington's concern about the plight of urban
communities. This plight 18 real and Fedefal concern is fully
Justified. But how can we square that concern with such a
destructive measure as the curtailment of tax exemption for our
'01ty's bonds? '

I urge that your Honorable Body continue its deliber-
ations on real tax reform, particularly in tax relief to middle
and low-income persons. But I strongly believe that in the
interest of those same persons, the exemption of interest on
municipal securities must ba preserved, The huge financing
burdens that state and local governments are faced with for
much needed improvements should not be jeopardized by the un-
certainty into which the municipal bond market has been thrust
by this bommerang "tax reform" with its inevitable additional
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interest costs that will have to be borne for the most

part Ly over-burdened taxpayers of modest means.

I know that your Committee will give the most
gserious evalustion to this proposal and ite effect on the

capital development and renewal efforts of New York City.

1 express my appraeciation to your aupust Body for
this opportunity to submit this prasentation. I offer
you my cooperation in any area relative to this most

important issue,
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RAMON “RAY" ANAYA, Shoriff
MARGIR ALEXANDRR,
JUANITA 8. GRUBR, Asssesce
JONN W. LEWS, JR., Surveyor

CARLSBAD, NEW MEXICO

September 16, 1969

Mr. Tom Vail, Chief Council
Senate Pinance Committee

2227 New Senate Office Building
Washington, D.C. 20000

Dear Mr, Vail:

As Chairman of the Eddy County New Mexico Board of Commissioners,
we respectfully urge you to prevail upon the Senate Finance Comme
ittee to maintain the status quo on the tax free feature as to
interest on city, county, state and school bonds, or other obligaw
tions of these entities, 1In these instances, where debt is created
by the people of an area affected, they voluntarily pay the bill,
and the tax free feature on intcerest is the principal factor in
the sale of the bonds which provide needed capital for various
local needs, Any change in this self-government feature will

more than double local costs and wetard local development by

many decades,

Again, let me say that we urge the preservation of our American
Heritage by allowing people of this Country to create constructive
debt on themselves without having the interest on their obligations
being taxed.

Respectfully submitted,

r
£ -
¢ﬁﬂﬁ%§?nanﬂ“!ﬂd;iéoéﬁ¥y=ﬁew Mexico

Commisgioners.
JB/mb
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Office of the

ARTHUR A. SUMERACK! ‘@narh of 2“&{!1& Q}mmh_{ Auhiinrs

CHAIRMAN CHARLES H,. SANSON

RICHARD H. AUSTIN 1235 Gity-Gonnty Building ‘z:"’.’:‘c"‘a":;'s‘;'
JOHN V;C:ICL:::::;" Twe 'Zﬁnuhhmth Atrenue OIRECTOR OF BUCGET & FINANCE
 Betot, fichigm: noges ey 2 woLewon

Septenber 18, 1969

Benate Finance Coumittoe
2227 New Sonate Office Building

Washington, D, C,

" Attention: Mr, Tom Vail,
Chiof Counsel

Goentlauen:

Sections 601 ond 603 in Title VI of the Taox Reform Act of 1969
(H,R, 13370), by mcans of & direct interest subsidy from the Pederal Treas-
ury, propogso to alter thoe traditional and timo-tosted mothod of financing
stato and local governnments by moans of tax-excmpt bonds,

Local units of govornment should not be hampered by more Federsl
rod tapo in raising the funds required to finance their capital inprovenrent
progreoas and ncot thoir daily problenms effectively and in timoly fashion,
It 18 woll known that tho financial resources available to local govern-
ments are at bost limitod, duo to the fact that primo sources of tax rev-
enuos are proemptod by the Federal end state governments., Local units and
school districts have traditionally relicd heavily on tax~-oxcapt bond is-
sues to fund costs of nooded streets, sewors, parks, schools, and other
necesgsary improvecaonts, R

Por oxanple, Wayne County goveranmont, through its soveral agoncios,
has issued or assisted in tho issuance of approximately $300 million in pub-
lic improvement bonds; and proposos, within the next three years, to issue
en additional $300 million necossary to tho construction and expansion of
public facilities, including sanitary drains, sewer interceptor systems,
waste dispossl plant projects, sirport facilities, wator moins, hospital
and othor construction, and many diverse improvcements,

It is the firm bolict of tho membors of tho Board of Wayne County
Auditors that without the aid of tax-oxcopt bonds the citizens of Wayne
County would bave been, and will be, denicd the boneficial use of many mil-
1ions of dollars worth of facilitices, and that the County's ability to con-

struct furthor improvenents vill bo substantially impaired, If local units
cannot oconoaically market tholr issues, or can only do so at vory bhigh

(cont'd)
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Sonato Finance Committee

Washington, D, C, Soptember 18, 1969

(1]

interest rates due to the lhrtikugo in demand for municipal bonds, it can .
only have the effect of hampering expansion snd discouraging local develop~
mont, .

In viow of the foregoing, the membors of the Board of Wayne County
Auditors strongly urge that tho tax exemption on municipal bonds be continuod
as at prosent,

Very truly yours,

.

Arthur A, Sumeracki, Chairman

Rithard H, Austin, Vico-Chairmen

— S e/ , 7

‘\ -;r/. _:47 "7‘;} //‘//.'uun :
+] John'F, Williaus, Secretary

p
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SRVERLY BRILEY, MAYOR

Mitgpoltin Govnnmans.of Nsho 8§ and Duoidion Counsy

GMOETOR OF MiANCE NASHVILLE. TENN, 37801
Ssptember 18, 1969

Finance Committee of the United States Senate
2227 Nev Senate Office Building
Washington, D. C.

Gentlemen:

There will be few times in the history of our country when a
legislative effort on the part of our national governmunt will be as
adverse to local and state government as certain provisions of H.R. 13270,
the measure now before your committee for consideration. It is not so
much the exact extent to which this bill removes the tax-exempt status
of state and municipal bonds as it is the irreparable harm that would be
done to our traditional governmental system and balance. The inference
of bad faith that would be established by such action could literally
wreck a1l the current programs which aim at the promotion of inter-
governmental relations. Efforts thereafter to establish strong local
and state governament credit ratings would be an exercise in futility,
and further control of the Federal Government over local and state
affaire ‘would be assured.

Everyons knowledgeable about public finance knows that to remove
the tax exempt status of our bonds means one of two things. We will
either have to abandsza our capital outlay programs, which are dependent
upon our ability to market our obligations at reasonable debt service
costs, or be put in a position of subservience in this area of our
operations. Surely, for the sake of the democratic process, you will not
wvant to see the Pederal bureaucracy take over control of our local functions
to this extent.

Let's look at the present system. What is so wrong with us having
our tax exempt bonds? It affords a better approach to financial relief for us
than anything suggested in the way of a Federal program in fifty years of
sver-increasing growth of power by the central government. Our bond
purchasers buy our obligstions and in so doing they forego an opportunity
to get a higher interest rate in the taxable market. We know they have an
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page 2

incentive for doing this and that's fine with us, because we are getting
8 better concession in the transaction than the buyer. It saves us from
thirty-five to forty percent on our debt service costs annually. Keep in
mind, all this advantage coming our way without any element of the
Federal Government having to be involved to any any degree. It would be
s major mistake to have the municipal bond market abolished.

Submitted herewith and attached hereto are several statemente
from state and local government officials relative to their views on
HoR. 13270 ws it percains to tax-exempt bonds. Plesse fnclude these
in my testimony.

Yours truly,

¢

Joe E. Torrence, Director of Finance,

Metropolitan Government of Nashville
and Davidson County

President, Tennessee Municipal Finance

" Officers Association

Vice-President, Municipal Finance
Officers Association of the
United States and Canada



Septezber 15th: Meeting
Third National Bank Building

sTiTEMENT BY MR mEleRLY BauEeY
SENATOR GORE, CONGRESSMAN FULTON, LADIES AND GENTLEMEN:

As Mayor of Metropolitan Mashville, I am this morning hosting
a conference on an issue of extreme importance to state and local
governments here, and throughout the United States.

As you well know, I;have. for a number of yeiars, been quite
active in both tha Mational League of Cities and the National
Association of County Officers. This meeting here today is jointly
sponsored by the Tennessee Municipal League and the Tennessee
County Services Association. Representatives are here £rom various
other organizations and civic groups who have a vital interest in
the continued effective operation of state and local government
services in Tennessee. ’

We are here to discuss the impl’cations of certain provisions
of the Tax Reform Act of 1969, as it applies to federal-state-local
relations. Some provisions of this Tax Reform Act are needed.

There are, however, certain provisions in this Act relating to tax

exempt state and local bonds, which will have serious negative effects

on our economy and upon state and local government ability to plan

and implement community facility programs.
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Local governments across this country have their backs to the
wall. They are beset by tremendous backlogs of community facility
needs in urban and rural areas. Additional community facilitics
are required to meet federal government programs and goals in th_a
areas of stream pollution, slum clearance, housing, and many others.
Local governments are already hard pressed by inflation.

The tax structurs available to state and local governments is
controlled by their Constitutions and general state laws. In
Tennessee, we are at the local level restricted primarily to the pro-
perty, sales and consumer taxes. It is our belief that taxing the
interest on state and municipal bonds will merely result in shifting
the impact of the federal tax to the local taxpayers through higher
interest rates on state and local government bonds. This will
mean that the homeowner will have to pay the extra property tax
in order that the bond purchaser will have the e)gtra interest earnings
to pay the federal tax. The issue of constitutionality of taxing
State and local government activities will result in expensive and
prolonged litigation. We feel that this Federal tax measure shifts
the responsibilily for paying federal taxes from the much broader
and more effective federal tax system i:o existing local tax systems
that are already over-burdened. Many local governments are facing
taxpayer revolts even in areas where the services are vitally needed.

Mr. Average "Tax Revolt" American is not asking for reforms in
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federal tax law to increase his costs for schools, hospitals, roads
and other community facilities or to increase his sales and
property tax. We at the state and local government level see the
rasult of the increased interest costs on our bonds to be either
higher state and local taxes or reduced public services, or both.

It has been suggested that this problem created for state
and local governments by this unwarranted action on the part of
the United States House of Representatives can easily be solved
by some system of subsidy by the Federal Governmeht. In the light
of our experience with other Federal programs and the constant
lack of adequate funding, we cannot agree with this point of view,
It is also evident that a Pederal subsidy in this area would
increase the possibility of Federal control over traditional state
and local government functions. It is my opinion that our Congress,
and right now more particularly our Senate, must be convinced to
leave our tax exempt bonds completely out of this tax bill if we
are to preserve our Pederal system of government under new
Federalism, creative Federalism, cooperative Federalism or any other

term or slogan.
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PRESENTATION BEFORE FORUM ON TAXATION OF STATE AND MUNICIPAL BONDS

by Governor Buford Ellington
State of Tennessee

September 15, 1969
In my judgment, the subject to be discussed in this meeting today -- federal taxation
of state and municipal bonds -- is the most important mattexr presently being discussed
as relates to federal-state-local relationships, There has been much said in recent
times of the new Federalism which encompasses a partnership between the federal,
state and local governments. There are many things being discussed which are
directed toward the improvement of this partnexrship and the new Federalism.

It 18 my judgmeut that there is no program or proposal including that of tax
sharing which could overcome the damage that would be brought about by the pagsage
of HR 13270, the so-called Tax Reform Act of 1969, as the act relates to thé taxation
of intcrest en state and municipal bonds, .

I say this as o;e governor among fifty governors who at our recent Governors®
Conference unanimously went on record against this proposal. It i8 not our intcnt to
be against tax reform. On the contrary, we strongly support tax reform. But to raisc
the cost of government at the gtate and local level in the name of tax ferorm at the
federal level is no xeform at all. It may give satlsn.lction to some who can say they
participated in taxing the wealthy when in reality such action results in additional
taxation of the average citizen by state and local governments through increased
property taxes, sales taxes and the like.

The consequences of this legislation are obvious and are already being felt,

-We know the results -- the inability on the part of many of our local governments

to market their bonds and the extremely high cost being expericnced by those
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governments that can still find a market, but at rates aimost comparable to corporatc
taxable bonds.

