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SUIAL4e OF] HIAJOR V'OINTS IN TE T1'.1i.ii OF

NATIONAL ASSOCIATION OV COUNTIES

I. 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 Intergovernriental relationships of our federal system. "Now

Federalism" is concerned with increasing decentralization of government

authority, but these proposals would limit responsibility and authority

of local and state governments.

2. Legislative 'proposals already have had an adverse impact on ability

of local governments to borrow for needed projects. During the past four

months, sixty percent of the increase in interest rates, accounting for

$300 million in additional cost, has been attributed directly to these.

proposals.

3. During the past 11 nontho, 316 proposed issuances, worth $2 billion,

have been denied by investors as unremunerativo or have been placed in

abeyance by the various potential issuing agencies. Also, during the

first eight months of 1969, there was a siarp decrease of $2 1/2 billion

of municipal bonds, representing a drop from $10'1/2 billion to slightly

less than $8 billion.

4. If the proposed taxes had been applied to the $16 billion of municipal

boads issued in 1968, there would be additional interest costs of $4.5

billion ovek the lifetime of the bonds.

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

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

proposals Included in HR 13270 can reasonably be expectc.d. It would take

several years to settle such litigation.
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6. Alternative financing methods to assist local and state governments

in meeting long-term capital nieds should be considered separately and

apart from th., 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 cavot support it. This is not tax reform;

it Is tax paralysis.

4



I. gn0vrl A.VOf --- COe PositionoaHR 13270

33-758 0- 60 -- No. 10 -- 2



Hr. Chairman, Members of the Senate Finance Committees

My name is Judge Conrad Fowler, and I ams here today as President of

the Natiovel Association of Counties. I come before you on behalf of the

National Association of Counties to formally express its firm belief that the

House-passed bill, HR 13270, which vould 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,

an 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 tax 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 irreparable

damage to the present municipal bond market.

The nation's 3,049 county governments and their 70,000 elected officials

join 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 sunmer, the Governors' Con-

ference affirmed the basic principle that "neither the Federal or State govern-

ments without mutual agreement have the authority to tax the other"--a subject
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which 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 issues go to the heart

of the ability of the three levels of government to co-exist and function.

effectively in our federal system."

The impact of these tax proposals is already significantly affecting

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 Conress, 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,
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60, to the adverse market implications due to the House of Representatives

discussion and treatment of this issue.

In Alabema, and I know in many other states, local government

construction of schools, hospitals, streets, bridges, airports, and other

vitally needed public projects is already vastly more difficult. In some

states, it is impossible. The information our Association is now receiving

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

7micipal 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. Unfortunately, because of the relatively

regressive nature of such taxes, particularly real property and sales taxes,

they will fall most heavily on the average working man. Chances ta most

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

trades--will be without work if 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
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insignificant tax retura--mounting at most to #80 million a year. In

doing so, they further threaten the fiscal integrity of local government.

We cannot over-emphasile this enough. The key issue largely remains the

financial independence of local government.

As this Comittee well knows, the President and this Administration are

seeking to bolster, where possible, the responsiveness and responsibility of

the states and local governments. If the states, counties, and cities are

to have the real capacity to experiment and innovate, sufficient methods of
4

financing, especially the effective use of tax exempt municipal bonds, must

be kept available.

There is, then, a need to strengthen, not waken, the fiscal process by V

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 Iccal level is

overwhelming and unprecedented. There is a backlog on the books over the

nation of almost $8 billion in demand for water-sever construction alone.

The public housing program 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.
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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 law supports this now, as does the

thinking of many outstanding legal minds in our nation. Under the Consti-

tutLon, the doctrine of reciprocal tax iauunity is implicit, and is a 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 home localities. This is totally against what we need to do

in this country at this time in our history.

Let us also not forget that everyone purchasing an exempt security pays

a tax to the issuing governmnt, 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 govermcnts of this

natLon--functLon as responsive servants of our citizens. We have been crLt-

icized for years for not doing enough, and now with the concept of new

federalism perhaps forthcoming, we find ourselves stymied. This is tie 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 sun, the tax on municipal bond interest produces more problems than

solutions for the Federal as well as the local governments.

V
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Hr. Chairman, Members of the Senate Finance Committee:

I am William Conner, County fxecutLve 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 serious challenges to our federal

system; it will adversely affect construction employment through the stoppage

of essential public works; and most importantly, and unemphasized by many,

if this sam tax had been applied to the $16 billion of State and local

bonds issued in 1968, those governments' local taxpayers would have a

liability 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 r. 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 tht. borrowing power such as was condemned

in HcCulloch v. Maryland." Also see Hale v. Iowa State Board, 302 U.S. 95,107 (1937).
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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 began cousideration 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 is 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 V

United States and participate importantly in the $16 billion issued 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 unremunerative, or

have been placed in abeyance by the various potential issuing agencies. That

the tempo of such rejections is increasing can been seen from the January

through August attrition in sales of local bonds. During the first two-

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

recording a fall-off from $75 million to $26 million. 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 exceptions, the story is the same throughout the country. 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 6k%, two full points higher than offered as recently as a year ago.

Emergency 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
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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 qolve 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

a
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1969 is 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, a 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 make substantial subsidies

available to local governments to finance, on a taxable basis, all kinds of

local capital improvements, without exercising some control over which subjects

warrant the subsidies. I cannot conceive that this Congress would approve a

blanket authority to all local governments 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 taxpayers and seriously impairing the efforts

that have been made in intergovernmental relationships to increase local

responsibility and ability to finance local projects.
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My ne is John Brewer 'and I an Chairman of the Board of Supervisors,

Kent County, Michigan. I am speaking here today as Chairman of the Taxation

and Finance Comittee of the National Association of Counties and for the

Michigan Association 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 government: 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 its subordinate units of government within the County has a state

equalized valuation of one and a half billion dollars and a total 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 expanded sewerage disposal

system. 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 5k% to 6% --- the highest

permitted by our Constitution. These projects are now being held n abey-

ance while we consider the next amove. The citizens are waiting --- not happy.
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For 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, Louisianna; 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 end local governments alike. I should

like to talk briefly about alternative so-called "subsidy" approaches which

have been proposed.

The House-passed bill provides alternative capital financing approaches

Athich would provide a somewhat automatic, but variable, federal interest

payment to those local governments which wIalve their tax exemption. State

and local governments that voluntarily elect to issue taxable bonds could

automatically become eligible for an interest payment, the mount of which

would be governed by the difference between the yields on outstanding

tax-exempt bonds and comparable taxable issues.

Several fatal problems exist with the legislation before you. The first

of these problems revolves around who will determine the difference 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" plan gives state and local government no real

options. The choice is to issue partially taxed bonds without a "subsidy"

or fully taxable bonds 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 flow in the "subsidy" is, of course, its ephemerality.

There is 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 subsidy. 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 9k 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,
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the level of subsidy would be bmense.

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 between 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 ifor-

mation as 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 are 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 ill-considered 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 emotional

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 Comission on Intergovernmental Relations.
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IV. Adverse' Effects of HIR 13270 on the Counties of Virmlia



Mr. Chairman and Members of the Senate Finance Comm,,ittee:

My name is Ceorge R. Long, and I am the Executive Director of

the Virginia Association of Counties whose membership embraces 93 of

the 96 counties of Virginia. I am also Chairman of the National Con-

ference of Executives of State Associations of Counties whose members

are the executives of associations of counties in 46 of the 50 states

of the United States.

I appreciate the opportunity to appear before you and to

present tLe critical 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 already occured and

does not treat what is likely to occur if the proposal for such

taxation is enacted into law. Virginia's position is described here

because it is that state with which I am most familiar; however, the

position of Virginia is parallel to the position of every other state.

To set the stage, Virginip'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 cstcblishes a Comimission on Local Debt to aid and assist

local governmeits in the issuance and sale of bonds, and it sets

c.rta.n standarC.; and specif .cations with which, the issuln3 jurls..

diction nw,t en pliv. One cs ' , + soncificatio s is that thc. t-,-

shall not bear in interest "ate of more than per annuim. (Code
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of VirG i.i (1950), Sec. 15.1..200.) Such ceilinirs on interest rates

are act by state icGislaturc.a to protect the local tw1jMQycrs frc1 the

additional costs of higher interest reter.. Until very recently such

limitations hav served Virginia end other stntus quite effectively

in obtaining the mosb advantageous financinG of state and local public

construction.

In order to sllur local governments to let contracts and

comence construction on capital projects vithout delay, Virginia's

Public Finance Act also provides for the negotiation of temporary

loans in anticipation of revenues from bond issues. Three restrictions

are placed on the county government in negotiating such loans: (1) the

revenues obtained from the temporary loan must be used for the purpose

for ithich the bonds were issued; (P) the eriiount or the loan may not

exceed the maximum authorized amount or the bond issue; end (3) such

loans shall mature and be paid v thin two years from the date of Issue

of tie oririn"I. loan.

Against this background of standards and arrangements, your

attention is directed to the position of Virginia local governments in

the bond market. When the Ilays and Means Committee of the United States

House of Representatives began seriously to consider the proposal to

tax state and local Governttent bond interest) interest rates in the

bond market rote immediately. The competitive position of Virginia's

local goverpiment in the bond market begnn to deteriorate and has con-

tinued to deteriorate to this date. When the interest rate on local

government bon.s soared above 6V., even before the enactment of the

prposal, Virg:' sia local governments were ba) red frm the bond arlt.
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Now , Virginia counties 14rn:XctK (].9,715.,544.oi in bonds in the

Fiscal Year 1964-65; they ,,,rkctcd $:0,9335,722667 in fl 1965-66; they

marketed $56,096,033.32 in FY 1966-67. Tho total outstanding bonded

indebtedness of Virbinia counties at the end Pr 1966-67 was $44l,131=,000.00.

Of this amount $285,396,000 ir:s issued for public school construction and

equipment. (Virginia, Reports of the Auditor of Public Accounts for FY

964.65, F 1965-66, and nY 1966-67.)

The Virginia Association of Counties canvassed all 96 Virginia

counties to determine precisely what the impact of the increase of the

interest rate on general obligation and revenue bonds had been on each

county. Returns have been received from 80 counties of which 35 re-

vealed plans for issuing bonds during a period beginning six months

ago and extending into the fittur'e.

Attached as Table I herewith is a svr..ary of the information

received from the canvass of the Virg-inia counties. (Note that due to

Virginia's city-cotuty separation none Of the data contained heroin

includes any statistics which relate to Virginia's 38 cities. This

data pertains only to those parts of Virginia lying outside the

boundaries of Virginia cities.)

The canvass shows that in the past six months Virginia

counties have issued $25,200,000 in county bonds. Of this amount,

S17,2f00,000 was issued by the rapidly growing, most populace Fairfax

County just across the Potcrac River. Bot only has difficulty becn

encountered in rarketing the $25,200,C000 issued in the post six months,

but a similar difficulty has been found in m:'kting some $19,280,000

issued in previous months.
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REPORT Oil P0J1) ISSUF.9 IN VMGLIIA COU.'ITIES

Bonds Issued Difficulty in Temporary Loans Amiount of
in Past 6 Mos. l4nrketing - in Anticipation Bond Issues

of Dond Revenues Anticipated

Accomack 300,000 300,000
Albemarle 700,000 5,000,000
Amherst 1,000,0000
Augusta 3,500.-000 3,OO0,000
Buchanan U,0000,000
Campbell 525,000
Chesterfield 4,000,000
Dinwiddie 1,300,000
Essex I,000,000 250,000 ,000,0
Fairfax 17,200,000 13,000,000
Fauquier 3,000,000 3,00,000 3,000,000
Frederick 180,000 250,000
Gloucester 350,000 300,000 350s000
Hanover 1,000,000 I,600,000 300,000 1,000,000
Henrico 20,035,000
Isle of Viht 1,500,000
Loudoun 11, 250, 000 2,100,000 11,250, 000
Louisa 2,000,000
Montgomery 75,000 2,500,000
Northumberland 500,000
Patrick 1,O0000
Powhatan 2,250,000
Prince George 750,000 750,000
Prince William 13, 000, COO 21,000,000
Pulaski 6,000,0
Roanoke 15,800,000
Rockbridge 1,900,000 1,900,CCO
Scott .2,000CCO
Spotsylvania 500,000 2,500,000
Stafford 2,000,000 2,000,000 1, 000,000 5,000,OCO
Westmoreland 700,000
Wise 1,000,000
Wythe 950,000 950,00
York 6,500,000 4c0, 000 3,750,000
Washington 100,000 1175,000 200,0CO

25,200,000 44,480,000 14,000, 000 139, 310,O0
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Further, there are otutstanding temporary loau in rinticipation
of bond revenues of $1h,000,000, some of irhich have matured, payment is

due, and the county has defaulted vn the loan. In recent weeks, only

two counties hvve been able to negotiate temporary loans and these

were negotiated with local banks with interest rates of 5.°OA and

5.99. One of these loans was spread among several banks in order to

share the risk.

The canvass reveals that there were plans by Virginia counties

to issue and market tl39, 310#000 in bonds in the itmediate future. A

majority of these bond revenues were to be used to costruct and replace

needed school buildings and facilities in Virginia counties. The second

large portion, of the bond funds was planned for construction of water end

sewer facilities to stvm the pollution of Virginia's streams and provide

adequate, safe fec.ilities for growth end development in the state.

In su nnry, the impact of the consideration of the proposal to

tax the interest accruing frm local and state government bonds along

with the statutory interest rate has worked to remove local govervnent

bonds of Virginia)and nearly all states, from the bond market. The

removal of such bonds frcm the market resulting in the reduction ip

volume offered is reflected in the slight decline in average interest

rates in the past three weeks. The latest advice is that new issues

are selling at the highest rate.

The counties across the country arrce irith tL. Virginia

counties that it is not the intent of this Con r'ss to stcm pro a.as

in county government across the Nation. Bt3, in effect, this is w'hat1

has occurred! Nor do the counties believe tliat the ConC css intends
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to increase state end local taxes upon those tax-pey.ea whn it is

see; in to relieve. Nui that is what the enactMent of the proposal

to tax the interest of sate and local bc.ads would do.

Thus, the cotuties u'ge that action be then by the Covnittee

to delete promptly the proposal to tax state and local Covernment bond

interest in Nois. Bill 13270 known as the Tax Reform Bill, and return

the bond market to a condition of stability. Let profgress not be

.hindered Purther. Lot us resume the task of solving the problems

before us. Let us not comprc¢aAie the obligation of local governments

to pay their debts as they have contracted in good faith to do.

I V
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V. Expected Adverse Imvcs of HR 13270 on the Counties of Geortia
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My name is Hill Healan and I m the Executive Secretary of the

Association of County Comissioners 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 Comittee which adversely

affects the principle of imunity of municipal bonds from federal taxation.

The counties 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 comon knowledge that many of the rural counties

of Georgia are sadly lacking in public improvements such as streets, libraries,

schools, water and 3ewer systems, 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 a minimum outlay

of $150,000,000. The local government 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 comparedwith 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 Federal 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 institutions 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 market; but they have also told me that the mere threat of future

taxation possibly applied even to comercial banks has caused wide-spread

alarm. Small individual investors, in many cases, are trying to unload their

municipal holdings at this time for fear the Congress 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 be 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

communities 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 des-

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 oblixations 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 iumunity, 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 on 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 conclusion, let me urge the Coittee to continue to seek and to

study alternatives to supply needed revenue, but to honor our plea to

exclude the bond of local government from any form of federal taxation,
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whether by way of a "limit on tax preferences" or "allocation of deductions"

or otherwise.
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VI. Expected Adverse Impact of HR 13270 on the Counties of New Jersey



Mr. Chairman and gentlemen of the Conittee, my name to Arthur R. Sypek,

and I am appearing today as the First Vice President of the New Jersey

Association of Chosen Freeholders. I an 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 Comittee 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 13270 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 Conunity College and general county improvements will be to cost

the hard-pressed county taxpayers an additional 1.6-2.1 million dollars in

interest costs over a twenty-year period. In addition, any future increase

in interest rates of municipal bonds, as a result of eliminating their tax-

exempt status, could well jeopardize the contemplated construction of $4 million

areawide county vocational school system and the new Mercer County Adminstra-

tion Building.
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One of Mercer County's newest and boldest Innovationa-the proposed regional

solid waste disposal system, which would Involve bond financing of incinerators

and/or regional sanitary land-fill projects-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 been 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

is 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. In 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 construction 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 New Jersey counties-the closest entity there is to

regional government in our state--depend heavily on the effective use 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 Nw Jersey property taxpayers-the heaviest taxed of any group

of hone or property owners of any state in the country.

The counties 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. Smiary of N.AC. O.'s Position on HR 13270



Mr. Chairman, Members of the Senate Finance Comnittee:

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 is not generally known that

county 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 painful taxes. According to the Advisory Commission on Intergovern-

mental Relations, some 93 of total county expenditures is funded by the proceeds

of property taxes. For 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 Comission on Intergovernmental Relations has estimated that more than

one-half of this tremendous 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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frelisied at the prospect of "reforming" the tax system by measures which will

lead directly to further increases of property taxes. You must do more to

help us. The nation's domestic priorities cannot afford the injury the House

has proposed.

There is 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 homeowner. Just the discussion

alone of the possibility of federal taxation has shaken the entire municipal

bond market to its core. The amount of debt floated so far In 1969 is 40.

lover 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 government floating a

bond issue will incur over 100 additional basis points in interest over the

amount it 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 increased 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 rising municipal 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 governments all over the country postpone 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

54



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 are

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 owner's increased taxes will be

reflected in the tenant's rent rise.

When one considers the relative pittance in increased federal revenues

which 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 compariso, 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 mounts almost

ten times more than the money returned to the Treasury in the fifth year of

enactment. This provision seems even more questionable 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 like myself

about this current legislation is the fuct 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 somehow 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 municipal bonds cannot and

will not work that way, and this is patently clear to every local government

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 about inequities, I'd like
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to know inequities to whom. In Baltimore County alone, I could probably match

every millionaire who is 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 is 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 municipal bond market is a

puzzle for the future historians to decipher. The rhetoric of the Administration

implies a commitment to decentralization 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

answer.
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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 TIE
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

. 59



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 borrowing 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 the new-issue 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.
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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 broaden-

ing the outstanding 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 so 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 tax-exempt? Something tax-exempt now but taxable later.

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
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and local capital outlay financing has come to an abrupt halt in the

Commonwealth of Virginia, as our present statutes 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 to the locality

issuing income tax-exempt securities. This situation exirpts 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.
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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 buyer 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 ok 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 renounced 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
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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 $1,012,800,000.

Using the 40 per cent subsidy figure, this would require the Federal

Government 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,

town 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 upin 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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STATDEKNT 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

SEPT&KBER 24, 1969' .

I am Attorney General of the State of Delaware, and former President of the

National Association of Attorneys General-which I represent here. Our Association

consists of the chief law officers of each of the 50 States as well as of the

Territories.

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 governments and of the respective executive,

fiscal and law officers of the States and local governments, They -oined together

at our invitation to preserve the exemption of state and local government In-

stitutions from federal taxation.

Each time in the past three decades when attempts were made to withdraw the

tax exemption of state and local government bond interest, the Attorneys 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 and 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 a to the legal aspects

of proposals in this field.
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In 1939 the State Attorneys General of that day submitted a brief 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 happenbd"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 without

the consent of the issuing governments." But it then said "this position has been

disputed, and many authorities have indicated that the Federal Government does

have a constitutional right to tax the interest on State and local securities."

(House Report No. 91-413 (Part 1), p. 172).

You will note that those who deem the tax unconstitutional, including 50 State

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 Comittee, 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 conflict,

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 our 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 stay 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 Cohen explain

that the Court split 5-4 on other issues in that case, 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 ad' pecifically 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 snid, "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 Conission, 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 harshall'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,
A

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 obviously willing to scrap the immunity doctrine. The four other
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judges supported the tax on the conventional ground that a government can lose

its innunity 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" exception, 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.

Unitd 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

Amendment and its judicial interpretation both reject the view that it undid,

in any way, the constitutional prohibition agaihi'taxing state and municipal

bonds.

When in 1910, while the Amendment was awaiting state ratification, the New

York Governor suggested that possibility, and recommended against 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 only after 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. Brushaber 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, leaves no question but that the LTP plan cannot

constitutionally include state and municipal bond interest. And it persuades

me also that the ADR cannot constitutionally include such interest. The

73



-8-

burdenso=e effect of ADR is at least as direct and serious as in the case of LTP.

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-

firm 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 construct parallels to the ordinary

individual who alone is the taxpayer under LTP and ADR in the House bill.

Life insurance companies have 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"

accrued 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 80%) 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 "policyholder's share" 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 so 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 administering.

Now, when you seek to apply this concept to ADR with regard to individuals,

it is obvious that essential elements are nissing-.for 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 Atla 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 Atla court, all of which would have been unnecessary if the court were

ready to accept a stark plan like the present 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 something 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 Secretary 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 repayment. What Title VI seeks is to exact a

very substantial repayment from the states in the form of the waiver of their

valuable constitutional immunity 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 is not a federal subsidy of the states, although

it may be vice versa. I shall call it a rebate plan.

When Attorney General 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 unequivocally

kept optional for each state, it will avoid the stated 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

eliminating historic tax exemption and the rebate plan coercively driving the

states to take what they can to 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

itself off from formal communication with the Governors or Attorneys General, 4

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 disqualification

of selected 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 against 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 STATDIEFT

FOR
NATIONAL ASSOCIATION OF STATE AUDITORS,

COPT LERS AND TREASURERS
BY LOUIS GOLDSTEIN, STATE OOMPTROLLER OF MARYLAND

AND JOHN D. HERBERT, STATE TREASURER OF OHIO
MUNICIPAL FINANCE OFFICERS ASSOCIATION

BY DANIEL B. GOLDBERG, COUNSEL
BEFORE

UNITED STATES SENATE COMITTEB 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 Finance Officers Association Includes

the principal municipal finance officers, with ultimate responsibility for issuing

the public bonds taxed by H.R. 13270.

II. Or ultimate conclusion Is that inclusion o: 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 curtailing services needed by the average citizen and/or

increasing local taxes, principally propeZ't7 and sales taxes, which fall with especial

harshness on the persons with the least ability to pay.

III. Charts of recent market 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 65% to 70% ratio (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 cent additional interest rate.
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V. On anticipated 1970 new issuance volume of 15 billion 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 million. The full life

coat of only the first year's issuance would be at least $2 billion to $2k billion.

The second year's new issuance at the some volume level would double these figures.

the time nw issuances had produced a level of post-1969 bonds outstanding equal

to the present $130 billion, the annual state and municipal cost of the Bill, if

enacted, would be $1.3 billion, and if that level were only maintained and not

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

V1. These enormous extra burdens on state and local government and their taxpayers

would offset 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 municipal bonds, even those now outstanding.

VII. The taormous 4iscrepancy between federal gain and state and local loss itself

makes the bill ludicrous and the opposite of reform.

VIII. The violence of the market reaction iontradicts the Treasuvy assertion that

it results only from inclusion in LTP of state and municipal interest, wich the

Treasury opposes, and not from their inclusion in the allocation plan which Treasury

favors: An LTP plan yielding $35 million a year cannot possibly explain a billion

dollar a year interest reaction; even an $80 million revenue a year combined LTP -
plan

ellocatim/camot account for the loss.

IX. This enormous discrepancy results from the conqiot s*.d reasonable loss of

investor confidence in continued exemption, even such as survives in this bill,
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once Congress, for the first time, brings itself 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 otherwise

healthy body. They are 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.

XII. In the highest bracket, adjusted gross income of $315,000 and over, 38% of the

individuals had no municipals at all, only 187. of them derived as much as 10% of their

income from this source and only 6% derived as much an 25% from this source.

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

shrinkage of the market price of the bonds as interest 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

middle 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 hitherto exempt

from state taxation. Even .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 imcreasa would more than
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both
wipe out the $80 million which/the LTP and allocaLion 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 tnx proposed on other "tax preference" income,

there is no argument in equity for exacting it a second time from the holder of

municipals.

XVII. State and municipal bond exemption is not a Congressionally created

"tax preference' like 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 because taxation is,in the words of Justices Black

and Do'glas, 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 the
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larger share for policyholders for ultimate payment to them as death benefits.

Allocation can be reasonable between such dual interests without applying to an

individual, who 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 "arbitrage bond" interest is outrageous. It contains no

definition of the term. If properly defined there are no such bonds which can be

lawfully issued. 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.

XII. The "tax-recompense" plan of Title V1 is a travesty of ai truly optional plan

combined with the inclusion of state and municipal lond interest in Sec. 301 (LTP),

and 302 (allocation). It Is outright coercion. The bill leaves no tax-exempt bonds-

to opt for. It is frightening to consider the Secretary of the Treasury as the

arbi.ter of what the rate of recompense should 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 the states and municipalities helpless if the recompense was

withdrawn by a later ogress after the traditional tax-exempt market had withered

away. And, finally the dangers of federal control in the plan are exposed by the

fact that the bill starts off byimaking certain bonds ineligible.
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JOINT STATEMENT
FOR

NATIONAL ASSOCIATION OF STATE AUDITOPRS,
COMPTROLLERS AND TREASURERS

BY LOUIS GOLDSTEIN, STATE COMPTROLIR 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

The National Association of State Auditors, 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 th3 responsibility 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 mainstay of municipalities -

fully 80% of local government revenues come from this one over-

worked source. Sales taxes, which are growing in use, are also

regressive, bearing especially 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 citizen is penalized by a higher cost of

owning or renting a home. If we resort to sales taxes,.every

citizen is penalized by higher costs of purchasing even the bare

necessities of everyday life.

We submit 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 LOSS FAR EXCEEDS FEDERAL GAIN

This would be reason enough for rejecting these taxes

on state and municipal borrowing even if 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

increase 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 municipal 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 is cut back to future issues only then it'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 a 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 insignificant federal gains, what

would the state and local government losses be?

HOUSE BILL FORCED UP STATS 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 bonds. You wil

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 nte is that while all interest

rates have been increasing, the ra between tax exempt municipals

and taxable federal and private bonds has been closing since the

so-called "reform" program gathered momentum early this year.

We have illustrated 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

70% of the yields of Industrial bonds on the Moody's average.

That is 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 30% to 35%. This

state and municipal saving is, 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 momentum

early this year, the ratio of municipal to industrial yields leaped

from its 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 'days

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 disastrous increase In the

cost of state and municipal borrowing and hum stopped many needed

projects.

THE MEASURE OP THE INTEREST INCREASE

Between the end of 1968 and mid-September 1969 the ratio

of municipal to corporate yields Jumped from 71% to 84%, a loss to

the states and municipalities of 1J% of the taxable interest
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rates. 13% of thd typical taxable interested over 8% today

produces a loss to the municipal issuer of fully 1%. While this

loss 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 in-

terest losses.

All in all, we Judge 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 market 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 1970? If we assume

a 20 year term with equal annual debt service payment 7 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 issuance of $19.5 billion and that each 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 just 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.

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 average 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 limit 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
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$200 million 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 yield 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 life.

That is the moment he pays for his 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 paid 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 im-

plausible that Congress would not heed the plea of state and local

government officers not to burden them further when they were beset

by the crisiss 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 the allocation

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 all new state and municipal issues.

INVESTORS MUST ANTICIPATE FURTHER INROADS
ON EXEMPTION

Against this background an investor would be foolhardy

to assume that if Congress 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 life 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 th3 extension to corporations 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 financial 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 drop 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 UTP

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 would 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 yielding

only $35 million a year any more than it can be explained in terms

of a combined LTP-allocati6n plan yielding 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" is 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 throtying out the baby with the

bath water.
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NO EVIDENCE OF ABUSE OF EXBPTION
HAS BEEN SUBMITTED

The case for this boomerang reform becomes even worse

because the damage to be done to state and local government is 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 credited by many

as having fueled the "taxpayers' revolt" wbhioh led to this bill. And

yet Assistant Secretary Cohen had to admit here on September 4 that

"I think there 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 is 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 showin& that in the highest adjusted gross income bracket

of $315,000 and over, 35% of the taxpayers did not own any municipals

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 SHfflNKAES OFFSET RXW4TION BENEFITS,

There is one documented case of a millionaire old lady

in her 90's who has all her wealth in municipals and pays no taxes.

97



-14-

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 lesser amount she has

"saved" by tax exemption.

This phenomenon of capital shrinkage is, unfortunately

a general condition, affecting all bondholders. But the more typical

investors aie 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 achieved 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 "reforms" 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 jump up in response to such moves just

as state and municipal rates have. On a $300 billion federal debt,

interest rates would have to increase only a miniscule 1-1/2 basis

points (.015%) to ultimately 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 out the $80 million which both

IZP 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 BONDHOLER ALREADY PAYS THE
EQUIVALENT OFV 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

99



- 16 -

bonds is in the 60% to 70% brackets, the topmost brackets, then

the most he is asked to pay on his "disallowed tax preferences" is

one half these rates, 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 applied 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 preference" 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 which includes sovereign states, constitutionally imniune

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 is 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 Loan and
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Trust Co,, 157 U.S. 429, 158 U.S. 601 (1895). Since 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 throughthe courts turned them back in Commissioner v. Shamberg,

i.44 F. 2d 998 (1944), cert. den. 323 U.S. 792 (1945).

