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REVIEW OF TAX TREATMENT OF MORTGAGE-
RELATED SECURITIES AND ENVIRONMENTAL
ZONE LEGISLATION

FRIDAY, JANUARY 31, 1986

U.S. SENATE,
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT,

COMMITTEE ON FINANCE,
Washington, DC.

The committee met, pursuant to notice, at 9:35 a.m., in room SD-
215, Dirksen Senate Office Building, Hon. John H. Chafee (chair-
man) presiding.

Present: Senators Chafee, Wallop, and Long.
[The press release announcing the hearing and the prepared

statements of Senators Chafee and Wallop follow:]
[Press Release, January S, 1986]

FINANCE SUBCOMMITTEE To REVIEW TAX TREATMENT OF MORTGAGE RELATED
SECURITIES AND ENVIRONMENTAL ZONE LEGISLATION

The Senate Committee on Finance's Subcommittee on Taxation and Debt Manage-
ment has scheduled a January 31 hearing on three bills introduced during the 1985
session of the 99th Congress, Chairman Bob Packwood (R-Oregon) announced today.

Senator Packwood said the Taxation Subcommittee would review S. 1959, S. 1978
and S. 1839 at the hearing set for 9:30 a.m., Friday, January 31, 1986, in Room SD-
215 of the Dirksen Senate Office Building in Washington.

Senator Packwood said Senator John 11. Chafee (R-Rhode Island), Chairman of the
Taxation Subcommittee, would preside at the hearing.

The bills to be examined:
S. 1959, a measure to clarify the tax treatment of certain mortgage related securi-

ties, to authorize the ownership of certain mortgage loans in multiple class arrange-
ments and for other purposes, as introduced by Senator Chafee December 17, 1985.

S. 1978, a bill to clarify the taxation of certain asset backed securities in multiple
class arrangements, as introduced by Senator Alan Cranston (D-California) Decem-
ber 18, 1985.

And, S. 1839, a bill to amend the Internal Revenue Code of 1954 to provide that
certain deductions and credits not be allowed for expenditures within an environ-
mental zone, and for other purposes, as introduced by Senator Chafee November 7,
1985.

STATEMENT BY SENATOR JOHN H. CHAFEE BEFORE THE SUBCOMMITTEE ON TAXATION
AND DEBT MANAGEMENT OF THE SENATE FINANCE COMMITTEE

Good morning. We are today having a hearing on two very important subjects.
First, we are going to have testimony on the taxation of mortgage-backed securities.
Second, we are going to explore the possibility of eliminating various tax breaks for
development of certain environmentally protected areas of the country.

We have quite a number of witnesses, including my colleague Senator D'Amato
will testify first this morning, and so I will not make a lengthy opening statement. I
am delighted to see such interest in the legislation and I look forward to hearing all
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the testimony. Since time is of the essence, 1 will hold all the witnesses except Sena-
tor D'Amato and the Treasury Department to the 5 minute rule.

My main purpose in having the hearing this morning is to get the legislative proc-
ess moving on these issues before tax reform completely takes over the agenda of
the Finance Committee. If we can come to an agreement on any of this legislation,
there is still a possibility that it could be added to the tax reform bill.

One of the important aspects of moving any legislation in this time of Federal
budget deficits is that it not cause any loss of revenue to the Federal Treasury. Thus
the comments of the Treasury as to the revenue effects of these proposals are very
important. If the Treasury can not give us revenue estimates this morning, I hope
they will do so as soon as possible, since that information will play a crucial role in
determining the future of these proposals.

We have before us two bills dealing with the taxation of mortgage-backed securi-
ties, my bill S. 1959 and a bill introduced by Senator Cranston, S. 1978. Senator
Cranston's bill covers not only mortgage-backed securities, but securities backed by
other assets as well.

My bill is designed to clarify the tax treatment of mortgage-backed securities,
which should facilitate investments in mortgages and thereby reduce mortgage in-
terest costs for home buyers. I have limited my bill to mortgages primarily because
there is more data and a better understanding of how mortgages and mortgage-
backed securities behave than there is of other asset-based securities.

I am concerned that we clarify two important tax issues with respect to these se-
curities. First, should an entity issuing these securities be subject to a separate level
of taxation?

Second, what are the tax consequences to investors in these securities? If we can
agree on the tax rules governing mortgage-backed securities, then perhaps we could
and should extend this treatment to other asset-backed securities. However, at this
point I want to concentrate on making certain that the tax rules are correct.

Finally, I notice in the written testimony submitted thus far there is some con-cern that the Administration may seek to exclude government sponsored agencies
such as FNMA, FHLMC and GNMA, from issuing these securities. I do not want to
get into a debate on that matter this morning because it is clearly not a tax issue.
However, I will say that if the Administration insists upon its position, I fear this
legislation will not move forward, and I think that would be a loss for all concerned.

With regard to my bill proposing that tax incentives be eliminated for certain en-
vironmentally protected zones, I am very anxious to hear the testimony on this bill.
I serve on both the Senate Finance Committee and the Environment and Public
Works Committee, and this bill is an attempt to provide consistency in the policies
developed in these two committees. We should not be enacting tax incentives in the
Finance Committee which would encourage development of lands we are trying to
protect in the Environment and Public Works Committee.

Businesses who seek to develop these environmentally protected zones could still
do so, but they would get no help from the Federal government in the way of re-
duced costs through tax breaks. As we all know tax incentives cause a loss of reve-
nue to the Federal Treasury, and as I mentioned earlier, revenue considerations are
a major concern in this time of enormous Federal deficits.

In the current debate over tax reform, this Committee will be making some very
difficult choices about whether or to what extent we can continue to provide various
tax incentives to our manufacturing industry to keep it internationally competitive
and thus produce needed jobs here in America. Especially in this context, we should
not be wasting needed revenue by providing tax incentives for unwanted develop-
ment of environmentally protected areas.

In order to allow sufficient time for questions, I would like to go now to our first
witness, Senator D'Amato.
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DESCRIPTION OF BILLS RELATING TO THE
TAX TREATMENT OF MORTGAGE RELATED

AND OTHER ASSET BACKED SECURITIES
(S. 1959 AND S. 1978)

AND ENVIRONMENTAL ZONES (S. 1839)

SCHEDULED FOR A HEARING

BEFORE THE

SUBCOMMITTEE ON
TAXATION AND DEBT MANAGEMENT

OF THE

SENATE COMMITTEE ON FINANCE

ON JANUARY 31, 1986

PREPARED BY THE STAFF

OF THE

JOINT COMMITTEE ON TAXATION

INTRODUCTION

The Subcommittee on Taxation and Debt Management of the
Senate Committee on Finance has scheduled a public hearing on
January 31, 1986, on S. 1959 (introduced by Senator Chafee), S.
1978 (introduced by Senators Cranston, D'Amato, Dixon, and Dodd),
and S. 1839 (introduced by Senator Chafee). S. 1959 and S. 1978
rela -To the-tax treatment of mortgage related and other asset
backed securities. S. 1839 relates to the tax treatment of deductions
and credits for expenditures in environmental zones.

The first part of the pamphlet I is a summary. This is followed in
the second part with a description of S. 1959, S. 1978, and S. 1839,
including present law, explanations of the bills and effective dates.

3 This pamphlet may be cited as follows: Joint Committee on Taxation, Description of Bills
Relating to the Tax Treatment of Mortgage Related Securities (S. 1959 and S. 1.978 and Environ-
mental Zon4's (S. 18.59) (JCS-3-861, January 30, 1986.
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I. SUMMARY

A. Tax Treatment of Mortgage Related and Other Asset Backed
Securities

S. 1959 (Senator Chafee) and S. 1978 (Senators Cranston,
D'Amato, Dixon and Dodd)

Present Law
Under present law, income producing assets, such as home mort-

gages or other debt obligations, may be owned directly by individ-
uals, or may be owned indirectly by means of ownership in a corpo-
ration or beneficial interest in a trust that holds such assets. If
such obligations are held by a corporation or as an association tax-
able as a corporation, income tax may be imposed at both the cor-
porate and individual 1h:vels on the income generated by such
assets.

Under present law, the grantor of a "grantor trust" is treated as
the owner of the assets held by the trust. Under Treasury regula-
tions, a trust that has more that one class of interests (e.g., if cer-
tain beneficiaries receive distributions of principal before other
beneficiaries) is treated as an association taxable as a corporation,
and not as a grantor trust.

The application of the present law rules relating to the treat-
ment of original issue discount and market discount with respect to
debt obligations that are prepaid is somewhat uncertain.

S. 1959
S. 1959 (introduced by Senator Chafee) would provide rules under

which an entity that holds debt obligations, generally limited to
mortgages on real property, could issue interests that entitle hold-
ers to receive specified cash flows generated by the mortgages,
without the imposition of a corporate tax on the entity. Under the
bill, such interests would be known as "collateralized mortgage se-
curities" or "CMSs." CMSs could be issued by a corporation, trust,
or partnership, and could be in the form of an ownership interest
or a debt obligation. CMSs could be issued with different classes of
maturities. Holders of the interests generally would be treated as
owners of the underlying mortgages.

The bill also would prescribe rules for the taxation of holders of
CMSs, including clarification of the application of the original issue
discount and market discount rules to obligations whose maturity
may be accelerated because of prepayments on the underlying obli-
gations. The bill also would expand the reporting requirements -of
present law.

The bill generally woud apply to CMSs and debt obligations
issued after the date of enactment.

(2)
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S. 1978
S. 1978 (introduced by Senators Cranston, D'Amato, Dixon, and

Dodd) would amend the grantor trust provisions of present law to
permit a trust that has multiple classes of interests to be treated as
a grantor trust ini certain circumstances. The bill would apply to a
trust that holds only "financial instruments" that are identified
upon issuance of the interests in the trust and that may not be sub-
stituted for except in limited circumstances. A "financial instru-
ment" would include most debt obligations, accounts receivable,
and lease receivables. Holders of interests in such a grantor trust
generally would be treated as holders of interests in the trust prop-
erty.

The bill would apply to interests issued after April 27, 1984.

B. Tax Treatment of Deductions and Credits for Expenditures in
Environmental Zones

S. 1839 (Senator Chafee)

S. 1839 (introduced by Senator Chafee) would modify tax incen-
tives for certain types of investments in environmentally sensitive
areas (environmental zones). In general, these modifications are in-
tended to eliminate tax incentives for development in these areas.
These areas would be designated by reference to specified Federal
statutes.
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II. DESCRIPTION OF THE BILLS

A. Tax Treatment of Mortgage Related and Other Asset Backed
Securities

S. 1959 (Senator Chafee) and S. 1978 (Senators Cranston,
D'Amato, Dixon, and Dodd)

Present Law

Taxation of Alternative Methods of Owning Income Producing
Assets

Overview
Under present law, income producing assets (such as mortgages

on real property or other debt obligations) can be owned directly,
or they can be owned indirectly by means of an equity interest in
an intermediary entity. Income generated by property that is
owned directly generally is taxed to the owner of the property.
Thus, in the case of property owned directly by an individual,
income from such property is subject to only one level of taxation.
Income from property owned indirectly may be subject to more
than one level of taxation, i.e., tax may be imposed both at the
level of the intermediary holder and the indirect owner.

Whether more than one level of tax is imposed where income
producing property is held indirectly generally depends on whether
the intermediary entity is treated for tax purposes (1) as a separate
taxable entity (such as a corporation or an association taxable as a
corporation), (2) as a complete conduit entity (such as a partnership
or S corporation), or (3) as a partial conduit entity (such as a trust
or real estate investment trust) for which income is not taxed to
the entity to the extent it is currently distributed to the entity's
owners.

Direct ownership of income producing assets

Individual ownership
The most basic form of direct ownership of income producing

assets is the holding of such assets by an individual. Where an indi-
vidual owns income producing assets directly, the individual gener-
ally includes all income generated by the property, and deducts all
items of expense related to the property. When the individual dis-
poses of the property in a taxable transaction, the individual recog-
nizes gain or loss, which may be capital gain or loss.

Grantor trusts
A grantor trust is an arrangement under which legal title to

property is transferred to a trustee, but the transferors retain cer-
(4)
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tain powers over, or interests in, the trust so that the transferors
are treated as retaining direct ownership of such property for Fed-
eral income tax purposes (secs. 671-679). Thus, income, deductions,
and credits of the grantor trust are attributed directly to the gran-
tors. 2

Indirect ownership of income producing assets

Separate taxable entities-corporations
One form of indirect ownership of income producing property is

the ownership of stock in a corporation that owns such property.
Corporations can be used to hold investment property or to engage
in the active conduct of a trade or business.

Corporations generally are treated for tax purposes as separate
taxable entities, apart from their shareholders. 3 Thus, income
earned by a corporation is taxed to the corporation. In addition,
when the after-tax earnings of a corporation are distributed to the
corporation's stockholders as dividends, generally, such earnings
also are taxed to the stockholders.4

Interest on debt incurred by a corporation to finance the acquisi-
tion of income producing assets generally is deductible to the corpo-
ration incurring the debt. To the extent that income from debt-fi-
nanced property is paid to the debtholders in the form of interest,
the interest deduction offsets any corporate level tax on such
income, resulting in the imposition- of only a single tax on the
income, which tax is borne by the debtholder.

Complete conduit entities
Partnerships.-Another form of indirect ownership of income

producing assets is ownership of an interest in a partnership hold-
ing such assets. A partnership generally is treated as a complete
conduit for Federal income tax purposes.5 Each partner accounts
for his "distributive share" of the partnership's income, loss, deduc-
tion, and credit. The liability for income tax is that of the partner,
and not of the partnership, without regard to whether the income
of the partnership is actually distributed to the partners. Partner-
ship losses, deductions, and credits pass through to the partners
and can be used to offset other income. In general, an entity is
treated as a partnership if it is an unincorporated organization

2 In some cases, persons other than the transfkrors are treated as owners of the trust's assets.
3 Certain corporations may be treated as complete or partial conduit entities, however. See

discussion of 8 corporations and real estate investment trusts, below.
4 Under present law, an individual generally is allowed to exclude from taxable income up to

$100 of dividends per year ($200 for a joint return) (see. 116). Corporations are entitled to a divi-
dends received deduction for 85 or 100 percent of dividends received (secs. 243-245). Section 311
of H.R. 3838, the Tax Reform Act of 1985, as passed by the House of Representatives on Decem-
ber 17, 1985, generally reduces the two-tier taxation of income earned by corporations by grant-
ing corporations a deduction equal to 10 percent of dividends paid out of earnings that have
been subject to corporate level tax. This provision is effective for dividends paid in taxable years
beginning after January 1, 1987 and is phased in over 10 years. In addition, sections 303 and 312
of H.R. 3838 lower the 85-percent corporate dividends received deduction to 80 percent for divi-
dends received or accrued after December 31, 1985, and further lower such deduction to 70 per-
cent corresponding to the phase-in of the dividends paid deduction. Further, section 313 of H .R.
3838 repeals the dividend exclusion for individuals, effective for taxable years beginning after
1985.

5 A partnership is treated as an entity separate from its partners for purposes of calculating
items of taxable income, deduction, and credit. It also is treated as an entity for purposes of
reporting information to the Internal Revenue Service.
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through, or by means of which, any business, financial operation or
venture is carried on, and it is not treated as a corporation, a trust,
or an estate.6

S Corporations. -Income producing property also may be owned
indirectly through ownership of stock in an S corporation. Al-
though S corporations are corporate entities, if an eligible corpora-
tion so elects, its shareholders generally may account for a propor-
tionate amount of the corporation's items of income, loss, deduc-
tion, and credit under subchapter S of the Code (secs. 1361-1379).
The S corporation itself generally has no tax liability for as long as
the election is in effect. 7

In general, a domestic corporation may elect to be treated under
subchapter S if it has 35 or fewer shareholders (none of whom are
corporations or nonresident aliens), has not more than one class of
stock, and is not a financial institution, a life insurance company,
or one of several other types of corporations.

Partial conduit entities
Real estate investment trusts.-Another form of indirect owner-

ship is the ownership of shares or interests in a real estate invest-
ment trust ("REIT"). Under the provisions of the Code applicable
to REITs (secs. 856-860), REITs generally are treated as conduits
for Federal income tax purposes to the extent of the amount of its
earnings that are distributed currently to shareholders. Conduit
treatment is achieved by allowing the REIT a deduction for earn-
ings distributed on a current basis. Thus, income that is currently
distributed to shareholders is not taxed at the REIT level; income
that is not currently distributed to shareholders is taxed at the
REIT level, as in the case of ordinary corporations.

In general, an entity may qualify as a REIT if it is a trust or
corporation with at least 100 different freely transferable interests,
and would be taxable as an ordinary domestic corporations but for
its meeting certain specified requirements. These requirements
relate to the entity's assets being comprised substantially of real
estate assets and the entity's income being in substantial part real-
ized from certain real estate and real estate related sources.

The ability of a REIT to engage in regular business activities is
limited by the requirement that income from the sale or other dis-
position of stock or securities held for less than 1 year, or real
property held less than 4 years, must account for less than 30 per-
cent of the REIT's income, as well as certain other requirements.
Further, a 100-percent tax is imposed on gains from the sale of
property held for sale to customers in the ordinary course of trade
or business (other than foreclosure property).

If a corporation meets these requirements and elects to be treat-
ed as a REIT, it generally is subject to the regular corporate tax,
but receives a deduction for dividends paid provided that the
amount of its dividends paid is not less than an amount generally
equal to 95 percent of its ordinary income. These dividends must be
paid within a short period following the close of the REIT's taxable

* See discussion of entity classification, below.
An S corporation may be subject to tax at the entity level under certain limited circum-

stances.
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ear and are generally includible as ordinary income to the share-
olders.s
A REIT that realizes capital gain income may be subject to tax

at the corporate level at capital gains rates. If, however, the REIT
pays dividends out of such capital gains, the dividends are deducti-
ble by the REIT in computing its capital gains tax and are taxable
as capital gains to the recipient shareholders.

Trusts.-Another form of indirect ownership of property is own-
ership of the beneficial interest of property that is held in a trust.
A trust is an arrangement whereby trustees take title to property
and become responsible for the protection and conservation of such
property on behalf of the persons holding the beneficial interest in
the property. A trust (other than a grantor trust) generally is treat-
ed as a partial conduit for Federal income tax purposes since the
trust, although in form a separate taxable entity, is allowed a de-
duction for amounts distributed to its beneficiaries, which amounts
generally are includible in the beneficiaries' income.

A fixed investment trust is a trust used to hold a portfolio of in-
vestments for its beneficiaries. Generally such a trust is treated as
a trust for tax purposes (and not as an association) if the trustee
does not have the power to vary the investments of the trust.9

Rules for classifying entities

Corporation or partnership
Under present law, Treasury regulations provide that whether a

particular entity is classified as an association taxable as a corpora-
tion or as a partnership, trust, or some other entity not taxable as
a corporation is determined by taking into account the presence or
absence of certain characteristics associated with corporations.
These characteristics are (1) associates, (2) an objective to carry on
business and divide the gains therefrom, (3) continuity of life, (4)
centralization of management, (5) liability for entity debts limited
to entity property, and (6) free transferability of interests.10 These
regulations generally are based on the principle stated in Morrissey
v. Commissioner, 296 U.S. 344 (1935), in which the Supreme Court
held that whether an entity is treated as a corporation depends not
on the form of its organization, but on whether it more closely re-
sembles a corporate than a noncorporate entity.

Of the characteristics mentioned above, the first two are common
both to corporate and partnership enterprises. Consequently, the
remaining four factors are determinative of whether the entity is
treated as a corporation or as a partnership. Treasury regulations
state that the corporate characteristics of an entity must make it
more nearly resemble a corporation than a partnership or a trust
for the entity to be treated as a corporation.1 ' Under this test, the
Treasury regulations provide that most limited partnerships
formed under the Uniform Limited Partnership Act are not treated

8 A deficiency dividend procedure was added to the REIT provisions as part o^ the Tax Reform
Act of 1976 so that a REIT, acting in good faith but failing to satisfy the distribution require-
ment, could avoid disqualification.

'See discussion of entity classification, below.
30 Treas. Reg. Sec. 301.7701-2(a).
'I d.
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as corporations since these entities generally do not possess conti-
nuity of life and a's,,o may lack limited liability.

Trust or association
Since both corporations and trusts possess centralization of man-

agement, continuity of life, free transferability of interests, and
limited liability, the determination of whether a particular unin-
corporated entity is treated as a trust or as an association taxable
as a corporation depends on whether there are associates and an
objective to carry on business and divide the gains therefrom.1 2

Generally, if the purpose of an arrangement is to grant to trustees
exclusive responsibility for the protection and conservation of trust
property, and the persons with the beneficial interest in the prop-
erty cannot share in the discharge of that responsibility, there are
no associates or an objective to carry on business. Such an arrange-
ment generally will be treated as a trust. 1 3 On the other hand, if a
trust is used for carrying on a profit-making business that ordinari-
ly would be carried on through a business organization such as a
corporation or partnership, it will not be treated as a trust.' 4 How-
ever, a trust that is used to hold income producing assets may be
treated as a trust if there is no power under the trust agreement to
vary the investment.' 5

In 1984, the Treasury Department issued proposed regulations
addressing the treatment of trusts that have more than one class of
ownership interest.'6 A trust has one class of ownership if all of
the beneficiaries of the trust have undivided interests in all of the
trust property. More than one class of ownership may exist where,
for example, some beneficiaries are entitled to receive more than
their pro rata share of trust distributions in early years and other
beneficiaries are entitled to more than their pro rata share in later
years.

Under the proposed regulations, an arrangement having more
than one class of ownership interest may not be treated as a fixed
investment trust. The regulations take the position that because
such an arrangement "enables investors to fulfill varying profit-
making objectives through the division of rights, and the sharing of
risks, in certain assets, the arrangement is considered to have asso-
ciates and an objective to carry on business and divide the gains
therefrom." 17 Thus, if a trust held a portfolio of mortgages or
other debt obligations, and interests in the trust assets were divid-
ed so that one class of beneficiaries were to receive all principal
collected by the trust and a specified rate of interest thereon, until
the trust had collected a specified amount of principal, and another
class of beneficiaries were to receive all remaining amounts collect-
ed by the trust, then such trust would be treated as an association
taxable'as a corporation under the proposed regulations. The pro-
posed regulations would apply to interests issued after April 27,
1984.

'Treas. Reg. Sec. 1.7701-2(aX2).
"Treas. Reg. Sec. 301.77014(a).
4 Treas Reg. Sec. 301.77014(b).
5 Treas Reg. Sec. 301.77014(c).:' Prop. r Reg. Sec. 301.77014(c).
Il Prop. Treas. Reg. Sec. 301.770i-4(cX2).



11

9

Taxation of Income From Debt Obligations
The original issue discount rules

Treatment of original issue discount as interest
If the borrower receives less in a lending transaction than the

amount to be repaid at the loan's maturity, then the difference rep-
resents "discount." Discount performs the same function as stated
interest, i.e., compensation of the lender for the use of the lender's
money.' 8 Code sections 1272 through 1275 and section 163(e) (the
"OID rules") generally require the holder of a debt instrument
issued at a discount to include annually in income a portion of the
original issue discount ("OID") on the instrument, and allow the
issuer of such an instrument to deduct a corresponding amount, ir-
respective of the methods of accounting that the holder and the
issuer otherwise use.' 9

Definitions
"Original issue discount" is defined as the excess of a debt in-

strument's "stated redemption price at maturity" over its "issue
price." If such excess is less than a certain de minimis amount the
holder may treat the OID as zero.

"Issue price" is generally (1) in the case of a cash loan, the
amount borrowed, (2) in the case of a debt instrument that is
issued for property where either the debt instrument or the proper-
ty is publicly traded,20 the fair market value of the property, or (3)
if neither the debt instrument nor the property exchanged for it is
publicly traded, an amount determined using an adequate interest
rate.

"Stated redemption price at maturity" includes all amounts pay-
able at maturity excluding any interest based on a fixed rate and
payable unconditionally over the life of the debt instrument at
fixed intervals no longer than one year.

Operation of the OlD rules
The amount of the OlD in a debt instrument, if any, is allocated

over the life of the instrument through a series of adjustments to
the issue price for each "accrual period" (i.e., each six-month or
shorter period ending on the calendar day corresponding to the
date of the debt instrument's maturity and the date six months
prior to the date of maturity). The adjustment to the issue price for
each accrual period is determined by multiplying the "adjusted
issue price" (i.e., except as may be provided by regulations, the
issue price increased by adjustments prior to the begining-of-the
accrual period) by the instrument's yield to maturity, and then sub-
tracting the interest payable during the accrual period.

1s United States v. Midland.Ross Corp., 381 U.S. 54 (1965); see also Commissioner v. National
Al(al(a Dehydrating & Milling Co., 417 U.S. 134 (1974).

SPrior to 1982, die 01D rules applied only to a limited class of obligations. The Tax Equity
and Fiscal Responsibility Act of 1982, P.L. 97-248, and the Tax Reform Act of 1984, P.!,. 98-369,
greatly expanded the number and types of obligations to which the 0lD rules apply.

10 Presently, only stock or securities traded on an established securities market are treated as
publicly traded. However, section 15034aI0) of H.R. 3838 would grant the Treasury Department
authority to issue regulations treating as publicly traded other property "of a kind regularly
traded on an established market."
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The adjustment to the issue price for any accrual period is the
amount of OID allocated to that accrual period. These adjustments
reflect the amount of the accrued but unpaid interest on the debt
instrument in each period. The holder is required to include this
amount as interest income and the issuer is permitted a corre-
sponding interest deduction. The holder's basis in the obligation is
increased by the amount of OID includible in the holder's
income.' 2 ' The application of the OID rules to debt obligations in-
volving multiple payments of principal is somewhat uncertain. Ad-
ditional uncertainty exists about the application of the rules where
the maturity of such payments may be accelerated (e.g., based on
prepayments on home mortgages that collateralize the obligation).

Gain or loss on disposition or prepayment
In general, the sale or exchange of a debt obligation that is a

capital asset results in the realization of a capital gain or loss to
the seller. Under section 1271, amounts received by a holder of a
debt obligation, other than one issued by an individual, on retire-
ment of such debt obligation is treated as an amount received in
exchange for the debt obligation. Thus, subject to certain excep-
tions discussed below, if the debt obligation not issued by an indi-
vidual is a capital asset, its satisfaction, either at or in advance of
its maturity, generally results in the realization of a capital gain or
loss measured by the difference between the amount realized and
the basis of the obligation. Since section 1271 does not apply to obli-
gations issued by individuals, repayment of a debt obligation by an
individual (including prepayment) is not treated as a sale or ex-
change, and thus may not give rise to capital gain or loss. 2 2

Capital gain treatment is also unavailable if an obligation has
original issue discount and, at the time of original issue, there was
an intention to call the obligation before maturity. In such a case,
any gain realized on the sale or exchange (including the retirement
by the issuer) of the obligation is treated as ordinary income to the
extent that the gain does not exceed the amount of original issue
discount reduced by the amount of original issue discount that
would have been includible in the income of an original holder of
the obligation (sec. 1271(aX2)). There is no authority that directly
addresses the application of this provision to corporate debt obliga-
tions that are issued with original issue discount and that are
called prior to maturity upon the prepayment of mortgages in a
pool that collateralizes the debt obligations.

21 The premise of the OID rules is that, for Federal income tax purposes, an obligation issued
at a discount should be treated like an obligation issued at par requiring current payments of
interest. Accordingly, the effect of the OID rules is to treat the borrower as having paid semian.
nually the lender the interest accruing on the outstanding principal balance of the loan, thereby
permitting the borrower to deduct as interest expense and requiring the lender to include in
income such interest which has accrued but is unpaid. The lender is then deemed to have lent
the accrued but unpaid interest back to the borrower, who in subsequent periods is deemed to
pay interest on this amount as well as on the principal balance. This concept of accruing inter-
est on unpaid interest is commonly referred to as the "economic accrual" of interest, or interest"compounding."

"'See sec. 121(bXl). In addition, obligations issued before July 2, 1982. by an issuer other
than a corporation or a government (or political subdivision thereof) do not qualify for capital
gains treatment. See sec. 1271(bX2).
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The market discount rules
Capital gain treatment on the sale or exchange of a debt obliga-

tion also may be denied pursuant to the so-called market discount
rules. In general, under the market discount rules secss. 1276-1278),
gain on the disposition of a debt obligation that was issued after
July 18, 1984, generally is treated as interest income to the extent
of accrued market discount. Market discount is defined as the
excess of the stated redemption price of an obligation over its basis
immediately after acquisition, (provided that such excess is not less
than a certain de minimis amount). In the case of a bond that has
original issue discount, for purposesof the market discount rules,
its stated redemption price is treated as the sum of its issue price
and the amount of original issue discount that would have been in-
cludible in the income of an original holder.

Accrued market discount on an obligation generally is the
amount that bears the same ratio to the market discount on such
obligation as the number of days the taxpayer holds the obligation
bears to the number of days after the taxpayer acquired the obliga-
tion until its maturity. However, the holder may elect to accrue
the market discount on an obligation using a constant interest
rate.2 3 A holder also may elect to include accrued market discount
in income annually (sec. 1278(b)). It is unclear under present law
how market discount is allocated among principal payments on an
obligation where such principal is paid in multiple installments.

If indebtedness is incurred to purchase or carry obligations that
have market discount, interest on such indebtedness in excess of
the amount of interest includible in income with respect to such
obligation is deductible only to the extent that such interest ex-
ceeds the market discount allocable to the taxable year (sec. 1277).
Any interest expense disallowed under this provision is allowable
as a deduction in the year that the obligation is disposed of. Never-
theless, this limitation on interest deductions is not imposed if the
holder elects to include market discount in income currently.

The coupon stripping rules
The separation of ownership of the right to receive any payment-

of principal or interest on a debt obligation generally results in the
application of the "coupon stripping rules" (sec. 1286). Under these
rules, the holder of a debt obligation who disposes of the right to
receive certain payments on the obligation (other than a pro rata
share of all payments), must allocate (on the basis of fair market
value) his basis in the obligation between the portion of the debt
obligation that is disposed of and the portion retained for purposes
of recognizing gain or loss.

Following such a disposition, for purposes of the treatment of the
holder, the retained portion is treated as a debt obligation having
original issue discount equal to the excess of the amount that will
be received upon payment of amounts due at maturity of such re-
tained portion over the amount of basis allocated thereto. Similar-
ly, a purchaser of the disposed of portion of the debt obligation is

23 The constant interest rate method results in smaller amounts being treated-as accrued
market discount in the earlier years.
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treated as hating purchased a debt obligation having original issue
discount equal to the excess of the amount payable upon maturity
of such portion over the amount paid therefor. The original issue
discount rules then govern the amount that the respective holders
must include in income annually.

Withholding on interest paid to foreign taxpayers
In general, a 30-percent withholding tax is imposed on interest

paid to foreign taxpayers (secs. 871, 881, 1441, and 1442).24 Howev-
er, the withholding tax is not imposed on interest paid on certain
obligations issued after July 18, 1984 (secs. 871(h) and 882(c)). Al-
though obligations issued by individuals generally are not eligible
for the exception, 2 5 most mortgage related securities issued after
July 18, 1984 are eligible for the exception. 26 This is true even if
the mortgage related security is-in the form of a participation cer-
tificate in a grantor trust, in which case, the holder is for substan-
tive tax purposes treated as holding a proportionate share of the
underlying mortgages. In such a case, however, the exemption from
the withholding tax is applied only to the extent that the underly-
ing mortgages were issued after July 18, 1984.27

Background and Issues

Participation certificates
Mortgage related and other asset backed securities frequently

are issued in the form of "participation certificates" in a pool of
mortgages or other debt obligations held by a grantor trust. Hold-
ers of participation certificates are treated as the owners of propor-
tionate shares of the trust's assets, and are required to include in
income proportionate shares of the trust's income. Holders also are
entitled to deduct proportionate shares of the trust's expenses.28

The use of grantor trusts has certain limitations, however. First,
the trustees are not permitted to actively manage the trust's assets
and have only the most circumscribed reinvestment power. 29

Second, the proposed regulations effectively prevent the issuance of
more than one class of beneficial interest in the trust because those
regulations would require the imposition of a corporate tax on the
trust's income.

Because grantor trusts may have only one class of beneficiaries,
all holders of participation certificates are subject to the risk of
prepayment of all or a portion of their investment, dependingon
the extent of prepayments of the obligations held by the trust. This
inability to cater. to the differing investment objectives of various
investors has been a source of market dissatisfaction with these in-
struments.

'4 A lower rate of tax may be imposed pursuant to a treaty.
"Temp. Treas. Reg. sec. 35a.9999-5(a)(Q & A 1).
"Temp. Treas. Reg. sec. 35a.9999-5(d) (Q & A 20).
"Id.
"See Rev. Rul. 84-10, 1984-1 C.B. 155; Rev. Rul. 77-349, 1977-2 C.B. 20; Rev. Rul. 71-399, 1971-2

C.B. 433, amplified by Rev. Rul. 81-203, 1981-2 C.B. 137, Rev. Rul. 80-96, 1980-1 C.B. 317, Rev.
Rul. 74300, 1974-2 C.1B. 169, Rev. Rul. 74-221, 1974-1 C.B. 365, and Rev. Rul. 72-376, 1972-2 C.B.
647; Rev. Rul. 70-544, 1970-2 C.B. 6 and Rev. Rul. 70-545, 1970-2 C.B. 7, both modified by Rev.
Rul. 74-169, 1974-1 C.B. 147.
"9 See Rev. Rul 7&192, 1975-1 C.B. 384.
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Collateralized mortgage obligations
In addition to participation certificates in grantor trusts, many

mortgage related and other asset backed securities are issued in
the form of debt obligations of highly leveraged corporations that
hold a portfolio of debt obligations, most frequently real property
mortgages. These corporate debt obligations frequently are issued
in differing maturities. The cash flow of the underlying mortgages
is used to service the debt obligations, and the income of the corpo-
ration arising from the mortgages that it holds may be largely or
completely offset by interest on the corporation's debt. To the
extent such offsetting occurs, the income from the underlying
mortgages is effectively taxed only to the debtholders. Arrange-
ments of this sort are commonly known as "collateralized mortgage
obligations" or "CMOs."

Although the ability to issue obligations of differing maturities is
an advantage for this form of mortgage backed security, there also
are several disadvantages. First, a corporate debt obligation and
the income from such debt obligation are not among the types of
qualifying assets or income for purposes of whether an entity quali-
fies as a REIT, even ii" the obligation is secured by real property
mortgages. 30 In addition, such obligations do not qualify as "loans
secured by an interest in real property" for purposes of a savings
and loan association's ability to compute its bad debt deductions
under the percentage of taxable income method. 31

Second, where a corporation is formed for the sole purpose of
holding debt obligations and issuing CMOs, in order to minimize
the risk that the obligations would be treated as equity, (the distri-
butions with respect to which are not deductible unless, for exam-
ple, the corporation qualifies as a REIT), rather than as debt, the
corporation must have some at least some minimal amount of capi-
talization. This capital, which presumably must be supplied by the
transferor of the mortgages, in effect increases the cost of issuing
CMOs by subjecting such additional capital to a corporate layer of
tax.

Third, in order for the corporate issuer to be treated as the
owner of the underlying debt obligations, rather than as a mere
trustee for the debtholders, the corporation must have some rein-
vestment risk with respect to the underlying obligations, i.e., the
debt service may not be too closely matched to the cash flow gener-
ated by the collateral. Thus, the corporate issuer may not complete-
ly transfer all reinvestment risk to the CMO holders.

Fourth, the corporate issuer must pay income tax on the differ-
ence between the interest income on the issuer's assets and the in-
terest on the CMOs. 32

30 See sec. 856(c).
9 1See secs. 593 and 7701(aX 19).
02 Such difference may arise, for example, where the CMOs are issued with different yields

and different maturities, essentially because deductions with respect to higher yield, longer ma-
turity debt tend to be weighted toward the later years relative to lower yield, shorter maturity
debt.
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Other formats for issuing mortgagerelated securities

Other vehicles for investing in mortgages also suffer from certain
disadvantages. While it is possible to use an S corporation to issue
debt, under present law, only individuals can hold shares of an S
corporation, and the maximum number of shareholders is limited
to 35. REITs must have at least 100 shareholders. The ability of in-
stitutional investors to hold interests in limited partnerships may
be limited under state law. Fixed investment trusts may be unat-
tractive with respect to ownership by REITs and savings and loan
associations because an interest in the trust may not be treated as
a qualifying interest in real property or real property loans.

Issues

The stated purpose of the bills (S. 1959 and S. 1978) is to provide
an indirect investment vehicle that does not contain the various
disadvantages discussed above. However, these proposals raise a
number of issues:

First, is it appropriate to create another type of conduit entity
under the tax laws for investment on mortgages or other obliga-
tions? b4oreover, should conduit treatment be provided fo'r an
entity that can issue several classes of securities?

Second, should only home mortgages qualify for any special
treatment, or should any other debt obligations qualify as well?

Third, how should the OID and market discount rules be applied
to divided interests in debt obligations?

Fourth, under what circumstances should foreign investors be el-
igible for the exemption from withholding tax?

Fifth, should any newly created conduit treatment apply with re-
spect to interests created in all outstanding obligations or only
newly issued obligations.

Sixth, should any or all of the interests in a newly created con-
duit entity be treated as real estate assets for purpose of REIT
qualification, or as real property loans for the purpose of qualifica-
tion for percentage bad debt deductions.

Explanation of the Bills

1. S. 1959 (Senator Chafee)

Overview
The Secondary Market Tax Amendments of 1986 ("SECTA"), S.

1959, introduced by Senator Chafee, would create a new form of
mulitple class mortgage related security, known as a "collatera-
lized mortgage security" or "CMS." Holders of the CMS would be
treated as beneficial owners of the underlying mortgages. The bill
would provide rules prescribing the income tax treatment of tax-
payers who exchange mortgages for CMSs, the treatment of tax-
payers holding CMSs, and the treatment of the disposition of
CMSs. Among these rules are clarifications of the application of
the OID rules to obligations the timing of whose maturities is con-
tingent upon the timing of payments on the underlying collateral.
In addition, certain new information reporting requirements would
be imposed on issuers of CMSs.
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Issuance of a CMS
Under the bill, a CMS may be issued in the form of an ownership

interest in a corporation, association, trust, or partnership holding"qualified obligations," or as a debt obligation issued by any of the
above. Regardless of the form, the issuance of a CMS generally
would be treated as a sale of the collateral securing the CMS to the
holders of the CMS. Thus, the initial transferor of the qualified ob-
ligations and the the entity that holds such obligations and issues
that CMSs would be treated as entirely separate entities; i.e., CMSs
issued in the form of debt would not be treated as debt of the trans-
feror of the qualified obligations and, except to the extent that the
transferor holds CMSs, the income generated by the underlying col-
lateral would not treated as income of the transferor.

A CMS could represent either a "regular" or "residual" interest
in the underlying collateral. A regular interest would entitle the
holder to receive specified principal payments (or analagous
amounts in the case of CMSs not issued in the form of debt), the
timing of which principal payments would be contingent upon the
timing of receipt of principal payments on the underlying collater-
al and the amount of income from temporary reinvestments of
portfolio cash flows. A residual interest would entitle the holder to
receive amounts that are contingent with respect to both timing
and amount upon the extent of prepayments on qualified obliga-
tions, the amount of income from temporary reinvestment of port-
folio cash flows, and the amount of contingent payments received
on qualified obligations. A regular interest, unlike a residual inter-
est, could provide for the payment of interest on the outstanding
principal balance of the CMS.
Eligible collateral for a CMS

In general, in order to qualify as a CMS under the bill, a security
must be collateralized either by "qualified obligations" or "permit-
ted investments." Qualified investments would include real proper-
ty mortgage loans, interests in other CMSs, participation certifi-
cates representing beneficial interests in such obligations, guaran-
teed investment contracts, and property acquired pursuant to the
default of or the substitution for a defective qualified obligation.
Permitted investments generally would include cash and cash
items that either were part of the initial collateral of the CMS or
were subsequently acquired under certain circumstances, and the
temporary reinvestment of cash flows.
Transfers of qualified obligations

In general, the transfer of qualified obligations to a CMS issuer
(i.e., the entity that holds the collateral) in exchange for cash or
other property would result in recognition of gain or loss to the
transferor., If qualified obligations were transfered in exchange for
regular interests, no loss would be recognized, but gain generally
would be recognized, except to the extent provided in regulations.
If qualified obligations are exchanged for residual interests, no gain
or loss would be recognized.

If qualified obligations are transfered to a CMS issuer in ex-
change for regular and residual interests, or either or both such in-



18

16

terests along with cash, the basis of the qualified obligations trans-
ferred would be allocated in proportion to the fair market value of
the interests (and cash, if any) received. The transferor would be
permitted to elect to treat the fair market value of residual inter-
ests as zero in certain circumstances.

.t

Treatment of holders of CMSs
Under the bill, holders of regular interests generally would be

taxed as if their regular interest were a debt obligation to which
the rules of taxation generally applicable to debt obligations apply.
The bill, however, would provide rules clarifying the application of
the OID rules to debt instruments that, as may be the case with
CMSs, have a maturity that is initially fixed, but that is acceler-
ated based on prepayments on the underlying collateral. In gener-
al, the clarified OID rules would require OID for an accrual period
to be calculated and included in the holder's income based on the
increase in the present value of the obligation, taking into account
the amount of acceleration of the obligation's maturity attributable
to prepayments during the period as well as payments received on
the CMS during the period.

Holders of residual interests generally would include amounts in
income when paid or credited. The holder's basis, if any, would be
recovered as a deduction on a straight line basis over the estimated
duration of the residual. Any gain that was not recognized by the
transferor of a qualified obligation on the transfer of such obliga-
tion to the issuer in exchange for a residual interest would be
taken into income on a straight line basis over the estimated dura-
tion of the residual. Regulatory authority would be granted to the
Treasury Department to issue regulations that would treat residual
interests more like debt obligations in certain limited circum-
stances.

The bill also would provide for the acceleration of the recognition
of income to holders in ccrtaiii circumstances. Where the cumula-
tive amount of income recognized by all holders of regular and re-
sidual interests (under the normal rules for the recognition of in-
terest income, the OID rules as prescribed by the bill, and the spe-
cial rules for residual interests) is less than the cumulative amount
of income that would have been recognized if the CMS collateral
were held by a single taxable entity, then the shortfall would be
allocated to the holders of regular and residual interests in accord-
ance with a formula prescribed by the bill. Any additional income
so allocated would reduce the amount of income that must be rec-
ognized in later years.

Outside premium and discount
"Outside premium" on a CMS generally would be the excess of

the holder's cost (or such other amount that ordinarily would be
the holder's basis immediately after the acquisition) for a CMS
over the adjusted issue price of the CMS. Outside premium also
could arise where loss is not recognized on the transfer of obliga-
tions to the holding entity; the outside premium would equal the
unrecognized loss.

"Outside discount" on a CMS generally would be the excess of
the adjusted issue price of the CMS over the holder's cost for the
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CMS (or such other amount that ordinarily would be the holder's
basis immediately after the acquisition). Like outside premium,
outside discount also could arise in a case where gain is not recog-
nized on the transfer of obligations to the holding entity.

Outside premium on a regular interest, to the extent it does not
exceed the amount of OID with respect to such interest, would be
amortized over the duration of the interest in the same proportion
that the amount of OID includible for each accrual period bears to
the total amount of OID. Any outside premium in excess of the
amount of OID would.be recovered ratably in the same proportion
that the amount of principal (or similar amounts) received that
year bears to the total amount of principal.

Outside discount on a regular interest would be treated as
market discount. Under the bill, such discount would be recovered
in the proportion that the amount of principal (or similar amounts)
received bears to the total amount of principal. Such inclusions
could be treated as capital gains to the extent that the underlying
obligations would not be subject to the market discount rules, i.e.,
to the extent that such obligations were issued before July 19, 1984.
If, however, at least 85 percent of the the underlying obligations
were subject to the market discount rules, or at least 85 percent
were not, then all of the obligations would be so treated.

Outside premium or discount on residual interests would be re-
covered ratably over the estimated duration of the residual.

Di8position of a CMS
In general, the disposition of a CMS would be treated like the

disposition of a debt obligation. The market discount rules would
be applied to determine the character of any gain recognized in the
same manner as in determining the character of any recovery of
outside discount upon payments of principal.

Other provisions
.The bill would provide special rules relating to the accounting

for expenses of issuance of CMSs, as well as ongoing expenses of
the CMS issuer. In addition, the bill would impose a 100 percent
tax on income from prohibited transactions, including gains from
the sale or exchange of qualified obligations (with certain excep-
tions), and income relating to assets that are not permissible CMS
collateral. The bill also would provide special rules for the sale of
all of the assets of a CMS issuer and the distribution of the pro-
ceeds to the CMS holders.

The bill also would expand the interest and OID reporting re-
quirements of present law and would apply such expanded provi-
sions to CMSs as well as any other forms of mortgage related secu-
rities or debt obligations. Under the bill, reporting would be re-
quired with respect to interests held by corporations, registered se-
curities or commodities dealers, RICs, REITs, and certain common
trust funds. The reporting requirement also would include certain
additional information relating to the taxation of any multiple
class interests. CMSs would file annual information returns and
would be subject to entity level audit procedures similar to those
applicable to partnerships.
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Effective dates
In general, the provisions of the bili would be effective after the

date of enactment. An election would be provided for the applica-
tion of the provisions of the bill after December 17, 1985 (the date
of introduction).

2. S. 1978 (Senators Cranston, D'Amato, Dixon, and Dodd)

Overview
S. 1978 would amend the grantor trust provisions of the Code

and authorize the issuance of multiple class pass-through securities
by grantor trusts. Under the bill, qualifying pass-through securities
would be treated as representing ownership interests in the assets,
the payments with respect to which are passed through to the hold-
ers of the security.
Pass-through securities

In general, under the bill, a "pass-through security" would be a
security that represents the holder's right to receive certain pay-
ments on identified qualifying "financial instruments," as well. as
certain other rights. Financial instrument also would include any
retained beneficial interest in any financial instrument subject to
such an arrangement. The interests represented by such pass-
through securities could be divided into multiple classes. To qualify
for the pass-through treatment, the issuance of the pass-through se-
curity otherwise must be treated as a disposition of the underlying
financial instruments. Thus, the provisions of the bill would not
apply to securities that otherwise would be treated as a debt obliga-
tion of the owner of the underlying financial instruments.

Where certain requirements are met, the arrangement pursuant
to which the financial instruments are held would be treated as a
grantor trust, and the holder of a pass-through security would be
treated as having beneficial ownership in the underlying financial
instruments. For example, a pass-through security would be treat-
ed as a qualifying asset for purposes of determining whether an
entity meets the asset test applicable for qualification as a REIT to
the extent that the financial instruments themselves would be
qualifying assets.
Financial Instruments

Under the bill, the term "financial instrument" generally would
include most debt obligations, as well as accounts receivable, lease
receivables, and the proceeds of any financial instrument and
amounts earned on the temporary reinvestment of such proceeds.
The term also would include an interest in a pass-through security
representing an interest in such financial instruments.
Limitations

The provision of the bill would apply only if the the interests in
the financial instruments were established and fixed (except with
respect to attributes inherent in the underlying instruments) pur-
suant to the terms of the initial issuance of the pass-through secu-
rity. In addition, the underlying financial instruments would have
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to be identified prior to the first payment on any of the pass-
through securities, and substitution would be permitted within a
limited period only for defective instruments.
Effective date

The provisions of the bill would apply to pass-through securities
issued after April 27, 1984.

Previous Legislative Proposal

In 1983, Senators Garn and Tower introduced a bill (S. 1822, 98th
Cong.) that would have created a new conduit entity for holding
home mortgages, known as a "Trust For Investments in Mort-
gages" or "TIM." The bill provided detailed rules for the treatment
of most aspects of transactions involving the creation of the TIM,
the taxation of continuing holders of TIM shares, dispositions of
TIM shares, and dissolution of the TIM. The bill would have per-
mitted a TIM to issue shares in a multiple class arrangement.
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B. Tax Treatment of Deductions and Credits for Expenditures in
Environmental Zones

S. 1839 (Senator Chafee)

Present Law

Overview
Various tax rules provide incentives for certain types of econom-

ic development activities. These include accelerated cost recovery
provisions; tax credits for specified activities; and numerous other
provisions. In general, these rules (and other tax rules) apply re-
gardless of geographic location within the United States.

Cost recovery rules
Accelerated cost recovery system (A CRS)

The Economic Recovery Tax Act of 1981 ("ERTA") enacted the
Accelerated Cost Recovery System ("ACRS") for tangible deprecia-
ble property placed in service after 1980. Under ACRS, the cost or
other basis of eligible property (without reduction for salvage
value) is recovered using an accelerated method of depreciation
over a predetermined recovery period that is generally shorter
than the asset's useful life (sec. 168). (Under pre-1981 law, an
asset's cost (less salvage value) was recovered over its estimated
useful life (sec. 167).) The pre-1981 rules remain in effect for prop-
erty placed in service by a taxpayer before 1981, and for certain
property not eligible for ACRS. "Foreign use" property (i.e., proper-
ty used predominantly outside the United States) is one tyie of
property not qualifying for ACRS.

Under ACRS, the allowable depreciation deduction in each recov-
ery year is determined by applying a statutory percentage to the
property's original cost, adjusted for the investment tax credit
claimed (sec. 168(b)(1)). The statutory percentages for personal prop-
erty are based on the 150-percent declining balance method for the
early recovery years, switching to the straight-line method. Alter-
natively, taxpayers can elect to use the straight-line method over
the applicable ACRS recovery period or a longer recovery period,
with respect to one or more classes of property placed in service
during any taxable year. Thb statutory percentages for real proper-
ty are based on the 175-percent declining balance method (200-per-
cent for low-income housing), switching to the straight-line method.
For real property placed in service after May 8, 1985, the cost of
real property is recovered over a 19-year recovery period (15 years
for low-income housing), although longer recovery periods may be
elected.

A taxpayer (other than a trust or estate) can elect to deduct the
cost of up to $5,000 of qualifying personal property in the year the

(20)
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property is placed in service, in lieu of recovering the cost under
ACRS (sec. 179). In general, qualifying property must be acquired
by purchase for use in a trade or business, and must be eligible for
the investment tax credit, although no investment credit is allowed
for the portion of the cost expensed under this rule. The $5,000
limit is scheduled to increase to $7,500 for taxable years beginning
in 1988 and 1989, and to $10,000 for years beginning after 1989.

Provisions relating to natural resources
Intangible drilling and development costs.-Capital expenditures

incurred by an operator to develop an oil, gas, or geothermal prop-
erty are of two general types: (1) intangible drilling and develop-
ment costs, and (2) depreciable costs.

Under present law, intangible drilling and development costs
("IDCs") either may be deducted in the year paid or incurred ("ex-
pensed") or else may be capitalized and recovered through deple-
tion or depreciation deductions (as appropriate), at the election of
the operator. (In the case of integrated producers, 80 percent of
IDCs may be expensed and the remainder amortized over 36
months.) In general, IDCs include drilling-related expenditures
(e.g., for labor, fuel, repairs, hauling, supplies, etc.) which are nei-
ther for the purchase of tangible property nor part of the acquisi-
tion price of an interest in the property.

Depreciable drilling costs are amounts paid or accrued during
the development of a property to acquire tangible property (e.g.,
tools, pipe, casing, boilers, etc.) which ordinarily are considered to
have a salvage value. These expenditures must be capitalized and
depreciated in the same manner az ordinary items of equipment
(see discussion of ACRS above), and they are treated in the same
manner for both independent and integrated producers.

Percentage depletion for oil and gas (and geothermal) proper-
ties.-The costs of acquiring a lease or other interest in an oil or
gas (or geothermal) property, together with certain other costs, are
recovered through depletion deductions. These deductions are de-
termined using the cost or-if available-the percentage depletion
method, whichever results in a higher deduction.

Under cost depletion, the taxpayer deducts that portion of the
adjusted basis of the property which is equal to the ratio of units
produced and sold from that property during the taxable year to
the number of units that are estimated to be recoverable from the
property at the beginning of the taxable year. The amount recov-
ered under cost depletion cannot exceed the taxpayer's basis in the
property.

Under percentage depletion, 15 percent of the taxpayer's gross
income from an oil- or gas-producing property is allowed as a de-
duction in each taxable year. The amount deducted may not exceed
50 percent of the net income from that property in that year (the
"net income limitation"). Additionally, the deduction for all oil and
gas properties may not exceed 65 percent of the taxpayer's overall
taxable income. Because percentage depletion is computed without
regard to the taxpayer's basis in a property, it may result in even-
tual recovery of an amount greater than the taxpayer's basis in the
property.
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Since 1975, percentage depletion has been limited to 1,000 barrels
per day of oil production (or an equivalent amount of natural gas
production) by independent producers. This rule, and the 65-per-
cent limitation above, do not apply to geothermal deposits.

Hard minerals.-Expensing of hard mineral exploration and de-
velopment costs may be elected under the Code (secs. 616 and 617),
although expensed exploration costs are subject to recapture when
a mine reaches the producing stage. Percentage depletion of hard
mineral deposits also is provided, at rates ranging from 5 to 22 per-
cent.

Soil and water conservation and land clearing expenses
A taxpayer engaged in the business of farming is permitted to

deduct currently (i.e., expense) certain expenditures for the purpose
of soil or water conservation, or the prevention of erosion, with re-
spect to farmland. The amount deducted may not exceed 25 percent
of the tax-payer's gross income from farming during the taxable
year. Farmers may also expense amounts paid or incurred for the
clearing of farmland, up to the lesser of $5,000 or 25 percent of tax-
able farming income.
Tax credits

Investment tax credit
A credit against income tax liability is allowed for up to 10 per-

cent of a taxpayer's investment in certain tangible depreciable
property (generally, not including buildings or their structural
components) (sec. 46). The amount of this "regular" investment
credit is based on the ACRS recovery class to which the property is
assigned. The credit is generally claimed for the taxable year in
which qualifying property is placed in service.

The amount of income tax liability that can be reduced by invest-
ment tax credits in any year is limited to $25,000 plus 85 percent of
the liability in excess of $25,000. Unused credits for a taxable year
may be carried back to each of the three preceding taxable years
and then carried forward to each of the 15 following taxable years.

Special energy investment tax credits, at rates of up to 15 per-
cent, have been provided for investments in various types of alter-
native energy property (including solar, wind, and geothermal
property); however, these credits generally expired on (or prior to)
December 31, 1985. A further special credit is allowed for certain
rehabilitation expenditures.

Alternative fuels production credit
A tax credit is provided for the domestic production and sale of

oil, gas, and other fuels from certain nonconventional sources (sec.
29). The credit is scheduled to expire for facilities placed in service,
or wells drilled, on or after January 1, 1990.