The demands of our people at the state and Jocal level for sexvices and the
pressures being exerted at the federal level on state and local government to mect
these needs have never been so great as now. The nccesafty for improving our
strects and watexrways, purifying our ajr and water, ubgradlng educational facilities,
building and staffing hospitals and the like must be met,

The state and local governments arc willing to accept responsibilitics in meeting
these needs. However, I predict that if this legislation is cnacted in its present form
or in any forms which removes the tax excmpt status of our bonds, statc and local
governments will be forced to turn to the Federal Government for funds with which
to meet these needs. With this will come the federal control which is always
attached,

The suggestion by some that the Federal Government recognizes the resulting
increased cost and, therefore, will appropriate funds to state and local governments
to meet it is wishful thinking at the least. In no way can this be presumed to be the
solution to the problem.

Again, the proposals being made do not constitute true reforms. The burden
must ultimately fall on the average citizen in the states and Nation, particularly

homeowners who will be foxced to pay increased property taxes.



I shall not attempt to discuss constitutionality except to say that if this action
which has heretofore been presumed to be contrary to our Constitution is taken, then
the powers of the states under the Constitution will be further fmpaired.

State and local governments in Tenncssee annually issue approxmnately
$300, 000, 000 in tax exempt bonds to finance capital necds and improvements, It is
estimated u;at the present outstanding statc and local debt carries an average Interest
rate of four per cent, Assuming that if this legislation is passed and state and
municipal bonds are placed on the same basis as corporatc bonds, we can expect an
estimated increase of fifty per cent in our interest cost. In dollars, this will amount,
over the life of the bonds, to an additional sum in exccss of $100, 000,000, which state
and local taxpayers will have to pay. This is the additional amount as it relates to
one annual issue. It is obvious that this dire result would be compounded from year
to year, '

Where will the money to finance thesc increased interest costs come from? It
can only come from taxes levied by the state and local governments and paid by
home(;wqers and citizens of average income -= not the wealthy.

I have not attempted to-discuss the content of this legislatio:i. I am expressing
my opinion that the results of its passage will affect evexy citizen in our State, and
require increased state and local taxes, I cannot too strongly express my opposition
to this legislation. I hope the citizens of our State will understand the significance of
this matter and that state, county and city officlals here and throughout the Nation will

do everything they can to inform the people concexning the serious threat confronting us.

Hhikuki
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PRESENTATION BEFORE FORUM ON TAXATION OF STATE AND MUNICIPAL BONDS
William R. Snodgrass

Comptrolier of the Treasury
State of Tennessee
September 15, 1969

It shall be my purpose to briefly present the major provisions of HR 13270,
known as the Tax Reform Act of 1969, and the significance on the market of these
provisions. Also, ! shall briefly present how this will affect the State of Tennessee
in its present and future plans,

The act referred to would partially tax interest from municipal bonds and
purposes to establish a Federal Interest Subsidy Program for state and local bond
issuers who may elect to waive the tax exempe feature of their bonds, Presently interest
received by the holder of state and local bonds 15 exempt from Federal income tax,

The legislation proposes that individuals pay taxes on at least half of all their earnings
from this source with a ten-year transitional period applicable to full enforcement. An
individual's total tax free income must exceed $10, 000 before these rules apply.

Also, under the present law, an individual is allowed to charge all his personal
income tax deductions cntirely against his taxable income. The bill, however, requires
individuals to charge their deductions against both taxable and tax free income in the
same proportion that the one source of incoine bears to the other, However, again, an
individual's tax free income must exceed $10, 000 before the provision would apply.
Interest from new municipal bond issues is included in the list of tax preferences against
which an individual would now have to charge a portion of his deductions. The bill does
provide a transition rule which would gradually work municipal bond interest into the

prefezence category over a ten-year period, The market for municipal bonds shall
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certainly be impaired by these provisions, Congress could eventually eliminate the tax
exempt feature altogether, If gnactgd, there would be a breach of faith to present holders
of municipal bonds and certainly potential investors would lose confidence in the security

of municipal bonds as investments. The psychological effects of the impairments, although
limited at this time, certainly reach to corporate investors who, although not affected by
the current provisions, would loose confidence in the tax exempt quality of their investment.
The logical result would be that all present investors in municipals bonds would demand
higher interest rates as hedges against future tax losses if indeed they still found municipal
bonds attractive investments at all.

Why should a corporate investor or an individusl investor buy municipal bonds at
a rate to any degree less than coxrporate bonds when the advantage of taking less could be
eliminated by another act of Congress?

A purchaser of state and local government bonds in prior years has accepted a
lower interest rate in reliance on his expectation that the interest would not be taxed, and
the amount he has thus paid for his exemption is 30% to 35% of the interest he could have
received on an equally secure private taxable obligation.

This thirty to thirty-five percent is equal to the highest tax. rates proposed by
HR 13270 on other forms of income labeled as “tax preferences” by the bill,

Therefore, there is absolutely no argument in tax equity for subjecting state and
local government bond interest to the tax preference” treatment proposed for sheltered
income which has not thus made a contribution to the cost of government,

It has been presumed that the tax exemption of municipal securities is derived from
the foundations of our Federal system of government as provided in the Canstitution,
Certainly the passage of this act in taxing a portion of the interest from tax exempt bonds

will be challenged in the courts, resulting in years of litigation. During this time the
2
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tax status of municipal bonds would be unknown and bond investors would certainly be
unlikely to invest until the issue is resolved. Certainly they would demand comparable

" .rates tu corporate bonds. For all practical pucposes, there would be no market for
municipal bonds as ’such.

Over the nation we are talking about some twenty hillion dollars a year in bonds
which are now being purchased mainly by banks, insurance companies, and individuals.
The largest portion is being purchased by banks for themselves or for their trust accounts,
If the benefit of tax exemption is removed and the reasons for investment by banks
largely eliminated, a real question presents itself as to where these long-term funds
will be obtained to finance the needs of state and local government,

"1believe it can be safely said that many of our local units of government would
be unable to finance their needs in the open market. The proposal that the Federal
Government would be willing to provide funds in one manner or another is unacceptable
as it would be a further encroachment on the independence of cur local governments and
could further erode our Federal system, not to mention the dependability of such
generosity in future years,

The proposal for an alternative capital ﬁnapcing mechanism to encourage states
and thefr political subdivisions voluntarily to relinquish the privilege of tax exemption is
provided. Under this specific subsidy provision, a state or local government could choose
for a particular bond issue a fixed percentage interest subsidy to be paid for by the Federal
Government, The gubsidy would go directly to the issuer as a cash payment or the state
or local government could clect to have the Federal Government supply separate interest
coupons which would be attached to the bond along with the issuers coupon. The state or”
locality would then igsue its bonds as taxable securities. The Secretary of the Treasury
would administer these provisions, and he would determine and publish the fixed percentage
of interest yield which he detegmlnes is necessary for the purpose of the program. The

3
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fixed percentage would range from 30%, to 40% frcm date of enactment to Jamxari 1, 1975.
Thereafter it could range between 25% and 40%, as would be determined by the Secretary
of the Treasury.

While it may be now said that there would be no review of the advisability of the
local project or the issuers ability to repay, it is hard to imagine that these considerations
would not at some time be added. An annual appropriation required by the Congress to
provide these funds and the agreement by the Federal Government to pay a subsaidy on an
individual issue binding for life of the issue is a lot to expect. ‘This is simply not the
answer to the problem,

For all practical purposes, activity in the municipel market has virtually ceased.
It would be impossible now for scores of communities across the state to receive
acceptable bids for their bonds.

During the next year and a half, the State of Tennessee will be in the market
with $200 million presently authorized and unissuQ General Obligation Bonds and
more than $100 million School Bond Authority Revenue Bonds for Higher Educational
institutions - a total of more than $300 million. These funds are for financing programs
now under way - highways, hospitals, penal facilities, educational, recreational, and
other facilities. Much of this has already been borrowed through temporary financing.

The additional cost on this finencing would approximate $6 million each year for
an average life of fifteen years or a total of $90 million during the life of these bonds.

Our needs for capital construction will continue. I is obvious what the cumulative
effect would be,

Just how much of this kind of tax reform can taxpayers of Tennessee and our

nation afford?
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It's pretty clesr that tnis “s0ak the rich” bill as it reiates 10 state and local

government bonds, is soaking all the taxpayere rather thoroughly already.
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Statement by
J. Wiley Bowers, Executive Director
Tennessee Valley Public Power Association
at Public Hearing on Monday, September 15, 1969
Concerning Proposed Federal Taxation of Municipal Bond Interest
Third National Bank Building, Nashville, Tennessee

My name is J. Wiley Bowers. I am Bncuti.vo Director of the
Tennessee Valley Public Power Association, a regional association
composed of the micl.pa].lf and cooperatively owned electric utility
systems which purchase electric power at wholesale from the Tennessee
Valley Authority for retail distribution ¢o more than 2 million
electric consumers in parts of seven states.

On behalf of the Tennessee Valley Public Power Association,
and especially the 108 municipally owned electric utilities in the
Valley, I am appearing to protest vigorously against the efforts by
the Federal Government to impose an unwise "boomerang® tax on State A
and municipal bond interest. .

This tax proposal -- billed as tax "reform" to prevent tax
abuse by the rich -- can actually boomerang, and prove costly to the
middle and lower income people who can least afford the higher electric
rates and electric service delays that could result from passage of
this tax measure.

Our position on this part of the proposed tax bill is easy to
understand: we oppose any change in the historic immunity of State

and municipal bond interest from Federal taxatien. The system that



has been in effect over the yeaxs worked well, with no bureaucratic
red tape, and with great benefit to States and local governments which
provide essential public services.

Why the sudden rush to change this historic principle, and to
substitute a more complicated, more oxpmiv'o method? There are
hundreds of subsidies to special interest groups through present
Pederal tax laws. Why should the Federal Government single out States
and local governments as primary victims of "tax reform?" These
local units of governments -- including municipally owned electric
utilities -~ must provide essential public services. We believe
that the Federal Government should not attack other levels of
government through the Federal tax laws, but should focus instead
on strengthening local government.

We know that the investor-owned lobbying organization, Bdison
Blectric Institute, has hired Mortimer Caplin, former director of
the Internal Revenue Department. This was reported in the
Sacramento Bee, a highly respected newspaper. The Bee stated and I
quote: “Caplin was hired to develop a legislative plan to slip a
federal tax on publicly-owned electric systems."

We have every reason to believe the investor-owned utilities
are working behind the scenes with regard to H.R. 13270, under the

Federal subsidy alternative of H.R. 13270.



The local government must give up its ability to seek its own
financing in the market. Local flexibility in deciding when and on
what to borrow is traded for the specter of federal management. It
is difficult to believe the Treasury will let itself be bound to
subsidize each and every local issue at any moment with no review of
the purposes for which localities wish to borrow.

The Secretary of the Treasury will decide which bonds will

qualify under what conditions for the Federal subsidy. The net result

. would be the extension of Federal involvement in heretofore local

affairs.

Once established, the Federal interest subsidy program and
regulations issued thereunder would be susceptible to constant
change by Congraess.

'm municipally owned electric systems in the Tennessee Valley
have assets of more than four-fifths of a billion dollars. Bach
year they need additional capital to finance the power facilities to
serve a growing demand. They must have the capital, because the
people must have electric power. Our society would cease to function
without an adequate supply of electric power.

An increase in borrowing costs will tend to increase the cost
of electricity. We don't want higher--cost money; we don't want the

Federal Government approving bond issues to our systems:; we urge
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the Congress to reject this strange proposal which would mess up a
perfectly good method of Federal assistance to States and local
governments .

Our municipal electric systems see nec ueed to change the
historic immunity of municipai bond interest from Federal taxation:

and we urge the Congress to maintain the present system intact.