It used to be fashionable in the Treasury thirty years ago

to argue that the Pollock case was out of style because 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 REGULATORY EFFECT
OF TAXING MUNICIPALS

The distinction is clear. The burden of taxing municipal

bonds is direct and immediate upon the states and their local sub-

divisions. Moreover, the potontial for regulation by taxing bonds

is enormous and does not exist in the taxation of salaries.

For example, Congress last year added, on a floor amendment

rider to the Revenue and Expenditure Control Act 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 acknowledged 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, lectures and Shakespearean drama. The bonds are

exempt if the purpose of issuance is to construct public housing for

lease but dot if the facility financed is a hospital or clinic for

lease to doctors practicing their profession for profit. The bonds

are exempt it! the facility financed is a transportation terminal for

aircraft or ships but not if it is 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

which 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.

O' viously 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 S.2280 - and that would be a real reform - 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.S.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 for centralization of government."

While this was in a dissent, the majority did 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.S. 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 THE CONSTITUTIONAL IMUNT

MoCullooh v. 14A - 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 doctrine, it is hard to deny current standing

to its force in the light of last year's majority opinion, by Justice

Black, in First 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 municipal bond

interest, was shown by its Congressional debate to be based on

constitutional principles of governmental immunity. Justice

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 doctrine, but they

did not prevail.

The 196b Supreme Court majority does, therefore, stand

for this original principle which underlies reciprocal tax

immunity.

THE UNCONSTITUTIONALITY OF APPLYING THE
0LLOATION PLAN TO MUNICIPALS

We submit that there is grave doubt, therefore, that

an allocation of deductions plan which so dramatically 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

cleared 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 described

as the "unique" situation of life insurance companies. Determining

the Income of these companies has been a constant problem for Congress,

resulting in a series of special statutory provisions applicable to

them alone. The problem Is that so much 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 195b Life Insurance Company Tax Act

recognized this peculiar situation by requiring the insurance

company to allocate each item of income partly to "policyholders'

share" and partly to a company'ss share", with no tax being

charged on the "policy 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 difficulty in applying this complex concept 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 policyholders' income.

He Is the absolute and sole owner of all his Income in every

sense of the word.

In Atis the Court' approved allocating incom taxable

and tax exempt, to different people who had ownership rights

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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CONSTIIONAL LITIATON WOULD PRODUE a= CHAOS

Obviously it would take prolonged litigation to

settle this point. Suoh litigation* whether limited to the

allocation plan or covering also the lUP 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 postpolng thousands of sorely needed

public improvements.

One little noticed provision in the House Bill Is

Section 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 Comittee

hearings to give any basis as to why a "reform" is necessary

in this area. The Treasury, on September 4th, did not repudiate

this section 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. Since we

know of no state in which such bonds are authorized, we have

reason to fear that something far more sinister is intended.

States and municipalities often borrow at one time

the total cost of a capital improvement which 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 isuer 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 suspect that the authors of this deeper tax

provision on "arbitrage bonds" are aiming at this blameless

practice.

Whatever they meant, we have here another example of

how the federal government can, by taxing municipal bonds,

embark on the dangerous waters of using the tax as that "powerful

regulatory instrument" which Justices Black and Douglas decried.

The effort should be repudiated by the Senate and

Section 601(b) should be stricken.

TVA 1t AX-RuCMPnal' PLN
Perhaps a truly optional "tax-recompense" plan would

be constitutional whatever 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

A
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option offered is 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 issue tax-exempt bonds is

not to be found in the bill.

This LTP-allocation-"subsidy" package is 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 give 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

power by itself. It can do so if and only if the State legislature

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 Secretary 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 %s to make the holders of their offices

unacceptable as arbiters in this field. By merely proposing such
"reforms" as the present, the Treasury can close 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 be

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 percentage has for years run 30% to 35%? Why not 50P

when 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 could derive by taxing state

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 is 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 its "tax-recompense" plan with such an

arbitrary exercise in federal controls of and classification

between legitimate governmental functions, states and municipalities

are understandably unwilling to see the plan enacted.
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CONCLUSION
We strongly urge that the Senate delete from H.R. 13270

all provisions for the impairment of the exemption of state and

municipal bond interest. This includes$

(1) Amendment of Section 301 (a) (1) by deleting

from the new Code Section 84 to be added thereby, subsection

(c) (1) (C) and subsection (c) (5);
(2) Amendment of Section 302 by deleting from the

new Code Section 277 to be added thereby, subsection (c) (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 competitive 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 sometimes 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.4 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 about $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 question in doubt.
Thus, at a 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.

;/ 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-
stantial benefit to these governments. It has meant that such obligations --
or what are called munlcipals" - could be issued at a lover interest cost
than taxable bonds of the same maturity and credit rating -- a relationship
which carries through to bends resold in secondary markets.

For example, 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 - were quoted at yields of 6.45% and 5.65%1
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-
mnts. 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 credit instruments being issued are taxable, hence
the taxable issues play the dominant 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 50Z 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 yield on taxable bonds.
Similarly, an investor in the 25 per cent tax bracket finds non-taxable
bonds more advantageous than taxable bonds only when the yield on the
municipals exceeds 75 per cent of the yield on taxable bonds -- a point
at which 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 Ins.titutions 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-exapt 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 a longer look at the trends over the post World War Il
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 since." /

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.±/

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 seen 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 financial assets in municipal bonds. These
were the state and local governments, presumably those who invested their
employees' retirement funds in their own 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 significant investors in tax-exempt
securities. The total financial assets of these 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. 6

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

3 Op. Cit., State and Local Public Facility Needs and Financing, p. 12.

J/ Appendix C.

/ Appendix B.

§J 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. /

Commercial banks, on the other hands 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: b

($ 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.

7 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 limits 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 married 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 yielding 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 Sains 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 loss 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 banks should find that the tax-
exempt interest income available from these bonds will continue
to make them quite attractive investments. Commercial banks on
a whole have recently been in the 48 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 yield of nearly 12.4% on a
taxable security.

The Cost-Sharins un&cip&I Bond (Sections 601 and 602)

The provisions of the House bill Just discussed would, taken alone,
have a substantial effect on the borrowing costs of the state and local govern-
ments. The effect vsuld 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,
which is much greater than the benefits derive4 by th6 state and local
governments.
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In its general form, the proposed now 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 is 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 marked in the usual ways 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 needlessly 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. Y_/

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 certain lack of enthusiasm 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
wishes to dampen demands on credit markets and the construction
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 some
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 is 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..O/

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 -- 150 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/ Ibid, 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 it
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 municipilq 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 yields 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. S.

FEDERAL
- GOVERNMENT

AND AGENCY

217.4
229.6
239.8
266.4
292.5

100.0
105.6
110.3
122.5
134.5

STATE AND
LOCAL

GOVERNMENTS

(Billions of Dollars)

21.7
40.2
63.0
99.9

129.5

PERCENTAGE OF 1950

100.0
185.3
290.3
460.4
596.8

PRIVATE

246.3
391.6
565.7
868.6

1103.8

100.0
159.0
229.7
352.7
448.2

TOTAL

485.4
661.4
868.5

1234.9
1525.8 w

200.0
136.2
178.9
254.4
314.3

*Preliminary

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

a
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END OF
YEAR

1950
1955
1960
1965
1968*

1950
1955
1960
1965
1968*



APPENDIX B

HIGH GRADE MUNICIPAL AND CORPORATE

BOND YIELDS

SELECTED DATE$

YEARLY
AVERAGE

1945

1955

1963

1964

1965

1966

1967

1968

MONTHLY
AVERAGE

1969

Jan.

April

July

STATE
AND LOCAL

GOVERNMENTS
(Au)

1.07

2.18

3.06

3.09

3.16

3.67

3.74

4.20

4.58

5.00

5.60

CORPORATES

2.62

3.06

4.26

4.40

4.49

5.13

5.51

6.18

6.59

6.89

7.08

40.8

71.2

71.8

70.2

70.3

71.5

67.9

68.0

69.5

72.6

79.1

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

ALL FINANCIAL ASSETS AND

STATE AND LOCAL GOVERNMENT OBLIGATIONS

HELD BY INSTITUTIONAL INVESTORS

December 31, 1968

($ Billions)

(1) (4
Sti

All and I
Financial Govert

Assets ObliRI

Buyers of Tax Exempts - Total

Comercial Banks
Non-Life Insurance Companies
Non-Financial Corporations

Non-Buyers of Tax Exempts - Total

U.S. Government
State and Local Governments
Life Insurance Companies

Savings and Loan Associations
Private Pension Funds
Mutual Savings Banks
Finance Companies

Investment Companies
Credit Unions
Rest of World*

Memorandum

Households

486.9

438.8
48.1

352.3

1388.1

189.6
113.9
182.4

152.8
94.7
71.2
50.7

47.3
12.3

120.9

1713.5

* Foreign persons, International agencies,
and U.S. Banks in possessions.

agencies of foreign banks

0

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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Ito
Local
%ment
ktions

Column 2
as 2 of
Column 1

15.3

13.2
34.1
0.8

0.5

3.2
1.6

0.3

0.1

2.3

74.5

58.1
16.4
2.9

6.9

3.6
3.0

.2

.1

40.1

*



APPENDIX D

FINANCIAL ASSETS HELD BY INSTITUTIONS

1947, 1957, and 1967

($ Billions)

Buyers of Tax-Exempts - Total

Commercial Banks
Non-Life Insurance Companies

Non-Buyers of Tax-Exempts - Total

Non-Financial Corporations
U.S. Government
State and Local Governments
Life Insurance Companies

Savings and Loan Associations
Mutual Savings Banks
Credit Unions

Private Pension Plans
Finance Companies

/3 Mutual Funds
/. Other

1947

145.6

136.8
8.8

303.6

83.5
80.9
17.6
50.9

11.7
19.7

.5

3.1
5.1
1.4

27.4

1957

219.1

197.0
22.1

608.0

169.3
110.3
40.1
98.3

48.1
35.2
3.4

22.4
19.6

8.7
52.6

1967

438.9

393.9
45.0

1,277.4

322.7
171.3
100.7
173.0

143.8
66.4
11.2

86.9
46.6
44.7

110.1

1967 as Z of
1947

301.4

287.9
511.4

420.8

386.5
211.7
572.2
339.9

1,229.1
337.1

29240.0

2,803.2
913.7

3,192.9
401.8

Includes "monetary authorities"

Open-end investment companies only

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

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

HOLDniS OF STATE AND LOCAL GOV OBLGATONS

BY IDIVIDUALS AND NSTIUIoNS

ON OF SELECTED YEARS - 19:,? -68

I($ Billions)

1945 1950 1955 1960 196s 1966 1967 1968

TOTAL 15.5 24.7 44.8 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 8.1 12.7 17.6 38.5 40.2 50.0 58.1

Non-LLfe Insurance Companies 0.2 1.1 4.2 8.1 11.4 12.1 13.7 16.4
Non-Financial Corporations 0.3 0.5 1.2 2.4 3.6 4.4 5.1 2.9

,State and Local Governments 2.6 3.6 5.1 7.2 5.0 4.6 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 Systm, 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 0.

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 .ouncil is 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 poses 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 F16rida, 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 onl

financing available to them. Gentlemen, our citizens should, and would, rise

up in anger and despair. It is reliably estimated that 60Z 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. 13270 would have on the 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 is enacted, municipal bond interest rates will rise very signifi-

cantly. This will impair the ability of states to borrow money. It will add

to the now overburdened tax-payers responsibility. You and I know full well

that it takes one and one-half to two dollars sent to Washington to get one

dollar back. I believe the states 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 Hillaborough County bond issue. It would have

placed in serious jeopardy the St. Lucia County Beach Erosion Project and

it would place the 90 million dollar City 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, If the

rate of subsidy is high, local governments will be forced to abandon the

present system entirely. Bonds, Mr. Chairman, are one of our most effective

capital outlay sources and we should not damage them. During this past year

we have seen federal cut-off of programmed funds to the states - federal

highway systems, and the present cut-haet. ,,y this administration. Who Is to

say that this new subsidy would not b, vped out by Executive Order?

Let me illustrate the effects of tsxatimo on florida. 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 en average

maturity period 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.

Since early July when the House opened hearings In the Ways and Means

Committee, new issues of local government "A" 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 clear 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 an effort to get at a handful of taxpayers who invest heavily in

tax-exempt bonds and thus pay little or no tax, you would 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 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

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- iErest 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 ourt said thaFtEate 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 hTcwould directly af-
fect e 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 ***."

(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. Maccmber

(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-

volvo 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 City 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 departments, the

city attorney. These city attorneys and their more than 5,000

assistants participate actively in our organization's iork. In

Washington, D.C. we maintain a national headquarters, which we

utilize as a clearing house for municipal legal information 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 city'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

-2-
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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 enact

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 proposals 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 issue 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).

-3-

143



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 three 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 power 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 Etates 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 Boardf 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 fact. 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. Farmers' Loan
& Trust Co.# supra), and which would directly af-
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 the

Amendment and the case law interpreting it.

I To allay the fears of those who believed that adoption

of the 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 decl, does not purport to deal
and was not intended to deal with the question of power
. . . to construe the proposed amendment so as to enable
us to tax the instrumentoliies 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

Senate 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-
cise of their sovereign rights guaranteed by the Con-
stitution as it exists today."

And to evidence 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 either
sovereignty as enjoyed and defined by the courts ever
since the Government was organized." 45 Cong. Rec.
2245-2247.

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 Federal 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? Particularly significant, more-

over, is the fact that in the entire Congressional consideration

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 overwhelmingly 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 Federal government

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-

E_ , 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 Eisner v.

hacomber, 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 question. 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 question in the

Atlas case required insurance companies to divide each yp of

income which it received into a policyholder's share (reserve)

and a company share (company's 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 belief 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.
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SUMMARY OF THE PRINCIPAL POINTS OF THE TESTIMONY
OF WILLIAM B. SIMDN ON BEHALF OF THE INVESTMENT
BANKERS ASSOCIATION BEFORE THE SENATE FINANCE
OOMITTEE 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 Federal 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 unable 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 uni-
cipal bond interest rates by at least k 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 tax 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. Hore serious from the viewpoint of the state
and local governments, this breach of what was believed to be a constitutional
exemption will permanently deter mny investors from buying municipal bonds.

7. The House plan for a Federal 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, notad authority on the flow of funds in the financial markets,
s:lov that the T,'casury would lose $121 million on each year's municipal financing
iJL 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 17 above what they would otherwise be.
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Statement by the Investment Bankers Association
Before the

Senate Finance Comittee
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 Mknicipal Securities

Committee of the Investment Bankers Association of America.

Our complete statement has been sent to your Committee 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 investment firms and banks, members of

our Association, who underwrite and make secondary may:kets for bonds of the fifty

states and their counties, municipalities and special districts. We are deeply

concerned about the 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 municipalities,

whether their bonds are wholly exempt from income taxation, wholly taxable or

partially taxable. Accordingly, 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 especially to homeowners.
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In our testimony before the House Ways and Means Committee on March l1th,

we warned that any impairment of the income tax exemption of state and

municipal bonds 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 limit on tax

preferences) and Section 302 (allocation of deductions). By late August, the

market for municipal bonds had become almost completely demoralized. Many

local governments were unable to issue their bonds at rates within the maximum

limits fixed by their controlling state finance lava. It was difficult to get

realistic bids for municipal bonds which investors wanted to sell.

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 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

from $11 billion in 1966 to more than $16 billion in 1968.

In the first eLght months of 1969, the amount of new smunicipal 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 issues offered in late

August by state and local governments bore interest rates approximating 80-85%

of those on comp,,rable 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 very similar monetary conditions governed banking
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in the Summer and Fall of 1966; in fact, at that time, commercial banks sold

municipal bonds out of their portfolios in greater volume than in 1969. Nev

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 government 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 assassin$ Federal income 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 treatment of muni.Ial bond Lnterest proposed in

H.R.13270 is enacted into law, investors will want "%'x e:%Impte 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 taxpaycrg than would

the limit on tax preferences, and the definition recommended 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 institutional investors would have

to infer that the allocation formula vith 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 capital consequences of tax-Lmposed

further depreciation of their portfolios.
I

In testifying before this Comittee 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 if this indirect

tax is imposed, the states and their municipalities will nay far more in interest

costs than tOn Treasury will ever gain in revenue. On the basis of a presently

indicated bo... -,ta inrense of 1/2 of l% per annum, impairment of the tax

imnfnity of vij cpul b.,nd interest would impose an added cost of $75,000,000 a

year extrA on L.; 015 billion of state and local borrowir. which is the minimum

annual wrct.1t ntcesoary to maintain the present rate of construction of public

projects. Wheriie the tax yield to the Treasury would grou very slowly at the

rate of a few million dollars a year, the cost to the states and their agencies

would mount rapidly. Tfittif five years, their cost would be in excess of $300 mil-

lion a year, or about five 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 investor who accepted an interest rate which was 70% of a comparable taxable

rate, in effect is paying a 30% tax on the higher gross income 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 example, on a 3 1/41 bond such as could have been issued

four years ago with an original maturity of thirty years, the inflation which

has affected all fixed income securities would already have lopped off In market

value at least one-third of the face value of the bond; and nov 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 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 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 understandably 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 taxable form. Such a conversion, if comprehensive,

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. In sum, the effect of the carrot and stick campaign to drive local

government out of the tax exempt form of financing would be a broad rise in the

level of interest rates on taxable securities, both those of the Federal Govern-

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 authority on the flows of funds in the capital markets,

shove that the participants in the study expect an across-the-board increase of

3/4 of 1% on all long-term fixed income investments, and it could well be more.

The resulting annual cost to the Treasury is estimated at $121 million.

The mortgage market especially 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, because only tax exempt bonds can compete with

equities for investment favor.

The shift of municipal borrowing to taxable form would involve a 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 addition to higher interest

rates, while 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 restraint on

money supply, when the bond markets are already close to disorder, an attempt is

mnae to revolutionize the status of municipal bonds for the sake of getting at a

handful of presumed tar avoiders, who if they ever did invest in unicipal bonds

must wish most heartily that they had not.

Conclusiog

lie respectfully urge upon this Commtte 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 indirect taxation proposed in

H.R.13270 would cost the states such more than it would yield in revenue to the

Treasury. This would man a heavier tax burden falling mainly on the middle-income

homeowner. The efficiency of the municipal bond market mast 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 municipal bond interest.
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Statement by the Investment Bankers Association
Before the

Senate Finance Committee
on the Subject of Tax Treatment of State and Local Bond Interest

-Seteuber 24. 1969

My name is William E. Simons and I am Chairman of the Municipal Securities

Committee of the Investment Bankers Association of America. In order to answer

any questions you may haves I am accompanied by several associates experienced

in this area.

I am authorized to represent the more than 600 investment 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.

Many of our member firms have participated in thie financirg for fifty years.

In light of that experience, we are deeply concernaJ ',,t the wider implications

of the current proposals for indirect taustion 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, whether the interest on their bonds is wholly exempt from income taxation,

wholly taxable or partially taxable. Accordingly, we can be reasonably objective

in appraising the capital market and economic effects of the tax reform proposals

embodied in H. R. 13270 insofar as they relate to state and municipal bonds.

These comprise (1) the limited tax preferences proposal, (2) the allocation of

deductions proposal, and (3) a Federal subsidy in aid of municipal borrowing in

taxable form.

This proposed alternative financing method, which provides for the issuance

of taxable state and municipal bonds with a Federal subsidy to the issuer of

between 25% and 40% of the interest, represents an attempt to induce state and

local governments to convert their financing to taxable form, voluntarily sur-

rendering tax exemption.

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

all three of these proposals today.
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TE CONSTITIMONAL QUESTION

Differing opinions are expressed as to whether tax exemption is implied by

the Constitution 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 Amendment 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 MMWET DEVELOPMENTS: THE IMPACT (1 TAX REFORM

The year 1969 has been a difficult one for the municipal market. Measured

by Moody's As municipals, the average yield has risen from 4.60% in January

to 5.93% at the end of August.

During the twenty-five years 194-1968, 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 from $11 billion

In 1966 to more than $16 billion in 1968.
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In the first eight months of 1969, the amount of new municipal bond issues

was 25. le than in the sae 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 issues 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 Sumer and Fall of 1966. At that time, comercial 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 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 alloca-

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 threatened. Both individual

and institutional 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 issues until their tax status was clarified. The

new issue budding on Tuesday, July 29th revealed unmistakably that the municipal

market was on the brink of chaos. The $65.0 million "Ass" rated State of Ohio

isae was sold to the winning bidders at 5.94% net interest cost, an increase

of nearly 4 of 1% over that which would have prevailed only two weeks earlier.

The second bid represented nearly t of 1% higher net interest cost over the

first bid, an unthinkable bidding spread in any normal market. On that sae day

two cities, Chicago, Illinois, and Newark, New Jersey, were able to secure only

one bid each. No bid at all was received for the $7.4 million Eastern Kentucky

University issue. The municipal market, which has continued to function, although

with understandably reduced efficiency under the tightest money conditions ever

witnessed in modern times, was on the verge of collapse directly owing to the

tax proposals under consideration by the House Ways and Means Comittee.

We think it likely that these proposals, if enacted into law, could cost

states sad local governments a minimm of 1% per year additional interest on

their "tax-exempt" f nancing. 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 taxation.

L DUT3 TAX fNS (.MIu INDIVID= INC= T PROPOSAL
As we stated before the House Ways and Means Cimittee on Harch 11th, the

incluon of the interest o state and local government obligations in gross

income, for purposes of computing a limit on tax preferences or a minima income

tax, would do significant and lasting damage to existing and future state and

local govermant bond markets, without acbieving any appreciable increase in
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tax equity. In view of the demonstrated gravity of the market consequences,

we feel compelled to draw to the attention of your Comittee the following

considerations,

Our confidence in the capability of the tax-exempt market to provide for

growing 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 income tax comes to you under the name of "equity" and "fairness" in

the application of the individual income tax. Equity 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 greater

equity resulting from inclusion of interest on state and local bonds in the

expanded base for this proposed alternative tax computation must be weighed

against its adverse effect on the value of tax exemption to state and local

governments in maintaining a preferred market for state 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 amount. (See Exhibit 2) The

role of individual investors on the municipal market increases in relative impor-

tance when the buying by banks and casualty insurance companies is reduced.

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 minium

tax would significantly reduce municipal bond purchases on behalf of individuals.

Those unaffected by the initial minimum tax would only wonder how soon the next

step in this direction would affect them.

163



-6-

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 point, 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 is any precedent, 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 intermediate 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 aware that

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 exemption 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

maturities. 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 Slid pro uo

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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in 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.

For 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 is no such thing as a limited exposure of municipal

bonds to Federal taxation, Either the interest is 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 circumstances 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 (V DEDUCTIONS PROPOSAL

The proposal for allocation of deductions, in theory would increase the

taxes collected from taxable income rather than collect a tax on tax-exempt

bond interest. But as it would reduce the net income 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 Comnittee, the Treasury has advocated that allocation be applied 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.

L(;.5
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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 larger the relative

amount 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 income by 1/4 to 3/4 of 1%,

the average being about 1/2 of 1Z. 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 mmde lees attractive, more individual investors will

be persuaded to follow the present tread toward heavier concentration in comon

stocks or other investments. With substantial losses already suffered in his

bond portfolio, an individual investor is certainly in no mood to absorb this added

blow. As a result individual investors would require substantial leeway in

the form of renterr yield on tax-exeutse, as protection against changes in his

individual exposure to allocation.

The application of allocation to individuals would raise serious questions

for institutional investors, particularly commercial banks, who must fear that

they might be next in line 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 mrket.

The municipal market has already experienced the results of an allocation

arrangement, contained in the Life Insurance Tax Act of 1959. The Atlas Life

Insurance Company 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. S. 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, municipal holdings were

down to $3.2 billion or 1.69% of total assets and acquisitions were down to

$278 million 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, life insurance companies have been net sellers of state

and local bonds in every single year, as shown in Exhibit 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, insurance 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 similarly 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 TIE LIMITED TAX PREFERENCES

AND ALLOCATION OF DEDUCTIONS PROPOSAL

In testifying before this Committee on September 4th, the Treasury disclosed

the estimate that the inclusion of municipal bond interest in the base for alloca-

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 is 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 17 per annum, impairment of the

tax immunity of municipal bond interest would impose an added cost of $75,000,000

a year 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 years, 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 estimate 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 iuco ia;,, investors will want "tax exempt"

rates closer to taxable rates than anything we h".. seen to date. From the 1/2

of 1. already indicated, we fear that the resulting penalty on municipal borrowing

costs could easily rise to a full 17 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.

108



- 11 -

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 minimizing their taxable

income through ownership of municipal bonds.

There is 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.

PUMT1NG 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.

Outstanding 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 1968

(Beginning) 104,700,000,000 111,600,000,000 122,000,000,000
(End) 111,600.000.000 122.000.000.000 132.3F.0,000000

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.

169



- 12 a

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 commercial banks increased from 25% of the total in 1945 to 44

in 1968, and that the holdings of fire and casualty insurance companies increased

from 1.51 in 1945 to 11% in 1958 and have since stabilized at that level. The

holdings of individuals declined from 461 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

Okuer, using results gathered by the Michigan Survey Research Center 1 from a

sample of high income persons, concluded that most wealthy peraons 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

llncoue Distribution and the Federal Income Tax, Michigan Governmental Studies
No. 47, Institute of Public Administration, University of Michigan, 1966,
Appendix A.
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invested in state and municipal bonds. Investments in corporate stock were 17

times as large so investments In municipal bonds.

Only 4 brackets of decedents' total estates held more than 5 per cent of

their assets In municipal bonds. These were the $2 to $10 million estates in

which 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 percentage of a.Ots

invested in municipal bonds reached no higher than 8.63 per cent, which was

recorded for the $5 to $10 million estate bracket. REtates 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 taxable estates reported on

a total estate basis was 2.7 per cent of total assets. (See Exhibit 6)

Regent Growth in State and Hunicjpjl.inancinx Volume and lroject Growth

As can be seen from Column I of the following table, municipal bond finncing

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 I

Growth @
8_.

millions

7,230
7,859
8,543
9,286

10,094
10,972
11,927
12,965
14,093
15,319
16,652
18,101
19,676
21,388
23,249
25,272

Actual
millions

7,230
8,360
8,558

10,107
10,544
11,084
10,589*
12,088**
14,044***

J.EB.C. Estimute
2

millions

14,200
14,900
15,700
16,600
17,600
18,600
19,500
20,800
21,800
22,700

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

***Excludes $1,600 million industrial aid financing, and $730 million
anticipatory financing to avoid provisions of Re~renue Control and
Expenditures Act of 1968, Watson Amendment in California and similar
measure in Oregon.

2State and Local Public Facility Needs and Financing, a study prepared for the
Joint Economic Comittee of the Congress of the United States, December 1966.
The National Leagua of Cities, in conjunction with the Urban Institute, is cur-
rently engaged in updating data 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 municipal borrowing

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

York Authority) and industrial development financing. Other studied " of the
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fiscal outlook of state and local government financing through 19753 came to

a similar conclusion.

Six, and Composition of the Cspitel Market

Tables A and B show the gross acquisitions of long-term fixed-income obli-

Sations, averaged for the period 1965-1968 by categories of borrowers, also a

percentage distribution of such acquisitions by investor groups. This study for

the first time gives a comprehensive picture of the n-isue market. It vas

constructed by Dr. Sally S. Ronk, Vice President of Bankers Trust Company, 1ev

York. This demonstrates how state and municipal bonds fit into the total market

of fixed income obligations.

Inflation and the Canital Markets

The major difficulty experienced by state and local governments in raising

long-term money in the capital market today is part of a general 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 pant four years have left many investors disillusioned with

fixed-income obligations. In many cues, 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 essential social programs at supportable interest rates depends critically

on investors' expectations about the future course of inflation.

Appendix C depict 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.

3Fiscal Outlook for State and Local Governmnt to 1975, Tax Foundation, Inc. 1966
Fisc l Issues in the Future of Federalism, A CID Supplementary Paper, Committee
for Sconomic Development 1968.
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The appendix demonstrates that investment in municipal bonds has been any-

thing but profitable over the past 10 years, despite the complete exemption

of income from Federal taxation. In view of this record, it is easy to understand

vhy investors prefer stocks. The comparatively poorer showing for taxable cuporate

bonds indicates vhy individual investors of upper income brackets would be unlikely

to invest in taxable amicipal bonds.

Inflationary expectations are already reflected in the portfolio decisions

of institutional investors. his is shown by the preference for como stocks.

Net purchases of comox stocks by non-bank financial Institutions gained momentum

only gradually in the past 20 years, but have sharply accelerated during the last

four. In the period from 1948 through the early 1960's, whenever non-bank 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 annually, with the exception

of the credit crunch year of 1966 when net new bond investments fell sharply.

Thus, in contrast to earlier years, in which annual nat new investments in 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)

If 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 allocating 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 decade, much of the cost of a&w capital facilities will

have to be financed by flotation of debt securities, which will be made much

more difficult if inflation does not abate.

ECO C COSTS OF ISSUC ( TAXALE EMCIPAL 5NDS
WITH A FrAL SMS3 I

The proposal that the Federal Government subsidize state and local govern-

meat borrowings by paying the differential between the tax-exempt and taxable

interest rate is based partly on the assumption that the Federal government could

recoup the subsidy through taxing all of the interest on municipal 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 mi-

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 par cent, the subsidy could be quite high, if

this were so. However, the assumption that 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.