The credit equals $3 for each barrel-of-oil-equivalent of energy
produced, adjusted (except for certain natural gas) for post-1979 in-
flation. The credit is phased out as the annual average wellhead
price of uncontrolled domestic oil rises from $23.50 to $29.50 a
barrel, similarly adjusted for inflation ($32.10 and $40.30 in 1984
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prices). The credit thus functions essentially as a minimum price
support for fuel produced from nonconventional sources.
Capital gain rules applicable to timber, coal, and domestic iron ore

The owner of timber (or a contract right to cut timber) may elect
to treat the cutting of timber as a sale or exchange qualifying for
long-term capital gain treatment, even though the timber is sold or
used in the taxpayer's trade or business (sec. 631(a)). (Capital gains
are taxed at a maximum rate of 20 percent for individuals and 28
percent for corporations.) This provision generally requires that the
timber (or contract right) be held for more than six months prior to
cutting.

Royalty income with respect to timber, coal, and domestic iron
ore, also qualifies for capital gain treatment, subject to a similar 6-
month requirement. In the case of coal and domestic iron ore royal-
ties, if capital gain treatment applies, the royalty owner may not
utilize percentage depletion with respect to the mineral disposed of.
Industrial development bonds (IDBs)

Interest on State and local government obligations generally is
exempt from Federal income tax (Code sec. 103).

Interest on industrial development bonds (IDBs) is tax-exempt
only if the IDBs are issued for certain specified purposes. Industrial
development bonds are obligations issued as pai of an issue 25 per-
cent or more of the proceeds of which is to be used in any trade or
business carried on by a nonexempt person and the payment of
principal or interest on which is derived from, or secured by,
money or property used in a trade or business. "Nonexempt per-
sons" are persons other than State or local governments or tax-
exempt charitable, religious, educational, etc., -organizations (de-
scribed in Code sec. 501(cX3)).

One of the exceptions Under which interest on IDBs is tax-
exempt is when the proceeds of the bonds are used to finance cer-
tain exempt activities. Under this exception, interest on IDBs is
tax-exempt if the bonds are used to finance the following activities:
(1) projects for multi-family residential rental property; (2) sports
facilities; (3) convention or trade show facilities; (4) airports, docks,
wharves, mass commuting facilities, or parking facilities; (5) sewage
and solid waste facilities, or facilities for the local furnishing of
electricity or gas; (6) air or water pollution control facilities; (7) fa-
cilities for the furnishing of water; (8) qualified hydroelectric gener-
ating facilities; (9) qualified mass commuting vehicles; or (10) local
district heating or cooling facilities. In addition, interest on IDBs
used to acquire or develop land as the site for an industrial park is
exempt from tax.

Interest on "small issue" IDBs used for the acquisition, construc-
tion, or improvement of land or depreciable property also is gener-
ally tax-exempt. This exception applies to issues having an aggre-
gate authorized face amount (including certain outstanding prior
issues) of $1 million or less. Alternatively, the aggregate face
amount of the issue, together with the aggregate amount of related
capital expenditures during a 6-year period, may not exceed $10
million.
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Since 1984, most IDBs (together with student loan bonds) have
been subject to statewide volume limitations.

A t-risk rules
Present law (Code sec. 465) provides an at-risk limitation on

losses from business and income-producing activities, applicable to
individuals (including members of a partnership), S corporations,
and certain closely held corporations. In general, the at-risk rules
are designed to prevent a taxpayer from deducting losses in excess
of the taxpayer s actual economic investment (i.e., the amount
whicb the taxpayer has "at risk") in the activity.

An exception from the at-risk rules is provided for active busi-
nesses conducted by a closely held corporation. The at-risk rules
also do not apply to real estate investments and certain corporate
leasing transactions.

Issues

The bill would restrict tax incentih-cs for certain types of invest-
ment in designated environmentally sensitive areas. In particular,
the intent of the bill is to limit the apparently anomalous situation
in which generally applicable tax incentives encourage develop-
ment in areas where development is discouraged or regulated
under other Federal laws.33 These include tax incentives for farm-
ing, energy production, and investment in depreciable property.

The definition (f "environmental zones" raises seyeral issues.
The bill would restrict incentives for all activities in broad geo-
graphic areas designated in (or pursuant to) environmental stat-
utes. The issue arises whether distinctions should be allowed be-
tween activities which may be relatively more harmful than others
to a particular area. Although this could distinguish among par-
ticular projects according to their potential environmental harm,
this would require a costly case-by-case evaluation of the environ-
mental impacts of specific privately financed projects. Further, re-
lying on environmental statutes for designating geographic areas
may also leave tax determinations dependent on legislation (and
regulations) originally drafted for other purposes. On the other
hand, this may be preferable to the existence of potential conflicts
between the tax laws and environmental policy.

The bill raises several administrative issues. For example, it
would be necessary to determine the proper allocation of an invest-
ment that is located partially inside and partially outside a desig-
nated environmental zone. A similar issue arises with respect to
property that moves in and out of these zones. Another administra-
tive issue involves future designation of additional areas as envi-
ronmentally sensitive (such as, for example, by expansion of the
National Parks system), and the effect of that designation on cur-
rent or anticipated expenditures in these zones.

33 See, 131 Cong. Rec. S15118-15119 (November 7, 1985) (statement of Sen. Chafee)
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Explanation of the Bill

In general
The bill would modify the tax treatment of various items with

respect to property located in environmental zones. In general,
these modifications are intended to eliminate tax incentives for de-
velopment in these areas. "Environmental zones" would be defined
by reference to specified Federal statutes.

Definition of "environmental zone"
For purposes of the bill, an "environmental zone" would include

any area (or portion thereof) located within the boundaries of an
area:

(1) which is designated by the Secretary of the Interior as a criti-
cal habitat under the Endangered Species Act (16 U.S.C. sec. 1531
et seq.);

(2) which is authorized by an Act of Congress to be included, or
designated by the Secretary of the Interior or the Secretary of Ag-
riculture for inclusion, within the National Wildlife Refuge
System, the National Park System, or the National Forest System,
but which has not yet actually become subject to the laws govern-
ing management of such systems;

(3) which is a unit of the Coastal Barrier Resources System;
(4) which has been designated by the Secretary of the Interior as

a national natural landmark under the Historic Sites, Buildings,
and Antiquities Act (16 U.S.C. sec. 461 et seq.); or

(5) which has been authorized by an Act of Congress for study as
a potential unit of the Wild and Scenic Rivers System, unless such
area has been found by the Secretary of the Interior, after comple-
tion of such study, not to qualify for designation under the Wild
and Scenic Rivers Act (16 U.S.C. sec. 1271 et seq.).

Co8t recovery for environmental zone property

Depreciation and amortization
Under the bill, amounts paid or incurred for property used pre-

dominantly in an environmental zone would be recovered in the
same manner as expenditures for property used predominantly out-
side the United States (sec. 168(0). Thus, expenditures for personal
property would be recovered using the double-declining balance
method over ADR (i.e., pre-1981) class lives (12 years, for property
having no such class life), switching to the straight-line method in
the later years. Expenditures for real property would be recovered
over a 35-year period using the 150-percent declining balance
method, switching to the straight-line method. (Taxpayers also
could elect straight-line recovery for real or personal property over
the above or certain longer periods.) These recovery methods would
take the place of the accelerated methods (ACRS) generally avail-
able currently for domestic property.

The election to expense up to $5,000 of certain depreciable prop-
erty would be repealed for property used predominantly in an envi-
ronmental zone.
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Expenses relating to natural resources
Percentage depletion would be denied for oil and gas wells,

mines, and geothermal deposits located in an environmental zone.
These properties would be limited to utilizing cost depletion. Addi-
tionally, expensing of intangible drilling and development costs
(under sec. 263(c)) and tertiary injectants (under sec. 193) would be
eliminated with respect to environmental zone properties.

Soil and water conservation and land clearing expenditures
The provisions allowing farmers to expense certain soil and

water conservation expenditures, and certain land clearing expend-
itures, would not apply with respect to land located in an environ-
mental zone.

Effective dates for cost recovery provisions
These amendments generally would apply to amounts paid or in-

curred after June 30, 1986, in taxable years ending after that date.
The amendments with respect to depreciation and amortization (in-
cluding the denial of the option to expense certain depreciable
property) would not apply to property (1) the construction or recon-
struction of which began before November 7, 1985, (the date the
bill was introduced) or (2) which was acquired pursuant to a bind-
ing contract between the taxpayer and an unrelated person, which
contract was in effect on November 7, 1985, and at all times there-
after. Other provisions would not apply to any amounts paid or in-
curred before July 1, 1987, pursuant to a binding contract with an
unrelated person which was in effect on November 7, 1985, and at
all times thereafter.
Disallowance of tax credits for expenditures in an environmental

zone
The bill would repeal the investment tax credit with respect to

any property used predominantly within an environmental zone.
This amendment would apply generally to periods after June 30,
1986; 34 however, an investment tax credit would remain available
with respect to property qualifying for present law depreciation
treatment under the bill (as described above).

The nonconventional fuels production credit (sec. 29) also would
not apply with respect to sales of qualified fuels produced in (or
from any property extracted or removed from) an environmental
zone. This amendment would apply to sales after June 30, 1986,
with an exception for binding contracts in effect between the tax-
payer and an unrelated person on November 7, 1985, and at all
times thereafter.
Capital gain treatment for timber, coal and iron ore

Under the bill, the special capital gain rules with respect to
timber, coal, and domestic iron ore (sec. 631) would not apply to
any timber located il, or any coal or iron ore extracted from, an
environmental zone. This provision would apply to sales or ex-

34 This effective date would be applied using the general Code principles for investment tax
credit transitions (sec. 48(m)).
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changes taking place after June 30, 1986, unless made pursuant to
a binding contract between the taxpayer and an unrelated person,
which is in effect on November 7, 1985, and at all times thereafter.

Industrial development bonds
No tax-exempt industrial development bonds (IDBs) could be

issued to finance any facility located within an environmental
zone, effective for obligations issued after June 30, 1986. Transition-
al relief would be provided for obligations issued pursuant to an in-
ducement resolution adopted on or before November 7, 1985.

A t-risk rules
The at-risk rules (sec. 465) would be extended to the holding of

real property (as well as other investments) in an environmental
zone. The at-risk exceptions for certain equipment leasing by close-
ly held corporations and for active closely held businesses also
would not apply to activities conducted within a zone. These
changes would apply for losses occurring after June 30, 1986.

Grant of regulatory authority
The bill would specifically authorize the Secretary of the Treas-

ury to prescribe such regulations as may be necessary or appropri-
ate to carry out the provisions of the bill. These may include rules
covering situations in which the computation period for any deduc-
tion includes a period during which an area is designated as an en-
vironmental zone, and a period during which it is not.

59-042 0 - 86 - 2
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Senator CHAFEE. This is a meeting of the Senate Finance Com-
mittee, Subcommittee on Taxation and Debt Management; and we
are holding a hearing on three pending bills, S. 1959, S. 1978, and
S. 1839.

First, we are going to have testimony on the bills involving the
mortgage-backed securities, and second, we are going to explore the
possibility of eliminating various tax breaks for the development of
certain environmentally protected areas of our country. We have
quite a few witnesses this morning-19 in fact-including my dis-
tinguished colleague, Senator D'Amato; and so, I am not going to
make a lengthy opening statement.

I am delighted to see such interest in this legislation, and I look
forward to hearing the testimony. We will be holding all the wit-
nesses to the 5-minute rule. We have to enforce that in order to
move on, with an exception, of course; that will not apply to either
Senator D'Amato or the Treasury Department witnesses.

Now, our main purpose in having the hearing this morning is to
get the legislative process moving on these issues before tax reform
completely takes over the agenda of the Finance Committee. If we
can come to an agreement on any of this legislation, there is still a

ssibility it could be added to the tax reform bill, or we could per-
haps handle it separately. At least, it has a better chance of
moving along because of these early hearings.

One of the important aspects of moving any legislation is that, at
this time of Federal budget deficits, it not cause any loss of revenue
to the Treasury. Thus, the comments of Treasury as to the revenue
effects of these proposals are very important. If the Treasury
cannot give us revenue estimates this morning, I hope they will do
so as soon as possible since the information will play a crucial role
in determining the future of these proposals.

We have before us two bills dealing with the taxation of mort-
gage-backed securities. My bill is 1959, and a bill introduced by
Senator Cranston, 1978. Senator Cranston's bill covers not only
mortgage-backed securities but securities backed by other assets as
well. Now, we have a letter from Senator Cranston, who was anx-
ious to be here, but because of a conflict in his schedule, could not
be present. He does note that a more efficient asset-backed security
will lower interest rates for consumers while providing a more
flexible investment vehicle to pension funds, financial institutions,
mortgage originators, and other investment concerns. He looks for-
ward to working with us on 'his matter. So, this legislation certain-
ly has the enthusiastic support of Senator Cranston, who regretful-
ly could not be here because of conflicts in schedule.

Now, the bill I have is designed to clarify the tax treatment of
mortgage-backed securities, which should facilitate investments in
mortgages and hopefully reduce mortgage interest costs for home
buyers. As has been noted, I have limited my bill to mortgages, pri-
marily because there is more data and better understanding of how
mortgages and mortgage-backed securities behave than there is of
other asset-backed securities.

I am convinced that we can clarify two important tax issues with
respect to these securities. First, should an entity issuing these se-
curities be subject to a separate level of taxation? Second, what are
the tax consequences to investors in these securities? If we can



31

agree on tax rules governing mortgage-backed securities, then per-
haps we could and should extend this treatment to other asset-
backed Securities. However, at this point, it seems to me to be im-
portant to concentrate on making certain that the tax rules are
correct.

Finally, I noticed in the written testimony that has been submit-
ted that there is some concern that the administration may seek to
exclude FNMA, Federal Home Loan Mortgage Corporation, and
GNMA from issuing these securities. Now, I don't want to get into
a debate this morning on that particular matter because, clearly, it
is not a tax issue. However, I will say that, if the administration
insists upon its position, I fear this legislation will not move for-
ward, and I think that would be a loss to all concerned.

With regard to my bill proposing the tax incentives be eliminat-
ed for certain environmentally protected zones, I am very anxious
to hear testimony on this. I serve on both this Finance Committee
and the Environment and Public Works Committee. This bill is an
attempt to provide consistency in the policies developed in these
two committees. We should not be enacting tax incentives in the
Finance Committee which would encourage development on land
which we are trying to protect in the Environment and Public
Works Committee. That is clearly a case of the right hand working
against the left hand. Businesses who seek to develop these envi-
ronmentally protected zones can still do so, but they are not going
to get any help from the Federal Government in the way of re-
duced costs through tax breaks if the legislation I sponsor is suc-
cessful.

As we all know, tax incentives cause a loss of revenue to the Fed-
eral Treasury; and as I mentioned earlier, revenue considerations
are a major concern in this time of enormous Federal deficits. In
the current debate over tax reform, this committee will be making
some very difficult choices about whether and to what extent we
can continue to provide various tax incentives to our manufactur-
ing industries to keep them competitive internationally and thus
produce more jobs in our country. Especially in this context, we
should not be wasting needed revenue by providing tax incentives
for unwanted development of environmentally protected areas.

In order to allow sufficient time for questions, I now would like
to go to our first witness whom we welcome here, a man who has
been deeply interested in this area. I am talking about the first leg-
islation dealing with taxation of mortgage-backed securities. He is
interested because, like the rest of us, he hopes it can bring down
interest rates, but also he is, as you all know, a very vigorous
battler for everything dealing with New York. I suspect that an in-
dustry in New York is deeply involved in the potentialities of this
legislation.

So, the No. 1 battler from New York is here, and I turn it over
now to Senator D'Amato. We welcome you, Senator.

STATEMENT OF HON. ALFONSE M. D'AMATO, U.S. SENATOR FROM
THE STATE OF NEW YORK

Senator D'AMATO. Thank you, Mr. Chairman. Let me commend
you, Senator Chafee, for calling these hearings and for introducing
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legislation, S. 1959, the secondary market tax amendments of 1986.
I believe that your legislation is moving exactly in the right direc-
tion that we want, and it is important that we resolve this issue.

I hope that, during the hearings, we can begin to develop a legis-
lative proposal that will provide the participants in this market
with a rational tax treatment of mortgage and/or multiple asset-
backed securities. The demand for multiclass passthrough securi-
ties has increased dramatically over the last few years. These secu-
rities provide benefits for investors, issuers, and the original hold-
ers of the assets behind the securities. The failure to have specific
tax rules regarding the taxation of these securities seems ridicu-
lous in light of the benefits they provide to investors, lenders, and
borrowers. These individuals and entities should be allowed to
invest in these securities with greater certainty regarding the tax
treatment of their investments.

Both bills that we discuss today are designed to foster the growth
of the mortgage-backed securities market, while S. 1978, a bill in-
troduced by Senator Cranston and myself, additionally is designed
to foster the development of a new market in asset-backed securi-
ties, including security interests in commercial real estate, equip-
ment leases, credit card receivables, commercial loans, and automo-
bile receivables. Just as you have, Senator Chafee, I also have indi-
cated our hope is that this will reduce the cost ultimately in inter-
est rates paid by consumers.

Although I cosponsored S. 1978, I realize that it does not contain
a specific formula for the calculation of the tax on the securities at
issue. To the extent that the issues regarding phantom profits,
original issue discounts, and revenue neutrality are not adequately
addressed by S. 1978, I fully intend that these issues be resolved
during consideration of this bill and S. 1959. My goal in sponsoring
legislation in this area stems from my desire to compel the Treas-
ury Department to clarify existing rules or promulgate new ones
regarding the tax treatment of these securities, something that
they have failed to do. My colleagues and I have been prompted by
Treasury's inaction in this area. The legislative proposals that we
discuss today are a starting point which will hopefully culminate in
the passage of legislation or the promulgation of rules that set
forth a rational system of allocating taxes on these securities.

S. 1959 and S. 1978, while similar in intent, differ in their scope
and approach to the taxation of multiclass asset-backed securities.
The most significant distinction between the bills is that S. 1959
aies only to pools backed by mortgage-backed securities, while S.1 applies to many types of asset-backed securities. S. 1959 may
also allow for an election procedure for debt treatment or asset
treatment which would affect the taxation of the issuer. The legis
lation that I am cosponsoring does not change the character of
present multiclass passthrough securities, but requires Treasury to
promulgate rules that clarify the tax treatment of these particular
instruments.

I look forward to working with Senator Chafee to inspire the
Treasury to participate in the process of clarification of the tax
treatment of the securities at issue. These legislative proposals are
subject to modification due to the complexity of these issues, and I
hope that Treasury will willingly participate in the process. Both
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bills would authorize the use of multiple classes of ownership in a
fixed investment or a grant or trust, which are used in issuing
passthrough securities. They also will harness the innovation of
Wall Street to lower the cost of mortgage and consumer credit.

These new innovations in the capital markets would provide ad-
ditional billions of dollars of credit to these markets and help com-
mercial bankers-thrifts, mortgage bankers, finance companies,
computer companies, and others-to reduce the cost of financing
these assets. This should allow lenders to reduce interest rates on
loans that they make to consumers. Such legislation is a logical
next step in the development of mortgage-backed securities market
following on the administration's TIMS initiative and the recent
enactment and signing by the President of the Secondary Mortgage
Market Enhancement Act of 1984. This legislation recognizes, how-
ever, that other new assets are now a key part of the Nation's cap-
ital market, especially the secondary markets.

Mr. Chairman, I am going to ask that the balance of my remarks
be included in the record as if read in its entirety. Again, let me
say that I appreciate the opportunity to appear before this commit-
tee; and I hopefully look forward to being able to work with you in
developing this important legislative initiative. I think it has great,
great hope in bringing down costs to businesses and ultimately to
consumers.

Senator CHAFEE. Thank you very much, Senator, for taking the
time to come here and submit your statement. I know you have a
busy schedule; so if you have other duties, don't feel compelled to
remain, and we are delighted that you were able to come.

Senator D'AMATO. Thank you, John.
Senator CHAFEE. I also would submit at this time for the record

a statement by Senator Cranston on this matter and the letter that
he wrote to me this morning; and also a statement by the Working
Group on the Taxation of Mortgage Related Securities. This was a
fine group of lawyers and others from the investment field that
came up and helped us a great deal in this legislation. I would
submit that for the record, plus a telegram from Mr. Rolph, vice
president, tax legislation, Citibank, supporting the legislation.

Now, we will move on to our first panel, consisting of-oh,
excuse me, Mr. Ross.

[The prepared statements of Senator D'Amato, Senator Cranston,
the Working Group on the Taxation of Mortgage Related Securities
and the telegram from Mr. Rolph follow:]
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STATEMENT OF THE HONORABLE ALFONSE M. D' AMATO

BEFORE THE SUBCOMMITTEE ON TAXATION AND DEBT

MANAGEMENT OF THE SENATE FINANCE COMMITTEE

JANUARY 31, 1986

I appreciate the opportunity that my colleague Senator

Chafee has afforded those of us who are interested in resolving

the complex issue of taxing multiple class pass through asset-

backed securities. Senator Chafee has introduced legislation

(S. 1959, The Secondary Market Tax Amendments of 1986) that

offers one method of taxing these securities while Senator

Cranston and I have introduced legislation (S. 1978, The Recovery

Act for Mortgage and other Asset-Backed Securities) that offers

another solution to the problem.

I hope that during this hearing we can begin to develop a

legislative proposal that will provide the participants in this

market with a rational tax treatment of mortgage and/or multi

asset-backed securities. The demand for multi-class pass through

securities has increased dramatically over the last few years.

These securities provide benefits for investors, issuers and the

original holders of the assets behind the securities. The failure

to have specific tax rules regarding the taxation of these

securities seems ridiculous in light of the benefits they provide

to investors, lenders and borrowers. These individuals and

entities should be allowed to invest in these securities with

greater certainty regarding the tax treatment of their investments.
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Both bills that we discuss today are designed to foster the

growth of the mortgage-backed securities market while S. 1978

additionally is designed to foster the development of a new

market in asset-backed securities, including security interests

in commercial real estate, equipment leases, credit card

receivables, commercial loans, and automobile receivables.

Although I co-sponsored S. 1978, I realize that it does not

contain a specific formula for the calculation of the tax on the

securities at issue. To the extent that the issues regarding

phantom profits, original issue discount and revenue neutrality

are not adequately addressed by S. 1978, I fully intend that

these issues be resolved during consideration of this bill and

S. 1959. My main goal in sponsoring legislation in this area

stems from my desire to compel the Treasury Department to

clarify existing rules or promulgate new ones regarding the tax

treatment of these securities. My colleagues and I have been

prompted by Treasury's inaction in this area. The legislative

proposals that we discuss today are a starting point which will

hopefully culminate in the passage of legislation or the promul-

gation of rules that set forth a rational system of allocating

taxes on these securities.

S. 1959 and S. 1978 while similar in intent differ in their

scope and approach to the taxation of multi-class asset-backed

securities. The most significant distinction between the bills

-2-



36

S. ' s
is that Senator ehofz z bil applies only to pools backed by

mortgage-backed securities while S. 1978 applies to many types
S. - ts't. _

of asset-backed securities. Senat- -. .. bi.i may also

allow for an election procedure for debt treatment or asset

treatment which would affect the taxation of the issuer. The

legislation that I am co-sponsoring dckes not change the character

of present multi-class pass through securities but requires

Treasury to promulgate rules that clarify the tax treatment of

these particular instruments. I want to work with Senator

Chafee to inspire the Treasury to participate in the process and

clarify the tax treatment of the securities at issue. These

legislative proposals are subject to modification due to the

complexity of these issues and I hope that Treasury will

willingly participate in the process.

Both bills would authorize the use of multiple classes of

ownership in fixed investment or grantor trusts which are used

in issuing pass through securities. They also will harness thq

innovation of Wall Street to lower the cost of mortgage and

consumer credit. These new innovations in the capital markets

would provide additional billions of dollars of credit to tese

markets and help commercial bankers, thrifts, mortgage bankers,

finance companies, computer companies and others to reduce the

cost of financing their assets. This should allow lenders to

reduce interest rates on loans they make to consumers.
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Such legislation is a logical next step in the development

of the mortgage-backed securities market following on the

Administration's Trusts for Investment in Mortgages ("TIMS")

initiative and the recent enactment and signing by the President

of the Secondary Mortgage Market Enhancement Act of 1984. This

legislation recognizes, however, that other new assets are now a

key part of the nation's capital markets, especially the

secondary markets.

The Recovery Act for Mortgage and other Asset-Backed Securities

is a response to the efforts of securities firms that have devised

a marketing device that was utilized by them on certain mortgage-

backed bonds, called "collateralized mortgage obligations".

Subsequently these firms attempted to apply this marketing

structure to pass through securities. The Treasury Department,

however, on May 2, 1984, proposed restrictive amendments to its

regulations on classification of investment arrangements with

multiple classes of ownership. This legislation would help the

Treasury distinguish the use of multiple class pass through

securities from restrictions proposed by Treasury on other

investment arrangements where the Treasury was concerned about

tax deferral or tax avoidance use of trusts with multiple classes

of ownership.

During hearings held by the Treasury Department's Internal

Revenue Service on its proposed regulations in this area, the

Mortgage Bankers Association of America, the Public Securities

-4-
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Association, the National Association of Home Builders and others

testified and supported the concepts we have embodied in this

legislation.

These proposals are intended to be revenue neutral and would

merely eliminate roadblocks to more efficient capital markets.

They will benefit consumers by causing interest rates to decline,

assist in the continued recovery of the housing industry, and

provide additional liquidity and efficiency in the lending opera-

tions of any lender who securitizes assets. I therefore urge my

colleagues to support our efforts to work with the Treasury on

an issue of vital importance to investors, lenders, borrowers

and consumers.

Again, I appreciate the opportunity to appear before this

Subcommittee and look forward to developing legislation that

provides for the rational taxation of multi-class asset-backed

securities.

-5-
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Mr. Chairman and Members of the Subcommittee, thank

you for the opportunity to express my views on legislation

before the Subcommittee on the tax treatment of mortgage

and other asset-backed securities.

On December 18, 1985, 1 introduced along with Senators,

D'Amato, Dixon, Dodd, Mattingly and Reigle S. 1978,

entitled the "Recovery Act for Mortgages and Other Asset-

Backed Securities". This legislation is designed to

eliminate impediments to the growth of the mortgage-backed

securities market and to permit the development of the

new asset-backed securities market. This bill would amend

the Internal Revenue Code to permit the issuanceof multiple

class passthrough securities backed by pools of mortgages

or other assets under the grantor trust rules of the Internal

Revenue Code. Other assets include consumer loans, commercial

real estate mortgages, and commercial leases.

The secondary mortgage market provides billions of dollars

in credit each year to finance home ownership by enabling

originators of home mortgages such as thrift institutions

and mortgage bankers to resell mortgage loans to investors in

the form of mortgage backed securities. Recently, the first

such securities backed by automobile receivables and consumer

loans have come to market. An efficient secondary market

lowers the cost of funds for that particular market, making it

possible for originators: To make mortgage funds available

to homebuyers at lower interest rates, to make car loans
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av. ilable alt lower cost and, make other types of consumer

loans available at lower cost. Under this proposal originators

of all types of loans or assets will be able to sell loans or

assets in a more efficient manner to other investors for cash

and use the new funds to continue the lending process.

There is approximately $300 billion of outstanding

mortgage securities in the secondary market. Purchasers of

mortgage backed securities include banks, thrift institutions,

pensions and other retirement funds, insurance companies and

other institutional as well as individual investors. The

first issuance of securities backed by pools of mortgages

ever accomplished was done under title 8 of the Housing Act

of 1968 by the Federal National Mortgage Association (FNMA).

One of my constituents from California, Ray Lapin, the First

President of FNMA while it was still a part of the U.S.

Deparment of Housing and Development, devised the concept of

putting the full faith and credit of the U.S. Government behind

securities backed by pools of FHA-VA mortgages. The success

of those securities led to the development of the secondary

market as we know it today. Mr. Lapin can truly be said

to be the "father" of the secondary mortgage market.

Since that time, the secondary mortgage market has

developed a variety of mortgage-backed securities that have

been attractive to investors in terms of safety, yield, and

investment performance. However, because residential

mortgages are subject to prepayment at uncertain intervals,
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the traditional mortgage security lacks call protection-

assurance that the investment will have a definite maturity.

The lack of call protection-from a cash payment occurring

before the stated maturity to the investor-causes investors

to demand a higher yield on moneys invested in these securities.

This higher cost of funds is passed on to homebuyers and other

participants in the market.

Many investors have differing timing needs in structuring

their investments. If one-pool of mortgages could be structured

to pay off on several maturity dates, that is - 2 years,

5 years, 10 years et cetera-investors could select the maturity

date most compatible with their investment needs. This concept

is call the multiple class mortgage-backed passthrough. This

multiple class feature would add more predictability to this

instrument thereby reducing the demand for higher yields on

these securities.

Presently the tax laws, most of which were enacted

prior to the development of mortgage-backed securities, have

made it difficult to structure securities that provide

call protection, as well as securities that rearrange the cash

flows from mortgages to create different maturity classes.

The fixed investment trust vehicle, traditionally used

to market pools of mortgages in securitized form without

tax liability at the pool level, has been interpreted to

restrict the flexibility necessary to provide call protection

even to a limited extent and the ability to structure different

classes of investors with different maturities as defined
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by proposed treasury section 301.7701-4(c) published in the

Federal Register on May 2, 1984. In early 1984, Sears Mortgage

Securities Corporation along with Dean Witter pioneered the

development of a multiple class, mortgage-backed passthrough

security. The security was set up under the grantor trust

rules with multiple classes of ownership and consistent with

private letter rulings from the Internal Revenue Service.

Two months later the IRS promulgated draft regulations

that espoused the view that multiple class shares in collateral

pools violate the passive requirement of the grantor trust form.

However, the initial Sears/Dean Witter issue was grandfathered.

A public hearing was held by the IRS on the proposed regulation

on July 31, 1984. At that hearing, numerous witnesses, including

the Public Securities Association, the Mortgage Bankers

Association of America, the National Association of Home Builders,

Sears Mortgage Securities Corp., Dean Witter Reynolds Inc.,

Norwest Mortgage Co., the Lomas & Nettleton Co., the First Boston

Corp., Salomon Bros., and the gentleman from Texas, Congressman

Steve Bartlett, all testified in opposition to the regulation.

The witnesses described the negative effect of the regulation

on the mortgage-backed securities market, and why the use of

multiple class fixed investment trusts should be differentiated

from Treasury concerns regarding other tax deferral investment

proposals.
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The Bankers Association of America testified:

We cannot overemphasize the importance of multiclass
mortgage passthrough instruments to all parties involved.

We find no legal or tax rationale for the consequences
of these regulations that would treat certain multiclass
mc-tgage passthrough arrangements as a 'corporation'
instead of a trust for tax purposes.

The Public Securities Association stated:

From a public policy perspective, the use of multiple
class passthrough custodial arrangements are desirable
because investments in traditional 30-year mortgage
passthrough secruities are somewhat limited, and this
new structure, by providing various maturities, will
attract many new institutional investors to participate
in the mortgage-backed securities market.

We can conceive of no reason why it is sound tax
policy, or sound public policy, to pursue adoption of
the proposed amendments without a specific exception
permitting multiple class mortgage passthrough arrangements
to be classified as fixed investment trusts, and not
associations taxable as corporation.

The National Association of Home Builders stated:

The recent development of multiple maturity mortgage
investments has been extremely beneficial for the housing
industry and American homebuyers.

Mortgage-backed securities, the principal tool for
raising mortgage money in the capital markets, have had
higher yields than other similar investments because of the
unpredictable prepayment of the underlying mortgages which
makes management of mortgage passthrough portfolios more
difficult than for other similar investments. The
development of multiple clss mortgage investments has
substantially reduced the investment risk problems associated
with direct investment in mortgage-backed securities.
These multiple class investments, by virtue of more pre-
dictable maturities, typically have had sinificantly lower
yield requirements than other mortgage-backed securities.

Dean Witter Reynolds, Inc./Sears Mortgage Securities
Corp. stated:

...offering 'fast-pay-slow-pay' interests in mortgage
pools is desirable, because the different interests have



46

different investment characteristics and appeal to different
classes of investors.

We think it is wrong as a matter of legal analysis
and tax policy not to exclude multiple class mortgage-
passthrough arrangements from the amendments proposed...

Since the Treasury hearing in 1984, additional letters

of support for the multiple-class mortgage backed passthrough

have been received. All seek to have clarification of the

tax questions surrounding this issue. The text of several

letters to follow:

Mortgage Bankers
Association of America
Washington, D.C.
July 31, 1985

Honorable Alan Cranston,
U. S. Senate
Washington, D. C.

Dear Senator: As you know, the Mortgage Association of
America has been most interested over the past several
years in the development of a multiple class mortgage-
backed pass-through security that would not be subjected
to the restrictions embodied in the grantor trust tax
treatment under the Internal Revenue Code. We view
this mechanism as an excellent opportunity for the attraction
of needed additional investment capital for one of our
country's most important goals-creation and maintenance of
an adequate national stock of housing.

We are most pleased that you are in the prcess of crafting
legislation, the "Mortgage-Backed Securities Legislative
and Regulatory Improvements Act~of 1985," that would
quthorize the creation of such a security. We would be
happy to work with you and your staff in exploring the
effect your proposal would have on the market and in
offering any possible technical drafting assistance. And,
of course, at such time as Congressional hearings might
be scheduled on the subject, we would very much appreciate
the opportunity to appear and testify in support of the
concept.

We understand that a group of investment firms has designed
a similar proposal and have also indicated to them our
interest and support in this matter.



47

Our goal, of course, is the development of the most effective
instrument that could be put in place as quickly as possible.
We would hope that all interests involved in this effort
could agree on a mutually satisfacory course of action.

Sincerely,

National Council of
Savings Institution
October 7, 1985

Honorable Alan Cranston,
Senate Hart Office Building
Washington, D. C.

Dear Senator Cranston: On behalf of the National Council
of Savings Institutions. I would like to offer some
observations on draft legislation prepared by your staff
entitled the "Recovery Act for Mortgage-Backed Obligations"
RAMBOO).

This legislation recognizes that tremendous change has
happened in the mortgage markets in the past five years.
The liquidity of mortgages has increased substantially,
and the volume of trading in mortgages and mortgage-
related investment vehicles has also grown.

Not only has the use and volume of mortgage-backed securities
grown over the past decade, the creativity applied by the
market to these instruments has mushroomed. Savings
institutions now use mortgage-backed securities in their
asset management. As the need to put old loans in portfolio
to use, savings institutions are issuing collateralized mortgage
obligations, morrgage-backed bonds and preferred stock. In
the majority of these transactions, mortgage-backed securities,
not the mortgages themselves, are used as the collateral.

However, the ability to best utilize mortgage-backed
securities, both from the investor and issuer point of view
is hampered by tax law. The passive management requirements
imposed by the grantor trust provision of the tax code
have limited mortgage backed securities. Your legislation
addresses this fundamental weakness in the current structure
for mortgage-backed securities.

At the present time, we would like to reserve our technical
comments on your legislation. However, we would like to
express our support for your efforts and urge that you
introduce legislation in this important area.

Kind Regards
John H. Rousselot
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American Bankers Association
Mortgage Bankers Association
of America

National Association of Home
Builders, National Association

of Realtors, National Council
of Savings Institutions
October 17, 1985

Honorable Bob Packwood,
Chairman
Committee on Finance,
U. S. Senate
Washington, D.C.

Dear Mr. Chairman:

It is our understanding that legislation is currently
being drafted that would amend the tax laws to permit
the issuance of multiple-class securities backed by a
single pool of mortgages.

The undersigned organizations strongly support proposals
that would remove tax liability at the pool level for
multiple-class mortgage pass through securities set up
under specified guidelines. With these tax law amend-
ments, multiple-class pass through securites could be
issued that would resemble collateralized mortgage obli-
gations (CMOs) and offer investors a choice of maturities.
This would lessen the unpredictability of prepayments and
permit issuers to sell mortgage assets at higher prices
than can be commanded by using secondary market instruments
currently available to them. Thus, issuers could have the
benefits of CMOs as well as ale-of-asset treatment for
accounting purposes. In turn, homebuyers would realize
a benefit in terms of lower interest rates that would re-
sult from more favorable secondary market pricing. Indica-
tions are that any revenue loss to the Treasury would be
negligible.

We, therefore, respectfully urge Congress to hold hearings
on this matter and to pass legislation that would authorize
these types of multiple-class mortgage securities. Such
legislation would expand the universe of investors willing
to purchase mortgage products because such securities could
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be fashioned to accommodate differing investment needs.
Pricing benefits would accrue to homebuyers in the form
of lower interest rates and there would be no significant
loss to the Treasury.

Sincerely,

James C. Cairns,
President,

American Bankers Association,

Ronald F. Poe
President,

Mortgage Bankers Association of America,

John J. Koelemij,
President,

National Association of Home Builders,

David D. Roberts
President,

National Association of Realtors,

Kenneth F.X. Albers
Chairman of the Board,

National Council of Savings Institutions

Treasury could make final its regulations

by the end January 1986 on these issues, however, from my

conversation with them, they have indicated that they will

not substantially amend the regulations with respect to

mortgage-backed securities trusts to allow the use of multiple

class passthrough securities. They have given indications

that they would like some guidance from the Congress on this

matter. I believe this legislation would provide such guidance.1

My bill simply overrides the proposed draft regulations

prohibiting multiclass passthrough securities under the grantor

trust rules. This proposal provides that multiclass pass-

through securities that do not have active management features

are considered withinthe grantor trust rule.

My legislation makes clear that all passthrough securities

representing an interest in the same pool of assets must be
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issued simultaneously, and the interests represented thereby may nt

be changed after issuance. This does not, however, prevent the passing

through of any adjustments inherent in the assets themselves, such as

an adjustable interest rate or a prepayment of principal. Furthermore,

the pool of assets must bV fixed prior to the date of the first payment

to security holders, except for a 2 year period in which substitution

of substantially similar assets is allowed in connection with a breach

of a representation or warranty made by the transfer of the assets to

the trust. I believe that these restrictions provide protection against

any tax deferral securities being issued under this provision, that such

minor acts described above don't violate the active management prohibition

under the grantor trust rule because the terms of the trust cannot be

intentionally changed after inception by an act of the trustee.

The bill contemplates that passthrough securities may be issued

in one or more classes. A class is defined to include one or more

classes. A class is defined to include one or more passthrough securi-

ties, each of which represents a pro rata right to specified cash pay-

ments and other rights provided for in the indentified assets. For

example, a class may represent an undivided interest in all of the assets

of the trust; an undivided interest in all of the assets of the trust;

an undivided interest that differs from another class of undivided

interests in that its right to payments on the assets is senior to or

subordinate to such other class in the event of a delinquency or

default on an underlying asset; or a sequential-"fast pay" or "slow pay"

interest which receives payments of principal or similar amounts- on

the assets prior to or later than another such interest together

with amounts designated as interest.
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The assets which may be owned through a grantor trust

are as proposed in the bill described as "financial instruments."

These are defined to include: First, any evidence of indebt-

edness, such as residential or commercial mortgage, automobile

loan, commercial bank loan, credit card receivable, or trade

receivable; second, any lease receivable, third, any proceeds

of a financial instrument, temporary investments of such

proceeds and any income thereon, and any property acquired

pursuant to foreclosure-or similar realization on a security

interest-with respect to any financial instrument; and

fourth, any other passthrough security. Proceeds of a

financial instrument include any payment thereon or an payment

in lieu thereof, such as advances, guaranty payments, insurance

proceeds, or foreclosure proceeds. The bill would be effective

with respect to passthrough securities issued after April 27,

1984, the effective date of proposed Treasury regulation

section 301.7701.4.

The multiclass format has historically been used pre-

dominantly for mortgages. However, the securitization of

nonmortgage assets, a relatively recent development, was not

consciously excluded from early efforts to facilitate the

securitization of mortgages. It simply was not in existence.

It would be inconguent to divide the capital markets

by permitting one form of assets, mortgages, to be securitized

versus other types of assets. Although homeownership is an

important goal for many Americans, food, clothing,
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home furnishings, automobiles, and other consumer items

are generally viewed as equally essential necessities. I

believe that there is merit to including consumer loans,

commercial mortgages, leases and other assets because this

could have a substantially beneficial impact on consumers,

business, and financial institutions. This is an area that

deserves greater attention by the Congress and the Treasury.

For instance, finance companies, thrifts, and commercial

banks that are holders of consumer loans will have a format

to sell those loans and remove some of the risk inherent in

consumer lending, such as student and education loans.

Creating a more efficient capital market is one way to lower

interest rates on credit card loans in response to continued

consumer complaints that credit card interest rates are too

high. Second, the securitization of commercial leases will

be beneficial to computer companies as a means to raising

capital for expansion by securitization of their equipment

leases. Commercial banks for example, should benefit by being

able to securitize and sell commercial loans and commercial

real estate loans to investors more economically. This should

add liquidity and new sources of fee income for these institutions.

Mortgage bankers who are unable to withstand increased debt

burdens on their balance sheets should benefit greatly from

obtaining sale-of-asset treatment for securitization of

commercial and residential mortgages. Thrifts, which in recent

years have been the hardest hit by the high cost of financing

their assets, should benefit greatly as well by having a new
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asset liability mangement tool. This legislation will also

provide them new sources of fee income and it will mitigate

against loan losses on commercial and consumer loans as they

diversity into these new lending areas. Domestic automobile

companies have found in recent years that less costly

financing alternatives offered by their finance company

subsidiaries have been largely responsible for increased

purchases of automobiles and have helped revitalize the

automobile industry. The inclusion of automobile receivables

as qualifying assets will help them substantially. It is

also my belief that asset-based passthrough financings will

be of substantial benefit to many other companies that are

highly leveraged and/or cannot support additional debt burdens

on their balance sheets. Indeed, several prominent financial

commentators have argued that excessive debt burdens are

endangering American corporations. This security can be used

to provide asset liability management and improve the ratio of

equity to debt of many corporations. Additionally, those

Government sponsored agencies that sell mortgages such as

Ginnie Mae, Fannie Mae, and Freddie Mac, will certainly benefit

from the multiclass mortgage backed passthrough structure as

it will lower their cost of funds.
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My bill is a middle ground approach that I think the

Treasury with some modification could find acceptable because

it does not create any new instruments. Therefore, the

ideological issues raised in the previous bill Trust In

Mortgages (TIMs) and on S. 1959 before the Committee today

as to whether government sponsored credit agencies such

as the Federal National Mortgage Association (FNMA), the

Government National Mortgage Association (GNMA) and the

Federal Home Loan Mortgage Corporation (FHLMC) should have

access to any new investment vehicles does not arise.

My bill simply clarifies and expandsthe existing instrument

being used in the secondary market. I want to make it clear,

however, that I am fully supportive of S. 1959, the Chairman's

bill in that it attempts to resolve the taxation questions

surrounding Original Issue Discount (OID) on collateralized

Mortgage Obligations (CMOs). I did not attempt to address

this issue in my bill because of its complexity. The Chairman

has a formula for taxing OID on a current basis in his

proposal. I seek guidance from the tax experts at Treasury

on this issue, recognizing that there could be any number

of formulas that could be used to clarify this question that

would fit into our current tax policy-as well as the formula

in this proposal. If this formula is acceptable, I see no

problem with merger of these two bills and moving forward
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on this approach.

Additionally, S. 1959 creates a new instrument which

all government sponsored agencies would have access, of

which I am fully supportive. I do not believe that there

is any logical argument for exclusion of FNMA or other

government sponsored agencies from using any new instruments

as long as the investment activity is permitted under the

Charter of those agencies. Any such effort by the Administration

will be viewed as an unfounded attempt to undercut the

safety net for low and moderate income housing that FNMA, GNMA

and FHLMC have made possible for millions of Americans by

legislative decree of the Congress.

Additionally, not to allow the use of a multiclass

security under the grantor trust format for non mortgage loans

or assets will deprive consumers of the benefit of a more

efficient security while creating yet another level of

complexity by requiring regulators and investors to treat

otherwise very similar assets differently. To not

clarify the application of the Internal Revenue Code to the

fullest extent possible is counterproductive to the overall

tax simplification efforts presently being undertaken by the

Congress and Administration. While it is clear that the

Treasury could proceed with authorizing a multiclass mortgage-

backed passthrough, this is too important an area with broad

public policy implications to be left solely to the Treasury.

This area has been in limbo since the proposed Treasury

regulations were issued in early 1984. These regulations

have never been made final. It is recognized that any change

in the way business is done could have tax implications.
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However, because the Treasury has not spoken on these matters,

the market has created other instruments such as the collateralized

mortgage obligations to carry out this activity. This particular

mechanism is an inefficient one and therefore a more costly

one. If there are tax problems created by these instruments,

it is time that Treasury stepped forward to propose a solution

so that business in this important area of the capital market

can go on in an orderly manner.

The secondary market is now a large market with broad-

based participation. Private entities such as General Mortors

Acceptance Corp., the General Electric Credit Corpo., Ford Motor

Credit Corp., and Chrysler Financial Corp., are now all active

participants in the secondary market. The growth of this

market is being restrained by anachronistic tax laws and in

some cases the application of laws that have no relevance

to market activity. Now is the time for the Congress to begin

the process of providing a unified framework for the future

development and growth of the mortgage and asset-backed

securities market to the benefit of consumers, underwriters,

and issuers, both private and publec.

I look forward to working with the Chairman and the

Administration in resolving the issues raised by these

two proposals.
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January 30, 1986

The Honorable John H. Chafee
Chairman
Subcommittee on Taxation and Debt

Management of the Senate Finance Committee
U. S. Senate
Washi , tID.C. 20510

Dear Gaa&uimU.

Unfortunately because of a conflict in my schedule I cannot be
present for the hearing today on our bills S. 1978 and S. 1959 that deal
with the tax treatment of mortgages and other asset-backed securities.
However, I would like to have my statement inserted in the record.

As you know, our two bills address some similar and non-similar
aspects of the secondary market. I have no doubt that these differences
can be resolved among ourselves and with the Administration. I would
like to coumend my collegue for taking time out from his busy schedule
on tax reform to focus on these issues.

I am convinced that a more efficient asset-backed security will
lower interest rates for consumers while providing a more flexible
investment vehicle to pension funds, financial Institutions, mortgage
originators and other investment concerns.

Hopefully, the strong expression of support for legislative action
on this subject from both the Banking and Finance Comittees of the U.S.
Senate will be matched by a cooperative spirit from the Administration.
I look forward to working with you.

Sincere'
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THE WORKING GROUP ON THE
TAXATION OF MORTGAGE-ELATFD SECURITIES

January 30, 1986

The Honorable JonH CaeChairman, Sucxto
and Debt Management

United States Senate
SD-567, Dirksen Senate Office Building
%ashington, D.C. 20510

Dear Mr. Chairman:

We wish to commend you for introducing S. 1959, The
Secondary Market Tax Amendments of 1986, and for scheduling early
hearings on this important legislative initiative.

The unique payment characteristics of mortgages and
mortgage related securities present a series of tax issues that
have never been the subject of comprehensive legislative or regu-
latory review. Moreover, the tax rules that have evolved have
failed to keep pace with rapid changes in the financial markets
that have occurred in recent years. As a result there is sub-
stantial tax uncertainty and a serious potential for anomalous
tax results that should be of concern to the Treasury Department
and the Congressional tax writing committees.

The importance of the secondary mortgage market cannot
be doubted. In 1970, there were less than $1 billion of outstand-
ing publicly issued mortgage backed securities. By the end of
1985, there were almost $400 billion of such securities
outstanding, a market almost as large as the total corporate debt
market.

This meteoric growth has been accompanied by the rapid
development of innovative securities. One such security, known
as a collateralized mortgage obligation, was first issued publicly
in June of 1983. Despite its novelty, over $30 billion have been
issued in the last 2 years, with more than $1 billion currently
being issued each month. This security has created important
benefits for the secondary mortgage market, and has clearly
helped to reduce the cost of homeownership in this country.
Nevertheless, there remain technical problems and uncertainties
surrounding its tax treatment, which must be resolved before its
full economic benefits can be realized by homeowners.

Over the last several months we have been meeting as a
working group to develop legislative recommendations that would
resolve existing tax uncertainties in a manner consistent with
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what we believe are sound and sensible tax principles. The
product of our working group's collective efforts is a series of
technical recommendations which we have been fortunate to have
the opportunity to present to you and your staff. Your bill, the
Secondary Market Tax Amendments of 1986, embodies the key aspects
of our recommendations in legislative language.

The working group was convened by Andrew E. Furer, who
served until September of 1984 as Associate Tax Legislative Counsel
of the Treasury Department. The group was principally comprised
of tax practitioners with substantial experience in structuring
secondary mortgage market transactions. The principal draftsman
of the materials describing and explaining the group's proposal
was Donald B. Susswein, who served until January 1985, as Tax
Counsel to the U.S. Senate Finance Committee.

As the product of a consensus process, our recommenda-
tions do not necessarily reflect how each member of the group
might individually resolve the various technical issues addressed
by the proposal. Nevertheless, as a group we endorse the
proposal as a sound approach tc the taxation of mortgage backed
securities. The proposal is designed to be revenue neutral, with
some possibility of revenue gains attributable to increased tax
compliance from the proposal's new information reporting
requirements.

We look forward to continuing to work with you and your
staff and the other tax writing staffs to develop non-controversial,
technical legislation to resolve the uncertainties and ancmalies
in this area of the tax law. In our view, the enactment of such
legislation merits the interest and support of the tax-writing
committees, much like the series of technical tax simplification
bills Congress has passed over the last few years dealing with
Subchapter S corporations, installment sales, and other issues.

Sincerely,

The Working Group on the Taxation
of Mortgage-Related Securities
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TO# Don Susavein DAI January 30, 1986

FROM John F. Rolpb

REs Tet of TeleW Sent 1/30/86

Dear 'enatot Chafae:,)
Citibank, N.A. supports your bill, S. 1959, to clarify the tax

treatment Of mortgage-backed securities. Such legislation vould
reduce interest rates, increase the liquidity of certain financial
assets and Improve the efficiency of the secondary market for these
securities. Citibank vould also support such legislation expanded
to cover all asset-backed securities.

Sincerely,

John F. Rolph, III
,V -1esident - Tax Legislation

Senator CHAFEE. Mr. Ross, we welcome you, the most important
witness today, as a matter of fact. Everybody had better listen care-
fully to what he has to say.

I will start off by saying this is a complicated field; and I myself
am trying to become more knowledgeable in it. I have just learned
some of the terms-CMO's, CMS, SECTA, RAMBO, yield curves,
original issue discount-so I might slow people down on occasion to
ascertain what they are talking about.

Why don't you go to it, Mr. Ross? I am glad you are here. I spoke
to others from the Treasury Department. Roger Mentz indicated he
wished to be here, but I believe he is in Europe. We are delighted
that we were able to get you to come as a witness.

STATEMENT OF DENNIS ROSS, TAX LEGISLATIVE COUNSEL,
DEPARTMENT OF THE TREASURY, WASHINGTON, DC

Mr. Ross. Thank you, Mr. Chairman. I am pleased to have the
opportunity to present the Treasury Department's views on S. 1959
which, as you indicated, addresses the tax treatment of issuers and
holders of multiple-class mortgage pools; S. 1978, which also ad-
dresses the tax treatment of multiple-class mortgage pools, but as
well, the tax treatment of pools of various other debt instruments;
and finally, S. 1839, which would limit the tax incentives available
for activities conducted in zones designated as environmentally sen-
sitive.

Mr. Chairman, let me turn first to the question of multiple-class
mortgage pools. Mr. Chairman, the basic message I bring to you
with regard to S. 1959 and S. 1978 is that Treasury commends and
supports the efforts of this subcommittee to provide clear rules for
the tax treatment of multiple-class mortgage pools. Uncertainty
under current law has effectively denied access to the secondary
market for some issuers. Moreover, this existing uncertainty may

59-042 0 - 86 - 3
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result in a significant mismatch of the reported income holders of
interests in multiple-class mortgage pools and the corresponding
deductions of issuers, as well as the conversion for holders of ordi-
nary interest income into capital gain.

Since we expect the market for multiple-class mortgage pools to
grow, we view seriously the potential revenue loss from continued
uncertainty in this area. We thus support legislation clarifying the
proper treatment of income and deductions with respect to mort-
gage-backed securities. We would also support, subject to appropri-
ate safeguards, legislation that would effectively exempt the issuer
of mortgage-backed securities from tax with respect to the underly-
ing mortgages. Although we support the general direction of the
legislation before this subcommittee, we remain concerned about
the growth of Federal credit, including that of the Federal agencies
active in the secondary mortgage market. As we have testified pre-
viously, we believe it important to encourage private issuers of
mortgage securities to enter the secondary mortgage market. To
this end, Treasury supports legislation along the lines of S. 1959
and S. 1978, modified, however, to prevent participation in multi-
ple-clazs mortgage pools by the Federal agencies.

Mr. Chairman, let me first provide some background to my testi-
mony. In recent years, we have seen not only substantial growth in
the secondary mortgage market, but also the development of new
forms of mortgage-backed securities. Although the traditional fixed
investment grantor trust format, involving a single class of uni-
form interests, effectively has provided exemption for the issuer
from tax on the underlying mortgages in a mortgage pool, it has
also prevented the issuer from taking advantage of the current,
positively sloped yield curve, that is, the fact that long-term yields
exceed those on short-term obligations, or from offering investors
any degree of call protection, that is, protection from a call trig-
gered by prepayment of the mortgages in a pool.

Because individual mortgages are typically composed of a series
of monthly payments, the cash flow from a pool of mortgages has
the same temporal pattern as a series of short-term and long-term
obligations. A mortgage pool may thus be used to collateralize an
issue of debt obligations with differing maturities. By allocating the
anticipated mortgage payments among the different classes of secu-
rities, such arrangements, commonly known as fast-pay, slow-pay,
or multiple-class pools, permit the issuer to price interests in the
mortgage pool along the yield curve and to offer the slow pay class-
es some degree of call protection. In this fashion, multiple-class
mortgage pools permit an issuer to secure a better return from a
secondary marketing.