Nashville Conference
Statement by: Jack Ramsay September 15, 1969

PARTIAL ELININMATION OF TAX EXENPT STATUS
OF INTEREST FROM MUNICIPAL BONDS

SENATOR GORE, MRS. GORE, MR. LEE SMITH, MAYOR BRILEY,

MR. BARRY, FELLOW PUBLIC OPFICIALS AND DISTINGUISHED GUESTS-==-=-,

AS CHAIRMAM OF THE SHELBY COUNTY COMMISSION--REPRESENTING ALL
OF THE CITIZENS OF SHELBY COUNTY, TEMNRSSEE--I AN--ALOMG WITH ALL
LOCAL OFFICIALS IN TENNRSSEE--AND ACROSS THE MATION-~GRAVELY
CONCERNED~-WITH THE PARTIAL ELIMINATION OF THE TAX EXEMPT STATUS OF
INTEREST--FROM MUNMICIPAL BONDS--UMDER THE PROVISIONS OF THE
“TAX REPORM ACT OF 1969 - (HR 13270) "-AS PASSED BY THE U.S. BOUSE OF
REPRESENTATIVES~-ON AUGUST 8, 1969--OVER THE STRENUOUS OBJECTiONS

AND PLEAS--OF LOCAL GOVERNMENTS.

ALL OF THE PROVISIONS--OF THIS ACT--WHICH EITHER DIRECTLY OR
INDIRECTLY INCLUDE THE INTBREST STATUS ON STATE OR LOCAL GOVERNMENT
SECURITIES--WOULD HAVE AN ADVERSE EFFECT OM THE SALE OF MUNICLIAL
BOMDS ~-ALREADY-~THE THREAT OF SUCH LEGISIATION IS BEING XEENLY PELT IN
THE BOMD MARKETS--WITH ONLY THE CLOUD OF THIS LEGISIATION--OVERHANGING
THE MUNICIPAL MARKET--AT THIS TIME--THE BOND BUYERS' INDEX--STANDS AT
OVER SIX PERCENT(6X)~--THE HIGHEST IN HISTORY--THE ATTRACTION OF

M?CIPMMUMQ?HWWWYBBWMBDW
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THESE PROVISIONS--PRESENT AND POTENTIAL INVESTORS~--WOULD CERTAINLY
LOSE CONFIDENCR IN THR SECUR™''™ OF MUMICIPAL BOMDS--AS INVESTMENTS-~
THEREFORE--ALL INVESTORS--IN iwuc:m BONDS~--WILL DEMAND HIGHER
INTEREBST RATES-~-TO REPIACE TAX 1LOCSSES~~IF INDERD--THEY STILL POUND
SUCH BONDE=--ATTRACTIVE INVESTMENTS~--AT ALL--TELL ABOUT THE RETIRED

DOCTOR.

THE INPACT OF THE HIGHER BORROWING COSTS--(AT LEAST ONE
PERCENTAGE POINT INCREASE ANTICIPATED)--AND THE POTENTIAL INABILITY
TO EVEN SELL NUNICIPAL BONDS--WILL BE BORNE--BY THE STATES AND
LOCAL GOVERMMEWTS--DUE 70 PRESENT ECONOMIC CONDITIONS~~THE
INCREASED PRESSURE OM ALL TYPES OF MUNICIPAL PIMANCING--INCLUDING
THE RISE IN BOND INTEREST--WILL PUSH THE COST OF CAPITAL PINANCING--
FOR URGENTLY NEEDED PUBLIC WORK--FAR BEYOND LEGAL OR ECONOMIC
LINITS--STATE AND LOCAL GOVERNNENT FINANCING COSTS--USING A THIRTY-
YEAR BOND ISSUE AS AN EXANPLE--COULD INCREASE AS HIGH AS OME-THIRD
OP THE AMOUNT OF THE ISSUE WITH STATE AND LOCAL GOVERNMENTS--IN
TRNNESSEE--ISSUING APPROXIMATELY THREE HUMDRED MILLION IN BONDS
ANNUALLY--THIS LARGE INCREASE--AS THE RESULT OF THIS ACT--WOULD
HAVE TO BE PINANCED THROUSH INCREASED LOCAL TAXES--CREATING A
BARDSHIP ON THE CITIZENS OF ALL CITIES AND COUNTIES--PARTICULARLY
THE SMALL BOME OWMERS--THIS IS CONTRARY TO THE ORIGIMAL PURPOSE OF



TAX EXEMPTION OF MUNICIPAL BONDS--WHICH WAS TO ENABLE STATE AND
LOCAL GOVERHMENTS TO BORROW AT THE LOWEST RATE OF INTEREST--
THUS BENEPITING THE SNALL TAXPAYERS.

TO SUMMARIZE--I MUST SAY--THAT IF THIS ACT--IN 1TS PRESENT
PORM-~IS PASSED BY THE SEMATE--AND 1S SIGNED BY THE PRESIDENT--IT
WILL SERIOUSLY EFFECT AND DISRUPT—-STATE AND LOCAL GOVERNMENT
CAPITAL FIMANCING-~CURTAIL URGENTLY NEEDED PUBLIC WORKS AND
SERVICES--OR THROUGH THE PAYMENT OF FORCED HIGHER INTEREST RATES--
ON MUNICIPAL BONDS--TO POSBSIBLY ATTRACT INVESTORS-~SHIPT THESE
INCREASED COSTS-~IN THE FORM OF ADDITIONAL REAL ESTATE TAXES--TO

THOGE LEAST ABLE TO PAY-~-THS OVERBUPDENED HOME OWNER.

WE-CONCERNED WITH THE INTEREST OF ALL CITIZENS OF TENNESSEE--
DO RESPECTFULLY REQUEST-THE U.S. SEKATORS FPROM TENNESSEE-~THE
HONORABLE ALBERT GORE AND THE RONORABLE HOMARD BAKER--TO USE ALL
OF THEIR POWER AND INFLUEMCE TO CORRECT THESE INBQUITIES--AS THEY
PERTAIN TO STATE AND LOCAL GOVERNMENT MUNICIPAL BOND FINANCING--
IN THE “TAX REFORM ACT OF 1969."

THANK YOU==-——==--,



PEDEMAL TAXATION OF MUNICIPAL BONDS XMOCKOLT SLOW
By Mayor Leonard Jogers, Knoxville
President, Tvnnessce Municipal Loague
At Municipal Bond Conference, Sept. 15, 1969 ~ Nashwille
i

We in oity halle axe shocked :by House of Mepressntstivesn approval of
& tax veform bil) levying federal taxes on our municipal bords, Thc
resulting S0 per cent incresse in interest rates and destruction of the
notmal sunicipal bond mariket ave truly the knockout blow destroying the
finsnciel ability of our towns and citics to finance services Lo tneir
people,

In playing the popular game of taxing tho rich, tha House rushed
hesdlong, without s chance for us to testify at hcarangs; into taxing
municipal bond interest through doth a minimum tax an! gllocation ot
deductions,

Tragically, thesc misguidcd taxes don't hit the rich uut o soak the
local taxpay:rs of over-burdened and totally inadequate local property.
salcs, water and sower taxcs. How often have local Laxes increasce v
federal taxer decyoased ovcr the last 25 years? No: only an: iuial laxes
strained, butyy, Congress has promised big and appropriated little for
urban programs vanging from housing to sewerzge plaxts., Unprodcdentea
infletion.and incicascs »n construction coste for watcy and sewel
projects of as such as 25 por cent in the last two ycais, have seveicly
reduced the purchasing pover of our limited income. Then, we find
incffective efforts to control inflation through tight money, resulting
in the highest general intercst rates for both government and private
borrowers in the history of our republic.

And now comes the knockout financial blow to citics - this tax bill.
The mexc threat of texation has shoved up our bond intcrest rates 1 to 1%
pexcentage points; final passage will push ratea 2 pes cent higher for
laige cities, over 3 per cent for small towns,

We in lpccl govermment are not impressed Dy another promise in this
tox bill -- that if we go along with letting the Congress exercise the
powey to tax our bonds, thoy will provide cnough soney to pay interest
subsidies 30 cities will De better off than ever before! This is what
the Congress said three yoars ago when we went along with fcdexal control
of clean stresss with the promise of a billion Fedoral dollars this ycar
to build sewage trostmont plants; but the budget offers arve only onc-fifth
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t
~ of this big promise! And, the people and the city govermacnt of
Xnoxville do not want some Washington burcaucrat dixgoting whet bonds
the city sssucs or how such we spend for every ‘
. li-heLiyp-Sotregrounds
In susmary, let mc tay that our sunicipalitics arc issuing new bonds
&t 8 rate oxceeding 8125 million a year now and w: 1) have some §1y
billion of these bonds outstanding in amother 1S ycexs, a1 subject to
the cxtra interest rate of at lesst 2 por cent or s:o.-mm annually,
Obviously, these Ancrcasca an local interest coste will have to cosc
out of incrcascs in local taxes on property, ssles, cte.
This is indecd a fight of our state and local tarxpayers against the
highly theoretical and as yet unproven claime of some that a rich fcv
orc encaping taxation through municipal bond tax oxcwption, Wo can
seriously question this, and, in fact, claim that it is not so when
dnvzstors e municipsl bonds covld got intercet rates at least $0 pex cent
higher £ they bought compirable and taxablc corporatc bonds., Municapal
rond investors alrcady arc paying & 30 to 40 per cent %inelieu-of tax"
I vhe form of lower intereot rates to our state and local governsent

13217 nice, The etfect of this tax bill 4s to transfcx these “in-lisu.

T or 3 paynts dnto the Puderal Trcasury and to add the dangerous
festws o *-deral control over the purposcs and volum: of state end
i jal binds whach thuy arc willing to subsidise with fcderal
inte. et pagmcols ' :

ve in Tonnessce would be foolish to place our roliance upon the
Congrcas ¢ provide a 30 to 40 per cent interest subsidy for the
sends w®oour city-oumd cloctric, gas, water and other utility oporetions,
This wuld be plécing our low-cost electricity and gas, ete., in the
lion's jaw of the privatc utility lobdy which for 35 yoare has made
1o atied attacks upon TVA ond cheap power in the Ttnncssec Vallcy,

The rcason we would be foolish to do this is quite sisple: TN.nncascc
has morc civy-owned clectric, gas and other utility operstions than any
other £tat  in the unjon by far, Thus, wo cannot cxpect Congrussmcn
1cpresenting thesc other estates, relying upon privatily-ownod utility
coapaniva, to provide thas promised 30 to 40 per cunt interest subeidy
for our city electric, gas and other bonds which would not bencfit their
statie and districts,

For cxample, in Tenncesce 99 per cent of the elcctric power is
providcd through eity-owncd hctugg:. but in the 1cat of the ocountry

.
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3
the powcr facilitics arc 80 per cent privately-owncd, W would
bencfit from the intcrest subsidy; they would not, and yct they would
pay most of the taxes required, We can b sure that thu private
electric companies -- as thoy have time and again -- will -o\nnt an
expensivc campaign to convincoe thu Congress they should not iybﬂd!u
our intcrcet ratcs and our low-cost electricity with the tax dollars
of thc othcr 80 per cent of the country which docs not secure similar

bencfits,
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TESTIMONY BEFORE THE SENATE FPINANCE COMMITTEE
SENATE OF THE UNITED STATES
CONCERNING CERTAIN PORTIONS OF HOUSE BILL 13270

=-by Robert B. McLeaish, Jr.

My name i8 Robert B. McLeaish, Jr., and I am the County Auditor of
Hidalgo County, Texas; Professionally, I am an attorney~at-law, licensed to
practice law in the State of Texas, also before the United States District
Court, and before the Tax Cogtt of the Unfted States, and I am also a Certi-
fied Public Accountant. Hidalgo Couaty is primarily a rural county, located
in South Texas and having a poﬁulatiqn. according to the last federal census,
of 180,904. : : : -

I requested of Chief Counsel, Tom Vail, the opportunity to offer
testimony to this Honorable éonnittee since I am deeply concerned with what.I
consider to be the adverse ;conomic impact that wi#l be felt by my county and
others in similar circumstance if that portion of House Bill 13270, which deals
with the tax exempt status of municipal and local governmental bonds ghould be
passed into law.