New issues of tax-exempt bonds in 1965-68 averaged $13.3 billion annually.

This was I3 per cent of total new issues of long-term fixed-income obligations
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including mortgages (Tables A and 3), The average yield on high-grade municipal

bonds over the same four years was 3.87 per cent, so the interest cost to state

and local governments of this borrowing at that average yield would be $515 million

each year. The average yield on high-grade corporate bonds was 5.66 per cent, so

that state and local government were able to save 181 basis points, or about

32 per cent of the corporate rate, because of tax exemption; this amounted to

about $241 million a year.

The actual averages for 1945-68 of the flows of funds through the credit

and equity merkets, by major type of fund--long-term fined income investmeas,

short-term obligations and corporate stocko-are shown in Table C. In Table D,

the breakdown of long-term fixed-income obligations into mortgages, corporate

bonds, etc. is givan.

On the basis of the questionnaire results, we have taken what investors said

they would do with their funds, if only taxable micipal bonds were issued, as

the best method of showing how the flow of funds would be redirected,. Th. results

are shown In Tables 2 and F. Vnallys im us- traulsted the net 4lows of long-

term fixed-income obligations shown in Table 7 to gross acqu&4 -ote (Table G).

The changes from the actual 1965-68 averages are dramatic and would invt o greatly

increased upward pressures on long-term interest rates.

In the case of municipal bonds, not enough interest was expressed on the

pert of buyers to take up the sams volume of taxable issues as was issued in

tax-exempt form in 1965-68. The assumption was made, therefore, that $2k billion

of former bond financing by state and local governments would be shifted to the

short-term mrket.

Since savings institutions, with fairly low tax rates, indicated that they

would be some what more interested in taxable municipal bonds than they have

been In tax exampts, and since commercial banks, fire and casualty insurance
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companies and individuals indicated that they would be lees interested, the

average marginal tax rate on gross nw issues of taxable municipal bonds would

fall to 33 1/3 per cent, as shown in Table H.

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

lonS-term taxable obligations. This rate averaSed 23.2 per cent in each year

1965-68. The average marginal tax rate of buyers of tax-exempt bonds in 1965-68

was 44.7 per cent, so that if the same buyers should buy taxable municipal bonds,

the average marginal 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 taxable 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 a gain to the Treasury as arising

from the excess of tax revenues on municipal bonds over subsidy costs which is

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
assumed 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
corporate 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 carry higher rates than the generally larger corporate

issues of comparable quality.

In addition to the above loss, the Treasury, as well at state and local

governments and all borrowers, would lose as a result of the permanent rise in

long-term interest rates above what they would otherwise be caused by the shifting

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 commnity --

portfolio managers and Investment advisers - indicated that the average rise

expected was in the neighborhood of 75 basis points. (Table I)

Such a rise would mean an additional cost to the Federal government on its

$7.1 billion of gross new long-term issues (Table 0) 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 million, while

stats and local governments would incur additional 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 shiftiag municipal bonds to the taxable

market (including higher interest on corporate bonds of $129 million) 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 be enhanced if the rise in long-

term interest rates were transmitted 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 borrowers may deduct their interest cost

and this lowers their taxes, while 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 marginal tax rates, accounts for a large pro-

portion of total funds raised, while savings institutions, with relatively low

marginal tax 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.

Conclusion

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 stiffer 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. In 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 ImrYsTIUNS or W..A-U FINANCIAL INSTITUTIONS
lIN BONDtS AND S

(Billions)

8.8
9.6

10.7
13.8
14.7
18.2
19.4
17.2
17.4
20.2
22.2
21.8
25.5
27.9
28.9
28.9
32.3
27.2
33.5
37.0

11.5
18.5
25.3
31.2

Dioda *

7.7
8.4
9.6
12.1
13.6
14.5
16.1
15.0
14.7
17.2
18.8
18.1
20.7
23.6
26.8
27.0
26.6
20.7
26.6
27.0

(Annual Average*)

10.3
15.5
21.6
25.6

Stocks

1.1
1.2
1.1
1.7
1.1
3.7
3.0
2.2
2.7
3.0
3.4
3.7
4.8
4.3
2.1
1.9
5.7

6.5
6.9

10.0

1.2
2.9
3.7
5.8

*Include@ mortgages
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1949
1950
1951
1952
1953
1954
1955
1956
1957
1958
1959
1960
1961
1962
1963
1964
1965
1966
1967
19681

Stocks as 7
of Total

12.5
12.5
10.3
12.3
7.5

20.3
15.5
12.8
15.5
14.9
15.3
17.0
18.8
15.4
7.3
6.6

17.6
23.9
20.6
27.0

1949-53
1954-58
1959-63
1964-68

10.4
15.7
14.6
18.6



STATE AND LOCAL GOVERNMENT FINANCING*

n billions of dollars) ,

1961 1962 1963 1964 1965 1966 1967 1968 1969
(el.) (proa)

Construction put in place (Table 32)** 13.3 14.0 15,4 16,5 18.0 20.0 22.1 24.2 26.5

Increase in debt

New long-term offerings 8.4 8.6 10.1 10.5 11.3 31.3 14.3 16.4 14.5

Less: Refundlngs*0 .1 .3 .4 .3 .4 .2 .2 .2 .1
Retirements and other

adjustmentt 3.8 3.7 3.5 4.9 4.6 5.4 5.3 6 0

Increase In long-term debt 4.5 4.6 6.2 5.4 6.1 5.5 8,8 10.3 8.4
Incr,:e in Federal Government

loans (Table 29) .3 .6 .3 .4 .4 .8 .3 .3 .4
Increase in short-term debt .4 .4 5 .5 1.3 .4 1.3 1.. 7

Increase in gross debt
(Table 2) 5.2 5.6 7.0 6.2 7.8 6.8 10.5 10.3 9.5

Increase iA ownership

Savings institutions:

Life insurance companies (Table 15) .3 .1 I.. -. .. a .. 4 -1 -- ,1
State and local government

retirement funds (Table 17) -01 .. 6 o.4 -. 4 -. 3 -#1 -- -. 2 -. 2
Fire and casualty insurance

companies (Table 18) .9 .6 .7 .3 .2 .6 .1.5 _j. 1.7

Contractual-type savings
institutions 3.0 .1 .2 -.,Z -. 3 1 1.3 1.3 3.6

Mutual savings banks (Table 20) -- -. 2 -. - - .1 --

Total savings institutions 3.1 - . , .,2 .,4 .1 1.3 1.3 1.6

Commercial banks (Table 25) 2.8 4,4 5.2 3.6 5.3 2.4 9.0 8.3 5.0

Nonfinancial corporations
(Table 27) -. 2 -. 4 .9 .2 .7 8 .7 .1 .8

Other investor groups:
Federal agencies (Table 29) .3 .6 .3 .4 .4 .8 .3 .3 .4
State and local governmentsl(Table 29) .1 -. 3 -. 3 .. -.1 . - -. 2 --

Total other investor groups .4 .3 -- .3 .3 .7 .3 .1 .4

Residual: Individuals and otherott
(Table 31) 1.1 1.3 .8 2.3 2.1 2.8 -. 8 .5 1.7

Total 5.2 5,6 7.0 6.2 7,6 6.8 10.5 10.3 9.5

Memorandum

New industrial bond offerngsttt . , I 1 .2 .2 .5 103 3.6 .3

01961-67. construction put in place from Construction Review. U.S. Department of Commerce (new series
beginning in 1963); new :ong-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.

*eFinanced by Federal grants-in-aid as well as by state and local funds.
*e*1961-67. based on The Bond Buyer; excludes advance refundings.

tResidual. Includes adjustments for issues offered in the calendar year before issuance.
ttncludes revaluation of book assets of some holders.

tttl961-67. Investment Bankers Association data.
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U. 8. Life Inarsom Compaqn Roidig. & LoqublUons Of
U. S. State & Lwa1Don, 195? - 1968(000,000 eatted)

1959
1960
1961
1962
1963
1964
1965
1966
1967
1968

1959
1960
1961
1962
1963
1964
1965
1966
1967
1968

State & Lool

305"3,588
3,888
4,026
39,852
3,774
3,430
30,260

3,194

466
506
486
371
365
296
215
212
278

Sca'e: institute of Life Inauunoe

khibi t3
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126,816
1339291
141,12
129,470

167,455
177p832
188,636

2D,022
20,354
25,150
28o558
32,167
33t959
39,45

47t970

$ & oL adi as
208M
3.00
3oO7
3.02
203
2o52
2o221.95
1.77
1.69

8 & L Aoquli tL an

2o01
1.70
1.15
lo07
0.75
0058
0049
0058



OWNERSHIP 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 73 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,
Fact Book"; fire and casualty insurance companies - Best & Company, "Aggregates and Averages";

"Life Insurance
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
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 Z, 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

Total savings institutions 6,324 8,176 9,501 10,790 11,903 13,379 15,066 16,501

Business
Nonfinancial corporations 800 1,000 1,200 1,300 1,500 2,000 2,600 2,400
Commercial banks 10.800 12,600 12,700 12,900 13,900 16,500 17,000 17,600

Total business 11,600 13,600 13,900 14, ZOO 15,400 18,500 19,600 20,000

Government
Federal agencies 800 500 500 600 700 1,000 1,200 1,500
State 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

'otal debt outstanding 35,000 40,200 45,300 50, 000 54,600 59, 800 64, 900 70.200

T o'al from U.S. Depar~menL of Commerce, "Gross Public and Private Debt," Survey of CurrenL 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
clovernmcnt 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
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 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 2,700 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 ZZ, 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 i, 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 companies - Best & Company, "Aggregates and Averages"; state and local
government retirement fands - 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
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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UOX SHEET FOR THE DZSTITIJON OF ThX-EXEM INTEREST
(By Adjusted Gross Income Class)

Under $10,700- $16,400- $31,000- $73,000- $165,000 $315,000
Item, 10.70__ 16.400 32.000 73.000 16 5 ..331S000 and over Total

(1) Did not own municipals ... 100.07. 97.17. 93.0 77.47. 53.37. 51.77 35.37. 89.8%

(2) Owned municipals, interest
as per cent of income ....... . ... 2.9 7.0 22.6 46.7 48.3 64.7 10.2

(3) Under 10 per cent .......... .... 2.7 6.1 15.9 22.6 37.6 47.0 7.7
(4) 10-24 per cent ............ . . ... . 2 .4 5.3 7.8 7.2 11.8 1.4
(5) 25 per cent or more........... .. .... 5 1.7 16.3 3.5 5.9 1.1

(6) Total................ 100.0 100.07. 100.0% 100.0% 100.07. 100.0 100.07. 100.0

(7) Average interest as per cent
of income, for those with ......... 2.67 9.0 7.5% 17.17 6.77 8.5 8.4%

(8) Total number of returns 56.336 4,542 1.275 466 83 5 4 62,711
(thousand) .................

(9) Number of returns with
interest (thousands) .......... .... 131.7 88.6 105.4 38.8 2.4 2.6 369.5

(10) Average amount interest,
for those with, unadjusted.. ... 319 $1,818 $2,734 $13,235 $15,664 $46,264 $3,159

(11) Aggregate interest, $42.0 $161.1 $293.3 $513.2 $37.8 $119.7 $1,167.1
unadjusted (milions).......

(12) Percentage distribution
of agrerate interest ........ 3.67. 13.87. 25.17. 4407 3.27 10.37 100.07

(13) Aggregate interest,
adjusted (millions) ............ . 36.0 $138.0 $251.0 $40.0 $ 32.0 $ 103.0 1,000.0

(14) Average mount interest,
for those with, adjusted ...... . . 273 $1,557 $2,382 $11,347 $13,256 $39,799 $2,706

Source: Okner, (See reference, p- -3)
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Estate Tax Returns Filed during 1966 by Size of Estate
and Composition of Assets

(in millions of dollars)
-

Amount held in Per cent held Per cent held
Size of Total Number of Total state and muni- in state and in corporate Per cent held.

Estate Returns Estate cipal bonds mun. bonds stock in other assets

$ 0. 06 under $ 0.08 8,770 631.2 .9 .14 23.74 76.12
0.08 " 0.10 8,707 778.1 1.7 .21 26:52 73.27
0.10 " 0.15 15,919 1980.5 5.4 .27 29.28 70.45
0.15 " 0.20 10,465 1808.5 7.0 .38 33.44 66.18
0.20 " 0.30 9,712 2354.7 16.8 .71 38.15 61.14
0.30 " 0.50 6.689 2543.4 33.5 1.31 44.63 54.06
0.50 " 1.00 4.133 Z818. 8 84.9 3.01 52.22 44-.77
1.00 " 2.00 1,532 2079.2 97.5 4.68 56.49 38.83
Z.00 " 3.00 400 964.7 60.8 6.30 55.72 37.9S
3.00 " 5.00 236 898.1 62.5 6.95 61.07 31.98
5. CC 10.00 130 890.8 76.9 8.63 57.42 33.95

10.03 " 20.00 33 449. 8 33.9 7.53 65.40 27.07
20. 00 or more 19 599.9 26.1 4.35 71.36 24.29

Totals 66, 745 18797.7 507.9 2. 70 45. A3 51.87

Note: Data presented here relate only to taxable estates. Total estate differs fro.-. gross estate
by the inclusion of life insurance at face value (before deduction of outstanding loans), and
the exclusion ofigifts made during the decedent's life.

Sou.rce: Statistics of l.corne, 1965, Estate Tax Returns filed during calendar year 1966: United
States 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-NCOME OBLIGATIONS, AVeRAGE 1965-68
BY INVESTOR GROUP,

(In billions of dollars)
U.S Gov't Federal Total

Mortgages Corporate bonds and .agency taxable Municipal Total
bonds notes securities issues bonds

Savings institutions

Life insurance companies 9.4 5.3 -- .1 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 .1 .9 1.5 2.4
Savings and loan associations 20.8 -- .2 .1 21.1 -- 21.1
Mutual savings banks 7.5 .9 .1 .4 8.9 -- 8.9
Credit unions .2 ...... .2 .2
Investment companies -- .4 .... .4 - - .4

Total savings institutions 39.9 12.8 .4 1.0 54.1 1.9 5.0

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 1 1.7 1.2 161 7.9 24.C

Government
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 .-"-2 5,3 -2 5.5

Foreign investors -- . -... . 1 -- . I

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 refunding;
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 I year or more to maturity.

A



Table B

PERCENTAGE DISTRIBUTION OF GROSS ACQUISITIONS OF NEW ISSUES OF LONG-TERM FIXED-INCOME
OBLIGATIONS. AVERAGE 1965-68*

(In per cent)
U.S.Gov'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 -- 29.2 4.2 4.2 37.5 62.5 100.0
Savings and loan associations 98.6 -- .9 .5 100.0 -- l00i.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
Business corporations 50.0 -- 16.7 33.3 100.0 -- 100.0
Commercial banks 54.7 .4 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 61.4 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 I 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*** 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 -. Z 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 -0 1.8 -. 4 .5
Savings and loan associations 8.2 7.7 -- 7.7 .5 --
Mutual savings banks 4.0 4.5 -- 4.5 -. 8 .2
Credit unions 1.1 .1 -- . 1 1.0 --
Investment companies - open end 1.8 .4 -- .4 .2 1.2

Total savings institutions 34.? 26.4 .3 -"" .6 7.6

Business
Business 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 4Z.9 17.0 2.5 T-4 7Z-

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 - -. 2 -, 1 .6

Residual:Individuals and others 2.1 8.1 .9 7.LL .L

Total funds supplied 86.1 55.4 3.6 51.8 30.0 .7

C Based on Bankers Trust Company, *!Investment Outlook for 1969" except for U.S. Government bonds and notes and

Ce

,ee

Federal agency securities which are based on U.S. Treasury Department. Treasury Bulletin. "Treasury Survey of
Ownership."
Comprises mortgages, corporate bonds, U.S. Government 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 securities, short-term municipal securities, open market paper, other
business credit (including bank short-term loans), security credit, consumer credit, other bank loans, and policy
loans of life insurance companies.



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. Gov'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 . 1.0

Savings and loan associations 7.7 7.7 7.4 -- .2 .1 --

Mutual savings banks 4.5 4.5 3.2 .8 . .4 --

Credit unions . I .1 .I I-.. .....
Investment companies - open end .4 .4 -- .4 ......

Total savings institutions Z6. 25.6 15.3 8.8 .4 1.0 .6

Business
Business corporations .5 .5 .2 -- . 1 .2 --

Commrcial 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 -. 1

Total government 4.0 3.7 2.6 .7 1 .2 .4

Foreign investors -. 2 -. 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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Table E

NET FUNDS RAISED AND SUPPLIED
IN U.S. CREDIT AND EQUITY MARKETS. AVERAGE 1965-68*

- Adjusted for Shift* Resulting from Issuance of only Taxable Municipals* -

an tillions of doflar4
Long-term fBed-income

obligations Short-term
Total Term loans fixed
funds and foreign income Corporate

Funds supplied by raised Total securities Other*** oblagationat stock
Savings institutions
Life insurance companies 8.3 6.7 .Z 6.s .6 .9
Private noninsured pensions funds 5.9 1.6 -- 1.6 -. 4 4.5
State and local government

retirement funds 3.7 3.3 -- 3.3 -. 3 .6
Fire and casualty insurance

companies 1.8 1.7 -- 1.7 -. 4 .6
Savings and loan associations 8.2 7.7 -- 7.7 .S
Mutual savings banks 4.0 4.5 -- 4.5 -. 8 .2
Credit unions 1. I . -- . 1 1.0
Investment companies - open end 1.8 .4 -- .4 .2 1.2Total savings institutions 34.7 26.0 .3 zs.8 8.0
Business
Business corporations 10.6 .5 -S .5 10.0 --
Commercial banks 30.4 14.8 2.5 12.3 15.6 --
Brokers and dealers 1.2 ...... 1.2 --
Other consumer lenders .3 ...... .8

Total business 42.9 153 2' 12."8

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--5

Foreign investors .3 -. 2 -- -. 2 -. .6

Residual: Individuals and others 2.1 7.5 .9- 6.6- 2.4 -.

Total funds supplied 86.1 52.8 3.6 49.2 32.7 .7

Based on Bankers Trust Company. "Investment Outlook for 1969" except for U.S. Govermnt bonds and notes and
Federal agency securities which are based on U.S. Treasury Department. Treasu Bulletn "Treasury Survey of
Ownership." _

es Based on results of Investment Bankers Association questionnaire.
* Comprises mortgages, corporate bonds, U.S. Government 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 securities, short-term mmcipal securities, open market paper, other
business credit iLancidig bank aort-term loans), cdemrity credit. consumer credit. other bank loans, and policy
loans of Life insurance companies.



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 bonds Federal
funds Mort- Corporate sd agmcy Municip

Funds supplied by raised Total gages bonds notes*** securitiesse bonds
Savings institutions
Life insurance companies 6.5 6.2 3.5 2.7 ..... 3
Private noninsured pension fun" 1.6 1.3 -- 1.0 1 .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 .I 1 .3
Savings and loan associations 7.7 7.6 7.3 -- .2 .1 .1
Mutual savings banks 4.5 4.4 3.2 .8 .1 .3- .
Credit unions .1 .1 .1 .. ......
Investment companies - open end .4 .4 -- .4 ......

Total savings institutions 25.8 Z4.4 15.Z 7.8 .5 .8 1.5

Business
Business corporations .S .5 .2 -- .1 .2 --
Commercial banks 12.3 9.4 4.7 .1 Z.9 1.7 2.9

Total business 1Z.8 9.9 4.9 -1 3.0 1.9 2.9

Government
Federal agencies 2.9 2. 5 2.5 .. .... .4
State and local governments 1.1 1.2 .2 .7 .1 .2 -. 1

Total government 4.0 3.7 6 . .4

Foreign investors -. Z -. 2 -- -. 2 --

Residual:Individuals and others 6.6 5.9 1.4 3.9 -. 5 1.1 .7

Total fund supplied 49.2 43.7 24.1 12.4 3.1 4.0 S.S

SBased on Bankers Trust Company. investmentt Outlook for 1969". except for U.S. Government bonds and notes and
Federal agency securities; excludes term loans and foreign securities.

*- Based on result of Investment Bankers Association questionnaire.
*** Based on U.S. Treasury Department. Treasury Bulletin, "Treasury Survey of OwnersMp"; comprises issues offered

during the period with maturities of two years or more.
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Table 0

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 dollar*)
U.S. Gov't Federal Total

Mortgages Corporate bonds and agency taxable Municipel Total
bonds notes securities issues bonds

Savings institutions
Life insurance companies 9.2 4.9 .-- 14.1 . 8 14.9
Private noninsu ed pension funds .3 1.9 .1 .2 .5 .3 2.8
State and local government

retirement funds 1.4 2.8 -- .1 4.3 1.1 5.4
Fire and casualty insurance

companies .4 .9 .1 .1 1.5 .8 2.3
Savings and loan associations 20.7 -- .2 .1 21.0 .1 21.1
Mutual savings banks 7.6 .9 .1 .3 8.9 .1 9.0
Credit unions .2 .-- -- .. 2 -- .2
Investment companies -- .4 .4 -- .4

Total savings institutions 39.8 11.8 .5 .8 52.9 3.256
Business
Business corporations .3 -- .1 .2 .6 -- .6
Commercial banks 12.1 .1 2.9 1.7 16.8 4.7 21.5

Total business 12.4 .1 3.0 1.9 17.4 4.7 22.1

Government
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 .1 .2 5.3 .2 5.5

Foreign investors -- . I .-- . I -- . I

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

* For each instrument represents not change in holdings of each investor group plus estimated retirements and
raft-On gs; data for U.S. C eru and agency securities are for issues offerd during the period with maturities
of two years or more, data for mndpnl bonds are for new issues of I year or more to maturity.
Based on results of Investment Banker Association questionnaire.
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TableR

MARQaNAL TAX RATES PAID BY LONG-TERM LENDERS IN U.S. CREDIT MARKETS

- With and Without Municipal Bonds an Taxable -

(Amounts in billions of dollars)

Gross Gross
taxable taxable

muncipsl long-term
Gross Gross bonds funds

taxable tax-exempt supplied supplied
long-term municipal (if only of only

funds bonds taxable taxable
Marzinl supplied, supplied. municipal u~nia

tax average average bond, are boub. are
Funds supplied by rate 195-68 1568 utemd) issed)

Savings institutions
Lie insurance companies 20 14.8 2 .8 14.9
Private noninsured pension funds 0 3.0 -- .3 z.8
Staze and local governent

retirement funds 0 4.8 .2 1.1 5.4
Fire and casualty insurance

companies 48 .9 1.5 .8 2.3
Savings and loan associations 20 21.1 -- .1 21.1
Mutual savings banks 20 8.9 -- .1 9.0
Credit unions 0 .2 .... .2
Investment companies - open end 0 .4 .... .4

Total savings instiuons 54.1 1.9 3.-"2

Business
Business corporations 48 .6 ..... 6
Commercial banks 48 15.5 7.9 4.7 21.5

Total business 16.1 7.9 4.7 22.1

Government
Federal agencies 0 3.9 -- -- 3.9
State and ocal governments 0 1.4 .z .2 1.6

Total government 5.3 .Z .2 S.S

Foreign investors .1 .1

Rsid aal: Lnd&vidaals and others
Taxabl, debt securities and mortgages 28.5 8.8 2.6 9.1
Dividends 36.7
Municipal bonds. tax-enmpl 42.3 3.3

Total funds supplied 84.4 13.3 10.7 9z.9

Marginml 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)

- Investment Bankers Association Questionnaire. August 1969 -

Number anticipating
Rise (basis points)

Total
responses

Savings institutions
Life insurance companies
Private noninsured pension funds
State and local government

retirement funds
Fire and casualty insurance

companies
Savings and loan associations
Mutual savings banks

Total

59
49

19

45
16
31

219

Stay
the

Decline same
3 Mm

3
1

3

2
I
t

iT

Less
than

Total 50

150
50- 100- or
99 149 more

15 41 17 21 3
2 46 7 24 9

3 13 8

5
5
3

MY

38
10
27

175

7
4

14
5"7

co

40
0

a

-- 29
6 80

3 1 1 23

16
1
8

11
2
5

31

4
3
0

14

76
26
39
65

Commercial banks

All institutions
Investment advisers

to individuals

Total

Persentage distribution

56

275

54

-- -- 56 5 24 11 16 92

11 33 231 62 97 42 30 70

1 3 5o 6 25 13 6 83

329 12 36 281 68 122 55 36 72

100.0 3.6 10.9 85.4 20.7 37.1 16.7 10.9

* Median.

Average
cbange

anticipated*
(basis
Points)

-.0Jp



Table J

MARGINAL TAX RATE 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

Corporate bonds 12.4 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 23.7
Policy loans 1.0 23.7
Other short-term funds 19.8 48.0

Total short-term funds 30. 8

U.S. Government and agency securities
U.S. Government securities, publicly.held 1.4 --

Federal agency net borrowing, publicly-held 4. 2 --

U. S. Government and agency securities, publicly-held _ --

Total funds 85.3 32.0

10
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APMUMX A
Additional Comet on Limited Tax Preference

(Minim Individual Income Tax)
Treatment of Tax-Exempt Interest

In the arittmetic used in discussions of tax reform there Is generally

a failure to consider one major point. This point is that a substantial ,

price bas been paid by the investor for tax exemption in the form of acceptance

of a leader interest rate.

(1) One way to -look at this is in terms of cpitalising it in price.

The following table show this by indicating the value of 25-year bonds with

a caupon based on the level of the tax-exempt market at a yield based on the"

corporate makt. The relation between yields in the two markets is computed

at 70%, the approximate level 'Ji*Wbas held over a number of years. Gived

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

miniu. tax plan overlooks this

Tax Lxmpt Corporate load Dollar Price at price Paid for
,.. TYsldM Coreate Yield

5 k% @ 7 % 74.76 25.24
4.90's 0 7 % 75.37 24.63
4.20's 0 6 % 76.84 23.16
3 's 0 5 % 78.72 21.28
3.15's 0 4 4% 79.06 20.14

*It is assumed that the investor paid 100 for the tax-exempt bonds in each
case.

factor. The inclusion of percent depletion in oil and other minerals Is "in

excess of capital investment". squal treatment for tax-exempt ilome vOnld

require consideration of the price paid for It as above.

(2) One of the questions Congressman Byrn" posed to witnesses during the

House Ways and Means Comttee hearings was "doesn't the Individual taxpayer

get mch more out of the tax exemption than the borrowing municipalityl" 0e

of the answers given his at the time was that the investor has to estimate vhat

his advantage will Ib because be cannot know his prospective tax bracket 10v

20, 30 years hence (and in the Intervening years). Thus he needs a margin

solely to assure that he will come out even.
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Computations of relative advantage must make some assumption u to future

tax rates and income brackets, and usually assume a continuance of the present

situation. Those which f9llo make this assumption. Statements of the most

extreme cases of tax sheltered income are based on instances where adjusted

gross :icd is large, but no tax is paid. Tax-exempt interest on municipal

bonds is not included in these instances, because it to not a part of adjusted

gross income. Because the minima. tax is designed to reach such parsons, and

because sone of them may also have tax-exempt interest income, *we have prepared

some example to show (1) relative benefit to the taxpayer and to the borrowing

municipality in such instances and (2) the impact of the proposed manimam tax.

A later exuple shows this comparison for a taxpayer with at least 0200,000

of tgakil Uocome.

Each e** le shows the alternative result if, instead of an investment in

tax-exempt bonds, the individual had purchased taxable bonds and was paying

annual incqme 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 'w:q

used are those for joint husband and wife returns. The surtax is not included

as It seem inappropriate to apply this temporary measure over the life of a

long-tar bond. In computing the impact of the minima. tax it to assuv d that

%. x-a :pt bond interest amounts to only about a quarter of total incorm. This

i., in line with investment proportions'recemiended by professional investment

advisers, and, very few investors have a much larger concentration in tax-exempt

'..:ds.

In ;the: frst example (Exhibit 4) $50,000 tax-exempt interest income 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 872,400

in taxable Income (A X $50,000). The tax on $71,400 would be $28,490 (an average
70

rate of 40%), and there would remain 842,910 after tax. By having tax-exempt

income the tpayer has benefited $7,090 (850,000 - 842,910). The borrowing

municipality - assuming for simplicity that only one is 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 taxable bonds. If the minimum tax as proposed

were applied to the $50,000 tax-exempt income and It became taxable at a much

as a 30% rate, the $15,000 tax would wipe out the taxpayer's benefit in having

bought tax-exempts, and in fact he would be penalized $7,910 net.

Three other examples with larger amounts of tax-exempt income are shown in

Exhibits 4, 5 and 6. Those computations are based on approximate relationships,

but they do help to answer the question of who gets the larger benefit from tax

exemption, the borrowing municipality or the investor. It to not until we get

to a holding of tax-exempts producing 0200,000 of tax-exempt income that a tax-

payer's advantage begins to equal the advantage to the municipality. Seven with

holdings producing one-quarter of a million dollars of tax-exempt Incoe the

advantage to the taxpayer is only nominally more than the advantage to the mun-

icipality°

Interestingly enough, when the minimum tax proposal is applied it would

wipe out the taxpayer's benefit in the first two examples and would take away

moet of his advantage in the lst two. The maximum advantage of tax-empt

interest to the individual taxpayer occurs when it is on top of at least $200,000

of tgnJj income. Exhibit 0 shows how this works out. here the taxpayer does

gain more than the munioipality, but only one-third more. If it applied, the

minimum tax would leave him soma benefit, but les than 40%; it would probably

ga apply because of the large amount of Income presently taxable.