Issuers were initially uncertain as to whether a multiple-class
pool could be offered as a fixed investment trust and retain grantor
trust status and an effective tax exemption for tax purposes. As a
consequence, mortgage pool issuers have employed thinly capital-
ized single-purpose financing corporations to hold mortgage pools
and to issue multiple classes of debt securities collateralized by the
underlying mortgages. This type of debt obligation is known as a"collateralized mortgage obligation" or CMO. Nearly $27 billion of
such obligations have been issued since 1983.
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The CMO structure is itself relatively inefficient as a vehicle for
marketing a pool of mortgages. Ideally, the corporate issuer would
have no residual economic or tax consequences from its holding of
the underlying mortgages, which is consistent with the intention
that beneficial ownership of the mortgages be transferred to sec-
ondary investors. Although this economic result might be accom-
plished by leaving the issuer without significant capital and issuing
obligations that in the aggregate exactly mirror the characteristics
of the underlying mortgages, this would in turn threaten the issu-
er's status for tax purposes as the owner of the mortgages and as
issuer of corporate debt.

Thus, if the issuer had no significant equity and the CMO's were
designed to match exactly the cash flow from the underlying mort-
gages, the CMO's could be deemed to constitute equity interests in
the issuer or to represent instead direct interests in the underlying
mortgages. Either characterization could leave the issuer with a
tax liability on the mortgage income that would more than offset
any economic advantage of the multiple-class structure. To ensure
that the corporate issuer will be respected as owner of the mort-
gages and that CMO's will be characterized as debt for tax pur-
poses, careful issuers have attempted to satisfy minimum capitali-
zation requirements and to retain some residual interest in the un-
derlying mortgages. This approach introduces a degree of economic
efficiency to the transaction, however, since it ties up capital in the
issuer and prevents the issuer from borrowing fully against the
underlying mortgages. As a consequence, some issuers have taken
aggressive positions, providing little, if any, capitalization and re-
taining no significant residual interest in the underlying mortgages.

Since th, Internal Revenue Service has not, to this date, publicly
challenged the formal structure of a CMO transaction, the net
effect at present is a secondary market in which conservative issu-
ers either operate at a disadvantage or are effectively precluded
from issuing mortgage-backed securities. As I have noted in my
written testimony, Mr. Chairman, there are certain additional tax
and nontax costs in the CMO structure.

In an attempt to avoid the business and tax costs of the CMO
structure, while at the same time retaining the advantages of a
multiple class format, Dean Witter and Sears in 1984 structured
two grantor trusts offering investors differing temporal interests in
the payment rights on $500 million pools of residential mortgages.
Dean Witter and Sears managed to successfully market interests in
the first pool, but in April of 1984, before interests in the second
pool were sold, the IRS proposed regulations denying trust status
to arrangements having multiple classes of ownership interest. Al-
though the proposed mutliple class trust regulations have generat-
ed substantial comment, we continue to believe they were correct,
as a general rule, in denying trust status to multiple class arrange-
ments. Historically, whether an investment trust is classified as a
trust or as an association has focused on whether the investors' in-
terests were fixed or could instead be varied under the terms of the
trust agreement. A power to vary the investors' interests, even
though contingent in form, is sufficient to deny the arrangement
trust status. Thus, the existing trust regulations limit trust classifi-
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cation to fixed investment trusts where there is no power under
the trust agreement to vary the investors' interests.

At the time these existing regulations were promulgated in 1945,
fixed investment trusts had only a single class of investment certif-
icates. The certificates represented undivided interests in the trust
property and were in form simply receipts for the securities held
by the trust. Thus, where the trustee had no power to vary invest-
ment, a fixed investment trust was little more than a depository
arrangement. formed to hold a specific pool of investment assets.

Although the trust device permitted individual investors to diver-
sify their investment, the arrangement in substance provided a
form of direct, if common, ownership of the trust's assets. This use
of a trust to hold investment assets and thereby facilitate direct in-
vestment in a pool of such assets, is consistent with the custodial
purposes that have traditionally limited trust classification. A mul-
tiple class trust investment, however, such as that formed by Dean
Witter and Sears, departs from this traditional form, in that the
beneficiaries' interests are not undivided but diverse.

The existence of varied beneficial interests indicates that the
trust is not employed simply to hold investment assets, but serves
the additional purpose of providing investors with economic and
legal interests that could not be acquired through direct invest-
ment in the trust assets. Such use of investment trusts introduces
the potential for complex allocations of trust income among inves-
tors, with the possibility that the timing and character of the inves-
tors' income will differ from that of the trust's.

The difficult questions that arise concerning the allocation of
income to diverse classes of investors are properly foreign to the
trust area, where rules have not developed to accommodate the
varied forms of commercial investment and no express economic
substance requirement limits the allocation of income for tax pur-
poses.

These considerations prompted the proposed regulations issued
in April of 1984, and we believe continue to require, again as a gen-
eral rule, that trust status be denied to investment trusts with
multiple classes of ownership.

Now, Mr. Chairman, we recognize that S. 1959 and S. 1978 are a
response to the proposed multiple class trust regulations and the
consequent failure of attempts to market multiple class mortgage
pools in the grantor trust format. We view the legislation, however,
not so much as an attempt simply to reverse the result of the pro-
posed regulations, but instead as intended to facilitate legitimate
commercial transactions while addressing the tax policy concerns
that lay behind the proposed regulations. We thus support the gen-
eral objectives of S. 1959 and 9. 1978 and hope that this hearing
begins a mutual effort to resolve the tax issues in this area. Thus,
we would welcome the opportunity to work with this subcommit-
tee, as well as with industry representatives, to develop rules
which assure that income from the underlying mortgages in a mul-
tiple class pool is properly allocated and reported to investors.

To begin this process, let me offer some preliminary views on
certain technical aspects of S. 1959 and S. 1978. Although the two
bills would appear to have common objectives, there are potentially
significant differences in their proposed treatment of multiple class
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mortgage pools. In general, S. 1959 allows the issuer to elect to
treat the issuance of interests in a pool of mortgages as a sale of
the mortgages to the investors. Investor interests in such pools are
then taxed as debt obligations with new rules provided specifying
the manner in which income from such obligations is to be report-
ed. S. 1978, on the other hand, treats an issue of interests in a pool
of mortgages as well as pools of various other types of debt instru-
ments, as a grantor trust. The application of the grantor trust rules
to investors, however, is not specified, leaving uncertain the
manner in which income from the underlying obligations would be
allocated among investors.

Although S. 1959 and S. 1978 each treat the issuer as having
transferred beneficial ownership of the mortgages and thus leave
the issuer free of any continuing tax liability with respect to the
mortgages, we prefer the approach of S. 1959 for a number of rea-
sons. Most importantly, we believe it is necessary that the manner
in which mortgage income is allocated to investors be specified in
any legislation that grants tax exemption for the issuer. Moreover,
we do not believe it appropriate that the necessarily technical rules
for the taxation of such income to investors be developed in the
context of the rules for taxation of grantor trusts.

We also believe it is appropriate that, as provided under S. 1959,
multiple class arrangements for which the issuer is granted tax ex-
emption be limited to debt obligations in the nature of real estate
mortgages or mortgage-backed securities. Although multiple class
pools of auto loans, lease receivables, corporate bonds, and various
other obligations may appear closely similar in concept to multiple
class mortgage pools, we believe is appropriate to proceed with
some caution in this area. Thus, we would wish to gain some expe-
rience with multiple class mortgage pools before seeing the exten-
sion of the concept of issuer level tax exemption to multiple class
pools of other forms of debt obligations. Moreover, because of real
estate mortgages' typically long-term and significant incidence of
prepayment, they present the most pressing case for the allowance
of multiple class arrangements.

With regard to the taxation of investors, S. 1959 amends the
original issue discount provisions of the Internal Revenue Code to
provide specific rules for the accrual of original issue discount on a
mortgage-backed security when prepayments on the underlying ob-
ligation shorten the maturity of the interest. Current law is uncer-
tain in this area, but we believe most taxpayers presently accrue
original issue discount with respect to obligations that may be pre-
maturely retired, based on the obligation's stated maturity, that is,
based on an assumption that there will be no premature retire-
ment. In cases where prepayments are likely, this approach bases
the obligation's yield on a clearly unrealistic assumption as to its
probable term, and thus results in a deferral of income for the
holder as well as possible conversion of interest income to capital
gain. My written testimony, Mr. Chairman, provides an example of
these possible results.

Since interests in multiple class mortgage pools bear original
issue discount and since the expectation of prepayments is the
principal reason multiple class mortgage pools are formed, any leg-
islation addressing the taxation of such pools must also address the
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effects of anticipated or actual prepayments on the proper method
of accruing original issue discount. Two basic approaches to this
problem exist. One is to assume, initially at least, a maturity for.
the debt instruments based on market expectations as to prepay-
ments on the underlying obligations. The other approach is to
assume initially that no prepayments will occur, but to provide for
subsequent adjustments as prepayments actually do occur. The
market expectations approach would presumably require determi-
nation of an obligation's expected maturity based in some manner
on its sale price. This approach may be theoretically correct, since,
if workable, it produces a taxable yield to the investor that is con-
sistent with the probable and anticipated economic return on the
obligation.

Whatever its conceptual merit, however, the market expectations
approach is likely not administratively feasible. Investor expecta-
tions are not easily derived from the price paid for an interest in a
mortgage pool. The price paid for such interest reflects not only
prepayment assumptions but also judgments as to credit risks and
future interest rates. Because the maturity and yield of an obliga-
tion are interdependent, an infinite number of prepayment as-
sumptions may be consistent with the price paid by an investor for
the interest. Moreover, although various sources compile and pub-
lish data on prepayment experience with respect to certain types of
mortgages, this historical information may not accurately reflect
current prepayment assumptions, and thus is not likely a valid
basis on which to ground a market expectations approach.

Presumably because of the difficulty in taking account of prepay-
ment expectations, S. 1959 takes the alternate approach to this
problem of requiring adjustments to the accrual of original issue
discount as prepayments occur. Under S. 1959, the accrual of OID
on an investor's interest is initially based on the stated maturity of
the underlying mortgages. When a prepayment on an underlying
mortgage is received, thereby shortening the maturity of the inves-
tor's interest, investors accrue additional OID equal to the increase
in the present value of the stream of payments resulting from the
prepayment. In subsequent taxable years, the investor accrues OID
on the remaining payments at the original yield. Although this ad-
justment approach of S. 1959 resolves the potential mischaracteri-
zation of prepayment gains that may occur under present law, it
does not remove the potential for deferral of income. Thus, the rate
at which OID accrues is still based initially on an assumption that
payments will be received as scheduled, despite the near certainty
that some mortgages in the pool will prepay.

As noted previously, one solution to the problem of deferral, as-
suming a maturity based on investors' expectations, is probably not
feasible. Another possible approach to this problem, however,
would be to impose an interest charge on the OID which is acceler-
ated upon a prepayment. This is among the issues that Treasury
would like to explore with the subcommittee and with industry
representatives.

In addition to providing rules for adjusting the accrual of OID, S.
1959 also requires investors, when the entity elects to treat the is-
suance of interests as a sale of the underlying mortgages, to in-
clude an additional amount in income equal to the excess of the
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amount of income which the entity would have alized had it re-
mained taxable on the underlying mortgages, over the aggregate
amount of original issue discount accruing to the investors. This"greater of" method is intended to prevent a net loss of revenue
from the creation of a multiple class mortgage pool. Without this
feature, the current positively sloped yield curve would result in
accrual of income on interest in a multiple class pool that is slower
in the aggregate than the accrual of income to a single holder of
the underlying mortgages.

Mr. Chairman, on this question of revenue I should note that
Treasury is currently studying the revenue effects of S. 1959, and
we will promptly apprise this subcommittee of our findings when
our analysis is complete.

Let me turn just briefly to some other issues which I will not ad-
dress in depth, but which must be resolved before an issuer could
appropriately be exempted from tax on the mortgages in a multiple
class pool. For example, S. 1959 does not address the characteriza-
tion of gain upon the sale of an investor's interest. The absence of
an express rule in this respect could allow an investor to defeat the
proposed adjustment mechanism by selling his interest at a capital
gain. In addition, we are concerned that S. 1959 fails to treat subse-
quent holders of multiple class interests in the same manner as
subsequent holders of stripped coupons and bonds are treated
under current law. Finally, significant questions remain concerning
the proper treatment of contingent interests in a pool of debt obli-
gations.

Mr. Chairman, to summarize the Treasury Department's views
with regard to S. 1959 and S. 1978, let me repeat that we hope the
efforts initiated by you and by Senator Cranston and others will
move forward. We offer our support for these efforts and pledge to
work with this subcommittee and with industry representatives to
achieve a practical solution to the tax issues in this area.

Finally, Mr. Chairman, let me turn very briefly to S. 1839, which
would deny a number of generally available tax benefits, such as
accelerated depreciation and the investnient tax credit, with re-
spect to activities conducted in designated environmental zones.
Such zones would be specified areas that are of Federal environ-
mental concern but that are not formally part of the Federal
system, such as the national park system.

Although we are sympathetic with the objectives of this legisla-
tion, we question whether it is appropriate to control private activi-
ty in environmental zones through the Tax Code rather than
through direct regulation. Use of the tax laws for such purposes
could involve substantial administrative complexity and would
likely either discourage some activities that pose no environmental
threat or result in a complex set of rules identifying activities that
are appropriately exempt. Our current efforts to reform and simpli-
fy the tax system argue that we not burden the Tax Code with ad-
ditional provisions designed to achieve nontax policy objectives.

Mr. Chairman, that concludes my prepared remarks. I would be
pleased to answer any of your questions:

Senator CHAFEE. Thank. you very much, Mr. Ross. We are de-
lighted that the distinguished. ranking member of the full commit-
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tee is here. Senator Long, if you have any observation or a state-
ment, this would be a good time.

Senator LONG. Thank you, Mr. Chairman. I have no questions at
this time.

Senator CHAFEE. I just wanted to say that I am not going to get
into the environmental legislation to a great degree now. You have
given your views. I note in your final sentences, you say: "Our cur-
rent efforts to reform and simplify the tax system argue that we
not burden the Code with additional provisions designed to achieve
nontax policy objectives." Let me just say that this tax reform may
come out with greater fairness, but if it comes out with greater
simplification, I will be amazed. Any time you are dealing with a
minimum tax, as you well know, that adds incredible complexity to
it.

So, let's just forget any hopes of simplification in tax reform and
recognize that that is not going to take place.

Now, let me ask you about the Treasury Department's position
on the Federal agency backed mortgages.

Mr. Ross. Yes, sir.
Senator CHAFEE. If you stick by that position, how much is this

new vehicle that we are talking about going to be used because you
have eliminated effectively, it seems to me, the low and the moder-
ate income mortgages. You are restricting it to the high-income
housing markets, which as you know are ineligible for the backing
by the Federal agencies. What is going to happen under the propos-
ayou are making? Is this going to be a useful vehicle? If the objec-
tive is to pull down the interest rates, maybe it is only a quarter of
a point, but who knows? We are denying that possibility to the
people in America that we are most anxious to help.

Mr. Ross. Mr. Chairman, I am not sure that would be the effect.
Treasury's position would be that the Federal credit agencies could
not themselves issue multiple-class mortgage pools. We would not,
however, insist that mortgages guaranteed by the Federal agencies
could not be in pools issued by private parties. Thus, I don't believe
our position would prevent the benefits of this legislation from
flowing through, at least indirectly, to as you say the lower and
middle end of the spectrum.

Senator CHAFEE. I am not sure I agree with you. Do you consid-
er FNMA a Federal agency?

Mr. Ross. In effect. They have the benefit of Federal credit.
Senator CHAFEE. There is no Federal guarantee there.
Mr. Ross. Indirectly, I believe there is.
Senator CHAFEE. Well, they deny it. All right. Should the rules

that you are suggesting apply to all outstanding obligations? In
other words, the ones that are out there already; or only to newly
issued obligations?

Mr. Ross. Mr. Chairman, although we haven't reached a definite
view on this, I believe the rules we are proposing, at least legisla-
tively, ought to be prospective in their effect. I don't think that pre-
cludes us from, by regulation perhaps, clearing up uncertainty
under current law. But in terms of the effect of this legislation, I
think we would believe it appropriate that it be prospective.

Senator CHAFEE. Getting back to the differences you are seeing
between mortgages and other assets, I think the point you make is
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a valid one. This is a new area, so we should move a little cautious-
ly. Certainly, in the mortgage-backed assets, we are dealing with
t potentially largest pool, although I do see the excitement and
the infinite possibilities that are available if we move into other
areas, some of which were mentioned by Senator D'Amato. None-
theless, agreeing with you that we ought to stick with the mort-
gage-backed securities to start with, do you see a difference be-
tween residential and commercial mortgages?

Mr. Ross. I do not believe so. No, Mr. Chairman. I think real
estate mortgages, whether commercial or residential, are appropri-
ately subject to this, and it is an appropriate subject for this pro-
posed vehicle.

Senator CHAFEE. How would we handle adjustable -rate mort-
gages? Does that throw additional problems into the whole equa-
tion?

Mr. Ross. They may well, Mr. Chairman. It is something that
we have been studying a bit and don't have any clear answer as to
how income from adjustable rate mortgages in a multiple class
format would be passed through. That is one of the issues that we
believe would require additional study. I could not even state a pre-
liminary view on that. I think it is appropriate that we simply con-
tinue to look at that.

Senator CHAFEE. You hav no thoughts on whether they should
be permitted into the pool or not as of this time?

Mr. Ross. Certainly, adjustable rate mortgages have, perhaps,
less so recently, but for a time were increasing-as a segment of the
market; and I think we would be concerned about simply excluding
them. But again, I think we need to study exactly how the rules
would apply in the case of adjustable rate mortgages.

Senator CHAFEE. What about the interests in newly created con-
duit entity? Should they be treated as real estate assets for pur-
poses of real estate investment trust qualifications?

Mr. Ross. We think that is appropriate, Mr. Chairman. That is
the substance of the transaction, and we have no problem with the
tax law reflecting that substance.

Senator CHAFEE. Should they be treated as real property loans
for savings and loans institutions so they can qualify for the per-
centage bad debt deduction?

Mr. Ross. Again, I think that is consistent with the substance of
the transaction, and we would have no problem with such a charac-
terization.

Senator CHAFEE. Now, I assume that if these mortgage backed
securities were allowed, that interest paid on them would be
exempt from the 30-percent tax on interest paid to foreigners be-
cause of the current law. Would interest on passthrough certifi-
cates be exempt under this?

Mr. Ross. I believe that is the current state of the law, yes, even
where for other purposes an interest is treated as a direct interest
in the underlying obligations. It is nevertheless exempt from with-
holding.

Senator CHAFEE. Do you see any problem with that exemption?
Mr. Ross. I don't. No.
Senator CHAFEE. All riqht. Senator Long?
Senator LONG. No questions, Mr. Chairman.
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Senator CHAFEE. Thank you very much. Mr Ross Thi- is ar
area where I would like to see us do something It seem: tc r-,m
there are two problems. One is how to handle the entity tnr"-
passing the interest through; and the other is the tax or tn* -
vidual. It seems to me that, if Treasury can make up it,- (m'r1M;r
what it wants to do with the individual investor, and then hiavt r--.
porting requirements so that you can trace it. that Treasur, i.
going to end up with more revenue than under the existing situa-
tion. Don't you think that is so?

Mr. Ross. That would not surprise me in the least. Mr Chair-
man; although our revenue analysis is still unconcluded, but that
would not surprise me in the least. I would add that I agree with
your thought that what is necessary here is to establish rules for
taxation of the income to investors. And once that is solved satis-
factorily, the characterization of the entity problem more or less
disappears. I think that is the explanation for the proposed multi-
ple class trust regulations, the inability to see in a grantor trust-
format how income would be allocated to investors and, thus, a
necessary concern that income not simply be exempted from tax at
the entity level.

But if the investor level problem is solved, then I think as you
suggest the entity level issue is equally soluble.

Senator CHAFEE. It just seems to me that, from Treasury's view-
point, if you spend a lot of time trying to differentiate what the
type of income is to the investor and going into incredible complex-
ities, which can be challenged back and forth, that the Government
is going to end up with less revenue. But if you make up their
minds and issue your regulations, even though you don't get every
nickel in what you might capture, at least you have some certainty
out there.

So, the investor can then file his reports and not be arguing with
you and pay the tax.

Mr. Ross. Mr. Chairman, I am in complete agreement. I think
certainty is essential in this area because the danger, I think-and
no doubt to some extent it exists under current law-is that in the
face of uncertainty, you simply have noncompliance. So, I think
you are right; the system would profit from greater certainty in
this area.

And again, Treasury is completely supportive of your efforts and
the efforts of the various industry representatives to provide that
greater certainty.

Senator CHAFEE. Thank you very much. I wouldn't want you to
leave thinking, that we agree with everything you say about the
Federal agencies-or whatyou call Federal agencies-not being
able to participate in this. There is a little bone of contention be-
tween us; but we appreciate your help and that of Secretary Mentz.
I understand Jeff Quinn helped you also.

Mr. Ross. Very much so.
Senator CHAFEE. Thank you.
Mr. Ross. Thank you, Mr. Chairman.
Senator CHAFEE. Now, next we will have a panel of Mr. Bern-

stein, Mr. Ranieri, Mr. Fink, Mr. Kasper, Mr. Horner, and Mr.
Rush. If you would come forward and just sit anywhere. We will
put the nameplates in front of you for your identification. Now, we
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will take you in th, -der submitted here, and we will have to be
very strict about the 5-minute limitation because this is a big panel
and we have others coming to testify. So, Ms. Bernstein, why don't
you proceed?

[The prepared statement of Mr. Ross follows:]
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Mr. Chairman and Members of the Subcommittee:

I am pleased to present the Treasury Department's views on
S.1959, which addresses the tax treatment of issuers and holders
of interests in multiple class mortgage pools; S.1978, which
addresses the tax treatment of multiple class mortgage pools as
well as pools of various othei debt instruments; and S.1839,
which would limit the tax incentives available for investments or
activities conducted in zones designated as environmentally
sensitive. Let me turn first to the question of multiple class
mortgage pools.

Overview

The Treasury Department shares the concern of this
Subcommittee over the absence of clear rules governing the tax
treatment of multiple class mortgage pools. Uncertainty under
current law has effectively denied access to the secondary
mortgage market for some issuers. Moreover, the existing
uncertainty may result in a significant mismatch of the reported
income of holders of interests in multiple class mortgage pools
and the corresponding deductions of issuers, as well as the
conversion for holders of ordinary interest income into capital
gain. Since we expect the market for multiple class mortgage
pools to grow, we view seriously the potential revenue loss from
continued uncertainty in this area. We thus support legislation
clarifying the proper reporting of income and deductions with
respect to mortgage-backed securities. We also support, subject
to appropriate safeguards, legislation that would effectively
exempt the issuer of mortgage-backed securities from tax with
respect to the underlying mortgages.
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Although we support the general direction of the legislation
before this Subcommittee, we remain concerned about the growth of
Federal credit, including that of the Federal agencies active in
the secondary mortgage market. As we have testified previously,
we are concerned about the extent to which the Federal agencies
currently predominate in the secondary mortgage market, and
believe it important to encourage-private issuers of mortgage
securities to enter that market. To this end, Treasury supports
legislation along the lines of S.1959 and S.1978, modified,
however, to prevent participation in multiple class mortgage
pools by the Federal agencies.

Background

In recent years, mortgage originators, such as thrift
institutions and mortgage banks, have increasingly sold their
mortgages to portfolio investors. This secondary mortgage market
is based principally on the issuance of mortgage-backed
securities, which have the advantage to investors of greater
liquidity and less risk of default than individual whole
mortgages.

The growth in the secondary mortgage market has also seen the
development of new forms of mortgage-backed securities.
Traditionally, mortgage-backed securities have been issued as
certificates of undivided beneficial interest in "fixed
investment trusts," which are viewed for tax purposes as "grantor
trusts." In this format, the certificate holders are treated as
the beneficial owners of the mortgages and bear all income taxes
with respect to the mortgages.

In recent years, the issuance of a single class of uniform
interests in a mortgage pool has proved to be relatively
inefficient, since it prevents the issuer from taking advantage
of the positively sloped yield curve (i.e., the fact that
long-term yields exceed those for short-term obligations) or
offering investors any degree of call protection (i.e.,
protection against a call based on prepayment of te-underlying
mortgages). Because individual mortgages are typically composed
of a series of equal monthly payments, the cash flow from a pool
of mortgages has the same temporal pattern as a series of short-
and long-term obligations. A mortgage pool may thus be used to
collaterize an issue of debt cbligations with differing terms by
allocating the anticipated mortgage payments among the different
classes of securities. Such arrangements, known as "fast-pay,
slow-pay" or "multiple class" pools, permit the issuer to price
interests in the mortgage pool along the yield curve and to offer
the slow-pay classes some degree of call protection. In this
fashion, multiple class mortgage pools permit an issuer to secure
a better return from a secondary marketing.

Because of uncertainty as to whether a multiple class pool
could be offered as a fixed investment trust and retain grantor



74

trust status for tax purposes, mortgage pool issuers initially
turned to an alternate structure. The Federal Home Loan Mortgage
Corporation ("Freddie Mac") offered the first multiple class pool
in 1983 by issuing several classes of debt securities with
payment schedules tied to the actual payments on a fixed pool of
mortgages. Since the Freddie Mac offering, approximately $27
billion of these securities have been issued, primarily through
thinly-capitalized, single purpose financing corporations.
Typically this has involved creation of a subsidiary (commonly by
an investment banking firm or residential construction company)
solely for the purpose of holding the pool of mortgages, selling
debt obligations secured by the mortgages, and transferring
mortgage payments to investors in accordance with the terms of
their securities.

The type of debt obligation issued by such corporations,
known as a collateralized mortgage obligation ("CMO"), is itself
a relatively inefficient vehicle for marketing a pool of
mortgages. Ideally, the corporate issuer would have no residual
economic or tax consequences from its holding of the underlying
mortgages, which is consistent with tre intention that beneficial
ownership of the mortgages be transferred to secondary investors.
Although this economic result might be accomplished by leaving
the issuer without significant capital and issuing obligations
that, in the aggregate, exactly mirrored the characteristics of
the underlying mortgages, this would in turn threaten the
issuer's status for tax purposes as the owner of the mortgages
and the issuer of corporate debt. Thus, if the issuer had no
significant equity and the CMOs were designed to match exactly
the cash flow from the underlying mortgages, the CMOs could be
deemed to constitute equity interests in the issuer or to
represent instead direct interests in the underlying mortgages.
Either characterization could leave the issuer with a tax
liability on the mortgage income that would more than offset the
economic advantages of the multiple class structure.

To insure that the corporate issuer will be respected as
owner of the mortgages and that the CMOs will be characterized as
debt for tax purposes, careful issuers have attempted to satisfy
minimum capitalization requirements and to retain some residual
interest in the underlying mortgages. This approach, however,
introduces a degree of economic inefficiency to the transaction,
since it ties up capital in the issuer and prevents the issuer
from borrowing fully against the underlying mortgages. As a
consequence, some issuers have taken aggressive positions,
providing little if any capitalization and retaining no
significant residual interest in the underlying mortgages. Since
the Internal Revenue Service has not to this date publicly
challenged the formal structure of a CMO transaction, the net
effect at present is a secondary market in which conservative
issuers either operate at a disadvantage or are effectively
precluded.

Aside from the uncertainties as to the tax treatment of
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issuers, the CMO structure involves certain additional costs for
holders and issuers of mortgage-backed securities. Under section
593 of the Code, a savings and loan association is entitled to
claim bad debt deductions based on a special method if it holds a
significant percentage of its assets in residential mortgages.
Since the holder of a CMO is treated for this and other purposes
as holding corporate debt rather than a direct interest in the
underlying mortgages, CMOs may be a relatively unattractive
investment for many savings and loans that might otherwise prefer
a fast- or slow-pay mortgage pool interest.

Finally, the CMO structure is unattractive to some issuers
because of balance sheet considerations. A relatively modest CMO
transaction may involve over $200 million in debt securities.
Although these transactions involve nearly offsetting assets and
liabilities at the issuer level, many potential participants in
the secondary mortgage market, including some banks and savings
and loan associations, cannot, either due to regulatory or credit
constraints, add significant amounts of debt to their balance
sheets.

The Proposed Multiple Class Trust Regulations

In an attempt to retain the advantages of the multiple class
structure while avoiding the tax and business obstacles of CMOs,
Dean Witter and Sears in 1984 structured two grantor trusts
offering investors differing temporal interests in the payment
rights on $500 million pools of residential mortgages. Dean
Witter and Sears succeeded in marketing interests in the first
pool, but, in April of 1984, before interests in the second pool
were sold, the Internal Revenue Service proposed regulations
denying trust status to arrangements having multiple classes of
ownership interests.

Although the proposed multiple class trust regulations have
generated substantial comment, we continue to believe they were
correct, as a general rule, in denying trust status to multiple
class arrangements. Historically, whether an investment trust is
classified as a trust or as an association has focused on whether
the investors' interests were fixed or could instead be varied
under the terms of the trust agreement. A power to vary the
investors' interests, even though only contingent in form, is
sufficient to deny the arrangement trust status. Thus, the
existing investment trust regulations limit trust classification
to 'fixed investment trustsM where there is no power under the
tru:;t agreement to vary the investors' interests.

At the time these regulations were first promulgated in 1945,
fixed investment trusts had only one class of investment
certificates. The certificates represented undivided interests
in the trust property and were, in form, receipts for the
securities held by the trust. Thus, where the trustee had no
power to vary the investment of the trust, a fixed investment
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trust was little more than a depository arrangement, formed to
hold a pool of specific investment assets. Although the trust
device permitted individual investors to diversify, the
arrangement in substance provided a form of direct, if common
ownership of the trust's assets. This use of a trust to hold
investment assets and facilitate direct investment in a pool of
assets by investors is consistent with the custodial purposes
that have traditionally limited trust classification.

A multiple class investment trust, such as that formed by
Dean Witter and Sears, departs from the traditional form of a
fixed investment trust in that the beneficiaries' interests are
not undivided, but diverse. The existence of varied beneficial
interests indicates that the trust is not employed simply to hold
investment assets, but serves the additional purpose of providing
investors with economic and legal interests that could not be
acquired through direct investment in the trust assets. Such use
of an investment trust introduces the potential for complex
allocations of trust income among investors with the possibility
that the timing and character of the investor's income will
differ from that of the trust's.

The difficult questions that arise concerning the allocation
of income to diverse investors are properly foreign to the trust
area, where rules have not developed to accommodate the varied
forms of commercial investment and no express economic substance
requirement limits the allocation of income for tax purposes.
These considerations prompted the proposed regulations, and we
believe continue to require, as a general rule, that trust status
be denied to investment trusts with multiple classes of
ownership.

S.1959 and S.1978

The proposed multiple class trust regulations, and the
consequent failure of attempts to market multiple class mortgage
pools in the grantor trust format, have no doubt prompted the
legislative initiatives represented by S.1959 and S.1978. The
Treasury Department supports the general objectives of the
sponsors of S.1959 and S.1978, and we hope that this hearing
begins a mutual effort to resolve the issues in this area. Thus,
we would welcome the opportunity to work with this Subcommittee
as well as industry representatives to develop rules which insure
that income from the underlying mortgages in a multiple class
pool is properly allocated and reported to investors. To assist
in this process, we would like to offer some preliminary views on
technical aspects of S.1959 and S.1978.

Overall Structure. Although S.1959 and S.1978 would appear
to have common objectives, there are potentially significant
differences in their proposed treatment of multiple class
mortgage pools. In general, S.1959 allows the issuer to elect to
treat the issuance of interests in a pool of mortgages as a sale
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of the mortgages to the investors. Investor interests in such
pools are taxed as debt obligations and new rules are provided
that specify the manner in which income from such obligations is
to be reported. S.1978, on the other hand, treats the issuer of
interests in a pool of mortgages as well as pools of various
other types of debt instruments as a grantor trust. The
application of the grantor trust rules to investors is not
specified, however, leaving uncertain the manner in which income
from the underlying obligations would be allocated.

Although S.1959 and S.1978 each treat the issuer as having
transferred beneficial ownership of the mortgages, and thus leave
the issuer free of any continuing tax liability with respect to
the mortgages, we prefer the approach of S.1959 for a number of
reasons. Most importantly, we believe it necessary that the
manner in which mortgage income is allocated to investors be
specified in any legislation granting tax exemption for the
issuer. Moreover, we do not believe it appropriate that the
necessarily technical rules for the taxation of investors in
multiple class arrangements be developed in the context of the
rules for the taxation of grantor trusts.

we also believe it is appropriate that, as under S.1959,
multiple class arrangements for which the issuer is granted tax
exemption be limited to debt obligations in the nature of real
estate mortgages or mortgage-backed securities. Although
multiple class pools of auto loans, lease receivables, corporate
bonds, and various other obligations would appear closely similar
in concept to multiple class mortgage pools, we believe it
appropriate to proceed with some caution in this area. Thus, we
believe it appropriate that we gain experience with multiple
class mortgage pools before extending the concept of issuer level
tax exemption to multiple class pools of other debt obligations.
Moreover, because of real estate mortgages' typically long term
and significant incidence of prepayment, they present the most
pressing case for the allowance of multiple class arrangements.

Taxation of Investors. S.1959 amends the original issue
discount provisions of the Internal Revenue Code to provide
specific rules for the accrual of original issue discount on a
mortgage-backed security when prepayments on the underlying
obligations shorten the maturity of the interest. The existing
original issue discount rules are uncertain in this area,
providing only that if an intention to call an obligation prior
to maturity exists at the time the obligation is issued, any gain
upon redemption of the obligation (not in excess of the
unamortized discount) is ordinary income. The scope of this rule
is unclear, particularly as regards prepayments based on
contingencies outside the control of either the issuer or holder
of the obligation.

At present, we believe most taxpayers accrue original issue
discount with respect to an obligation that may be prematurely
retired based on the obligation's stated maturity. In cases
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where prepayments are likely, this approach bases the
obligation's yield on an unrealistic assumption as to its
probable term, and thus results in a deferral of income for the
holder, as well possible conversion of interest income to capital
gain. For example, assume that an investor purchases for $88 the
right to receive $100 at the end of two years and that, although
based on a contingency not within the control of the issuer and
holder, the holder anticipates prepayment of the obligation at
the end of one year. Assuming a two year maturity, $5.81 of
original issue discount accrues in year one and $6.19 of original
issue discount accrues in year two. If the tax treatment of the
holder is based on the stated maturity of the obligation and it
prepays at the end of year one, the holder will only be charged
with $5.81 of total original issue discount and the excess (i.e.,
$6.19) will be treated as capital gain (assuming the obligatTon
is a capital asset and it is issued by a corporation). Since the
obligation's price would ordinarily reflect the anticipated
prepayment, the reliance on stated term understates the
obligation's expected and actual yield and results in
undertaxation of the holder.

The fast-pay, slow-pay structure of a multiple class mortgage
pool effectively converts obligations that ordinarily are issued
without discount, i.e. the underlying mortgages, into a series of
obligations that do Sear original issue discount. Since the
expectation of prepayments is a principal reason multiple class
mortgage pools are formed, any legislation addressing the
taxation of such pools should also address the effect of
anticipated or actual prepayments on the proper accrual of
original issue discount. At least two basic approaches to this
problem exist. One is to assume initially a maturity for the
debt instrument based on market expectations as to prepayments on
the underlying obligations. The other approach is to assume
initially that no prepayments will be made, but to provide for
subsequent adjustments as prepayments actually occur.

The market expectations approach would presumably require
determination of an obligation's expected maturity based in some
manner on its sale price. This approach may be theoretically
correct, since if workable it produces a taxable yield to the
investor that is consistent with the probable and anticipated
economic return on the obligation. If subsequent market
fluctuations or other factors cause actual prepayments to depart
from the expected pattern of prepayments, the resulting economic
gains or losses are properly treated as capital items.

Whatever its conceptual merit, the market expectations
approach is likely not administratively feasible. Investor
expectations are not easily derived from the price paid for an
interest in a mortgage pool. The price paid for such interests
reflects not only prepayment assumptions, but also judgments as
to credit risks and future interest rates (during the expected
term). Because the maturity and yield of an obligation are
interdependent, an infinite number of prepayment assumptions may
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be consistent with the price an investor paid for an interest.
Moreover, although various sources compile and publish data on
prepayment experience with respect to certain types of mortgages,
this historical information may not accurately reflect current
prepayment assumptions.

Presumably because of the difficulty in taking account of
prepayment expectations, S.1959 takes the alternate approach of
requiring adjustments to the accrual of original issue discount
as prepayments occur. Under S.1959, the accrual of original
issue discount on investors' interests is initially based on the
stated maturity of the underlying mortgages. When a prepayment
on an underlying mortgage is receiveA, shortening the maturity of
the investors' interests, investors accrue additional original
issue discount equal to the increase in the present value of the
stream of payments resulting from the prepayment (discounting at
the original yield based on the stated maturity). In subsequent
taxable years, the investor accrues original issue discount on
the remaining payments at the original yield.

The following example will illustrate the application of
S. 1959. Assume that investors A and B purchase interests in a
mortgage pool which is composed of two mortgages. One mortgage
is scheduled to pay $100 after two years and the other $100 after
three years. Both investors are entitled to receive $100 but, in
the event of a prepayment, A's interest will be retired first.
Assume that A purchases his interest for $85.73 and that B
purchases his interest for $75.13. Assume further that the
payment scheduled to be received at the end of year three is in
fact prepaid at the end of year one and, thus, A's interest is
retired at that time; as a further result of the prepayment, B's
interest will be retired no later than at the end of year two.
Under S.1959, A and B would have the following tax consequences
in year one. A has total original issue discount of $14.27,
representing $6.86 of original issue discount which accrued in
year one without regard to the prepayment, and an additional
$7.41 of original issue discount attributable to the prepayment.
B has total original issue discount of $15.67, which represents
$7.51 of original issue discount which accrued in year one
without regard to the prepayment and $8.26 of original issue
discount attributable to the prepayment. A's additional original
issue discount represents the unaccrued discount remaining when
his interest is retired; B's additional original issue discount
is the amount of discount which would have accrued in year two,
but which has been accelerated because the maturity of his
interest has been shortened by one year.

Although the adjustment approach resolves the potential
mischaracterization of prepayment gain that may occur under
present law, it does not remove the potential for deferral of
income. Thus, the rate at which original issue discount accrues
is still based initially on an assumption that payments will be
received as scheduled, despite the near certainty that some
mortgages in the pool will prepay. As noted previously, one
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solution to the problem of deferral, assuming a maturity based on
investors' expectations, is probably not feasible. Another
possible approach to this problem would be to impose an interest
charge on the original issue discount which is accelerated upon a
prepayment. This is among the issues Treasury would like to
explore with this Subcommittee and industry representatives.

In addition to providing rules for adjusting the accrual of
original issue discount, S.1959 also requires investors, when the
entity elects to treat the issuance of interests as a sale of the
underlying mortgages, to include an additional amount in income
equal to the excess of the amount of income which the entity
would have realized had it remained taxable on the underlying
mortgages over the aggregate amount of original issue discount
accruing to the investors. This "greater of" method (i.e. the
aggregate income to investors is equal to the greater of-the
income accruing on their interests in the pool or the income that
would accrue to a single holder of the underlying mortgages) is
intended to prevent a net loss of revenue from the creation of a
multiple class mortgage pool. Without this feature, the current
positively sloped yield curve would result in accrual of income
on interests in a multiple class pool that is slower in the
aggregate than the accrual of income to a single holder of the
underlying mortgages.

The following example illustrates this phenomenon. Assume a
debt instrument will pay $100 at the end of year one and $100 at
the end of year two. Assume the fair market value of the debt
instrument as a whole is $173.55 (i.e., a 10 percent overall
ield), but that the fair market vilue of the year one payment is
91.32 (i.e., a 9.5 percent yield) and the fair market value of
the year-two payment is $82.23 (i.e., a 10.28 percent yield).
The original issue discount which accrues on the whole debt
instrument in year one is $17.36 and in year two is $9.09. By
contrast, the original issue discount which accrues on the
separate components of the debt instrument is as follows: in
year one, original issue discount of $17.13 (i.e., $8.68 with
respect to the year one payment and $8.45 with Vespect to the
year two payment) accrues and, in year two, original issue
discount of $9.32 accrues. The example illustrates that when, as
is currently true, the yield curve is positively sloped, accruing
discount based on the separate yields of the various components
of a debt instrument will, in the aggregate, result in slower
income inclusion than accrual of discount based on the overall
yield of the whole bond. The separate components ultimately
accrue the same total amount of original issue discount, but a
portion of it is deferred to later periods.

The "greater of" rule contained in S.1959 is a departure from
the normal rules which govern the purchaser of an original issue
discount obligation. The rule may well be appropriate in this
context, given that S.1959 or similar legislation could
dramatically expand the volume of mortgages placed in multiple
class pools. Although this expansibn may produce greater
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efficiency in the secondary mortgage market, it cannot be
permitted to occur at the cost of any significant loss in
revenue. In this regard, we are currently studying the revenue
effects of S. 1959, and will apprise this Subcommittee when our
analysis is complete.

Compliance and Other Issues. Although I will not address
them in depth, a number of other issues concerning the taxation
of investors must be resolved before an issuer could
appropriately be exempted from tax on the mortgages in a multiple
class pool. For example, S.1959 does not address the
characterization of gain upon the sale of an investor's interest.
The absence of an express rule in this respect could allow an
investor to defeat the proposed adjustment mechanism by selling
his interest at a capital gain. In addition, we are concerned
that S.1959 fails to treat subsequent holders of multiple class
interests in the same manner as subsequent holders of stripped
coupons and bonds are treated under current law. Finally,
significant questions remain concerning the proper treatment of
contingent interests in a pool of debt instruments.

A final positive aspect of S.1959 is that it would repeal a
variety of existing exemptions from the income reporting
requirements and require that an issuer of interests in a
mortgage pool report taxable income to all investors. We support
this aspect of S.1959, and believe that a broad reporting
requirement is an important adjunct to whatever rules are adopted
for determining investors' income.

To summarize the Treasury Department's views with regard to
S.1959 and S.1978, let me repeat that we hope the efforts
initiated by you, Hr. Chairman, and by Senator Cranston and
others will move forward. We offer our support for these efforts
and pledge to work with this Subcommittee and industry
representatives to achieve a practical solution to the tax issues
in this area.

Environmental Zones

Let me turn briefly to S.1839, which would deny a number of
generally available tax benefits with respect to activities
conducted in "environmental zones." The tax benefits that would
be denied include: accelerated depreciation; investment tax
credit; exempt status with regard to the at-risk rules;
percentage depletion; expensing of oil and gas intangible
drilling costs and mining exploration and development costs;
capital gains for timber, coal, and iron ore; deductions for soil
and water conservation and land clearing; and the tax exemption
for industrial development bonds. Environmental zones are
specified areas that are of Federal environmental concern, but
that are not formally part of a Federal system such as the
National Park System or similar systems.

Although we are sympathetic with the objectives of this
legislation, we question whether it is appropriate to control
private activity in environmental zones through the tax code
rather than through direct regulation. Use of the tax laws for
such purposes could involve substantial administrative
complexity, and would likely either discourage some activities
that pose no environmental threat or result in a complex set
of ru es identifying activities that are appropriately exempt.
Our current efforts to reform and simplify the tax system argue
that we not burden the code with additional provisions designed
to achieve non-tax policy objectives.
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STATEMENT OF CARYL BERNSTEIN, EXECUTIVE VICE PRESI-
DENT, GENERAL COUNSEL AND SECRETARY, FEDERAL NA-
TIONAL MORTGAGE ASSOCIATION, WASHINGTON, DC.

Ms. BERNSTEIN. Thank you, Mr. Chairman. Good morning, Mr.
Chairman and Senator Long. My name is Caryl Bernstein.

Senator CHAFEE. I apologize for not getting this correct.
Ms. BERNSTEIN. It happens all the time, Mr. Chairman.
Senator CHAFEE. How do you spell Caryl? C-a-r-y-l?
Ms. BERNSTEIN. Yes, sir. My parents did it; I don't know why,

but they did it. (Laughter.]
Mr. Chairman, I am Executive Vice President, general counsel,

and Secretary of FNMA. I appreciate this opportunity to provide you
with our views on S. 1959 and S. 1978. I will summarize my state-
ment and ask that the full text be included in the record.

First, let me take a moment to explain exactly what FNMA does.
Congress created FNMA to provide assistance, liquidity and stabili-
ty to the home mortgage market. FNMA operates entirely in the
secondary mortgage market. We purchase mortgages from housing
lenders to resupply them with funds to lend people to buy homes.
FNMA obtains the money to purchase mortgages largely by bor-
rowing in the capital markets. As you said, Mr. Chairman, our obli-
gations are not guaranteed by the United States. We also provide
funding for housing by issuing mortgage-backed securities that we
guarantee. Together, FNMA's portfolio and MBS finance about I
out of every 10 mortgages in the United States.

Our innovative approaches and marketing efforts together with
those of GNMA and Freddie Mac were responsible for the develop-
ment and acceptance of mortgage-backed securities and other mort-
gage related investment vehicles that are widely used today. Fred-
die Mac deserves particular credit for its pioneering role in estab-
lishing the CMO, the design concept for the legislation you are con-
sidering today. As you have said, Mr. Chairman, the major impetus
for legislation is the need to clarify and rationalize the tax rules
governing the secondary mortgage market-an existing industry
with existing mechanisms in need of sensible and neutral rules.

We applaud you, Mr. Chairman, for your timely proposal to mod-
ernize the secondary mortgage market and for holding this hear-
ing. We are hopeful that your leadership, combined with the long-
standing commitment and hard work of Senator Cranston, as well
as that of Senator D'Amato, will result in specific solutions to the
many Tax Code problems that curtail the flow of funds to housing.
The two bills before you would simply clear away irrelevant and
entangling tax rules. They use different approaches to achieve the
same objective: to overcome tax impediments to the issuance of less
costly mortgage-backed securities.

S. 1959 would be a major improvement in the secondary mort-
gage market, and we offer it our enthusiastic support. The alterna-
tive proposal, S. 1978, would also allow the issuance of multiple-
class passthrough securities backed by pools of mortgages. It would
provide the same treatment for various other assets as well. We en-
courage the melding of the two approaches and urge prompt resolu-
tion of the remaining technical problems.
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The existing technical tax law impediments retard the flow of in-
vestment capital to mortgage-related investments. Any broadened
investor participation in the secondary mortgage market due to
this legislation would provide enhanced stability to home financing
that would benefit homebuilders, lenders, and ultimately, prospec-
tive homeowners.

Significantly, each of the bills is designed to assure continued
fairness amnng competing participants in the 'marketplace. Neither
would preclude nor inhibit participation by any player in the
market. We strongly endorse this aspect of both bills.

In modernizing the tax laws to bring about greater efficiency,
Congress should not do so in a manner that advances the competi-
tive position of a few market participants or hobbles that of others.
It would be intolerable to use the proposed tax law amendments as
a vehicle to change the Nation's housing policies by excluding
Fannie Mae and the low to middle income segment of the home fi-
nancing market that we serve from access to capital.

Mr. Chairman, the administration proposes in another context to
tax Fannie Mae's portfolio operations by 50 basis points at a cost of
more than $1 billion over 5 years. With the position they express
today on our participation in multiclass mortgage securities, they
seem intent on preventing us from doing the other significant part
of our business. We have to wonder, Mr. Chairman, why they think
it is in the national interest for Fannie Mae to fail.

I might also point out, Mr. Chairman, Mr. Ross' last sentence in
talking about the proposed environmental amendments, the sen-
tence that you referred to in a different context. He says: "Our cur-
rent efforts to reform and simplify the tax system argue that we
not burden the code with additional provisions designed to achieve
nontax policy objectives." That seems to be appropriate as to the
Federal agencies participation here, too.

I see that my time has run out, Mr. Chairman. Thank you.
Senator CHAFEE. Yes. As I said, we will have to be quite stern on

t~e time limitations here. When you see the yellow light go on, you
4iave 1 minute. Thank you very much, Ms. Bernstein. We will save

our questions until each of the members of the panel has submitted
his or her statement. The next witness is Mr. Ranieri.

[T: e prepared statement of Ms. Bernstein follows:]
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Mr. Chairman and Members of the Committee:

My name is Caryl S. Bernstein. I am Executive Vice President,

General Counsel, and Secretary of the Federal National Mortgage

Association--more commonly known as Fannie Mae. I appreciate this

opportunity to provide you with our views on S. 1959 and S. 1978.

Let me summarize my statement:

o Fannie Mae supports S. 1959 as a significant improvement over

current law;

0 We recognize that S. 1978 would

not as comprehensive as S.

significant tax concerns;

0 Participation by GNMA, Fannie

legislation is critical for

middle-income housing market

benefits;

also do the job, though it is

1959 in addressing several

Mae and Freddie Mac in any

the low-, moderate- and

to enjoy its anticipated

0 Nearly all CMOs that were issued in the last few years used

GNMA, Fannie Mae or Freddie Mac collateral; if we are

excluded, the CMO market will "dry up" almost entirely and
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the proposed new multiple-class instruments will not work,

thereby resulting in less money going to housing; and

o We concur with the conclusion of the Department of Housing

and Urban Development (HUD), contained in a study it

completed last year, that Fannie Mae's participation in any

new multiple-class mortgage innovation that is approved by

Congress is essential if the corporation is to continue to

survive and to pursue its least risky business alternative

--mortgage-backed securities.

Before discussing our position in more detail, let me take a

moment to explain exactly what Fannie Mae does.

The Role of Fannie Mae in Housing Finance

Fannie Mae was created in 1938 as a subsidiary of the

Reconstruction Finance Corporation to purchase mortgages insured

by the just-formed Federal Housing Administration (FHA). In 1949,

we also began purchasing VA-mortgages. In 1954, Fannie Mae was

restructured as a mixed-ownership (part government, part private)

corporation to develop and support a national secondary market for

residential mortgages. Fannie Mae became a wholly privately owned

corporation in 1968 after we paid the government $216 million for

its interest. Our stock is listed and actively traded on the New

York Stock Exchange. We remain supervised in many respects by the

Secretaries of Housing and Urban Development, and Treasury. Five
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members of Fannie Mae's eighteen-person board of directors are

appointed by the President of the United States; the others are

elected by our 30,000 stockholders.

Congress created Fannie Mae and charged it with one purpose: to

provide assistance, liquidity and stability to the home mortgage

market. The corporation operates entirely in the secondary

mortgage market. We are not in any other business. We purchase

mortgages from housing lenders, such as mortgage bankers, savings

and loan associations, and commercial and savings banks, to

resupply them with funds to lend people to buy homes and to build

and rehabilitate rental properties. Fannie Mae obtains the money

to purchase mortgages largely through borrowing in the capital

markets.

Fannie Mae is the largest portfolio investor in mortgages, holding

approximately $95 billion worth of mortgages at the end of 1985.

We also issue and guarantee mortgage-backed securities (MBS), with

$55 billion in MBS now outstanding. Together, Fannie Mae's

portfolio and MBS finance about one out of every ten mortgages in

the United States.

Fannie Mae's role as a financial intermediary enhances the

efficiency of the residential finance market. Our operations

transform mortgages from small, illiquid, and local investments

into blue-chip corporate paper that attracts money to housing.

The national scope of Fannie Mae's operations also enhances the
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flow of mortgage funds among geographic regions of the nation. As

a major supplier of mortgage' funds, we work to increase the

availability of low- and moderate-income housing and to assure the

quality of the home mortgage.

Our innovation and marketing efforts, together with those of GNMA

and the Federal Home Loan Mortgage Corporation (popularly called

Freddie Mac), were responsible for the development and acceptance

of MBS and various other mortgage-related investment vehicles,

including collateralized mortgage obligations (CMOs), that are

widely used in the market today. Freddie Mac, in particular,

should be recognized for its pioneering role in establishing the

CMO--the concept upon which the legislation you are considering

today is designed.

The inefficiency of Existing Tax Rules

As you explained, Mr. Chairman, in your introductory remarks on

S. 1959, a fundamental feature of any successful mortgage-backed

security is that it impose the tax liability arising from mortgage

payments on the investors in the security, rather than on the

issuer. Under current law, pass-through investment vehicles under

grantor trust arrangements and CMOs are in use. Existing tax

rules governing such issuances are, however, restrictive and

expensive.
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Although the introduction of CMOs in 1983 allowed more active

management of mortgage pools through the assignment of collateral

according to investor preferences, this form of financing has

certain disadvantages. Most importantly, a CMO is a debt

instrument for financial accounting purposes unless it is

structured very carefully to qualify as an asset sale. These tax

rules were designed for other purposes and unnecessarily entangle

recently developed mortgage-backed issuances.

S. 1959 and S. 1978

As you said, Mr. Chairman, when introducing S. 1959, the major

impetus for this legislation is the need to clarify and

rationalize the tax rules governing the secondary mortgage

market--an existing industry with existing mechanisms in need of

sensible and neutral rules. We agree with you that this

legislation Iis strictly a tax bill that does not address any

credit policy issues, or differentiate among different types of

securities on the basis of any credit policy concerns, and

consequently debate . . . should be confined to tax policy

issues.*

The two bills before the Subcommittee would simply clear away

irrelevant and entangling tax rules. They use different

approaches to achieve the same objective--to overcome tax

impediments to the issuance of less costly mortgage-backed

securities.
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The Secondary Market Tax Amendments of 1986 (S. 1959), proposed by

Chairman Chafee, would authorize the issuance of a less encumbered

CMO-like instrument. The bill would permit thrift institutions

and real estate investment trusts to treat investments in the

proposed collateralized mortgage securities (or CMS) as mortgage

investments, provide specific (although potentially burdensome)

information reporting requirements on such securities, and clarify

the treatment of so-called *phantom income* affecting issuers. S.

1959 would be a major improvement in the secondary mortgage

market, and we offer our enthusiastic support, subject to ohe

important qualification only that I will discuss below.

The alternative proposal, S. 1978, would modify existing tax code

provisions and rules to allow for the issuance of multiple-class

pass-through securities, backed by pools of mortgages or various

other assets, including consumer loans, commercial real estate

mortgages, and commercial leases. While that bill is less

technically complete than S. 1959, we understand that the

proponents of the bills are working to resolve differences between

them.

We continue to encourage that .the two approaches be melded and

that remaining technical problems, such as potentially burdensome

reporting requirements, be resolved as soon as possible. We

believe that support for these initiatives--already high in the

real estate industry--would expand if one bill were put forward.
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We strongly encourage you, Mr. Chairman, to take the lead in

working with your colleagues to achieve this goal. You will have

no stronger allies than the real estate industry if this can be

done.

The existing technical impediments in the tax laws retard the flow

of investment capital to mortgage-related investments; Fannie Mae,

therefore, encourages Congress to pass the proposed amendments.

Today's tax code provisions, and the proposed multiple-class

pass-through regulations of the Internal Revenue Service, impede

access to capital markets for funding. Any broadening of

participation in the secondary mortgage market by new investors

that could result from this legislation would provide enhanced

stability to home financing to the benefit of homebuilders,

lenders and ultimately to prospective homeowners.