May I briefly give some background on Hidalgo County and the economic

status of ite citizens. According to Sales Management Survey of Buying Power,

published June 10, 1968, and reflecting 1967 figures and estimates, our population
of slightly more than a hundred and eighty thousand persons live in approximate-
1y 43,400 househol;s a?d had an effe;tivé buying power of $236,629,000. We are
further informed by this same source that the per ﬁousehold income 1s $5,452, on
the average. Many;of ;he problems of this County ;re sinilar to those of other
counties, as well'}s cities, across these United States. As an example, we 7ind

ourselves constantly in the position of having to market our governmental bondé

for the purpos%a.of constructing needed capital improvements. In years past, this
County has narﬁeted many bonds for the purposes of acquiring rights-of-way and con-
structing roa{p aﬁd btidgéz.

As é.zeqult of the fierce blow that this County suffered in September
of 196/, when Hur;icane Beulah descended with such devastating force, our citi-
zens have become increasingly avarce of the need for more adequaté drainage facil-
ities. Our engin;ers have mede preliminary surveys indicating that the total

cost of additional drainage structures for the local government alone should be
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slightly in excess of ten wmillion do;larc- With an overall tax valuation of
only a little over two hundred million dollars im the County, the issuance of
an additional 310;000.000 in bonds would indeed place a heavy burden on the
local taxpayers. However, should we be forced to pay in the neighborhood of
eight per cent instead of the four snd s half or five per cent that we could
logically have expected to pay only a few short wonths ago, the burden then be-
comes insupportable for our typical femily with an annual income of $5,452.

The difficulties that we are commencing to face are two-fold; not only does

the interest rate appear to esculate with each new release of constooli;nal 1o~
tentdons but it becomes increasingly necessary to pay off our securities over
a shorter period of time, thus further esculating the annual requirements on
an issue and thus incressing, perhaps to the breaking point, the tax rate on a
group of low income individual property owners.

Perhaps this plight would not be so great were it only limited to the
citizens of Hidalgo County; however, conversation with fellow county officials
across the State of Texas leads me to believe that most others face essentislly
the cahg problem. It is quiie apparent that since individual investors have
been notified of ihe congressional wish, or at least the wish of some Congressmen,
to 20 away with the tax exempt market altogether, buyers of new local government
taxable bonds are extremely hesitant to invest in bonds of more than a year or
two, preferring to place their investment money in equities securities or in fn-.
vestments with tax shelters that may still be around in other fields, such as
real estate or minerals.

As evidence of the effect that legislation in this field would have on
the market, the Weekly Bond Buyer, a very reputable publication in the securities
field, has estimated that since early July when the Ways and Means Committee
opened hearings on its final proposals, investment yields on new issues of local
government AA-rated bonds have risen by about seventy~five basis points (from
about 5.50 per cent to 6.25 per cent) while yields on similarly rated corporate
bonds have risen by only about ten basis points (from 7.95 per cent to 8.05 per
cent). In other words, the rise in interest rate on municipal securities cannot

be attributed to inflation alona.
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Before the recent activities on the part of the House Ways and
Means Committee we had an orderly market for municipal and local government
bonds in this country. Now we do mot. Furthermore, hard exporience. bas
taught those of us at the local level that creation oi'a nc;l l;uuau is not
the answer to our problems. We have .learnedr that programs can and will be
seriously delaved by payle;:t delays resulting from excessive "red tape,”
differing 'veruon. of ground rules on the part of verious officials within
the same department and apparcntly sometimes s simple failure to perform the
work necessary to expedite payment. It is a sad fact that many of the best
intentioned and apparently worthwhile programs authorized by a generous and
benevolent Congress are frequently thwarted by the combination of operational
inefficiency and disorganization of a lethargic group of bureaucrats.

Let me assure you that in speaking on behalf of the individual prop-
erty owners of my own county I feel that I am seeking to preserve a benefit
conferred on the people and created by the Constitution and that should not
be tampered with. I do not bdelfeve that immediate rejection of any proposal
seeking to do away with tax immunity on local government bonds would impede
tax equity. Those persons who purchase municipal bonds for the most part pay
a price in the form of lover interest for the tax immunity received. I wish
to assure you that I am not a representative of private special interests but
that I speak only on behalf of my local governtient and its many thousands of
lover income taxpayers and speak against the formulation of policies which
ctr-ﬂze at the financial stability of my level of government and its ability to
serve the people without undue federal controls and domingtion.

1 further wish to express my appreciation for this opportunity to pre-

sent this testimony to this Honorable Committee.

Robert B. McLeaish, Jr.”
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Bept. 16, 1969

Tom Vail

Chief Counsel

Benate Finance Committee

2227 Nev Benate Office Building
Washington, D. C.

RB: Tax Exempt Status of Municipal Bond Interest
Dear 8ir:

Brown County, Minnesota, is located in the South Centrel
part of the state about 100 miles Scuthwest of the Tvin Cities.
The populstion is approximately 30,000 and the county seat ie sew

Ula.

There is an excellent balance between agriculture and
business in the County which provides & very stable and growing
economy. About 95.7% of the county's 392,320 scres is in fam
land, There are about 1,733 far=a in the County averaging about
216 acres in size. The aversge price for farm land is sbout $270
per acre. ’

Nev Uln, the county seat, has the greatest part of the
commercial activity in the county, employing about 5,000 pecple.
Some of the largest employers are Minnesota Mining and Manufacturing,
Kraft Foods, B, F. Goodrich and International Milling.

A substantial grovth in industrial development is some-
vhat indicated by the M76 hames built during the last 7 years.

A Gales Management Survey listed the 1966 effective buying income
per household at ‘7.%.

The balance of bonded indebtedness in Brown County, Minn-

esots, on January 1, 1969, is summrised as follows:

& major school dtstricts $5, 354,000

Local improvements (3 cities and

2 villages) 2,790,392

Farm Dreinage Systems 1 000
Total Y e,

The original total of this bonded indebtedness was:

4 major school districts $6,454,000
Local Inrovn;;u go%oa
Farm Dreinege Systems

Total 02,318,227

369



COUNTY COMMIBEIONERS
ROBERT J. BENG. wEw VUL, 18T SV,

REOULAR SESIONS -,
mwvmm-uvnm
. AND SECOND HONBAY I AAY

e e s e

GENERAL TERMS OF COURTY
SROOND WENBAY 15 HAY ANG MIRET HONDAY

LAWRENCE G. PEICHEL. COUNTY AST. LESPY B8

@R@Wﬁ‘l T‘@@N“l

ANBW ULM.MINN. 56073

.2.

The nst interest rates on these issues renge from 2.3% for
December, 1962, 1ssues to 4.33% for June, 1968, 1ssues with repayment
schedules from 10 to 25 years,

The August Bond Buyers Index soared to 6.25% as an interest
rate on high quality tax exempt bond issues. Using this guide line,
we have conservatively estimated that a 2.5% higher interest rete
on the Brown County bonds now in force, would have cost ouwr lncal

taxpayers and dntn-m system mn ap additional “.292.000 in
{aterest.

mmmormcomyco-mmnmamm-w
inform the United States Senate Finance Committee that they are in
opposition to the proposed removal of the present tax exempt status
of the interest income on -\mtetptl bonu.

stncmly yours,

c%mﬁm

m. ‘o
Brovn Comty Auditor
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STATEMENT OF HENRICO COUNTY BEFORE SENATE FINANCE
COMMITTEE ON H. R. BILL NO. 13270

Mr, Cl;:irmn@nd Honorable Members of the Senate Finance Committee:
I am Linwood E. Toombs, Chairman of the Board of Supervisors of the County
of Henrico, Virginia. Iam here to present our views relating to certain pro-

visions in House Bill No, 13270.

Henrico County is an urban county adjacent to the City of Richmond snd has a
population of approximately one hundred and sixty five thousand citizens. Our
County maintains its own system of schools, highways, utilities, recreation,

~ welfare and the countless other services required to meet the needs of an

éxpanding population.

Our currentdebt, represented by long-term bonds, is $43, 020, 500. In addition

we have an additional $15 million authorized, but as yet unissued, to provide
required new schools and classrooms, and $5 million to complete the firm

financing of water and sewer programs now almost completed. The $20 million
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H. R. Bill No. 13270

represents a current need and does not include the many unscheduled future
capital impm.ementc. such as highways, parks and Library facii!tiu and office
space to adequately serve our citisens, For many months we have delayed
issuing our authorized bonds in the hope that the interest rates on municipal
bonds would decline as u result of m;aluteo taken by the Federa) Government

to combat the inflationary trend which has so adversely affected the cost of

borrowing.

During this period a further deterrent to the improvement of our borrowing
cost: hins risen as a result of proposals in thg House of Representatives Bill
No. 13270 which is now before this Committee for study and recommendation.
'ru.‘sm. a "Tax Reform Bill", contains provisions which would both directly
and indirectly tax the int;rut earned on obligations of State and local Govern-
ments. As a result, rather than seeing bond interest rates decline, we have
seen higher and Mghe;.- rates - to such an extent, that under our legal 'lnterut

ceiling of six percent - it may now not ever be possible to sell our securities
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3.

H. R. Bill No. 13270

on todays' market.

Gentlemen, we, like untold hundreds of other local governments, are in a very
real dilemma. How do we raise the funds required to provide educational
facilities - facilities which are needed in the immediate fptnre? How do we
secure permanent financing for utility improvements which have, or are now
being inetalled through temporary financing arrangements? These are questions

for which we do not now have answers but which must soon be solved.

The Minimum Income Provision or, Limit on‘Tax‘Pre!orencel. included in

H. R. Bill No. 13270, would result in a direct tax on interest earned on State

and locsl obligations whenever the aggregate of certain preferred income

exciuded a specified tax formula. This, Gentlemen, is a complete change in

the traditional trum;‘mt of such income, and is to say the least, on questionable
. legal grounds. In thu'rupect. we are advised that the Attorney General has

expressed doubt as to ite legality. The Court tests which would be inevitable
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H. R. Bill No. 13270

lf this l;ocou‘uo'inv would place a cloud over the inunlclpal bond market, with

; further increase in the already burdensome interest rates.

In addition, because of the retroactive feati:ire by which the interest on approx-
imately 120 billion in outstanding municipal and State bonds would become tax.-
ab'le to »;'m extent, the holders of these obligations mld suddenly ﬁnd the
value of their holdings materially decreased. 8ince these bonds were purchased
at a price to ylold‘a specified r@ on a non-taxable .buu. the purchacors

of these bouds wor; willing to accept a lesser yloeld. Now, however, the
holder wl-ll find that the return has decreased, and may decide that further

" retention of the investment would be \mproﬁmbie. In such ovoat. we could

vcx;y -vcll 'c'e; the mirkot flooded with oxhﬁn( issues which would provide
c&ﬁ:poudon to the n;w is me; which must be marketod.to provide the capital
‘urp‘co;utr:\icty new State and local puﬁllc institutions, schools, utﬂlt;oi. high-
;nyu and the magnitude of other public imﬁrovmontl required by oﬁt expanding

populations. No one can possibly foresee the harm and confusion which will-
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result if this Bill is passed with its provisions to tax the income of Butf tnd
local bonds. As I indicated earlier, there is in our minds serious doubt con-
cerning the Constitutional authority for this proposed legislation. The fact
that, this time, tixe law would apply only to individuals is of small comfort.
For if the Congress has the right to impose this tax at all - then~ the next move
vu')uld lead to the taxing of commercial banks and the other financial institu-
tions holding the bulk of State and local tax exempt obligations. Herein lies
the real danger - and here is where the harm has already been done as now

reflected in bids on our obligations.

Henrico County is not a depressed ;conomic area. Rather, we have a healthy
economy, little unemployment, and a "double A" credit rating by Moody's
Investors Service. Our bonds have been eagerly sought by purchasers who
have generally recognized our stability by competitively pricigg our obligations
at interest rates below normal market conditiogu. But not today! T°"‘.V', with

the very rea) threat of direct and indirect Federal taxation of the interest on

376



«b-

H. R. Bill No. 13270

bonds such as ours, the bond purchaser is now unwilling to accept the normally
lower interest return historically accorded State and local bonds inasmuch as
he may now also be required to pay Federal tax on this income. Consequently,
he can no longer afford to accept a lower yield municipal leigation and is now
offering to buy only at much higher interest rates. As we underatand House
Bill No. 13270, Title III includes provisions which would impose a direct tax
on interest earnings from State and local obligationu through a "Minimum
Income Provision" known as the ""Limit on Tax Preferences", and provisions

to indirectly tax these earnings *tarough the ""Allocation of Deduction Provision,"

It is not our intention to go into the detz2ils of these provisions. However, it
is clear that the net result of these would be to impose a Federal tax on the

obligations of both State and local ckligations.