What do these figures say about the minimum tax idea? They seem to say that

it would have no impact where the advantage to the taxpayer is greatest (Exhibit 8)

and that its impact on present non-taxpayers (Exhibits 4-7) would be so severe,

as to reflect not eggji., but a kind of retaliation. A fuller realization of

this would further alienate individual investors, who would doubtless diminish

their purchases of tax-exempt bonds, with the resulting adverse effect on the

municipal market stressed in our previous testimony. Lo al movement borrowing

would then cost more, and the ultimate burden would fall on local taxpayers.
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MnT l =I amTAX= ImST
Impat of Liate*d Tax Preference

(Minimum Tax)

#50,000 from Tax-Ixempts

SWI X $ * 71.400 Alternativ. Taxable Income

Tax on $71,400 - #20,490 -40

$71,400

J12f After Tax

Diattibution of, Bemefit:

Huloipalty 071,400 - $500000 a $21,400
Taxpayer 50,000- 42.,910 =

* ** * *

Should the $50,000 tax-exempt income become taxable at u mch

as 30% L.. $159000a the taxpayer's benefit would be wiped out

and he would be penalised $7,910 net.
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Impact of United Tox l~firences

cMIRIMU Tax)

$125,000 from Tax-fxepts

$125H X 10 *170,500 Alternative Taxable Income

Tax on $170500 a $82,560 * 46,

4170,500

S91 After Tax

Distribution of benefits

Kuniipality #170.500 - $125000 a *53,500
Taxpayer $125,000 - 95,940 "

A 301 minimm tax on 0125,00 a $37g500, wnre than wiping out

taxpayer's gan of #29,060. - (Zn this case 35% minimum tax to

possible, which would be $43,750.)
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BSHBnT FR TAX.UXn T zm'IST
Itoyact of Limited Tax Preferences

(Miniuu Tax)

$200,000 from Tax-gxenpts

$200I X JAQ m $205,700 Alternative Taxable Incom
70

Tax on $205,700 = $170,970 m 607

$235,700

$114,730 After Tax

Distribution of Benefit:

Municipality 4205700 - $200,000 a 05,700
Taxpayer $200,000 - $114,730 a SC _JO

inimum tax of 30% on $200,000 ,$6 0,000 - takes moat of

taxpayer's advantaSe. At 357., which is likely, it would be

$70,000.
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= =INIT 1n TM-M4T IN TBWS
Impact of Limited Tax Preferences

(Hinimm Tax)

$250,000 from Tax-Exespts

250M X M00 n $357,100 Alteruative Taxable Income
70

Tax on $357,100 a 4220,950 a 627.

$357,100

$136,150 After Tax

Distribution of Benefit:

Municipality $357,100 - $250,000 a $107p100
Taxpayer $250,000 - $136,150 w $113,050

Minimum tax of 35% on $250,000 * $87,500, which would take

most of taxpayers advantage.
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n!act of Limited Tax Preference

(Minims Tax)

Ors Income Includes over 0200,000 Taxablak

*70,000 Tax-Exempt Income

*100,000 Alternative Taxable Income

Tax on *100,000 a *70,000 - - *30,000 After Tax

Distribution of Benefit:

Municipality *100,000 - *70.000 a 030,000
'Taxpayer * 70,000 $30,000 w $0,0

A 35% taxc on *70,000 w *24,500 which would leave some 39% of the

,taxpayer advanta&3e

But here the mini=u tax would probably not apply because of

larger amount of income presently taxable,
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APPENDIX B

Additional Comment on Proposal 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 iuact than the miniuu income tax. 1 ) Investment in municipal bonds

by Individuals would be made less attractive, and more individuals would find

in this another reason to shift their investment program even more heavily

toward the como stock area. This would risk a drastic reduction in the

support for State and local financing supplied by individual investors, partic-

ularly during periods when buying by banks is reduced owing to credit restraint

such as that now being applied by the Federal Reserve System. Furthermore,

institutional Inveators might well anticipate a growing risk that the principle

of allocation would in tim be applied to them, to the detriment of their progress

for investment in tax-exempts. Accordingly, we believe that this allocation

proposal would also have a 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 well as on individual Investmnt in the municipal market, risking major hard-

ships in both of these areas In return for an uncertain minor gain in tax equity.

With current revenue needs of State and local governments at an all-time

high, it would be unfortunate to downgrade in any way the present 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 gap between the taxing

power of the Federal government on the one hand and that of State and local

(1) Attached ave some computations (Exhibits I, 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, In
each case tax-exempt interest is assumed at % of total income Including taxable
income, It is assumed that there are no other eluded items in order to high-
light the Impact on tax-exempt interest, It will be noted that the impact 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 problem 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 forbid the deduction oi interest on loans to purchase or carry an invest-

ment in tax-exempt securities. Similarly disallowd are expenditures for invest-

ment management, or for custody or safe deposit box facilities insofar as they

are incurred in the production of tax-exempt income.

Nk
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EXHIBIT 1

EFECT OF AUMAON OF DEDTIONS

$60,000 Taxable Income - before Deductions

$20p000 Tax-exempt Interest

A. $10,000 Deductions

Subject to LU T&
$60,000 - $10,000 $50,000

$60000 - ($2000 X $1oooo) = $52,500
$80,000 )

$20,000 Exempt Interest effectively reduced to $13,735 -
57. rate reduced to 4.607.
4 7. 4.227.
4% 3.757.

. $20,000 Deductions

$60,000 - $20,000

$60,000 - ($60 000 X $20,000)

$40,000

45,000

(Joint Return)
$17,060

10.325
4$ 1,265

$12,140

14560
42,420

$20,000 Exempt Interest effectively reduced to $17,530 -
57. rate reduced to 4.397.
4%7. 3.95%
47. 3.517.

Note referring to A. above: Using the method of computing benefits to borrower

and taxpayer used in the attached discussion of the minimum income tax, benefit

to the borrowerr was $C,570.00 and to the taxpayer ias $6,880.00. Allocation of

deductions vould reduce the taxpayer benefit by $1,265.00 to $5,615.00.
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$150,000 Temxble Incom - before Deductions

$50,000 Tax-exempt Interest

As $15,000 Deductions

'Subilo¢t to Ia Tax WARin 82tur)
*150,000 - $15,000 -1359000 467olO0

$150,O00 - (4150 000 X $15,000) 138,750 69,50

$50,000 Exempt Interest effectively reduced to 47,600 -
5% rate reduced to 4.76.
44.27%
4% 3.30

*60,000 Deductions

$150,000 - $60,000 - * 90,000 *39,180

$150,000 (0150 000 X *60,000) 105,000
() 44 9,100

*50,000 Exempt Interest effectively reduced to $40,900
5% rate reduced to 4.09
A% 3.67
4%. 3.27/
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IMM 9! AMM 021 DXBMoM

#300,000 Taxable Income - before Deductions

$100,000 Taxoexeupt Interest

. $30,000 Deductions

jubject to ja
$3009000 - #30,000 ,$270000

$300.000 - (0300.000 1 $30.000), #277.500

$100,000 Exempt Interest effectively reduced

5% rate reduced to

4%

$100,000 Deductions

#300,000 - $100,000 $ *200v=oo

$3009000 - #$QA 100,000)s4225,000

$100,000 Exempt Interest effectively reduced
5% rate reduced to
4%
41

Tax Chian a,,urn$159090

S4 5,250

to $94,750 "
4.73%'
4.26%
3.79%

$100,980

to $02,500 -
4,131
3.71%
3.30%

Note referring to D. above: Using the nethod of coputin8 benefits to borrower

and taxpayer used In the attached discussion of the minimum Incom tax, benefit

to the borrower was $43,000.00 and to the taxpayer was $57,100.00. Allocation

of deductions would reduce the taxpayer benefit by $17,500.00 to #39j600.00.
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Municipal Bonds - Table I

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 III and IV represent investments made in the past five years.

In I and III the full Investment of 41,000,000 was made at the beginning 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 Worth (marlet 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 bonds. It is based on a rounded

Bond Buyer 20 bond average for the first of each year. Column C is the total

interest received per bond at the appropriate wexon rate.

There is no tax on the interest income because municipal bonds are tax-

exempt as to interest Income, 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.

Assuming other capital gaius, these capital losses would act to offset the capi-

tal gains. In a sense, there would be a tax credit at the sm tax rate of 25%.

to be subtracted from any taxes on capital gaLns, and this would reduce the capL-

tal loss on municipals.

Column P is Net Profit (+) or Loss (-) and is calculated by summing Colums

C and D.
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Corporate Bonds - Table II

This table is similar in many respects to Table I* It was sued that the

following bonds were purchased:

1. 1950 A" Philadelphia Electric# 4 3/8's Issued: Dec. '58; Due: 1986
2. 1959 As Conn. Light & Power, 4 7/8's Issued: Jan. '60; Due: 1990
3. 1960 Aa Georgia Power, 4 7/8's Issued: Nov, '60; Due: 1990
4. 1961 Aa .Comonwealth Edison, 4 3/4's Issued: Dec. '61; Due: 2011
5. 1962 A" Ches. & Pot. Tel., 4 3/0's Issued: Jan. '63; Due: 2002
6. 1963 A New England Power. 4 1/2's Issued: Nov, '63; Due: 1993
7. 1964 Aa Texas Electric Service.4 1/2's Issued: Feb. '65; Due: 1995
W. 1965 Au Dallas Power 6Lightp 4 7/8's Issued: Jan. '66; Due: 1996
9. 1966 Au American Tel. & Tl., 5 1/2's Issued: Jan. '67; Due: 1997

10. 1967 Aa Central Power & Lght, 6 5/0's Issued: Jan. '60; Due: 1990

For I, 01,000,000 was invested in the Au Philadelphia Electric bond; for UI,

*100,000 was invested yearly in successive bonds (bonds nse. 1-10); for II,

$1,000,000 was invested in the a New England Power bond; for IV, 0200,000 was

invested yearly in five successive bonds (bonds nose. 6-10).

Column A through D are similar to the columns in Municipal Bonds, Table 1.

Column S is the income taxes payable annually on the dividend Income. The tax

rate was assumed to be a constant 501 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.

Column P is the Het Profit (+) or Loss (-) and is calculated by adding

Colum C and D and subtracting Column E,

Standard & Poor's Average of 500 Common Stocks - Table III

The same investment procedures were used here, again for-the 10- and

5-year period. Prices were based on Standard & Poor's indices for 500 comon

stocks, while dividends represent the Standard & Poor's average yearly divi-

dend for this same group of stocks.

Column 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 01,M0,000. Column C is calculated at the highest tax
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rates 25% of gross profit for long-term capital Min. Colum D is the

additional 7.5% surtax necessary because the capital gains were realized

in 1960.

Colum 9 is cash dividends. The dividends paid varied each year a did the

number of shares owned. The total dividend income (dividends per share times the

number of shares owned) is shown for each year.

Column F is yearly income taxes paid on dividend- icous. As in Table Up
4

the rate was assumd to be constant at 50.

Column P is Hot Profit (+) or Loss (-) and is figured by adding Columns

B and K and subtracting Colums C, Do and F from this total.

Five Growth Stocks - Table IV

The saw methodoloy wau used here a that applied in Table III& only

equal investments were made in five growth stocks: Xerox. Kodak* IBM# Avon#

and Polaroid.
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APPMMZK C
HMICIPAL BOIS

I. Investing$1,000,000

at one tim
Dec. 31, 196C

II. Investing
$100,000
each year
1959-196

'ELCia

III. Investinag
$1000,000
at am time
Dec. 31, 1963

IV. Imsting

each year
1964-196D

A

Total Capital Worth
(as of 12131/681

$790,000

1959
1960
1961
1962
1963
1964
1965
1966
1967
1968
Total

1964
1965
1966
1967
1960
Total

3 C

Copoun Total interest
.ML -- Sarud

3.40Z

3.401
3.75
3.40
3.37
3.00
3.25
3,10
3.50
3.75
4.40

3.25%

79.000
80,000
81,000
82,000
83,000
84.000
85.000
6,9000

87"000

$160,000
1709000
172,000
1749000
176.000

$60.000

D

Tax Credit

$340,000 -#2109000 capital loss
+ LA2.00 tax credit
- 157,500 net loss

34,000
33,750
27,200
23,500
13,000
16,250
12,400
10.500
7,500
4r400

Total fym

-$165,000
4 41 250
- Im., 750O

$325,000 '$160,000
+ 120,00
- 120.000'

3.251 $ 32,500
3.10 24,300
3.50 21,000
3.75 15,000
4.40 88.000

Total $1029100

-$140,000
+ 35,000

capital loss
tax credit
not loss

capital loss
taz credit
met lose

capital los
tax credit
net lose

P - C+ D

met profit (+)
or 41,5 (-I

44182,500

49 63,750

40205,000

-$ 2,900

v



Ten Years

I. 3nest13$1,000,000
at one time
D c. 31, 298

II. Za~esti.ni
$100,000
each year
L"94,968

I-'

Five Years

41L,000,O00
at one time
Dec. 31, 2963

IT. Investing
$200,000
each year"
196-Z

TAB L nI

COPORATE BONDS

A

Total Cavital Worth
(on of i2/33/68)

*737,500

1959
3.960
1961
1962
1963

965
31966
1967
1968

Total

29611
196,5
2966
2967
2968

Total.

$ 73,750
78,030
76,800
69,.56
69,979
70,338
69,558
74,293

$703,380

$1120,676
139,16
248,586
162,008
188 90

B C

Coupon Total Interest
Rate earned

41.375% $137v500

4.375%
4.875
4.875
1.75
1.375
4.5
4.5
4.875
5.5
6.625

$ 43,750
13s875
39,0OO
33,250
25,950
22,#500
18,000
111,625
11,000

$ 25,a7

41.5% $225,000

4.5% $11,000
.5; 36,000

4.875 29,250
5.5 22,000
6.625 23,M

Total $15,500

D

Tax Credit

-$262,500

-212,6u6
*60.660

E
50%

Income Tax
on Interest

capital loss
tax credit
net loss

ciaiital loss
tax credit
n t loss

4296,620 capital loss
+ 74.3-55 tax credit
•-2M2,465 not loss

-$220,712 Cpital loss
.178 tax-credit

- 55., net Ioss

P-C.D-E

Net Profit ()
or Loss (-)

$218,750 +$21, 875

1959
1960
1961
1962
1963
196 1
19065
1966
1967
1968

Total

S 21,875
21*938
19,500
16.625
12,975
11,250

9,000
7,313
5,s5007313

4F129*288

-$52,6914

$112,500 -109,965

1964
965

1966
1967
1968

Total

$ 22,50018,000
111,625
11,000
,6.625;

T1-750

-$ 92,784

aI.



ton Years

at one time
Doc-. 31, 19M

I-s

32o Investing$100,000
each year
395P-1968

R m
STJLANqgDARD & PO ORS AVERAGE OF' 50 STOCKS

A
Total Cmaital
Worth (as of22/31/68)-

B

0roes
Profit

C
25%

C"Aital
jh m

D
1968

Surtax
(7.5%)

E

Cash
Dividends

$1,881,200 $881,200 $220,300 $16,523 1959
1960
1961
1962
1963
1964
1965
31966
1967
1968

Total

$1,660,375 $60,375 *15,09 $ 8,632 1959
1960
1961
1962
3963
1966
1965
1966
1967
1968

Total

F

Inom Tax
on Dividends-

* 32,602 1.6,3oi
35,318 17,659
35,681 7,81 L1
37,673 18,837
40,028 20,Ol.g
43,650 21,825
h67816 23,908
51,38 25,719
52,706 26,353
54,517 To-t g a

*4l49Total $215VU

$ 3,260
6,788

10,2a8
13,728
18,089
22,93828,2163
33,655
37,90342,324

*216.9976

$ 1,630
3,396
5,12.6
6,864
9,o1.15

n.4,69
16 ,122
16,728
1,952
21,162

#1C*.90

P - B-C-D+E-P

Net Profit (+)
or Los, (-)

4860,090

4U465,135



Fl. L"

mmatiu"

at:m Um
Dec- 31s 1W3

IF. Iwveatin
$2=two0
a*& yoau

29Gs-968

TANX III (cot.)

STAMM & PO ,S AVMGE C' 500 STOCKS

A
Total Capital
Worth (as of

2 /31/68)

D

Ora"Pofitca

c
25%

Capital
Gains Tax-

D
968

Surtax
(7*5%)

3

Dividwode

*la138h 13 *3815,.3 W96208 *7,20 1961.
196
3966
1967
196
Tota

ft#22*#666 V*20666 *55,1267 $Ias338 19645
1965

1907
2966

Total

F50%
Toom. Tax

$ 32,125 $6935,191 17,596
37,85? 18,929
38,793 19,397
40 2 20 062

Total *92#07

13,269
20,1.2

28,169

$3,2336,635
10,210
115,85

Total f-T-

P - B-C-D&'-F

Net profit()
or Z, o (-
$33,1.57

4233,189

w-
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Ten Years

I. Imesting$1,000,00O
at one time
D C. 31, 198

($200,000 Kodak
In each IMr
stock) Avon

Polaroid

TAV V 0

Fin3 GOaM

A
Total capital
Worth (as of

12/31168)

$12,000,000
973#309

1,016,1902,822,19k
1,887,093

Total

9

Grown
Profit

$11,80000
773,309
816,190

29622,1941 .687.0o93
R1706915v7f6

C
25%

capital
Gains Tax

D
1968

Surtax

*kZ&2k,697 $331,852

z

Cash
Dividend

199
2960
1961
1962
1L%3
X964
L"65
3.966
1967
196

Total

- $ 2,8"kt- 17,200
19,903
25,016- 3&a,037

62,459
81,093

- .O/,087
22.2)9o4

4P27,998

Ina"r Tax
on Dividends

$ 6A37
8,600

22,508
17,019
23,704
31,230
h0,57

61.952
Total V v9

P w 3-OC-ID+"

not Profit ()
or Los0e2) I

Aa.3,2O,,2*

U1. Investin-
$100,000
each year
1,959-1968

2,86,160
476,836
538,335
877,316
907,686

Total

$ 2,6k6,160
276,836
338,335
677,31.6
707.686

SI,61, 583 $87,9 1959

1962
1963
L96h
196
1w6
1967
1968

Total

$ 1,26&2,771

8,086
6,012
9,394

24:,007

26,216
34,161
4o620

$ 632
1,386

4,697

9,860
13,108
17,081
20.310Total V 79s,27

I-'

($20,000
each year
in each
stock)

zero.
gZeak
I19'
Avon
Polaroid

4* 3,76,,75



live Years

in.esting$1,000,000
at one time
Dec. 31, 1963

($2w0,ooo
in each
stock)

N1

Xerox
Kodak
IBM
Avon
Polaroid

T IV (cont.)

FIVE GROWTH STOCKS

A
Total Capital
Worth (as of

12/31/68)

$ 630,588
503,4h8
477,273

1314,286
Total

B

Gross
Profit

$ 430,588
303,488
277,273
362,,
914. 286

V09039

C
25%

Capital
Gains Tax

D
Stsurtax

E

Cash
Dividends

$572,510 $42,938 1964 - $11,288
1965 - l14 730
1966 - 18,082
1967 - 21,9041
1968- 2

Total $9102 Wi

F
50%

Income Tax
on Dividends

$ 5s64417,365
9,011

10,952
12.640

IV. Investing
$200,000
each year
19ft-1968

377,076
318,13A
377,685
376,017
603,720

Total

$ 177,076
118,1334
177,685
176,047

192870

$263,166 $19,737 1961
1965
1,966
1967
1968

Total

$ 2,258

5,50
12,83
1641511

$1,129
2,753

,407
6,1107
8,227

To0tal M90

Net Profit )

-41,720,233

($40,000
each year
In each
stock)

Xerox
Kodak
IM
Avon
Polaroid

4$ 792,68

Nr
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I. INTRODUCTION: SUMMARY

My name is Northcutt Ely. I am 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 Association speaks for about 1, 400 local

publicly owned electric systems in 47 States. I am 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 testify on H. R. 13270 as passed by the House of

Representatives August 7, 1969. I 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 Raid by States and local governments to their creditors

who are individuals -. but not, in the present bill, corporate creditors. If a

taxpayer receives more 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

be paid by any taxpayer who does not own municipal bonds,would deny him a

.. |.
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portion 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 than 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 authorize 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 the 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 and charges, such as

water, power, and, in some cases, sewerage. Thit 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.

-2-
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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 all essential local facilities for

many years, until such time as the Supreme Court resolves these doubts. The

constitutional issue is discussed in our annexed brief.

We are against Sections 601 and 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 debts, 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 intergovernmental relations. This, more than the federal tax rev-

enue involved, is the significance. of this bill's demoralization of municipal

credit, and its substitution of federal liability for the support of activities

that are essential 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 already had on the borrowing power of local governments

is readily documented.

The House Ways and Means Committee published the Johnson Adminis-

trations tax reform proposals on February 5, 1969, and suggestions contained

-3-
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in those proposals threw the municipal bond market into a serious decline. If

two days before that day a bank .- note that I say bank, not individuall -- had

bought $1, 000, 000 of the high-grade corporate bonds csmposing 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 highgrade 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 I percent,

to make it possible to market new corporate bonds of like quality. But the yield

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, during the consideration of this bill during that period, is a Lair measure

of the market's appraisal of the effect of this pending legislation on ihe tax

exemption of municipal bonds. Cost of money to municipals rose two and a

half times as much (146 basis points) as cost of money to corporations on their

bonds (57 basis points).

September 4.was selected for analysis because it was on that day that

Secretary of the Treasury Kennedy testified before this Committee and recom-

mended against application of the Limitation on Tax Preferences to municipal

bonds. Since that date the municipal bond market has shown a marked improve-

ment while the corporate market has further deteriorated. The corporate port.

S4
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folio has dropped another $11,800 in value. The corporate yield 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 statement opposing the

inclusion of municipal bond interest in L. T. P., with a resultant drop in yield

of 12 basis points to 6. 25. These figures indicate like the sensitivity of

municipal financing to the ebb and, flow of threats of federal taxation, and the

continuing depression in the municipal bond market occasioned by the overall

impact of this bill.

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 last two years. The reason

is obvious: The domino effect. The market has recognized that if this bilf be-

comes law, no buyer of municipal bonds hereafter will be purchasing 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 contract 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 price, 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

-5-
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exempt under then existing federal statutes. It has been conservatively esti-

mated that the debt service they would have to pay on an average 20-year bond

issue would be increased, if this bill became law, by more than $220 million

annually, or by more than $4.4 billion 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 municipalities, as a group, must sell bonds every year, not Just one

year, and do so in increasing amounts to maintain essential services to an ex-

panding population. The true consequences of this bill in cost of money to States

and local agencies is not Just $4.4 billion, but an indefinitely large multiple of

the costs attributable to the bond offerings 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 value of property donated

to charity, excess depreciation, excess farm losses -- with no value at all as-

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 preferences. It is almost certain that the wrong house is being

burned down.

Aft-
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III. CONSTRAINTS ON TAX-EXEMPT FINANCING OF ESSENTIAL
PUBLIC SERVICES RESULT IN PERMANENT INFLATION OF
THE COST OF THESE SERVICESs 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 of

the population, without consequences too obvious and too serious to require

argument. Indeed, such construction, and the issuance of bonds to finance it,

ought to expand at a rate greater than the rate of population growth, if the

standard of living in the underdeveloped segments, the ghettos, of our

environment is to be improved.

Consequently, state and local governments must go; to market to

finance their public works whether they want to or not; they cannot wait

indefinitely for the market to improve. High interest costs, that is, costs

of money inflated by ,he loss of tax exemption, result inevitably in the

inflation of the costs oZ essential public services fdr the whole life of the

bond issue. 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 million instead if the bond interest is

taxable, or if the market, rightly 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 regressive

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

-6-
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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 of revenue.

The ratio of investment to 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 percent, may require an increase 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 borrowing is reflected directly in the cost of essential

public services which the citizen has no option to forego, and thus fills most

heavily on those of its citizens least able to bear it. The inflation of costs of

living thereby occasioned is near-permanent, coming 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 fortunate municipalities which are able to sell

their bonds, at a price, even if they lose their exemption in whole or in

part. The interest rates they must pay will 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 scheme was made public early this year. But some public agencies,

if forced to issue taxable securities, would find them unsalable. at any

acceptable price. For example, who is going to buy a taxable bond of an

obscure small school district or small town municipal power system, in com-

petition with the corporate bond of a large company, perhaps a debt convertible

into equity, except at a price greatly in excess of the corporate rate? Indeed,

experts say that many of the annual issues that small public bodies customarily

offer will be unsalable, at any price if they are made taxable.

-7-
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IV. THE BILL'S PROPOSED TRANSFER TO THE FEDERAL
TAXPAYER OF THE CONSEQUENCES OF THE DESTRUCTION
OF LOCAL CREDIT S BAD PUBLIC POLICY.

The bill proposes a cure for the injury it does to municipal credit, in

Section 601 and 602. The cure is worse, it 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 the-d ifference in yield between

taxable and non-taxable municipal bonds, fixed as a percentage of yield, within

a stated range, the determination to be made by the Secretary of the Treasury.

The report of the House Committee on Way.s and 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 %his idea. In ascending order of

importance, they are these:

(1) The "fixed percentage" of the yield constituting 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 limit of the. new taxable yield?

The corporate rate ? A small drainage district will have to pay more than

that, if its bonds become taxable, for no one will buy them in competition

with bonds of, say, U.S. Steel. What is the lower limit, to be subtracted

from the upper limit to arrive at the spread which is to be offset by subsidy?

Supposedly it is the rate payable on tax-exempts, but whose? Manifestly a

subsidy required to make salable top-grade taxable municipals, or even

-8 4
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one determined by the average yield of all municipals, calculated as a

percentage of the spread between taxable and non-taxable yields, will

not be enough to enable the poor and small sisters to sell taxable bonds.

(2) The federal government must raise the money to pay several

thousand municipalities many millions of subsidies each year. This

federal obligation will continue for the life of the bond issue, a period to

be determined by the local government. The 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 securffes. Second, the municipality's taxable bond is expected, by 4

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 consequent increase in burdens on the federal taxpayer, without

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

billions were added each year to the long-term 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 year, and the capacity of their sponsors

to pay for them. Local decisions, now policed by the marketplace, would

become national decisions, 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 Part Ilof this statement, has been

and will be to impair the power of States and municipalities to borrow money,

and to increase the cost to local governments of the money that they succeed

in borrowing.

It does so in two ways.

The limitation on tax preferences directly subjects to federal taxation

the interest paid by local governments on their obligations.

The allocation of taxpayers' deductions burdens the municipality's

borrowing power in a more subtle, but equally effective way. The effect is

that a taxpayer who owns no municipal 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 all of that interest, but only a portion of

it corresponding to the ratio between taxable 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 $205 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 the extent that it does, it constitutes an added

cost to municipalities which issue tax-exempt bonds, because the bond buyer

capitalizes his expectation of taxation and adds that to the yield requIred to

induce him to buy in competition with other 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 instrumentalities to borrow money, and consequently repugnant to

the Constitution" (Pollack v. Farmers' Loan and Trust Co., on rehearing,

158 U.S. 601, 630 (1895)). The argument is spelled out in the annexed brief.

So tested, both the limitation on tax preferences and the allocation of

deductions, as applied to municipal bonds, are, inmy opinion unconstitutional.

Secretary Kentiedy agrees that there are "constitutional doubts" as to the

-II.
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former, but not the latter. It will take years of litigation, much of it outside

the control 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

will be chaotic. The issues sold during this period will have to pay 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.

- lZ -
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vi. CbNCLUSION

To the extent that local governments can and will carry 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 threat 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

cause and this effect, and compels both. We vehemently disagree.

The Nation gets no beneft from disabling 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 the State's borrowing power.

The Federal Treasury and-the federal taxpayer suffer from the

erosion of intergovernmental tax immunities, whether Federal or State.

This is not tax reform.

Attachments:

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

so indirectly.

Limitation on Tax Preference (LTP)

Section 301 establishes a limit on tax preferences (LTP) which will apply

to five items of income (infra). The House Committee Report!/ explains the

scheme as follows:A/

"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). "/

1/ Report 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/ Id., pp. 78-79.

3/ Id., p. 79.
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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:

"(I) 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, two-
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 computed 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-

standing bond issues, not merely to new ones.

-2 -
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The Report states the revenue effect of the Limitations on Tax Prefer-

ences as follows:!

"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
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 apportioned 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 exempt interest on bonds issued after July 12,

1969. Under a transition rule one-tenth of such interest would be taken into

account for allocation purposes in the first year, two-tenths in the second, and

so on, "until 100 percent of the interest on tax exempt bonds issued after

July 12, 1969, would be recognized for allocation. ,4. Note that, unlike the

limitation on tax preference (Sec. 301), which applies to past as well as future

bond issues, the required allocation of deductions (Sec. 302) applies only to

new issues after July 12, 1969.

4/ Id., p. 80.

4a/ Id., p. 8 3 . 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 . . . ,1

"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 amoalnts 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) ....-- 61

.. . The bill essentially requires allocation of any itemized deduc-
tion where it is reasonable to assume that a portion of the pertinent
expense is met out of nontaxable income. ... ,7

The coordination between the limitation on tax preferences (Sec. 301)

and the required allocation of deductions (Sec. 302) is explained as follows:

"Under 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

SI Id., p. 80.