S, 1959 and S. 1978 Are Competitively Fair.

Each bill is designed to assure continued fairness among ca.peting

participants in the marketplace. Neither the proposed

collateralized mortgage securities (CMS) of S. 1959 nor the

revised rules affecting grantor trusts under S. 1978 would

preclude or inhibit participation by any player in the market. We

strongly endorse this aspect of both bills it is critical to

uninterrupted efficiency and competition in the secondary mortgage

market.

/
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In modernizing the tax laws to effect greater efficiency in any

segment of the nation's economy, Congress should not advance the

competitive position of a few market participants or hobble the

abilities of another. We cannot overemphasize this. It would be

intolerable to use the proposed amendments that are ostensibly to

improve the tax laws as a vehicle for reshaping the nation's

housing policies by excluding Fannie Mae--and the low- to

middle-income segment of the home financing market that we

serve.

No legislation should be passed that would benefit only a few

competitors in the mortgage finance market or preclude the

participation of one segment of housing--particularly the low-,

moderate- and middle-income housing market--from any improved

financing opportunities. Mr. Chairman, we could not support the

enactment of any bill unless all entities--including GNMA, Fannie

Mae and Freddie Mac--are able to participate.

Finally, on a practical basis, well over ninety percent of the

CMOs issued over the last few years were backed by GNMA, Freddie

Mac or Fannie Mae collateral. There just is no market without the

three of us, and this otherwise laudatory legislation would be

relatively worthless if we are not allowed to participate. I am

sure the other industry participants will agree. The only effect

of excluding Fannie Mae, Freddie Mac and GNMA will be that less

money will go to housing--the opposite result from what these

bills are intended to accomplish.
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Why It Is Critical For Fannie Mae to Participate

in S. 1959 and S. 1978.

The primary objective of these bills should be to help

homebuyers. If that is true, then Fannie Mae, a privately owned

institution established by the Congress for the sole public

purpose of facilitating credit for housing, must be included in

these bills.

Congress should allow Fannie Mae to participate for several

critical reasons.

o If Fannie Mae is included, these securities will benefit

low-, moderate- and middle-income families because this is

the market that Fannie Mae serves;

o Fannie Mae brings innovation to the mortgage market, as

illustrated by our pioneering work in developing new

mortgages like ARMs, 15-year mortgages, co-op loans and

seconds, that make housing more affordable for American

homebuyers; and

o Fannie Mae has a unique counter-cyclical role; we are in the

market year-in and year-out, in good times and in bad,

because the Congress chartered us exclusively to support the

mortgage market.

59-042 0 - 86 - 4
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In addition, Fannie Mae's ability to compete fairly with other

issuers in the capital markets is critical to the financial

recovery of the corporation. We instituted a self-help financial

recovery strategy four years ago to repair our mismatch of assets

and liabilities--a strategy to help housing while helping

ourselves. Its key elements are:

o purchasing higher-yielding and shorter-term assets to offset

the losses on the existing low-yielding, fixed-rate

portfolio

o launching a mortgage-backed securities program to enable us

to continue to support the mortgage market in a less risky

manner; and

o lengthening the maturity of the debt we raise to finance our

portfolio purchases.

The success of our efforts was proven in 1985. We made modest

profits, while at the same time we dramatically improved the

mismatch between our assets and liabilities, reducing our

estimated duration gap from 2.6 years at the end of 1984 to 1.6

years at the end of 1985. For the first time, our MBS product

accounted for more than half of our total business. Since this is

the least risky form of business in which we can engage, both we
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and the Congress should want to expand our MBS issuances. These

bills would help us do that.

Any new mortgage investment vehicle would be important to our

financial recovery in two ways. First, our MBS program could

continue to compete in the marketplace and benefit the hundreds of

thousands of families we serve every year if we are included in

such legislation. Last year, our $45 billion in purchases and

securities issued served 900,000 families. Second, if CMS are

used, as some have advocated, as a way to help thrift institutions

restructure their mismatched portfolios, Fannie Mae could use them

in exactly the same way. This would be a big boost to our

self-help strategy, enabling Fannie Mae to get back on its feet

financially more quickly.

Both our portfolio role in bringing-.... affordable mortgage

instruments to the low-, moderate- and middle-income housing

market and the future success of our MBS program argue strongly

for Fannie Mae's inclusion in the proposed legislation.

HUD Study Shows That Fannie Mae Must Participate to Survive.

In 1983, legislation was introduced to authorize an entirely new

mortgage-related investment vehicle, popularly known as TIMs. The

technical imperfections of the Trust for Investment in Mortgages

(TIMs) proposal could presumably have been resolved; however, that

legislation was doomed by the efforts of the Administration to
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preclude any role for federally sponsored credit agencies,

including Fannie Mae and Freddie Mac.

An analysis of the proposed TIMs concept, completed by BUD in

1984, concluded that prohibiting Fannie Mae from participating in

TIMs or similar multiple-class mortgage securities would be

self-defeating. A prohibition would expand Fannie Mae's potential

losses and deny it an opportunity to "drift away from its

federally guaranteed risk-taking portfolio investment." That HUD

study, entitled "Impact of TIMs on FNMA,N carefully analyzed the

balance among three policy goals inherent in the question of

Fannie Mae's participation in mortgage-related investment

vehicles: increasing credit market efficiency, reducing the

federal role in housing finance, and reducing federal exposure to

a theoretical failure of Fannie Mae.

We do not agree with every statement in the HUD paper. That HUD

analysis was particularly on point, however, in its conclusion

that the continued viability of the corporation is wholly

dependent upon our ability to participate in the development of

any new mortgage-related securities products.

The HUD study estimated the present value of lost fee income to

Fannie Mae from prohibiting our MBS from collateralizing TIMs (or

mutiple-class mortgage securities) to run as high as $1 billion.

We would forego additional income by not issuing or servicing TIMs
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securities. In short, our future MBS income stream would be

drastically curtailed.

HUD recognized in that report that Fannie Mae MBS involve

relatively slight risk. More significantly, HUD noted that the

competitive strength of Fannie Mae, Freddie Mac and GNMA MBS does

not arise from any federal subsidy to the housing sector relative

to other capital uses. Rather, it is 4 result of the Ntruly lower

cost of securitization and assurance of credit-worthiness' in

MBS. (See page 22).

The HUD study rejected the argument, sometimes advanced to justify

the exclusion of Fannie Mae, that such a restriction would reduce

the contingent liability of the federal government. The study

found that view "incorrect." Moreover, it observed that 'In fact

the opposite outcome is more likely.' If Fannie Mae could not

participate in TINs, HUD believed that would hasten a financial

crisis at Fannie Mae by limiting the demand for our MBS and

seriously limit our ability to reduce interest rate risk and to

survive.

The Subcommittee should consider this legislation in the same

context. As the BUD study recognized, Fannie Mae must participate

in any newly designed multiple-class mortgage securities to

continue to reduce its risk and the contingent liability to the

government. If we cannot be competitive in the MBS business, we

would have to shift back to greater portfolio investment to
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survive, and no one wants that. BUD noted that "In fact, the

ability to issue TIMs (or similar multiple-class mortgage

securities) could expedite the packaging and sale of 'underwater'

loans" by Fannie Mae. (See page 21).

Attachment I is a copy of the HUD study for the record.

Conclusion

We support S. 1959 as a substantial improvement over current law,

but only so long as all existing secondary market competitors can

participate. The three entities entirely dedicated to

housing--GNMA, Fannie Mae and Freddie Mac--must be allowed to

participate fully.

This legislation, and particularly Fannie Mae's inclusion in its

provisions, is supported by all major housing groups and the

investment banking community. Indeed, many of them have said, and

we wholeheartedly agree, that the legislation would be useless

without our participation. The only result of our exclusion would

be less money for housing--the opposite of what S. 1959 and

S. 1978 are intended to do. HUD also found in a recent study that

it is important to our financial success and to the government's

exposure to risk that we be included in this kind of legislation.

Mr. Chairman, I very much appreciate this opportunity to testify

on the proposed bills. I look forward to working on this

legislation with you and with all others interested in an America

in which we can make it affordable for everyone who wants to buy

his or her own home to do so.
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THE IMPACT OF TIMs ON FNMA

The Federal National Mortgage Association (FNMA) is currently a major

policy concern because of its large presence in the mortgage market and its

precarious net worth. FNMA, like the thrift industry, takes risks from

interest rate changes when it purchases fixed-rate mortgages (FRs) for its

portfolio while issuing short-term debt. The unanticipated rise in interest

rates since 1979 has pushed the portfolio into a negative net worth of about

$7 billion on an $80 billion portfolio. The large loss on the

portfolio could become a Federal liability, because the links between FNMA

and the Government have fostered the view that FNMA debt is

Federally-guaranteed.

While FNMA is continuing to bear risks from interest rate changes, its

position is being further eroded by competition from other sources. Not

only is the thrift industry better able to compete after deregulation as it

gains access to market-rate credit, but also the secondary mortgage market,

led by the rise in mortgage-backed securities (MBSs), is providing increasing

competition. These securities are being used in innovative ways that

provide direct competition to FNMA. For instance, Collateralized Mortgage

Obligations (CMOs) have packaged MBSs in ways that could compete with FNMA

In its traditional role as portfolio investor, leading to a squeeze on its

profits. They do this by dividing the pools Into different classes which pay

off principal at different rates, allowing investors to better choose the

maturity of their share in the pool.

Attachment I
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Trusts for Investment in Mortgages (TIMs) are also a major policy

concern, because they are another potentially important innovation in

marketing mortgages. As is discussed below, they allow Investors In

mortgages to sell off or hedge against some unwanted characteristics of

mortgages by repackaging mortgage pools in ways similar to the CMO but with

additional registration and tax advantages. By doing this, they broaden the

market for mortgages, increase competition, and lower mortgage rates. TIMs

and FNMA are related concerns because, while TIMs will help mortgage

borrowers, they will almost certainly reduce FNMA profits if FNMA is not

permitted to participate in them. This presents a problem because of the

connection of FNMA with the Government, and because the losses FNMA already

has on its portfolio make it difficult to remove these Federal connec-

tions. 1 'To the degree that FNMA's net worth problem is not resolved it

will be difficult to reduce the Federal role in credit markets and ultimately

to move toward total privatization of FNMA.

This paper takes the perspective that TINs or a similar multiple-class

mortgage security are becoming an Important part of the mortgage market

whether or not Federally-sponsored agencies participate. Moreover, FNM's

role In the TIZs market must be viewed in the context of an overall reso-

lution of FNMA's problems. The Introduction of TIMs would expand FNMA's

potential losses as a risk-taking portfolio investor, just as COs have, but

it would also expand the demand for their ?BSs, as well as give them the

opportunity to earn income from TIM-related financial services. Thus, TIMs

-would encourage FNMA to drift away from its Federally-guaranteed,

1 See for example. Senator Garn's letter to Secretary Regan published in
U.S. Congress Hearings before the Senate Committee on Finance, *Trust
for Investment in Mortgages Proposal and Tax Treatment of Secondary
Market,0 Nov. 4, 1983, p. 225.
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risk-taking portfolio investment. However, prohibition of FNMA participation

In the TIMs market, on the grounds of restricting the Federal role in credit

markets, would eliminate its potential gains.

The purpose of this paper Is to analyze and estimate the gains and

losses to FNMA from the use of TIMs in order to assist In the balancing of

three potentially conflicting policy goals, increasing credit market

efficiency, reducing the Federal role, and reducing Federal exposure to a

failure of FNMA. The paper begins with a discussion of FNKA's net worth

problem. Section II then analyzes the role the perceived Federal guarantee

on FNMA debt plays In motivating FNMA to engage in interest-rate risky

portfolio investment. Section III discussess the relatively new development

in housing finance of multiple-class mortgage securities, e.g., CMOs and

TIMs. Section IV estimates the direct impacts of multiple-class securities

on FNMA's long-run profitability. Section V explores the effects of

restrictions on FNMA's participation In the market for multiple-class

mortgage securities, in general, and TIMs, in particular. The final section

discusses the relation between privatizing FNMA and restricting its

participation in TIMs or similar securities.

I. FNMAIS NET WORTH PROBLEM

Throughout the 1970s FNMA played the role of a portfolio investor by

raising short-term funds in the capital markets and purchasing long-term

fixed-rate mortgages. In the highly regulated and interest-rate-ceiling-

constrained financial environment that preceded the financial reforms of
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1980 and 1982, interest-rate volatility was low. Therefore, this type of

investment behavior, which takes advantage of the normally upward-sloping

yield curve, was also very profitable.

By 1980 the economic environment in which FNMA operated had changed

dr,3natically. Interest rates increased sharply, reaching unprecedented

levels in 1980 and 1981. FNMA's average borrowing costs, even with Federal

backing, increased from 10.72 percent In 1979, to 13.37 percent in 1980, and

to 16.22 percent in 1981. Because of the mismatch in the corporation's

assets and liabilities, the gradual increase that also occurred in the net

yield on the mortgage porfollo could not keep pace with the sharply increasing

cost of funds. As a result, FNMA's profitability fell off sharply.

The change in economic environment did more than just reduce FNMA's

profitability. The increased interest rate volatility also increased the

risks associated with borrowing short and lending long, and the deregulated

financial enviorment has provided the housing industry with other means to

tap the capital markets. Thus, while a reduction in interest rates would

solve a good deal of FNMA's current problem, such a reduction in rates would

not eliminate the risks to FNMA's purchasing of fixed-rate mortgages for

portfolio.

One way of understanding FNMA's position Is to estimate the "mark to

market value of its assets minus liabilities. This represents the net loss

If FNMA were liquidated. This requires first estimating the market value of

its mortgages, which requires estimates of how rapidly old mortgages have

prepaid and then pricing the remaining balances. Our conservative estimate

Is that as of mid 1984 FNMA's mortgage portfolio would sell off at less than

85 percent of par .for a nearly $14 billion loss on its $83 billion portfolio.
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FNMA also has some cash and the $mark to market* value of its debt is almost

about 4 percent less than par, leaving "mark to market' net worth of roughly

minus $7 billion.

II. FNMA'S FEDERALLY-GUARANTEED RISK-TAKING

Given FNMA's enormously negative economic net worth, one might wonder

why It continues to exist and to have stock outstanding which has a value of

on the order of $1 billion. Private institutions can survive with some

negative net worth and have their stock selling at a positive price If there

is a chance that they will improve in the future. But at some point that

chance becomes'too remote for creditors to continue lending to the firm, in

which case the firm cannot meet its oblilgations, and it then shuts down.

There is no doubt that a fully private firm with FNMA's balance sheet

would not be able to borrow and would be shut down. What then keeps FNMA

going? The answer is the perceived Federal guarantee of its debt. As long

as the public views FNMA as risk-free, it can borrow -- even to pay off

salaries and dividends. Hence, the mechanism that would operate in the

private sector, a creditor revolt, is not operative for FNMA.

From the stockholder's perspective, this enhances the value of the

stock. If FNMA could borrow to pay dividends, it would have som short-run

value. But more to the point, FNA has some long-run value even if it does

not pay dividends. This is because there is always a chance that it will

improve. For instance, interest rates could fall, just as they rose, and

raise the value of FNMA's Ounderwater" mortgages. Note that FNIMA stock has

a value not because interest rates are expected to fall but simply because

they might fall. The bettors, I.e. the stockholders, have -- because of
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limited liability -- limited losses; their stock can be no worse than of

zero value. If things go the wrong way, FNMA may indeed default; that is, it

may have such a big deficit that the efficacy of its guarantee becomes

undermined and it is forced to shut down. Nevertheless, the loss of the

stockholders is limited to their initial investment.

The point, with respect to FNMA's current situation, is that it has

little to lose and much to gain by incurring interest rate risk. The more

risk it takes the greater the chance that it will rise from the ashes. There

is no mechanism for creditors to get FNMA to worry about the "downside"

risks. FNMA is betting with Federal money and little of its own.

It is easy enough to understand that, given a large negative net worth,

FNMA has little to lose with a Ogo for broke" strategy, but it is also the

case that even if started anew, FNMA would still have incentives to take

risk, by borrowing short and lending long. Again, the reason is that

stockholder losses are limited without there being a mechanism for creditors

to impose discipline. The incentive is weaker, if the stockholders will

have some positive net worth in their portfolios to lose, i.e., they are

betting with some of their own money. Thus, we might not expect a complete

"go for broke" strategy, but rather simply more risk-taking than a private

firm would take.

Note, however, that a "go for broke from the start" strategy is not

without precedent. It is apparently the strategy followed recently by

Financial Corporation of American (FCA), which bought an enormous amount of

fixed-rate mortgages with short-term debt, in the hope that interest rates

would decline. FCA did not need to expect interest rates to decline. It was
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only necessary that there be a chance of a decline, because the Odownside"

risk was "covered" by the Federal Savings and Loan Insurance Corporation

(FSLIC).

The value of FNMA's guarantee cannot be directly measured, but we can

use the above information to infer how the market values the guarantee. We

do this by noting that the value of all of FNMA's assets must equal the

value of all of its liabilities plus the value of its equity. Its assets

include not only its financial assets, mainly mortgages, but also the

Federal guarantee. Hence as a matter of arithmetic the market value of its

guarantee equals its negative financial net worth, which we estimate to be

roughly $7 billion in mid 1984 plus the value of its stock, which is

approximately $1 billion. Hence, the value that the market is putting on

the guarantee to FNMA is approximately $8 billion.

I1. MULTIPLE-CLASS MORTGAGE SECURITIES (MCMS)

While FNMA has been experiencing the benefits and costs of being a

Federally-guaranteed, risk-taking portfolio investor, there has been a

revolution In mortgage finance. In the last decade market forces and

financial deregulation eroded the walls between the housing finance system

and the general capital markets. Today, there is an enormous secondary

mortgage market in which mortgages can be sold to many potential investors,

and as a result mortgages are evaluated by the market according to the same

standards as other securities. The market interest rate to homebuyers

reflects the risk premiums required by the ultimate investor plus the costs

of channeling the funds from the investor to the borrower.
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The major channel for mortgage funds from the capital markets is the

mortgage-backed security (MBS). The basic MBS is a pool of mortgages, at

least $1 million dollars in size, in which shares are sold off to investors,

accompanied by a guarantee of timely payment on the loans so that investors

do not need to evaluate the credit risk of the loans themselves. The

investor essentially receives a fixed portion of the pool's payments,

including principal payments and prepayments of entire loans, as well as

Interest payments. The timing of the repayments of principal is uncertain,

depending on the sales or refinancing of the homes. However, if the

mortgages are fixed-rate mortgages, the refinancings are not random. Rather

they are systematically related to the course of interest rates. If rates

fall, many borrowers choose to refinance (which is usually relatively

inexpensive). If rates increase, borrowers attempt to avoid prepayment as

much as possible.

This systematic bias toward an undesirable prepayment pattern is called

prepayment risk. The borrower's ability to freely prepay a mortgage makes

the maturity of a standard pool of mortgages uncertain, and it lowers the

average yield on the pool. This uncertainty makes mortgages in the standard

MBS pool less attractive to investors like pension funds with long-term

liabilities.

Both Trusts for Investments in Mortgages (TIMs) and Collateralized

Mortgage Obligations (CMOs) are devices that address prepayment risk. The

basic TIM or 0PP0 divides a pool of mortgages into several parts. The first

part (or tranche) receives all of the principal payments until It Is paid

off; then the second tranche receives principal until it is paid off, etc.

The last tranche has shed much of the risk of prepayment. Hence, a pension



107

fund might well want to buy the "slow pay,* or last tranche of a TIM, while

a thrift looking for a short-term asset might want to hold a "fast-pay"

tranche.

An MBS with such a multiple-class structure is called a Multiple-Class

Mortgage Security (MCMS). The main impediment to accomplishing this

multiple-class structure through a traditional lBS is a tax one. Put

simply, an issuer of a mutiple-class M'S could be treated as If it were

setting up a corporation, with holders of shares in the MBS pool taxed

twice: at the *corporate" level and at the shareholder level as dividends.

Clearly that would make such a structure prohibitive.

Ordinary MBS pools haved avoided this problem by being set up as

"Grantor Trusts.' Grantor Trusts are devices that can avoid double taxation;

but they were set up before KBS pools were important, and they are not

flexible enough to satisfy the needs of potential MCMS investors. They

avoid the double taxation, but they do so by requiring that the management

of the pool be totally "passive.0 Ordinary pools are, indeed, passively

managed, doing little more than passing through mortgage payments. However,

the allocation of principal payments to different classes of shareholders in

the typical type of MBS arrangement, which involves legal sale of the

mortgage pool, apparently violates Grantor Trust tax provisions.
2

In the absence of specific legislation on TIMs, the private market has

found a way of avoiding double taxation, and that is to do an MCMS as debt.

That is what a CMO is. In a CMO, a pool of mortgages is used to collateralize

2 Preliminary IRS regulations published in May 1984 declared MCMSs which
were legally sales of assets to not be eligible for Grantor Trust
Treatment. Final regulations have not been published.
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a debt of the issuer. The debt is issued with different classes. Since

Interest payments on debt are deductible, the return on the pool is not

taxed twice.

Creating an MCMS as debt (a CMO) rather than an asset sale (a TIM) 4s

appealing to thrifts who can use them to *sell off" old mortgages without

having to record losses, which could o'fect their ability to maintain the

net worth requirements of FSLIC. However, treating CMOs as debt has been

viewed as an impediment to mortgage bankers because of the high

debt-to-equity ratio that CMOs as debt might imply.3  In addition, there

are significantly greater procedural costs in setting up a CMO. Perhaps

most importantly, because COs are debt their purchase by thrifts does not

qualify for the tax incentive contained in Section 593 of the Internal

Revenue Code, dealing with the thrifts bad debt allowance. Hence, even

though CMOs have done much of what was originally envisioned in TIMs (i.e.,

provide call protection), for many investors and issuers, a TIM would be a

more efficient instrument.

The market success of CMOs strongly confirms the usefulness of the

multiple-class approach to dividing up mortgage cash flows. The first CMO

was issued by the Federal Home Loan Mortgage Corporation (FHLMC) in June of

1983 and was collateralized by conventional fixed-rate mortgages. FHLMC has

done (as of October 31st) four issues with about $3 billion in mortgages and

is planning a fifth of $500 million. Almost $10 billion of other CMOs have

been done by private issuers, of which $6.1 billion were collateralized with

3 The Financial Accounting Standards Board has recently produced a
technical bulletin on the CMO issue. The study seems to have satisfied
mortgage bankers by viewing 04Os of the sort done so far (where issuers
take on negligible residual risk) as asset sales for accounting (not
tax) purposes, so that CMOs are not added to their balance sheet as
debt.
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Government National Mortgage Association MBSs (GNMAs), $271 million were

collateralized by unsecuritized conventional loans, and the rest were

collateralized by combinations of conventional and FHA mortgages and FNMA,

FHLMC, and GNMA mortgage-backed securities. Pension funds have purchased

the bulk of the slow-pay tranches, while thrifts and banks have favored the

fast-pay ones.

A TIM would be at least as useful in promoting efficiency in the market

for housing finance as a CM0. Moreover, the propriety of changing the tax

treatment of a TIM is generally agreed upon. Instead, the principal Issue

raised by TIM legislation Is the future role of Federally-sponsored credit

agencies in the mortgage market. Their participation could prevent the use

of TIMs put together by totally private firms, since the agencies have a

cost advantage in the MBS market. The general question of agency partici-

pation is discussed later. However, the current financial weakness of FNMA

forces consideration of the questldn from the point of view of minimizing

potential liabilities of the Government. That issue Is explored in -the next

section.

IV. EFFECTS OF MCMSs ON FNMA PORTFOLIO INVESTMENT

While we do not have any experience with TIMs we do have a good deal of

recent experience with Os, which we shall use as a benchmark. COs affect

FNMA because they compete with FNMA's portfolio purchases from both the

asset and liability sides of the market. In the markets for raising

capital, CMOs may have already made it a little more expensive for FNMA to

borrow, since the middle trenches of the ClOs have characteristics like that

of medium-term FNMA debt. For example, many commercial banks view
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medium-term C0O debt as similar t) medium-term FNMA debt. A precise

calculation of the effects of CMOs on FNMA's cost of funds is difficult to

make because we have not had enough experience to estimate it properly. But

even if the effect is small, it can have a significant impact on FNvA's

profits over time.

Even if It is difficult to make any judgments about the quantitative

effects of a TIM-like instrument such as a CMO on FNMA's borrowing costs, it

ii clear that these instruments will reduce FNMA's profitability to the

extent that they succeed in reducing mortgage yields. The current evidence

is that the effect of CMOs on mortgage yields Is substantial. The most

immediate evidence is that spreads between GNMA MBSs (pools of FHA-insured

mortgages) and Treasury debt have fallen rapidly since the introduction of

CMOs. In the month before the first CMO (May 1983), the spread between GNMA

13s and 10-year Treasuries averaged 215 basis points; by June 1984, it was

only 88 basis points. Similar comparisons using FHLMC PCs and Federal Home

Loan Bank Board (FHLBB) mortgage rates reveal similar trends.

It is difficult to infer exactly how much of this drop was actually due

to CMOs, because other things, such as changes In yield curves, were also

happening at the same timne. We do note that: (1) the timing of the

decline coincided closely with the growth in the GNMA-CMO market in late

1983 and early 1984, (2) we have not previously seen a change in spread that

was So fast over so short a time, and (3) conversations with people active

in the market indicate a strong belief that CMOs did lower GNMA yields.

Hence, while we are still uncertain as to the exact magnitude of effects of

CMOs on fixed-rate mortgage rates and of how long their effects will last.

there is evidence to support the range of public estimates of from 10 to 15
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basis points to more than 50 basis points.4 Moreover, the issuance of

TINs instead of CMOs could reduce mortgage rates further, because holdings

of TIls would be eligible for the Section 593 bad-debt allowance for

thrifts.

Even under the most conservative estimates that: (1) TINs would reduce

mortgage yields by an average of only 10 basis points (on all types of

mortgages), and (2) they increase FNMA's borrowing costs by 5 basis points,

the net change in spread can be important, due to FNMA's enormous size. At

this time, FNMA's portfolio is about S80 billion, most of which Is in

fixed-rate mortgages wtich will be replaced in the next 10 years. A mere 15

basis points combined increase In borrowing cost and decrease in mortgage

return would, if FNMA's portfolio remained constant, reduce FNMA's

profitability on new mortgages by over $120 million per year. This exceeds

FNMA's net income (S75 million) for 1983 by more than 50 percent. The

present value of this never ending loss (discounted at a conservative rate

of 14 percent) is over 1850 million. (S120 million/.14).

Should FNMA's portfolio grow, the future loss will be even greater

(assuming that most of the growth is In fixed-rate loans). For instance, if

we assume a growth rate of 7 percent per year, then we must discount the

income at 7 percent (the 14 percent rate less the 7 percent rate of growth).

In this case, the present value of FNMA's loss is approximately $1.7 billion

($120 million/.07). If the growth rate is 10 percent, which Is much closer

to FNMA's rate of the past four years, the loss is $3.0 billion ($120

4 The lower estimate was given by a Professor George Kaufman at a HUD
conference in March 1984; the latter estimate was made by a number of
experts at the Senate Finance Committee Hearings cited earlier.
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million/.04).5 Less conservative assumptions with respect to the impact

of TIs on FNMA's spread would double or triple these estimates of reduced

profitability.

The implication is that increased competition from TIMs or even just

CMOs does not bode well for FNMA in the longer term. But FNMA does have

some alternative activities open to it. It can purchase more adjustable

rate mortgages (ARMs). The impact of TIs on the return on ARMs should be

much less, since prepayment risk is lower on them already. However, the

market rates on ARMs are currently viewed as being at or below the long-run

return needed to cover costs and earn an appropriate risk-idjusted return.

Alternatively, FNMA may attept to expand its volume of regular MBSs (not

used in TI~s or CMOs). But competition with MCMSs would make them less

profitable. Ss are also preferable to the Federal Government, because

they do not add significantly to FNMA's risk burden. In fact, FNMA is

presumably already doing as much of each activity as it can profitably,

since it currently faces no limit to those activities., Thus, FNMA probably

cannot turn to these options to recoup much of Its losses from TIMs.

In addition, there are two new options opened up by the creation of

TINs. FNMA MiSs are desirable for creating either a TIM or a CMO. To the

extent that these instruments expand the demand for securitized mortgages,

FNMA could find the demand for its M'Ss significantly increased by providing

5 All of these figures are for the present value of the reduction In
profitability, once FNMA's existing portfolio of mortgages and
borrowings completely turns over. If we assume that the portfolio
turnover rates will average 10 years, then the present discounted values
of these losses In 10 years are approximately $210 million, $850
billion and $1.0 billion, respectively.
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services related to creation of a TIM. We next evaluate these potential

sources of compensating benefits to FNMA of TIMs, In the context of considering

the option of restricting FNMA participation in the market for TI(s.

V. EFFECTS OF POTENTIAL RESTRICTIONS ON FNMA

If there is a TIMs Bill which replaces CMOs with an asset-sale type of

multiple-class mortgage security, a decision will also have to be made on

the role of FNMA in TIs. One option is both to allow It to issue TI(s and

to allow its MBSs to collateralize someone else's TI~s. However, the

absence of restrictions on FNMA and other Federally-sponsored credit

agencies would make an expansion In the secondary mortgage market of the

totally-private sector more difficult. Thus, two basic restrictions on

FNMA's participation in a TI~s market have been proposed:

(1) Forbid FNMA I4Ss to be used in private sector TI~s; and/or

(2) Forbid FNMA itself from issuing TIMs.

Policy options include adopting one or both or neither of these

restrictions. In this section, we consider the effects of each of these

restrictions on FNMA profits. In do-n3 so we make the assumption

that FNMA's participation in the CMO market is indicative of its potential

role in TIMs.

Restriction 1: Do Not Permit FNKA lBSs to Collateralize TI~s or CM'Os

FNMA would benefit from the use of its MBSs in the creation of TI~s,

just as they have been used in some CMOs. The use of FNMA's BS in TIMs

would expand the demand for its MBS. Because of its ability to sell a

government guarantee, FNMA's M8S is a product for which FNMA has a competi-

tive advantage and on which it earns profits. Even if FNMA does not actually
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Issue a TIM, not permitting FNMA NBSs to collateralize TIMs or CMOs would

reduce Its profits. We next estimate the potential profits to FX'A that

would be foregone due to a restriction on the use of their NBS in TIMs (and

thus in any MCMS). We build on the evidence available from the Current MSS

and 40 markets.

In the year and a quarter since FHLMC sold the first C04 (in June 1983).

some $13 billion in CMOs have been sold. Private investment bankers have

predicted that more than $25 billion more will be sold in the next two

years.6 Clearly this is a large market, and a source of potential revenue for

FNMA. Its MSs are just beginning to be used as collateral for CMOs, with about

S1 billion used so far. Estimating the impact on FNMA of being kept out of the

TIMs business by using CM0 experience is difficult for at least three reasons.

First, the C00 market is very new, and it is difficult to forecast its long-run

size. Second, the size of the TIMs market may be very dependent on precisely

what restrictions are placed on involvement by Federally-sponsored agencies.

Third, the role of FAKA's NBS in the 040 market is just beginning. While CMOs

have been issued since June of 1983, they have been collateralized with FNKA

IESs only since the beginning of 1984. We make some simple projections of the

size of the 040 market and the size of FNMA's share, which will yield some

*order of magnitude" estimates of the potential Income to FNA from providing

MBSs to a market for TINs.

FNMA MBSs collateralized about $1 billion in CM0s in the year since the

first 0O0 Issue. FNXA earns 25 basis points per year on its MBSs, so that

this $1 billion in CMOs generates about 52.5 million per year in fee income.

6 Salomon Brothers. Senate Finance Hearings. op cit. p. 175.
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FNMA MBSs collateralized about $1 billion in C0s in the year since the

first CM0 issue. FNMA earns 25 basis points per year on its MBSs, so that

this $1 billion in Ol0s generates about $2.5 million per year in fee income.

The present value of this stream (if we assume it to be perpetual) at

current mortgage rates of about 14 percent is about $18 million (2.5

million/.14). However, FN10A ISs were late-comers in backing O0s (the S1

billion is only about 9 percent of the first year market). If we assume

that FNMA's share will be the same as its recent share of the entire MES

market, about 20 percent, then the present value of the CMlO business for one

year more than doubles, to about $40 million.

This estimate assumes that the dollar value of the M8S market

stays constant. But the mortgage market and its securitized portion have

grown rtpidly. For example, mortgage-backed securities made up less than 1

percent of the mortgage market in 1970; by 1983 they accounted for 23

percent. The growth rate in securitization implied by this shift exceeds

40 percent per year. Furthermore, the size of the mortgage market will

continue to grow as well, certainly with inflation, If for no other reason.

If we assume a conservative growth rate of €40-MSS activity of 10 percent,

then we must discount the above figures at 4 percent (the 14 percent

interest rate minus the 10 percent growth rate). For the 20 percent market

share (which generated $40 million in present value every year) we have a

high estimate of S1 billion (S40 million/.04) as the present value of the

lost fee income.



116

We should note that FNKA's estimate of the lost fee Income is as large

as $100 million per year by 1985-86. This would imply the issuance of over

$40 billion in FNMA MBSs for use in TIMs. Moreover, the $100 million is

almost twice the size of all of FNMA's fee income in 1983. It is based on

some rather optimistic assumptions and Is almost certainly too high. But

there is some room for differences in projections and our assumed growth

rate is conservative compared to recent experience.

Both the $1 billion in present value or the $100 million per year may'

be overestimates of the effect on FNMA profits. Some of the 25 basis point

fee must cover default, delinquency and other costs. If we use the GNMA

experience with these kinds of costs, at least 15 to 20 percent of the fee

earnings would have had off-setting expenses, and our cost estimate should

be correspondingly reduced. Also, FNMA Is taking on some default risk that

GNMA does not take. 7

These estimates assume that the TIMs market Is at least as large as the

CMO market. However, if GNMA and FHLNC are also prohibited from issuing or

collateralizing TIMs and C0s, the demand for TIMs will be reduced (almost

all CMOs so far have used FNMA, BNMA, or FHLMC MBSs), and this will limit

both the negative effect on FNMA portfolio earnings and the positive effect

on their PBS market. The size of the effect will depend on the Importance

to investors of the FNMA, GNMA, or FHLMC guarantee and the ability to find a

substitute for that guarantee (e.g., by using private insurance and/or

FHA/VA loans). If TIMs do succeed in the absence of any agency involvement,

then FNHMA would suffer a loss in portfolio earnings with no benefit from

7 GNMA loans all have FIA/VA Insurance covering 100 percent of the loan,
where as the conventional loans in FNMA pools all have 20 percent down-
payments or private Insurance on only the top portion of the loans.
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additional W'S Issuances. In fact, FNKA MBS issuance could decline from

current levels to the extent that private MBSs gain a greater share of the

market.

Restriction 2: Prohibit FNMA from Issuing TIMs

Issuing a TIM can be thought of as two acts: Issuing an MBS and then

carving the MBS into different tranches. We have just estimated the value

to FNhA of the first act: issuing an MS which someone else can carve up

Into a TIM (or CMO). We now address the benefits of allowing FhMA

to perform the second act: carving up the MS.

Apparently, issuing CMOs has not been valuable so far because FNMA has

not issued any CMOs. It has Instead issued its own, non-callable debt to

support its portfolio purchases and produced MBSs, which others have carved

into ClOs. That is not surprising because, as we have just argued, FNMA has

an advantage in selling a Federal guarantee and not in packaging TIMs or

CMOs. The market for packaging CMOs is already very competitive, and It may

be that FNMA cannot do the packaging as cheaply as current CMO-issuers.

Rather it need only sell the FNMA guarantee and let someone else sell the

individual packages. Then FNMA will only want to issue TIMs if it

can gain some advantage in comparison with issuing ClOs.

TIMs differ from CMOs primarily by the fact that they involve the sale

of the mortgage assets rather than the issuance of debt against them. This

would give FNMA another route to participate in the mortgage market without

issuing more debt. It could earn some fee income from issuing TIs. In

addition, FNMA's use of its own MBSs in Issuing TIMi would assure a role for

the FNMA MBS in the market for multiple-class mortgage securities and

provide a ready conduit for disposing of loans from their portfolio.
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However, it is difficult to Judge how much additional income FNMA could earn

from this activity. There Is currently no market in TIM-issuance services,

and it is likely that whatever market arises will be extremely competitive.

In any case, FNMA may find it profitable to provide ancillary financial

services to TIls in addition to Issuing its own TIls.

FNMA has estimated the potential revenue alone from issuing TIMs and

providing these services at $50 million annually for 1985-1986. We have no

way of confirming that estimate nor did FNMA provide an estimate of the

income net of expenses.

No Restrictions

The presence of no restrictions on FNMA would permit them to earn fee

income both from providing MBSs for use in TINs and from managing TINs

portfolios. The present value of the net Income from these fees may not

exceed $1 billion, but they should partially or even fully offset the lower

spreads FNMA will receive on portfolio Investing.
3

VI. PRIVATIZATION OF FNMA

Our estimates of the present value of lost fee income to FNMA from a

prohibition on MBS collateralization of TIMs run as high as $1.0 billion.

Additional income could be foregone from a restriction on issuing or

servicing TINs. Meanwhile, TINs or even the current CMOs will reduce the

spread on future portfolio activities. Because of these considerations, the

TINs Issue must be put Into the context of the FNMA's net worth problem.

FNNA's portfolio of FRMs shows a substantial loss at this time, and

they are seeking additional sources of income to balance those losses.

However, the most attractive source of income is additional purchases of
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FRis,,which increase the risk of even bigger losses in the future.

Unrestricted participation in TIMs would compensate by providing FRMA with

stronger markets for its MS and other services and allow a shift away from

portfolio Investing. In fact, the ability to issue TIMs could expedite the

packaging and sale of Ounderwater" loans.

Because the restriction of agency involvement in TIMs has also been the

focus of Congressional Hearings, 8 it is worth considering the reasons for

this restriction. The Hearings made it clear that the chief rationale for

the restriction was to encourage private competition to the Federally-

sponsored agencies. However, the cost of this encouragement may be reduced

efficiency in the provision of mortgage-backed securities. In a recent

analysis, Professor Edward Kane indicates9 that the chief cost of

restricting Federally-sponsored issuance of lBSs would be a reduced

efficiency in resource allocation. TIs collateralized with agency loans do

lower mortgage rates, by lowering the costs of undertaking financial

transactions, saving real resources. Essentially, Federally-sponsored

agencies face lower costs of conveying to Investors the validity of the

guarantees associated with MBSs. Yet agency collateralization exposes the

Government to very little extra default risk, and to almost no interest rate

risk. Furthermore, since restrictions on agency coll&terization of

TIMs would apply only to conforming (i.e., smaller) loans, the cost of

restrictions is borne by middle- to lower-income households. Permitting a

costly market imperfection for these households seems to be an undesirable

way to encourage the private sector.

8 Senate Finance Committee, Nov. 1983, 2.2 cit.

9 Forthcoming, Housing Finance Review.
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Along with promoting the private provision of secondary market

services, there are two other reasons for restricting FNMA from

involvement with TIMs. One is that the availability of implicit or explicit

Federal guarantees for MBSs through GNMA, FNMA, and FHLMC constitutes a.

subsidy to the housing sector relative to other capital uses. This is the

other side of the argument favoring greater private activity. However,

there is no evidence that inappropriate charges are being made for the

relatively slight risks involved in the MBS programs. As noted above,

competitive advantage of the Federally-sponsored agencies arises instead

from truly lower costs of securitization and assurance of credit-worthiness,

not from a subsidy.

A second major rationale for imposing restrictions on FNMA partici-

pation in TINs seems to be the belief that the restriction would reduce the

contingent liability of the Federal Government. Such a view is incorrect.

In fact the opposite outcome is more likely. The reason for FNMA's current

problems, and the major source of its potential cost to the Government is

the interest rate risk It takes on by borrowing short and lending long.

But, the MES program involves no interest-rate risk. By limiting the demand

for the MBS program through restrictions on FNMA's collateralizing TINs, we

would limit FNMA's ability to avoid interest rate risk and still survive.

Such a limitation on Federal credit, In effect, may trade a possibly

beneficial form of Federal Intervention, i.e., FNMA MBSs, for a

particularly pernicious one, FNMA's interest rate risk. In addition, it

could hasten a financial Crisis at FNMA. Thus, rather than viewing a

FNMA-collateralized TIM as a further expansion of Federal involvement in the

credit markets, it should be seen as a device that can allow for the

ultimate privatization of FNMA, if that were the goal, by alleviating FN 's

net worth problem and reducing its Federally guaranteed, Interest-rate

risk-taking portfolio investments.



121

STATEMENT OF LEWIS S. RANIERI, MANAGING DIRECTOR, SALO-
MON BROS., INC., NEW YORK, NY, ACCOMPANIED BY REBECCA
WALKER, PRESIDENT, RESIDENTIAL FUNDING CQRP., MINNE-
APOLIS, MN
Mr. RANIERI. Mr. Chairman and Senator Long, my name is

Lewis Ranieri. I am a managing director and member of the execu-
tive committee of Salomon Bros., and I am accompanied today by
Rebecca Walker, president of Residential Funding Corp., a subsidi-
ary of Salomon Bros.

Salomon Bros. has been a pioneering firm in the development of
the mortgage-backed securities area over the last 15 years. In addi-
tion, we are proud of the fact that we were the first firm to have
underwritten an issue of securities, known as CARS, backed by
auto receivables.

We wish, Mr. Chairman, to commend you for introducing legisla-
tion to clarify and modernize the tax treatment of mortgage relat-
ed securities. We also wish to commend Senator Cranston for his
efforts with respect to securities backed by other assets. The focus
of Senate bill 1959 is the secondary mortgage market, and I would
like to direct the focus of my comments to that market.

The secondary mortgage market, as you know, is now the major
source of funding for fixed-rate mortgages, provides the major al-
ternative to the floating rate market, and has consistently done
that since its inception in the mid-1970's. I think the viability of
that market is no longer in question and its effectiveness in bring-
ing down the cost of housing to the consumer is well demonstrated.

In 1983 I, testified before the Senate Banking Committee in sup-
port of enabling legislation to employ a technology, which a
number of us here were instrumental in creating, to further bring
down the cost of housing. This technology was called the multiple-
class security. I testified that I thought that the technology would
significantly bring down the cost of housing, by more than 50 basis
points, as an example, as well as be a potent force in terms of
maintaining the availability of long-term fixed-rate money.

I think both of those statements were justified by the market
over the last 2 years. There are in excess of $30 billion worth of
these securities that were issued in those 2 years, and I think most
people would assert that they have been very effective in lowering
the cost of housing.

The reason we are here testifying on Senate bill 1959 is that, al-
though the new technology works, it cannot currently be imple-
mented in its most effective way. So, it certainly has lowered the
cost of housing but not as much as all of us would like. We need to
correct some of the inadvertent tax problems that arise in employ-
ing the technology for its most forceful use. In addition, I might
add, many of us are in fact concerned that in some way the tech-
nology is inadvertently being perverted as a result of certain tax
problems. Let me explain. The most effective use of the technology
currently is achieved by issuing a bond. Now there are very few en-
tities who are sufficiently well capitalized, with large balance
sheets, to be able to afford to issue these bonds, while the great ma-
Jority of issuers in the market cannot issue bonds. As a result, a
fw large issuers, including Salomon Brothers, frankly have been
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able to have an advantaged position in this market versus the
market as a whole. As a result, unfortunately, a great deal of these
bonds have not resulted in a pure passthrough of rate savings to
homeowners, but have, in fact, been arbitrage bonds.

You might ask: Why does Salomon Brothers, one of those people
who are advantaged, want to see it changed? The answer is that no
privileged group can exist for very long, and it is in our best inter-
est not to alienate the housing market as a whole, the consumers
as a whole, for some short-term advantage we may get because of
inadvertent tax problems.

I also wish to add that even if this debt restriction were to be
circumvented, we would still have major problems in terms of re-
porting income for both individuals and corporations; and I think
that should be a concern to Treasury and the tax-writing commit-
tees, because of the confusion it is creating in the market.

In our view, we strongly support S. 1959. We strongly support
the intent of 1978, as introduced by Mr. Cranston. We would all
love to have all assets--

I would like to raise one remaining issue in my remaining time;
and that is the Federal credit issue, raised by Treasury: and the
exclusion of the agencies. I do not believe that that frankly is ap-
propriate to deal with when dealing with tax matters. That is a
policy issue which I think is best handled in other areas of the Con-
gress.

And in my remaining time, I would like to have Rebecca Walker,
with your permission, to come up and comment. She is in fact the
private sector that tbe Treasury is saying they would like to prefer.

Senator CHAFEE. That is a rough di,# ibution of time you have
done, Mr. Ranieri. [Laughter.]

You took 4% minutes and gave Ms. Walker a quarter of a
minute. We will do it, Ms. Walker. I suppose he is your boss-is he?
[Laughter.]

Go to it, in 15 seconds or less.
Ms. WALKER. OK. In the past, I know that questions have been

raised whether--
Senator CHAFEE. So that we won't be deemed sexist here, you

may go to it for a couple of minutes.
Ms. WALKER. Thank you. Thank you very much. I know that

questions have been raised about new vehicles designed to improve
the efficiency of the secondary mortgage market and whether they
should be available for securities issued or backed by the Govern-
ment-chartered secondary market agencies, Fannie Mae or Freddie
Mac. Our own industry, the private secondary mortgage market,
has opposed expansion of the operations of these Government com-
petitors in a number of different areas.

Nevertheless, we believe that the issue of the proper role of these
Government-chartered agencies is not germane to the legislation at
hand. The issue under review is how to tax multiple-class transac-
tions, not how to use the Tax Code to accomplish extraneous
nontax economic or social policies. In fact, we believe that if we
were able to issue multiple-class passthrough securities, we might
be able to compete more effectively with these Government-char-
tered secondary market agencies.
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Regardless of one's views on Federal credit policy, it makes no
sense to us to have one set of tax rules for privately backed securi-
ties based on sound tax principles and another set for Government-
issued or Government-backed securities based on faulty or ill-con-
ceived tax principles.

Thank you very much.
Senator CHAFEE. Thank you, and I think Mr. Ranieri should buy

you lunch.
MS. WALKER. He will.
Mr. RANIERI. I generally do. [Laughter.]
Senator CHAFEE. All right. Mr. Fink?
[The prepared statement of Mr. Ranieri follows:]
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Statement Of Lewis S. Ranieri
Managing Director

Salomon Brothers Inc.
New York, New York

Before The
Senate Finance Subcommittee On
Taxation And Debt Vanagement

On The Subject Of S. 1959 And S. 1978

January 31, 1986

Introduction

Mr. Chairman and Members of the Subcommittee on

Taxation and Debt Management, my name is Lewis S. Ranieri, and I

am a Managing Director of Salomon Brothers Inc. I am also a

member of the Executive Committee of Salomon Brothers. I am

accompanied today by Rebecca Walker, President of Residential

Funding Corporation of Minneapolis, Minnesota. Residential

Funding Corporation, a subsidiary of Salomon Brothers, is a

private sector, mortgage conduit similar in function to the

Federal National Mortgage Association and the Federal Home Loan

Mortgage Corporation.

My principal responsibility at Salomon Brothers is the

direction of our firm's Mortgage Department which encompasses all

of our activities in the underwriting, issuing and trading of

mortgage-related securities and securities backed by other

financial assets. Salomcn Brothers has been a pioneering firm in
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the development of mortgage backed securities over the last 15

years. In addition, %e are proud to have been the first firm to

have underwritten an issue of securities, known as CARS, backed

by automobile loans. That security was issued in December of

1984.

I appreciate th is opportunity to testify before the

Subcommittee this morning in support of S. 1959 and in support of

the goals of S. 1976. both bills would permit the issuance of

multiple-class mortgage-related securities in pass-through form.

S. 1959, in addition, would clarify how the OID rules of current

law apply to multiple-class debt securities and require expanded

information reporting on multiple class securities. S. 1978

would authorize multiple class pass-thrcuch securities backed by

non-mortgage assets.

We wish to highly ccmmend You, Mr. Chairman, for introducing

legislation to clarify and modernize the tax treatment of

mortgage-related securities. Ve also wish to commend SenAtor

Cranston for introducing S. 1978, which las as its goal the

authorization of multiple class pass-through securities backed by

non-mortgage assets.

As Chairman Chafee indicated in bhis flor statement, the

major impetus for this leislation i, tho neud to clarify and

rationalize the tax rules governing a large and important segment

59-042 0 - 86 - 5
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of the capital markets. There is an existing industry with

existing financing mechanisms that are in need of sensible and

neutral tax rules that reflect the true economic substance of the

transactions involved. The focus of Senator Chafee's bill is the

secondary mortgage market and I would like to direct the focus of

my comments to that market. However, I would like to state for

the record our view that clarification of the tax rules for

multiple class securities will provide substantial benefits of

capital market efficiency and reduced interest rates regardless

of the nature of the underlying assets.

The Importance Of The Secondary Mortgage Market

It is not an exaggeration to suggest that a virtual

revolution has occurred in the last 15 years with respect to the

financing of residential mortgages in this country. In recent

years, patterns of great volatility in interest rates have led to

periodic periods of disintermediaticn and resulting mortgage

credit shortages. A few years ago, there was a real question

whether large numbers of AmericaY, homebuyers would continue to

have the option of a reasonably priced, long-term fixed-rate home

mortgage. Competition fdr deposits and thb deregfTation or tP e

Federal depository system have made it more difficult for thrift

institutions, the traditional sources of mortgage money, to

continue to provide a steady source of long-term fixed-rates

mortgages.
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Although adjustable rate mortgages can reduce the risk

of fluctuating interest rates for banks and savings and loan

associations, adjustable rate mortgages shift the risk of

volatile interest rates to American homebuyers.

It would, of course, be wonderful if we could return to

the simple financial world of a generation ago, when mortgage

lenders accepted passbook savings deposits at 3%, lent out long-

term mortgage mcney at 6%, arid no one worried about oil shocks,

inflation, or budget deficits driving interest rates sky high.

Returning to a more stable interest rate environment would be

desirable. But that is unfortunately not something any of us can

count on. The reality we must face is that neither the majority

of the nation's depository institutions, nor the typical American

homebuyer, are eager to accept the risk of rapidly changing mort-

gage interest rates.

The mortgage finance industry would still be on the

horns of this dilerra as to who should hear this "interest rate

risk" associated with long-term borrowing, were it not for the

fact that there are lenders and investors who are willing, and

indeed eager, to lend money at fixed interest rates for long

periods. Increasingly, the logical source of capital for long-

term mortgage money are the natior's pension funds, insurance

companies, banks, foundations, and other institutional investors

who are looking for fixed rate, medium-term and long-term

investments.
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It has always been unwieldy for large institutional

investors to invest in individual mortgage loans. However, by

packaging large numbers of individual mortgage loans into

mortgage pools, and issuing securities backed by those loans,

secondary mortgage market participants like Salomon Brothers have

succeeded in creating an efficient and attractive way for the

capital markets to provide mortgage money to the American

homebuying public.

It is difficult to overstate the increasing importance

to the American homebuyer of what we call "securitization" -- the

process of turning pools of home mortgages into securities, that

can be sold to capital market investors. The percentage of home

mortgage loans that are being securitized has grown from only 1

or 2 percent of loan originations in 1970, to almost 40 percent

in 1985. Lest there be any misunderstanding, it is important to

remember that in many cases it is only the ability to securitize

and sell a mortgage to investors in the secondary market that

enables a neighborhood mortgage lender to make an individual loan

commitment at a reasonable interest rate.

Mortgage securitization, in short, is performing a

critical business function in bringing together long term fixed

rate investors and mortgage borrowers. Because of its success in

providing a better match of the needs of lenders and borrowers,

the secondary mortgage market has experienced phenomenal growth
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over the last 15 years. In 1970, there were less than $1 billion

of outstanding publicly-issued mortgage backed securities. By

the end of 1985, there were almost $400 billion of such

securities outstanding, a market almost as large as the $472

billion of outstanding publicly-issued corporate bonds.

Although securitization is important for new mortgage

loans, it is also important as a financial liquidity tool for

thrift institutions with large portfolios of older loans. Thrift

institutions and other portfolio lenders can profitably utilize

mortgage backed securities to borrow against their existing

portfolio of older fixed-rate mortgages. This source of funds

can facilitate their origination of new fixed or adjustable rate

mortgages, or diversification into other forms of lending.

Innovations In The Secondary Mortgage Market

The seccrdary mortgage market may he the most

innovative and rapidly changing financial market in the world.

Slightly over two years ago, I appeared before the Senate Finance

Committee to testify in favor of legislation which was intended

to solve what was then thought by some to be a problem that was

insurmountable without Federal tax legislation. The objective

was to find a way to allow security issuers to divide up a pool

of long-term mortgages into short-term and long-term securities

-- based on the rccocni.tion that a given percentage of the loans
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in the pool were likely to prepay as homeowners moved or

refinanced and paid off their mortgages. Despite the fact that

this legislative initiative did not succeed, the secondary

mortgage market quickly succeeded itself in developing a vehicle,

known as the collaterized mortgage obligation or "CMOO, which

accomplished under existing tax law many of the financial goals

that were once thought to be impossible.

The CMO is a bond, usually issued by a corporation,

structured with both short and longer term investments that are

retired out of the proceeds of a pool of mortgage loans. The CHO

structure assumes (on the basis of sound statistical research)

that some thirty-year mortgages will actually be paid off in,

say, 2 to 5 years; others will be paid of in, say, 5 to 10 years;

and still others will last a full 30 years. In somewhat

oversimplified terms, the CMO structure, in effect, assigns the

shorter term mortgages to short term investors (providing them

with a true, short-term investment), and, in effect, assigns the

medium-term mortgages to medium-term investcrc. Finally, the

long-term investors get the "call protection" of a true long-term

investment by being assigned the cash flow from the mortgages

that will last a full 30 years. This innovative CMO structure

has already been credited with substantially reducing mortgage

interest costs.
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The Need For Legislation

Although over $30 billion of CMO's have been issued

since the first public issue in June of 1983, there are still a

series of tax and accounting problems facing issuers and

investors in these securities, as well as potentially serious tax

compliance and tax administration problems which should be of

concern to the Treasury Cepartment and the tax writing committees.

The CMO is a perfectly legitimate financial instrument

under existing tax laws. However, current tax regulations do not

permit a similar investment to be Etructured with multiple

classes of ownership interests in a pool of mortgages. If such a

multiple class pass-through instrument were authorized, mortgage

bankers, commercial barks, or other institutions could sell

ownership interests in mortgages to security holders. In the CMO

format, in contrast, the institution must retain ownership of the

mortgages and issue bonds secured by the mortgages.