We are told that this is a ""Tax Reform Bill", that loopholes of many kinds have
been closed. We are first to commend the Congress for this action and we

quarrel not with the intent of this Bill. We oppose only one thing - the proposal «
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H. R. Bill No. 13270
the very right of the Federal Government to impose taxes - either directly

or indirectly on the income of our State and local obligations.

Gentlemen, why have the purchasers of our obligations been willing to buy our
securities at low interest yields? The answer is obvious - they are tax free!
Because of this they will accept a lower return. Who has benefited? Again

the answer is obvious - the average taxpayer and property owner in our commu-
nities. They have benefited in the lower property taxes required to pay the

interest on these obligations.

Now, if our obn;aﬁm became taxable, with the inevitable higher interest rates
which State and local governments will be required to pay‘- who will be the ul@te
loser? Not the future bond purchaser - he will price his hid to reflect the tax-

able feature. No, it will be the average taxpayer and property owner who will
suffer through the increased local tax levies required to pay the higher interest

rate. The burden has merely shifted to the already over-taxed average citizen.
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In view of this inescapable conclusion, we request that you strike from this
bilt 2!1 measures in Title Il which would in any way, directly or indirectly,

place a Federal tax on the interest of State and local obligations.

Title VI of fhe Bill contains ;‘provinlon whereby the Secreuty of tluv'rrumry
is given authority to pay a subsidy to those suu_ and local governments who
elect to give up their tax exemption status lnd issue fully taxable b@o. This
subsidy in the beM would be from 30 to 40 percent of the interest charges,

but in five years, would be reduced to as low as 25 percent.

We are told that the normal relationship of municipal bonds to corporate bonds,
on the average, runs from 30 to 45 percent lower for municipals. 1f this be
true, i a very short time the subsidy would be below the lowest ratio. In
addition, in our own case in the County of Henrico, one favorable credit and the
respect for our bonds in the market, hias in most instances, resulted in rates
below the averages for similar bonds. Consequently, even if an equitable

formula can be devised to compensate local government for higher interest
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H. R. Bill No. 13270

costs on taxable bonds, we doubt that we would receive a payment equal to the

advantage proﬂouoly enjoyed.

I would like, with minor changes and additions, to echo the recent comments
made by the Executive Director of the Municipal Finance Officers Auo;:htion.
1, We are not here tovdelend the special interests of wéithy @ﬁdulcz
instead, we are here to defend interests of the lvoﬁge ;luien and
taxpayer from the increased local taxes requ!iea to nieet the‘ lﬂghoi A
interest costs on State and local oﬁugatléul which will result fr;)m
taxing the interest earnings on such obligations.
2. \fle are not seeking to preserve a benefit conferred by Congreas;
rather we are here to seek a continuance of benefits stemming from
the Constitution of the United States by preserving the right of State and
local governments to issue tax-free obligations,
3, Weare not ;ttmpung’tq opp,o.u provisions of this Bill whereby indivi-

duals would be subject to a minimum tax, nor a system of ailocating
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H. R. Bill No. 13270

4.

5.

6.

deductions; but we are here to oppose the inclusion of interest on

State and local obligations from being included in any of these Sections.
We are not here to impede "tax equity'’; on the other hand, we are here
to oppose tax inequity which we firmly believe would result since the
purchaser of such obligations has already made tax payment "in kind"
through the acceptance of lower interest earnings.

We are not here to represent any special intorests; we speak for
Government - State and local - and the millions of average citizens who
make up these governments - who will be advsrsely affected through
the higher taxes each will be required to pay to State and local govern-
ments to meet the vastly increased intereat costs which will result if
this Bill is approved as now propoud'.

We implore you to remove all provisions in this Bill which would, in
any way, directly or indirectly, result in a Federal tax on the interest

earned on State and local obligations, both existing obligations, or those
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H. R. Bill No. 13270
which may be issued in the near future.

And finally, it seems to us that a proposal which would say to the many pur-
chasers of our bonds, that even though they purchased a tax exempt obligation
at a low interest yield in good faith, and even though these bonds bear legal
opinions attesting to theA fact that they were tax exempt under all existing
legislation, now through retroactive Federal legislation these investments
are now taxable, that somehow this cannot but undermine the public's very

{aith in the integrity of Government.

1 thank you for this opportunity to present our views on this most vital issue.
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COMMONWEALTH OF VIRGINIA

COUNTY OF FAIRFAX gy
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CARLTON C.MASSEY em ~e,
COUNTY EXECUTIVE P ’ SHAMLES MR
JOHN V. BERBERICH, NG, MARTHA V. PENINNG

OZPUTY COUNTY EXECUTIVE
TELEPHONE CR 3:3000
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Chairman

Committee on Finance
United States Senate
Washington, D. C.

Dear Mz, Chairman:

This is in reference to Mr, Vail's telegram of September 8, 1969,
in which the County of Fairfax was advised to submit its views relative
to tax reform in written form. We appreciate this opportunity to outline
the problems encountered by a rapidly-growing urban county in meeting
its capital funds needs--and to provide our views as to the .impact of the
tax reform proposals on our financing of required improvements.

Our presentation is in three parts: A short discussion of Fairfax
County's recent and projected near-term growth, the capital funds needs
generated by that growth, and finally, our views and recommendations
relative to the tax reform proposals and their effect on our principal form
of long~term financing-~-municipal bonds.

The following table illustrates the growth that has taken place in
Fairfax County within the past 19 years:

i)

1950 1960 1969 (est. )

Population 98, 557 262, 482 432,482
Public School

Membership 13,278 59,083 130, 300%
Households 26,558 62,743 118,501

s Assessed Property

Valuation $123,353,798 $470,849,300 $1,454, 742,832
Long~term Bonded

Debt (general obligation) -0- $ 42,450,310 § 208,765,000

% 27 percent of total population.
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It is expected that, by 1975, population will exceed 580,000, there
will be an additional 30,000 public school students, and that long-term
debt will exceed $350 million,

Thus, Fairfax County is an excellent example of a community which
has been confronted with a requirement to provide, within a very short
period, the necessary governmental services infrastructure. This could
only be done by incurring long-term debt--for, otherwise, tax rates would
have had to be prohibitive,

Were it not for the ability to sell its bonds in an established market
the County, today, would not have:

-~ 119 elementary, 18 intermediate, and 19 secondary schools. .

- Appropriate governmental facilities includmf courts space,
a jail, and offices for the administrative staff,

- 1,278.61 miles of sanitary sewers plus 8 treatment plants.

= 6 public library buildings, including one headquarters
facility and 5 branches.

- 4,433 acres of parks.

= A 770 bed hospital and two modern public health centers,

It is proposed that, during the 1970~1975 period, Fairfax County will
be required to sell $195.1 million in bonds--just to keep up with the schools
and other facility needs. If the market does not exist, the County will be
faced with:

= An inability to meet Potomac River water purity standards.

- A classroom spaée shortage of massive proportions,

- Delay, if not default, in its ability {o share in the cost of
the planned Washington Area rapid transit system.

- Failure to meet health facility needs,
- Termination of the parks program,
-  Serious reductions in the planned public library program,

It is for the above reasons that the existence of a municipal bond market- -
one which charges minimal interest rates--is essential to the health and well-~
being of the citizens of Fairfax County, This is not to say that the County is
committed to any specific type of market; but, rather, that continuation of the
present disrupted conditions and exceasive interest rates makes it extremely
diificult, if not impossible, for local government to meet its valid needs.
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We understand that the major points of concern with the present
municipal bond market, on the part of the Federal Government, are:

The fact that the interest on municipal bonds is not
subject to the Federal income tax provides a tax
shelter for certain wealthy individuals.

The stated loss of income to the Federal Government,
as a result of the interest non-taxability feature--and
the statement that the benefits of tax-free interest to
State and local governments are less than the losses
incurred by the Federal Treasury.

We are not qualified, nor do we think it appropriate to make
recommendations relative to Federal tax policy. However, we would
cite the following as disadvantages inherent in the House-passed bill:

The municipal bond market, today, is established with
well-channelled avenues of marketing, specialized

agencies to do the marketing, and defined markets. The
House-passed bill has already disrupted these marketing
approaches, will obviously throw the present mechanism
completely out of kilter, provides for no new mechanism,
and leaves local governments in a'limboesque'poeition

until such time as economic forces create a new mechanism.

The creation of dual markets (i.e., local choice as to
retention of the tax-free advantage or receipt of a
Federal subsidy) requires the issuing jurisdiction to
make a decision as to whether to enter into competition
with corporate and Treasury sales; or to stay within

a severely contracted tax-free market. Neither has
the advantages of the current protected market-place.

The concept of creating an urban development bank has
the severe disadvantage of requiring State and local
governing bodies to submit each and every project to
Federal review; with the probable loss in time and the
possibility of loss of local autonomy.

We should add that we recognize both the concerns expressed by
Federal authorities r8 the tax advantages--and would cite our belief that
the present municipal bond rating system tends to penalize localities such
as Fairfax--where rapid growth causes a consonant increase in debt--but
where debt is controlled to maintain a relatively low ratio with wealth
(about 10 percent in our case).

In conclusion, we would recommend retention of the present tax-free
interest procedure; recognizing its deficiencies; but accepting itas a
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working means of providing funds for those needs which are properly
the concern of local government.

It has been a pleasure to provide these views. We would be
happy to provide any amplification the Committee desires.

Sincergly,

'Carlton C. Massey
County Executive
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HAROLD €. WilLis W. PRED SCHARFFER OTTO KINSER
PRENOING JuDeS ASSOCIATE JUDSE 2ND DISTRICT

C'ou!tf'/ f E' R)EE";E J}m / %ﬁssmﬂ'i

L%
SPRINGFIELD, MO. 835802

OFFICR OF
W. FRED SCHARFI'ER
PREVIDING JUDER

Sentember 18, 1969

Honorable Itussell B, Long, Chairman
liembers of the Senate Finance Committee

Due to the large number of witnesses requesting time to testify on
tax reforn measures in your current hearings, Tom Vail, Chief Counsel for
your Comnittee has advised me to submit a written statement. We avore-
ciate the consideration that is being granted us,

Iy name 1s W. Fred Schaeffer, I am ®residing Judge of the Greene
County Court, Greene County, ifissouri. I am also President of the
Association of County Judges of Missourt.

I strongly owose the action of the House of Renresentatives in H.R.
13270, the “tax reform" legislation which includes the interest local
governments nay to individual investors in their bonds. Under both the
Limit on Tax "reference formula and the Allocation of Deductions Rule,
Jocal government will suffer. We in local government are continmually
faced with a shortage of funds, the resistance to an ever increasing tax
on Real Pronerty, and now with the adverse nressure of the House action,
the Tax Exemot market continuas to deteriorate rapidly.

Our county iiss a great number of olderly and retired citisens, the
most of whom aro on fixed incomes. We are also in a fast growing area
which 15 continually faced with the need for canital improvements of
goverrmental facilities. The most nractical means of financing is by
bond issue and without tax exemnt bonds we are in serious trouble,

We recognize that the intent of this legislation is to reduce in-
equities among taxnayers. We do not beldeve that it is the intemt of
this legislation to jeonardize the nreferential character of local
government bonds. Indications are that our cost of local bonds as of
this date would exceed 6.25% which is above the legal limit in !flssouri.

We realize that there is no easy solution to the nroblem of alle-
viating the financial burdens of the states and their local govermnments.
It is also important that the market for state and local govermment
securities is not destroyed by well meaning attemnts to equalise taxes.