6I ld., p. 61.

7/ Id., p. 81.
-4-
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income), and (2) he then is! to allocate deductions between gross in-
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 tho 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. For simplicity, this example omits the ef.
fect of the $10,000 floor.!/

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 against gross income in calculating his

taxable income if he received no interest 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 investment 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 additional revenue will be
collected from taxpayers with adjusted gross income of $20. 000 or
more. 1,0V

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 disparity' between these figures and the much more modest amounts of

8 Id., p. 83.

91 Id., p. 83.

1I1 Id. p. 83.
-5-
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revenue .expected from application of tax preference alone, $40 million to

U1/$85 million. 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. 301o 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 clear, 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/ Id., 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 "constitutional

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 proposed 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 impact of the burden attributable to the allocation of

deductions, "without the 10-year phaseout contained 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.

245

33-7U5 O- 69 -- No. 10 -- 17



2.. The Test of Constitutionality of Federal Tax
Burdens on States and Their Instrumnentalities

Neither the Federal nor State Governments can constitutionally im-

pair the other's power of the purse i. e., the other government's powers

to raise money by borrowing or by taxation: These powers are essential

to a government's existence. Taxation of interest which either government

pays on its debts, measurable in the cost of money at the time the debt is

incurred, is a direct burden on the power to borrow money, a constriction

of the sovereign power of the purse which i as invalid constitutionally as a

tax levied against the revenues which that other government receives from

its own taxes.

So tested, both the proposed 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 the 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

support the taxes proposed here. We are not concerned here with peripheral

and remote effects of federal taxation on a state's activities, such as federal

taxes on the income of 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 such taxation is too remote,

in point of time, to be measureable in the cost of money at the moment when

the borrowing power is exercised. The taxation proposed here would burden

the borrowing power of the State to a readily measureable and extreme degree

,-8
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simultaneously with the attempt at its exercise. Indeed, during the pendency

of this proposed legislation the cost of money to States and their political sub;-

divisions has risen two and a half times as much as the increase of cost of

money Ao corporations in the same period. Such is the direct and measure-

able impact of the proposed tax.
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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

v. Farmers' Loan & Trust Co.,- has been repeatedly cited as good-law
2/

ever since.

The classic statement of the constitutional basis of the immunity

of the States and their municipalities from Federal taxationi of their bonds

and interest paid thereon, made in the Pollock case, was this:

"A 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 & 0. R. Co., 84 U. S. 17 Wall. 322, 332."

1/ 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); Wi!Ic'uts v.
Bunn , 282 U.S. 216, 225, 226 (1931); Indian Motocycle Co. v. United
States, 283 U.S. 570, 577 (1931); Chocteau v. Burned, 283 U.S. 691,696
(1931); Burnet v. Coronado Oil & 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. Grosjean, 291 U.S.
466, 471 (1934); Ashton v. Cameron 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. State Board, 302 U.S. 95, 107 (1937); James v.
Dra,o Contracting Co., 302 U.S. 134, 150, 153, 156 (1937); Hel-ifng

v. Mountain Producers Cor., 303 U.S. 376, 386 (1938); Helvering v. Gerhardt,
304 U.S. 405, 417 (1938).

-10-
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*"*** It is 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 consequently
repugnant to the Constitution." 3/

4/And on rehearing in the same case, the Court said:-

"We have unanimously held in this case that, so far as this
law operates on the receipts from municipal bonds, it cannot bo
sustained, because it is a tax on the power of th . States,and 6n 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).
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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. Thus:
5/

In Willcuts v. Bunn, "which held a capital gain on the sale of

municipal bonds to be subject 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 interest of the obligations.I/Citing Pollock7A
These obligations constitute the contract made by the State, or by
its political agency pursuant to its authority, and a. tax upon the
amounts payable by the terms of the contract has therefore been
regarded as bearing directly upon the exercise of the borrowing
power of the Government."

6/
In Helvering v. Gerhardt, which held salaries of employees of the

New York Port Authority taxable, the Court said:

",** It /the irnmunity7 has been sustained where *** the
function involved was one thought to be essential to the maintenance
of a State government; as 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. /Citing Pollock7

"The basis upon which constitutional tax immunity of a State
has been supported is the protection which it affords to the continued
existence of the State."

7/
In Hale v. State Board, Mr. Justice Cardozo said that the "teach-

ing" of the Pollock case was that:

",s* 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. *0"

5 7 282 u. 2 26, 26(1931).-
r/ 304 U.S. 405, 417, 421 (1938).7/ 302 U.S. 95, 107 (1937).
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S/
In ames v. Dravo Contracting Co. which upheld a 2-percent

tax.imposed 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:

"f*** !The doctrine qf immunity ith respect to Government bonds
recognizes the direct effect of a tax which 'would operate dn the
power to borrow before it is exercised' / citing Pollock7 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 investors in its securities
and its 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-
produting instr.oimentalities of one government, State or National.
from taxation by the other, has been exte nded 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. ICiting Pollock, et al7" 1 0

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 derived from operations under the lease, overruling earlier cases.

But then, citing the Weston and Pollock cases, the Court said:

6, 302 U.S. 134, 152-153 (1937).
l" 300 U.S. 308, 315-316 (1937).
175/ 303 U.S. 376, 386 (1938).

-13-
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",4* a 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, tacitly reinforce the

assurance in Peck v. Lowe that this amendment "does not "extend the

taxing power to new or excepted subjects."

What accounts for the durability of this doctrine, in a period which
' a 12/

has seen what one writer cells a "waning of intergovernmental tax immunities"-"

in other areas?

The reason are so fundamental as to have passed from the law into

everyday speech:

"The Constitution, in all its provisions, looks to an indestructible
Union, composed of indestructible States (Texas v. White) 13/

*** the power to tax involves the power todestroy (M'Culloch
v. Maryland)." 14/

Although the Constitution contains no limitation up6n the power of

either the Federal or State Governments to tax the other, such a limitation

is necessarily implied, to invalidate any tax of either sovereignty which

adversely 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 Chief Justice Marshall's view, intergovernmental

immunity was a constitutional necessity:

11/ 247 U.S. 165, 172 (1918); cLNational Life Insurance Co. v. United States,
277 U.S. 508, 521 (1928); Stanton v. Baltic Mining Co.. 240 U.S. 103, 112 (1915).
12/ "*** The Constitution itself does not change. It is merely occasionally
misunderstood, often by lawyers and professors and occasionally even by Judges,
especially earlier judges." (Powell, "The Waning of Intergovernmental Tax
Immunities, " 58 Harvard Law Review 633, 642 (1945)).
13/ 7 Wall.. (U.S.) 700, 725 (1869).
IT/ 4 Wheat. (U.S.) 316,431 (1819).
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""***We are relieved, as we ought to be, from clashing sovereignty;
from Interfering powers; from a repugnancy between 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 thepower to borrow

money, a power essential to their existence The States' borrowing power

is not only "clogged," 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 required

to sustain the inflated debt service resulting from loss of exemption from

Federal taxes. The many cases which turned on the question of wt.ether

or not the tax burden there involved fell upon a State or upon an individual,

or whether, even though it fell directly on a State, it was or was not con-

sequential in amount or did or did not affect an essential governmental

15/ Id. 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 borrowing power thus

obstructed is governmental and essential.

16/ The indirect relation of the tax to any demonstrable 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. 5.) 573 (18.66);
National Bank v. Commonwealth, 9 Wall. (U.S.) 353 (1870); Schuylkill Trust
Co. v. Pennsylvania, 296 U.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, 6 Wall. (U.S.) 632.(1868); Home
Insurance Co. v. New York, 134 U.S. 594 (1890); Manhattan Co. v. Blake,
148 U.S. 512 (1895); Flint v. Stone Tracy Co.420 U.S. 10711911);estate or
inheritance taxes on transfer of Government bonds, In Plummer v. Color,
178 0.S. 115 (1900); Greiner v. Lewellrn, 258 U.S. 384 (1922); Blodgett v.
Silberman, 277 U.S. 111928a; 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 iJ so Indirect as to 6e inconsequential the question of
essentiality to 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. Z14 (1934)
(sustaining a Federal tax on salaries of trustees operating a street railway
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 a Federal 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. 216 (1931) (sustaining
a Federal tax on capital gain resulting from sale of State securities); Metcalf
v. Mitchell, 269 U.S. 514 (1926) (sustaining a Federal income tax on consulting
engineers under contract with State); Greiner v. Lewellyn, 258 U.S. 384 (1922)
(State bonds owned 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) (hold that a Federal franchise tax measured by corporate income may
include income from tax-exempt municipal bonds). Similar rulings in the con-
verse situation upholding State taxes levied on Federal employees, contractors,
or persons holding Federal property are United States v. Detroit, 355 U.S.
(Footnote continued next page.)

-16-
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(Footnote 16, continued from previous pas.)
466 (1958), Detroit v.Muxrray Corp., 355 U.S. 489 (1998). United States
v. Towaship of Muskegon, 35 uS. 484 t1958), Alabama v., Rni &Bboze,
314 U.S. I (1941), James v. Dravo Cont acting Co., 302 U.S. 134 (1937)
(all upholding various types of State taxes on Federal contractsb; toso
Standard Oil v. Evans, 345 U.S. 495 (1953) (State tax levied on store of
gasoline for Federal Government); Graves Y. New York ex rel. O'Keefe,
306 U.S. 466 (1939) (sustaining a New York State ta 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, (871), New York
ex rel. Rogers v. Graves, 299 U.S. 401 (1937) ("so far as they recoinlse 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 County, 16 Pet. (U.S.) 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). Sn der 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 the other.

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
trustees appointed by State to operate business enterprise (street railway)
subject to Federal income tax); Ohio v. Helverin , 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 (18Z9) (invalidating a city tax upon "stock of the United States"); United
States v. Baltimore & 0. R. Co., 17 Wall. (U.S.) 322 (1873) (supra). 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 have 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 notes issued
Sa& Federal bank).

A class of cases must he recognized in which a Federal tax was sustained
as ancillary to a delegated 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:
Trustees of University of Illinois v. United States, 289 U.S. 48 (1933) (denying a
State immunity from Federal customs duties on imports); Veazie Bank v. Fenno.
8 Wall. (U.S.) 533'(1869) (sustaining a prohibitively high tax on State batik notes).

-17-
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The proposed allocation of deductions is not saved by the insurance

cases which have dealt with formulas for allocation of income and deductions

between reserves and shareholders' equity.

The effect oflthe formula in Section 302 of this bill is that a taxpayer

who has both taxable income and tax exempt income from interest on municipal

bonds pays a higher income tax than he would if he had kept idle, in his check-

ing account, the capital which he invested in municipal bonds. This is because,

if he owned no municipal bonds, he could claim the 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 receives 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 determined 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 exempts. 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 though a progressively higher income tax were being levied

directly against 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-

- 18-
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duals of municipal bonds is demonstrated by the Ways and M04s .Conmittee

Report. At p. 83 it projects a tax revenue for 1970 of $205 m lijn annually 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 10-year period of

deductions in consequence of the income received from interest on municipal

bonds.

This presents almost the exact reverse of the case of Unit¢d states v.

Atlas Life Ins. Co. 17/ T"tere 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 t0 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 those owning no such 'securities."

What we find unconstitutional in Section 302 is its requirement that those who

purchase exempt securities shall pay more tax per taxable dollar than those

owning no such securities who receive the same taxable income. Such is the

consequence of allowing greater deductions, in calculating the taxable dollar,

17/ 381 U.S. 233 (1965).
-19-
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to those who own no exempt securities than to those who do own exempt securities.

CompaTe National .Life Ins. Co. v. U.S. IIs/ which invalidated a formula

which, the Court paid in Atlas supra, had the result "that a company shifting

its investments from taxable to non-taxable securities would have lowered

neither its taxable income nor its total tax. "o Section 302 would produce an

even more drastic result. If it becomes law, an individual shifting his invest.

ments from cash to non-taxable securities will increase both his taxable income

and his total tax,
4

1i

18 277 U.S. 508 (i928). 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).
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PROPOSED AMENDMENTS TO H. R.. 13270

Northcutt Ely
Zly wad Duncamn

General Counsel
American Public Power Association
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TITLE I

Explanation of Proposed Amendments

These amendments delete provisions of section 301, Limit on

Tax Preferences for Individuals, Estates, and Trusts, and section 302,

Allocation of Deductions which would otherwise include in those sections

the interest earned by a taxpayer on bonds issued by state and local

governments.

260



AMENDMENTS TO TITLE III

P. 166. line 24:

P.

P.

P.

P.

P.

P.

P.

P.

P.

P.

P.

P.

P.

167,

167,

168,

line

line

line

13:

20:

22:

171, line 9:

174, line 6:

175,

175,

175,

175,

176,

176,

178,

178,

line

line

line

line

line

line

line

line

18:

18:

19:

21:

3:

20:

6:

7:

P. 179, line 24:

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 11D), ".

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 "J4) Section 265"

through line 23, page 179.

Strike "(2)".

261

33-758 0 - 69 -- No. 10 -- It



TITLE VI

Explanation of Proposed Amendments

These amendments delete provisions authorizing the Secretary

of the Treasury to subsidize interest expenses of state and local govern.

ments electing to subject their bond* issues to federal taxation. They also

delete provisions establishing permanent annual appropriations to fi.

nance the deleted federal interest subsidy.

10

I
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AMENDMENTS TO TITLE VI

P. 317. line 19:

P. 318, line 15:

P. 318, line 22:

P. 319, line 5:

3 .

P. 319, line 8:

P. 319, line 10:

Strike all commencing with "(a) Election" con-

tinuing through line 14, page 318.

Change "(b)" to "(a)".

Change "(c)" to "(b)".

Change "(d)" to "(c)", strike the "a" following

"date" making it singular, and strike all com-

mencing with "The amendments" through"oec-

tion" in line 8. page 319.

Change "(b)" to "(a)".

Strike all commencing with "Sec. 602" and

continuing through line 14, page 321.
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SM31* OF MIUIDCIAL P013TS CU 3 I
&MI RM ON R.I. 13270

BY ICHARD D. VILSO, 3MAL CO013IL
CONUMMS PUULC 10 M DISM.CT OF N IASU

SUM 3 TO8 1 3 FIANC COKITfI
.I VM- - 249 1969

Provisions of 1.1. 13270 regarding taxation of mumci-

pal bond interest will increase the relative burdens of the lower

income individual ad will complicate the Federal income tax sys-

tem. Such provisions will iacrase the costs of local govern-

mentsl and those local governmts will pass on the increases to

their inhabitants. Such services as wter, bridges, electricity,

toll roads, ad other public services will increase in cost.

Those costs are sipificnt to the lower income individual, but

they are insipificant to the individual with a hLgh income.

These increased costs will not be balanced by increased Federal

revenues because bond buyers will increase the interest rates

based on the possibility of broadened Federal income taxation

rather then on the narrow provisions of 1.I. 13270.

1nny local projects my tse to be feasible and

this will Lncrease facilities that mst be provided by the

Federal Government or hurt the lover Lncome Individual by

taking way facilities be needs.

The new complications introduced by these provisions

are pointed out, and a Federal income tax subsidy is opposed

because of the additional Federal controls md relatiLons which

will be required.
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STAUZST ON R.I. 13270
By RIEVID D. W11"S, GIVIAL COUNSEL

CONSUNEES PUBLIC POU DISTMCT 0 NEIRASK
WEORE THE SUUTE INACE COMEITTE

SEFIDUM 24, 1969

Consumers Public Power District is a political

subdivision of the State of Nebras w 4ning and operating

electric generating, transmission and distribution facili-

ties extending to virtually all parts of Nebraska except

the Ouhs areas. In king this statement today, I am also

authorized to state that Ouhs Public Power District, Loop

River Public Power District, Central Nebraska Public Power

and Irrigation District and Nebraska Electric Generation and

Transmission Cooperative Inc., all public organizations engaged

in providing electric service in Nebraska, concur in opposing

provisions of H.R. 13270 relating to taxation of the interest

paid on State ad local government obligations. My client,

Consumers Public Power District, sold $286,000,000 in revenue

bonds to the public last year; Oshe Public Power District,

Loup River Public Power District, and Central Nebraska Public

Power and Irrigation District have large amounts of revenue

bonds outstandingand the financing of projects required for

providing essential public service in Nebraska will require
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additional bonds to be sold by some or all of them in the

future. In connection with this proposed legislation, I am

also chairmen of a Task Force of Aerican Public Power Asso-

ciation to advise it on provisions relating to interest paid

on local government bonds.

Provisions of I.. 13270 which relate to taxation

of interest on Stae and local government bonds might be aim-

mrized as follows:

Title II. SectTon 301. - Provisions in

this Section would result in the paymet of in-

coe tax on interest received from State and

local overnmint bonds in certain cases. This

my be referred to as the limited tax prefer-

ence provision.

Title III. Section 302. - In this Section

there are provioions which would require cer-

tain individual taxpayers to allocate part of

their personal deductim against their income

from State and local 8overnmnt bonds so that

their receiving such income would result in

their paying a higher income tax than if they

had not received that income. These provisions
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are referred to as allocation of deduc-

tions.

Title V. Sections 601 gnd 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 interest subsidy

so as to reduce the interest paymets made

by the State or a local subdivision. This

has been referred to as the interest sub-

sLdy 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 eliLnated 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 income and will also be new tax complications rather th n

simplifications.

There can be no doubt that passage by the Congress

of a law that result in placing a Federal income tax on interest
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from State and local government banda will s stantially in-

crease the interest that will hai to be Ld by the State

and local political' sudiLv i as, and the Stuitis and local

8overamant ib-ivisioi Will' in turn, have tO emet nore

from their l6cal-inhabitnts. -This wil 'raist'he cost pri-

mrLly of service' provided by local goverumeut. which cost

burdens the snaIl taii yer, not te large. For example,

charges for elhtrietty u4mlld by local governments are

an insnifanL t a Ltm'-to; tothe rich' but tbej are as nch more

enificant item 'itbe dget ot. a poor person. " Thea maa

tax prvtLsionaswould necesu rily increase the charges for,

electricity made by loal- political b sdivistons By the

same roes nl they ouli AlsaO increase the charges for water ,

parking, bridges, toll roads' rki, schools, fire departments

and other itas fiulaced by theiiesue of bonds. Amounts paid

by the lower income taxpayer for such local goveromeut ser-

vices are sibtantial' relati;e tohis" income, but they are

neglLibleelative to the Incme of t rich a". Thus, the

poor no-is hurt.

Vil' the lover incbme taxpayer be helped by increased

federal Lncme tax paid by Wealthy holder's of local govermaut

bouda t In- Fi t' all, the' increased revenue to the United

270
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States Trmeasury will be far less tbm the increased cost to

state ad local government. If the United States Iqoeee

the tame am included in NA. 13270, thereafter every par-

chaser of State and local gove mat bads, regardle of

whether or not .R. 13270 taxes him, will require a higher

interest rate due to the fhct that if the United States bes

started the ne taxation of local gove rmnt beds On a.

narrow basis, it can be expected In the fttwre to broaden

the scope of that taxation. Therefore h poltikol s*,

division A11 be paying and passing on to its. Sanabitasnt a,

coat based on the fe of what the United States will do in

the future, and the cost will be far larger than any possi-

ble increased tax return to the United States..

Second increased interest rates paid by th State

and local governmt stdivisiePs can be expected to force

the United States to finance and construct sme of the facili-

ties whch are am, provided by loca.t gverumenta so mtatany

Increase in Federal Income tax will be more thm offte;.by,

increased Federal construction. expl. Luea, eFor e5ple,

in my o experience, public power districts in Usbrska. have

financed and constructed a large electric trasamission 8id-.

extending into all parts of the State, and the United States
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bureau of Reclamation uses that transmission ard to deliver

electricity from its generating plants rather then having the

United States construct its own transmission grid in Nebraska.

The feasibility of financial, and therefore the ability to con-

struct, some of these necessary lines an be lost if interest

rates mst be paid on the basis of interest subject to income

taxation. Zn the same way the feasibility of financing and

contructing brLdges, roads, other transportation facilities,

sewage treatment facilities and public buildings my be lost

if interest rates on municipal bonds go up to the rate neces-

sary to sell bonds on which the interest is subject to Federal

income taxation. Thit hurts either the Federal Goveroment,

who mat 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 reasons why the limited tax preference

with respect to municipal bonds and the allocation of 4educ-

tions hurt the lover income taxpayer all ases that if Con-

gress taxes municipal bond interest, the penalty to the local

govermuent will be only increased costs. However, in many

cases the penalty may be the elimination of ability of the

local political subdivision to borrow at all. If an investor
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has a choice between the bonds of an established national

corporation and of a local and perhaps mall amicipality,

under the present laws some have chosen the bonds of the

local municipality, but if the tax consequences are the sme,

there is no reason to believe that the investor will buy any

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 refom bill

should be to simplify the tax structure. The municipal bond

interest provisions contained in this Bill will greatly com-

plicate the tax structure. Take for example the provisions

for allocation of deductLms. The form mn taxpayer calcula-

tions will require these additional determinations and calcula-

tions:

1. Does taxpayer have "allocable

expenses"?

2. Do the allocable expenses ex-

ceed the limits set in .ii. 13270?

3. hat is the mount of taxpayer'es

allowable tax preferences?

4. Are some of the amounts included

in 3 excludable as interest frm obligations

issued before July 12, 1969?

A,
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S. ibht is taxpayer's section 277

fraction? -

64; I'-tbe"perticula tax year sder

causiderstio. what percentage of the

amicipal bod -Interet it to be considered

I(ti evr ef 'mIOtol0 0per cat)?

In a siler way, the limited tax preference pro-

visto will add great comqpltio and not simpltfcLation

to the icome tax laws.

It my be asked why local government should oppose

the option to ioue taxable bands and hove the Federal Qoven-

mast pay an interest subsidy. First, I would like to point out

that eve under 1.3. 13270 the election by the local govemnene

must be made "at such time, in sach manner, end subject to such

conditions as the Secretary or his deleSate by regulation pre-

scribes". Thus. the Federal Goverment is Pomuingl its con-

twol over Stte and local govemt financing, and as the States

and local governunts continually increase Federal costs by in-

creasing their issuance of bonds, it is certainly reasonable

to expect increasing control by the Federal Goverment. No need

for a Federal subsidy of local govewment bonds be been shows,

such a subsidy will increase the Federal bureaucracy, and we
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oppose it. A federal subsidy will not help. tW 14vidusl

with a lower .ncome L ap,"ll only,inmreAe federal comlics-

tio and controls .

for the foreOqng reasons . as well U the doubts as

to conustitutionalit n mpy a .lIt1osl .msa Poe.sted by

others, we respectfully urse that provisions relating to Ina

terest on nwicipal bood be eliminated f om 3'. 13270.

2.
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THE UNITED STATES OF AMERICA

in THE SENATE FINANCE CMSI[flE
SUTEU 24, 1969

STD T BY GRAVY L. PATTERSON, JR., STATE TREASURER OF
SOUTH CAROLINA, EFE THE SENATE FINANCE C SITTER ON BEHALF
OF THE STATE OF SOUTH CAROLINA, THE MICIPAL ASSOCIATION OF
SOUTH CAROLINA, REPRESENING APPROXIMATELY 256 MJICIPALITIM
IN OUR STATE, AND THE SOUTH CAROLINA ASSOCIATION F COUNTIES,
CONPOSID OF MOT COUNf OFFICIALS IN SOUTH CAROLINA, OPPOSING
CUTAIN PROVISIONS OF H. R. 13270 DEALING WITH TAX EUDIT STATUS
OF INTEREST ON STATE AN) INICIPAL AND POLITICAL SUBDIVISION 3OND6

PRINCIPAL POINTS OF STATMME

1. Objections to specific provisions of the bill

2. Substantial increase In tax burden of local tax-
payers

3. Strike at the sovereignty of the State

4. Tax exempt status destroyed by minimum tax
proposal

5. Allocation of deductions damags tax exempt
status

6. Secondary bond market Irreparably damaged

7. Investor competence seriously jeopardized

So Breach of faith by U. S. Government

9. Basic purpose of tax exempt status

10. Free enterprise system has worked

11. A mam of tax sharing

12. Paying tax by accepting lover y"Ield

13. Big print giveth and small print taketh may
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Vixst, I gut to express my appreciation to this

Comittae for as opportunity to be heard is opposition to

the proposed legiltic. n pending before this Comitoe

dealig with tax exempt status of istrest em state muncpel,

and political subdivision bonds.

I m appears em behalf of the State of South Carolina,

the Mumicipel Association of South Carolina, represntig

approsisotly 256 mmicipalities i our Stats, sad the S. C.

Association of Cousties, coposed of most county officials in

South Carolina, lie a grateful for an opportunity to esopeo

to you our profound opposition to these dettimsotal proposels.

Vs urg this Comittee to delete from 3. 1. 13270 all

proposals that would impLr the exempt status of the intort

an state and local governm nt nds, ieludis the following

provisions of 3. 1. 13270:

O3JCgtOIu TO IlCIFIC ToAVIS&=S

(4 The inclusion of such interest in the base of the

limit e tax preferences as propaod by Section 301.

4.) The Inclusion of such intrest in the bess for the

allocation of deductioms as proposed by Section 302.

C:.) The taxation of interest on all "arbitraSe boads"

without a statutory definition as propaod by Section 601 (5).
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taxpayers has a single, very simple and disastrous effect.

It destroys the tax eopt status of states municipal and

political subdivision bonds. If this provision is enacted

into law, the tax exempt bonds we have issued and am out.

standing will become taxable, and any further securities we

issue will be table. for if bond can be taxed in the hands

of any investor, it is no longer a tax exempt 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.

AUMCTION OF DDEIN AAE
TAX EXDWf STATUS

The proposal relating to allocation of deductions between

taxable and tax exempt income for Individual taxpayers will also

dame the sale of our securities. Although the proposed provision

applies only to individuals, the principle is very simple. aen

it has once been applied to individuals, corporate investors are

ping to be very apprehensive that the saw principal will be

applied to them. Once the caml's nose is under the tent, It's

difficult to stop him. Agein, the impact of the proposed provision

ay not be grest, but the real Impact is complete destruction of

tax exemption and of the tax exempt market and the confidence of

Page 3
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investors to our scurftleso

This provision uhih propoes chasing the tax trestu nt

of relied ains ou bonk bond portfolios from capital Vin

to ordinary Income cannot be considered separately from these

other two provisions. First. if there still are tax exempt

securtios, this provision would apply to them; ead, secondly,

since there is a strong possibility that a lere shre of state

and local borrowing will somebo be done in table forn, we

will be very dependent on the market for taxble governmt

securities.

SainWtoW mL ,R i nS
What will be the effect of this provision on that market?

By limiting the attractiveness of capital gins the proposed

treatment of long-term bond profits will unquestionablv restrict

the willingness of comercil banks to purchase intermediate and

long-term bonds, Binkers all over the State tell me that this*

in effect, completely destroys the secondary market in *tate and

municipal bonds.

It will make no difference whether the securities are

taxable or tax exempt if capital gains are to be tued as ordinary

incoe. The risk of buying bonds will outway the gain, and the

gin will not be worth the risk.

Page 4
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The capital gains provision uould also Impair and curtail

the functions of the market by puttinS an end to tax smpping

by commrcial banks. I ft told that this accmots for perhaps

50% of the volume of tradinS in U. S. Government securities,

away from treasury bills aod perhaps 401 of the trading in state

and mumicipal bonds. If this maat of activity is remd from

the bond mrket, a asstantial amount of capital committed to

our securities would be removed. This mould reduce the marketability

of our securities.

These three proposals mst be deleted from this bill if the

vitality of the market for our securities is to be preserved.

KMToe coMID1S NC S LYUJMOM 4
First, the interest on OutatandinS state and local bonds

must remain tax exempt. It is Unthinkable that the U. 8.

Government would flagrantly breach the faith with investors who

have furnished billion of dollars for state and 'mnicipal needs

in complete confidence that they were buying tx exempt bonds.

But beyond this , if state and local goCrmnts are going to

continue to issue securities that offer sm tax exemption, the

rate of interest we pay on these securities is going to be

directly related to the level to which outstanding issues trade

in the secondary market. If complete tax exemption is mintained

Pae 5
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o outstanding state and muicipal securities, they will trade

in the highest level, and we will be able to sell new isues

under mot favorable term In the market plaoo

M OF lJ AM I U. S. W9 h

Conversely, if outstanding issues are tamed, Investor#

confidence will be so heavily damagd that we caot expect to

sell under amy favorable terms nw lasues of state and mmicipsl

bonds with whtever amount of tax exemption we may have left.

Investors' confidence In this market is an extremely necessary

factor in this ubole setter. Thare is no question Is my mind

that the confidence of the investor is a key factor in this entire

scheme of thnms.,

As you gentlemen know, the tax balace is smew1ht akin

to the belanc of nature. One arbitrary action to relieve a

so-called tax inequity has a faroreahing effect an many odwr

aspects of the tax spectrum. Thus, by chanSing the tax lon,

these proposals whLh appear fairly simple on the face, the

resulting effect Is a substantial Increase in local taxs for

almost every taxpayer in our State and in this Ntion.