There are several advantages to selling mortgages

instead of issuing mortgage backed bonds:

o Selling mortgages, means that added debt does not

need to be carried on an institution's balance

sheet. Balance sheet concerns now effectively

preclude many rortgage bankers, thrifts, and other

financial institutions from participating in the CMO

market to any significant extent.
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" In a CMO issue that is classified as debt for tax

purposes, the issuer may be required to retain an

"equity" interest in the mortgages. In other words,

the issuer cannot fully borrow against the value of

the mortgages, and must retain a residual interest

in the mortgages. With less cash received up front,

the CMC is less useful as a financial liquidity device

for thrifts seeking to restructure their portfolios.

This equity requirement also imposes additional legal,

accounting and capital costs on the issuer. In part,

this is attributable to the fact that current law is

unclear as to precisely how much "equity" is required,

and indeed whether any equity at all is required.

These transaction costs reduce the financial advan-

tages of the CMO.

o Asset sales may provide greater security to the

investors and thus reduce interest costs by reducing

credit risks attributable solely to the formal

retention of ownership of the underlying collateral

by the issuer.

Investments in CMOs do not technically qualify as

mortgage investments. This is of concern to thrifts and other

entities that are required by various tax rules to invest in

mortgages.
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o Finally, the technical tax rules for CMOs are

uncertain and may Impose taxes on an issuer aespite

the fact that it has not truly received any economic

gain. This "phantom income" problem of "income

without gain" can be quite serious where the

collateral is seasoned mortgages that bear less than

current market interest rates.

S. 1959

Senator Chafee's bili would address all of these

problems of existing law with four major provisions:

o The bill clarifies the precise method of computing

original issue discount on CMOs, in a manner that

reduces inappropriate "phantom income" taxable to

issuers and ensures that investors are properly taxed.

o The bill permits CNO-like investment arrangements to

be structured as ownership interests in a passive,

multiple class entity (referred to as a collateralized

mortgage security or CMS) with strict rules designed to

ensure that the amount, timing, and character of

income realized by the investors is not reduced,

slowed dcw., or otherwise modified so as to be adverse

to the revenues.
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o The bill provides that investments in the newly

authorized CMd are treated as investments in mort-

gages under the tax code. This would enable thrift

institutions and real estate investment trusts to

invest in the new instrument and retain the tax

advantages of investing in mortgages.

o The bill provides for expanded information reporting

on mortgage related securities. This would improve

taxpayer compliance and eliminate the potential for

a "whipsaw" effect disadvantaging the Treasury when

issuers and investors take inconsistent tax reporting

positions.

In our view, S. 1959, by addressing these significant

tax and accounting problems, will increase the efficiency of the

secondary mortgage market, reduce mGrtgage interest rates, and

improve taxpayer compliance. We strongly support the bill and

respectfully urge its expeditious enactment.

S. 1978

S. 1978, introduced by Senator Cranston, raises the

important question whether new rules to clarify and modernize the

tax treatment of multiple clacs securities should be extended to

all asset backed secutitiec. We are not aware of any fundamental
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difference between mortgage backed securities and other asset

backed securities and would strongly support Senator Cranston's

goal of expanding the scope of tax legislation adopted by the

Committee to other asset backed securities.

Federal Credit Issue

Finally, I would like to address an issue which I

believe is unrelated to the tax issues raised by S. 1959 and S.

1978, but which in the past has been linked to the issues

addressed by these bills. Both the Administration, and Members

of the Congress, have from time to time expressed concerns about

the role of the Federally chartered secondary market agencies --

FNMA, FHLMC, and GNNIA -- in the secondary mortgage market. It is

quite appropriate for the Administration and the Congress to

raise these concerns and tc deal with issues of Federal credit

policy through review of the powers an activities of these

agencies.

We believe, however, that it would be a serious Mistake

to link those issues, which are periodically reviewed in the

Senate and House Banking Committees, to the resolution of the tax

issues addressed by S. 1959 and S. 1978. Although we support

passage of S. 1959 because it would improve the efficiency of

secondary mortgage market transactions, it is unlikely the

efficiency gains would outweigh the benefits ot the implicit or
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explicit Federal credit suppcrt which would be associated with

the participation of these secondary market agencies. As a

result, a multiple-class pass-through vehicle which could not be

used with agency-backed mortgages would, for the most part,

simply not be utilized. Thus, the Administration's possible

goal of creating a dual market with a competitive disadvantage

for agency backed securities would in substance, not be

furthered. Moreover, precisely because the agencies have such a

dominant role today in the market, merely clarifying and

modernizing the tax rules for multiple class securities (which

are currently being issued at a rate of more than $1 billion per

month) could not, in our view, significantly increase the

agencies' role in the market.

Finally, without enacting comprehensive tax legislation

for all multiple class mortgage backed securities, the Congress

may lose an important opportunity to address the tax

administration and tax compliance problems that may arise if the

industry continues to innovate and expand without guidance as to

the proper tax rules to apply to these transactions.

Conclusion

That completes my testimony, and 1 would be happy to

respond to any questions the Subcommittee may have.
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STATEMENT OF LAURENCE D. FINK, MANAGING DIRECTOR,
FIRST BOSTON CORP., NEW YORK, NY

Mr. FINK. Thank you, Mr. Chairman and Senator Long. I will
summarize my statement this morning, and I would like to also
add a few other comments in regard to the Treasury's position.

My name is Laurence Fink. I am a managing director of the
First Boston Corp. in New York. I am in charge of the mortgage
products group, the national products group at First Boston, and
also I am a member of the management committee of the firm.
First Boston has been very instrumental in the growth of the sec-
ondary mortgage market. In 1985, we were the number one issuer
in CMO's, and in 1985, we were the number one issuer in all asset-
backed securities. To date, for one automotive company, we have
securitized $925 million of auto financed paper, and this morning
we will be announcing another $100 million financing for another
auto finance company. We have also been responsible for securitiz-
ing computer leases, and we have securitized some private place-
ments, blocks of $100 million and larger sizes for bank holding
companies of automobile finance paoer.

The big position that we would like to stress this morning is how
we could differentiate the securitization of multiclass pass throughs
for one asset, be it a real estate receivable, versus other assets-
automobile paper, computer leases, credit cards. With the technolo-
gy that we have today, it is very difficult for me to determine that
we cannot create proper mechanisms and safeguards for real estate
and mortgages, and we cannot create those safeguards for automo-
bile paper and other types of receivables.

What we prescribe is a level playing field for all assets. Receiv-
ables are very similar. They pay monthly. They amortize principal.
They look the same. They are just simple cash-flows owed from one
person paid to another. Security interests for receivables should
not be a reason for making distinctions. Also, it is a very good
policy for the United States and for its consumers. We have other
needs other than housing, and securitizing and creating a multi-
class bill for all assets would achieve in bringing down interest
rates for all assets, not just for mortgage assets.

We, at First Boston, believe that both bills are an appropriate
step in the right direction; but we strongly urge the action taken
by the subcommittee should apply to all assets. In addition, I would
like to make a number of comments regarding the Treasury's posi-
tion.

The agencies have been instrumental in creating this growth in.
the secondary mortgage market. It is inconceivable for me to be-
lieve, without the role of the agencies with new added powers, the
secondary mortgage market will enhance as readily as it has in the
last 15 years. In addition, the role of the agencies has provided a
benchmark for other issuers to look upon and to take and carry
forward the growth in this marketplace. We need the agencies as a
benchmark, and we need the agencies for further strength in the
mortgage market. In addition, the Treasury mentioned that they
have some questions regarding the understanding of other assets.
They mentioned they do not have any questions regarding the se-
curitization of commercial real estate. The securitization of com-
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mercial real estate will become a gigantic market; there is no one
questioning that. It has already begun.

But the understanding of these assets is no different than the un-
derstanding of automobile assets; and that distinction does not
make too much sense in our minds at First Boston.

I want to again thank the subcommittee for allowing us to have
this opportunity. And once again, I would like to urge the subcom-
mittee to look at both positions and allow the securitization for a
multiclass bill and for all assets.

Thank you.
Senator CHAFEE. Thank you very much, Mr. Fink.
Mr. Kasper?
[The prepared statement of Mr. Fink follows:]
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Mr. Chairman and other members of the Subcommittee,

My name is Laurence D. Fink and I am a Managing Director of The First Boston

Corporation. I am in charge of our Mortgage Products Group and our Asset

Finance. Team. First Boston is a leading international investment bank

which, together with its affiliate, Credit Suisse First Boston, underwrote

more securities in 1985 than any other investment bank in the world. The

First Boston Mortgage Products Group is responsible for servicing the

investment banking needs of the thrift and mortgage finance industry. In

this capacity, First Boston is involved in numerous activities, including

trading and sales, underwriting, financial advisory services, stock

issuances, thrift conversions, mergers and acquisitions and dealing in all

mortgage related securities. Under various measures of determining

underwriting share used by the securities industry, First Boston was either

the first or second largest underwriter of mortgage securities in 1985. Our

Asset Finance Tean, is a multidisciplined group of professionals whose

mandate is to develop financing methods which permit industrial and service

corporations, banks, thrifts, government agencies and finance companies to

securitize all types of non-mortgage receivables in order to realize the

cost benefits associated with access to the capital markets. I am proud to

say that First Boston was the leading underwriter of Asset Backed Securities

in 1985 and has been the lead underwriter of over 84% of the Asset Backed

Securities publicly offered to date. It is from this perspective that I

address you today and I thank you for this opportunity to do so.

-2-
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INTRODUCTION~

The Subcommittee has before it two bills, S. 1959, the "Secondary

Market Tax Amendments," sponsored by Senator Chafes and S. 1978, the

"Recovery Act for Mortgage and other Asset-Backed Securities," sponsored by

Senators Cranston, D'Amato, Dixon, Dodd, Mattingly and Riegle. As a general

matter, both bills have as their purpose amending the tax code to remove

certain unintended impediments to the ability of American businesses and

consumers to meet their funding needs in the most cost efficient manner. I

strongly support the efforts of the sponsors of these bills and conend the

members of this Subcommittee for addressing these issues in a year which

promises to place heavy demands on the members of the Committee on Finance.

The cornerstone of both bills is the authorization of a multiclass

pass-through security as a means of facilitating the securitization of home

mortgages and other credit instruments. The Collateralized Mortgage

Security that would be created by S. 1959 and the Multi-Class Pass Through

Security that would be authorized by S. 1978 would each permit a more

efficient means of funding than is permitted by current tax law. Simply

stated, a multiclass security generally is more efficient than a single

class security because it increases the ability of issuers to provide

investors with a security that exactly meets their individual requirements.

This results in greater proceeds for the issuer. Present tax law causes

issuers wishing to realize these benefits to issue multiclass securities,

such as Collateralized Mortgage Obligations, in the form of new debt

-3-
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obligations or borrowings. This, in turn, means that issuers that want to

make use of a multiclass security must be willing to carry increasingly

large amounts of debt on their balance sheets. Under current tax law,

issuers can avoid this unwanted expansion of the balance sheet only by

foregoing the benefits of the multiclass security. S. 1978 would remedy

this by authorizing the Multi-Class Pass Through Security which is a multi-

class security that allows for a sale of receivables. The Multi-Class Pass

Through Security would allow issuers to target their securities to the

specific requirements of various investors without inflating their balance

sheets. S. 1978 would make this benefit available to private issuers as

well as to federally sponsored agencies and quasi-agencies such as the

Government National Mortgage Association ("GNMA") the Federal National

Mortgage Association ("FNMA") and the Federal Home Loan Mortgage Corporation

("FHLMC"). I strongly endorse S. 1978 and the authorization of the

Multi-Class Pass Through Security for all issuers.

As introduced, S. 1959 would remove the unintended impediments of

the tax code only for certain types of receivables, those secured by an

interest in real estate. Receivables secured by an interest in personal

property or unsecured receivables would continue to be funded by methods

that are needlessly inefficient and complicated. S. 1978 would not create

such a distinction without a difference. S. 1978 would allow the most

efficient security to be used for all types of receivables. As the

Subcommittee works to fashion a remedy in this area, I strongly urge you to

support the approach taken by S. 1978 and to provide a solution that is as

broad as the problem.

-4-
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Finally, S. 1959 addresses legislatively certain technical aspects

of the tax code as it relates to the multiclass mortgage securities that

would be authorized by that bill. I commend Senate Chafee's undertaking to

grapple with this extremely complicated area of taxation. S. 1978 would

have these technical clarifications of the tax code addressed by regulatory

action. However this Subcommittee decides to address this problem I offer

First Boston's commitment to work with the Subcomsittee and its staff,

Treasury and others to clarify the application of certain tax code

provisions to existing as well as proposed mortgage and Asset Backed

Securities.

The Need for A Multi-Class Pass Through Security

As a first step, it is important to understand securitization, the

funding needs of the various public and private sectors and the investment

requirements of the capital markets. Generally speaking, securitization in

the context of mortgage and Asset Backed Securities is the process by which

cash flows resulting from pools of mortgages or other receivables owned by

one or more entities are identified. analyzed and otherwise modified for

resale in order to more closely meet the investment requirements of various

sectors of the capital markets. Securitization is the process of

reconciling the often-tim contradictory payment demands of consumers and

the cash flow demands of investors. On the one hand, consumers demand terms

on their obligations that meet their particular income and budget needs. On

-5-
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the other hand, investors, like most people, will pay the highest price for

the product that exactly meets their needs. The goal of securitization is

obvious if not simple: take the cash flows generated by a pool of consumer

receivables and tailor them to best fit the individual requirements of

various investors. By way of illustration, consider this simple example.

Borrower would like to buy a-new car and would like to finance that purchase

with a four-year loan. Auto Finance Company will lend Borrower the funds

needed at an interest rate that will depend in turn on Auto Finance

Company's own cost of borrowing, or, alternatively, on the price Auto

Finance Company would receive if it could sell Borrower's loan to

investors. Investor A would like to purchase the only first year of

Borrower's loan. Investor B, on the other hand, would be happy to purchase

the second, third and fourth years of the loan. If either Investor A or

Investor B has to buy a part of the loan that does not meet his needs, he

will pay a lower price--if he is still willing to purchase at all. The

ideal solution to Auto Finance Company's funding needs is obvious: sell

Investor A the first year of Borrower's loan and sell Investor B the

remainder. Current tax law, however, does not allow Auto Finance Company to

do the logical thing. It cannot sell Investor A the first year of the loan

and Investor B the remainder without incurring an additional level of tax

that destroys the economics of the transaction. That result leaves Auto

Finance Company with two less desirable choices. Auto Finance Company can

either sell Investors A and B something that neither truly wants in exchange

for a lower price, or, alternatively, keep the loan in its own portfolio and

increase its own borrowings, knowing that such additional borrowings likely

- 6 -



145

will increase the interest rate and maturity mismatch of Auto Finance

Company's assets and liabilities, adversely affect its debt to equity ratio.

and generally detract from its ability to borrow. All of which means that

the American consumer will have to pay more interest than an efficient

market otherwise requires. Obviously, my example is a simple one. In real

life, there would be many more borrowers and many more investors, each with

his respective interests and requirements. In addition, in many instances

the lender, Auto Finance Company in my example, will also be interested in

retaining a specific part of the loan for its own investment requirements,

Theoretically at least, there are several ways to eliminate or at

least reduce the inefficiencies imposed on the securitization process by

current tax law. First, it is possible that investors could change their

pricing evaluation methods; however, this seems unlikely. The high interest

rates of the late 1970s and early 1980s taught us all the hard lesson that

borrowing short and lending long, or more generally, a lack of

asset-liability matching can produce devastating results. Second, it is

possible that changes in the receivable origination process could prove

effective to limit this inefficiency; however, this also seems unlikely.

Assuming for the moment that there were no practical or state law problems

with originating receivables that exactly matched the requirements of the

capital markets, with certain limited exceptions, current tax law would

impose an additional level of taxation on any "arrangement" that provides

for more than one class of interest in an asset. Again, the imposition of

such a tax would in most instances destroy the economic gains of more

-7-
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closely matching receivable cash flows to investor requirements. Indeed, it

is the uncertainty of the imposition and the nature of such a tax that

deters the use of any securitization method that even remotely could be

construed as being a multiclass arrangement.

Existing Market Practice

The Collateralized Mortgage Obligation, or CMO, is a multi-class -

debt obligation that amortizes in relation to a specific pool of mortgages.

Since its invention in June 1983, an event in which First Boston-takes great

pride, approximately $30 billion of CMOs have been issued. The success of

the CMO structure illustrates the benefits that can be obtained by a

multiple class security. The Multi-Class Pass Through Security that would

be authorized by S. 1978 would likely be at least as successful a vehicle

for securitizing all manner of obligations for two important reasons.

First, because the CMO is a debt instrument, the same negative implications

of borrowing that I spoke of earlier apply to CMOs. S. 1978's Multi-Class

Pass Through Security, on the other hand, would allow for a sale of assets

and therefore an improvement of the balance sheet. In addition, the

Multi-Class Pass Through Security is inherently more efficient than a CMO.

First, absent the constraints of current tax law, many CMOs would have been

structured to have exactly matched the cash flows of the underlying

mortgages. The more closely the cash flows from the pool of receivables

match the payments to the investors, the more efficient the security.

-8 -
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Second, special purpose corporation CMO issuers would not have been

arbitrarily capitalized were it not for the necessity of making certain that

the CMOs were classified as debt and not as multiple class grantor trusts.It

is First Boston's understanding based upon preliminary conversations with

Treasury officials that Treasury is not opposed to the Multi-Class Pass

Through Security concept and would not be opposed to the application of that

concept- to all types of assets assuming, of course, that the Multi-Class

Pass Through Security and its application to all types of assets is at worst

revenue neutral to the government. I understand that a representative of

the Treasury will be testifying before the Subcommittee today on S. 1959 and

S. 1978 and I defer to such representative to more fully explain Treasury's

views on this matter. I will suggest, however, that it is to no one's

advantage to continue to allow needless inefficiency to remain uncorrected.

The Importance of Non-Mortgage Receivables

Home ownership may be the American dream, but house ownership is

not. To most people shelter without comfort is survival and not a dream.

Losing that shelter because other financial demands result in an inability

to muke mortgage loan payments is a nightmare. It is clear that housing is

not the only necessity. Decent health care, food, suitable clothing,

furniture and home furnishings, and in most instances some means of

transportation are modern life essentials.

-9-



148

The ability to obtain any or all of these items obviously is

dependent on a number of factors, most of which are financially related.

Our experience with securitizing mortgages tells us that accessing the

capital markets results in greater availability of money for home building,

lower mortgages rates and a stronger home building industry. Our more

recent experience with securitizing other types of receivables leads us to

expect similar results.

Receivables, whether they are secured by an interest in real

property or secured by an interest in personal property or are unsecured,

are surprisingly similar. Receivables are simply amounts owed to an entity

by another. In the context of the typical mortgage loan, the loan payments

are the obligations of the borrower and the receivables of the lender. The

mortgage or security interest in the real property that is granted by the

borrower to the lender is merely to secure borrower's promise to pay lender

and becomes important only if borrower does not pay. In each instance,

lenders will require borrowers to provide security for their promises to pay

to the extent and in the amount they think necessary to protect the value of

their receivable. The securitization process begins with developing a

detailed understanding of the legal and financial terms of the receivables,

including any security interest supporting the receivable. Based upon this

analysis a security structure is devised to find the best possible

accommodation of the characteristics of the receivable and the requirements

of the investors. The reasons for this Subcommittee to support S. 1978 and

place all types of receivables on a level playing field can be best

illustrated by considering the following three receivables. S. 1978 would

benefit all three receivables. S. 1959 would benefit only two.

- 10 -
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All three receivables have a remaining term to maturity of 48

months, a current principal balance of $10,000 and an interest rate of 12%

per annum. All three receivables are subject to prepayment.

Receivable 1 is a car loan that provides for 48 monthly payments of

$263.34.

Receivable 2 is a seasoned single family mortgage loan that has

remaining 48 monthly payments of $263.34.

Receivable 3 is an interest only commercial real estate loan that

provides for 47 monthly payments of $100 followed by a payment of

$10,000.

As illogical as it may seem, Receivable 1, the car loan, would be

excluded from the benefits of your actions if you limit your concerns only

to receivables secured by real estate mortgages. S. 1978 would apply

equally to all three receivables and would not require making arbitrary

distinctions.

- 11 -
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The Need for Technical Corrections To The Tax- Treatment of Mortgage and

Asset Backeu Securities

Incorporated into S. 1959 is an attempt to clarify by legislative

action the application of certain tax code provisions to the Collateralized

Mortgage Securities that would be authorized by that bill. In general the

bill would adapt the application of the rules relating to original issue

discount, market discount and premium, and stripped bonds which were drafted

with traditional corporate securities in mind to the special case of

obligations that may pay principal in installments, are subject to

prepayment, and are collateralized by mortgages that pay monthly.

Clarification of the application of these rules to all types of obligations

is a task worthy of the effort. Uncertainty in this area works to no one's

advantage, least of all Treasury's. Implied in S. 1978 is the proposition

that, given the highly technical and narrow focus of these problems, perhaps

they should be addressed at the regulatory level. In either case, whether

the proper solution is legislative or regulatory, First Boston is willing to

work with the Subcommittee and its staff, Treasury, issuers and others from

Wall Street to find workable methods of applying these rules to all types of

mortgage and Asset Backed Securities.

Conclusion

I support the efforts of this Subcommittee to facilitate the

securitization of receivables of all types so as to increase the

availability and lower the cost of credit while strengthening the financial

condition of America's businesses and agencies. I believe that these

efforts ultimately will have very positive effects on our economy. I

strongly support S. 1978 and its authorization of the Multi-Class Pass

Through Security for all types of receivables by all issuers. Finally,

First Boston is willing to work with all interested parties to clarify the

application of certain technical provisions to mortgage and Asset Backed

Securities.
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STATEMENT OF THOMAS A. KASPER, PRINCIPAL, MORGAN
STANLEY & CO., NEW YORK, NY

Mr. KASPER. Mr. Chairman and Senator Long, Morgan Stanley
welcomes the opportunity to appear today to discuss legislation
which we believe will increase mortgage and capital market effi-
ciencies. My name is Thomas Kasper. I am the senior investment
banker in the mortgage products group at Morgan Stanley. Morgan
Stanley has traditionally been an investment banker to many of
the Nation's leading industrial corporations. They are a firm that
is actively involved in all facets of fixed-income securities on a
global basis, including mortgage securities.

Mr. Fink and Mr. Ranieri have ably pointed out the inefficien-
cies of current structures; and I think that that is worth mention-
ing again: That the CMO which has directly lowered the cost of
mortgage credit has done so because we have taken uncertainty
away from mortgage securities. Investors pay us more when we
have less uncertainty, and those higher prices and lower yields
have directly reduced the cost of mortgage credit to homeowners in
a very real direct cost reduction in mortgage credit.

We want to extend that direct reduction in mortgage credit to
other assets. We want the same power, the same techniques, and
the same financial technology so we can give corporate America a
new lease on life in its financing activities, because we all know
that this last two decades have been periods of declining credit
quality and increasing leverage among corporate America. And the
techniques of the multiclass security to take receivables which, in
the aggregate, have a higher credit quality than the credit of many
direct issuers of debt or equity securities themselves, we are giving
corporate America the most effective-cost effective-manner to
decrease its cost of access to capital markets. To not extend this
legislation to that, we believe, would be detrimental to many major
corporations.

I don't think you can overestimate the power of this technology
to take any self-liquidating, reasonably homogeneous receivable-
and they have all been discussed here-we have an idea, they start
with car loans and they go on-to package those receivables, to sell
the security based on that, so that the user or the issuer of that
security gets the benefit of lower cost funds; and the beneficiary of
that will certainly be the consumer and the user of that corpora-
tion's products.

We welcome the opportunity to express these views, and we en-
courage this subcommittee to include not only some of the receiv-
ables here, but a broad-based group of other assets that can be used
in the legislation here as 1978 has indicated. Thank you very much
for your attention.

Senator CHiqis. Thank you very much, Mr. Kasper.
Mr. Homer.
[The prepared statement of Mr. Kasper follows:]
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Introduction,

Mr. Chairman and members of the Subcommittee, Morgan Stanley welcomes

the opportunity to appear today to discuss legislation which we believe will increase

mortgage and capital market efficiencies.

My name is Thomas A. Kasper. Over the past 10 years, I have been involved

with virtually all facets of mortgage finance and mortgage securities. I am the

senior investment banker in the Mortgage Products Group at Morgan Stanley. This

group works with a broad range of users and suppliers of mortgage capital.

Morgan Stanley has traditionally been investment banker to many of the

nation's leading industrial corporations (Exhibit 1). Today, our Firm is actively

involved in the underwriting, distribution and trading of fixed-income securities,

including mortgage securities, on a global basis. In 1985 Morgan Stanley was one of

the five largest underwriters of mortgage securities.

The Market for Mortgale Securities

Mortgages and mortgage securities have exploded as capital market invest-

ments in the last decade. The total volume of mortgage securities outstanding has

reached $300 billion. The vast majority of these securities have been mortgage

pass-through types similar to the security pioneered by GNMA. These securities

provide for the direct "pass-through" of virtually all underlying mortgage payments

when received. As such, average Life considerations and maturity uncertainty due to

prepayments are investment characteristics which have, to some degree, impeded

establishment of a broader universe of investors.
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A resolution in mortgage securities occurred in 1983 with the "serialization"

of mortgage cash flow to create debt securities with different maturities (Exhibit

2). These securities, called "Collateralized Mortgage Obligations" or CMO's are

issued in classes with sequential payments. The mortgage cash flow is segmented so

that earlier classes of bonrdholders receive priority and earlier pay-off. Later

classes of bondholders receive subsequent payments and call protection.

Uncertainty of payment is reduced for all classes. Because payment uncertainty is

reduced, securityholders accept lower yields. These lower yields have directly and

Significantly lowered the cost of mortgage credit to homeowners.

The Need for Greater Efficiency

Even when CNIO's are properJy structured, they have inefficiencies which

inhibit usage by a broader group of mortgage originators. These inefficiencies take

several forms:

Because CMO's are generally considered debt for tax and accounting

purposes, many potential issuers are either prohibited or discouraged by

regulation (banks) or financial practice (mortgage bankers) from using

them.

Since CMO's are considered debt as opposed to multiple class pass-

through securities, they do not qualify as mortgage investments for some

investors (thrift institutions).
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By necessity, CMO's have a complicated internal structure designed to

achieve "AAA" ratings. This imposes additional transaction costs which

are ultimately paid by the mortgage borrower.

We believe the legislative proposals before the Subcommittee will correct

these inefficiencies so as to broaden the use of these securities and further lower

the cost of mortgage credit.

In an effort to eliminate these inefficiencies, Sears Mortgage Securities

Corporation issued a multiple class pass-through security in 1984. Sears received an

opinion of counsel prior to issuance to the effect that the security was in

compliance with existing grantor trust rules. The IRS disagreed and responded with

proposed regulations. The regulations provided that the multiple class trust would

be treated as a partnership or an association taxable as a corporation. The

regulations were issued pursuant to the broad discretionary authority of the IRS and

are not likely to be withdrawn. These proposed regulations received significant

criticism in hearings held by the IRS on July 31, 1984. This criticism was not

narrowly focused but included testimony from the Mortgage Bankers Association of

America, the National Association of Homebuilders and the Public Securities

Association.

Legislative Proposals

The Subcommittee has before it two legislative proposals to overcome the

proposed IRS regulations. These legislative proposals, 5. 1959 and S. 1978, would

revise the present tax treatment of certain debt and pass-through securities. The

two basic alternatives for liquification of mortgages are an asset sale, often by
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means of a pass-through security and a debt offering, such as a CMO. S. 1959 would

accomplish these goals b) devising a new REIT-type structure for both multiple

class debt obligations and pass-through securities. It would also change existing tax

lab treatment of multiple class debt obligations. It would, at present, not include

non-mortgage receivables and other assets.

Mlorgan Stanley believes the best solution would be one that is simplified in its

approach and yet allows the use of non-mortgage receivables and other assets in a

multiple class format. It is also our view that changes to existing law or extensive

additions to existing law should be minimized. We believe that the Subcommittee,

the Treasury, the Administration, the sponsors of S. 1978, and the Wall Street

community should work together to develop a solution to these problems that is

acceptable to all parties concerned.

We believe S. 1978 would accomplish these goals by authorizing, within the

traditional grantor trust format, the use of multiple class pass-through securities. It

would not affect the treatment of multiple class debt obligations. It would include

non-mortgage receivables and other assets in such multiple class trusts.

- Non-Mortyalte Receivables and Other Assets

The cash flow generated by a variety of receivables can be structured to

create marketable securities. Any group of receivables which are relatively

homogenous and self-liquidating are candidates for securitization. In many cases,

the techniques and financial technology can be borrowed directly from mortgage

securities.
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Examples of potential assets for securitization include: automobile loans;

computer leases; contractural utility payments; credit card receivables; lease

receivables; major appliance loans; mobile home loans; second mortgage loans; and

term bank loans. The use of a multiple class pass-through structure will permit

liquification of these assets in an efficient and cost effective manner.

These techniques offer tremendous opportunity for improving the financial

health of a broad range of financial and industrial corporations. It is no secret that

the 1970's and 1930's have been periods of increasing leverage and declining credit

quality among major corporations. This trend has limited the access of many of

these corporations to traditional sources of capital. The ability to pool and liquefy

high-quality receivables in a multiple class pass-through security can reduce

leverage and increase credit quality. The cost of capital and credit will be reduced.

These reduced costs will benefit the general public.

Inclusion of the Federal Agencies

It would be difficult to overstate the importance of the Federal housing credit

agencies - GNMA, FNMA and FHLMC - in facilitating the creation of mortgage

capital. The agencies have been leaders in the creation of new mortgage securities,

as GNM A did 15 years ago with the first pass-through security and FHLMC more

recently with the first CMO. They have been leaders in opening new markets for

mortgage capital, as FHLNiC and FNMA have done internationally. To exclude the

agencies from the proposed legislation would blunt private sector initiatives.

Conclusion

The efforts of the Subcommittee are a promising step in increasing mortgage

and capital market efficiencies. We believe enactment of legislation to permit the

issuance of multiple class pass-through securities, including non-mortgage

receivables, is vital. Morgan Stanley is ready to work with Congress, the Treasury,

the Administration and the Federal agencies in developing these initiatives. Thank

you for the opportunity to express our views today.

59-042 0 - 86 - 6
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EXHIBIT 1
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COMPANY NEWS

A Firm for the Blue-Chip Elite
By LESLIE WAYNE

More than any other firm, Morgan
Stanley & Company epitomizes Wall
Street's blue-chip elite.

The firm traces its roots to J. P.
Morgan & Company, a private bank
founded in 19 by J. Plerpont Mor-
gan. But the brokerage that exists to-
day was founded, In essence, by a
stroke of Congress. The Banking Act
of 1933, designed to eliminate the
speculative excesses that led to the
stock market crash in 1929, mandated
a ration between the commercial

business and the securities
business. And, as a result of that act,
Morgan Stanley Inc. was founded in

The firm was named for Its
founders: Mr. Morgan himself and
Harold Stanley. a Morgan associate
who broke with the private balk to
form the new brokerage. In the style
that later came to typiy the firm, an-
nouncement of the new firm's birth
wu made in front of a large fireplace
n the bank's main room at 23 Wall

Street.
Ties to Corporate Elite

From the start, the firm was a suc-
cess, underwriting a $19 million util-
ity bond in its first week and manag-
Ing some $1.1 billion In underwrltings
in its first year of operation. Since
then, it has parlayed its considerable
ties with the top tier of corporate
America into a powerful urderwrit-

Ifranchise that few could break.
Throughout the IH4's and the

160's, Morgan raised money for

America's rapidly growing orporete
iants, and today t irms cent list
the envy of Wall Street: American

Telephone and Telegraph, General
Electric. Exxon and Du Pont. It made
its fortune by dispensing advice -
often at lunches n its opulent dining
roois- ands by guldi g corporations
through the underwrt r4 pnos. in-
deed, for decades, It was a rjark of
prestige to have the Morgsa Impili-
matur on a corporate issiu, and the
firm maintained a mystique that ena-
bled it to justify its huge banking tees.

Moran is a firm that hlstoricall)
siplczed in pure Investment bank.
itg, actig as an Investment adviser
to corporate treasurers s they at-
tempted to raise the money to finance
their activities. Its entrance into the
rougher, and highly profitable, world
of trading is measured In years, not
decades. It traditionally recruited
frowi the elite of the Ivy League and
let the street-smart find their ways to
other firms. And it has shunned the
wde-rnging retail distribution net-
works that Meml Lynch or E. F.
Hutton maintain.

Yet the world around Morgan has
changed. The consolidation of broker-
age firm that swept through Wall
Street after the deregulation of fixed
brokerage commissions on May Day
1975 brought In new financial com.
petitors and made capital an even
more powerful commodity on Wall
Street than ever before. Wall Street
was changed from a place where only
old school ties mattered to an age
marked by a trading and transactions
orientation.

And, In this environment, Morgan
Stanley has changed, too. n the late
IM0's and through the 1980's. it began
to recruit a broader array of banker..
those with modest origins and hipl-
ambitions. It now allows others to c,
manage underwrltings of its corp.
rate franchise, a departure from )t
traditional rule of being the sole mai-
ager for Industrial underwritingb

Notly Competitive Business

Recent forays in this hotly competi
tive financial world have taken Mr
gan into the mortgage-backed secure
ties market and have made it an a
tive parUcipant in mergers and lever-
aged buyouts. However, it was slow i'
issuing and trading commermia!
H per and ta-exempt securities, gi,.

Icompettors decades to estat.
us profitable beachheads.

The firm's heads today represent,
both the old and new face of Wa.'
Street: the chairman, S, Parker G:!.
bert, the son of a J. P. Morgan par
ner. is a Yale-educated traditional sr.
vestment banker. In the No 2 pos:.
lion, Richard B. Fisher, is a Pnnc.
ton-Harvard man who has been ac
tive in pushing the firm more int,
trading

These two men steered Morgan
now based far uptown from W',:
Street in the Exxon Building, to its
best performance ever. For 1984, the
most rec e year for which figur F
are available, the firm, which ha!
some 4,000 employees, had revenues
of $MO million, and its capital is ese.
mated to be around W500 million.

MORGANSTANLEY
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Wal Senet on mortgage

CMOs Fix
Mismatches
byTHOMAS A. KASPER, manager
mortgage fiance group
Morgan Stanley & Co. Ne, York

Mortgages and mortgage securities have
exploded as capital market investments
in the last decade. The total volume of
mortgage securities outstanding ap-
proaches $300 billion

The vast majority of these securities
have been mortgage pass-through types
Such securities provide for the direct
pass-through of virtually all underlying
mortgage payments received As such,
average life considerations and maturity
variance due to the uncertainty of pre-
payments are investment characteristics
which have, to some degree, impeded es-
tablishment of a broader universe of in-
vestors

A revolution in restructuring mortgage
securities into bonds occurred in 1983
with the issuance of collateralized mort-
gage obligations, This restructuring in-
volved the "serialization" of the cash
flow from mortgages and mortgage se-
curites into bonds issued in several
classes with sequential principal pay-
ments Because the bonds had shorter fi-
nal maturities, financing costs were re-
duced by pricing such bonds along a pos-
itive Treasury yield curve. To date, more
than $14 billion of CMOs have been is-
sued in public offerings

PORTFOLIO STRATEGIES
TheCMO isa logical extension of the

efforts to restructure mortgage cash flow,
The cash flow from a collateral pool of
mortgage securities or mortgages is the
credit support for principal and interest
on the bonds However, the cash flow is
allocated to different maturities sequen-
tially.

Through the segmentation and pledg-
ing of mortgage cash flow, the CMO
structure providessavings institution is-
suers with two important characteristics
to maximize the value of pledged collat-
eral First, pncing a series of bonds along
a positive Treasury yield curve reduces fi-
nancing cost Second, pledging (as op-
posed to selling) collateral provides for
excess cash flow (in excess of debt ser-
vice)upon mortgage prepayment In ef-
fect, the present value of this excess cash
flow is equivalent to greater net proceeds.
The excess cash flow reverts to the issuer
and is an important component in reduc-
ing financing costs

Managing mortgage cash flow to create
securities with different maturities and
payment features offers an endless varie-
ty of portfolio strategies to correct the tra-
ditional savings institution liability mis-
match Since the CMO is a nonrecourse
"cash flow" credit, an institution can con-
vert any mortgage asset into a pure fi-
nancing cost for reinvestment analysis,
Importantly, the "stand clone" CMO
credit has no refinancing risk The matur-
ityof the assetconverted intoa CMO and
the net CMO cost provide the two key
numbers for comparative analysis

Several broad strategies will correct the
traditional asset and liability mismatch of
savings institutions

(I)Convert long-term fixed rate morl-
gages into CMOsand reinvest the pro-
ceeds into fixed rate assets with shorter
maturities Frequently, this transaction
can be done at a yield pick-up and, poten-
tially, with an improvement in portfolio
liquidity.

(2) Convert long-term fixed rate mort-
gages into CMOsand reinvest the pro-
ceeds into floating rate assets, such as ad-
justable rate mortgages, This has the posi-

tive portfolio effect of converting long-
term assets into long-term debt to fund
interest-rate-sensitive assets

(3) Convert long-term, fxed rate mort-
gages into CMOs where specific habili-
ties fund specific assets CMO proceeds
can be targeted so that the termof each
CMOclass match funds an asset with a
comparable term or average life

Most CMO issues have been structured
so that, given the prevailing prepayment
assumption, the various classes can be
priced off Treasury securities with com-
parable terms The average lifeassump-
tion of each class is the important bench-
mark for pricing.

Maximizing the value of a collateral
pool in a CMO issue (minimizing total
CMO cost) is a complex interaction of a
numberof variables Constant monitor-
ing of these variables is necessary, Six of
these variables or parameters are.

(I) Discounting method. Several
methods of discounting or valuing CMO
collateral have been used in offerings to
date. Their relative complexity isdirectly
correlated with their "efficiency" (how
much "borrowing power" can be derived
from a fixed collateral pool).

The simplest but least efficient method
is the coupon-to-coupon or "current
yield" method. Each mortgage security is
assigned a collateral or '"bond value"
based upon the ratio of its coupon to the
highest CMO "bond coupon "The most
complex but most efficient method is the
"yield to maturity" method in this case.
the collateral or bond value is based upon
a discount to maturity of each mortgage
or mortgage security at the high CMO
bond coupon

At par, of course, yield to maturity and
current yield are identical However, as
mortgage collateral dverges from par
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Here are tricks of the trade
in CMO pricing and structure

r7w-
Xasper is manager of a Morgan Stanfl e group,
integrated xsth the firm's mortgage sates and
trading rfforits, that works with mortgage se-
curts issuers to help them access coprtal mar-
kets

(discount collateral in particular), it is
clear that the discount to maturity valua-
tion method becomes more efficient - it
results in greater net proceeds or borrow-
ing power.

(2) Yield levels. The shape and abso-
lute level of the Treasury yield curve will
significantly affect the optimum CMO
structure. Clearly, the economics are most
favorable when the yield curve has a sig-
nificant positive slope.

(3) Final maturities and sizes. The rela-
tive site and final maturity of each class
involves a tradeoff which may affect the
optimum structure, depending on rein-

vestment strategies Decreasing final ma-
tunrty of earl), classes to take advantage of
a positive yield curve will result in small-
er relative par amounts of these classes
and larger relative par amounts of the
longer higher coupon classes The
weighted aver.ge CMO cost which re-
suits must be tested for sensitivity to
these variations

(4) Prepayment assumption. The FHA
prepayment assumption used to compute
average lives of each bond class will af-
fect CMO cost The higher the prepay-
ment assumption on the underlying col-
lateral, the shorter the average life of each
class Shorteraverage lives permit pricing
off shorter-term Treasury benchmarks
The permissible prepayment assumption
wIll be largely market determined Clear-
ly, the average collateral coupon rate and
the perceived rate of future prepayment
will be important factors in this market
assumption

(5) Reinvestment rate. The CMO is-
suer will collect mortgage payments
monthly and generally remit payments
to bondholders semiannually. The per-
mlied reinvestment rate on monthly
cash flow % ill be determined by the cred-
it rating agencies Guaranteed reinvest-
ment agreements from high-credit insti-
tutionsat higher rates will enhance the
borrowing powrofa fixed collateral
pool

(6) Discount rate for excess cash flow.
Excess cash flow results from the differ-
ence between aggregate collateral pay-
ments collected and bond payments
remitted Thisexcess can result from the
periodic return ofoverrollateralization
due to prepayments (theprincipal por-
tion)and the earningsspread (the differ-
ence between CMO interest cost and col-
lateral yield - the interest portion) or a

combination of both Thediscount rate
used to value the excess cash flow will
impact the net cost of funds and, accord-
ingly, the CMO's economic value.

UNFORSEtN CONSEQUENCES
In 191, the FHLBB issued regulations

which permitted federal institutions to
sell assets, particularly long-term, fixed
rate mortgages, and defer losses for regu-
latory accounting purposes. Much activi-
ty resulted as many institutions sold
long-term, fixed rate mortgages to rein-
vest the proceeds in shorter term or more
rate-sensitive assets.

This strategy proved beneficial in
many cames but had several unforeseen
consequences. First, as sellers, institu-
tions were subject to the relative illiquidi-
tyof the whole loan market in executing
transactions. Second, the sale o discount
mortgage loans generated large losses un-
der generally accepted accounting princi-
ples. Sales resulted in negative net worth
for some institutions Negative net worth
under GAAP impeded access tothe mar-
ket for much-needed equity capital

The CMO provides an improved port-
folio strategy for correcting the asset and
liability mismatch. The liquidity of the
CMO market vastly exceeds the whole
loan market. More importantly, the CMO
structure cuts the cost of funds by seg-
menting cash flow in a positive yield
curve environment and providing for ex-
cess cash flow from prepayments.

As a secured financing, the CMO per-
mits liquification of low-rate mortgages
without accounting losses. Access to equi-
ty capital markets is not hindered by ac-
counting issues The CMO enables a strat-
egy that improves portfolio balance, en-
hances earnings and increases access to
equity capital markets
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STATEMENT OF ROBERT HORNER, CHAIRMAN, SEARS
MORTGAGE CORP., LINCOLNSHIRE, IL

Mr. HORNER. Good morning, Mr. Chairman, Senator Long. I am
Bob Horner, chairman and chief operating officer of Sears Mort-
gage Corp. and executive vice president of Dean Witter Financial
Services Group. I appreciate this opportunity to submit the views
of Sears, Roebuck and Co. this morning with respect to S. 1959, the
secondary market tax amendments, and S. 1978, the Recovery Act
for mortgages and other asset-backed securities. I will be summa-
rizing the remarks contained in our written statement, Mr. Chair-
man, and therefore request that my complete statement be made
part of the record.

Senator CHAFEE. It will.
Mr. HORNER. Sears is committed to the development of the sec-

ondary mortgage market and would like to emphasize that there
exists today a critical need for Congress to support the develop-
ment of this market. This can be accomplished by clarifying the
current tax law, thus permitting the market to expand. The result,
we believe, will be the additional capital needed to fund current
and projected housing needs.

Mr. Chairman, Sears is also committed to supplying low cost
mortgage credit to customers. Five Sears subsidiaries, Caldwell
Banker, Residential Mortgage Services, Dean Witter, Sears Savings
Bank, All-State Enterprise Mortgage Corp., and Sears Mortgage Se-
curities Corp., provide mortgages and related services to the mort-
gage credit supply chain.

As an active participant in housing finance, we have continually
worked to bring about changes that may bring more affordable
mortgage costs to home buyers. You might recall, Mr. Chairman,
that in early 1984, Sears Mortgage Securities Corp., along with
Dean Witter, offered the first multiple class pass through mort-
gage-backed securities. Premised upon a private letter ruling from
the Internal Revenue Service, the securities were established under
existing grantor trust rules with multiple classes of ownership. A
short time after the establishment of the multiple class pass
through, the Internal Revenue Service issued proposed regulations
which took a view opposite from the earlier private letter ruling
and stated that multiple classes of ownership and the underlying
pool of mortgages violated the passed requirements of the grantor
trust rules.

Sears believed at the time, when we issued our multiple class
pass through, that this type of instrument was the most effective
and economically efficient means of raising mortgage money for
the mortgage and housing industry in America. We still hold this
belief. That is why we support the legislation before the subcom-
mittee. The benefit to the housing industry of the mortgage backed
multiple class passthrough will be substantial. Because of competi-
tion, the economic benefit to issuers will be passed on to the home
owners as a lower cost of financing home purchases. If allowed, we
believe that the multiple class pass through would become the pre-
ferred method of selling mortgages in the secondary market be-
cause it is often economically more efficient than any other alter-
native currently available.
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Our studies indicate that the net economic benefit to an issuer
selling mortgages in the form of multiple class pass throughs as

__compared to the next best alternative is at least one-quarter to one-
halfpercent in the rate of interest.

Now, Mr. Chairman, I would like to briefly comment on S. 1959
and S. 1978. Although Sears supports both bills, we believe that
your bill contains the more direct and complete answer to the
issues existing in today's mortgage securities marketplace. In addi-
tion, your bill goes a long way to eliminate other impediments to
the use of multiple class pass throughs. The changes proposed
today have the keys to accomplishing the goal of providing home
affordability. Sears supports enactment of legislation dealing with
mortgage securities for three reasons. The legislation would permit
multiclass ownership interest in mortgage collateral. The legisla-
tion more clearly defines a precise method of computing original
issue discounts; and the legislation would enable purchases of
CMO's to be treated as investments in mortgages under the Tax
Code, thereby expanding the market for such securities.

We view the proposed legislation as fair and vital to the contin-
ued expansion of the secondary mortgage market and the provision
of additional capital to meet the demand for mortgage credit. And
thank you for this opportunity.

Senator CHAFEE. All right. Thank you very much, Mr. Horner.
Mr. Rush?

[The prepared statement of Mr. Horner follows:]
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Mr. Chairman and members of this distinguished Subcommittee:

My name is Robert D. Horner. I am Chief Executive Officer

of Sears Mortgage Corporation and am testifying today on

behalf of Sears, Roebuck and Co.

I appreciate the opportunity to appear before this Subcom-

mittee today.

Before commenting on Senate Bills S.1959 and S.1978, I would

like to emphasize that there exists today a critical need

for Congress to support the development of the secondary

mortgage market. This can be accomplished by permitting the

market sector to expand, thereby providing the additional

capital needed to fund current and projected housing financ-

ing needs.

Home ownership holds a critical place in our nation's system

of values, and there is ample evidence that such ownership

contributes positively to those values. The purchase of a

home is usually a consumer's largest single investment.

Funding home purchases through an efficient secondary

mortgage market is extremely important in allowing people to

realize home ownership goals.

The demand for home mortgage credit cannot be provided

solely by historical funding sources -- portfolio lenders.
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Statistics confirm that institutional investors other than

those who originate loans have in recent years become

substantially more important to the housing industry. For

example, according to the Federal Home Loan Mortgage Corp.,

in 1970, 33 percent of all mortgages written were immediate-

ly resold to institutional investors. By 1983, that per-

centage had risen to 61 percent. Therefore, in today's

market there is tremendous pressure to facilitate the sale

of mortgages to institutional investors in order to supply

mortgage credit to consumers at a reasonable and efficient

cost.

In addition to raising funds through institutional inves-

tors, it is possible that a properly structured multi-class

pass-through certificate ("MCPT") could be sold to individu-

al retail investors. This would act to further expand the

potential supply of mortgage credit and lower mortgage rates

for homeowners.

Sears Mortgage Securities Corporation and our affil-iates,

Dean Witter Reynolds Inc., Coldwell Banker Residential

Mortgage Services, Sears Savings Bank and Allstate Enter-

prises Mortgage Corporation, have watched intently the

legal, regulatory and legislative developments affecting

mortgage securities for the past three years. As an active

participant in housing finance we have continually worked to

bring about changes that may bring more affordable mortgage

2



166

costs to homebuyers. These changes have been proposed in

the form of Trust for Investment in Mortgage ("TIM's"), The

Deficit Reduction Act of 1984, The Secondary Mortgage Market

Enhancement Act ("SMMEA"), which was actually enacted, and

finally, the two bills which are currently before this

Subcommittee.

A. Sears Participation in the Mortgage Market

Sears is committed to supplying low cost mortgage credit to

consumers. Four Sears subsidiaries, Coldwell Banker Resi-

dential Mortgage Services, Sears Savings Bank, Allstate

Enterprises Mortgage Corporation ("AEMC") and Sears Mortgage

Securities Corporation ("SMSC"), function in two different

areas of the mortgage credit supply chain. Coldwell Banker

Residential Mortgage Services, Sears Savings Bank, and AEMC

originate mortgages through their branch offices. In

addition, they are currently exploring other mechanisms for

delivering mortgages in a more efficient manner, such as

telemarketing and in-store application taking. In total,

this group, having originated approximately $3 billion in

mortgages in 1985, represents one of the largest mortgage

providers. Sears, through substantial investment and

through innovative management is establishing a competitive

position in the mortgage industry by offering low cost

mortgages to homebuyers.

3
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SMSC acts as a conduit to the capital markets for mortgage

providers. That is, it purchases loans from a number of

sources, including affiliates as well as other mortgage

bankers, savings & loans and other lending institutions,

packages them into securities, and sells them to investors,

often through another Sears affiliate, Dean Witter Reynolds

Inc. In the same fashion as its mortgage origination

affiliates, SMSC has invested capital and management re-

sources in order to position itself as a provider of low

cost mortgages to its affiliates and other institutions. In

fact, in 1985, SMSC purchased over $1 billion in home

mortgages, infusing more capital into the industry.

A critical element to Sears and other mortgage providers is

efficient execution of the securities so that the best

mortgage rate can be obtained for borrowers. Currently, the

most effective and economical security is the MCPT. As I'll

mention later, the net economic benefit to an issuer selling

mortgages in the form of MCPTs, as compared to the next best

alternative, the collateralized mortgage obligation ("CMO"),

is at least one-quarter to one-half percent of the principal

amount of the mortgages.

The benefit to the housing industry of the MCPT will be

substantial. Because of competition, a substantial portion

of the economic benefit to issuers will be passed on to

homeowners in the form of lower cost mortgages.
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B. The RMSC Multi-Class Pass-Through, Series 1984-1

In conjunction with our affiliate Dean Witter Reynolds Inc.,

SMSC filed a registration statement with the Securities and

Exchange Commission (the "Commission") for one billion

dollars in January, 1984, and issued $500 million of

multi-class pass-through certificates in February, 1984.

This was accomplished after extensive research and analysis

of the "grantor trust" provisions in the Internal Revenue

Code of 1954, as amended ("the Code"), and after receipt of

opinions from outside counsel to the effect that the trans-

action would be treated as a sale of assets pursuant to the

grantor trust provisions of the Code. Several

privately-placed multi-class issues had been successfully

placed before Sears' filing of the registration statement.

This registration statement provided for a multi-class

pass-through security, structured to provide classes of

certificates with differing maturities to meet different

investors' maturity needs.

After the successful sale in late February, 1984, of the

$500 million AAA-rated certificates (the "Series 1984-1

Certificates") on February 28, 1984, preparations began for

Series 1984-2. A preliminary prospectus supplement was

filed with the Commission on April 19, 1984. On April 27,

1984, just prior to pricing the Series 1984-2 issue,

Proposed Regulations were issued by the Treasury Department,

5
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prohibiting treatment of the issuance of certificates as a

grantor trust pass-through transaction, and requiring that

the trust be taxed as a corporation. Thia treatment

resulted in taxation of the mortgage cash flow at both the

trust pass-through level and at the investor level,

rendering the pass-through structure useless. Sears stopped

all work on the proposed Series 1984-2 offering, and still

has on file with the Commission the remaining $500 million

of the registration statement. The proposed regulations and

their dramatic impact on the mortgage capital idarkets have

come to be known as the "Sears Rogs".

Despite correspondence with and testimony before the Trea-

sury Department by Sears, Dean Witter and other participants

in the mortgage securities market (including Norwest Mort-

gage, the National Council of Savings Institutions, the

Mortgage Bankers Association, the National Association of

Realtors and the National Association of Home Builders), the

Proposed Regulations remain in place.

The issues raised by the Sears Regs are ones that we believe

are properly before Congress -- as opposed to being ad-

dressed in regulations proposed by the IRS -- since they

involve policy issues not found in current statutory guide-

lines. We are therefore pleased to see Congress addressing

these issues in the proposed legislation and at this hear-

ing.

6
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C. Advantages of the Multi-Class Pass-Through Structure

The MCPT is the preferred form of investment in mortgages

due to the characteristics of its structure. The MCPT

structure is based primarily upon the mortgage pass-through

security. In a pass-through, the conduit (GNMA, FNMA, FHLMC

or a private conduit such as SMSC) receives principal and

interest payments from homeowners, and passes these payments

through to investors. However, for the MCPT, the conduit

further partitions the mortgage cash flow to create several

classes with different expected maturities and different

exposure to call risk.

Each MCPT issue is divided into three or more classes or

"tranches". The final class is typically an accrual class

that receives no payments until all the earlier classes are

retired. Interest is paid (or accrued) on all classes but

principal 4s only paid to holders of the first class until

that class is retired and thereafter principal is paid to

the second class, and so forth until the last class is

retired.

MCPTe enable investors to manage and, in most cases, reduce

their exposure to the prepayment risk occurring due to the

mortgagor's call option. In addition, MCPT classes are

compared against corresponding Treasury bonds, allowing more

accurate valuation of the overall security.

7
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The NCPT also provides for quarterly or semi-annually

payments to investors, which are preferred over the monthly

payments of pass-through securities.

With the introduction of the "Sears Reg," the CNO became

the next beat alternative to MCPTs. The CNO incorporated

the multi-class structure, quarterly or semiannual payments

and the other features of the MCPT. However, the CNO has

several disadvantages relative to the MCPT. First, the

structure requires that debt be carried on the books of the

parent corporation under certain circumstances, prohibiting

many mortgage providers from using this structure. Ironi-

cally, one of the criteria which allows the debt to remain

unconsolidated is if the parent corporation can claim that

the issuing subsidiary in not in a business similar to the

business of the parent. This criteria penalizes business in

the mortgage-providing industry and effectively prohibits

institutions such as mortgage bankers from funding mortgages

in an efficient manner and requires that securities firms

establish increasingly complex structures to- meet the

accounting criteria. Despite the debt treatment of the CMO

issuer, investors still look to underlying mortgages for

collateral Just as they would in a multi-class pass-through

because the subsidiary issuing a CNO is a thinly capitalized

shell corporation which can provide no financial assurances

to investors.

a
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The second disadvantage of the CMO is that it requires

capital investment in the subsidiary in order for the

security to be considered debt. Although this capital

investment is small relative to the size of CMO issued and

provides little security to investors, it does require a

significant investment by the issuer. As a result, even for

those who can in theory borrow substantial amounts of money

collateralized by mortgages (i.e., thrifts), the MCPT is

much more attractive than issuing a multi-class debt securi-

ty collateralized by mortgages (a CMO).