It is our earnest hooe that your Committes will in its delibera-
tions find a way to avoid taxing local bonds.
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As stated, I am also President of the Association of County Judges
of Missouri, This Association held its Loth annual meeting on Sep-
tambor 11 and 12, 1969 in Jofferson City. The matter of tax exsmt
bonds was discussed with this growo by our State Treasurer, the Honor-
sblo William E, Robinson, The Association passed the following Reso-
lution and asked that it be made a nart of my statement to your
Ceamittees

Vhoroas, it is essentisl that any government have the nower to tax
and to borrow to sumort necessary services; &nd

Whereas, the freedom of the Federal Government and the States from
+axetion by the o@her is vart of the genius of our federal system; and

WYhereas, this freedom necessarily encompasses the immunity of State
and local government obligations from Federel taxation and a similar
immnity of Federal obligations from State and locsl taxation; snd

Vhereas, as measures for tax reform or the raising of additiomal
revenue, nronosals have been made to amend the Federal tax laws to close
cortain "loonholes", or to bring about a greater measure of equity among
taxmayers; and

Whereas, these nromosals include onoe to enact & minimum income tax
and anothor to set a maximum amunt of income that could be excemted
from tax, enactment of either of which, if they include interest naid
on local government obligations, would vose a serious problem; and

Now, Therefore, Be It Resolved by the Associstion of County Judges
of Missouri at their annual meeting September 11, 1969, that it reaffim
its support for the reciprocal freedom of the States and the Federal
Government from taxation by the other; and

Be it further resolved that it netition the Finance Committee of the
Senate of tho United States to refrain from enacting legislation which
would make more difficult and more coatly the performance of their re-
snonsibilities by locsl governmonts, and endangsr the market for local
securities; and

Bo It Purther Resolved that copy of this rescluticn be sent to the
Fimncs: Committee of the Senate and to all members of Congress from
this State,

. Resmectfully submitted,

JLE 7Y TP
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'i‘ ’Am%!ﬁ” River Port Authority
Prepared for the Wnited States Senate Finance Cimmittee - September 22, 1969

" An immediste and primary impact of the tax reform leglislation
presently being considered by the Senate Pinance Committes would be
the ispairment of the attraction of munioipal bonds in the open market
inclwding the fear that Congress might eventually eliminate the tax
exsupt feature sltogether, If enscted, & breach of faith to municipal
bondiclders would ocour and certainly thess investors will lose
oonfidonce in the security of municipal bonds as investments. The
net result would be that all investors in municipal bonds would demand
‘highey interest rates as a hedge against tax losses if, indeed, they
st111 found mmicipal boris attractive dnvestmsnts at all, Following
this voulld be the impsot on states and looalities who would be faced
vith kigher borroving oosts and the potential inability to sell bonds,
This oould well 1ead t0 the pushing of oapital financing costs for
wegently nseded pblic works beyond legal or econamie limits,

In 4ts guest for tax reform, Congress through its spparent attespt
0 taxx & very small maber of individuals vho receive substantial interest
from tax enmpt donds, 10 in effect shifting the tax durden of higher
finsancing 0csts to rillions of looal tex paysrs-voters vhose property
end other tae vill have t0 be increased to meet these nev and added
onis,

e Niyvare River Fort Anthority is & public corporate instru-
meutality OF the Oommomvealth of Fernsylvania and the State of New Jersvy
erested §i, 3501 wader the neme of Delsware River Joint Commission, by
Campast Wtwee) said Commonveelth and State, and consented to by the
Congregh of the United States,

. !ﬁ‘d}h‘ W S ! Novilliane, Secretary and Deputy Dxecutive Jrector

31060 --No, 10-- 08
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Its purpose in being is to exercise an essential govornmental
function which includes, among other things, the establishment, con-
struction, operation and maintenance of railroad and other facilities
tor the transportation of passengers across eny bridqe or tunnel owned
or controlled by the Authority, ¢ho improvement end dovelopment of the
port district for port pwposes, cooperation with all other bodies
interesiod in dovelopment or uso of the Dolavare River, construction
acquisition, operation and maintenance of othor dbridges and tunnols
acrogs or undor tho Dolaware River, promotion as a highway of commerce
of the Delaware River, the eastablishmont, maintonance, rehabilitation,
oconstruction and operation of a rapid trancit syustom bLetween points in
Now Jorscy commwnitios within a 35 mile radiuvs of the City of Camdoen
and points within the City of Fhiiladelphia, Pennsylvania, eand the
performance of such other functions which may be of mutual benofit
to tho Commorwealth of Pennsylvania and tho Stato of New Joraey insofar
a8 concerns the promotion of tho Dslawarc Valloy.
The attached map shows existing facilitios oporated by the Delavaro
River ort Authority and proposed sitos for new projects (tho numbers
shown correspond with those shown on the map).
9. Denjamin Franklin Dridge--o Bridge across tho Deluware
River betwoen Philadelphia and Camden, Now Jersey. Opened
for traffic in 1926,

1, Walt Whitman Bridge--a Bridge across tho Delaware River
between South Fhiladelphia and Gloucester, New Jersey.
Opened for traffic in 1957.
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5. Chastexr-Bridgoport Ferry--a forry operation across the
Delaware River betwoen Chester, Pemnsylvania and Bridgeport,
New Jorsey. Operated by the Authority since May, 1965,

1k, Rapid Transit System--a high-speed trunsit facility between
Thiladelphia and Lindenwold, Naw Jorsoy, a distance of
14,5 miles, Opened for passenger treffic in Jamary, 1969.

L4, Chester-Bridgsport Bridge--a Bridge across the Dolawaro
Rivor betwoon Chester, Pennsylvania and Bridgeport, New
Joreoy to replace the Chester-lridgeport Ferry. Scheduled
completion Septomber, 1972, '

12, Miiladelphia-Pennsavkon Bridge--(called Dolair Bridge on
map) & Nridge across the Dolaware Rivor betwseen Fhiledelphia
and Pomnsouken, New Jorsoy. Schoduled completion September, 1972,

13, Dmprovements to Existing Facilitics--improvoments to oxisting
and construction of now approachos to tho Bonjamin };ranklin
and Walt Whitwan Bridges, New Contrulized Maintenance
Building,

The Authority at presont onjoys & strong and healthy financial
condition. It's revenuss edequatoly cover the combined costs of
operation, maintenance and debt service, As of August 31, 1969, the
outstanding bonded indebtednoss aggregated $140,000,000, These Bonds
were sold on April 23rd of this year at en average interest cost of
5.,623% 4n order to accomplish cne half of owr financing program, Tho
parpose of this financing program is principally to construct two nev
bridges.acrou the Delavare River to prevent traffic congestion from
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strangling the economic well-being of tho Delaware Valley, The proceeds
of theso Bonds providsd moneys which, togsthor with other funds svailable,
wero sufficient to (1) refund the thon outstanding $65,054,000 1953 Bonds,
(2) redeem the then outstanding $60,000,000 1958 Notes issued for con-
struction of the Rapid Transit System, (3) provido the balance to pay ;
tho remaining costs of the Rapid Trannit Systom increment now nearing
canplotion, (4) pay a portion of the cost of constructing tha Chester-
Bridgeport Dridge and the Philadolphia-Ponnsauken Dridge, and (5) to pro-
vide funds for certain othor projects and financing costs, Additional
bonds in the amount of approximatoly $140,000,000 wore expocted to be
issucd later this yoar or thereafter to pay the remaining cost. Because
of the dotoriorating market conditions for tax-oxempt municipal bonds
caused in part by tho clouds of wncertainly created by tho proposed tax
roform bill, we have determined to delay permanent financing pending
more stablo market conditions,

The principal and interost for thosec Bonds are payable sololy
from the tolls and fares charged for the use of the facilities of the
Authority., The Authority has no power to levy or collect taxes, Our
¥nancial Advisors, Droxel Harrimua Ripley, Incorporated and Elkins,
Marris, Stroud & Co,, have sdvised us that if $140,000,000 of bonds
ware aold today, the interest cost to the Authority would approximate
6.75%, AdA to this tho possibility of a groater interest cost to
the Authority because of this legislation alfecting the tax exempt
status of our outstanding and proposed Bonds, we are of the opinion that
the individual user of our facilities = the deily commter -~ would
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ave o bear the burden in the form of higher tolls and fares, In
addition, any substantial lessening of revenues and/or inoreace in
construction costs would have a marked effect on our now existing
toll and fare schedules in order to raise the necessary funds to come
plete our financing program,

The attached tabulation attempts to point out statistically the
statement concerning tho'auly comuiter's use of our facilities! It
is necossary to make some basic assumptions in order to draw certain
conolusions, These are (1) that the Estimated Net Rovemues av: (lable
for Bond Sorvice will be substantially as projected by owr Traffic
Engineers, Coverdale & Colpitts, in the Authority Official Statement
dated April 23, 1969 (copy sttached), (2) that $140,000,000 will be
adequate to complete our financial program, (3) that the proposed bonds
would all be issued as of Jamuary 1, 1970, end finally, (k) that in
order to successfully market the proposed .bond issue, Lond service
coverage would have to approximate 1.30 times bond service in 1973
(the sssumed first N1 year of operation of all facilities).

Assumption A is taken directly from the Official Statemant used
to sell our Bonda last April. 1This was our best judgment at the time
as to the effect of a Second Beries Bonds on bond service coverage.
Bince that time, as proviously stated, market conditions have
deteriorated. Assumption B shows bond service coverage following the
ismunce of bonds in g bond mkot a8 it exists today. It ip our opinion
that if the Federsl Govermment makes inroads upon heretofore tax-free
bonds, the interest rates vwill further deteriorate, Assumption C shows
bond servico coverago in & bend market as it might exist if tax exomption

¥ Who Tabulation referred to was made s part of the official files of the
Committos. '
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18 seriously impaired,

To bring Assumption C up to the standards of bond servico coverage
shovn in Assumption B, namely 1,29 timos bond service in the anticipated
first full year of opexration of all facilities (1973), epproximately
$3,000,000 in additional revenues anmually would have to ba raisod,
Coverdale & Colpitts, Traffic Ensineers to the Authority, have estimated
that & 10% across the board increase in tolls would have to be implomentod
in order to establish revemws at the dosired lovel,

Notwlthstanding the fact that projects of tho Authority alrondy
started may be affected, it is the Authority's conclusion that higher
interost rates duc to infringement upon the tax-oxempt status of
intorost on municipul bonds will rvesult in the individual usor «- the
daily commter -- paying higher tolls and fares,
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STATEMENT OF THE
JETFERSON COUNTY BOARD OF EDUCATION
BEFORE THE SENATE FINANCE COMMITTEE

ON THE TAX REFTORM BILL
September 17, 1969
by
Richard VanHoose, Superintendent

Jefferson County Public Schools
Jefferson County, Kentucky

Mr. Chairman and Members of the Senate Finance Committess

As superintendent of the Jefferson County Public S8chools, Louisville,
Kentucky, I am in a position to evaluate the need for tax.exempt municipal
bonds, Our school district has grown from 47,000 to 89,000 students during
the past ten years. Our building program has been financed almost entirely
through school construction revenue bonds. Jefferson County bond sales

during the past five years

1968 $ 3,250,000
1966 10,570,000
1967 13,975,000
1968 12,818,000
1969 16,950,000

At the present time we have a total of $69,000,000 in bonds to be paid
over the next twenty-five years. Even this accelerated construction program
financed through bonds has left us with unmet needs for our student population,

Our last $3,150,000 bond issue sold in August for 6.6 per cent, We fesl
that the interest rate reflected anxiety caused by the threat to the tax-exempt
status of municipal bonds, We have another $1 million issue scheduled for
sale later this month, and we are concerned by the severs deterioration of

the bond market, The State of Kentucky has a 7 per cent interest rate ceiling.
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We have difficulty in marketing our bonds because of the large number
issued in recent yeare, While school construction revenue bonds are
acceptable in local areas, our sources of marketing have reached the limit
which they may hold of Jefferson County School Revenue Bonds. This makes
it necessary for us to go outside the State of Kentucky to sell our bonds. It ie
difficult enough to sell to ""home folks." You can imagine our problem when
w'n try to place these bonds elsewhere, especially without a tax exemption
feature, There does not seem to be any broad public support for taxing
municipal securities, The appeal is primarily an emotional one to tax a few
of the millionaire income class.