In considering this problem, there ar two types of securities,

tax exempt securities and taxable securities. If our bonds are

liable for one dollar of federal Inam tos in the hans of

my Investor, our bond are no longer tax exempt - simply stated,

they are taxable. They will be regarded by all investors as taxable,

and when we g to market we will borrow o these securities at

Pag 6
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government esmerlies be directed tomrud those areas and leave

the N ex t status of state mmnas4,el beads alem.

A "r ci TAX SI M

Another tbougt tWheh I would lUie to share with the

Cemittee concerns tax sbariag in the several States. Ve be

seen and read in the aim media aboet te Ued of Congress

corning this stter. would sadit to you tbat one of the

beat a.d direct mtods ' tax sharn with the several States

Is to leave the tax eempt status of state ad imm/icil boads

as we nm hew It under eiatinS.l. oht useful purpose could

be accomplished by the Federal r at' bidi hoe cost
of Issuig taxable beads? "Oere are mne, many reasons hih

are quite obvious to met people for opposing any federal subsidy

would result If sub a sym were adopted, In or Judgemets

arrgesent. low e l ad tpst xperience of ate red

municipal bonds, to effect, provides in a sense a tax saring

cousideration for the taxpayers of this Country.

Noreover, investors whto purchae state suaicipel bonds are,

In effect, paying a substantial tax by virtue of accptin a Im:e

286



yield ftrm invests In these senuit es. Cam sely, these

imestoe could invest the seas funds in taxable seurites

ad receive a mush hir yield. 11., St cm be arued wih

considerable mrit that by purhasing state and municipal

seouritis, iMestom ae, In effet peya eme teas by
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In eder to support am alleged sed for tax refom in 1ts
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About 154 persose a paying any Imoe tax on Semo eared

In 196, set oe siftilla of evideme baa been shon to pre

that one sIne ste or mmicspal boed ws told by any os of

those individuls. I sdmbt to you, genlmen, that n case has

been mode to Justify or verimet any Abolele tapering with or
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M devastating Offect this belterekelter, headlong rub by the

lbs. Ws ad ibm Cmttse and the Cougress to rm e or

mdify the emamptim on interest earned on sto and unaipal

beads bee had em the bed mrket sed not be described in words

0n bs emly to look at the chatie bod merket today for proof of

this fact. If this is net satisfactory evidec and pew to you,

Instlem, ms I do nt aew how to pr the ca, The confidence
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STATE OF NORTH CAROLINA
GOVERNOR'S OFFICE

RALEIGH 376O

Rossgw W. sco"
SoYMoN September 19. 1969

Honorable Russell B. Long
Chairman, Committee on Finance
United states Senate
2227 New Senate Office Building
Washington, D. C.

Dear Senator Long:

Please accept this written statement in lieu of my appearance
before your Finance Committee in opposition to certain portions of the
Tax Reform Act of 1969 (HR 13270).

I strongly oppose any action 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-
monte; however, the proposals which would remove the tax exempt statue of
bonds issued 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 bore the Congress to remove the
tax exempt status and to retroactively tax the interest which has been 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 a 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,

291



Honorable Russell D. Long
PASe a

North Carolina has made it a habit to have good government. We
have kept 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 Congross 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 hiher 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-half 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 & 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 organizations by means of the two-year trust,
use of present market value in determining the amount of deductions for
donationsp 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
comprehensive 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 gove mental 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
Pge 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
th*a 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
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(Title V7 of 3.3. 13270)
Wdnesday, S*pter 24, 1060

Mr. Chairman, distinguished Members of the Comaittee,

I approciste the opportunity of appearing before you today to

presss my opinion with regard to Title V1 of 3.3. 13270 which

asked the Douse 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 govemants have been able to attract more favorable

interest rates from investors, making It easier for them to move

forward with many improvements impcovemnts such as new and

expanded water and sewer systems, mr and better streets,

additional recreational facilities and im vments to hospitals.

Although I voted for passage of .3. 13270 In the Douse,

I m on record as opposIng that portion of the bill dealing with

state and municipal bonds, It is my best Judgmnt that If this

House-passed provision Is allowed to remain In the bill, It will

critically damage the ability of state and local governments to

finance Improvements at rates they can afford to pay.

it io also quite possible, that should 3.A. 13270 be

enacted with Title VI Intact, there would be, for state and local

governments, long periods of litigation placing the municipal

bond market tn Jeopardy.
A great deal of attention has been focused on the need

to eliminate glaring loopholes in our present tax laws which

allow Individuals or groups to escape paying any taes despite

the fact that they have sizable incomes. It has been Implied
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that my wealthy adividuas avolA paying taves by Investing
In astto and mcipel bos.

ThIs sA"tiA was clearly dimpgoven by Mr. W. s.
1insley Iaecutive director . HMnicipal MvLry Councl of texas,

writing a the August. 1969 Issue of the Alabama MunioLpal

be. Tbaley deolares that the public i boig misled.

...w fact is that relatively few persons with large moes who

escaped paying say Ioame tans in 106? the ear in which most

of the Instances ouomredp hold more than relatively small amounts

of wmilpal bomss.

Over the past several booths, I have rAccived thousands

of letters fras responsible state, ounty and i oniipal 1..adere

expressing their deep ooorn and forceful obJecton to ,&

removal of the ta-xe pt status which is nm affooN.!d those bonds.

At this rc time I our story, most state and

local gove n tsare a severely pressed to provide adequate ser-

vioe for their citissas. any disruptii of vital program could

only be de-tmtal to their grcvth and eelopment.

It is my earnest hope that sm mg-ovedue tax relief

for our lwo and middle-inom families will caome from this

legislation. I restpetfully submit, however, that reamoval of

the tsx-emt status on state and local boris can only add to

the burie of the average taper,

VOak youl
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I me Attorneyeeral of the State of Maryland. I an a member

of the Ixecutive Camittee of the National Association of Attorneys

general which I represent here. Our Asocastio n oist of the cuef

1w officers of each of the 50 States ad also of the territories.

Our Association Is proud that in 1938 it fathered the Conference

on State Defense, which Is the coalition of the national organisations

of etate and local government. and of the respective executive, fiscal

end 1m officers of the States and local governments. hey Join together

at Ou Invtation to preserve the fzemption of state and local Sovernment

Institutions from federal cazatlon,

3ac time In the past three decades whean attempts ve made to with-

draw the tax exemption of state and local Sovernment bond income, we have

appeared here by one of our number and protested. 1b are gratified that

the announcement of the present hearings curtains no proposal for the

withdrawal of this exemption on a --optional basis. We are committed

to resist any such attempt.

We agree with the fiscal and economic position of the other etate

officers' associations represented on this panel. But as the chief law

officers of the States, our special competence io as to the legal aspects

of proposals in this field. tn 1939 the State Attorneys General of that

day submitted a brief to this Committee asserting the unconstitutionality

of any federal tax on our bond interest without state count. (Incidentally,

the present Chief Justice of the United States Supreme Court was one of the

signatories - he was than Attorney General of California). We comend that

brief to you and submit that nothing has happened In the Intervening 30 years
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te chop its oolulos.

I low that law is a piradetiom of hat a ourt will do is fact ad

that ome od layesdo not predict as we do. Butwe wsudmit that any

retreat from the doctrine of to reciprocal constitutional lIsnuity from

the federal ad state government' taxation of each oth r reached it

hig water muk in 1938. Pic then on the trend has been toward inresing

reaffirmation of reciprocal constitutional imlity.

it remeis true that the Supreme Court unanimously held unconstitutional

my federal tuatio of state and local government bond Interest in Pollog

v. FAeMr's Woan &Vt Co., 157 U. S. 429. rom that proposition the Court

has never retreated.

Gaes in the 1930's isgosed a qualification on the general doctrine of

Imity, vhen it ws sought to apply it to the profits of construction

contractors and tenants and the salaries of public officers. (&1Mt V,

DrM Contracting Co. 320 U. 5. 134; jgjyjJ v. Mountain Podcrs Co9L

303 U. 5. 376; igA v. QtMhrdt. 304 U. S. 405). The qualification, in

the case of governmental functions, is that the lmnity cannot be claimed

unless the tax in question threatens to burden the conduct of state and local

government unduly. As for bond interest, it is unquestionable that income

tax would constitute such an undue burden.

Indeed I must note that for that reason, mong others, we will be

supporting a modification by the Congress of its mislabeled definition of

industrial development bonds in the Revenue and Ispenditures Control Act of

1968. that matter, wq understand, will be the subject of separate hebrwgs

and we will be back with our suggestions at that time.

To will note that as I stated our leal opinion it was that state and

local govermat bonds my not be taAd by the Pederal Goverent without

State consent. Coversely, if a State corsets, Cosress may lawfully tax

its bonds end those of its municipalities. If, then, the emmrsted
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proposals on the Coemittee's aenda under this eubject are uneqvoAlly

kept optimal for each stata, it vil avoid the stated constitutional

obstacle.

We have one qualification, however. It i addressed to any proposals

which might make it optional to individual municipalities to trade the

exception of their bonds for a proie of a federal interest subsidy. for

that to be legally possible the jUgn of which the .&naipality is the

agency mast live its authoriuation by state statute.

The constitutional losmanity inheres In the sovereignty of the States

In the case of political subdivisions, It is derived from their nature as state

Instrumentalities. Thus the cities say not themselves yield the Imunity

unless their respective states consent.

This Is illustrated by the two Federal municipal bankruptcy act caest

which involved the bonds of political subdivisions. The first municipal

bankruptcy act was held unconstitutional because it did not call for state

consent to federal adjustment, in bankruptcy, of municipal obligations.

Ashton v. District No. ", 298 U. S. 5i3. ben the act was amended to require

state consent, it was upheld. United States v. Wi , 304 U. 8. 27.

It is difficult to exclude policy considerations from legal appraisals.

That is why we caution you against the dangers of federal control of state and

local policies in the area of exclusive state and local responsibility. The

two proposals identified by your press release can hardly avoid these dangers.

They both call for taxation of our oblilations, directly in the first

proposal and indirectly in the second, with the federal Qoverament paying the

additional cost of borrowing on a taxable basis.

ith the federal overnmet called on to make annual appropriations for

this purpose, no one can be certain that sooner or later conditions will not

be attached, andthat those conditions refleting the Federal policy of the
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mment, would not displace State sod local government policy to matters

that the Toth Amendment to the Constitution ceselves to the sate.

Ve also frakly fea last spy plan subvert state and local governments

free aoces to the comventiU al tax exempt ay market. , Amy option to the

States in a tax proposal will be a Jgg opti only if the private taxexeMpt

market continues viable mod strong.

Ve note that the states' constitutional Inmunity rests upon a policy

judpeont by the Supreme Court that tantion of state sad load Sovernsut

borrowing can weaken the States as Independent sovereigtias and as the

repository of local self-overment in this country, snd that such awakening

violates the constitutional framework of our federal system.

lhat policy is at least as -valid for you gontlemn, as legislators. The
forces

Congress is well advised to stop for short of the lime of rupture vhich/the

Court to intervene to preserve the federal system.

As we appraise these two identified substitutes for or supplements to

tax exempt borroving, we ask if they are vorth the risk. A to the first

proposal - direct taxation with federal subsidy - we ar* convinced the

risk is too grest. As to the second proposal - Indirect borrowing through

a subsidized federal institution - you mst understand that we continue .

skeptical. The proponents have an uphill fisht to avoid the dangers I have

mentioned. If they cannot avoid those dangers, the plan would be uacceptabls.

In marketing our obUlations through these conventional channels we have

had a minim of delay. For examspl, in Karyland, our 1968 First Series

was approved by the Board of public Works (consistig of cur Governor, Comptroller

and Treasurer) on July 3, 1968 and the sale vas held only 13 days later on

July 16 with the settlement held on'August 14. Our 969im Ifist lies

was approved December 17, 1968 and the sale was hed January 31, 1969

with settlement on February 19. Wa cannot expect such expedition if

Federal administrators must ,Le added to the processing of our bond

issues particularly if we have to negotiaee differences in viewpoint.
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Testimony of

G. T. Blankeiship
Attorney Genepal
State of Oklahoma

For the consideration of the
United States Senate Finance

Committee

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, consider 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 building schools, public health

facilities, court houses, water and sewage systems, colleges,

school buses, other public buildings, and myriad other public

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 removal

of the tax exempt feature of municipal bonds would have 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 his apparently caused bond offerings to fail for want

of a single bid from a buyer.

In many states, 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, political, 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

-2-

306



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 ghin (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 govern-

ment that the projects imperiled by this bill in 50 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 reason 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 substitute 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 preferences, 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 potential 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 indirect Federal subsidy (i.e.

reimbursement) 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

spiraling 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 been 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 proper 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 without 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 will not be sold

without increasing the income to the purchaser (to 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-income taxpayer

who supplies the vist 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 significant 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 6 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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If this 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 constitutionalprotection? The implications of

this legislation are too profound to warrant adoption without

extensive inquiry iei,- made into methods by which the hardship

would be worked upon the states and the taxpayers could be

avoided, and the interests of the people be protected. V
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STATEMENT BY LOUIS J. LBEIMO11:, ATTORNEY GENERAL

OF THE STATE OF NW YORK - LOCAL BOND INTEREST

PROVISIONS OF H.R. 13270 PRESENTED TO THE U. S.

SENATE FIANCE COMMITTEE MONDAY, SEPTEMBER 22, 1969

This statement is addressed to the provisions of H. R.

13270, now being considered by this honorable 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 power 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 I

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 cr t-a

situation in which even more of the burdew-"-ithrown upon the

State and its cities is inconc.49"able.

3. As a practiflproposition I suspect that the ad-

ditional i#ci9 tt.x which would Inure to the federal government

w-dd be less than the additional costs which would be imposed
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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 find itself paying out a greater sum than

the amount it receives as a result of the altered tax treat-

ment of tax exempt interest. 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-existent. . must

note also that such subsidization implies -Itaor and greater

centralization of power in WpahJ ng and less and loss freedom

in local and Stat Anwnrol over what are essentially non-federal

pr .

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 overwhelming.

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
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legislation. Our memorandum will be filed on or before

October 1, 1969.

Dateds September 19. 1969

LOUZS J.
Attorney General

Now

LEFROTZ
of the State of
York

a
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STATNSK R U. 5. SIMM CWaI ON FlnicS

my

MI? IVILIN ?AR, THRASMURIZ SUTAUGI O I MSIM

I a submitting this statement as Treasurer of the State of

Louisiana and also .. Chairmen of the Louin State Bond C...i..
which has the statutory responsibility of issuing all state and state

saeny muiipal bonds. Our primry concern is the consideration nov

being given by the committee to those provisions of 1. P. 13270 w ich

directly and indirectly effect the interest income of ualoipal honda

specifically Sections 301 and 302 of the bill.

The State of LouisLna and its politicAl subdivisions have

traditionally relied upon the existing constitutional concept of inter-

governmental iunity in issuing municipal bonds for its capital improve-

mnts. I say Vithout reservation that each and every aspect of state

and local programs of education, health and transportation have benso

fited from the tax exempt feature of mnicipel ends and the future

progress of these programs is dependent upon the continuetion of our

ability to finance such projects through the issuance of fully tax free

bonds.

Complete exemption is and hae hstorically been the rule of

our land eand we believe that long established, rules should not be abendoned

except for good reasons which are conspicuously abent In the present

proposals.

85C1O08 301 AM 302 OF TO DIL

Reasons given For TX Reform Dill

V hve analysed the justifications presented in the Rouse

passed Tax Reform ill and conclude that the majority of them are not

applicable to municipal bonds, and where purported to be, the reasons

are booed on erroneous presumptions.

The arguments advanced in the majority report that tax reform

is essential as a ettor of justice and taxpayer moral, to prevent

misallocation of resources and to redirect investment towrd employment



efforts certainly cannot be applicable to municipal bonds. It can be said

conclusively that justice is nov served by the capital Iuprovements made

.possible through tax exempt bonds for the benefit of taxpayers and to

restrict those program would reduce taxpayer morale rather than enhance

It. It can ails be stated conclusively that tax exempt bonds have not

resulted in a misallocation of resources or the direction of Investments

for there is little question that no program exist that are more important

to the welfare of our nation than education, health and transportation

which are the areas where the majority of these monies have been expended.

Investments in municipal bonds make possible public Improvements and at

the same time the funds provide employment for many people and benefit

the community, the state and the nation as much, if not more than those

funds invested in so-called unsheltered areas.

The argument advanced that it is believed that the tax preference

of municipal bonds permits a minority of high income individuals to escape

payment of taxes resulting in a loss of revenue greater than the advantage

it affords state and local government Is erroneous. First, of course,

no loss has occurred In federal tax revenue since the federal government

cannot lose that which it never had. Secondly, no evidence has been

presented that the additional tax collections would be greeter or even

equal to the savings in interest to state and local governments. in

addition, we feel that investors in municipal bonds have been taxed and

that the tax was paid by the investor at the time of the issue through the

sacrifice of interest income. Tax exemption of municipal bonds is a tax

prepayment which has the great advantage of saving the cost of collection

and results in what we feel to be meaningful tax sharing.

Undesirable Effects of The Bill

To use an over-quoted principle, "The power to tax is the power

to destroy." The pending proposals have created the most chaotic municipal

bond market in history and resulted in the increase in Interest rates in

what we believe to be in excess of 1. If the bill is adopted in its

present form we foel that the interest rates will soar another I 1/2Z

or 2n. These increased costs have delayed many local program and in

some cases the increased cost will no doubt make the project prohibitive.

Louisiana has scheduled for -ale $15,000,000 in Capital Improvement Bonds
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on September 30, 1969. Because of the pending proposals and our 6%

interest limitation, it nov appears that no bids will be received on these

bonds. Louisian and its political subdividlons during the next two year

period will need in excess of *600,000,000 for planned capital outlay

snd this financing can only be accomplished through the issuance of

miicipal bonds. The pending proposals if adopted would without question

dolay and thereby destroy these program s' they were originally conceived.

Contitutional OueAtiona and Alternative rOol

Vs contend that short of constitutional amendmnt, Congress

has no right to tax uicipal bonds without the consent of the states.

?he constitutionally mandated doctrine of reciprocal immunity which is

deAgnd to permit the free functioning of federal, state and other local

govermets without interference from the there is valid and Is violated

by both the provisions of the bill which require that municipal bond interest

be Included in the bess of the minimum tax and those provisions that require

that itemized dedgtions We allocated between taxable and tax eemp income.

The result is a direct tax and an indirect method of taxing the resources

of state and local government and this power to tax has not been delegated

to the United States by the constitution and is prohibited without the

consent of the concerned government unit. these constitutional questions,

whioh I he" perhaps over simplified would probably -tak years to settle

and could cause substantial delays in capital improvement pgrmei.

Because of the chaotic conditions which would occur during this period, we

think that the question should be settled n by exempting Auneipal bond

interest from Sections 301 and 302 of the bill.

In the alternative, if two-thirds of the mWAre of the United

States louse of Representatives and SOnatO feel that there is saw justi-

fication for removal of the tax exempt feature of municipal bonds, we

would suset that a constiturional smdumot be adopted and submitted

to the states for ratification. here is little question but that such

an mandaent would fell to receive the required three-fourtha vote ncessry.

for ratification. This would, however, give the state% sad thus Its

citiseo an opportunity to voice an opinion and make the decision rather

than relying on the U. 8. Supreme Court.
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macN1n 601 AMD 40 O TO 11

The alternative of lsing tenable bonde and receiving an interest

subsidy i certainly no answer to the admittedly igher interest coat

which will result from the other provisions of the bill. The ability to

Isue tax exempt bonds for local building proPmI is one of the very faw

.areas of local government functioning which the state have been able to

retain. The federal interest subsidy to no ore than another stop in what

appears to be a continual effort on the pert of our national goverumat

to encroach upon the sphere of action of our state nd local government.

Our local prorm should not and cannot become mor dependent upon our

federal government.

COMM.UON

Those aspects of Sections 301 end 302 of U. I. 13210 which

will restrict the tax exempt feature Of municipal bonds will be of no

benefit and would ha the effect of incraing the coat of and deterrinl

needed capital Inprovement progrne. In addition, eotionm 601 and 6(O

relating to federal interest subsidies would complicate sd Incre"s

the cost of these program .andare extremely unesirable.

Interest incom receive am municipal bonds should be specifically

excluded from the provisions of elections 301 so 302 of the bill, and

Seotiom 601 and 602 of the bill should be deleted.
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~earauutof tip IwMwn
Pal September 16t 1969

- WLLOg&YU Veagusa.e

Honorable Russell 9. Long, Chairman
Comittee on Finance# United States Senate
2227 Now Senate Office Building
Washington, D. C.

Subjects H.R. 13270, Tax Reform Act of 1969

Dear Senator Longs

Please accept this written statement in lieu of my
appearance before your Comittee 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.

Th mere 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 be tragic if this confidence were
undermined and even destroyed by the well-intentioned action of
Congress taken in the name of tax reform.

Actually the 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 irerest
cost to our local government, which would be the equivalent 2 an
ad valorem tax levy of between 15-200 per $100 valuation.

Recently much has been said about the Ne Federatem& which,
as I understand it, would offer a true partnership between the
national government and the fifty States. In my judgment, to take
front the State and local governments this very previous privilege
of tax exemption, would strike a blow at local pride and initiative,
and would really violate the proposed spirit of such Nev Fderato.
I believe that Congress 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'CutZooh ye arZand, which preserved the fiscal independence of
the States and municipalities.

819



-2-

To: Honorable Russell 9. Long
From Mr. Edwin Gill

September 16, 1969

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 proposed
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 National 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-State relationships,
including, of course, the National Governors' Conference.

Respectfully submitted,

Edwin Gill,re urer
State of NfrthC olina

and ex ficioo
Director of ThaGovernment

(See fogtoing page for Powers aud Duties of Treasurer of Norths Carotina)

A
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THE STATE TREASURER

STATE OF NORTH CAROLINA

(Summary of Powers and Duties)
1969

The State Treasurer is a Constitutional officer of
North Carolina #toted 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
supervisory 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 State 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 Mployees
and Local Governmwrtal Employees. He is also an ex officio
member of the Law Enforcement Officers Benefit and Retirement
System.

The present incumbent, Edwin Gill, has served in this
capacity since 1953. Hr. 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
OFFICE OF THE COMPROLU.ER

STATM.-PLU DYCMTRL NjAWI A. PROCACCIrn

.3VLAITIq IQ TAX__--,NT I rMITI.V

THE Ur',._2 STATj SFMALT

Gentlemen: Soptpbor 22,.069

As Comptroller of The City of New York, I urge the

amendment of H.R. 13270 r-lattin to hitherto tax-exempt

municipal securities. This bill imposes. two new taxes on

individuals reoeivinV interest on state and municipal bonds.

One is a minimumm tax" plan which applies to outstanding, bonds;

the other denies the muficlpal bordholder his full personal

deduction othprwise allowable.,

I am opposed to any proposal that would affect un-

favorably or 4astroy th- t.tx-exr.nt status for municipal bonds

for many -'aaSnus:

Firs& - Thq constitutionality of this proposed lepis-

lation is vary questionable. I am afraid that any litigation

that would eventually "each this decision would carry through

many years. Duing this time, investors in municipal bonds,

uncertain of the eal], outcome, w'uld m'inifost interest only if

a hirh yIeld rnvo them 3 p-otaction afirst tho probability of

th-,se bonvs bpinr taxed.
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-pare two-

S2ondly - It will deter corporations, banks and

institutional investors from investine in municipal bonds.

They would Justly feel, "The Individual investor now, we will

be next."

Thjr - It will be disastrous to the capital

construction program of Nov York City. Our bors will re-

quire such a hirh Interest rate that thie municipal taxpayer

may find it most difficult to meet the resulting growth in

real estate tax burden. Also, the Investors may be so dis-

Illusioned, or so fearful, that they may not invest in the

bonds of our City, or any city, but choose instead other forms

of investment than state or municipal bonds.

In the year 1968-1969, New York City issued over f500

million in serial bonds for the following municipal purposes

Schools and Collefes........ S 89.9 (millions)

Transit . . * * . * @ 81.6 "

Health Services... ....... 51.6 "

WaterSupply. 17.7

Docks and Piers.......... 10.,2 "

Recreational and Cultural..... 24.l "

Public Safety (Police, Fire).. • k.2 "

Streets and 4ewers. . . . . . . . . 59.5 "

Housing Developmont, Urban Renewal,
Model Cities . . . . . .... . 48 "
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-pare three- -

This is the general pattern of bond issuance of this

City. H.Re. 13270 would cause a drastic reduction In the con-

struction of new schools, colleges, hospitals, health centers,

police pr einct houses, fire houses, parks, streets, sewers,

transit lines, docks and pierst and their major rehabilitation

or re-construction, in our City. Rehabilitation and rebuilding

of our slums through neighborhood conservation, model cities

program or neighborhood development renewal would also suffer.

It is estimated that eliminating the tax-exempt status

of municipal bonds would inermase the market Interest rate two

percent. The threat embodied in H.R. 13270 has al-eady pushed up

rates one per cent. In arrivinr 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 S O million for such

vital capital Improvement would involve at least 15 million in

added interest costs the first year. lith an average life of

7 vears for the bonds issued, the House bill would add about

$,% million in interest over the life of just one year's issue.

Over a period of 10 y-ars, estimating a new issue of 1500

million each year, which provides no increase in expenditure,

the additional burden would be an extra f350 million for capital

improvements.
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-pare four-

Such a burden would p' hotically stifle Now York City's

proposed transit improvement plan of new lines to areas in

desperate need of such lines in Brooklyn, Bronx, Queens ani

lower Ma.nhattqn. The totql cipltql cost of this program is

41.. billion, of which tho City would spq.n W800 million.

Vaced with Increased costs of construction, the added

cost of interest or bond's to f,1nce those improvearnts will

price this p-oeram out of reality.

Loss of this program will not only affect seriously

our City's total economy crnd hurt all the City's taxpayers,

but it also will cut down tho return in adled taxes to the

Federal overnment which a more prospnrous community can pener-

ate.

In addition to the bonds montiopd, Few York City has

sold approximately f2.8 billion in Yotes in 1968-69, for the

following purposes:

1) (719 million in Revnnue Anticipation Notes, pending

the ,rrceipt of federRl ard state aid, ind about .19427 million

in Tax Anticipation Notes.

Under H.1. 13270, the added interest cost for these

short-term borrowings with an av.,rage miturity of 6 months

would cost P' w York City's taxpayers about (11 million extra

a year. Those costs must be chargd to the *xpense Budret which
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is subject to a tax-incurring limitation, and provides for

operational expenses. This can only result in a serious out

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 cities," we need more help

from the 'edral Government, not such destructive action as

H.R. 13270 which would worsen the fiscal plight of our City,

and every other city in their efforts to provide adequate

services.

2) We also sold $615 million in Bond Anticipation

Notes, 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 tenants. They had to

absorb some 46 million annually in added interest because of the

threatened loss of the tax exemption on these bonds.

3) On August 20, 1969, the City sold over $211 million

of Bond Anticipation Wotes, with maturities of up to one year,

at annual Interest costs of 7.43 percent and 7.8 percent,

depernding upon the term of the Notes, the highest in the City's

history for short-term obligations. We attribute this shocking

rate largely to the pendency of H.R. 13270.

327



-pare six-

4) About 187 million for Urban Renewal Votes were

sold for the rehabilitation of many of our City's rundown

areas. Even though the Te4eral Government is aidig with

Model Cities and ..1 rhborhood Development 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

what must be done.

These added interest costs from taxing city bonds

must be borne by our already over-burdenod taxpayers. The

only alternative Is to "educe 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 "educed interest

income, for his tax exemption. In buying these bonds he rave

up the opportunity of investinp his money in higher paying

corporate securities. I. an investor cannot be certain of his

return nt the time of commitment, he will cor'Ainly consider

possible adverse future changes in tax st.atus. Here those

dancers sre so fully* apparpnt- that his loss of confidence

would reflect itself in the higher yield of the securities.

This is vhy the market is rpactip so violently 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" package.

because of about l individuals with adjusted pros incomes

of $200,000 or more, who paid no tax in 1966. however, an

examination of these tax -eturns Indicated that the tax-free

income was achieved by other tax shelters, and rot by the use

cf tax-exempt municipal bonds.

The House bill provides an option for state and

local rovrnment issuers to rncelve a "subsidy" if they arree

to issue their bonds on a fully taxable basis. However, the

Specretary of the Treasury is riven the authority to determine

the -ate of this "subsidy'" The floor under the amount he

can select (25% of the taxable rate after 5 years) is actually

lover than the benefit which states and cities hive enjoyed

in issuinp their bonds - some 30% to 35% In the past few years.

How can ?ow York City or any other city, state, or

other local government sensibly base its finarci p on such an

oscalatirp uncertainty?

1hy should a City be compelled to gamble. its present

and future development and urbar renewal on a promised subsidy

that could evprtually evaporate? Particularly when it involves

added administrntive 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

cut back and deferred bond issues 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 issues of 119.5 billion would increase interest costs

by over $2.5 billion. It cannot be deemed true reform to thrust

this on our local and state taxpayers, with attendant increase

in re,'ressive local tax burdens and reduced essential services.

Gentlemen, I have been listening with hopeful expectation

to reports about Washington's concern about tho plight of urban

communities. This plipht is real and Pederal concern is fully

justified. But how can we square that concern with such a

destructive measure as the curtailment of tax exemption for our

City'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 prsoons. But I strongly believe that in the

interest of those same persons, the exemption of Interest on

municipal securities must be preserved. The huge financier

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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-page nine-

interpst costs that will have to be borne for the most

part by over-burdened taxpayers of modest means.,

I know that your Committee will five the most

serious evaluation to this proposal and its effect on the

capital development ani renewal efforts of P7ew York City.