Finally, the issuance cost of a CMO is significantly higher

than the issue cost of a MCPT because the structure is more

complex and requires additional efforts by underwriters,

accountants and counsel.

Despite the relative disadvantages of CNOs, in many cases

these securities still are a more efficient instrument than

single class pass-througha for accessing capital market

funds. As a result, the CHO has grown since its introduc-

tion in 1983 to become a viable tool for bringing more

capital from private investors into the housing finance

arena. In 1985, total CMO volume exceeded $17 billion, as

compared to total government-guaranteed mortgage securities

volume of approximately $100 billion. Half of the total for

new mortgage originations is now converted into a security

form for ultimate sale to public and private investors.

9
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It is therefore easy to recognize the importance of

securitization and sale of mortgages to public investors as

a source of capital. Sears believes that the objective of

Congress in addressing mortgage securities legislation

should be to expand the number of investors, the supply of

available mortgage capital and consequently the

affordability of home ownership.

D. The Proposed Legislation

Although Sears supports both bills, we believe that Senator

Chafee's bill (S.1959) contains more direct and complete

answers to issues existing in today's mortgage securities

marketplace. In addition, S.1959 goes a long way to elimi-

nate other impediments to the use of MCPTs. The changes

proposed today have the keys to accomplishing the goal of

providing home affordability. Sears supports enactment of

legislation dealing with mortgage securities for three

reasons:

First, legislation should permit multi-class ownership

interests in mortgage collateral. This is important because

a broader group of mortgage originators, including mortgage

bankers, banks, thrifts and conduit issuers, want to sell

mortgages in the multi-class structure preferred by inves-

tors. Currently, the treatment of CMOs as debt prevents

these originators from accessing this market, since the debt

10
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would be reflected on their balance sheet. Further, CMOs

classified as debt for tax purposes require the issuer to

retain an equity interest in the mortgages, thus preventing

the issuer from obtaining the full value of the collateral

at the time of the CMO sale.

Second, the bill more clearly defines the precise method of

computing original issue discounts on CMOs. This clarifica-

tion will provide a more accurate method for computing the

actual taxable income or loss, thus guaranteeing both the

Treasury and the investor fair tax treatment.

Third, the bill would enable purchases of CMOs to be treated

as investments in mortgages under the Code, thus allowing a

broader group of investors to purchase the instruments.

R. Conclusion

Sears believes that the proposed legislation, if enacted,

would reduce the cost of capital to mortgage originators by

at least one-quarter to one-half percent.

The benefits of CMOs are many, as evidenced in their rapid

growth over a short period or time. The disadvantages are

their increased cost, their treatment as debt of the issuer,

their uncertainty as qualifying real estate assets and the

lack of definitive guidelines for reporting taxable income

or losses arising from mortgage prepayments. All these

disadvantages can be cured by this legislation.

We view the proposed legislation as fair and vital to the

continued expansfowr of thw- secondarrymortgag, mawkt -and the,

proviuion,-of additionwak: capltaL. to meet: -the, demand-,-for-.,

mortgage credit.
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STATEMENT OF MICHAEL C. RUSH, MANAGING DIRECTOR,
SHEARSON LEHMAN BROS., NEW YORK, NY

Mr. RUSH. Thank you, Mr. Chairman, Senator Long. My name is
Mike Rush. I am a managing director with Shearson Lehman
Bros., a subsidiary of American Express. I would like to concen-
trate my comments in the four areas in which Shearson Lehman
Bros. support this legislation.

First is the authorizing of the multiclass class passthroughs
within the rules of grantor trust rules? Second, providing a reason-
able means to treat original issue discount consistent with treat-
ment accorded to single class passthrough. Third, providing the
benefits of the multiclass pass through to nonmortgage assets. And
finally, allowing the access of-Government-sponsored agencies to
the same benefits accruing to multiclass passthrough issuers.

The granter trust has-been a traditional financing vehicle that
has served the industry well, but it is played to-a limited audience.
Due to the unpredictability of mortgage repayments, many inves-
tors could not match their portfolio requirements with single class
passthroughs. Investors stayed within the family, that is, thrifs
were the predominant investors, and the flow of capital tended to
stay within the mortgage industry. Repackaging the single-class
passthrough into discrete cash flows of a multiclass will bring more
investors into the mortgage area. The success of CMO's, collatera-
lized mortgage obligations, has demonstrated the value of distribut-
ing cash flows to various investors. Multiclass passthroughs can
only have a beneficial effect on interest rates as more varied
sources of capital flow into the mortgage marketplace.

The multiclass passthrough concept is essentially a variation on
a theme. It is not a radical departure from the single class. One
can use the analogy of a conglomerate here. The parts of the multi-
class passthrough are worth more in value than the whole. Both
the issuer, such as a thrift, and investor, such as a pension fund,
can meet their respective goals more efficiently. Multiclass pass-
through is not the divergence from the effect and trust cf a single
class, but rather a logical extension.

In the area of nonmortgage assets, the key to financial firms
today is liquidity. Securitization allows greater liquidity on tbe bal-
ance sheet. Trades will be made on a standard basis among inves-
tors, issuers who work by agreed-upon rules. Given the new and
varied roles our financial institutions are playing today, multiclass
passthrough treatment should be applied to other assets to enhance
liquidity, flexibility, and efficiency of the institution in supporting
its various asset bases. The purchase and sale of nonmortgage
assets will be improved through multiclass passthrough treatment
with ultimate effects beneficial for the liquidity of our financial in-
stitutions.

On the third point, I would like to use the word "innovation."
Innovation has been a key to the mortgage business. No greater in-
novative role has been played in the mortgage business than the
roles played by Freddie Mac, Fannie Mae, and Ginnie Mae. The
agencies have been givers, not takers. They have been bellwethers
for many new products and have acted as a sounding board to the
mortgage makers in particular. Freddie Mac and Fannie Mae have
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a reservoir of knowledge about the mortgage business that would
be imprudent not to tap. Let's not forget that the mortgage busi-
ness is their only business. They do not have the luxury of a Ford
motor to buy a thrift or the ability to open a branch. The participa-
tion of Freddie Mac and Fannie Mae under the same rules as other
issuers can only improve the multiclass passthrough marketplace.

All of us want affordable quality housing. The agencies have
helped make that a reality. They have made us the best housed
Nation in the world. We should continue to take advantage of -their
efficiency and contributions in the mortgage marketplace.

Mr. Chairman and Senator Long, thank you for this opportunity.
Senator CHAFEE. Thank you all for your testimony.
[The prepared statement of Mr. Rush follows:]
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Introduction

Mr. Chairman, my name is Michael Rush and I am a

Managing Director with Shearson Lehman Brothers, Inc. in New

York City. Prior to that I served as Senior Executive Vice

President and Chief Operating Officer of the Federal Home Loan

Mortgage Corporation. I am appearing today on behalf of

Shearson Lehman Brothers, Inc., which is a subsidiary of the

American Express Company.

Shearson Lehman Brothers believes strongly in the need

for legislative action in the area of mortgage related

securities. Since 1982 when the President's Commission on

Housing published its report and suggested statutory tax changes

to assist the development of the mortgage-backed securities

markets, a consensus has been growing about the necessity of

clarifying the taxation of securities in this area. The

Administration has previously expressed general support for

action but has yet to endorse any specific legislation.

Shearson Lehman Brothers supports legislation to:

I Authorize the issuance of multiple class

passthroughs (KCPTs) within the grantor trust

rules;

I
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II Provide any reasQnable means acceptable to the

Congress and the Treasury Department of

calculating the original issue discount on MCPTs

that would be consistent with the treatment

accorded single class pass-through;

III Allow non-mortgage issuers to benefit from the

MCPT concept as well, including commercial banks,

consumer finance companies, automobile finance

companies, credit card companies, retailers,

lessors of equipment and other owners of assets

eligible for securitization;

IV Permit equal treatment for the government

sponsored agencies such as the Federal Home Loan

Mortgage Corporation ("FHLMC") and the Federal

National Mortgage Association ("FNMA") to issue

MCPTs.

I ISSUANCE OF MULTIPLE CLASS PASS-THROUGHS

The vehicle for selling interests in fixed poolsof

assets to investors has been a trust arrangement characterized

as a "grantor trust" for Federal income tax purposes. If a

trust qualifies as a grantor trust, its existence is basically

disregarded for tax purposes, with the conclusion that the

owners of interests in the trust are treated for tax purposes as

owners of proportional interests in the underlying assets.

2
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Therefore, an owner of an interest in a pool of assets is

treated as owning a fractional undivided interest in each loan

in the pool and is taxed on its pro rata share of income arising

with respect to the assets.

Treatment of the trust as a "grantor trust" or "fixed

investment trust" is essential for a trust holding a pool of

assets. Otherwise, it would likely be considered to be taxable

as a corporation for Federal income tax purposes. The result

would be a tax at the entity level on all interest and discount

income, and an additional tax to the holders of interests in the

entity upon distribution of cash to then.

The principal requirements that had to be satisfied to

maintain a trust's status as a fixed investment or grantor trust

are (1) no substitution of assets,and (2) nb active management

of the cash flows for the benefit of certificate holders.

The greatest use of grantor trusts has been in the

issuance of pass-through securities in the secondary mortgage

market. One obstaole to expansion of the use of the trust

structure in connection with the issuance of mortgage-backed

pass-through securities has been the cash-flow characteristics

of the mortgages themselves. Mortgages pay monthly, are subject

to repayment at any time, and have a maturity of as long an

thirty years. A purchaser of a pass-through security must

purchase the entire stream of cash lows to be received over the

3
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life of the underlying mortgages. Because investors often have

preferences as to the maturity and predictability of the payment

streams of their investments, mortgage investments have boon

less attractive than other securities.- Short-term investors

have not been attracted to mortgage securities because of their

long average lives and final maturities. Long-term investors

find the absence of call protection unattractive.

ThG repackaging of mortgage cash flows into separate

cash flows in a MCPT involves the creation of two or more

classes of interest in the cash flows. The interest received on

the mortgages would be distributed to the holders of the various

classes of the mortgage cash flow in accordance with their

percentage interest in the principal of the mortgages.

Principal received from the mortgages, however, would not be

distributed pro rata. Instead, the holders of a specified class

of ownership in the pool would receive all principal until their

ownership in the pool has been retired. Subsequently, all other

classes of interests in the pool would be retired in order of

their priorities.

This allocation of cash flows, while not providing

complete certainty of timing of receipt of principal, narrows

considerably the range of time over which the investor will

receive principal. This concept, often referred to as fast

pay/slow pay, has been the goal of architects of the secondary

.mortq e markets for almost a decade. The goal was partially
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accomplished in 1983 vith the creation of the collateralized

mortgage obligation (0CXOO). It is a debt instrument, the

payment of which is secured by mortgages pledged as collateral

for the debt instrument. The sale of multiple classes of

ownership interests in mortgages through a grantor trust was

used in one successful offering and then halted by proposed

Department of the Treasury regulations.

In endeavoring to implement the fast pay/slow pay

concept with respect to mortgages, it is necessary to ascertain

whether such a concept is consistent with the grantor trust

rules. It has not been clear whether or not only a single class

of interests in a grantor trust is permitted, each with an

identical fractional undivided interest in the entire pool of

mortgages. The argument in favor of such a requirement is that

it is inherent in the very conclusion that holders of a grantor

trust are deemed to own the underlying mortgages. The XCPT

structures seem inconsistent with that view since they involve

allocations of cash flow from the pool as a whole, and no holder

can be considered to own an interest in any particular

underlying mortgage. Furthermore, such an allocation of cash

flow night be considered inconsistent with the historically

passive nature of grantor trusts. On the other hand, the

argument for grantor trusts with multiple classes of ownership

is that, previously, the only requirement of a grantor trust

imposed by law or regulation has been that a fixed pool of

mortgages (or any other assets) exist with no or very little

5
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reinvestment. It iu our view that HCPTs are consistent with the

grantor trust structure.

In 1983, FHLMC developed a unique fast pay/slow pay

structure to be treated as a sale of assets for accounting

purposes but as debt of FHLMC for tax purposes. It sought the

best of both world*. The IRS warned against the issuance of

such a deferred instrument.

In early 1984 Sears Mortgage Securities Corporation

sold interests in a MCPT. Subsequently, the IRS issued proposed

regulations that stated a fixed investment or grantor trust can

have only one class of ownership.

Despite theme interpretations, it is our view that

MCPTs are consistent with the grantor trust structure.

II ORIGINAL ISSUM DISCOUNT ("OID"N

In fixed investment trusts with either one class of
ownership or a MCPT, OID is the amount by which the face or

maturity amount of a certificate of beneficial interest in a

trust purchased by an investor from the issuer exceeds the

investor's purchase price. In both a NCPT and a single class

pass-through, OID is generated by the investor's purchasing a

trust certificate at a yield other than the certificate's stated

yield. However, the difference between a MCPT and a single

6
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class pass-through is that, in a single class trust, all

investors realize or accrue OlD income at the same rate over the

same time period. In a MCPT, because the timing of the return

of principal varies among the different classes to reflect the

differences in investment risk, investors will realize OID

income at different rates and/or over different periods of

time. Such OID should be recognized by such investors as

economically accrued during the term of the investment

consistent with existing Treasury policy. All OID income

generated in a MCPT should be recognized by the investors on a

complete and timely basis. It is now generally accepted that

the amortization of OlD in a MCPT involves the same general

principles applicable to single class pass-through securities.

Furthermore, amortization of OID in a MCPT does not involve

insurmountable complexities. While existing IRS regulations do

not expressly determine how OlD is to be treated in the event of

prepayments either for single class or KCPTs, OlD recognition

will be triggered by prepayments and such prepayments will not

cause any income deferrals. We would urge the Committee Staff

to work with us to develop one or more alternative methods of

calculating OID in such circumstances that meet with Treasury

approval.

7
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III NON-MORTGAGE ASSETS

Shearson Lehman Brothers, Inc. believes that MCPTs

under the grantor trust rules can be used to securitize such

assets as closed-end consumer receivables, commercial-bank

loans, commercial real estate mortgages, secured industrial

equipment loans, mobile home loans in states that treat them as

consumer loans, trade receivables and credit card receivables.

Legislation to allow MCPTs could benefit many of o.r

existing commercial banking, thrift and finance company clients

in new and interesting ways. For example, a thrift wishing to

enter the commercial loan business could sell investors

ownership interests in those commercial loans through a MCPT and

generate up front fee income from originating loans, and then

remove the loans from its balance sheet, thereby eliminating the

risks and the additional capital and reserve requirements that

would be created if it funded the loans by incurring additional

deposit liabilities. The multiple class structure would reduce

the cost of the financing of the origination of such assets and

increase revenues to the thrift.

Thus, Shearson Lehman Brothers, Inc. supports inclusion

in any MCPT legislation of assets other than residential

mortgages.

8
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IV ROLE OF GOVERNMENT SPONSORED AGENCIES

The role of these agencies is to provide supplementary

assistance to borrowers by faciliting sales of assets in the

so-called "secondary market." It is clear to me that these

agencies need the valuable efficiency of the MCPT if they are to

be able to continue to provide such assistance. The legislative

proposals before the Subcommittee in no way expand the role of

these agencies or allow them to move into now markets. They

merely increase the efficiency of these agencies in their

existing markets. Nor do I believe that the legislative

proposals limit conditions for the growth of private sector

initiatives. Indeed the role of these agencies has been to

encourage participation and innovation in these markets by

private sector concerns in a spirit of public and private

cooperation.

As the former Chief Operating Officer of FHLMC, I can

cite you specific examples. In 1971, in cooperation with Wall

Street, FHLMC introduced the first conventional mortgage

pass-through security. In 1975 FHLMC, in conjunction with FNMA,

helped introduce uniform legal documents for conventional

mortgages in each state. In 1983, FHLMC sold the first public

multiple class mortgage-backed bonds. These innovations

assisted private sector concerns in participating in the

securities markets. Indeed, that was and still is part of

FHLMC's charter act. FNMA has also been innovative in its

approach and together with FHLMC has had a salutary effect on

mortgage levels and support of affordable housing.

9
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In summary, the most realistic means to achieve

meaningful progress toward increased private participation in

the secondary markets is to support initiatives developed and

supported by the private sector such as MCPTs, yet at the same

time, increase the efficiency of agencies such as FHIMC and rum

without having to augment their charter responsibilities.

In conclusion, I feel that the views I have outlined

here today reflect a practical view of the needs of the

securities industry and its clients that the Congress night find

acceptable. Shearson Lehman Brothers, Ino. appreciates the

opportunity to appear before the Subcommittee and would be

pleased to answer any questions and provide further information

as requested.

Senator CHAFEr. First, is there anybody who believes that the

so-called Federal agencies should not be permitted to participate?
Raise your hand. [Laughter.]

[Record should indicate that no one raised a hand.]
Senator CHAFEE. I think each of you, in your testimony, said

they should be able to participate, as I recall it. Second, are the
multiclasses as important for other types of asset-backed securities,
other than mortgage-backed securities? Mr. Kasper?

Mr. KASPER. I think they are. We can certainly take those assets
and do CMO type structures, as has been done to date, but they are
going to be debt obligations. They are going to have the same inef-
ficiencies that CMO's have for mortgages. If we are going to open
the market to make CMO's more efficient through this legislation,
the power of these other assets really can't be underestimated be-
cause these other assets are the best credit that corporate America
has in many cases. To pool these receivables to finance-their activi-
ties this way and accordingly lower their cost of credit and accord-
ingly lower costs which are passed on to users and consumers.

Senator CHAFEE. I know the ingenuity possible in this area is
unlimited, I guess, but I was thinking of the automobiles. Who is
big in that? Are you, Mr. Fink? Is there any need for multiclasses
there?

Mr. FINK. I think one big issue that we have to address is there
is a lot of consideration going on right now, undergone by Fasby,
for consolidation of all financial subsidiaries. Historically, all auto-
mobile companies have been financing automobile receivables and
debt through these financial subsidiaries. This is true for at least
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the companies throughout the United States. If this occurs, which
indications are that this will occur, they are going to create some
type of forced consolidation of financial subsidiaries, we are going
to need a mechanism for sale treatment for these assets.

And I can't think of anything more powerful than that. There
are going to be many finance companies that will not be able to
access the ma-r-et properly in a sale form if we do not have treat-
ment that will allow these types of assets to have similar treat-
ments that we worked upon for 15 years in the mortgage market.
And if we don't have this type of treatment, we are going to have
some problems in these other areas of assets.

It is because of this reason and the 15 years of experience we
have had in the mortgage securities market-although we are
asking for a compaction in these other assets-but we do have the
experience. We are using the same computer models, the same sys-
tems, the same care, the same legal work to make sure the safe-
guards are there.

So, to answer your direct question, yes, I do believe it will cause
and create a more fluid and better market.

Senator CHAFEE. Really, I am not sure that was in answer to my
question: Should you have the multiple class? Certainly, it should
extend to other things. I am not arguing about getting into the
automobiles and computers, but I am just wondering what the mul-
ticlass is.

Mr. FINK. Well, yes, it will save. In the yield curve that we have
been experiencing in the last few years, the greatest steepness has
been in the front end. The most significant steepness in the yield
curve has been in the front end; and as a result of that, yes, we
will save financing costs to the consumer. And if that is our ulti-
mate goal, a multiclass or biforcating cat flows in the different
components, we will save the American consumer interest.

Senator CHAFEE. All right. Mr. Ranieri?
Mr. RANIERI. I agree with Mr. Fink that we would like all

assets. I think in terms of the multiclass issue, by definition it is
more important when you are dealing with longer assets than
shorter assets because you have two issues in the market. One is
price and one is availability of funds. The multiclass concept came
about originally to insure the availability-of funds for 30-year mort-
gages, as an example. By definition, you have less of that problem
on a 4-year asset, such as car loans, than you do on a 30-year asset
such as mortgages. Certainly, you don't need multiple classes on a
shorter asset to the same degree. In terms of rates, to the extent
you have a positive yield curve, you can start cutting things up
into days, you know, rather than years to have some effect. I mean,
is it pressing? No. Does it have value? Yes.

Senator CHAFEE. My time is up. Senator Long?
Senator LONG. No questions, Mr. Chairman.
Senator CHAFEE. Do you envision mixing the types of receivables

eventually? Do you think you might tike these remaining items
such as automobile assets or computers and mingle them all to-
gether? Mr. Ranieri?

Mr. RANIERI. I think, at some point, there will be certain types
of receivable assets, as an example, that would be appropriate to
comingle where the credit and the structure lend themselves to it.
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The whole notion of this market, or one of the notions underlying
the market is that very often the sum of the parts-the parts of
the chicken are worth more than the whole chicken together-and
I think that goes to the heart of a number of these issues.

I can certainly envision at some point, as an example, combining
credit card receivables with other types of consumer installment
debt in one transaction, as an example. I think you could certainly
foresee that.

Senator CHAFEE. In the panel that will be coming after you, the
U.S. League of Savings Institutions says that the willingness of
Wall Street oriented investors to fund more mortgage securities is
more evident in stable or declining interest rate environments.
They say that when the rate swings up, there is no assurance these
sources will stay in the market. Furthermore, they say that these
new MBSs may usurp lending opportunities in declining markets
so that portfolio lenders, such as S&Ls, will encounter difficulties
in rebuilding their capital bases.

Yet, in a rising market, the portfolio Thrift institution is essen-
tial. Now, that is a complicated question. Who would like to take a
shot at it?

Mr. FINK. Let me try to take a shot at that first. One has the
ability to slice cash flow4into different components.

Senator CHAFEE. I can't quite hear you.
Mr. FINK. When one has an opportunity to slice cash flows into

different components and into different maturities, in a rising in-
terest rate environment or a declining interest rate environment-
and we are seeing volatility even in 1985 of big swings of 100 basis
points in a very short period of time-we did not witness, first of
all, any decline in investor appetite for this product.

I do believe their intent of the statement was most likely a
sharply rising interest rate environment and most likely an inter-
est rate environment where we have an inverted yield curve. And
in that case, a multiclass pass through or any type of instrument
in which we have different maturity-ranges will benefit. The only
time when a multiclass pass through has very little benefit in the
securities market, be it mortgages or any other assets, is when the
yield curve is totally flat.-Ifiwe- Wave a yieldcurve tha-t h-aaany
slope, be it upwardly sloped or downwardly sloped, we will be able
to take advantage of that slope and lower interest rates.

Senator CHAFEE. All right. A brief comment?
Mr. KASPER. Mr. Chairman, I think that comment was only to

the effect that Wall Street and the mortgage market have destabi-
lized traditional housing financing; and I think all the efforts and
all the evidence is, in fact, just the contrary, that the mortgage
market has stabilized the supply and flow of housing credit. By def-
inition, we are not living in a period when thrift deposits are neces-
sary to make mortgage loans. On the contrary, that is why particu-
larly those of us with a Wall Street background who have been
doing this for a number of years have direct and meaningful expe-
rience. So, if that is the question, we would probably all disagree
with that.

Senator CHAFEE. All right. Now, if we pass this legislation,
would it reduce the mortgage rates at all? After all, you are al-

- ready doing this to a considerable extent, so what would this legis-

59-042 0 - 86 - 7
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lation do? I think it would stabilize us and make the situation more
acceptable. I suppose mor investors would get into the business.
Let me just poll each of yo. ". -

If we-passed this legislation, )Pt's say the legislation I sponsored
what would it do to mortgage interest rates? Mr. Horner?

Mr. HORNER. We thin that it would lower them, at least a
quarter of 1 percent, p6rhas more.

Senator CHAFEE. Ms. Be stein?
Ms. BERNSTEIN. We think the same, Senator.
Senator CHAFEE. Mr. Fink?
Mr. FINK. I would sa this interest rate environment, maybe

a quarter, maybe less; but in an interest rate environment whe
the yield Curve is steeper, %either inverted or po ibly slope, it
couldbi as much as 1 percer4.

Senator CHAFEE. Mr. Ranibri? - -.
Mr. RANIERI. I agree with t least a quarter and, frankly almost

as importantly, it would create broad-based competition, which isalways helpful.." "
Senator CHAFEE. Ms. Walker?
Ms. WALKER. I, of course, agree with Mr. Ranieri. [Laughter.]
We concur.
Senator CHAFEE. Mr. Kasper?
Mr. KASPER. I used to have to agree with Mr. Ranieri because I

used to work for him, but I don't have to now. [Laughter.]
The answer is we believe that'this will significantly lower the

cost of credit by making the security more usable by a much wider
range of mortgage originators.

Senator CHAFEE. And that inevitably leads to competition?
Mr. KASPER. Competitioni, abroader source of funds, and inevita-;.

bly the downward press aon-the -
Senator CHAFEE. Mr.Rush? at-
Mr. RUSH. And if I agree with Mr. Ranieri, I hope you will buy

me a lunch. [Laughter.]
I think it is basically a 'quarter point. You can't really tell in this

environment; but! it will lower interest rates. The key is getting
more investors in the market for that demand.- The demand is
going to push those rates. -

Senator CHAFEE., All right. Mr. Fink,-what would you sa if we
passed the legislation I have but only covered mortgage-backed se-
curities? Would you be for it? t

Mr. FINK. I think we would be in favor of it, but I think we
would be, once again, restricting a level field here; and'I would
have some reservations, but-I think ultimately I would be looking
-at it. On the mortgage side alone, -I would be in favor of it.

Senator CHAmz. Now, there are going to be some questions that
Senator D'Amato will have, for you, ladies and gentlemen; and it
would be helpful to the whole process if you could answer those
rather rapidly. Just send them back to the committee.,

Mr. Ranieri, what if anything will this bill or any legislation like
it do to narrow the gap between fixed interest rate mortgages and
adstable rate mortgages?

Mr. RANIERI. I think we answered that in a sense in thatCwe all
feel that this legislation will bring down the cost of fixed rate mort-
gages. So, to the extent that you are bringing down the cost of
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Axed rat Imortgages, you are narrowing the spread between fixed
rate mortgages and floating rate mortgages since this would not
tend to have the same kind of an impact on a floating rate mort-

. . you would narrow the gap, and it would be good for fixed rate

mortgages, make them more affordable, vis-a-vis the floatiidg rate
mortgage.

Senator CHAFEE. - Do you agree, Mr. Horner? °
Mr. HORNER. Yes, I do.
Senator CHAFEE. Thank you. If we fail to pass legislati6n like,

this, either mine or Senator Cranston's, how would the mortgage
securities - market .be affected? What is the result? You are out
thefe selling them already. "

-Mr. RANIER17- u-Ic-a-n- t-i'ffIThiIi-you have two re.'
suits. The one I alluded to in my testimony, I think, which .is the
most troubling -to most of us, and that is the problem of arbitrage.
We did not invent this technology for a few privileged people to
make' a lot of money and take most of the benefit, rather than
passing it-th-tougji to the irtgage rate. That problem would go on.
You have to again look at the fact that most of-CMO's haVfl-een
arbitrage bonds which dilute the effect of the savings to the home-
owner. So, that problem would continue, and the problem of the
elite class, in a sense; would also continue, as well as the confusion .
which-is generally 'occurring as people are trying to find ways-to,
employ the.technology while circumventing the ta: problem. That-
is not a healthy situation.

- i;ntor CHAFEE. Mr. Rush, who buys these securities currently?
Pension funds? Trusts? Do individuals buy them?

Mr. RUSH. There is a wide range. I would say that probably indi-
viduals do not buy them per se. Most -of the individuals 'we see are
getting into..unit trust type things, to get involved with Ginnie
Maes, Fannie Maes, Freddie Macs. It is an institutional approach. I
think that certainly thrifts- buy them. You have got a number of
pension funds buying them, et cetera;'but I think that because themuttic~ass-would open up more types of investors, because they
could assure themselves of meeting their portfolio requirements
with a certain maturity, youare going to see a lot more investors
in there.

It is still, .I think, predominated by thrifts, but you are seeing
more and more pension funds. Insurance companies especially are
getting into it no* for that return, 'but it is notacross the spec-
trum.

Senator CHAFEE. Does his experience reflect what .most of you
have?

Mr. RANIRRI. Yes.
Mr. FINK. Yes.
Senator CHAFEE. All right. Fine. Thank you all very much. We

appreciate your coming.
Senator Cranston might also have questions for you. So, if you

would respond promptly to those also, we would appreciate it.
All right. Would the next panel please come forward? Mr. Lasko,

Mr. Wise, Mri Weber, Mr. Harkins, and Ms: Peters.
If those who are leaving would please do so quietly. we can con-tinue with the hearing. Mr. Lasko, why don't you start?

- '4
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STATEMENT-OAARREN"LASKO -EXECUTIVENICE-PR SIDE _.T
MORTGAGE BANKERSASSOCIATION, WASHINGTON, DC

Mr. LASKO. Thank you, Mr. Chairman. Mr. Chairman nd Sena-
tor Long, my name is Warren Lasko. I am executive vice president
of the Mortgage Bankers Association of America. I will kp my re-
marks brief. I will trk. to avoid repeating what you ha~e alreadyheard. 1-.1 i - --" jV 11We are here today to supl#.JoA ngly 4  jo-h f-fiany--4

of the specific provisions of the. two bills you arb considering. The
future of housing finance is th ough securitization. *-at is a fact.
Mortgage-bckedSecurities are remarkable engine _r generating
capita6-o-housing and other: vestments. If well dSigned, they -
are-sa, standardized security instruments that cn efficiently
channel large amounts of funds from institutional investors, such
as pension funds id even foreign sources, into local housing mar-S kets. •• _ . _J--i-n--985 alone, over $107 billion in mortgage-acked securities

Snting-about--half of- all funds for home. mort-
gage lending during the year. As I say, the future -of housing fi-
nance is through securitization The technology of mortgage-backedSecurities is, in some ways, exquisitely imjpfe; but in, other ways,
the technology is exceedingly complex. In mortgage-backed securi-
ties technology, one obstacle has constantly impeded theirc6mplete
success, and that is the call protection obstacle. An investor in
mortgage-backed securities simply doesn't know the true maturity
of the securities because of the wide variety of iarket events.that
can affect whether a mortgage prepays in 2 or 3 years or in 10 or
12 years. And this uncertainty imposes a price. The price cones in'
the form of higher intareit rates; and ultimately, the higher inter-
est rates are paid by home buyers.

The so-called collateralized mortgage obligations, or. CMOs, go. a..
lig way toward helping solve the call protection problem. In fact,

over $33 billion in CMO's have been issued by some 30 private
firms as well ab Freddie Mac in the last 2 years. But CMO's also
have encountered obstacles mainly in the Tax Code. We believe
those obstacles were unintended. The grantor Tax Code sections in
question were written long before mortage-backed securities were,
even thought of; Because of the impediments,.in the Code, while
CMO's are "n investor's dream come true, they are an accountant's
nightmare.

F rthermore, very recentlyY the .marketplace is finding ways
"around the Tax Code obstacles thro-ugh use of REIT's and so-called

owner's trust#, but these are expensive and highly inefficient solu-ions when a reasonably simple solution lies in ght. et me brief-
ly emphasize the specific -reasons for our support for the thrust of.
these bills.-"

First, they eliminate a tax regulation hurdle thrown up by pro-
posed Treasury Department regulations. These require most multi-
class securities to I treated as debtof the issuer, rather than as a
sale of assets. Most lenders--and here I am speaking for our own
members in particular-simply can't withstand the balance sheet
impact of the debt approach. And we believthey shouldn't have
to.
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Second, the bills- clarify the tax treatment of multiclass.securi-
ties. This is a rare occasion indeed where private firms are plead-
ing for guidance on how much tax to pay. There are already $33
billion in multiclass securities outstanding where issuers and inves-
tors alike have little guidance on their tax liability. Third, the bills
will allow investors to treat multiclass securities as eligible invest-
ments and mortgage instruments to satisfy regulatory require-
ments, just as other forms of imortgage-backed- securities already
do. We believe these bills are~fully consistent with existing policy,
established by Copgress and contained in the National Housing Act
to increase the efficiency and liquidity of the secondary mortgage
market. The bills'in our view do not change policy; they simply
remove unintended obstacles to the free and efficient flow of credit,
particularly to th6 Nation's home buyers.

We are not expressing a preference at this time for one or the
other bill. We do-and I will just do this quickly~-indicate that

_ i *AlZhever course is pursued, and we would imrtgine a combined
course would be pursued, that residential, and commercial mort-
gages both be included in the allowable collateral, that Fannie Mae
and Freddie Mac be accorded full participation in the transactions,
and that Ginnie Mae securities be eligible as underlying collateral
for the transactions.

In conclusion, let me say, by removing unintended obstacles to
the efficiency of the capital market, it will create a smoother, less
costly flow of credit t housing. The ultimate.gainers at no cost to
the' Government will be today's;and future genoratidns of -Ameri-
can home buyers.

Thank you very much.-
Senator CHAFEE. And thank you very much, M~r. Lasko.
Mr. Wise?
[The prepared statement of Mr. Lasko follows:]

.1-

.
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Mr. Chairman and members of the Subcommittee, my name is Warren Lasko. I am

Executive Vice President of the Mortgage Bankers Association of America.*

Accompanying me are Burton C. Wood, MBA's -Legislative Counsel, and Brian D. Cooney,

MBA's Associate Legislative Counsel.

We appreciate the opportunity to appear before you today to discuss the recently

itrodUced bills, S 1959, "The Secondary Markcet Tax Amendnents of 1986" (SECTA), and

S 1978, "The Recovery Act for Mortgage and Other Asset-Backed SecuritieS" (RAMBO).

MBA strongly supports the concepts embraced in these legislative proposals because they

attempt to clarify the tax treatment of multiple class mortgage-backed securities (dBSs__

through amendments to the Internal Revenue Code (Code). The outstanding taxation

problems pertaining to these securities threaten to limit the growth and efficiency of the

secondary mortgage market and to inhibb't the new developments taking. place in the

capital markets.

*The Mortgage Bankers Association of Amerida is a nationwide organization devoted ex-
clusively to the field of housing and other real estate finance. MBA's membership
comprises mortgage originators, mortgage investors, and a wide variety of mortgage
industry-related firms. Mortgage banking firms, which make up the largest portion of the
total membership; engage directly in originating, selling, and servicing real estate

-investment portfolios. Members of MBA Include:

o Mortgage Banking Companies o Mortgage Brokers
o Commercial Banks o Title Companies
o Mutual Savings Banks - 0 State Housing Agencies
o Savings and Loan Associations o Investment Bankrs
o Mortgage Insurance Companies o Real Estate Investment Trusts
o Life Insurance Companies

MBA headquarters is located at 1125 15th Street, N.W., Washington, D.C. 2005;
telephone: (202) 861-6500.



BACKGROUND

Both bilUs attempt to eliminate the uncertainty with, respect to the taxation of multiple

class securities through amendments to the Code. A fundamental feature of any

successful MBS is the imposition of tax liability on the investor, rather than on the issuer,

arising from mortgage payments. Under current law, attempts to accomplish this have

been made In two general ways. -

First, a pass-through instrument has been used where the mortgages ar"e legally owned by

.the trustee of a grantor trust and beneficially owned by the investors. Cash payments on

the underlying mortgages, as well as all tax consequences, are "passed through" to the

investors as beneficiaries of the trust. This is an attractive mechanism for the issuance

of multiple class securities because the sale of the mortgages to a trust allows issuers to

•atilize. the sale of assets accounting treiatement on theie'balaee sheets., This is the

preferable method 4;f booking this type of transaction, as opposed toecordng it as debt,

because it assists lenders without deep cpitejjases--bylotceeting an additional liability

on their balance sheets.

The second way that has been tried is to create a taxable entity that issues collateralized

mortgage obligations (CMOs). In this case, the bond Issuer recognizesL income'arising from

its ownership of the mortgages and deducts interest on the obligation issued to the

bondholders, who in turn report the Interest as Income on their tax returns. The problem

j--' with this mechanism is that the issuer retains ownership of the mortgages and must record

the security as a debt bligati6n on its balance sheet, which requires heavy capitalization.

These developments have revealed uncertainties and ambiguities in the application cf the
Code to MBSs. How to 'classify a' given structure'as either a passthrough or as a CMO is/
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essential for tax cone~quences, but unclear under current laws. Some of the proble.ns

Involve the treatment of original Issue discount (OID) and the type of assets includable in

underlying collateral.

On May 2, 1984, the Treasury Department proposed restrictive amendments to its

regulations with respect to the classificiation of investment krrangements with multiple

classes of ownership, including mortgage-backed pass-through securities. The proposed

amendments relate to the definition of the term "corporation," including "associations"

taxed as corporations under Section 7701 (a) (3) of the Code, and to-the definitions of the

terms "trust" and "fixed investment trust" under Section 301.7701-4 of the regulations

prorhulgated under the Code. The proposed amendments were designed toblarify the

meaning of the term "fixed Investment trust" and the application of the regulations to

grantor trusts with multiple classes of ownership.

As a result of these amendments, a grantor trust qualifying for pass-through treatment

must provide terms of investment that are essentially fixed when the trust is created.

Thus, mortgages generally cannot be bought and sold or replaced (due to defective

collateral, prepayments or otherwise) without losing the benefits of pass-through treat--

ment. Nor can the instruments be tiered for different payment expectations, unless the

securities are overcollateralized, as is currently done with CMOs. If a trust provides for

such powers of "active," as opposed to "passive," management, it will be characterized as

an4dsociatlon taxable is a corporation. The resulting imposition of a "phantom" income

thx on the. issuer, in addition to the Investor level income tax, in most instances .nore than

offsets the financial advantages of pooling mortgages into a mf-ultiple class investment

instrument.

N
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The uncertainty of tax treatment spawned from the ambiguity of the current tax Code

-- increases yields paid by issuers for multiple class MBS offerings in terms of the legal fees

for opinions of counsel and other transaction costs. The uncertainty of prepayment for-

standard MBSs also adds to the yields issuers must pay in order to attract nvestors. The

fact that CMOS must currently be overcollateralized to set up specified payment

expectations within the trenches, or classes, reduces the efficiency of those securities.

This htger cost of funds is passed on to homebuyers in the form of higher interest rates.

It Is .he intention of the SECTA and RAMBO proposals to provide certainty to the tax

treatment of these transactions and thus lower issuers' expenses In "going to market."

This -snot the firit time legislation pertaining to multiple class seeuritle' has been

introduced and debated in Congress. The Trusts for Investment in Mortgages (TIMs)

legislation, which ultlmktely died without passage at the close of the 98th Corigress, w&,1

the subject of hearings in 1983 before the'Subcommittee on Housing and Urban Affairs of

the Senate Committee on Bankng, Housing and Urban Affairs and the-Senate Finance

Committee. In addition, hearings were held in 1984 before the Subcommittee on Houslng

and Community Development of the Committee on Banking, Finance, and Urban Affairs

of the U.S. House of Representatives. Members of MBA appeared and testifie at both

sets of hearings in general support of the TIMs proposal.

CURRENT LEGISLATIVE PROPOSALS

In our analysis of the SECTA and RAMBO proposals, .IBA finds there are several

provisions in both proposals which we favor. Both proposals are desirable in that they

would Increase the supply of funds for housing at lower interest rates. MBA strongly

supports the concepts behind both bills and specifically supports the inclusion of the

following provisions in any legislation enacted with respect to multiple class securities:
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-The allowance of multiple classes of ownership, or tranches, that provide call

protection to investors that' have differing timing needs in structuring their invest-

ments.'

-The issuance of the multiple class security would be recorded as a sale of assets on the

financial statements of the issuer. For Federal income tax purposes, the income

derived from the underlying collateral would be passed through to the investors of the

securities, who would have beneficial owinership of such collateral.

-The clarification of the0lD rules in order to provide certainty as to the' proper

taxation of prepaid mortgage loans and to assign Itax liability only to those parties

receiving economic benefit from the underlying collateral. This would eliminate the

.- '-imposition of a phantom income tax at the entity level and be particularly helpful in

situations where the collateral is mostly comprised of seasoned loans that bear less

than current market rates of Interest.

-The allowance of residential and commercial mortgage loans to be included in the

underlying pool of assets collateralizing the securities.

-The allowance of the full participation of thd Federal National Mortgage Association

(FNMA) and the Federal Home Loan .44ortgage Corporation (FHLMC), both. as issuers

and in allowing their MBSs to be used as collateral in the underlying pools. "(See

discussion below for further information on this sue.)

-The inclusion of Government National Mortgage Association (GN MA) MBSs as

underlying collateral.

* ,-
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-The allowance of institutional investors to count the multiple class securities toward

meeting regulatory and other requirements that pertain to investment volume in mort-

gage-reaged instruments.

-The eliniation of any requirement for overeollateralization of underlying assets as.

required n CMOs as this reduces the efficiency of multiple class offerings.

-The assurance of revenue neutrality. Rules should be designed to ensure that the

amount, timing, and character of Income -realized by the Investors is not'reduced,

-lowed down, or otherwise modified so as to be adverse to the revenue of the Treasury.

The certainty of tax treatment provided by amendments to the Code nay create some

revenue gains resulting from increased taxpayer compliance. This would help aleviate

the concerns Treasury had in opposing the previously introduced TiMs legislation,

MBA strongly supports the inclusion of both residential and commercial mortgage loans in

the underlying pool of assets collateralizing these securities. We believe the inclusion of

real estate related assets will lower interqst rates on all mortgage loans and help to

provide fair and decent housing for all AmericanA. MBA has no policy position with

respect to the inclusion of other assets as collateral in the underlying pools securipgj

mt*%class pass-through securities.

There are certain differences in approach found in the SECTA and RAMBO proposals

which do merit specific mention.. Specifically, these issues ,deal with the degree of

complexly of the proposed tax law, amendments found in the two bills, the instruments

that can be structured into multiple classes, and the scope and breadth of the underlying

assets that may be included as collateral securing multiple class securities.



201

With respect to the complexity of the tax law amendments, the RAMBO approach

provides a much less complicated alternative to the SECTA approach in that it simply

overrides Treasury's proposed draft regulations relating to the grantor trust rules. It does

not offer amendments to the OlD rules and would presumably leave Treasury with the task

of devising such amendments. On the other hand, the SECTA bill provides exhaustive

amendments to the OlD rules in order to clarify their application to multiie class

securities.
h•

In addition, the SECTA bildcreates a new multiple class instrument known- as a

collateralized mortgage security. The creation of a new security Is oftentimes accom-

panied by a new set of rules relating to accounting and tax matters that are specifically

designed to apply to that security (e.g., real estate investment trusts, real estate limited

partnership interests). RAMBO would Cllow' MBS instruments issued after April 27, 1984

(the effective date of the proposed Treasury regulations) to be structured in multiple class

pass-throughs.
o

Regarding the question of what assets should beceligible for inclusion in the collateral >
underlying the multiple class securities, the two bills differ substantially. The T'I -

amendments under the SECTA bill would apply only to residential mortgage loans and

other mortgage-related assets, while the amendments to the grantor trust rules under the

RAMBO bill would apply to a much broader asset category,'Ipeluding residential and

commercial mortgage loans, automobile loans, and-credit card and le~se receivables..-

Proponents of the narrower approach would point out that because there is much more

data ahd a better understanding of how mortgages and MBSs behave than there is of other

asset-based securities, tax amendments relating to multiple" class securities should be

limited to mortgage loans only. In addition, some, of the advantages in allowing a broader

. . . I.
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category of assets to collaterallze these, securities would not be experienced until the

Investment laws'under which institutional investors operate are amended to allow these

participants to Invest, in such a broad array of assets. This includes both public ani

private pension funds.

On.the other hand, one of-the considerations Involved in supporting the broader RAMBO

------- appr'oaeh is that-the nclusion ,of other assets would respondto -recent Congressional;

.concerns relating to high interest rates on credit cards and other' consumer loans;

Companies Making these loans will be able to finance these assets at.subst'antially lower

costs and pass on the savings to consumers in the Corm of lower interest rates.

Anothe. result of broadened asset coverage would be that commercial banks would be able

economically to securitize and sell student loans, -utomobile loans, commercial real

estate loans, and other loans to inyestors. In light of their existing portfolios of troubled

loans in the areas oflagriculture, energy, and Third World debt, this "could add liquidity and

new sources of reventt to their overall financial condition 1and alleviate the concerns of

bank reulators and stockholders. Also, thrift Institutions that have dlversifild into non-'

re'sidintial areas of lending by virtue of recent powers gr nted to them by Garn-St
Germain Act will be ableoto mitigate loin losses resialttng therefrom rough the

securitization and salp of those loans in the form of multiple class seerirties.\

In addition, prominent financial commentators have been warning that the health of

A.merican corporations is endangered because many carry excessive debt-burdens. The -

sale of assets accounting treatment. applicable to a broad range of asset-backed multiple

class securities would aid those financial institutions whose balance sheets are ovr-

- leveraged.

j,
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Since 1970, when GNMA MBSs were first issued, over $4*-illion In MBSs have been

Issued. In 1985 alone, over $Mbillion were Issued, representing an estimated..3~ercent

of all funds for home mortgages during the year. However, the currently ambiguous and

uncertain set of 'tax rules under which the secondary mortgage market operates has

inhibited its continued growth and evolution. Because the issuance of pure multiple class

pass-through securities has effectively been prohibited by the proposed Treasury regula-

tions, Investors in this marketplace demand higher yields on standard MBSs due to their

lack of call protection. If investors could beassured of certain and orderly payments on

their investments, they would be-willing to accept lower yields. These savings, together

with lower transaction costs, would be passed oi-to homebuyers in the form of lower

Interest rates.

This lack of call protection has caused certain large institutional investors that seek loAg

term investments, such as pension funds and life 'Insurance co~npanies, to shy away from

standard MBSs. This is particularly noteworthy In light of the fact- that the Employee

Retirement Income Security Act (ERISA) had been amended -prio? to 1983 in _order to.4--

make it easier, for private pension funds to Invest in MBSs.

With the development of CMOs, pension funds have Increased their overall investment in

mortgage-related assets. In particular, a great majority of their CMO investments have-

been in the intermediate and longer term tranches. The value enhannement provided by

the CMO structure is especially important to pension funds and insurance companies,

therefore .nakl i_ investments in -nortgage-related securities an attractive option.

According: to d a compied by the Ecohiomlcs Department of'MBA, approximately, 90

percent of the "termediato and long (T- and 20-year) CMO tranches issued during 1984

were purchased ly pension funds and insurance companies. In comparison, these investors

accounted for only 17 -percent of' the standard agency-related (GNMA, \FNMA, and
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FHLMC) MBS purchases'during the same tine period. This is Particularly significant in

light of -the fact that 75 percent of the collateral of C.MOs issued-during 1984 were

agency-related.

Certain provisions found In HR 3839s the "Tax Reform. Act of 1985," currently being

considered by the Finance Conmmttee, may, if en cted into law, inhibit the continued

growth of the CMO market. Be'catlS9hO'nebuilders Ohay currently utilizelestallment sales

tax treatment in taodem with th ir'Cm i -d-ai e-s, they can enhaze the after-tax yields

by deferring tax liabilities. HR 3838, however, would preclude the use of installment

sales tax treatment' for these debt offerings, "and as a result, many small builders who

have-relied on the installment sales tax treatment may be forced out of the CMO market.

The multiple class pass-through securities envisioned by the SECTA and RAMBO proposals

would not be affected by this change because of their non-debt nature. If market interest

In CMO instruments wanes as a r result of these tax reform amendments, multiple class

MBSs could fill the void and benefit all market participants, including homebuyers, Ns ers

and investors.

PARTICIPATION BY FNMA AND FEILMC

When the TIMs legislation was be1ng-considered during the 98th Congress, the current

Administration opposed the pa-ticipation of FNMA and PHLMC primarily because it -was

felt-that their presence would overwhelm that of private Issuers. While there was a

- substantial market preference due to the government backing for their ,1BSs when those

Instruments were at an experimental stage in the 1970s, this Is simply not the situation

today.
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The Investment market is weUl-acquainted with MBS issues, as these products have been

tested and accepted -by a wide variety of investors. Furthermore, unlike the 'private

companies seeking to compete for conventional MBS markets, FNMA and #RiLMC still

must fulfill their mandated public purposeroals. The presence-of. FNMA and-FHLMC has

not impeded the advance of private entites into the seco'Aary market arepa and their full

articipation, both as issuers of multiple class securities and by permitting their MBSs to

be u d as underlying collateral, shouldn't be excluded from t-iemarkets they have

worked diligently to develop.

rim ily, the Issue boils down to one of timing.- With the presence today of such a high,

evel of demand, it appears-to us that now is the time to encourage more participants to

the mortgage marketplace, rather than the time to engage in an experiment to test the/

ability of private entities to replace government-related entities in vital new markets.

The tremendous prospective demand for residential mortgage credit iA this country has

drawn the attention of many financial and industrial giants in recent years. Indeed, quite

a few have already begun to establish market presences. It is ABA's belief that lower

ei o' "rates, more than any other factor, are the key to spurring additional private

entn jr s into the marketplace. So long as mortgage rates are affordable and demand is

pr ei , as in the current economic cycle, the market will support competition among a

larg number of secondary market operators because volume is the key to success in those

mar ets. The inclusion of the widest variety of players In all mortgage markets will best-

ser -the needs of consumers, who could choose from the widest variety of competitively

priced products.

MBA believes that the full participation of PNMA and FHLMC in multiple class securities

trans actions would serve to expand the development of the secondary mortgage market,

h.
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rather than inhibit prfvate entries. The passage-of these initiatives will introduce a new

era in mortgage finance, similar to the early 1970s. The federaUl' sponsored instrumen-

talities will serve a a eatalyst to these developing markets, as their presence would.

provide the standardization and volume that Is. necessary for multiple class MSS to

attract substantial investor interest. Those two-factors are necessary to ensure that the

products offered will be liquid and marketable.

Furthermore, the full participation of FNMA and FHLMC In- al-gedgraphie market and

during.all economic cycles will add much-needd stability to thb marketplace and, hus,

will serve as a continuing presence that investors may use as a benchmark against which

to judge privately backed issuances. This stability will still allow experimental and

custom-tailored multiple class securities to be in-rketed successfully. But the market

will be able to j77467 ir ngs against a standardized version.

During the Initfal development of conventional MBS issuances (and also ARMs and other

alternative mortgage forms in the primary mortgage markets), FNMA and FHLD4C played

a crucial role in standardizing those instruments. Furthermore, marketability is often

tied to the concept of a standardized, accepted instrument. For example, ERISA places a

great deal of emphasis upon market acceptance and ties that conceptt to government-

related securities. The stabilizing presence of FNMA and FHLMC in the multiple clas

securities market would underscore the aceeptability.of the Instruments. The Importance

of standardization Is that investors are most attracted to instruments that have large,

liquid marlkts, so that the value of such a holding can be readily determined, and so that

the instruments may be readily bought and sold. Inclusion of FNMA and FHLMC in

multiple class securities legislation will ensure the creation of a large, liquid market

fairly quickly. That will benefit, all partleipants-omebuyers, lenders, issuers, and

investors.

- .- ~ -
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CONCLUSION

MBA strongly supports legislative projzsa3 that would amend the tax laws to permit the

issuance of multiple class pass-througWiBSs in order to remove tax liability at the issuer

level. Such amendments would offer investors call protection and would thus lessen the

unpredictability of prepayments. Homebuyers would realize a benefit in terins of lower

interest rates that would result from more favorable secondary market pricing.

MBA strongly supports the full participation of FNMA and FHLMC in these transactions.

In addition to the authority of those government-related agencies to issue multiple class

pass-through securities, MBA also supports the inclusion of their securities, together with

GNMA's securities, as eligible collateral that could be used to secure multiple class

securities issuances.

4BA appreciates the opportunity to testify and would be pleased to furnish additional

information, if needed.

STATEMENT OF MICHAEL WISE, CHAIRMAN OF THE BOARD, SIL-
VERADO BANKING OF DENVER, CO, ON BEHALF OF THE U.S.
LEAGUE OF SAVINGS INSTITUTIONS
Mr. WISE. Mr. Chairman, my name is Michael R. Wise; I am

chairman of'the board and chief executive officer. of" Silverado
Banking, a savings institution headquartered in Denver, CO. I
appear today on behalf of the U.S. League of Savings Institutions
where I serve as chairman of its Regulatory'Policy Committee, a
member of its legislative committee, and have participated in the
work of the league's task force on mortgage-backed securities.

Traditionally, our member institutions h ykn portfolio lend-
ers, originating and holding mortgages to maturity. However, today
our industry is in transition. A growing segment of Our institutions
invest heavily in the securities under discussion tiay. Thus, sav-
ings institutions have' a major stake in the securitization process
since the member thrift institutions of the U.S. league provide the
bulk of this Nation's private sector credit for home mortgages. We
are well aware of he technical tax problems which these bills ad-
dress, but t e Tax Code revisions suggested o raise other nontech-
nical polic issues. -

The le e has several reservations about streamlining Tax Code
provisions to facilitate mortgage origination for packaging and
marketing through mortgage-backed securities.,
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.. !. __First, -is the legislation pending before the subcommittee indeed

revenue nieutreI-an issue-raid by'-the Treasury this morning.
Could overreliance .onWall Steet credit sources through security
investment destabilize mortgage finance throughout the interest
rate cycle? Will new innovations be an invitatiohi to mortgage se-
curitization also invite substandard underwriting and encourage
haphazard housing activity, vith resulting damage to all elements
of housing-finance?-iWill th se proposed statutory Changes enable
federally sponsored /econdaty market agencies magnify further
their dominance of s condal market activity in conflict with objec-
tives expressed by the admit istration?

And finally, is the broad! scope of these bil s required in light of
innovative changes which omply with existirig tax law and are al-

/ready overcoming the fin ncial statement pioblems presented by
CMO's?

Frankly, we feel that a major thrust of any tax law changes in
mortgage securitization should focus on the problems which portfo-
lio lenders face in liquefying .their portfolio of low coupon mort-
gages. These loans are the type of collateral which produce the
greatest problems in applying the existing original issue discount
rules.

It is important to remember that despite the valuable supple-
mentary funds provided by the nontraditional, mortgage investors,
the bulk of mortgage finance continues to flow through our institu-
tions. Thus, the league supports, as a stand-alone item, the clarifi-
cation found in S. 1959 to DEFRA's application of original issue
discount tax principles to securities backed by below market mort-
gages, the so-called phantom income problem. The league also asks
consideration of an amendment to qualifying assets list found in
Internal Revenue Code, section 7701(a)L9(c), which determines eli-
gibility for the thrift bad debt method of section 593 to include in-
vestment in private collateralized mortgage obligations. Senate bill
1959 does make this change in the qualifying asset list.