One of the few current advantages snjoyed by local governments is
the tax-exempt status of municipal bonds, Destruction of this financial
resource would constitute a serious problem for schools and other institutions
for which local and state governments are responsible. I respectfully ask
the Finance Committee to give thoughtful consideration to preserving the
present tax-exempt status of municipal bonds to allow local governments to

seek minimum cost financing of long-term projects,



Statoment bK Prank M. Whiston
President of the C %cngﬁ Board of Education
o the
Senate Committeo on Financo

Mr. Chairman and Members of the Senate Commitiee on Finance:

I am Frank M, Whiston, Preaident of the Chicago Board of Education.
It is a pleasure to have this opgoreunicy to ggcsone my views on certain
sections of HR-13270, the Tax Reform Aot of 1969.

The sections of HR-13270 with which I am primarily concerned are
those which would affect the tax-oxempt interest on certain governmental
‘obligations. The chica%o Board of Education annually markets over
31#8 000,000 in tax anticipation warranga and we expect the Public
Builéing Commission of Chicago to soll 31,0,000,000 in bonds over the
next two or threo years to finance construction of our school buildings.
Hence our vital concern as to the marketability of these instruments and
the interest rate that will be requirod.

It is my conviction that Section 301, dealing with the limit on tax
preforences, and Soction 302 on the allocation of deductions, would
seriously impair the marketability of our tax warrants and bonds and
require much higher intorest rates. The addad cost of borrowing would
be a severe burden on the already strained finances of the Board of Edue
cavion and of course would result eventually in higher taxes for property
owners. .

It is also my belief that these proposed changes will result in
lengthy litigation. During the several years the matter would be in
court the tax status of municipal obligations would be unknown and the
market for our tax warrants and bonds would be totally disrupted. This
would leave the Chicago Board of Education in financial chaos.

The provision in Section 601 for the issuance of taxable bonds and
the interest subsidy provided in Section 502 are considered.impractical
an: gggtly ways of overcoming the difficultios cveated by Section 301
an .

In conclusion I wish to indicate my complete opposition to Sections
301, 302, 601, and 602 of HR 13270 and request that they be eliminated
from the Senate version of the Tax Reform Aot of 1959.

Thank you for the opportunity to present this statement.

. September 19, 1949
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Statement by President Robert R. Martin of Eastern Kentucky
University on behalf of the American Associatlon of State
Colleges and universitics and the Natlonal Association of State
Unlversities and Land-Grant Colleges, to the Committee on Finance
of the U.S. senate concerning H.R. 13270, September 23, 1989.

Mr. Chairman; members of the Committee:

My name is Robert R. Martin, I am President of Eastern
Kentucky University in Richmond, Kentucky. ‘I am also chairman
of the Committee on FPederal Relations nf the American Association
of state Colleges and Universities and a member of the Association's
Board of Directors. This statement is submitted on behalf of the
American Association of State Colleges and Universities and the
National Association of State Universities and Land-Grant Colleges.
The combined membership of these two associations is 372 colleges
and universities located in the 50 states, the District of
Columbia, Guam, Puerto Rico, and the Virgin Island. They enroll
approximately three and a half million students, or about half of
all the college students in the nation.

The Associations presenting this statement have previously
joined with the American Council on Education and others in
testimony covering major points in HR 13270 of interest to higher
education. While we concur generally in the position taken by
the American Council on Bducation, we feel that the gravity of the
proposals in HR 13720 with respect to state and municipal bonds was
inadequately empﬁasized in that statement, and for this reason
present additional testimony on this point.

We also wish particularly to emphasize the concern of these
two Associations---which was expressed in the American Council's

testimony---over the proposed tax on the income of private

403



p.2

foundations. We oppose the imposition of such a tax, and support
the proposal that, instead of a tax, a registration or similar fee
be prescribed adequate to cover the cost of enforcement of existing
laws and regulations.

The colleges and universities in our two Associations have
experienced enrollment increaseg in the past decade that have
resulted in enormous demands for additional physical facilities.
During this period of time, state governments and institutions
of public higher education have had to rely primarily 'on long-term
borrowing as the source of funds to meet these capital needs.
General cbligation bonds and/or revenue bonds have been issued
by the states or by the institutions to provide funds for necessary
academic, service and housing facilities. S8Such bonds, being exempt
from tazation by the Pederal Gowrmont; have been readily marketable
and have enabled the institutions to provide the facilities necessary
for the academic and other programs required by the increasingly
large number of young men and women seeking the advantages of
higher education.

I do not believe it is an overstatement to say that the result
will be "catastrophic” if the bill passes in its present form. In
fact, the threat of passage has already seriously damaged markets
for this type of bond. )

To illustrate, I cite the experience of Eastern Kentucky Uni-
versity. Since 1960, Bastern Kentucky University has issued and
marketed several series of its Consolidated EBducational Buildings
Revenue Bonds, aggregating $21,400,000, which were sold in the
open market and purchased by private investors. In July, 1969,



p.3

the University offered a series of such bonds in the amount of
§$7,400,000 for the purpose of constructing needed academic
facilities. For the first time in the history of the Commonwealth
of Kentucky, no bids were received for the purchase of bonds
offered by a state agency. I am informed by a respected municipal
bond dealer that the threat of passage of H.R. 13270 was the
sole contributing factor for the market decline during the week that '
this issue of bonds failed to attract a bid,

Under Sections 301 and 302 of the proposed Inocome Tax Reform
Act of 1969, the tax exempt status of state and muncipal bonds is
negated, not only on future issues by these agencies but on
existing issues. With reference to existing issues, the provisions
of these two sections will, in my opinion, be a serious breach of
faith by the United States Government. These bonds were purchased
under the assumption of tax exemption and lower interest costs
vere realiszed by the seller of the bonds due to tax exemption., I’
an informed that bonds issued by state and municipal government agencies
have been t'aa exempt from the original enactment of the inoome tax
laws until the present date. 1If Sections 301 and 302 become
law, then earnings f:oﬁ such bonds will becoms liable to taxation
and .the owner vill have no recourse for the resultant or potential
loss of income. Obviously, the bondholder will unavoidably oonclude
that the state. and municipal bonds ‘are not good investments. Purther,
the potential purchaser of state and suniocipal bonds will be foroed
to oconolude that, if such bonds can be made subject to taxation on
the basis proposed by Sections 301 and 302, then subsequent legis-
lation can make such bonds fully taxable., Acoordingly, interest
. rates vill rise markedly and the marketability of state and
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municipal bonds will be ur:loully‘ jeopardized. FPurther the pro-
visions of these sections constitute an attempt, by indirection,
to provide for federal taxation on state and local governmental
units.

Proponents of H.R. 13270 have pointed to Sections 601 and 602
as protection for state and municipal agencies in this matter in
view of the potential effects of Sections 301 and 302. However,
wvhat appears to be a choice between the sale of taxable or tax-
exenmpt bonds by the agency is in reality no choice whatsoever. An
analysis of the effect of H.R. 13270 upon the bond market would
have to conclude that the bill in its present form would make
it necessary for public institutions of higher education to look
to the Federal Government for federal financing of physical plant
needs. The proposed subsidy will not attack the problem of debt
capacity under parity formulas to which existing debt has committed
the institutions. Further, a serious question arises regarding
the determination of the amount of interest subsidy. Here, I am
advised by a municipal bond dealer, whose qualifications I respect,
who stated that he was unable to find a single individual in his
business who does not believe that the result of the bill will be
higher interest costs to issuers, even after the federal subsidy.
Additionally, the imposition of federal regulations and “red tape"
will seriously impair the flexibility and efficiency of capital
financing by public institutions of higher education.

Under existing federal statutes and regulations, state and local
governments have had the ability to operate freely, without federal
interferenocs or intervention, in the incurrence of long term debt.
Mnittedly, state colleges and universities have used federal
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assistance in this field at one time or a,ﬁother. However, when
such federal assistance was used, the Pederal Government was free
to accept or reject this assistance under the prevailing rules. The
provisions of H.R. 13270 are such that, in my opinion, this freedom
will disappear. State colleges and universities will be forced
to apply to the Pederal Government for assistance or pay rates of
interest that would be economically prohibitive. While the bill
proposes a subsidy without regulation, experience in the field of
federal assistance leads us to conclude that the outcome would be
othexvise.

I have offered no opinion or comment concerning the remaindsr
of the Act. Certainly, I subscribe to the concept of tax reform
to the end that the burden of taxation is equitably distribute/:
among the citizenry. I must strongly protest, however, the efforts
of proponents of the Income Tax Reform Act of 1969 to use the
conospt of "tax reform™ to disguise an attack upon the treasuries of
states and municipalities. Such action is contrary to the fundamental
conosption of the relationships between states and municipalities
on the one hand and the Pederal Government on the other. I implore
you on behalf of public colleges and universities of the Nation to
leave for states and municipalities the freedom from federal
taxation of bond issues in order that these colleges and universities
may continue, with freedom from federal interference, to develop
their institutions with the diversity and uniqueness that has been
the hallmark of higher education in the United States.
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STATEMENT OF THR METROPOLITAM WATER DISTRICT OF SOUTHERM
CALIFORMIA CONCERNING THE TAX~EXEMPT STATUS
OF MUMICIPAL BOMDS*®

The Metropolitan Water District of Southern California is
a public corporation organised under the laws of the state of
California to furnish supplemental water at wholesale for municipal
and industrial use to cities and other public agencies. The
District now serves most of the coastal plain of Southern California.
It has a population of more than 10 million living in 121 cities
and in various unincorporated areas mcluqlng the metropolitan areas
of Los Angeles, Ozange County and San Diego.

Southern California, a semi-desert area, .hu experienced
the greatest influx of people in the world‘'s history during the
past three decades in which it has become one of the great urban
complexes in the world. This amasing and unprecedented growth
Placed tremendous pressure on public officials to continue
furnishing the most basic commodity for this dynamic and expanding
economy, nuoly. water. The natural distridbution of waters in
California has never coincided with population and industrial
demands, a problem characteristic of most of the southwestern
United States. The difficulties of meeting this growth and
attempting to plan for the future involved enormous costs and from
a practical standpoint could only be accomplished by spending vast
amounts of funds requiring long term financing.

In addition to the major water xesource works already
constructed in Southern California with municipal bonds, the voters

¥Presented to the Committee on uwm United States Senat
w°33=-ph Jensen, Chairman, Board of Directors, 3-;':-3.": 23, 1969
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of the Metropolitan Water District authorized the sale of
$850,000,000 in general obligation bonds in 1966 as part of a
financing package for the construction of $1,230,000,000 in new
works for the distribution of additional water within our service
area. These bonds are in addition to the §1,750,000,000 in bonds
authorized for the California State Water Project, the world's
largest water project which will mest Southern California's needs
until close to the turn of the century. As of this time,
Metropolitan has yet to sell $665,000,000 worth of its bond
authorization, while the state has $600,000,000, which are unsold.

' These figures guite accurately reflect the enormous eoitn
to state and local governments of finmancing just one of their
essential services in the west under the unprecedented growth
pressures experienced since World War IXI. Today in California,
public agencies have over $2 billion in bonds awaiting sale for the
construction or betterment of water supply systems. In wost
instances, the added flexibility of long-texm financing has
permitted public agencies to 4o a more comprehensive and moxe
efficient planning and construction job in the development of their
water resources. Piecemeal planning and construction, quite
frequently caused by practical financial restrictions, has usually
resulted in a poorly balanced use of available resources and in the
long run more expensive Adevelopment.

Sections 30) and 302 of the House Tax Reform bill,
H. R. 13270, will clearly have an immediate impact on the costs of
long-term municipal financing. The far-xeaching effect of the
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minimum income tax and allocation of deductions proposals is
unquestioned. Investors, of course, handle their portfolios in
large part based on the tax consequences of their decisions and
the question is not whether this will increase the cost of issuing
municipal bonds but rather how much. The other distinct
possibility is that investors will seex other more profitable
investments, thus limiting the supply of funds for municipals and
80 in effect Ariving up interest costs as competition betwsen
municipal agencies increases in a narrower market.