I express my nppreciation to your august Body for

this opportunity to submit this prnspntation. I offer

you my cooperation in any area relative to this most

important issue.
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CARLSBAD, NEW MEXICO

September 16, 1969

Mr. Tom Vail, Chief Council
Senate Finance 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 Comm"
ittee to maintain the status quo on the tax free feature as to
interest on city, county, state and school bonds, or other obliga.
tions of these entities. In these instances, where debt is created
by the people of an area affected, they voluntarily pay the bill,
and the tax free feature on interest 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 ketard 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,

a rman, y County New Mex co
Commissioners.

JB/mb
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offits of tiht
CHAIRMAN 1 CHARLES H. SANSON

RICHARD H. AUSTIN EXE0 t.oz-b CUTIVE SECRETARY
VICE-CHAIRMAN LOUIS 0. BASSO

JOHN F. WILLIAMS

SECRETARY -.-&L.,Nn STANLEY J. MOLENDA
OINECTOR Or ACCOUNTIPgG

cSeptember 18, 1969

Senate Finance Ccmittoe
2227 ow Senate Office Building
Washinton, D. C.

Attention: Kr. ToM Vail,
Chief Counsel

GentleMon:

Sections 601 and 602 in Title VI of the Tax Reform Act of 1969
(HR. 13270), by means of a direct interest subsidy from the Federal Treas-
ury, propose to alter the traditional and time-touted method of financing
state and local governments by moans of tax-exempt bonds.

Local units of government should not be hampered by more federal
rod tape in raising the funds required to finance their capital Improvement
pregrasa and moot their daily problems effectively and In timely fashion.
It is well known that the financial resources available to local govern-
meats are at best limited, duo to the fact that prime sources of tax rev-
enues are preempted by the Federal and state governments. Local units and
school districts have traditionally relied heavily on tax-exempt bond is-
sues to fund costs of needed streets, sewers, parks, schools, and other
necessary Improvemnts. .

for example, Wayne County government, through Its several agencies,
has issued or assisted in the Issuance of approximately $300 million In pub-
lic improvement bonds; and proposes, within the next three years, to issue
an additional $300 million necessary to the construction and expansion of
public facilities, including sanitary drains, sewer interceptor systems,
waste disposal plant projects, airport facilities, water mains, hospital
and other construction, and many diverse improvements*

It Is the firm belief of the members of the Board of Wayne County
Auditors that without the aid of tax-oxempt bonds the citizens of Wayne
County would have been, and will be, denied the beneficial use of many mil-
lions of dollars worth of facilties, and that the County's ability to con-
struct further improvements vill be substantially Impalred. If local units
cannot economically market tholr issues, or can only do so at very high

(cnt'd)
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Senate Finance Comitteo
Washington, D. C. 2 September 18, 1969

interest rates due to the shrInkase in demand for municipal bonds, it can .
only have the effect of hampering expansion and discouraging local develop-
met.

In view
Auditors strongly
as at present.

of the foregoink, the members of the Board of Wayne County
urge that the tax exemption on municipal bonds be continued

Very truly yours,

Arthur A* Suneracid, Chairman

4.hibbrd Ho. Austin, Vico-Mhairsn-

"P, John

', S'- cret'ar
F. 'Wsils, Secretary

w
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September 18, 1969

Finance Comittee of the United State# Senate
2227 Noe Senate Office Building
Washington, D. C.

Gentlemen:

There vll be few times in the history of our country when a
legislative effort on the part of our national government 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
vreck all the current programs which ai at the promotion of inter-
governmental relations. Efforts thereafter to establish strong local
and state govarwent credit ratings would be an exercise in futility,
and further control of the Federal Government over local and state
affairs -ould be assured.

Everyone knowledgeable about public finance knows that to reove
the tax exempt status of our bonds means one of two things. We will
either have to abandon 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
want to see the Federal 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
ever-incresing growth of power by the central government. Our bond
purchasers buy our obligations 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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incentive for doing this and that's fine with us, because we are getting
a 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 Covernment. having to be involved to any any degree. It would be
a major mistake to have the municipal bond market abolished.

Submitted herewith and attached hereto are several statements
from state and local government officials relative to their views on
H.R. 13270 as it pertains to tax-exempt bonds. Please include these
in my testimony.

Yours truly,

itsK. Terrente, Director of Finance,
Metropolitan Government of Nashville

and Davidson County
President, Tennessee Municipal FinanceOfficers Association
Vice-President, Municipal Finance

Officers Association of the
United States and Canada
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Septe ber 15th Meting
ihird National Bank Building

SZMTOR GORB, CMOGRrNMN FU/MlOl, lADIS AND GQUTWU:

As Mayor of Metropolitan Nashville, 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 years, been quite

active in both tho' National League of Cities and the National

Association of Coun,!y Officers. This meeting here today is jointly

sponsored by the Tennessee Municipal League and the Tennessee

County Services Association. Representatives are here from various

other organizations and civic groups who have a vital interest in

the continued effective oneratLon of state and lodal government

services in Tennessee.

We are here to discuss the impl!0cations 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 facilities

are required to meet federal government programs and goals in the

areas of stream pollution, slum clearance, housing, and many others.

Local governments are already hard pressed by inflation.

The tax structure available to state and local governments is

controlled by their Constitutions and general state laws. In

Tennes3eet 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 extra 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 responsibility for paying federal taxes from the much broader

and more effective federal tax system to 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

result of the increased interest costs an our bonds to be either

hLoher state and local taxes or reduced Dublic services, or k..t1.

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 Governme. 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 Federal 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 Federal system of government under new

Federalism, creative Federalism, cooperative Federalism or any other

term or slogan.

841
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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 matter 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 partnership and the new Federalism.

It is my judgment that there is no program or proposal including that of tax

sharing which could overcome the damage that would be brought about by the passage

of HR 13270, the so-called Tax Reform Act of 1969, as the act relates to the taxation

of interest en state and municipal bonds.

I say this as one governor among fifty governors who at our recent Governors'

Conference unanimously went on record against this proposal. It is not our intent to

be against tax reform. On the contrary, we strongly support tax reform. But to raise

the cost of government at the state and local level in the name of tax reform at the

federal level is no reform at all. It may give satisfaction 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 experienced by those
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governments that can still find a market, but at rates almost comparable to corporate

taxable bonds.

The demands of our people at the state and local level for services and the

pressures being exerted at the federal level on state and local government to meet

these needs have never been so great as now. The necessity for improving our

streets and waterways, purifying our air and water, upgrading educational facilities,

building and staffing hospitals and the like must be met.

The state and local governments are willing to accept responsibilities In meeting

these needs. However, I predict that if this legislation is enacted in its present form

or in any form which removes the tax exempt status of our bonds, state 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 forced to pay increased property taxes.

2

844



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 Impaired.

State and local governments in Tennessee annually issue approximately

$300,000,000 in tax exempt bonds to finance capital needs and improvements. It Is

estimated that the present outstanding state 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 corporate 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 excess 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 these increased interest costs come from? It

can only come from taxes levied by the state and local governments and paid by

homeowners and citizens of average Income -- not the wealthy.

I have not attempted todiscuss the content of this legislation. I am expressing

my opinion that the results of its passage will affect every 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 officials here and throughout the Nation will

do everything they can to inform the people concerning the serious threat confronting us.
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PRESENTATION BEFORE FORUM ON TAXATION OF STATE AND MUNICIPAL BONDS
William R. Snodgrass

Comptroller 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, I 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 exempt feature of their bonds. Presently interest

received by the holder of state and local bonds is 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 entirely 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 income 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

prefeence 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 enacted, 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 individual investor buy municipal bonds at

a rate to any degree less than corporate 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 taz 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 Cmastitution.

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 to corporate bonds. For all practical purposes, there would be no market for

municipal bonds as such.

Over the nation we are talking about some twenty billion 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 ,r 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.

I believe 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 Gur 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 financing mechanism to encourage states

and their 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 eubsidy would go directly to the issuer as a cash payment or the state

or local government could elect 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 Issue 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 determines is necessary for the purpose of the program. The

3
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fixed percentage would range from 30% to 40% from date of enactment to January 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 subsidy 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 municipal 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 unissued 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 financing 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. It is obvious what th6 cumulative

effect would be.

Just how much of this kind of tax reform can taxpayers of Tennessee and our

nation afford?

4
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It'spretty ceaer that tis "soax ne ncn mu as it routes to state am local

government bonds, is soaking all the taxpayers rather thoroughly already.
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Statement by
J. Wiley Bowers# ExeMtive Director

Tennessee Valley Public Power Association
at Public Rearing on monday. September 15, 1969

Concerning Proposed Federal Taxation of Municipal Bond Interest
Third National Bank Buildings, Nashville, Tennessee

my name is J. Wiley Bowers. I an Executive Director of the

Tennessee Valley Public Power Association, a regional association

composed of the municipally and cooperatively owned electric utility

systems which purchase electric power at wholesale from the Tennessee

Valley Authority for retail distribution to 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 a= appearing to protest vigorously against the efforts by

the Federal Government to impose an unwise "boomerang" tax on State

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 taxation. The system that
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has been in effect over the years 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 *olicated, sore expensive method? There are

hundreds of subsidies to special interest groups through present

Federal tax laws. Why should the Federal Govwnmsnt single out States

and local governments as primary victim of Otax reform?" These

local units of governments -- including mnicipally 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, Edison

Electric 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 end I

quote: "Caplin was hired to develop a legislative plan to sLip a

federal tax on publicly-owned electric systems.0

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.
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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 lot 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 Congress.

T- 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 gist have the capital, because the

people wust 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

governaetso

Our municipal electric systems see no used to change the

historic immunity of municipal bond interest from Federal taxationv

and w urge the Congress to maintain the present system intact.



Nashville Conferenae
Statement by: Jack Rausay Septmber 15, 1969

PARTIAL ILINIATION OF TUX UIP TA S

oF NTEIUST Pam MINCIPAL BS

SAMTOR GORE, MiS. GOR.D MR. LE SMITH MNYOR BRr, K

HRi. SAl, ILL 11BIC OlICIAL AND DISTINGUISHED GUS- -.

AS CMIRMN OlP TM SWH7 COUNTY 001115O8-UREPSEING ALL

OF -M CITISES OF SHIM COUNTY. 9 2 S -- I AM--ALO WITH ALL

LOCAL OFFICIAS ZN T0i11nSU--AND ACROSS TH MT(O--GMVLY

cOUCBH]D)--WIMH PARIAL EIM,4INhTO OF M UX w CEIPT S2'TUS Or

IERT-ROM MUICIPAL OUDS-NDR TM PROVISIONS OF TIO

"ThX REFORM ACT OF 1969 - (HR 13270)'-AS PASSED BY TOE U.S. HO8SE OF

RBP]ESM TIVU-- AUGUST 8. 1969--OVER TME STRNU OSJCYOU

AND PLS-OF LOCAL GOVERUMTr.

ALL OF THE PROVISIOS-OF THIS ACT-WHICH EITHER DIRECTLY OR

INDIRECTLY INCLlD TM INTERSPT SIRTS OR S5 ' OR LOM GORUT

8,CURITI1S-WOWD MVE AN ADME EFFECT V 0 THE SALE OF MNICI,AL

BOMDB--ALRMDY--TH THR T OF SUCH LGISLTIG IS BEING E Y FLT ZN

T82 BOD MIKETS--WIL' CUL CLOWD or THIS LBUSIATICU-OVERD ING

T MNCIPAL M UT-.AT THIS TIE-T-E SCUD BM ' 1iDEX--SUnDS AT

OVER SIX PBRCEET(6%)--E HIGHEST ZN HISTORY-TH- ATRACTOIN OF

MUNICIPAL BOBD C TM 07 bi6UT IOULD CM LY B IMPAIRED BY
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THESE PROVISICUlS--PRBiSUT AND POTENTIAL XUVETORS-WOU CXMIULY

LOOE CUIIPDUECB IM TEI SCUW"'' OF IICIiAL BSCDS--AS INVVS2IZTS--

1M33O33--ALL INVESTO--lI NIbCIPAL BONDS--WILL DINID HIGIR

INTEREST RTlE--TO REPLACE UX LOSS--IF InDlED--THY STILL POMUD

SUMB BOUDS--ATTMCTV3 IIVESI TS-AT ALL--TU ABOUT TH RETIRED

DO)CTIORS

THE IMACT OF 'B HTi IR 8M SOR0R COSTS-- (AT LUST ONE

PER TAGE POINT INCREASE ANTICIPATED)..-AND THE POT TIAL IRILITY

TO EVEN SELL IWNICIPAL BOC1S--WILL BE BOR--BY HE STTES AND

LOCAL GOV N--O TO, PTREISET ECOECMIC CONDITICUS--.TH

InCRM8ED PRESSURE ON ALL Th OF MUNICIPAL rFNCvgG--nICLDI.VG

THE RIO8 N B D INTEREST--WILL PUSH THE COST OF CAPIML FMI ING--

FOR URUTLY NEEDED PUBLIC WORH--FAR BEYOND LGAL OR ECCU OIC

LIMTS--STATB AND WLOCGORWHULT FIJNANCIG COSTS-WSNG A THIRTY-

YEAR BOD ISSUE AS AN UCAPL--COULD INCER E AS HIGH AS CUE-THIRD

OF THE AMOUNT OF MEISSUE WITH STATE AND LOCAL -- IN

TnESS--ISSUIfG APPRO)CRTELY 11133 HUNDRED MILLION IN BONDS

AN3K L&Y-TIS LRG IICRURSE--AS T12 RESULT OF THIS ACT--OULD

ESVE TO BE FIflCD TI13OV= IVCKUSED LOCAL TAM -- CRATIN A

RUDSHIP 0 TU CITIZENS OF ALL CITIES AND C(XJNTIUS--PARTICUIARLY

TEB SMLL 0KS ONUERS--THS 18 CONTRA TO TH ORIGlMgL PURPOSE OF
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TAX U OPTION OF MUNICIPAL UD--WHICH WAS TO EWBLS 82RTE AND

LOcL w TO BORRO AT THE LOST RATH OF INTEREST--

THUS BENFITING THE 8WAL XPA YEM.

TO SIDWaRI--I NST SY--T!MT IF TWO8 ACT--IN ITS PRESENT

FORK--IS ISSUED BY THB SMTB-.JD I8 SIGNED BY THE PRBSIDINT--IT

WILL SERIOUSLY EFFECT AND DISRUPT--STTE AND LOCAL GOVERMNT

CPIT L FINMCIN.--CUR IL UROTY NEEDED PUBLIC HORRS AND

SERVICES--OR THROUGH THE PAYNIT OF FORCED HIGHER INTEREST R TBS--

O MUNICIPAL BnSD--TO POSSIBLY ATTRACT INVESTORS--SHIFT THS

INCREASED CSTS--Il THE FORK OF ADDITICULL UREL ESTATE MXES--TO

THOSE LST ABLE TO PAY--THS V .VED BUSmf B MR .

W-CONCERND WITH 1S INTEUET OF ALL CITIZ 1 OF TN SE--

DO RESPECTFULLY RQUZUST--THE U.S. 81hTORS FROK 1ISS -TNE=

HOVORABLE ALBERi GORE AND TW HOKORNRBLR H01&D BAR--TO US3 ALL

OF THEIR POWER AND INFLECE TO CORRECT THESE INEOUTIS--AS THEY

PERIN TO STATE AND LOCAL ZGORN-NT MUNICIPAL BOND FIHENCING--

IN THE "TX RZM ACT OF 1969."

Tum YOU--... .
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FIN= UXA!ZO OF NUZCIISL 30I3 XNCQO? W

y "or leonaird Opts#Xnoxville

PresdeMnt, ,t nnessee Mniclpal Legue

ht mnIcipal Bud Conferences bept. 15. 1969 - Nalhville

We In city ball are shocd by House of 16presentstive, approval of

a tax refom bill vying federal taxes on our municipal bonds. The

resulting 50 per cent increase in interest rates and destruction of the

nomel mnlolpal hoed market ae truly the knockout blow destroying the

financial ability of our towns and cities to finance services Lo Loir
people.

Zn playing the popular game of taxing the rich, the Houre rushed

headlong, without a chance for us to testify at hear.IngsI into taxing

municipal bond Interest through both a minimum tax erd illocktlu, of

deductions.

Tragicallpi/ these misguided taxer don't hit the r .ch tut 'do soak IM

local taxpayers of over-burdened and totally inadequate local p . j'.rty.

salcs, water and sower taxns. How often have lola taxes Increasr:c' -,

federal taxer decreased ovcr the last 25 years? No: only iv%: col aeM

strained, buttu, Congress has promised big and appIopr.atcd little fo-

urban programs ranging from housing to sewerage plaats. Unprccc dente.m

Isnfletiongand inevcascs :n construction costs for watcr and semos

projects of as msch as 25 per cent In the last wo ycaiso have 3everclv/

reduced the purchasing po er of our Limited income. 7kn, we find

Ineffective efforts to control inflation through tight moncy, resulting

in the highest general intercst rates for both government and private

border. in the history of our republic.

And rw come the knockout financial blow to cities - this tax bill.

Tht mcrc threat of taxation has shoved up our bond .ntrest rates I to lk

percentage points; final passage will push rates 2 pea cent higher for

large cities, over 3 per cent for small towns.

lb In local government are not Impressed by another promise in thAs

tax bill -- that if we go along with letting the Congress exercise the

power to tax our bonds, they will provide enough money to pay interest

subsidies so cities will be better off than ever before? this is what

the Congress sold three years ago when we went along with federal control

of clean stream with the promise of a billion Fedoral dollars this year

to bu.ld sewage treatment plants; but the budget offers are only ono-fifth
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of this big Parise! Aid, the people and the city goveracnt of

Jnoxvill do not want saw Wauingt bureaucrat 41Xing wet bonds

11w city issues or how Much we spend for ewr w7 e

In summary, lot m toy that our Wniipautlcs are Issuing new bonds

at a rate exceeding $125 million a year now aid w. 11 have som $*l

billion of these bonds outstanding In another 15 ycers, 11 subject to

the cxtra interest rate of at least I per cent o r 0 milon annually.

0vlouslyp, thise Anorcases in local interest costs will have to come

out of increases In local taxes on property, lUs, etc*

7his As Ikdeed a fight of our state aid local ta"er against the

highly theoretical and as yet unproven claim of some that a rich 9cwI

arc dncap..ng taxation through muwilpal bond tax exvotion. Wb can

seriously question this, and, In fact, claim that It is not so when

inctors i. municipal bonds could get interest rates at least SO pcr cent

hi hcr if they bought c rmpirtble and taxable corporate bonds. municipal

.ond investors already arc paying a 30 to 40 per cent $in-leu-of tax"

.i 0-w . of Imex intervt rates to our state and local govem wont

Iz:i% it ie. The effect of this tax bill Is to transfer these "in-lieu-

or t,", " ntsw 8 Into th,; !tdcral Trcasury and to add the dangerous

f,. tc., ,, ! d.rsl control over the purposes and volume of state ad

u.i..'LaL binds which tht.y a-e wIlling to aubeidise with federal

.e In ufiocot would be foolish to place our reliance upon the
Vo,').:as tc provide a 30 to 40 per cent interest subsidy for tho

.. r Cty-ovald clctric, gas, water and other vtility opratios.

'Ills Wul, I p6cing Our low-cost electricity and ga, e"te., In tho

lion's Jaw of the private utility lobby which for 35 yeare ha smds

i kc wat d racks upon 2VA end cheap power In the m2essee alley.

T .. reason we would be foolish to do this Is quite ei"le: %InvniOLt,

h s mort; city-owned caltric, gas and other tiity opelatio than any

othct Ft.t in the union by far. Vtus, wo cannot cxpetC tngresrn

icpreenting these other ertatest, relying upon privatlp-mmed utility

00ompan$.c, to provide this promised 30 to 40 per cunt interest subsidy

for our city t'ctric, gas and other bonds whch would not benefit their

state and districts.

For cxample, In onnossoe " per cent of the electric poer Is

provided through city-owned fsclIties, but iq Shc vest of the country
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the power facilities are 90 p(,r cent privately-owncd. W would

benefit from the interest subsidy; they would nots and yce they would

pay most of the taxes required. W can be sur that thu private

electric companies -- as they have tme and again -- will mount an

expenslvc campaign to convince thb Congress they should not subeidise

our interest ratcs and our low-cost e lctricity with the tax dollars

of the oth.r 90 per cent of the country which does not secure sim iAr

benefits.
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TESTIMONY BEFORE THE SENATE FINANCE COMMITTEE
SENATE OF THE UNITED STATES

CONCERNING CERTAIN PORTIONS OF HOUSE BILL 13270

-by Robert B. McLeaish, Jr.

My name is 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 Court of the United States, and I am also a Certi-

fied Public Accountant. Hidalgo County is primarily a rural county, located

in South Texas and having a population, according to the last federal census,

of 180,904.

I requested of Chief Counsel, Tom Vail, the opportunity to offer

testimony to this Honorable Committee since I am deeply concerned with vhat.I

consider to be the adverse economic impact that will 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 should be

passed into law.

May I briefly give some background on Hidalgo County and the economic

status of its citizens. According to Sales Management Survey of Buing 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-

ly 43,400 households and had an effective buying power of $236,629,000. We are

further informed by this same source that the per household income is $5,452, on

the average. Many of the problems of this County are similar to those of other

counties, as well as cities, across these United States. As an example, we find

ourselves constantly in the position of having to market our governmental bonds

for the purposes of constructing needed capital improvements. In years past, this

County has marketed many bonds for the purposes of acquiring rights-of-way and con-

structing roads and bridges.

As a result of the fierce blow that this County suffered in September

of 1961, when Hurricane Beulah descended with such devastating force, our citi-

zens have become increasingly avare of the need for more adequate drainage facil-

ities. Our engineers have mtde 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 million dollars. With an overall tax valuation of

only a little over two hundred million dollars in the County. the issuance of

an additional $10,000,000 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 and a half or five per cent that we could

logically have expected to pay only a few short months ago, the burden then be-

comes Insupportable for our typical fally 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 osculate with each new release of congressional In-

tentions 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 increasing, 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 essentially

the same problem. It is quite apparent that since individual investors have

been notified of che congressional wish& or at least the wish of some Congressmen,

to d4 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 In-

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 WeeklZ 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 M-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 havo 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 alone.
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before the recent activities on the part of the House Ways and

Means Comittee we had an orderly market for municipal and local government

bonds in this country. Nov we do not. Furthermore, hard experience had

taught those of us at the local level that creation ofi a now bureau is not

the answer to our problems. We have learned that programs can and will be

seriously delayed by payment delays resulting from excessive "red tape,"

differing versions of ground rules on the part of various officials within

the same department and apparently sometimes a 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 believe 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 lower interest for the tax Immunity received. I wish

to assure you that I an not a representative of private special interests but

that I speak only on behalf of my local government and its many thousands of

lover income taxpayers and speak against the formulation of policies which

strike at the financial stability of my level of government and its ability to

serve the people without undue federal controls and domlnption.

I further wish to express my appreciation for this opportunity to pre-

sent this testimony to this Honorable Committee.

Robert B. HcLeaish, Jr."
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TO lbVail
Chief Conse i
Senate Finance Comittlee
27 ft, Senate Office Ding0

Wkshingtom, D. C.

3: Tax ftemt Status of Muicipal. Bond Interest

Dear Sir:

Brown County, Minnesota, Is located In the South Central
part of the state about 100 miles Southweast of the Twin Cities.,
lbs popu~lo is approximately 30,000 and the county seat Is New
Via.

ftere is an excellent balance between agriculture and
business In the County which provides a very stable and growing
econmq. About 95.7% of the county's 3W.,320 acres Is in fazm
land. Then ane about 1,733 ftm in the County averaging about
216 acres in sieis So average price for ftaxi land Is about *27
per sere.

NOw Via, the County seat#, h& the greatest part Of the
Commercial activity In the coutv, employing about 5,000 peoPle.
Sam of the largest emloyers ane Minnesota Mining and Dnufectunlng,
Kraft tFods, B? Ge oodrich and Internatioal Milli**.

A substantial growth In Industrial develomnt is soe-
what Indicated by the 476 hams built during the last 7 Years.
A Sales hsnqgment Survey listed the 1966 effective btqying inoms
per household at *7,322.

The balance of bonded indebtedness In Brown County, MWon.
eota, on January 1, 199 Is sumnised as follows:

Ii major school districts $5#354j,000
Local Improvemnts (3 cities and
2 villages) 2,.7 90,9 2m
form Drainage SystemNI900

Total V071 9

The original total of tise bonded Indebtedness wes:

m. ajor school districts S6.4,i5,0oo
Local improvements, 3,621,227
fbi, Drainage Systems 2A WAVl 00
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e net Interest rmte on thes Issues rane from 2.3% for
D br, 19I, ues to 4.33% for Jme, 168, Issues wit mmt
schedules frm 10 to 23 years.

The Ausust Bond D q index soared to 6,5 as an interest
rate on hbah qut l tax esxst bond ioom* UIN this guide 11ne0
Ve haSve coneratively estimated that a 2.5% hher Interest rate
on the Brow County bonds now tn force, vould bave cost or ocal
taxpayers and drainage system owners en additional $ki292,0O0 in
interest.

So Board of Brown County Cowmsoloners has directed w to
Inform the United Rtates Senate Flumce Cmittee that thy are in
opposition to the proposed reoval of the present tax ext status
of the Interest income an mlolpl boads.

sincerely yours,

Otie . LWOO
Br on County Auditor
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STATEMENT OF HENRICO COUNTY BEFORE SENATE FINANCE
COMMITTEE ON H. R. BILL NO. 13270

Mr. Chairman and Honorable Members of the Senate Finance Committee:

I am Linwood E. Toombs, Chairman of the Board of Supervisors of the County

of Henrico, Virginia. I am here to present our view relating to certain pro-

visions in House Bill No. 13270.

Henrico County is an urban county adjacent to the City of Richmond and 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

expanding population.

Our currentdebt, represented by long-term bonds, is $43t 020a 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 improvements, such an highways, parks and library facilities and office

space to adequately serve our citizens. For many months we have delayed

issuing our authorized bonds in the hope that the interest rates on municipal

bonds would decline as a result of measures taken by the FederaX 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

costa has risen as a result of proposals in the House of Representatives Bi

No. 13270 which is now before this Committee for study and recommendation.

This Bill, a "Tax Reform Bill", contains provisions which would both directly

and indirectly tax the interest earned on obligations of State and local Govern-

ments. As a result, rather than seeing bond interest rates decline, we have

seen higher and higher rates - to such an extent, that under our legal interest

ceiling of six percent - it may now not ever be possible to sell our securities
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H. R. Bill No. 13270

on today' 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 future? How do we

secure permanent financing for utility improvements which have, or are now

being installed 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 Preferences, included in

H. R. Bill No. 13270. would result in a direct tax on interest earned on State

and local obligations whenever the aggregate of certain preferred income

excluded a specified tax formula. This. Gentlemen, is a complete change in

the traditional treatment of such income, and is to say the least, on questionable

legal grounds. In this respect, we are advised that the Attorney General has

expressed doubt as to its legality. The Court tests which would be inevitable
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H. R. Bill No. 13270

if this becomes law would place a cloud over the municipal bond market, with

a further increase in the already burdensome interest rates.

In addition. bocawe of the retroactive featixre by which the interest on approx.

imately 120 billion in outstanding municipal and State bonds would become taz.

able to some extent, the holders of these obligations would suddenly find the

value of their holdings materially decreased. Since these bonds were purchased

at a price to yield a specified return on a non-tuable basis, the purchasers

of these bonds were willing to accept a lesser yield. Now, however, the

holder will find that the return has decreased, and may decide that further

retention of the investment would be unprofitable. In such event, we could

very well see the market flooded with existing issues which would provide

competition to the new issues which must be marketed to provide the capital

. construct new State and local public institutions, schools, utilities, high-

ways and the magnitude of other public improvements required by our expanding

populations. No one can possibly foresee the harm and confusion which will-
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H. R. Bill No. 13270

result if this Bill 4s passed with its provisions to tax the income of State and

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, the 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

would 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 economic 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 pricing our obligations

at interest rates below normal market conditions. But not today I Today. with

the very real threat of direct and indirect Federal taxation of the interest on
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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 obligation and is now

offering to buy only at much higher interest rates. As we understand House

Bill No. 13270, Title HI includes provisions which would impose a direct tax

on interest earnings from State and local obligations through a "Minimum

Income Provision" known as the "Limit on Tax Preferences", and provisions

to indirectly tax these earnings through the "Allocation of Deduction Provision."

It is not our intention to go into the details 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 ligations.

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 obligations became taxable, with the inevitable higher interest rates

which State and local governments will be required to pay - who will be the ultimate

loser? Not the future bond purchaser - he will price his bid 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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H. R. Bill No. 13270

In view of this inescapable conclusion, we request that you strike from this

bill al measures in Title MU which would in any way, directly or indirectly,

place a Federal tax on the interest of State and local obligations.

Title VI of the Bill contains a provision whereby the Secretary of the Treasury

is given authority to pay a subsidy to those State and local governments who

elect to give up their tax exemption status and issue fully taxable bonds. This

subsidy in the beginning 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. If this be

true, isi 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, has in shost inotatnces, 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 previously enjoyed.