S. 1978 as pro ed is less useful to thrift institutions since it
fails to address the MO phantom income problem and is designed
to facilitate securiti tion of mortgages that are treated as having
been-sold while the ortgage securities of greatest use for thrift in-
stitutions involve bo rowings. I

We appreciate th opportunity to summarize our views-for you
this morning. We w uld urge you to bear our overall reserVations
in mind as you proc ed with your deliberations on these subjects.
And we will be happ , if you should decide to proceed, to work with
your staff in pursuin that goal. Thank you very much.

'Senator CHAFEE. T ank you very much, Mr. Wise. You represent
a very substantial peIrt of the industries that fund home building, -
and so therefore, we 're grateful for your views.

Mi. WISE. Thank 3ou, Mr. Chairman.
Senator CHAFEE. Mi' Weber.
[The prepared statement of Mr. Wise follows:]
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Statement of Michael R. Wise
On behalf of the U.S. League of Savings Institutions
To the Subcommittee on Taxation and Debt Management

Senate Committee on Finance
Janu , --31---1986

MR. CHAIRMAN:

-My name is Michael R. Wise. I an Chairman of the Board of

Silverado Banking. a savings institution headquartered in

Denver. Colorado. I appear today on behalf of the United

States League of Savings Institutions. where I serve as

member of the Legislative Committee and have participated in

the work of the Task Force on Mortgage-Backed Securities.

I appreciate this opportunity to present the views of the

League a its 3.400 savings and loan and savings bank members

on your'bill 8.195,. Mr. Chairman, "The Secondary Market Tax

Amendments of 1986". ad S.8976-bY-Sen. Cranston and others,

"The Recovery Act for Mortgages and Other Asset-Backed

Securities". Both bills are designed to resolve pending

questions regarding the application of tax lay principles to

the complex financing arrangements found with pass-through

securities.
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while these tax technicalities are of concern to the

investment banking community, these legislative initiatives

raise anew fundamental questions about the wisdom of increasing

our reliance on the capital markets to meet the demand for home

mortgage finance, by far the largest segment of our nation's

private-sector credit requirements. For many years. the

depository thrift institutions represented by the U.S. League.

have supplied the bulk of the-funds needed by the American

people for home ownership.

Before embracing these legislative proposals, the Congress

should examine critically such matters as: the potential

revenue impact of these tax code alterations: the reliability

of these'credit sources in all phases of 'the housing and

interest-rate cycles: the supervision of the mortgage and

other originators providing the assets to be securitized and

the supervision of the conduits involved in the process: the

protections available to securities investors: and whether the

bills address tax compliance problems with securities already

being marketed or merely anticipate regulations yet to be

issued by the InternalRevenue Service.
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These hearings, of course, occur as the Senate approaches

the difficult task of comprehensive tax code overhaul for

"fairness. simplicity, and growth", as recommended by the,

Administration. 11hatevqr may 'be said of their purposes and

merits, 9.1959 and S.1978 do not, on their face,'contribute to

tax code simplification.

This is not the first time that the Congress hai been asked

to facilitate mortgage securitization through amendment to the

Internal Revenue Code. In the last Congress. a proposal for

"Trusts for Investments in Mortgages", or TIs. was advanced.

Like TI~s, the Collateralized Mortgage Security (CUS).

authorized by 8.19S9, and the revision in the treatment of

grantor trusts advocated by the sponsors of 8.1978, 96ek to

-_--assure the non-taxability of the middleman or conduit through

which timely payments from mortgagors (or other debtors) are'

passed to various classes of securities' holders. -

General Reservations about S. 19S9 and S. 1978

We are skeptical concerning representations that there is
no revenue impact from this streamlined tax process --

particularly to the extent that these trust mechanisms displace
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traditional intermediaries. such as savings institutions, which

are significant corporate taxpayers. In this period of

national concern about the federal deficit, we strogly urge

the Subcommittee to seek revenue impact estimates foe these

proposals to confirm whether indeed they are revenue neutral.

Secondly. unlike specialized institutions such as thrif.t

institutions which originate and retain a portfolio of home

mortgage loans, we question whether an over-reliance on

mortgage securities could destabilize the availability of
mortgage finance throughout the interest rate cycles. The

willingness of Wall Street-oriented investors to fund mortgage

securities is most evident in stable or declining interest-rate

environments. When rates swing back up, there is no assurance

these"sources will remain in the mortgage market. By contrast.

-to the degree mortgages originated for mortgage-securitization

purposes usurp lending'opportunities in declining markets.

portfolio lenders will encounter difficulties in rebuilding

their capital bases. Yet In a rising market, the continued

performance of the portfolio thrift -- with its repayment flows

-- is essential if a semblance of normal homebuying activity is

to be maintained.
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We are also concerned that new invitations to mortgage

securitization may invite shoddy underwriting of loans packaged

and sold to investors or encourage haphazard housing activity.

The recent EPIC problem, the problems with REITs a decade ago.

and the abusive practices by unregistered issuets and dealers

ih the matketplace for Ginnie Mae pass-through securities in

the late '70s. bear witness to this concern. Vice Chairman

Preston Martin of the Board of Governors of the Federal Reserve

System articulated similar reservations in testimony before the

Senate Banking Committee in September. 1983:

"One thing missing (in 8.1822. the TIls proposal), however.
is reference either to quality standards for th-."TI" --.
securities or to supervision of the trustees or managers of
TINs . . . I an concerned that creation of new types of
mortgage investment trusts, that apparently could take a
variety of forms (corporate or otherwise) under 8.1822. and
that would permit trustees to actively manage the funds
entrusted to then by individual investors, would create leeway
for bad reinvestment decisions or even for abusive practices by
trustees or managers. Such events, of course, could heavily
daaafe all elements of the private aortgage__pass-through
securities market.

It's difficult to specify at this time the type of
supervisory structure within which TIMs-ideally should. .
operate. One possibility would be to require TINs be subject
to thb types-of controls established for mutual funds
registered under the Investment Company Act of 1940 -- other
entities with flow-through tax treatment under the Internal
Revenue Code."

4 4
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Yet another issue of apparent concern to the Administration

is the expanding participation of the federally-sponsored

housing credit agencies In mortgage securities. To the degree

that 5.1959 and 6.1978 magnify the already dominant position of

FIMA. FHLI4C and GNMA in mortgage securitization, these

legislative proponals will aggravate anticipated efforts to

diminish their competition with the private sector.

Finally, on several count. there is a question of the

"need" to expedite mortgage securitization through these tax

code changes.

Traditional sources for mortgage credit, especially thrift

institutions, are fulfilling mortgage demand. In 1985, savings

institutions provided $191 billion in home loans. Mortgage

rates are their lovist ift several.yeares and, according? to a

recent Home Buyer's survey by the U.S. League, homes ire

increasingly affordable. Familieswho spent more tha

one-quarter of their monthly income on housing costs

mortgage principal and intereqt, real estate taxes, utilities.

and homeowner's insurance -- dropped from 40.4% in 1983 to

33.S% last year, the lowest figure since the study genies began

in 1977.
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In addition, several, innovations in mortgage securitization

have already~oyercome -perceived roadblocks to the process. The

most important of these was the development-of Collateralized

Mortgage Obligations in 1983, which provided for multiple

classes of securities attractive to a variety of investors

including other thrifts and banks, insurance companies and

pension funds. CMOs. when utilized by thrift institution.

increase the value of their mortgages cOllateralizing a

securities issue in two ways. First they enable a thrift

institution to attract short-term investors who, because they

are assured of recovering mortgage principal in 3 tq 5 years.

are willing to accept a yield lower than they would if they

bought a mortgage loan outright. '(This is known as the

fast-.pay portion of a C0.) Meanwhile. holders of the "slow

pay" or longer bonds in the multi-class CMO, receive

substantial "call protection" -- one of the traditional

drawbacks to mortgage investment because of the irregular

prepayment patterns of home loans -- since payments of

principal will not be received until prior classes of investors

have been paid in full.

- $
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Some of the more recent CKOs have been particularly useful

to thrift institutions since the enhanced value of the

securities structureenables participating institutions to

monetize. or put to work, below-market loans held in

portfolio. Your bill, S.1959..Mr. Chairman-does clarify

present tax uncertainties with these instruments. The mismatch

between the cost of attracting savings and large portfolios of

fixed-rate, below-market-loans created the thrift crisis early "

in this decade when interest rates soared: It is.,essential

that thrift institutions iutilize-a variety of restructuring

tools to avoid a recurrence. of that exposure in the future.

The popularity of the adjustable-rate mortgage is making a

major contribution to the restructuring goal. along with

limited new investment powers adopted by the Congress in the

Garn-St Germain Act of 1982. Prudent use of C14os, such as

Capital Access, a joint venture betwiqen the UR.-- teague and

Salomon Bros.. can also reduce portfolio interest-rate risk and

enhance portfolio yield: (A schematic of the Capital Access

plan appears As Exhibit A.)

Just as the CMOs' arrival accomplished a major objective of

the TINs proposal . the serial redistribution of-mortgage

principal to a variety of investor classes -- thus making a

,
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legislated solution unnecessary -- it nov appears that yet,

another nov development may solve a pending problem. As We

understand it. a uajor-motivation for-both 9.19S9 and S.1978 is

to overcome an IRS ruling which threatened taxation of a

multiple class security utilizing a grantor trust involving the

sale of assets as a corporation. The mechanism-was designed by

Sears-Dean Witter in an attempt to avoid adding debt to the

issuer's bodks2" This perceived problem may already be solved

according to a recent edition of The Bond Buyer. attache as

ExhibitB. The use of a ney "Ovnerts Trust" technique e0ables

the issuer to avoid the ad rse financial statement and

accuntngconsequences -of-the-eartier types of securities

issues in this asset s8le format.

In short, there are seeiil reasons why congress .shbu.a
proceed cautiously before embracing wholesale qtatutry changes

to expedite the mortgage securitization process.

I would nov like to proceed to some more sec1f ,c

observations about the legislative drafts before the

Subcommittee today.-

I.

I!
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Sdcondaryv Miket Tax Amendments 18,1959)

' If the Subcommittee and the Congress do choose to pursue

these proposals, the most helpful suggestion from the viewpoint

of the thrift industry is the clarification found in S.1959 of

the application of original issue discount (OID) principles to

securities backed by-beloU-market mortgages -- the so-called

"phantom income" problem. The-Deficit Reduction Tax Act of-

1984 (DEFRA) extended the OlD apparatus to mQrtgage finance.

This complex accrual structure "is essentially designed for

corporate bonds which typically pay interest only with a

"bullet" return of principal at maturity.. Extension to

amortizing instruments such as the str.aightfoeward fixed

payment residential loan is not a simple task. Even in the

primary market, treatment;of financed points at the loan

origination remains unclear muder present'law and we await

Treasurt regulations on this topic. "Phantom income" can arise

at the conduit or trust level because of the disparity. in

discounts between the mortgages collateralizing a CHO issue and

the variety of discounts on the several classes of security

into which the collateral pool iq divided. Exhibit C. from

Secondary Mortaage Markets magazine, journal published by the

Federal Home Loan Mortgage Corporation, illustrates this

problem, which certaidly. deserves statutory clarification4 &r

the current and ongoing C10 markqtr.--
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S19S9 also provides that investment in the

newly-authorized collateralized sort ageg security are treated

as eligible investments for thrift i stitutions since security

holders ure treated as owners of undl video int ate in
"qualified obligations" (defined to )nclud;mtktetest8 in real

property). This provision highlights an eiisting problem for

ifstitutional thrift investors in privatef-sector mortgage

securities that are not obligations of the federally-connected

secondary market agencies. Such purely-private mortgage

-securities are presently ineligible as investments to meet the

qualifying assets test for thrifts utili;iig Section 593 of the

Inbernal Revenue Code. (The ability of savings institutions to

-allo6cate-5% of their taxable income to bad debt reserves under

~Sectiod-S53 is preserved in H.R. 3838 passed in December by the

House of Representatives.) Since investments in CMOs and those

CMS which are mortgage-backed are the functional equivalents of

the direct mortgage investments. we urge this Subcoom*itee-t------

consider a broader categortcal change to the investments

-appearing in section 7701(a)(9)(C) of the Code, the

definitional section for thrift instituti Ataxpayers utilizing

section 593.
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As a-further, technical comment. we wonder why the

definition of "qualified obligation" appearing in Sec.

1290(e)(2) appears to peri.t f rther ;epackaging of all,

portions of a CMSincluding the so-called Z-portion.

-9Siiilarly. any "guaranteed'investment"contract". is included as'.

a "qualified obligation" and apparently s4b'stitution of such

OIC9 can occur at any time. unlike the other collateral listed

in the definition. We do not understand the purpose of this

motion of the definition.

We also have difficulty'reconciling the statutory language;

presented in Section-1291(b)(2), regarding non-recognition of

losses upon tLansfer of property to the CNS pool in exchange

for cash, with th Technical Explanation provided.

Recovery Act for Mortagewand Other Aset-Backed Securities

.Our major disappointment with 6.1978 Is its failure to

address the acknowledged tak law question arising from the

application of original issue discount principles to mortgage

finance under DEFRA -- the "phantom income" arising in CK0s

backed by discounted mortgages. The bill underscores this

position by defining pass-through secUiities to represent

I
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interests in assets that are treated ab having been sold. The

CMOs of greatest utility to thrift institutions -- wthose which

enable portfolio restructuring by putting below-market loans tn

portfolio "to.work" -- i volve borrowings for accounting and

tax purposes rather than sales of loans.

However, if the Congress sees fit to provide a tax

exemption to multi-class p4s-through securities trusts, and

not tax'them'as corporations (as proposed by the Treasury

regulations of May, 1984), we concur that there'Ls no reason to

restrict this greatly-expanded.tax-free securitization scheme

to mortgage finance. As senator Cranston comments in his

statementupon introduction of the bill, *It would be

incongruent to divide the capital markets by permitting one

reform of assets, mortgages, to be securitized versus other types

of assets." Wlie WeJee the f6rce of Senator Cranston's

argument on this point, given the omission of a correction of

the phantom income problem with CHO-liabllity issues, we feel

'athat this observation could-be coupled with the otherwise-

preferable features of 8. 1959.

As a final technical point, there appears to be an

inconsistency between that portion of the definition of

"financial instrument" il S. 1978 which includes any property',;

J -°
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acquired due to default (Sec.680(d)(3)(CY) and the exception
appearing in the second proviso of the general 'Iule
(Sec.680(a)(2)), where substitution Of property is only
permitted where a breach of warranty occurs.

The U.S. League has appreciated this opportunity to present
its general observations about the need for additional tax
legislation regarding mortgage securitizat on andthat of other
assets, and nore specific commentss about the contents of 8.1959
and S.1978, as introduced. Ne would be-pleased to 9ffet out'
stoff resources as the Subcommittee pursues these subjects. 'I
look forward to your questions.

'.
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CAPITAL ACCESS
FOR

SAVIMS INSTIUhI0 hS

EXHIBIT A

gil

1. Savings Institution has
low-yield mortgage
securities in its portfolio1,
Savings Institution
sells or contributes
these mortgage securities
to its finance subsidiary

a; The Savings Institution
-uses the proceeds for
new investments or portfolio
restructuring

'7; The finance sIbldiary
remits the nmout, of- the
loan to it parent Savings
Institution as sales.poeeds
or a return of capital

3. The finance suts.idiary
issues to CAPITAL ACCESS
a funding agreement and.
related riotes collateralized
by the mortgage securities

6. CAPIMA A6CESS loans to
each finance subsidiary
its ratable share of the
bond foceeds

4. CAPITAL ACCESS (1) sells to
investors a CMI (bond)
collateralized by multiple
Savings Institutions' notes
and mortowje securities,
and (2) transfers the pledged
mortgage securities to a trustee

5. th trustee uses the cash flow front
the pledged mortgage securities to

-. pay off the bond and returns residual
amonts to CAPITAL ACCESS

2.

t,
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EXHIBIT B
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E X OR C I S IN G PH A N T 0 M I NCO M E
Phantom Income on CMOs may

arise when discount mortgages col-
aeratlxe discount CMOi. I the

discounts on She edreages do no
exactly iatcb the discounts on She
indlvklhi CMO tranches, She
CMO hewer may apear to earn
Income as She mortgages prepay,

The blowln example mustraie
that gains from prepayments ac-
crue In an economic sense to each
discounl CMO bancbe because, as
the maiy of a discone m .
mea shortens, its price rises. But

H-Pe- CMO am

ram Me" COW- FM Moto C"M
V'dee - alm Rao- Yde Raw
5100 S 90 8 5100 S 95 %

100 90 8% .100 85 , 8%
5200 *Sl 5200 $180

cash flows will accelerate. They do
not receive cash, but the market
value of he second trmcha In-
crea from $5 to S0 to reflect
the new expected timing of future
Cash flows.

Not all CMOs have phantom inW
come problems. For example,
Freddie Mac's CMOs backed by
discount mortgages are, for the
most part, heed at per. Thus, any
economic gala from prepayment *

Sno ll dlms at CMO Invesor ac. For taxpurposea, however, She accrues to and is recognized by '
tuay recei casb flow hrin a $10 iconounic gala my be reco- Freddie Mac. Even If is structure
ginn prepayment; haead, bs pin a ed differently. The trace Is not used,an heer can avoid ;
is oes allocated betwe Invaesor Investors reco he $5 Income plaatem Income by allocaslg tax.
inthe acrrenl payable traacbe for tax purpos, but the hier able income from prepayments ac-.
and the bow. This ciwm the Is- recognies he $5 In taxable Incom r to Sn *I7a Iaccru o-
aser oov-report Income and -tatacruesinaneconomic se T De'Ue the

l Investors In bar trances to under- to the second treache hivestoes. Treaury ha n ruled oa sllcat- -
e t. The situation reverses Tel $5 Income roed byh Is. leg gi frm prepaymenton

when the longr tranches are re- suer when She th first mortgage mortlaes or CMOs. Because It
AV,n principal paymes uM, preys is called phantom Income d nt dist om o .

She O phano ome represent. a becaw.it represents able I, -no- b on economic
tax tinin problem between Issuers come, but o economic income. apin should be acceptable.
and longer-tranchie Investors

" Example: i .. . l er's Taxable Income
An bsaer purcibas two Mort- o, O • Psa',.,, T,,,,W
t aess each w!t a face value of -edv Iasea To - 0*. WONw
100 and a priceo9O. A CMO l irst
Issued wlth two'trades, both Motgae 5100 - 590 - $10 - $5 5 .
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mm atl.an economic Pina of

S 10 occurs. The question h, to whm bspr's Economic Income
does if accrue I an economic sese?

The hewer receives 5100 ad coo. ON bo" pa
p assesitlbroug tolbefht - -first - ham - wh~n . hm
trace ivestom. The hWer ba A.
noecrnom $do.avetoslahet Moin ft e $100 - 590 = $10 - 5$0 n 50 '.
JIrM Irah exerg ceao eo Pfflsys
m lain orsS; ($100-9W),

which t rsecv In cash. The Second
secoadfsAheInvestors.aloexpe. Moriggt $too - '- $ 10 $ s10 " O
rks" a l of SS became future Pleplys

SECONDARY MORTGAGE MARKETS FALL 1*5
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STATEMENT OF ROBERT B. WEBER, CHAIRMAN AND CHIEF EX.
ECUTIVE OFFICER, SAVINGS BANK OF PUGET SOUND, SEAT.
TLE, WA, ON BEHALF OF THE NATIONAL COUNCIL OF SAVINGS
INSTITUTIONS
Mr. WEBER. Mr. Chairman, my name is RobebriWeber. i am

chairman and chief executive officer of the Savings Bank of Puget
Sound in Seattle, WA. As e memlIer of the Board of Directors of
the National Council of Savings Institutions, I am pleased to have
the opportunity to present a brief summary of the views of the
council on theseproposed bills.

Senator CHAFE. Please, sir, what ig the-oifference between your
two organizations? Do you have similar mer rs?

Mr. WEBER. I believe some'members are ommon, sir. The Na-
tional Council of Thrift Institutions result rom a merger Several
years ago of the old National Association of MutualSavngs Banks
and the National Savings League, which was a group of savings
and loans.

Mr. WISE. The U.S.-League, Mr. Chairman, if I might interject, is
a substantially larger organization representing in excess of 99 per-
cent of the assets of the savings institutions business.

Senator CHAFEE. Would the bigger insitutions tend to belong to
your organization or isn't that clear?

Mr. Wm E. Our organization represents almost all institutions in
the business. There are some who have memberships in both orga-

- nizations.
Senator CHAFEE. All right, fine. Thank you, Won't you proceed,

Mr. Weber?
Mr. WEBE. As outlined in the report of the President's Commis-

sion on Housing, mortgage-backed securities are disadvantaged
from a legal, regulatory, and tax standpoint in their competition
with corporate debt obligations. This proposed legislation, would
alter the structures through which mortgage-backed -securities are
issued to allow active management of'the cash flows generated by,
pools of mortgages, resulting in the creation of multiple term mort-
gage-backed securities. This is significant because the current
treatment of mortgage-backed securities under the grantor trust
provision of the Internal Revenue Code requires that pools be pas-
sively managed and therefore restrict the mortgage-backed securi-
ties to the terms and cash flows of the underlying mortgages. Pas-
sive management requirements restrict the market for mortgage-
backed securities to certain institutional investors by keeping mort-
gage-backed securities essentially long-term assets.

The usefulness of mortgage-backed securities as an asset will in-
crease for the largest class of investors, mainly savings institutions,
with this proposed legislation in that it provides a wider diversity
of maturities of assets to match term liabilities. The National
Council supports the elements of both bills and urges the subcom-
mittee to act favorably on legislation to unfetter mortgage-backed
securities from restrictive tax regulations.

We believe it would be possible to. do so in a revenue neutral
manner that will benefit all participants'in' the mortgage market,
including home buyers, 'builders and leaders. The legislatiqn would
facilitate the. creation of shorter term "securities that wou ,ldi eil
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investments for thrifts who are trying to match their assets and li-
abilities.

The need for more matchable assets has been 'brought about by.a
combination of monetary policy, market conditions, and statutory
changes that have made the flow of funds to thrifts'more volatile
and a more expensive source of money. Passage of this legislation
will also increase the opportunities for.-savings institutions to in-
crease fee income to the-origination of sale and servicing of mort-
gages. ,

It is critical that thrifts insulate themselves from the interest
rate risk associated with portfolio lending. Finally, we state our
support for the inclusion of Fannie Mae, Freddie Mac, and Ginnie
Mae and any new mortgage-backed security programs. The activity
of the agencies in the market bolsters liquidity and, in many cases,
is really the only practical whole loan tak.-out market for smaller
institutions and institutions in smaller communities.

Mr. Chairman, thank you for the opportunity to testify, and I
-.- ........will-be-happy to answer questions if I can.

Senator CHAFEE. Thank you very much, Mr. Weber.
-Mr. Harkins?
(The prepared statement of Mr. Weber follows:]

I
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Statement

of the

Nationbl Council of Savings Institutions

on S. 1959 and S. 1978

before the

Committee on Finance

Subcommittee on Taxation and Debt Management

United States Senate

January 31, 1986

Mr. Chairman, my name is Robert B. Weber and I am the Chairman and

Chief Executive Officer of the Savings Bank of Puget Sound. As a member of

.the Board of Directors of the National Council of Savings Institutions, I

am pleased to have the opportunity to present the views of the Council on

S. 1959, the Secondary market Tax Amendments of 1986 a.nd S. 1978, the
Recovery Act for Mortgage and Other Asset-Backed Securities.

The National Council was formed two and a half years ago by the

consolidation of the National Association of JutuAl-.0yings Bais~ Pthe

National Savings and Loan League, We represent almost six hundred savings

b*ks and savings and loans with total assets ?pproaching $450 billion, or

approximately 40% of the thrift industry's assets.

Since we represent lenders very active in the residential mortgage

market, the Council supports passage of legislation to remove statutory

impediments to the development of a broad range of mortgage-backed

V
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" securities (MBS). We testified before this Committee in November~of 1983

in support of the Trusts for-Investments in Mortgages. (TIMs) proposal .Andlk'

.. --.r.aeOleasedto have the opportunity to testify this morning. Mr. Chairman,

you Sre to be commended for beginning the work on the major tax issues

'affecting the secondary market by holding these hearings, and we look

.forward to working with the Committe? in the future on this legislation.

The two bills-before the Subcommittee tod~y reflect the creativity

that has been occurring in the market for the past three years with the

development of collateralized mortgage obligations (CM0's). Each bill

takes a somewhat different approach to the problem that must be addressed.

The National Council suppots elements of both bills and urges the-

Subcommittee'to act favorably on legislation to unfetter MBS from

restrictive tax regulations. We believe it will be possible to do so in a

revenue neutral mrnnner that will benefit all participants in the mortgage

market including homebuyers, builders, and lenders.

Why is it important for savings institutions to be able to have a

wider range of options with respect to MBS? The-answer is that

flexibility, manageability, and liquidity of assets-are crucial to the

successful functioning of these institutions today. The financial crisis

faced by the thrift irkistry was brought on in large part duxe to our

excessive reliance on long-tern, fixed-rate mortgages. These fixed assets
continue 0 stay Qn our books as the cost of ur funds has fluctuated

widely. These.mortgages simply do not lend themselves to the complexities

of today's financial marketplace. Adjust~ble rate mortgages are part of

the answer but they are not the total solution.

-' .
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Furthermore, passage of legislation would increase the opportunities

for savings institutions to increase fee income through the, origination,

saI-r-and servicing of mortgages. It is critical that thrifts insulate

themselves from the interest rate risk associated with portfolio lending..

Background

when the President's Commission on Housing published its report in the

Spring of 1982, it listed several statutory and regulatory problems

contronte d by ms. The report noted:

"mortgage-related securities issued for s~le in the secondary market

currently are disadvantaged from a legal, regulatory, and tax

standpoint in their competition with corporate debt obligations'."

The report recommended several specific regulatory and legislative

actions, and some of these regulatory changes haye, been made: -

____----The allowed "blind pools" which enable

securities to be sold before'the actual mortgages are

made;

-The SEC has allowed "shelf registration" for multiple

issuances of similar lDS; and,

-The Federal Reserve Board has amengded-Regulation to "T"

to allow MBS to be purchased on margin.
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While these regulatory changes have improved the climate for the

development of MBS, tax law, requiring legislative action, still constrains

the process. The bills befofre-oi-today, Mr. Chairmai; follow through on

the recommendations of the Commission's report, and I can say that the

National Council supports this effort.

Passive Management-The Cause of the Problem

The bills before the Subcommittee would establish the statutory

foundation to assure the full development of MBS and assist America's

homebuying public in finding adequate supplies of mortgage credit in the

years to come. Of equal importance, this legislation would enable the

market to supply this capital by enabling 1BS to compete in capital

markets.

The legislation would alter the structure through which 1BS are issued

to allow active management of the cash-flow generated by pools of

mortgages. This is significant because the current treatment of BS under

the grantor trust provision 9 f the Internal Revenue Code requires that

pools be passively man:.ged. -Therefore, the issuer of the se .ri'y must

transmit all payments of interest and repayments of principal on a monthly,

p rata basis to all holders of securities. The grantor trust also

..requires-that-all securities-t-ied-to- a-specific pool of mortgages represent

an equal and undivided share of the assets (the pool of mortgages).
•A

This means that all securities backed by the same pool of mortgages

must have the same term. In the' case of issues backed biy new mortgages

this means a fairly long term. Furthermore, they can offer almost no call

eI
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protection-to-securities holders. That is to say, the investor seeking

long term investments has no assurances that his investment will not prepay

quicker than expected.

When the requl ts of passive management of cash flows are not

followed, the flow of interest is taxed as it goes fro'tbe mortgagor to

the securities issuer and then again when the issuer transmits that

interest to the security holder. This double taxation makes the option of

active management prohibitively expensive. Passive management requirements

restrict the market for MBS to certain institutional investors. The

quality of the fBS as an asset is ;educed for the largest class of

investors, Savings -iAstitutions.

The Importance of Passage of Multiple Class MBS Legislation

The creation of nltiple term MBS would enable the creation of, for

example, two, -five, eight, and fifteen year securities backed by the same

pool of mortga ,es. The shorter term securities wold be ideal investments

for thrifts trying to better match assets and liabilities by garnering

shorter term assets.

The legislation before the Subcomemittee wouid enable mBS issuers to:

-establish multiple classes of securities with short-term

securities' holders receiving principal repayments

before holders Of interim and long-term securitiesi.and

- d

•C
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-provide the long-term investor with increased call protection;

and

-cree~e bond-like investments-with semi-annual payments

of interest and payments of principal at. maturity.

These steps are certain to make it possible for new investors to

purchase, either directly or indirectly, housing-related securities,

thereby expanding the investor pool from the traditional thrift

--ins-tutions that have historically been the major holder of mortgage

pape-r'/. Since the new M58 would attract new investors, opportunities for

origination and servicing income for thrifts-selln4 loans would also be

enhanced. These securities s could be tailored t0 appeal to institutional

investors such as pension funds, bank trust departments, insurance funds as

well as to mutual funds and retail customers. The net result will be the

attraction of new sources of mortgage financing by experienced housing

lenders.

Thrifts could also invest in short-term mortgage-backed securitie s

that would be allowed under these bills. This would help match assets and

liabilities, and, as the percentage of housing-related assets continued to

shift from mortgages to securities, would lend itself to increasingly

sophisticated portfolio management.

As thrifts have found in swapping old mortgages for securities,

securities are more liquid and manageable than the mortgages themselves.

Since a critical feature of the bill from the thrift viewpoint is the
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creation of good, manageable assets, it is important to assure that any new

securities qualify under the tax code for qualified mortgage investments

for thrifts (Section 593 of the Internal Revenue Code).

Thrifts and MWS

Thrift institutions have been the largest single class of investors in

mortgage-backed securities. At the end of 1985, thrifts held-apprgimately

$108 billion of the total $450 billion MBS issued. As I mentioned earlier,

MBS are more flexible assets than whole loans. They provide the thrift

with numerable options such as collateralized borrowings or other financing.-

techniques not readily done with mortgages themselves.

However, due to the tax code's reguir ment of passive management of

cash flows, the mortgage-backed securities have many of the characteristics

of the mortgages themselves, the most important one being the term of the

asset. Since mortgage-backed securities must be paid ofk% 44t mortgages

are retired they are essentially long-term assets. If the expected life

of mortgages in a pool securing securities is, for example, twelve yeaes,

then the mortgage-backed securities are twelve year investments.

In spite of the existing limitations on mortgage-backed securities,

thrifts have been,moving to alter the form of their mortgage investments in

increasing amounts. In 1985, FA and FHLMC issued over $60 billion of

MBS, such of which was devoted to the exchanging of-old, seasoned loans for

securities by-thrift institutions. .
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Why do institutionsconvert (orsecuritize) their mart ae

transaction which does cost money? The answers are thlat-securities can be

sold more quickly and with shallower,discounts than mortgages) they can be

.used as collateral for certain loans; andthey offer asset managers other

options. For a description of several asset based financing options for

thrifts presented by MBS,' please refer to attachment #1.

The! eed for more manageable assets has been brought,.about by

technological, market, and statutory changes that have made Ce flow of

funds to drifts a slkditer-term, less predictable and more expensive

phenomenon. The volatility of interest rates experienced between late '79

and early .'82 has thankfully abated, but we see no one guaranteeing that we

will not experience'siiliar scenarios in the future.

ClO's-Multiple Class mortgage Related Securities

FHLMC's issuance of the first 1O0 two years ago was the initial

development in a series of events in which investors have acquired the

rights to the cash flows generated by various forms of installment debt.

Car loans, commercial real estate loans, and even credit card debt are s

of the loans that have been securitized. Fundamentally, all these

transactions are the same Loans are pooled in numbers sufficient to

minimize risk-to the investor; warranties are made as to the quality and

characteristics of the collateral, with some sort of pool inpjrance to back

it up;,and cash flows from the olliteral are'altered to suite the needs of
the investor. The changes in cash flow could be the creation of quarterly

or semi-annual payments from loans that are paid monthly, for example.
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The benefits of active management have been demonstrated by the,

development of Q40s. O40's offer investors a yar-oety of maturities in p o

single issue s6 that the life of their investment is not totally dependent

on the prepayment chara teristics of the pool of mortgages. They have the

major advantage of appenzing to investors that might not be interested in

the usual mortgage security, which is limited to one fairly long-term

maturity. In addition, it is possible to offer investors quarterly or

semi-annual payments, zero coupon bonds, and other important features.

CO From The Thri tPerspectlve

The 040 relatively new instrument that allows savings

institute ns to liquidate below market rate mortgages without having to

record a loss to net worth. The flexibility of the CH0 allows the

irstitution to tailor,its mortgage related debt to appeal to a wide

spectrum of investors. In 1985, thrifts were the largest class of CO

issuers. In te-past year and a half, conduits have been established that

enable even small institutions to participate in O40 programs: Thrift"

issuance of O's is expected to continue for the reasons I outlined below.

he 040 is a multiple term mortgage-backed bond that enables the

issuer to use a positively-sloped yield curve to seek the most

cost-effective means of raising funds. using a pool of Mortgages or

mortgage-backed securities as the source of a cash flow, the issuergf-the

040 can offer investors bond-like instruments with a variety of maturities.
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Since a 00 creates a variety of maturities of debt, it can be

structured to take advantage of the shape of the yield curve, with more

debt)eidg carried in the lower cost maturity raziges." in an environment in'

which the yield curve is upward sloping, this will reduce the overall cost

of financing mortgage product. This is because the value of a mortgage is

calculated on the assumption that it is 12 ears in maturity, using a

fairly new mortgage; for instance. By enabling shorter term (and cheaper)

debt to be funded by those long-term mortgages, substantial savings can be

realized.

The C10 represents the most efficient use of mortgage collateral in a

way that offers maturity flexibility to the thrift. it mtche seasoned
long-term assets with intermediate term liabilities,-thus reducing'the

maturity gap that plagues most thrifts.

An institution-issuing a CW must meet the guidelines established by

the rating agencies in order, to acquire a Triple A rating. The T iple A

rating not only lowers the borrowing costs, it has become a standard rating

for publicly issued C(Os. Any institution, regardless of its health, can

get this high rating if it follows the agencies' instructions.

Upon the issuance of the CM1s, the -proceeds are remitted to the

issuing institution, with the ongoing cash flows generated by the
collateral'going to the investors.

There are a number'of potential uses for a 010. Among other things,

the 0C0 can offer an institution the opportunity to:

/

I %
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-Liquefy underwater -mortgages without having to-record

the loss that would occur if those loans were sold;
f Jr

-Lower the cost of funds by borrowing on the basis of

mortgage collateral in an efficient wayi

-Supplement sources-of funds and move away from

dependence on retail deposits;

-Arbitrage against a positively sloped yield curve by

converting idle mortgages into short term borrowings

and investing the proceeds in high-yield marketable

4pssets; and

-Extend the term of its liabilities since the (01 offers

long-term borrowing opportunities that otherwise might

not be available.

Participation of F~@i, FHLMC, and GNM& in Multiple Term lIS

While both these bills would authorize mltiple class mortgae-backed

securities in different ways, they are both consistent in allowing the

federal secondary market agencies, lINA, FHLMC, and GNMA, to participate in

'the programs. The Council supports this approach'as consistent with the

experience garnered in the marketplace. The vast majority of CMO's issued

to date employ the collateral of these agencies' secifrities. The activity
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of the agencies in the markewould bolster liquidity, innovation, and the

rapid development of a broad-market7 including the ultimate development of

.. private qjtiple class pass through;

Liquidity: Liquidity in the mortgage-backed securitiesmarket is

predicated on a~rie volume of similar products, with a continuing

production of similar securities. It is a market where the blooming of a

thousand flowers may thwart a truly.liquid market. ithout liquidity for

these securities, one of the primary goals" of the legislation, tailoring

securities to better meet the needs of investors, will not be met.

Innovation. By allowing the three secondary market agencies to

participate in these loan programs, the period of innovation and product

development will be allowed to occur in the most favorable eiiiironment.

Since Fannie Mae decided to jump into the MBS business in 1981, market

participants have viewed an intense and imaginative competition between

Fannie Mae and Freddie Mac. The beneficiaries of this creative struggle

have been homebuyers, builders and lenders. By enabling these entities to

employ their market experience in this new area will establish an

invalu~ble"laboratory environment. As private issuers have benefited from

the pioneering of FNMA and FHLMC MBS in the past, we can only assume tIey

would similarly benefit from future involvement.

Rapid Development of a Broad Market: With the market recognition and

federal support for the agencies and their securities, broad investor

acceptance of these new instruments will be enhanced, and, in fact, may be

essential. Once again, we must point out that private issuers of these
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securities will benefit from having agency securities in the market. They-_

will -be -able to structure deals in.similar formats, and will be priced off

of the agency securities. -

Another development that would result in the-agency participation

would be the development of standards to assure that no disasters could

occur -that have with respect to some privately issued, unrated MBS in the

past year and a half.

To provide a framework for considering the involvement of the

secondary market agencies, we will propose two opposite hypothess and see

where they lead us. The first is that the'market would not accept totally

private MBS backed by whole loans. If the agencies are excluded, the

danger is that passage of this legislation may be an academic exercise.

On the other hand, where are we if the private multiple class MBS

markets thrive'and the agencies are excluded. where does that leave the

agencies, and all the rest of the participants in the mortgage markets?

First, lets lobk at FNMA. If Fannie Mae could not compete with private

firms with its plain vanilla, passive management MBS it would be severely

limited in its ability to be a creative force in the market, and more

importantly, to survive. Such a scenario would leave FNMh only in the MBS

business for providing collateral for CMO's and financing options discussed ii

in attachment #1. - This is a finite market and will restrict FNhAls ab4.lity

to garner fee income significantly.
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In order to compete for new mortgage business, it would ave to

Approach this as a portfolio lender. Since it would be competing with the

likes of multiple class securities which would require lower yields, it

would be placing less than favorable assets in its portfolio. Regardless

of the qudity of these assets, putting FtM back into the mode of a

portfolio lender exposes it to interest-rate.risk, since it will have to

fund the purchase of these fixed rate assets with floating rate debt. In

fact, the department of HD which is responsible for some of the government

oversight of the agency, has been encouraging FNKA to leave the portfolio

business. Of course, this is a message that need not even be delivered,

since the current FNMA management has been wisely decreasing emphasis on

portfolio lending and attempting to increase fee income. The issuance of

multiple class MBS is an ideal source of this -fee income. The same

arguments about portfolio lending holds for the thrift industry, and we

will address that point later in our statement.

By putting FNMA in a risky situation, you not only place the Treasury

in risk of tremendous exposure, but you threaten a catastrophe in our

financial markets of monumental proportions. All holders of existing FNMA

MBS, debentures, notes and stock would be damaged, and the fraternity of

these investors now extends around the world.

FHI{MC would also be, placed in a w eakened position should these bills

exclude them and spawn an overnight development in an 9therwise latent

private MBS market. MAC would be relegated to simply swapping.
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Other Observations on the Legislation

The Council has not developed policy on the ability of non-mortgage

assets "such as those contemplated in S. 1978 to be included in multiple

class securities.

We-are somewhat concerned about what appears to be onerous reporting

requirements for issuers of CMO's as presented in S. 1959. Such

requirements would drive up the overall costs of these borrowings for

thrifts issuing CMO's.

The Multiple Class MBS and the Thrift Asset Test

Another critical issue facing the .thrift industry is the question of a

thrift assets test. While this is an issue that has found its way into

deliberations on banking bills, S. 1978 and S. 1959 have a direct bearing

on the wisdom of a requirement that a statutorily proscribed class of

assets be held.

If thrifts will be required by law to hold a Significant portion of

their assets' in mortgages, then it is probably self-defeating public policy

to expand the potential investor universe in mortgage-related products as

embodied in these bills; By making mortgage-backed securities mo'e

.attractive investments for pension funds, commercial banks, insurance

companies and international investors, you will inevitably lower tM e

yields on those assets to be held by thrifts. So, you can have a thrift
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asset estad make it work only by making.the thrifts the only government-
sanctioned or supported mortgage investors. Passage of these bills would(

fly in the face of an assets test.

While the Council supports the bills before the Subcommittee today, we

strongly oppose the so-called thrift assets test.

Underwriting of MBS for Depository Institutions

I would now like to focus on another concern of ours with this

legislation. Although it is aldo nOt within the jurisdiction of this

Committee. I am referring to the need for clarification of the authority

for depository institutions to underwrite and deal in mortgage-backed

securities. The legislation willmakeiteasier for mortgage-backed

securities to function in today's capital markets. However, it has a

one-sided approach, i.e., making Jt easier for the investment banking

community to operate in the mortgage'marlket without enabling the nation's

traditional suppliers of mortgage credit to compete in that market.

Allowing thrifts to underwrite these securities would also open up an

important new source of business for the community-based savings

institutions. By allowing thrifts to market securities without going

through a third party-the investment banker-the flow of funds would be

more' efficient and less costly. Some of our members have been considering

for some time the possibility of packaging mortgage loans that they

originate and selling shares in these mortgage to depositors and other

local customers. In fact, the Boston Five Cents Savings Bank markets

$1,000 participations in MiA MIS to its depositors with great success.

Savings institutions would be tailoring investments to the needs of

our savers while also meeting the heeds of our borrowers. If they were

allowed to do the issvin apd underwriting, major costs could be eliminated

and passed on to consumers. Removing an expensive middleman in this

operation could in some instances benefit mortgage borrowers and small -
sosavers ,eho invest in the mortgage-related securities. -
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• "' Attachment I

Several Asset- ased Thrift Financings'Employing MBS

The CMO represents one particular device to liquidate existing

mortgage produce to acquire funds for alternative investments. There are

almost a dozen alternative approaches employing mortgage product to access
0 .

the wholesale funds market or reduce an institution's asset-liability

maturity gap.* Three alternative methods, Mortgage-Backed Bonds,

Collateralized Commercial Paper and Controlled Preferred Stock, will be

analyzed briefly to underscore the fact that a CMO is but one of several

possibilities. -o /

Mortgage-Backed Bonds

Mortgage-backed bonds are debt instruments collateralized by

mortgages, Treasury securities, or mortgage-backed securities. They

feature semi-annual payments of. interest with principal payment at

.maturity, similar to government or corporate bonds. The amount of the

collateral is adjusted periodically to maintain a constant market value.

Like O0s, mortgage-backed bonds are structured to receive the highest

rating from the rating agencies which may require the exchange of mortgages

for Treasuries or agency securities, or overcollateralization of the

mortgages.

L
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Mortgage-backed bonds usually have a maturity of" seven .o ten years

(comparable to the middle trenches of a 0(O) and can serve to reduce the

maturity gap of the thrift. Mortgage-backed bonds are familiar in foreign

markets allowing the thrift to sell abroad when rate differentials offer a

cost saving from doing so.

The disadvantage to this alternative isthat the bond is priced at a

single point of yield cbrve, not a various points as with the C0. In

addition, investors prefer the greater call protection of a C00. Finally,

since the amount of the collateral must be adjusted to reflect its market

value, a sharp upswing in interest rates would force an institutionfto.

commit a growing volume of assets to support the bond.

Collatecalized Coidmercial Paper

Collateralized commercial paper is a structured borrowing that allows

thrifts, to fund mortgage holdings tifrough short-term borrowings. Mortgage

collateral is pledged against the issue of commercial paper with maturities

of from one day to 270 days, at rates considerably below those available,

from sources of similar maturity, including the advances of the Federal

Home LoanaBank System. For example, the all-in financing'cost of a

collateralized commercial paper issue in 1984 averaged 10.67 percent, as

opposed to the average coot of FiH advances of 10.88 percent.
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There are two drawbacks to collaterblized couercia'l paper issues.

The first is degree.of overcollateralization. The thrift must pledge up to

200 percent of the face value of the commercial paper in mortgage

collateral to secure the rating that will enable it to minimize its costs.

As in the case of the mortgage-backed bond, this substantially reduces the

attractiveness of the instrument save in those'cases here the collateral

mortgages cannot be used in other ways. Second, the short term nature of

commercial paper means that it does little to improve the maturity gap at

most thrifts, and may increase the exposure of the institution to interest

rate swings.

Controlled Preferred Stock

Preferred stock issues hold several of the same attractions to savings

institutions as do CMOs. They offer an option for the liquidation of

low-yielding mortgages without recognizing a loss. As with CMOs, the

mortgage collateral is the primary feature in determining the rating for -

the preferred stock of the subsidiary issuer.

Controlled preferred stock is a-financing device that uses the tax

system to arbitrage between issuers looking for a lca cost source of funds

and buyers seeking some degree of income shelter. The stock can be used by

either mutual or stock institutions, as the mtual can organize a financing

subsidiary whose pur is to issue the stock against mortgage collateral

transferred from the rent._
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To issue controlled peefe red stock the institution establishes a

finance pibsidiary-iftffr directly or through a service corporation. The

insti)t6tion purchases all the common stock of the newly established

coE/oration with mortgages, mortgage-backedsecurities, or other assets

//that would be-appropriate collateral for the issuance of the preferred

stock. The finance subsidiary then issues preferred stock backed by the

7 mortgages or mortgage-backed securities. The rate of payment of.dividends

can be fixed Qr adjustable.

These stock issuances are attractive to thrifts because corporate

investors are exempt from taxes on 85% of th dividends of preferred stock.

Therefore ihe..nio l rate on-sqdh'an investment can be much lower than the
'N rate on other comparable investments, and still be competitive on an

after-tax bpsis.

For instance, assume an institution offered a C0 to investors at 14

percent. Even aftef deducting the interest payments on the CO from

taxable income, the cost of funds is still quite high. The after tax yield

to the corporate investor paying the 46 percent corporate tax rate w11 be

7.56 percent. With the intercorporate dividend exclusion, that same

institution can-offer preferred stock of comparable dura~on to the 0O0,

and the same corporate investor would require a yield of only 8.12 percent

to net the same after-tax yield on the investment.

Since the preferred stock is priced near tax-exempt levels, it

provides interesting options. However, preferred stock can only work for

institutions with unused net operating losses "(NOLs). NOLs are necessary

because the dividend paymen_ s to holders of preferred stock are not

deductible, as would be the interest payments on mortgage-backed debt,

4J
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STATEMENT OF PETER 8. HARKINS, SENIOR VICE PRESIDENT,
REAL ESTATE FINANCE DIVISION, NATIONAL ASSOCIATION OF
REALTORS, WASHINGTON, DC
Mr. HARKINS. Thank you, Mr. Chairman. My name is Peter B.

Harkins, and I an senior vice president of the Real Estate Finance
Division for the National Association of Realtors. And on behalf of

_ ore lhan 700,000 members of the association, I want to thank
(you. for the opportunity to appear here today in support of legisla-

tion to clarify the tax treatment of multiple class mortgage-backed
securities. I algo would like to digress just for a moment to tell you
that, a little, more than 2 years ago, I was the staff director of the
Senate Housing Subcommittee, and I make that point only by way
of drawing the analogy between what you are 'doing here'today to
clarify and update the tax laws and the attempt by the Senate and
of course the Congress to update the securities and financial insti-'
tution investment laws under the Secondary Mortgage Market En-
hancement Act. There is an important direct correlation in trying
to bring these bodies of statute into line to make the issuance of
multiple class securities and mortgage-backed securities generally
mote efficient in the marketplace.

The National Association of Realtors has consistently supported
the development of mortgage-related securities designed to attract
in. estment in real estate. In addition, the association supports the
clarification of current tax laws and particurly the grantor trust
rules-which would permit the developmetand isuance of multi,
ple class securities without incu treatment as an actively,
managed trust. Last October e national association joined in a
letter, along with several ot er housing and finance trade groups,
encouraging the introductio of this legislation that you are consid-
ering today. We applaud th need of thq focus of this hearing and,
of course, believe that- the 'wo bills give a range of approaches
toward solving problems that have been identified.

As you kpow, the secondary mortgage market has become in-
creasingly important .for the development of mortgage capital in
the marketplace. BV purchasing mortgages from loan originators,
pooling them .in securities, backed by these mortgages, and selling
the securities to investors, the secondary mortgage market provides
a continual source-of housing credit-and an ever-expanding one, I
might note-which has provided home wnershi opportunity for
literally thousands of Americans. Not only does the secondary
market provide a liquidity tool for mortgage originators, but can be
used by lenders. o restructure their portfolios and contributes to
reduced interest rates, thus benefiting-and, of course, this is the
ultimate purpose-the home buying public. The secondary market
has grown at an outstanding rate. The total amount of outstanding
publicly issued mortgage-backed securities has grown from $110 bil-
lion in 980to over $t75-Iiiion- e enId Of-u85,atruly a9-
tounding figure..

Clearly, the secondary ma ket has become a significant player in
the financial credit markets. Unfortunately, the tax laws which
govern the operation of this market have not beeni updated t16r-
flect its phenomenal growth. It seems irok~ that a major segment
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of this huge market attempts to operate largely on trust laWs writ-
ten to govern family trusts.

A great deal has been done, however, to remove legal and regula-
* tory barriers, and I have mentioned that through the passage of
the Secondary Mortgage Market_ Enhancement Act. Giant strides

* therefore have been taken toward improving investor acceptance of
mortgages as competitive investments and also fostered the en-
trance of the private sector into the secondary marketplace. Not-
withstanding the importance of legislative improvements, the mar- "_
ketplace has itself been creative in nurturing the growth and'-at-
tractiveness of the market. For example, Freddie Mac's innovative
invention of the CMO is a prime new contributor to bringing more

.'capital because the traditional mortgage-backed pass through secu-
rity-provides investor with little or no call 'protection, that is pro-
tection against prepayment of principal. The CMO provides inves-
tors with different maturity classes to select from and a more guar-
anteed-nqt entirely-but certainly a more guaranteed flow of
income responsive to their investment needs. .The CMO has been
especially instrumental in helping to attract pension fund investors
to this marketplace.

To be qure, these improvements have made a significant positive
'mark on housing. However, there are still the impediments which
you are addressing today, which remain to be eliminated. The tax
law governing the secondary mortgage market are not flexible
enough to fit the unique character of all mortgage-related securi-
ties. As a matter of policy-and this is something, as a matter of
fact, Mr. Chairman,,.my committee of the association has been con-
sidering-we prefer S. 1959 for all the reasons that have been
stated here, by previous witnesses.

I want to close with one final thought, that we are part"d-4 aily
concerned*that the bill not be prohibited-or thatthe benefits of
the bill-not- be prohibited to the federally chartered mbrtgage
agencies. We believe they playva uniquely important role in the
marketplace and should enjoy the same benefits that all other issu--
ers enjoy as well. hank you very much. /

Senator CHAFEE:. Thank you; Mr. Harkins.
Ms. Petprs. -
[The prepared s tement of Mr. Harkins follows:]

iJ
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STATEkENT OF
PETER B. HARKINS
ON BEHALF OF THE

NATIONAL ASSOCIATION OF REALTORSO
BEFORE THE

SUBCOMITTEE ON TAXATION AND DEBT MANAGEMENT
SENATE FINANCE COHITTEE

JANUARY 31, 1986

Mr. Chairman, my name is Peter B. Harkins, and I am Senior Vice President

of Real Estate Finance for the NATIONAL ASSOCIATION OF REALTORS*. On 6ebalf

of the more than 700,000 members of the ASSOCIATION, I want to thank you for

the opportunity to express our views on pending legislation which would

clarify the tax treatment of multiple-classed mortgage-backed securities.

The NATIO A--ASSOCIATION OF REALTORSO has consistently supported the

development of mortgage-related securities designed to attract investment in

housing.' n edition, the ASSOCIATION supports the clarification of current

taxk laws, In pIrticular, the grantor trust rules, which would: permit the

development ant issuance of multiple-classed mortgage-backed securities

without incurr ng tax treatment as an actively managed trust.

, Last Octoer the NATIONL ASSOCIATION OF REALTORSO signed a letter, along

with several o her housing and finance trade groups, encouraging the

Introduction o 'legislation designed to'maka these tax law clarifications'. We

*-are-eepeoially pllased- that you and Senator Cranston have introduced such

legislation, and Hr. Chairman I applaud you and members of your subcommittee

for considering this issue early in this session of Congress." This hearing

provides a sorely-needed fo on a subject which is a crucial part of the

future housing finance system. .

As youvknow, the secondary mortgage rket has become increasingly

important to the development of mortgage capital in the marketplace. By

purchasing mortgages from loan originators, pooling them into securities
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backed by those mortgages, and selling the securities to investors, the
/

secondary mortgage market provides a continual source of housing finance which
. J/

has provided homeownership opportunities for thousands of Americans.

Not only does the secondary.market provide a liquidity tool for mortgage-

originators, but it can also be used by leaders seeking to restructure their

-. ---port o los. And, of significant value, the secondary mortgage market

contr:oiutes to reduced interest rates, thus benefiting the homebuying.public.

Because of the success in attracting investors to mortgage-related

securities, the secondary mortgage market has grown at an outstanding rate.

Over the past'five yeais, for example, the~total amount of outstanding

publicly-issued mortgage-backed securities has grown from $110 billion in 1980

to over $375 billion as of the end.of 1985.

As you pointed out in your introductory statement, Mr. Chairman, this

amount approaches the total outstanding publicly-issued corporate securities,

which, in 1984, was a little over 400 billion." Clearly, the secondary market

has becomea-sitnificant player in the financial add credit markets.

Unfortunately, the tax laws which govern the operation of this mArket have not

been updated to reflect-its phenomenal growth. -

A great deal has been done; however, to remove legal and

resgulatory3barriers which have previously stifled the growth and development

of the secondary mortgage market, as well as its ability to compete with other

investment instruments in the marketplace., The Secondary Mortgage Market

Enhan ement Act, adopted by Congress in 1984, for example, made giant strides

towd improving investor acceptance of mortgages as competitive investments

and/also fostered the entrance of the private sector into the secondary

-4---_
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mortgage marketplace. The 'NATIONAL ASSOCIATION OF REALTORS* strongly

supported this legislation, and we are pleased to tee its provisions operating

positively in the marketplace today.

Notwithstanding the importance of legislative improvements, the

marketplace has also taken creative steps to nurture the growth abd

attractiveness of the secondary market. For example, Freddie Hac's innovative

invention of the CHO, collateral ized mortgage obligation, made a valuable

contribution to the marketplace. Whereas the traditional mortgage-backed

passthrough security provides investors with little or no "call protection",

the CHO provides investors with different maturity classes to select from,

depending on their investment needs. Therefore, short-term investors can

select a class which will provide a certainty,of short-term maturity, and

those seeking a medium-term investment can also be served.