The other effect of these proposed changes is to
undermine the confidence of investors who will not be specifically
affected by these amendments but who are afraid that they represent
a trend which will eventually include them. They can only view
municipals as an investment with much less certainty of return
than that upon which they have come to rely. Their reaction may
well be the same, i.e., either they wili look elsewhere for
investment potential or reflect their concern in f.hc. bids they
make for these securities. Also, until the constitutional issues
raised by some of the proposed amendments are resolved by the
oourts, investors will be reluctant to consider municipuls.

From the standpoint of Metropolitan and other public
agencies, these reactions will cost money - a great deal of money -
which must be piuod on to taxpayers or water users. MNetropolitan
must sell the $665,000,000 dalance of its current dond
authorization to complete ita comstruction program and an increase
of one percent in the interest rate of these bonds will rasult in
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an added cost of somevhere around $27S,000,000. An increase of
2-1/4 per cent will result in an increase equivalent to the
principal amount.

This added cost to Metxopolitan will not be for the
investor's benefit. The investor is demanding a higher interest
rate to maintain his zate of return in the face of changes in the
tax law and the added interest cost to state m;d loqal agencies
vhich investors will demand will equal what investors expect they
would face in additional federal income tax.

Obviously, we are opposed to the inclusion of interest
on municipal bonds in thess two provisions. We do not feel the
Federal government's need for additional revenue needs to be at
the expense of local taxpayers. The almost miniscule number of
individuals who escape a portion of income tax because of ownership
of municipal bonds is not adequate reason to impose much higher
costs on local governmant, the most greatly troubled level in our.
entire government structurs today. .

The alternatives to the tax-exempt bond which have been
proposed in connaction with tax reform so far fall into thres
general groups. The Houss bill provides for a no-strings-attached
subsidy for those public agencies willing to issus fully taxable
bonds. The other two have been genexally lumped into the “urban
bank” approach and some type of guarantee system.

These latter two involve Federal suxveillance and
regulation of local capital projects in orde: to cbtain the
financing offered. We do not agrea with this. Wa do not feel



that having to accept Federal approval of our construction programs
is an alternative to our reluctance to go into a more costly dond
market. Souse areas of state and local government need Fedexal
assistance to develop needed programs in accordance with national
policy but we feel this should be a conscious decision by Congress
to aid in a particular field with established standards and a
recognition of need rather than as an only alternative for paying
higher interest rates. We do not feel that the Federal govermment's
need for additional funds as stated by the Treasury Department is
adequate justification for making local public projects into a
Federally supervised program.

The no-strings-attached subsidy provided in the House
bill has more merit from the standpoint of local agencies and is
more consistent with Treasury's arguments that its objection to
tax-exempt bonds is in large part based on loss of revenue.
However, we cannot agree with such an spproach vhen it must go
hand in hand with a major deterioration of our traditional
financing market, leaving as an alternative one which is untried
and subject to constant change by future Administrations and
Congresses. If the direct subsidy approach, which we believe will
prove far more costly than current estimates indicate, proves
unacceptable or is altered by Congress-at some future time, then
state and local agencies are left without recourss as their
traditional market will have already bee¢n substantiaslly altered
or eliminated.

"~ The Metropolitan Water District is opposed to any
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legislative proposals which will eliminate or curtail the tax-exempt
status of municipal bonds, reduce or impair their marketability,
increase interest costs or otherwise adversely affect the municipal

bond market.
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STATE OF NORTH CAROLINA
LOCAL GOVERNMENT COMMISSION
RALKIGH, N. C. 27602

EOWIN OlLL., Cramman Ane 909 Revenvs Bun.ome A,
mtm“m P. O. Dok 490
”IN T, BARNGS, Depvry Gomerany mgmr 18, 1969 TELIPNONS (ABSA §19) 039.9004

Honorable Russell 3. Long, Chairman
Committes on Finance, Uaited States Senate
2227 New Senate Office Building
Washington, D, C.

Subject: H.R. 13270, Tax Reform Act of 1969
Senate Yinance Committee Hearings Beginning September 23, 1969

Dear Senator Longt !

This statement is in opposition to that portion of the Tax Reform
Aot of 1969 relating to the tax exemption presently afforded state and local
bonds under Section 103 of the Internal Revenue Code. Said opposition is
based primaxily vpon the following contentions:

1, That the principle of tax immunity of the states and
local governments is vital to the preservation and
ocontinuation of their capacity and ability to sexve
the people of their commumity.

2. That the proposed smendment is ocontxary to the long
and well established policy of Congress to uphold the
reciprocal freedom of the states and the Federal
government from taxation by each othat,

3. That the fear of the investor that Congress will remove
or modify the tax exempt status of state and lochl bonds
is a plague to the muniocipal bond market and is sexving
to increase disproportionately the cost of using borrowed
funds in providing the public facilities so critically

4. That the State of North Carolina through its self
administered program of fiscal responsibility ie
providing for its pecple the best poseible government
at the lowest possible cost,

We mention with pride the well established objective of the State of
Noxth Carolina iy to promote and enocourage strong and self-gsufficient local
government. We think the North Carolina way of providing funds for velid public
purposes is unique and far superior to the proposals that herxetofore have been
submitted to the Congxess. We think the North Carolina approach supporcs the
new direction of strengthening Federal-state relations and we therefore take the
1ibexty of presenting a brief desoription of the State's program of public finance.
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Honorable Russell B, Long
Page 2
Septembor 18, 1969

The Local Government Act of 1931 gives the State of North Carolina
through the Local Government Commission, which functions as a division of the
Department of the State Treasurer, the responsibility of approving and super-
vising the issuanos of bonds ox other evidences of indsbtedness by the local
units of government, This responsibility involves working with the representatives
of the local units and othsr agencies of the State and Federal governments in
planning the projects to be financed and finally sexving as issuing agency for
the bonds and notes.

In adninistering the provisions of the Looal Government Act, the -
Commission examines the necessity and expediency of the local bonds or notes
48 proposed, the adequacy of amount and the ability of the issuing unit to make
zepayment.

T™he Cosmission's supervision assures investors that coxrect procedures
have been followed and that the fiscal data presented in the offering oircular
is based upon reliable sources. The local units benefit through lower interest
oosts that result from the undexwriter's knowledge of Commission standards and
the uniformity of offering procedures.

: The Local Government Act carefully spells ocut the procedural require-
ments to be followed in the issuance of bonds by a local unit. Briefly, the
Act provides that before any local unit may issue its bonds or notes, the unit's
governing board an application with the Local Government Commission
the proposed bonds or notss, In
the Constitution or by the statutory
or approval, such application
led at least forty days prior to such election. WNotice of the unit's
must be published at least ten days before filing
application vith the Commiseion.

The lav provides fox objections by private citiszens and public hearings
the Commiseion on proposed bond issues, but undexr the law no bond or notes is
] ffect that its issuance has
appzoved under the provisions of the Local Government Act. .

North Carolina, being one of the thirteen original states, has a
tradition of loocal self-government, It is believed to be unprecedented for the
General Assembly of Morth Carolina to have adopted a measure oentralising in
Raleigh the degres of authority over the financial affaixs of its counties, cities,
towns and other political subdivieions. In fact Morth Carolina is mmong four
states--along with Michigan, Louisiana end Virginia--that assists or oversees
the borrowing operations of its local units. The Virginia Comsission does not
offer aid or advios unless requested by the locality, but in Morth Carolina the
units are required by law to proceed through the Local Goverxnment Commission.
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Page 3
September 18, 1969

The local governmental oxganisations in North Carolina having authority
to issue bonds and notes include 100 counties, 425 sunicipalities and 263 special
taxing districts for a total of 788 units of local government, As of June 30,
1969 the bonded indebtedness of the local units exceeded $1 billion while the
bonded indebtedness of the State of North Carvlina was almost $500,000,000 making
mummummuwmwmuvmmumnot
$1.5 billion.

The states and local goveznments throughout the nation gely heavily on
bond issues to finanoe capital improvemsnts. ' In North Carolina, the state and
local governments have generally followed the practice of borrowing for prudent
and necessary purposes and at times when borrowing was oonsidered econcmically
wise. A study of the trend of state and local debt ghows that North Carolina and
its local units of government have f£ollowed a well-balanced program--using both
pay-as~you-go and borrowed cspital. On a per oapita basis, Morth Carolina ranks
48th among the fifty states in state and local indebtedness.

The immunity of the states and local govexrnmsnts from Federal taxation
is vital to the preservation of our dual sovereignty which characterises our
system of government. As important as the interest savings may be to local
governments, and as isportant as the revenus loss may be to the Federal governmsnt
because of the tax-exespt character of municipal bonds, these factors are secondary
to the preservation of the sovereignty of our states ud the integrity of our
local qonmnu.

Those who purchase nunicipal securities do so with the full understanding
that the interest veceived fxom such securities is exespt under existing Pedezal
income tax laws. To levy an income tax retroactively would sexiously damage
investors' oonfidence in the integrity and good faith of the Federal government.
Furthermore, unless there is an early and decisive conclusion to the threat of
Congressional action neither present investors in municipal bonds, prospective
investors, nor banks and other institutions that purchase municipal cbligations
for their portfolios would have sufficient confidonce in the tax exempt status
of munioipal bonds to take a chanoce on future investment in such securities.
Onoe this prinoiple is breached, there is thecretically no limit to the extent
to which the interest ocould then be taxed by sucoseding Congresses. This would,
of course, result in a total ocollapse in the market which would unquestionably
foros the states and municipalities to seek financial relief from Washington.

If the tax exemption on interest from municipal and state bonds were
elininated, the cost of public works to the taxpayer would increase. Investors
would oontinue to buy the bonds., They are the most secure of investments, but
they would demand a higher interest rate to compensate in part.at least for the
taxes levied on the interest. The local property taxpayers would foot the bill.
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There can be no doubt that financial relief is sorely needed by the
states and their subdivisions, but the proposals presently before the Congress
would appear to create moxe problems than they solve. The economists today are
saying that in the years to come local governments will be one of the major
“growth industries”. Through the years the objective of the State of North
Carolina has been to encourage local units to assume full initiative and
responsibility allowing the role of the State to be mainly that of advisor and
oounselor.

Stability goss to the heart of charaoter and the legislatures of the
8tate of North Carolina have given our people and our bondholders a stable fiscal

policy.
Sinocerely yours,

N eyl

Deputy State Treasurer and
Secretary of Local Government Commission

HED/fns
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COUNTY OFFICERS ASSOCIATION OF THE STATE OF NZIW YORK
240 STATE STRIET, ALBANY, NEW YORK 12810
610-408-1473 .
ERNNETN 7. FOWER. President

To Hon. Senate Finance Committee
2227 New Senate Office Bldg.

* Washington, D. C,
Attn: Tom V: Chief Counsel

Statement of County Officers Association of the State of New
York, representing fifty-six counties outside'New York City, to be
included in report of public hearings held before Senate Fipance
Committee Septambor 23, 1969,

Re: H. R. 13270 Incomo Tax Reform Bln

This Association opposes that part of the above bill which
would tax interest on state and municipal bonds and notes as part of
the income of the individual holders of such obligations.

1. The threat to tax this formerly exempt income has
already increased the interest rate by almost 2% when a
purchaser for the obllqatlons is found.

- 2. Such increase has to be borne by localproperty
owners alraady overburdened with taxes to malntain local
qovernments.

3. Removing the exemption of interst on state and local
obligations will not accomplish the purpose of the bill, 1.e.
to tax the income of wealthy people and plug loopholes in the

lncome tax law.

4, Desirabllity of municipal bonds and notes has been
destroyed and will not be made desirable by the proposed
flexible subsidy which places control over the activities of
municipalities in the federal bureaus.

6. Such a tax has been declared unconstitutional by the
United States Supreme Court.

419



Qe
Re: H. R, 13270 Income Tax Reform Bill

This Assoclation wholeheartedly supports the position
of the National Association of Counties to which organisation
ard its speakers before your Committee on September 24, 1989
reference is hereby made for amplification of this statement,

Respectfully submitted,

County Officers Association
of the State of New York .

T Ak !

Mtlvo Director
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