I would like, with minor changes and additions, to echo the recent comments

made by the Executive Director of the Municipal Finace Officers Association.

1. We are not here to defend the special interests of wealthy individuals;

instead, we are here to defend interests of the average citizen and

taxpayer from the increased local taxes required to meet the higher

interest costs on State and local obligations which will result from

taxing the interest earpings on such obligations.

2. We are not seeking to preserve a benefit conferred by Congress;

rather we are here to seek & continuance of benefits stemming from

the Constitution of the United States by preserving the right of State and

local governments to issue tax-free obllgetions,

3. We are not attempting to oppose provisions of this Bill whereby ndivi.

duals would be subject to a minimum tax, nor x system of allocating
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H. R. Bill No. 13270

deductions; but we are here to oppose the inclusion of interest on

State and local obligations from being included in any of these Sections.

4. We are not here to impede "tax equity"; on the other band, 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.

5. We are not here to represent any special interests; we speak for

Government - State and local - and the millions of average citizens who

make up these governments - who will be adversely affected through

the higher taxes each will be required to pay to State and local govern-

ments to meet the vastly increased interest costs which will result if

this Bill is approved as now proposed.

6. 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 the fact that they were tax exempt under aU1 existing

legislation, now through retroactive Federal legislation these investments

are nOw taxable, that somehow this cannot but undermine the public's very

faith in the integrity of Government.

I thank you for this opportunity to present our views on this most vital Issue.
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COMMONWEALTH OF VIRGINIA

CouNIT Op FAIRFAX
FAIRFAX. VIRGINIA 22C30
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TrLCPHONC CR 3.8000

September 19, 1969
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Chairman
Committee on Finance
United States Senate
Washington, D. C.

Dear Mr. Chairman:

This is in reference to Mr. Vail's telegram of September 9. 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:

Population

Public School
Membership

Households

Assessed Property
Valuation

1950

98,557

13,278

26,558

$123.353,798

Long-term Bonded
Debt (general obligation)

1960

262,482

59.983

62,743

$470,849,300

-0- $ 42,450,310

1969 (est.)

432,482

130,300*

116,501

$1,454,742,832

$ 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 including 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 space shortage of massive proportions.

- Delay, if not default, in its ability to 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-- 0
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 excessive interest rates makes it extremely
difficult, if not impossible, for local government to meet its valid needs. A
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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:

M 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'position
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 r 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 it as 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.

2~rtnC assey
County Executive

ccm:gjk/lw
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Setember 18, 1965

Honorable Itussell B. ,'ng, Chairman
smwhers of the Senate Finance Comnittee

Due to the large nwber of witnesses requesting time to testify on
tax reform measures In your current hearings, Tom Vail, Chief Counsel for
your Comittee has advised me to submit a written statment. v a'.re-
ciate the consideration that is being granted us.

:17 name is W. Fred Schaeffer. I an Presiding Judge of the Greene
County Court, Oreene County, 1ssouri. I on also President of the
Association of County Judges of issouri.

I strongly omose the action of the House of Renresentatives in K.R.
13270, the "tax reform" legislation which includes the interest local
governments nsa to individual investors in their bonds. Under both the
LIxit on Tax 'reference formula and the Allocation of Deductions Rule,
local government will suffer. We in local government are continually
faced with a shortage of funds, the resistance to an ever increasing tax
on Real ?mroerty, and now with the adverse pressure of the House action,
the Tax Exemt market continues to deteriorate rapidly.

Our county ias a great number of elderly and retired citisens, the
most of whom are on fixed incomes. We are also in a fast growing area
which is continually faced with the need for canital. provemnts of
governmental facilities. The most nractical mans of financing is by
bond issue and without tax exam t bonds we are in serious trouble.

We recognize that the intent of this legislation is to reduce in-
equities among tawers. We do not believe that it is the intent of
this legislation to jeoardize the preferential 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 Iftesouri.

We realize that there is no easy solution to the problem of alle-
viating the financial burdens of the states and their local government.
It is also important that the market for state and local government
securities is not destroyed by well meaning attewnts to equalize taxes.

It is our earnest home that your Comittee will in its delibera-
tions find a way to avoid taxing local bonds.
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As state&, I am also President of the Association of County Judges
of Missouri. This Assmiation held its h annual meeting on Sep.
teber n. and 12, 1969 in Jofferson City. The matter of tax exempt
bonds was discussed with this grouo bv our State Treasurerp the Hoor-
able William S. binson. The Association passed the following Reso-
lution and asked that it be made a nart of o etateont to your
Ccamttee:

lhoroas, it is essential that any government have the nouer to tax
and to borrow to swzort necessary services; and

Whereas, the freedom of the Federal overnment and the States from
stationn by the other is part of the genius of our federal system; and

11hereas, this freedom necessary encowasses the immunity of State
and local government obligations from Federal taxation and a similar
imemnty of Federal obligations from State and local taxation; and

Nereas, as measures for tax reform or the raising of additional
revenues nronosals have been made to amend the Federal tax laws to close
certain loopholess", or to bring about a greater measure of equity among
taxnaers; and

Whereas, these nronosals Include one to enact a minimum Income tax
and another to set a mxian amAmt of income that could be exerted
from tax, enactment of either Oc which, if they include Interest naid
on local government obligations, would noso a serious problem; and

Now, Therefore, Be It Resolved by the Association of County Juges
of lissouri at their annual meeting Septeber 11, 1969, that it reaffirm
its sort for the reciprocal freedom of the States and the Federal
Government from taxation by the other; and

Be it further resolved that it petition the Finance Committee of the
Senate of the United States to refrain from enacting legislation which
would make more difficult and aore costly the performance of their re-
s.onsibilities by local govermints, and endanger the market for local
securities; and

Bo It Further Resolved that copy of this resolution be sent to the
Finance Committee of the Senate and to all embers of Congress from
this State.

Resr*ctfully submitted,
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Its purpose in being is to exorcise an essential governmntal

function which includes, among other thin, the establishment, con-

struction, operation and maintenance of railroad and other facilities

for the transportation of passengers across any bridge or tunnel owned

or controlled by tie Authority, the improvement and dovolopoent of the

port district for port purposes, cooperation ith all otber bodies

interested in development or use of the Dalawtare River, construction

acquisition, operation and maintenance of other bridges and tunnels

across or under the Delaware River, promotion ac a highway of commerce

of the Delaware River, the establishment, ,aintonance, rehabilitation,

construction and operation of a rapid transit system between points in

New Jersey ctamtition within a 35 mile radiua of the City of Camden

and points vithin the City of lhiladelphi a, Pennsylvania, and the

perfornanco of such other functions which mny be Qf mutual benefit

to the Ccumnoriealth of Pennsylvania and the State of New Jersey insofar

as concerns the promotion of the Delawaru Valley.

The attached map shors existing facilities operated by the Delaware

River Port Authority and proposed sites for new projects (the numbers

shown correspond with those shown on the map).

9. Benjamin Franklin Bridge--a Bridge across the Delaware

River between Philadelphia and Camden, New Jersey. Opened

for traffic in 1926.

1. Walt Whitman Bridge--a Bridge across the Delawaro River

between South Philadelphia and Gloucester, New Jersey.

Opened for traffic in 1957.
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5. Chester-Bridpoport Ferry--a forry operation across the

Delaware River between Cheater, Pennaylvania and Bridgeport,

Nw Jersey. Operated by the Authori ty since May, 1965.

14. Rapid fransit System--a high-speed transit facility between

Vhiladelphia and Idndenvold, Mw Jorsoy, a distance of

1A.5 miles. Opened for passenger traffic in January, 1969.

4. Chester-ridgeport Bride--a Bridge across the Delwaro

River betwoon Chenter, Pennsylvania and Bridgeport, Nov

Jorsoy to replace the Chester-Iridgoport Ferry. Scheduled

completion Septoembr, 1972.

12. Hitladelphia-lnnsatu on Bridip--(called Dolair Bridge on

map) a bridge across the Wlaw r Rivor between Philadelphia

and Ponnsauken, Now Jersey. Scheduled completion Septeber, 1972.

13. Improvemnts to Wbsting Facltiou--improvonts to existing

and construction of now approaches to the Bonj azn Pranklin

and Walt Whitman Bridges. Now Qentrtaixod Maintenance

Building.

Tho Authority at present enjoys a strong and healthy financial

condition. It's revems adequately cover the combined costs of

operation, maintenance and debt service. As of August 31, 1969, the

outstanding bonded indebtedness aggregated $140,ooOOO. 7hoso Bonds

yere sold on April 23rd of this year at an average interest cost of

5.623% in order to accomplish one half of our financing program. Th

purpose of this financing program is principally to construct two now

bridges across the Delaware River to prevent traffic congestion from
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.strangling the econoatc well-being of the Delaware Valley. The proceeds

of these Bonds provided moneys which, together with other funds available,

were sufficient to (1) refund the then outstanding $65,04,000 193 Bonds,

(2) redeem the then outstanding $60000,000 1968 Notes issued for con-

struction of the Rapid Transit System, (3) provide the balance to pay;

the remaining costs of tho apid Tranoit System increment now nearing

cacmpletion, (4) pay a portion of the cost of constructing the Chester-

Bridgeport Bridge and the Philadolphia-Vennsauken Dridge, and (5) to pro-

vide funds for certain other projects and financing coots. Additional

bonds in the amount of approximately $140,000,000 wore expected to be

i.ssuod later thin yoar or thereafter to pay the remaining cost. Because

of the dotoriorating market conditions for tUx-oxcmpt municipal bonds

caused In part by the clouds of uncortainty created by the proposed tax

reform bill, we have determined to delay permanent financing pending

meoro stable market conditions.

The principal and interest for thooo Bonds are payable solely

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

Financial Advisors, Drexel Harriao Riploy, Incorporated and Elkins,

Morris, Stroud & Co., have advised us that if W110,O,000 of bonds

were sold today, the interest cost to the Authority would approximate

6.75%. Add to this tho possibility of a geater interest cost to

the Authority because of this legislation atfecting the tax exempt

status of our outstanding and proposed Bonds, we are of the opinion that

the individual user of our facilities -- the daily coomiter .- would
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have to bear the burden in the form of higber tolls and fares. In

addition, any substantial lessening of revenues and/or increase in

construction costs would have a marked effect an our now existing

toll and fare schedules in order to rain the necessary funds to oc.-

plete our financing propru.

The attached tabulation attempts to point out statistically the
9

statement concerning the daily oomuter's use of our facilities? It

is necessary to make some basic ssumpticis in order to draw certain

conclusions. Tese are (1) that the Estimated Met Revenues a. Liable

for Bond orvice will be substantially as projected by our 'affic

Engineers, Covrd&l & Colpitts, in the Authority Official Statement

dated April 23, 1969 (copy sttaohed), (2) that $IAo,oo,o will be

adequate to complete our financial prora, (3) that the proposed bonds

wouldall be issued as of January 11 1970, and finally, (4) that in

order to successfully market the propose& bond ilsm, bond service

coverap would have to approxiate 1.30 tins bond service in 1973

(the assused first full year of operation of all facilities).

Asswtion A is taken directly from the Official Statemant used

to sell our Bond. last April. 2his was our best Judgent at the time

as to the effect of a Second Series Bonds on bond service covered.

Since that time as preotously stated, market conditions have

deteriorated. Assuption B shows bond service coverage following the

Issuance of bonds in q bond market as it exists today. It iV our opinion

that if the Federal Government rakes inroads upon heretofore tax-free

bonds, the interest rates will further deteriorate. Assmption C shows

bond service coorage in a bond market as it tdght exist if tax exemption

TIMation referred to was made s part of the official files of the
Committee.

&%a 6 0. &6.040A
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is orioamly impaired.

To bring Assumption C up to the standards of bond service coverage

shown in Assumption B, namely 1.29 times bond service in the anticipated

first full year of operation of all facilities (1973), approximately

$3,00,000 in additional revenues annually would have to be raised.

Coverdale & Colpitts, Mrafflo EnZineers to the Authority, have estimated

that a 10% across the bour Increase in tolls would have to be implomnted

in order to establish revenues at the desired level.

Notwithstanding the fact that projects of tho Authority already

started may be affected, it is the Authority' conclusion that higher

interest rates due to infringement upon the tax-exempt status of

intorost on municipal bonds will result in the individual user -- the

daily ocmutor -- paying higher tolls and fares.
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STATEMENT OF THE
JEFFERSON COUNTY BOARD OF EDUCATION
BEFORE THE SENATE FINANCE COMMITTEE

ON THE TAX REFORM BILL

September 17, 1969

by

Richard VanHoose, Superintendent

Jefferson County Public Schools
Jefferson County, Kentucky

Mr. Chairman and Members of the Senate Finance Committees

As superintendent of the Jefferson County Public Schools, 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:

1965 $ 3,250,000
1966 10,570,000
1967 13,975,000
1968 12,815,000
1969 16,950,000

At the present time we have a total of $69,000000 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 feel

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 severe deterioration of

the bond market. The State of Kentucky has a 7 per cent interest rate coiling.
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We have difficulty in marketing our bonds because of the large number

issued in recent years. 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 is

difficult enough to sell to "home folks." You can imagine our problem when

we 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 enjoyed 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.
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Statement by Frank M. Whiston
President of the Chicago Board of Education

to the
Senate Committeo on Finance

Mr. Chairman and Members of the Senate Committee on Finance:

I am Frank 14. Whiston, President of the Chicago Board of Education.
It is a pleasure to have this opportunity to present my views on certain
sections of HR-13270, the Tax Reform Act of 1969.

The sections of HR-13270 with which I wn primarily concerned are
those which would affect the tax-exempt interest on certain governmentalSbligations. The Chicago Board of Education annually markets over
49l 000,000 in tax anticipation warrants and we expect the Public

Building Commission of Chicago to sell 3140,000,000 in bonds over the
next two or three 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 required.

It is my conviction that Section 301, dealing with the limit on tax
preferences, and Section 302 on the allocation of deductions, would
seriously impair the marketability of our tax warrants and bonds and
require much higher interest rates. The added cost of borrowing would
be a severe burden on the already strained finances of the Board of Edu-
ca ion 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 602 are considered impractical
and costly ways of overcoming the difficulties created by Section 301
and 302.

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 Act of 1969.

Thank you for the opportunity to present this statement.
a

September 19, 1969
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Statement IM President Robert R. Martin of Eastern Kentucky
University on behalf of the American Assoiation of State
Colle as an-unN-ersiTe -snd the National Associitin o State
UnItverstre and Land-Gran t-oe s, to the Cmmittee on Finance
of the u.S. Senate concerning H.!, 13270, epember 23,-T969.

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 Comittee on Federal 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 Education, we feel that the gravity of the

proposals in HR 13720 with respect to state and municipal bonds was

inadequately emphasized 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
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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 increases 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 obligation 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. Such bond being exempt

from tazation by the Federal Government, have been readily marketable

and have enabled the institutions to provide the facilities necessary

fox 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, Eastern Kentucky University has issued and

marketed several series of its Consolidated Educational Buildings

Revenue Bonds# aggregating $21,,400,000, which were sold in the

open market and purchased by private investors. In July, 1969,
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the University offered a series of such bonds in the mount of

$7,400,000 for the purpose of constructing needed academic

facilities. For the first time in the history of the Comeonwealth

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 .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 Incom tax Deform

Act of 1969, the tax exempt status of state and municipal bands 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 asupti n of tax exemption and lover interest oaste

were realized by the seller of the bonds due to ta exemption.

am informed. that bonds Issued by state and municipal government agenoes

have been tax exempt from the original enactment of the income tax

laws until the present date. If Sections 301 and 302 become

law, then earnings from such bonds will become liable to taxtion

and the owner will have no recourse for the resultant or potential

loss of inome. Obviously, the bondholder will unavoidably conclude

that the state. and municipal bonds are not good investments. Purther,

the potential purchaser of state and municipal bonds will be forced

to conclude thate if such bonds can be made subject to taxation on

the basis proposed by Sections 301 and 302, then subsequent logis-

lation can make such bonds fully taxable. Accordingly, interest

rates will rise markedly and the marketability of, state and
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municipal bonds will be seriously jeopardized. Further 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,

what appears to be a choice between the sale of taxable or tax-

exempt bonds by the agency is in reality no choice whatsoever. An

analysis of the effect of H.R. 13270 upon the bond market vould

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 tapeO

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

interference or intervention, in the incurrence of long tern debt. 47
Admittedly, state colleges and universities have used federal
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assistance in this field at one time or another. However, when

such federal assistance was used, the Federal 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 Federal 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

otherwise.

I have offered no opinion or moment concerning the remainder

of the Act. Certainly, I subscribe to the concept of tax reform

to the end that the burden of taxation is equitably distributed

among the citizenry. I must strongly protest, however, the efforts

of proponents of the Income Tax Reform Act of 1969 to use the

concept of *tax reform" to disguise an attack upon the treasuries of

states and municipalities. Such action is contrary to the fundamental

conception of the relationships between states and municipalities

n the one hand and the Federal 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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STATUAIT3 01P TI MTIPOLITAN ITMTR DISTRICT Of OUl3
CLVOWUA CoSWIMS IHE TaX-UX0IT STAN

O MWICUPAL 0w$*

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 nov serves most of the coastal plain of Southern California.
It has a population of more than 10 31il1on living in 121 cities
and In various unincorporated areas Including the metropolitan areas

of Los Angeles, Orange County and Ban Diego.

Southern California, a semi-desert area, has 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 urbn
coplexes in the world. This oswning and unprecedented growth
placed tremendous pressure on public officials to continue

furnishing the met basic cosmodity for this dynamic and ex;pading

economy , mnoly, water. The natural distribuAtion 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 meting 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 resource wosks already
constructed in Southern California with municipal bonds, the voters

*Presented to' the ' ttes on FPiane, United States en$teby Joseph Jensen, Chairman, -ard of Directors, septeer ii, 19n
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of the Metropolitan Water District authorized the sale of

$850. 000s 000 in general obligation bonds in 1966 as part of a
financing package for the construction of 01.250.000,000 In new

works for the distribution of additional water within our service

area. These bonds are in addition to the $,750,000.000 In bonds

authorized for the California State water Project, the world's

largest water project which will meet southern California's needs

until close to the turn of the century. As of this time

Metropolitan has yet to sell $65.000,000 worth of its bond

authorization, while the state has $600,000,000, which are unsold.

These figures quite accurately reflect the enormous costs

to state and local governments of financing just one of their

essential services in the west under the unprecedented growth

pressures experienced since World War I1. Today In California,

public agencies have over $2 billion In bonds miting sale for the

construction or betterment of water supply systems. In most

instances, the added flexibility of long-term financing has

permitted public agencies to do a more comprehensive and more

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 note expensive development.

Sections 301 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. fhe far-reaching 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 consequenees of their decisions and

the question is not whether this will increase the cost of issuing

municipal bonds but rather how such. The other distinct

possibility is that investors will seek other more profitable

investments, thus limiting the supply of funds for municipal* and

so in effect driving up Interest costs as competition between

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

municipal* 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 will look elsewhere for

investment potential or reflect their concern in the bids they

make for these securities. Also, until the constitutional issues

raised by some of the proposed amendments are resolved by the

courts, investors will be reluctant to consider municipals.

Prom the standpoint of Metropolitan and other public

agencies, these reactions will cost money - a great deal of money -

which must be passed on to taxpayers or water users. Metropolitan

must sell the #045,000#000 balance of its current bond

authorization to complete its construction program and an Increase

of one percent In the Interest rate of these bonds will result In
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an added cost of som rsre around 275, 000,000. An Increase of

2-/4 per cent will result in an increase equivalent to the

principal amount.

This added ost to Metropolitan vil not be for the

investor's benefit. The ,investor is demanding a higher Interest

rate to maLntain his rate of return in the fac. of changes in the

tax law and the added interest cost to state and 3mal agencies

which 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 these two provisions. We do not feel the

Federal government's ned for additional revenue needs to be at

the expense of local taxpayers. The almost Minisule number of

individuals wbo escape a portion of Income tax because of ownership

of municipal bonds is not adequate reason to Impose much higher

costs on local government, the most gretly troubled level in our

entire government structure today.

The alternatives to the tax-exempt bond %hilh have been

proposed in connection with tax reform so far fall Into three

general groups. The House bill provides for a no-strLgs-attached

subsidy for those public agencies willing to issue fully taxable

bonds. The other two have been generally lumped Into the "urban

bank" approach and some type of guarantee system.

These latter two Involve edoral eurveillanoe and

regulation of local capital project In order to obtain the

financing offered. We do not agree with this. We do not feel
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that having to accept Vederal approval of our construction programs

ia an alternative to our reluctance to go into a more costly bond

Market. OoAi areas of state and local government need ederal

assistance to develop needed programs in accordance with national

policy but we feel this shouL4 be a conscious deciAon by Coes

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 -goverunt 'a

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 leal agencies and Is

more consistent with Treasury's argument* that its objection to

tax-exmpt bonds is in large part based on lose of revenue.

However, we cannot agree with such an approach %ben it ust 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. %hich we believe will

prove far more costly than current estimates indicate. proves

unacceptable or is altered by Congress at acme future time, then

state and local agencies are left without recourse as their

traditional market will have already been substantially 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 COMMISSIONS RALEIGH. N. C. 27602
Omoem or ee, om..mgy N1O~sdemmY e

HALA . YL 5SWS P. oe~ Pa
SMPa T. BARNS DewMI IMyWW September 10, 1969 TUWWU 4amA WOe: eAOSW
W. SWANT SuUST., WUSSYMAW

Honorable basell D. Long, Chairmmn
Comittoe on Finance, Uitted States Senate
2227 New Senate Office Building
Wasuhngton, D. C.
Subjects N.R. 13270, Tax Reform Act of 1969

Senate Finance Comittee Horings Beginning September 23, 1969

Der Senator Long#

This statement Is in oppoeftion to that portion of the Tax Refom
Act 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 primarily upon the following contentionst

1. That the principle of tax inanity of the states ad
local governments is vital to the preservation and
continuation of their capacity and ability to serve
the people of their oommity.

2. That the proposed mwnent is contrary to the long
and well established policy of Congress to ahold the
reciprocal freedon of the states and the Federal
government from taxation by each othat.

3. That the fear of the investor that Congress will remve
or modify the tax exempt status of state and lochl bonds
is a plague to the municipal bond market and is serving
to increase disproportionately the cost of using borrowed
funds in providing the public facilities so critically
needed.

4. That the State of North Carolina through It self
administered program of fiscal responsibility is
providing for its people the best possible government
at the lowest possible oet.

We mention with pride the well established objective of the State of
North Cerolina is to promote and encourage strong and self-sufficient local
government. We think the North Carolina way of providing funds for vlid public
purposes Is unique and frx aperior to the praposele that heretofore have beon
submitted to the Congress. We think the North Carolina approach qpports the
no direction of strengthning Federal-state relations and we therefore take the
liberty of presenting a brief description of the State's program of public flmce.
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Honorable Missell 3. Long
Page 2
September 10. 1969

The Locs Go euent Act of 1931 gives the State of North Carolina
through the'Local Goverment Commission, which functions as a division of the
Department of the State Troeum, the responsibility of approving and super-
vising the Lsunce of boads or other evidmnces of indebtedness by the local
units of government. This responsibility Involves working with the representatives
of the local units and other agencies of the State and Federal go"ments in
plming the projects to be financed and finally serving as Issuing agency for
the bonds and notes.

Zn mnistering the provLsiom of the Local Government Act, the
Comiusica examines the necessity ad expediency of, the local bonds or notes
as proposed, the adequacy of mt and the ability of the Issuing unit to makerepayimt.

The Comesion's supervision assures Investors that correct procedures
have been followed and that the fiscal data presented In the offering circular
is based Upon reliable soumces. The local units benefit through lower interest
costs that result fm the underwriter's knowledge of Commission standards and
the uniformity of offering procedures.

the Local Governm t Act carefully epwell out the procedural require-
mats to be followed in the Issuance of bonds by a local unit. Driefly, the
Act provides that before any local uit may is e its bonds or notes, the unit's
governing boad mt file an application with the local Government Comassion
requesting its approval of the issuance of the proposed bonds or notes. Zn
the event the bond proposal is required by the Constitution or by the statutory
lem to be smbmitted to the voters of the unit for approval, such application
must be filed at least forty days prior to such elections Notice of the unit's
Intent to file the application mst be published at least ten days before filing
the application with the Camision.

ne law provides for obJections by private cUtisens and public hearings
by the Conmssion on proposed bond Lsse, but under the law no bond or notes is
valid Unles it bears a signed certificate to the effect that Its issuance has
bee approved under the provisions of the Local Goverment Act.

North Carolina, being one of the thirteen original states, has a
tradition of local elf-govern-nt. It is believed to be unprecedented for the
General Assembly of North Carolina to ham adopted a measure centralising in
Waleigh the degree of authoriLty over the financial affairs of its counties, cLtiU,
toms and other political subdivisions. Zn fact North Carolina Is among tour
states-along with UitchWa, Louisiama and VirgnLia-that assists or oversees
the borrowlg opentions of its local %&its. Te Virginia Comissiom does not
offer aid or advice unless requested by the locality, but in Worth Carolina the
units are required by law to proceed through the Local goverent Comission.
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monable Rusell . Long
Page 3
September 16, 1%9

The locl goveramntal organizations in north Carolina having authority
to Loon bonds and notes include 100 coamties, 45 munioiplitie e ad 63 special
taxing districts for a total of 709 un=It of local government. As of Jue 30,
1969 the bonded inebtedess of the local units exceeded $1 billion while the
bonded indbeness of the Itato of North Carolina was almost $500,000,000 making
the combined indebtedee of the State and Its local subdivisions in ees of
$1.5 billion.

The otats and local govenmonts throughout the nation rely heavily an
bond issues to finance capital ixprovments. In North Carolina, the state and
local governments hve generally followed the practice of borrowing for prudent
and necessary purposes and at time We bowing was considered economically
wise. A study of the trend of state and lacal debt hows that North Carolina and
its local unite of government have followed a well-balanced program-using both
pa-as-you-go and borrowed capital, On a per capital basis, North Carolina ranks
4th amg the fifty states in state and local indbdneOs.

The iamunity of the states and local governmws from Federal taxation
is vital to the preservation of our dual sovereLgnty which charaterises our
system of government. As important as the interest savLnge may be to local
governmnts, and ixportant as the revenue los may be to the Federal government
because of the tax-exzpt character of mAicLipal boads, these factors are secondary
to the preservation of the sovereignty of our ttes and the LntegLty of our
local governments.

Those who purase mnUiLpa secrte do so with the full understanding
that the interest received from such sc itLes is exempt under existing Federal
Incaoe tax Um. To ly an income tax retroactively would seriously damage
investors' confidence in the integrity md good faith of the federal government.
Furthermore, uless there is an early and decisive conclusion to the threat of
Congressional action neither present investors in municipal bonds, prospectve
.Investors, nor bnks and other institutions that Puchas mniipal obligations
for their portfolios woul4 have sufficient confidence in the tax exempt status
of inicipal boads to take a caMe on future investment in such security.
Once this principle is breached, the is theoretically no limit to the extent
to which the Interest could then be taxed by succeeding Congresse. This would,
of course, result in a total collapse in the market which would unquestionably
fwoe the states and mLcipalities to seek financial rollef from Washington.

if the tax exemption on Interest fron municipal and state bonds were
eli inated, the cost of public woks to the taxpayer woul4 increase. Investors
would continue to buy the bonds. They are the nost s cure of Inveetentm, but
they would demand a hgher Interest rate to copenate in part at least for the
taes levied on the interest. The Ioca pxpert taxpayers would toot the bill.
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Honorable lAsell 3. Long
Page 4
September 30, 1969

There can be no doubt that financial relief is sorely needed by the
states and their subdivisioas, but the proposals presently before the Congress
vould appear to create more problems than they solve. The economists today are
saLng that in the years to come Ioca governments vil be one of the major
"growth Industries". Through the years the objective of the State of North
Carolina has been to en curage local unite to asswe full initiative and
responsibility allowing the role of the State to be mainly that of advsor and
Counselor.

Stability goes to the heart of character and the legislatures of the
State of North Carolina have given out people and our bondholders a stable fiscal
Policy.

Sincerely yours,

Huarlan X. soyle
Deputy State Treasurer and
secretary of Local Government Comission

HO/bAM
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To Hon. Seat Finance Committee
2227 New Senate Office Bldg.

Washington, D. C.
Attn: Tom Vail, 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 September 23, 1969.

Be: H. R. 13270 Income Tax Reform Bill

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 obligations Is found.

2. Such increase has to be borne by localproperty
owners already overburdened with taxes to maintain local
governments.

3. Removing the exemption of interest on state and local
obligaions will not accomplish the purpose of the bill, i.e.
to tax the income of wealthy people and plug loopholes in the
income tax law.

4. Desirability 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.

5. Such a tax has been declared unconstitutional by the
United States Supreme Court.
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Re: H. R. 13270 Income Tax Reform Bill

This Association wholeheartedly supports the position
of the Nationa Association of Counties to which orgamntlon
and Its speakers before your Committee on September 24, 190
reference Is hereby made for amplification of this statement.

Respectfully submitted

County Officers Assoclation
of the State of New York

By

Wxcuiv Dirorx

0

I,

420

1~