To be sure these improvements have made a significant positive mark on

housing. However, there are some impediments, principally in the tax area,

which still remain to be eliminated. The tax laws governing the secondary

mortgage market are vague and do not- fit the unique character of

mortgage-related securities. As you know, the grantor trust rules were

written with family trusts in mind, not mortgage-related securities.

Although existing tax law permits the issuance of the CHO, the Treasury

Department has ruled that a multiple-classed mortgage-backed security violates

the passive requirement under the grantor trust rules. Under -this ruling,

both the issuer and the investor would be taxed. Despite the excellent

performance of mortgage-relatsed securities, this "double taxation" would

certainly reduce the financial benefits, and thus, investor interest in these

inst ruments.
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The collateralized mortgage obligation continues to be an outstapding

instrument which has attricted many new sources of investors In housing.

However, clarification of the tax lavs to permit a multiple-classed

mortgage-backe securityy issuance under the grantor trust rules would) he

next logical step toward promoting efficiency in the secondary market, and

there are distinct advantages to utilizing the grantor trust scheme:

* For example, in a trust arrangement, the issuer does not

need to retain an equity interest in the mortgages, and

thus the issuer avoids a myriad of 'legal burdens because.

once again, the law is ambiguous as to whether the issuer

is required to retain this equity interest;

* The financial transaction can be classified as a sale of

assets, rather than a sale of debt, which--means that' the

transaction doesn't need to be listed asla liability on a

financial entity's balance sheet; and

* Although CMOs are certainly mortgage-related, sigpe they

are backed by jools of mortgages, they are not classified

as such under current IRS rules which require a thrift

institution to invest at least. 60 percent of its assets

in mortgages and mortgage-related investments. Under a

grantor, trust format, multiple-classed mortgage-backed

securities woid qualify as a mortgage investment.

Removing this obstacle would provide the opportunity for

more thrift institutions to invest in these instruments.

59-042 0 86 -'9
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Another tax issue which needs-to be addressed involves the calculation of

original issue discount (OD) on multiple-classed,mortgage-backed securities,

which would be permitted if the 8rantor trust ruilds were clarified. Because

of the prepayment character of mortgages, ho normal method of calculating

.OID, the constant yield method, simply is not an accurate mechanism for these

mortgage securities. If the constant yield method is used, there is a strong

likelihood-that both investors and issuers will be either over- or under-

taxed, and we believe that everyone's interests will be better served when

this specific problem is resolved.-

Hr. Chairman, we are convinced that the enactment of legislation which

would clarify these inappropriate and anachronistic tax rules would be of

significant benefit to the housing and finance industries. And, because

healthy housing and finance industries also promote the health of.other

related industries, we believe that a broader spectrum of interests will also

benefit from these changes.

By eliminating the ambiguity' and confusion which act as inefficiencies in

the marketplace, more investors will be attracted to these inivestments, thus

broadening the pool of available mortgage finance. This additional investment,

will 'also reduceb the cost of mortgage credit. Although we do not yet have any

data to indicate what the actual reduction in interest rates would be if

clarifying legislation was adopted, we do know that our analysis has

demonstrated the positive effect of the 'CHOs on the mortgage market. Some

estimates of the benefits of CHOs have ranged anywhere from 25 jo 89 basis
7

points. Our studies indicate that CMOs have narrowed the spread between the
/

monthly yield on conventional mortgages and the monthly yield on 10-year

treasury securities by more than 30 bases points.
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We think that the development of a marketable multiple-classed

mortgaie-hacked security will have a similar positive effect on the mortgage

market, and we are in the process of analyzi'dg what these benefits would 4ean

ir re-rs-o-the mortgage interest rate. As soon as these economic analyses

are completed, Mr. Chairman, we will be happy, to share them with you and the

members of your Subcommittee.

Because of the significant impact that the secondary mortgage market has

on the housing, finance, and credit markets, in general, Mr. Chairman, we

strongly believe that now is the time to 'clean-up", these tax provisions which

so greatly affect its efficient operation, and thus, its attractiveness to

investors. We are concerned about kebping the investment community $n "limbo"

any longer with regard to the tax liability nature of mortgage-backed

securities. Such clarifying legislation will benefit all interested

parties--mortgage originators, portfolio lenders, homebuilders, REALTORS@,

potential homebuyers, and investors.

It Is-also our opinion that both the private sector secondary mortgage

market entities, as well asIthe quasi-government al entities like Fannie Mae

and Freddie Mac, should be active participants in any improved market as a

result of adopt ion of clarifying tax legislation. We do not believe that any

rationalizing tax legislation that is adopted should benefit only a certain

class of mortgage-backed securities issuers.

Hr. Chairman, we recommend and hope that this subcommittee will adopt

legislation to rationalize the existing tax laws which affect the secondary

mortgage market.

I appreciate the opportunity to express our views, and will be happy to

answer your questions.

Thank you.
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S TEMENT OF HELEN PETERS, PRESIDENT AND CHIEF EXECU-
IVE OFFICER, FINANCIAL STRATEGIES, SECURITY PACIFIC

NATIONAL BANK, NEW YORK, NY
Ms. PETERS. Thank you, Mr. Chairman. My name is Helen F.

Peters. I am president of Security Pacific Financial Strategies, Inc.,
a subsidiary of 'Security, Pacific National Bank. I am testifying
today on behalf of SecurityPacific Corp. and its subsidiaries. These
include Security Pacific Financial Strategies as well as the mort-
gage banking subsidiary, capital markets group, and the bank
itself.

My distinguished colleagues on this and previous panels have
made several points which highlight the many advantages to the

-fin~n-ial services industry and to the consumer that would ensue
from the development of multiclass passthrough securities. I sup-
port these conclusions and including those that relate to Fannie
Mae and Freddie Moc and other entities involved in these securi-
ties; but I would also like to addtwo additional points that have
not been covered by the speakers today. These come from two per-
spectives. The first is taken from the perspective of Security Pacific
Bank, the seventh largest bank holding company and a holder ofmany of the assets that are discussed in the bills today.
-And the-second perspective from one who has been trained as an

academic, has worked on Wall Street, and as a regulator, and it
buys its pension funds. U.S. and domestic corporations, thrifts in-
cluded, on risk reduction and perhaps looks at some of these points
from a different angle.

Security Pacific Corp. is an originator of commercial loans, real
estate loans, farm and agricultural loans, consumer loans, and stu-
dent loans. Seventy percent of Security Pacific's assets are interest
sensitive. One of the.greatest risks that Security Pacific and other
banks face is interest rate risk, which is created by funding long-
term assets for short-term borrowings, One of the ways the bank
mitigates this risk is through loan sales. Security Pacific aggres-
sively used loan sales, particulary about $1 billion in the last 3
years-each year for the last 3 years-and strongly believes that a
broader variety of mechanisms to tap the needs of a more diverse
group of investors will enable the bank to better manage its portfo-
lio, sell off assets where appropriate, without the concern of not
capturing true value in the sales price due to illiquidity in the
market at a point in time or with a certain group of investors.

The second point I would like to make-and this one dQes come
from the perspective of someone who works in risk reduction and
has advised clients both on purchasing mortgages or mortgage-
backed assets, as well as when mortgage assets do not meet their
asset and liability needs-I contend there is also a hidden benefit
to this bill-that if it is passed, or these bills are passed, they
would help develop a better understanding of the mortgage market
and the underlying assets. The mortgage market is the fastest
growing market, as distinguished by the presence of so many Wall
Streetpple here, but unfortunately, it is the least understood in
the capital markets. It has come a long way from mispricing assets
with 12-year life and FHA experience, but there is more to learn.
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The reason that I would contend that these markets, both the
mortgage market and the consumer receivable market, are not, well

-understood is that institutions, the holders and originators, do not-
track the characteristics of their portfolio-and review the history of
prepayments and defaults, and how they have operated over differ-
ent environments. This is due to antiquated computer systems that
were better made for tracking principal and interest than tracking
value, and due to lack of incentives to review a portfolio and a buy-
in hold in an environment where one does not market assets, but
for gap aid regulatory accounting, uses book value. The growth of
asset sales in general has encouraged institutions to take a better
look at their portfolio, but multiclass pass through securities goes
further and puts a premium on analyzing true worth of expected
cash flows and structure them into appropriate apset classes. Of
course, those- who are most diligent-will reap the most rewards, but
the industry as a whole will benefit from examples learned from its

-more prudent brethren. In the final analysis, whether an institu-
tionactively uses these instruments or .uses' them as benchmarks to
effectively monitor their current or future asset holdings, we all
benefit from safer, sounder, and more astute decisions in our finan-
cial institutions.

Mr. Chairman, thank you.
SenatorCHAFEE. Thank you, Ms. Peters.
[The prepared statement of Ms. Peters follows:]
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My name is Helen F. Peters. I am President of Security Pacific

Financial Strategies, Inc.

-I am testifying today on behalf of Security Pacific Corporation

and its subsidiaries. These include its Mortgage Banking subsidiary,

its Capital Markets Group, and the Bank itself.

Security Pacific Financial Strategies, Inc. (SPFSI) advises

domestic add international corporations, institutional investors,

pension funds, and asset originators in the optimal management 'of

broad-based asset portfolips. This advice utilizes applied mathematics

and high-speed computer analytics in a variety of areas, including

portfolio evaluation, securitization, hedging, and arbitrage. Sqcurity

Pacifi6's numerous trading units rely- on the expertise apd various

proprietary products developed by SPFSI.

------- ------------------------------

Dr. -Peters holds an A.B. Degree-in °--Economics' from the
.University of Pennsylvania, an M.A. in Statistics and a Ph.D. from
the Wharton School of the University of Pennsylvania. Prior to
joi~.ng Security Pacific, Dr. Peters was Vice President and Group
Manager 1bf the Debt Strategy Group at Merrill Lynch, an economist
and manager of the Research Department of the Federal Reserve Bank
ok Philadelphia, and Assistant Vice President O r the Investment
Department of theft Philadelphia SAvings Fund Society. Dr. Peters
serves on the boards of many professional and public interest
groups, including the Federal Savings and Loan Advisory Council and
the Center for Real Estate and Urban Economics at the University of
California at Berkeley.
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SPFSI has expertise in mortgage and other asset analytics,- and it

advises its clients in the optimal use of mortgages. - SPFSI has

developed programs for portfolio dedication and bond immunization

strategies, and products that facilitate thrift-to-thrift,

thrift-to-agency, and thrift-to-Wall Street transactions. SPFSI advises

-municipalities, pension funds, and other institutional investors in the

efficient use of mortgages when appropriate. However, SPFSI recognizes

that many investment- goals may not be met by mortgage assets.

Our Denver, Colorado based mortgage banking subsidiary, Selcurity

Pacific Mortgage Corporation, annually originates more than :$1 billion

of mortgage loans and was the largest issuer of GNMA Securities in

1984.

Our Capital' Markets Group, which includes Security Pacific
o Financial Strategies, Inc. has become a significant factor io

international investment banking, stockbroking, and market-making. Our

Londoo presence includes partial ownership in John Govett & Zo. Ltd. -

an investment management firm, as well as a minority interest in Hoare

Govett, Ltd. a brokerage house. This will increase, to a majority

interest as London's financial deregulation continues.

Over the last decade, I have conducted extensive research in the

area of Mortgage-Backed Securities. Six years ago, my paper entitled

the. "Misuse of FHA Experience" pioneered the application of the now

widely-used CPR prepayment statistic to mortgage p-rtfolio research and

pricing. A study completed for the Federal Home Loan Mortgage

Corporation, Freddie Mac, Is the only comprehensive tr atment of the

prepayment and default experience of conventional mortgage loans. This

study has'been used by Freddie Mac to determine the risk/profitability

3



261 .

trade-offs of its CMO issues. The Federal Reserve Bank of Philadelphia

and Freddie Mac have published my research.

I am here toay to voice my support for 2 pieces of legislation.

The first, S. 1978, is efitit" Cthe "Recovery Act for Mortgage and
Other Asset-Backea Securities," and was introduced by Senators Cranston

(D-CA) and D'Amato (R-NY) The second, S. 1959, wase.introduced bye,

Senator Chafes (R-RI), and is called the "Secondary Market Tax-,

Amendments of 1986."

These two acts wo~ild simplify and clarify several long standing

taxation questions which presently plague the- Mortgage-Backed

Securities Market. The resolution of these questions will permit the

issuance of multiple class mortgage pass-throughs in a way that will

offir investors a choice of maturities with less uncertainty about the

prepayment characteristics of the underlying mortgages.

This, in turn, will enable issuers to sell mortgage assets at

higher prices, orlower yields, than currently available. Homebuyers
11 benefit as they ? ceive lover home mortgage rates as a direct

res of the more favorable secondary market pricing.

I ould like to devote my remaining testimony to explain how the

Jmactment 'Qf S., 1978 and S. 1959 will benefit issuers -of mortgages and

other assets, as well as homebuyers and consumers.

Benefits to Banks: Asset Sales and Net lAterest Margin Manaaement

The Security Pacific Corporation is quite proud of its record in

domestic net interest margin management. While" rates have plummeted

over the past 5 years, our own margin, or profit, has been quite stable

/f
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at about 4%. The Corporation achieved this stability through the

careful and prudent management of the risks inherent in its loan.

portfolio. This portfolio includes:

o Commercial Loans
o Real Estate Loans

i o Farm & Agricultural Loans j'
o Consumer Loans ...
o Student Loans
o Auto Loans

One of the greatest risks that Security Pacific faces is interest

rate risk. This is created by the funding of relatively long-term

fixed rate assets by sborter-term deposits and borrowings.

Approximately 70% of our rate insensitive assets are held in the form

of real estate, consumer, and auto loans. Security Pacific manages the

risk of thes& holdings partly by relying upon asset sales. In each of

the last 3 years, Security Pacific has sold roughly $1. billion of real

estate loans. These loans sales, to investors, improve our

profitability 4 different ways.

First, loan sales' reduce the bank's portfolio risk to interest

rate swings, by improving the maturity match of its assets and

liabilities- Second, loan sales increase the bank's liquidity by

quickly conve ing loans into cash. Third, loan sales permit the bank

to raise and' impro its capital asset ratio. By the end of 1984, our

primary capital ratio stood at 6.24 percent, well above the regulator's

"minimum capital ad quacy targets. Finally, loan "sales boost our income

y increasing ou\ fese from -the origination, securitization, and

servicing of loans. For example, between 1980 and 1984, real estate,

consumer loan and mortgage servicing fees rose approximately 29%.

Clearly the legislation before the committee, which would facilitate

loan sales, benefits Security Pacific a's well as other banks.
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Security Pacific strongly believes that S. 1959 and S. 1978 will

benefit the corporation's efforts to maximize the return on its assets

and serve our customers.. In particular, if S. 1978 were enacted we

would be more able to securitize and sell i of the loans in our

portfolio. If S. 1959 were enacted we would be encouraged to

securitize and sell the Xal qjs.jLn assets in our portfolio. In either

case, the multi-class structure would facilitate the issuance of such

securities.

The reason for this is simple. Multi-claps struck es remove

much of the investor uncertainty with expected future prepayment

patterns, and .therefore the return, from- securitized assets. If both

S. 1978 and S. 1959 were enacted, SPFSI will apply our expertise in

rgal estate assets to auto loan and credit card receivables to better

structure these various types, of assets for both SeCurity Pacific and

our other clients.

Benefits to Banks: Consistent with Call Report Revisions

Let me explain how this both benefits the bank and our other,

SPFSI clients and is consistent with recent regulatory changes in bank

reporting requirements.
On October 28," 1985#' the Federl Financial Institution

Examination Council gave insured bank'b new incentives to issue

pass-through securities. The council did this by revising the way in

which asset sales are reported in banks) periodic Call Reports. These

revisions greatly facilitate asset sales. 7 '

The Call Reports previously instructed banks to apply two

6
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different criteria to distinguish between sales and borrowings. There

was a isk Criterion and a t= 2rittr iD.

The risk criterion asked whether or not the owner retained any

risk in' connection with the asset transaction. The term criterion

asked whether or not the terms of the sale instrument were identical to

those of the underlying asset.

Previously, if any risk was retained or if the terms were not

identical, the " eaobacti ns were reported as borrowings in *the Call

Report. The revised C'll Report instructions basically retain the

first, risk, criterion but shed the second, term, criterion. This

facilitates the issuance of multi-class pass through where the terms

of the various classes of securities differ from those of the

underlying assets.

Benefits to Homebwners and Builders: Lower Mortaage Fates

The encouragement of multiple class pass through issues by banks

and thrift will benefit the homeowner as well as the lender.

. Z.alier issues of multiple-class pass through reduced the

fund costs on various issues. The National Association of Realtors

reported that Cios have- -rduced-aqurter point-general reduction in

fixed rate mortgage yields. This seemingly small change in mortgage

interest rates can have a significant impact upon housing starts and

home affordability.

The quarter point reduction would 'make a median-priced new home.

affordable for an additional 300,000 American families and could result

in as many as 30,000 new housing starts per year. According to the
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Economics Division of the National Association of Home Builders, the

construction of 30,000 single, family home generates 52,000 man years

of employment. and $975 million in' wages. The Economics Division

estimates that the increased construction, lending, underwriting, and

closing activity would produce about $675 million per year in increased

tax revenues.

Clearly, lenders, borrowers, builders, as woll as the Treas4ry,

will benefit from the passage of S. 1959 and S. 1978.

Benefits to the Financial Industry: Risk Reduction

The proposed legislation would encourage the issuance of

multi-class pass-throughs on a host of assets, from mortgage loans to

credit card receivables. It should also be viewed as the next step'!in

the evolution of safe and sound financial policy.

Until recently, ' fi hancial institutions were sheltered

regulatory ageocies. (This sheltering took two forms. First, both the

type and cost \,of products were closely regulated. For example,

passbook accounts possessed fixed interest rate ceilings. Second,

regulatory accounting practices discouraged mark-to-parket accounting

and did not force thrifts a-d banks to examine the true net worth of'

their balance sheets.

The refreshing deregulatory trend in the financial services area

places a premium upon rigorous analytical inspection of thrift and bank

balance sheets. 'I recently chaired the "Task* Force on Current Vaiue

Accounting". This Task Force spurred the Federal Home Loan Bankto

adopt procedures compelling thrifts to examine their balance sheets'
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real value. This effort led to the adoption, by the FHLB, f the

"Section H Report which examines the repricing maturities of tthrift

assets and liabilities. The "Section HN" Report is a necessary

prerequisite for thrifts to examine and unlock the value of their

balance sheet. Multi-class pass throughs, encouraged by S. 1959 and S.

1978, will fairly compensate prudent managers of financial institutions

for this value. Specifically, asset originators will originate asets

which have value in the secondary market and which can bear up to the

scrutiny of mark-to-market accounting and perceptions of value.

The multiple-class pass through is the perfect vehicle to reward

profitable, market-oriented asset originators. Using sophisticated

analytical techniques, the asset can be restructured to suit the tastes

of various classes of investors in ways which will also reduce the

funding cost to the asset originator.

Benefits to Be Gained By Inclusion of the Agencies

Security Pacific Corporat4on for over a decade has been a seller

of loans to the Federal Nati~nal Mortgage Association ("FNKA") and

FHLMC. In addition, we have worked with these agencies to develop new

programs to facilitate' our origination of second mortgages, adjustable

rate mortgages and multifamily project loans. It is inconceivable to

us that these agencies, might be prevented from benefiting from the

passage, of S. 1959, S. 1978 or a suitable substitute for three

reasons. AV

* First, the agencies are the major players in the secondary

mortgage markets. Their issues provide stability and liquidity to the

9
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still growing and evolving secondary mortgage market. Second, their

issues provide pricing benchmarks for all other similar asset issues.

Third, the agencies have historically been the primary innovators in

the development of new mortgage-based issues. All participants in-the

secondary mortgage markets, as well as home builders and buyers, will

benefit from the agencies' continued and active presence. ...

We- believe that these agencies should be able to issue

multi-class and- pass-through type. securities as well as having their

agency collateral used in privately-issued pass-through securities.

* MCNCLUSIQN

In reviewing the legislation before the Subcommittee today, I am

personally convinced that it would benefit the financial,

industry,homeowners, builders, the Treasury, the agencies, and Security

Pacific.

Financial institutions would benefit from the use of broad-based

multi-class structures to maximize its return on assets and manage its

net interest margin. Multi-class structures will provide profitable

asset originators with market-driven rewards and lower funding costs.

Homeowners, builders, and the Treasury would benefit as the wider

use of multi-class pass through produces reductions in mortgage

interest rates and also encourage additional American home construction

and Ownership.

The financial industry as a 'whole will benefit from the inclusio

of the agencies - FNMA, Freddie Mac, and the Ex-Im Bank- which

provide the necessary critical mass and spur innovation while

maintaining stability in the secondary mortgage market.

This concludes my remarks. I would be happy to answer any

questions you may have.

.1 -
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mortgage pools, the predictins about
preoayment of individual mortgages in
each pool must be aggregated, and ihis
may be costly. Another lechnique, the
one chosn for this Study, is to aggre-
gate the individual'iogaes into
groups or cohorts based on commnn
characteristics and to calculate prepay-
ment probabilities for the whole group,'
The result is a model that explains she
proportion of mortgages that have been
prepaid in each coho; properly con-
stru&. the nodel is also valuable tor
making predictions. Obviously. the
choice of cha critics by which data
ame cla sired is cntical to the success of
this method.

The cls.sircation variables employed
so aggregate the Fre.ddic Mac data snto
cohorts were origination year, gco-
graphic region. and inerest'rate class.
Origination year was chosen as% a classi-
fication variable because prepayment
rates were known to vary for otherwise
similar mortgages that were ociginated
in difTerent years. The charatritics of
both frtgage intstnusnsen and mortgage
holders are determined, so a great ex-
tent, by the economic €cidnitions at MSg-

S ome mortgagors pay their
notes early, and some

don'tpay hma all, making
returns uncertain.

SUCOI4 AY MOTGAGE MARKETl

d a; b Ilia n mga.e¢ are dnflcc m
[nm omv 'm mal nx IgaF . "l Fr,. J-
.'¢mw'nfl ma! k m,,, h. ,cvcr, and M,.:r.
idl I.yn .'h',, M', .m.¢a.ec.ll.v.:k¢ . 'unlc ,

( R Jar h l)cpar n n (under ' nlr.R1 to
I' 'dd ,,: Ma ) ha mdu h.'d a *dudy d'
lWcpayn :nt €, r ce wlth lh r WlfO-

• Io (, cc "'Pre ym nt Pattern., of C m-
vcntxwt l Mt lL{ilg ." . fM. I" l ruaPj
IqX4). h .h of the w;w"k of Ih ',lud'y
€*cntcrcd tm b ,khn an t'c q.'lrk.'
dain pa,,a cvcm5 and al o haw f *d .tiv value.
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inalion. The eIct of origination year -
on prepaijyent rate. war expected il be
prnounced for the Freddie Macw pnito-
Iio because inicre.t rates '.t're setv l.-
atile fron 1973 t) 190. the >cj. Ic
which data were ,vaiable f4r tiI, studi-

Geographic region wa% chosen be-
cause the %wiginaionti of inoulgages is
still esentially a I(ocal or regional actls-
ity, A nunilcbr of factors cain cause dil-
ferenes in prepayment rates between
regions, including varlailons in the N1A
of lunds to the institutions that make
mortgage loas. differences in .,wie rcg-
tupaion of iWenre W -anJ-i F wsaI--1
variation in loan demand.

Interest rate class, the third classifla-
tion variable was chosen for somewhat
more complex reasons. Many factors af-
lIi s contract rate, including the borrow-

new financing is her's creditworthiness: a loan that is
p, prepayment thought to be relatively risiy may carry

vhen it is a higher interest rate than one thiugh
secure. or may not be made at all. This

they drop. affects the composition of the group of
borrowers whoe loans are at a given
rate. Mortgagors who get loans at the
same time but at different rate% are
likely to be different kinds of borrowers
with different likelihood, of prepay-
"ment. After an extensive examination at
the Freddie Mac data. the loans were *
grouped by interest rate classes (with in-
tervals of 50 basis points): Thins aggrc-
gation resulted in 1 .58 data classes.
Cohorts representing fewer than 100
mortgage originations then were etimi-
nated, leaving 921 cohorts of more than
100 loans each in the final database. -

Why Borrowers Prepay
The probability that the mortgages in
any gSrup will be prepaid ultimately
rests on-ndividual decisions. Young
borrowers with growing families, for
exampI.-might pre ap.portgage.as
they muve from a smaller house to a
larger one. Income and wealth also af-
fect the likelihood of prepaynenil. How-
ever. although these variables can he
important to any one ntongagors deci-
sion to pr. pay. when the mortgages are
taken as a group. the single strongest
factor behind prepayment ratus is the

cost of financing. When new financing
is cheap, prepayment rates is.; when it
is expensive. they drop.

Another inifxiint linanc il tactor is
the ratio It th remaining principil hil-
ai*c. of a ititigage 1t1 Ihe akunt of
n ne) ihat can be b)rriued against t1N.
prperl If that Cairn is lrge. the loan
is still attractive. if the ratoi iu Nall.
thie borrower niy decide in reliance
Pre~paynient ra Ies also( sir> hi region
and by the ae'if the iortgage Escn
quite broad factors--such a geneal
eols.4ic ctndltions and poplation tti-
gration-have dis Icrnle elfi ' ir;
over. :hanges in an)' of these variables
c an s. hanged others.

Tb. M,xtil I .,rih pe'ynicnl mo ultl
inciirpLrat all of thee eleen snt. k-fin-
ing variables for market value, lnancing
co~ls. nvrgage age. borrowcr's 4n-
come. borrower"% age, and bxoroAcr'\
wealth: changes in economic condition.
population movement, and locaton are
also taken into accou..

Effects of Individual
Variables
The most important inCue we, ibe cost
of financing. seemi traightforward. pre-
payments n a neiw financing cois
fall. Specifying the relationship is not
simple. because the decision to prepay
depends on both the size of the dilfer-
trce between nrket and contract rates
and the level of the contract rate. More-
over. because of the fixed co,,t of mov-
ing tr of refinancing an old nwriage,
borrowers are likely to he more respon-
sive to a big drop in current nortgagc
rates than to a Small drop or an in-
crease. To allow for this, the model
uses two variables to represent the effect
of changing mortgage rates. One is
RATECNG (for rate change). defined as
the percentage difference between the
current mortgage rate arid the contract
rate, But if the current mortgage rate is
greater than the contract rate or not
more than 5 percent smaller. the proba-
bility of prepayment is calculated by
aiding til effect of a secusnd variable
SMLADJ (for small adjustment) to the
effect of RATECNG. Because the two
coefficients are determined indepen-
dently, the model allows changes in the
probability of prepaynent to differ, de-
pending on whether the rates are rising
or falling and whether the difference is
large or small.

W hen

rates rise;s
e xpenlsive/,
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The Model
An ordinary leias mm repression was used to ts various model specir.aions.
The one chosen as a best estimae for the Freddie Mac portfolio is:

- -p 0.07372 4YA14~ - 1.79927 POLNTS1 - 0.53727 RATECNGj
(-5.72) (-1.97) (-10.89)

- ~-
+ 0.39199 SMILADJj + dk POLYRk + 0.04092 EARNSj - 0.00146 AGEBORRJ

(7.68) k-I (4.36) (-3.08)

+ 0.01003 WEALTh5 + 0.00215 MIGRN,
(5.01) f. (7.58)

+ 0.61480 - 0.02618 SeF - 0.01827 WESTj
(6.16) (-6.95) (-3.93) .

0.,1-o&o.osI*. 9.04;-o.12304; 0.1,9K, 0.12968; 0.12968; e,2968;

R"- O..IK w 0.T47;F(aLsm - 469.22;SSE - 1.152. e
Iu eof obsuvadon - 921; and the mumbarsseaedmse dbe .
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The mixel alo inclrysrat., the ,l-
if iher chneniciof lin-ring

i.t%: buyer ditount points. which
make new financing orr expcn.ive and
-A) tend to lower-prcpaycnt rates, and
the rats) of the numigage balance to the
property value. But the vagjahlc, thaI
explain prepaynents are rdioall finan-
cial; some borower characteristc--
principally earnings, age, and wealth-
are also associated with prepayment.
(Esming and wealth are positively as-
.,,ciated with prepayment: age. ncga-
lively.) Data on eamings and age at
*origination appear in the Freddie Mac
database, bat data on wealth do not.
The model uses the ratio of the mean
number of bedrooms to dependents in
each cohort to represent a pure wealth
variable: a high ratio is associated with
affluence, which is associated with
higher prepayment rates. Other ways of
representing wealth--number of bath-
ronms, yearn on the job, and expense-

is-incontic ratio s. fi.enampte were
tricJ. but only this dclinitumi perlI rt d
well in the ,micsl. -

Me likehNxJ that a nuiflgage will
he prcpaid ir6 W ri t yew ;fr Iwo is not
very high: nuiu-t Isirowcrs' circumsan-
ces i mg change that rapidly. Alter
that. iwcver. prepayment rates d2 rise
until the "'duration in resdl ence" ef.
fect-the ltwrxwcr's preference fw re-
maining where he or she is--cnies into
play. Tih rlicy year variable. IN)LYR,
cxpre,.s these effects of mixigage ag-
ing on prepayment rate,-'

Finally. each borrower's decision to
prepay may well rest on a change in
personal economic circuxslances that
the Freddie Mac data cannot tre.-To
represent these effects, the model uses
two macroeconomic variables, one
based on the gross national product
(GNP) and one on population move-
mren. Change in real GNP and migra-
tion figures both are positively come-

x [ , , -.. '- . .. -,,,HoW Zg:.ok .:. - :; ;

-To IbIIow EM mOde wtanau4o Sa ccc 6 yla to pritdiat that'

nlo 9?Ps;Fztfbfl pcrsla I eNbms.AmcebmAiherxat the,it

AVAIL4 -'.6fl AGUSORN at.33.5 yew
11. Po0N , .", .02 WEALTj -42.31 -
RA 4 o24 li. S. -'3.5 "s
. SLADmj.:. fO.r4' OW --i0.42

r-. -_YR). i2S.bee u 194""6 SE u .w, e 6); an
.'- m_ UN-.H4 ..4 4 w,"r euha- $I,1SS. , .... ;. .

; t. -
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lited with higher ptI'payn-eni rate.
When peork arc kiter ollf financially
anl iilmi.stic ahot their future pnr-

.$m. they are nw likely it) prepay.
either be ause of a nmve ito a notsrs 4C-

ltrive tv hou'c ti because if( a changei-
a helter Jis. iMe GNP varia'e rel€ flet
thus. Migration is a direct 'teasure oif
ittobhiiy. When nme people are nitv-
ing. an jncreasie in prepaytitent is ex-
pe red. Obher naocrs tronsi variable
wcre tred-among thm, the unempi s
men rate. housing-Uftli. and the con-
sun-r price index-but none had as m',
nifjaplmn effet on prepayment rates.

S~tmw unexplained viriation in pit-
pay~st rates remained after the.effect
,of ths ten variables were taken into
acedttt Tltision could be causes.
by dilf'rencts in economic condition.%
from one region of the country to an-
other, or by differences in state satutfe
or by regional differences in mortgage
lending practices.- To expies this.
dummy vasabls-t at one if the
mortgages in the cohort were originated
in the West or Southeasw at zelr other-
wise-wcre included.

The Results
The emimated equation suc*cd% in cx'

plaiiing much of the prepayment esper
enee of the Freddie Mac portfolio: It
captures approximately 8U percent of t
variation in conditional prepyment ratty
and includes all the factors thought to
he important. The explaniory variables
are statisically SiSniricant, and each af
fects the conditional prepayment rate in
the expected direc-ion.

The variables amot equally impor-
tan. however. Taken as a group. the
cost of finacinSg variables (AVAIL.
POINTS. _ATECNG.- and S1iLADJ)
have moig t significant impact. The
cost," financing is negatively correlate
with prepayments; that is. preiaymcnts
rise fall? as the tos of moLrtgage
finance decreases (increases . The
RATECNG and SMLADJ variables an
tof particular impotalce. As expected.
borrowes responses to a relative
change in inte s rates are n symme-
trie; prepayment rates increase fiLster
when mortgage ratex fall by more than
5 percent thta they decrease when mar-

.I TtIliAn MOWIGA6 MARKE-IS.

4/'!

kcat rates risc. Invicstor and other t ar-
lel participants Jould recognize this
differential impact.

The ratio tof the mortgage balance it-
properly value is apparently ks inigair-

ti4 tant than the other c4s-of-financing var-
iables, most probably hecause of the
difficulty in measuring accurately the
value of the moortgage relative to the
value of the prOperty. Although the
principal balance can h computed at

y- any time, the value of the property and
of options assciated with the existing

S- mortgage ar t as easy to cakulate.
Of the other variablcs, policy year.

percentage change in real GNP. and
borrower earnings are the mnot impor-
rant. and they are all easily measured. T)repaymenf rates increase
Policy year captures the effect of the ag- I faster when mortgage
ing. or seasoning. of a nmorgage Pre-
payment rates should rise. peak. and rate fall by more than 5
then level off. This is observed for the percent than they decrease.
Freddie Mac data until the interest rate ' vhcn mark& rates rise.
Seffcts begin to distort the pattern in the
later years. The GNP variable serves ts ,
capture general ccomrnic well-being as -

expected, botowers prepiy nmore re- Conclusion
qiently when they are better off fnan- s th
cially) and the 'ame is true for borrower she ognicriant structural change thai

-'-eiming. However, there are two key have occurred in financial market\ in
distincfions between GNP and orwer the Ytis will affect the way in which

earnings as employed in the nmxel. any model estimated with dal from an

F- Pint. the GNP variable is a broad, na- earlier time will perform. Additional re-

tiiinwtde variable. but the earning, var- search using current data would, there.

te able is measured only for borrowed' lore. he of great value, Still. the pre

whose mortgages are in the Freddie Mac payment rmKll developed fr this study

portfolio. Second, GNP is measured. is a step toward a fuller understanding
after origination, while borrowec.earn- of the factors that deterininc Ihe way

ings ar captured only at originatio It borrower% prepay on conventional mom.
would be helpful o use ai'ariable that gages.

measures borrowrs' earnings over time,
• ,Notesbut such data were n available. I o ca W

Although the other variable-hor. V. AW . ,-a F ,a .-0.i .AO O, 'W
riwer age, wealth, migration. and the :e.. wsp - ts nr ft_..W atu>P4t.W'
regional dummy variables-all are con- .. Ad ' L

ceptually important aiid staipticily sig-'--- -f-a-w-n,,i , a-e,,,,4,a *
d nificant, an fet flpaymeitales itf *

the expecd' If in, they are ho4 as. w -. am(k..w "",- W"a f'.. -, .
important ir. explaining the 4"1i or in , fl,.ath,.,, Op,.,..., ,:i
preditig future prepayment rates. For -'W k. .d

the borrower agE variable, this is he. WO , .bZ 0Zt. pZ::: ,
cause the data %b6wed relatively little *^- O 4do A. ,..d ,

fiwi -l .. e K & t ip.P. $ .i askl

vaiatiot in emswio' aiges. The other 4.&nii6w 1- nmtiairai , l ti.0 -W

vanabl&do i v"j similaly power- i. 14 Nisz . . Mz.W'V- '. r7t
s Mft I*P-W &,* U.*V At I - I%-W A',&.

ful effecl on the nodel hLcate they :,,t ..a,* r 6. I.,t %-i a4 i.

repreent qualitative effect that are dif. at... - o. .. @ -. o -
ricult to nmasure with precisivtm = ..
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M r K~gal can prepay their loans
It any time. 2v simplicity of

this statement conceals its real effect:
the investor in a mortgage or mortgage
security cannot be certain of when, or
in what amounts, his or her investment
will be returned. This uncertainty in-
creases the cost of housing finance.
Higher financing costs have implica-

'tions. not only for investors in mor-
gages and mortgage-backed securities.
but also for all members of the mort-.
gage and allied inddatries, including
constcflion.

Better information on mortgage pe-
payments can reduce uncerttinty---but
sstprisingly little isavallable. The

U.S. Department of Housing and Ur-
ban Development does publish statis-
tics on prepayments of Fedend Hous-
ing Administration mortpges, but
similar data have n been available
for conventional niortgges and mnot-
gage securities. To remedy this, dte
MetA'ILynch Mostgage-Backed Seca-
rities Research Department (under con-
trc to Freddie Mac) completed a -
study of the prepayment and defutIt
experience of the Freddie Mac convcn
tional mortgage portfolio.' -

The Average Weighed Life SritS4, as"
the Merrill Lynch effort is known, ana-
lyzed data from approximately 503,000
conventional fixed-rate mbrgages. origi-
naed between 1973 and 190. that ap-
plied to one- to four-family owner-occu-
pied houses. (No comparable data were
available pa% to 1973.) Fre d ie Mac's
mortgage portfolio is uniquely suited to
a study of payments because is is the
single largest portfolio of cnventonal
mortgges in the United States and'the
mortgages am drawn from all regions of
she country. The main deficiency is that

, all mortgages art relatively new--he
-old!W-ir--&-i-fi that could be included
in this study wer purchased in 1973.
Because,#he data ended in 190, it was
not possible to study the effects of the
high interest rates of the tatly 1SOs on
prepaymet rate4>nor to chart any
chups in prepayments as interest rates
beta to fall. Within these limits, the

I k n*A Waft. W6 S* M nxid -ww*f Ca-
sSiw flaim&tab N,

study does offer a unique portrait of
conventional mortgage prepayments in
the recent past and some'gusidelines for
projecting possible rates and timing of
prepayments in the future.

Measuring
Prepayment Rates
Many factors can influence a borrower's
willingness and ability to pay off a
mortgage early-hd or she may receive
an inheritance, face a change in family
size. or suddenly need to relocate. More
significantly, prepayments often reflect
fundamental mortpgor characteristics
and economic conditions, particulatly
those related to Interest rates. Over a
whole portfolio, it is possible to associ-
ae variations in prepayment rateawith
such characteristics W conditions,
hereby uncovering patterns potentially
useful to investors.

p-wtepayments often reflect
unda mental mortgar

characteristics and economic
conditions, particularly those
related to interest rates.

The moat useful statistic for making
this association is she condition pm b-
ability of prepayment (or conditional
prepayment rate). defined as the rato of
those number of mortgages thare pre-
paid in a given period to the tota num-"
ber otinortVga in the portfolio at the
begnnisr of the period. (The qualifier

copdtional" refers to the fact that the
probability is conditional 6 the number
leff'in the portfolio afe serotinatons
frod plvios periods. Thex mgoni-

,don] probability of prepsymn-n would
be calculated using the swnber of mort-
gages originally in t portfolio.) The
conditional probability Is uf because
it connects that rate with a particular pe-
riod of time, and trefore to a panicu-

r se of economic conditions.
The co"dona probabilities of pre-

paymen, derived from Use Freddie Mac
mrtg ge portfolio ad exproied as per.
centages. can be linked with several

measures of time. One such meatwr is
by year of origination--he yer in
which the mortgage originates. The eco
nomic condition existing that yew--un-
usually high intent rates, for exam-
pie-will ordinarily affect the terms of
the mortgage and the types of borrower
receiving loans, and thus the decision
later made by mortgagors. A sjond
measure is by policy year-how old he
mortgage Is. Mortgagors incomes and
housing needs change over time; rela-
ing prepayment nts to policy year c
uncover, for example. any tendency of
mortgage to pay off a5terS, 10, or 15
years. The third meaisur is by caleddar
year. This can be used simply, in the
traditional manner. to cat changes In
overall rams of prepayment from yew to
year. By itself, this measue has tos
deficiencies, but data souped both by
calendar year and by year of originati -
or policy year can be used to yield a
more'accuratepcture of preyment
raws under various condittu.

The Freddie Mac
Prepayment Experience
Conditional prepayment rames for the
Freddie Mac . tiolio of convaptonal

nsottgiges cfaifdl by jia Of origins.
im and policy yea, am shown in tb
1' The average interest rates (weighted -

by volume) for she mortgages w&
each year are also given.

Variations inp1ttpiiint rates ,c-
cording to d age of a morgag cn he
seen by fading sown the colms of
table I.- In the period studied, prepay-
menu r" rapidly to a peak In the early
years ibd then declined quIckly; this
pattern holds for all yean of oriiasoi-
(except 1979 and 1960. for whWh tha
am too few years o da to show dn
pater). Mortgkges tha otiginased in or
be(&e 1976 have prepayment record
with peaks btve 12.7 percent and
15,5 percent-eae highe than - -s

for Federal Housing AdMAlMnlaib

5- . I,,Ms to 1*opMua m" s1mi 17Ii t"974.M bu ii. miO W tj=aO 17 am -ll s'SMbl 7]. I~ lieb73 Il'
mi@ = V iin W Sa d sfb

mi bqakVFpdfM 'loams 55
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SDeault Patters
nhe Meril Lyaeh atad of die Fred-
die Mac portfol included a lock at
defduk raWa on convn6onl Maol.
gas orlasaed between 97 and
190. For these calendar yea, dte
conditional probability (see story for
definition) of deMa over f whole
portfolio ranged fim O percent in
190 to a hih of 0. 10 percent in
1977. However.wcb annsa default
raes are not the mat use.. Th e
sat of the coomy affects Mort-
gae oriited a different i n

differeat waysj;M MM'" mngeaing
has a slifa n effect on deftsltn (a
mongagoe equity generally in-
cmses over ame. makag defauk In-
rasIngly anatleartive). The etudy.

dieWre, closed the defaut data
by cr~iesioi yearmad by policy
yea (tee table A):

Moete that origiated before
1979 tha a cm ono paels of de-
falt races: they am low in die begin-
aft, rie to a peak. and hea decline
father quickly. This origina inn
1976, 1977, and 971 have much

*lower default rates. pests because
of te rapid growth in house prime
tha occurred ia tbose years. Defaul
rts dao shy by policy year and
yea of Originationc for example. de-

fmt raen were bihest in the fouth 190. l
policy yewr for 1974.1 97. and 1976 Yeas of
.rtlnalio. bus peaked In die fith a naig
policy year for 1973 oriinons. The am

Variations in default rias by cal- maely I,
endar year can be mad fsm table A smallrM
by folowing the diagonials tha So Ps in
down and an the beft (for example. handful
'claa year 1977 is reparesented by were toe
1977 o ginatow in the fa policy ,rob,
yer (0.0o2 paer ). 1976 orina- significas
don in their second policy year would sti
(0.020 pase), and an oe). Te cnclusi
ighle de fal ra ov"ll am i tis mu
1977 and 1978; the lowest a in tnivi.

Ta"l A

Condional Probabd of Default
by Orimdon and PoUcy Yem

m figures augest the ef.
wreal economic condition

Iors decisions an default.
imber Of defssh (approal-
.000, or 0.2 perc) is very
ative to the Wumber of Mort
the portfolio. If only a
of mo a moror r lt
Iefault in a given pero. Ie
yof defaskwould caale

ely (ashough the nm-ber
iI be relatively emal). Any
it ugted by these 6tais-
therefore he eassemely lea.

Casded PrtabW r Db" (?WrW)

." 1974 19M 1976 r l9 197I" t 1979

I . NA. NA.6. $.i0 , S O . .021 0 6.000
2 N.A. CIO5 0.03 SCM 555 0.061 C.06
3 .0 0.166 ,142 o"4 6.6" 0.6"5
4 0.121 6M &161" 4.0") o.2O
S 6.1"5 S153 6.102 0.618 -
6 C."6 6.003 o.021 0,506 0.523.1 .
8 C.007

Caron I 8.3 6.9 • 9.6 9.0 9.0 9A 11.2 13.1
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SThe interaction between year of origi- thiis is ribe for 1978originatioos. How-

nation and calendar year is shown more ever, with three policy years of prepay-
clearl9 in figin 2. Prepayment rates for merit experience available, there is also
mortgales originaed in 1973, 1974. and evidence of ocher prepayment irdluences
1975 reached a peak in calendar year from economic conditions.
1977. The mortlaga originated in 1974
experienced the highest rates of prepay:. Summary
ment until 1977, thereafter, the highest The basic statistics for prepayment rates
rates of prepayment are associated with on conventional mortgage loans pur-
mortgages originated in 1975. After chased by Freddie Mac from 1973 to
1977. mortgages originating in 1973 ex- 1980 cnn be useful to the secondary
perienced the sharpest decline in prepay- markets. To the extent chat they -reduce
mest rates. Those mortgages originated uncertainty, these figures can make in-
when interestyitei were relatively low vestment in mortgages more attractive.
And thus give mortgagors the greatest The statistics shown in this article allow
Incentive to avoid prepaying their mort- inferences about how mortgagor charac-
'gages ristics and economic conditions inni-

Prepayments of mortgages originated epce prepayment, but cannot describe
in 1976 and 1977 were highest in 1978. those influences i.ith any precision.
Mortgagors who boitrowed in 1976 pre- Moat precise inforinatioq can be derived
paid faster, on the average, in all calen- from an econometric model of mortgage

. dar years (although the rate of decline in prepayments. Such a model, developed
prepayment probihblty is gater for as part of the Average Weighted Life
these mortgages as interest rates in- Stady, will he presented in the next is-
creased in later ye ). Because the dif- sue of Secondar Mortgage Markets.
ference in the ea contract rate he-
rween 1976 and 1977 mortgages is
small, she variations in prepayment rates---- . -

ae largely attributable to the mortgage io" F hu* a ,". &a ,d rwq "
aging effectanrd to differences in other Ow Dfet Snt qvm. 4mvn L R,% Pua F m

other s ta W . . att t 4 PaMaaus.ntr
moritgae and borrower characteristic1  P V$Ws .4 Ws.. of as vi p-s an6 5 mu.a
that ar not shown here. The prepay. Awa os D I .w aaf l ai 5an n Man am r

j cmsa is tornt Lpsaa* kiasian Sasa Swym-
ment experience for mortgages opgi- an Rn.,m orsmsumt ,a *A ,..wc mpn a
nated in 1979 and Ll0 is dominated by WU , a ,o a* W I

the interest rate cycle To some extent, suma 4V
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-Conducting the Research
The analysis of default% relies on the
same data base as the prepaymentstudy
sce "Figuring the Odds.- Set inda0r'

Mortgage MAcrketv. May 1984): app;-oxi-
matel5 503.000 conventional fixed-rale
mortgages on 1-4 family o-'ner-occu-
pied houses.Lenders in all regions of

_ the United States originated the loans
frorh 1973 to 1980 and sold them to
Freddie Mac. Only 0.2 percent. or ap-

proximately 1.0O. of the loans in the
sample ended in detault during the pe-
rioa studied.

The study grouped he mortgages into
cohorts by region and by year of origi-
nation and thin examined the default
experience of each cohor in succsiv-
years. This method is similar to the /
analysis ofprepayment expenencer ex-
cept that prepayment cohorts were based
on interest rates as well as region and
origination year. Default occurred too

The Model
Ordinary leant squares regression was used to estimate the default model. The model developed for the
Freddie Mac portfolio is:

CD% a 0:00281 LTPj, - 0.00048 YJOBj + 0.01533 SECMTGJ
(1.77) _ (-2957) (2.18)

4 0.03321 EXP/INCj + 0.00002 CREDIT, - 0.00013 MIGRN, - 0.000004 GNP72t
(2.14) , (5.11) (--3.82) (-2.21)

+ O.00139NEj + 0.00222 SE + 0.00116 SWj + 0.00166 WEST
(5.60) (5.22) (2.95) (2.93)

0.00215 POLYRI - 0.00131 POLYR2 - 0.00075 POLYR3
(-5,86) (-4.23) (-2.97) . ..-

R- 0.6114; As = 0.585; Fluj.ta+ - 21.46; SSE - 0.0002;

the number of observations - 205; s the numbers in parentheses under the coefficients are t-statistics;

where:

CDRp, .. - d onditional default rte for Qor
in y a 1;

LTP1  - the ratio of the remaning principal bal-
aoce to the etina current sales pice
of the house for cohort j in year ;

On %onunber of year dhe primnary bor-Z er baa held the current job for

SECMTOj - the p option of motgagea sins se-
onaaey BMancing at the time of origin-
do for ohoj

EXP/iNCj - ithe ratio of total monthly bowing
expenses to tota mondiy income for

.ohod J;

CREDIT, - the net change in consumer credit out-
standing at time t;

MlGRN, - die net migration per thoUsand of popn-
lation inyear t;

GN772 - die level of realgpuss national pmoducL _
in 1972 dollars in year;

NEI SI-, - dummy variable qua to one if the-
SW, ;4T, region o(monation for mortgases in

cohort j is Northeas, Southeast.
"Southwest or West; zero otherwise; and

POLYRI, dummy variables for the first three p-
POLYRI, icy yean in a choes's lifetime. For ex-,-
POLYR3 ampe, POLYRI is eq-a to one in the

fia yea and zero for die other years.
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infrequently to permit stratifying !he
Iita by interest rates. because the co-
hwits created would have had few de-
Faults. if any, in most of the years
w:dited.

rhere are several ways to measure the
aiult experience of a cohort This

* .d. used the conditional probability of
, ault: that is. the number of mort.

-es that default in a given period
lipared % ith the total number of
igages in the portfolio at the begin-
g of th~period. The unconditional
abilityt. an alternative measure.
aid be calculated based on the num-
of mortgages originaty in the port-

,o. Corditiml probability is more
tul because it ties the default rate to
articular time peqod and therefore to
particularr set of economic conditions.
Characteristics of individual borrow.
* and mortgages as well as the eco-
inic environment each year should af-

ct the default experience of each
x)ngage cohort. Financial analysis and
cious studies of default imply that

:e net equity borrowers would receive
om the sale of a home is the primary

.mtluepce on the decision to default. If
-orroytrs can sell the home for more
Ilan the outstanding loan balance plus
riling costs, they are likely to do so

md prepay the loan, rather than default.
rIhis implies that information on the
loan-to-value ratio is needed for each
mortgage every year.-Unfortunately.
only the original loan-to-value ratio was
available in the data base. For later
years. the ratio was estimated by adjust-
ing the loan balance for normal amoni-
zation and the original property valie by
a price indt, for housing.,

The study included four other charac-
teristics of individual borrowers and

- loans. First, the use of secondd mort.
gages to help finance the purchase was
imjp ma to consider because monga-
goes with second loans hasve less equity

tai_ he property and greater monthly pay-
menls to make. Second.the age of Ow

'loan is includedbecause' borrowers
are able to predict their financial ciW-
cumstances reasonably well for the first
few years of the loan and are likely to
avoid taking loans they cannot manage.
This implies that default ratdsay be
lower during the initial years than later.
The tendency is partially offset by the

low level of equity borrowers accumu-
late, through amortlization or apprecia-
tion. during I.se early.years of a mort.
gage and by changes in borrowers'
'economic conditions, Therefore, ef'ault
rates may rise in the early years and
level off as equity increases, Third. the
number of years the primary borrower
has held the-current job was included
because a stable employment history,.
should lead to a continuous and growing
stream of income to support borrower

How It Works
An inWator could wo the model to predict the conditional default rate in 1984 for
mortgages originated in the Northeast in 1979 by assigning the following values to
the explanatory variables: /

LTPA - 0.509
YJOB - 5.07 years
SEC;ahG - 0.041
EXP/INCI - 0.25

CREDIT - 528.7 billion
MIGRN, - 3.852 million
GNP7Z, - 51602.485 billion
NF; - 1.0

Since, the mortgages were originated in.ile Northeast. the other regional
varia les. SE,, SW and West,, need not be considered. Similarly. since the
default forecast is for the sixth policy year. the variables that apply to the first
three policy years, POLYRI, POLYR2, and POLYR3, have no effect.

With these parameter values, the model forecasts a conditional default rate
of: -.

CDR ' (0.002 x 0,0) - (0.0048 5.07) + (0.0103 x 0.041)
+ (0.03321 x 0.25) + (0.00002 x 28.7) - (0.00013 x 3.8S2)
-!(0.000004 x 1602.48S) + (0.00130-x 1.0)

S0.00,3001

In other wodu, a conditional default rate of 0.30 percent is. expected for this
cohort of mortgages.

If the expense-to-income ratio were increased from 25 percent to 30 percent.
%lila • ,0d- . ,

0.00830 (9.03321 x 0.25), a difference of 0.0016 or 0.166 percent. In this
,case, the predicted default rat would increase from 0.30 percent to 0.466
percent. - .

- - .SECONDARY MORTGAGE MARKETS 
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obligations. Finally. the ratio of housing
expense to income was included because

hie higher the ratio. the less disposable
income the borrower has available to
meet adverse conditions, which may
wise in the future. This increases she
likelihood of default.

Since the model developed in this
study applies to cohorts, the variables

.. kdscribing individual borrowers and
loins are converted to average figures
for the 6ohort. These include, for exam!
pie. the proportion of mortgages with
secondary financing and the average ra-
tio of the loan balance to the estimated
sales price.

General economic conditions influ-
ence default rates as well. High real
gross natiolti product indicates a strong
economy. When the nation is prosper-
ous. borrowers are less likely to encoun-
ter financial difficulties that would re-
dace their ability to make monthly
payments. If they do become deliij
quent they can probably sell the home
quickly at a profisenabling them to
prepay. rather thaW default on the mort-
gage. National migration rates ace in-
cluded for two reasons. High mskiration
rates are another way of representing a
strong economy since people are more
likely tomoy in prosperous times.'
Also. when people move frequently. de-
linquent borrowers more readily jid
buyers for their homes. In contrast,
large amounts of consumer creditt out-
standing may increase default rates.
Mortgagors wish large debts will find it
difficult to meet'their financial obliga-
tions.

Effects of Individual
Variables
The statistical analysis of the Freddie
Mac dasi base found that all mortgagor
and economic characteristics affected
default rates as expected. For example.
default rates are unusually low in te
finest. three yearn of a niortgage. but they
gradually increase during that period
and level off beginning' in the fourth
year. rBorrowers with a stable employ-
ment history are less likely to default.
and borrowers who used a second mort.
gage to help purchase the se are
more likely to default. Default rates ar
higher for cohorts With a high ratio of
housing expenses to income.

The default rate is higher for cohorts
with a high ratio of loan balance to esti-
mated house price. The tlatively small
magnitude of the impact of loan. balau'-
to home price may, at first glance, be
surprising, since most discussions of de-
fault emphasize the importance of loan-
to'value ratios. However, there are sev.
eral possible-explanations for this result.
Oni is that there may not be enough
variability in the data to statistically
measure the tsue impact of loan-to-value
ratios. Lenders may have maintained
more than adequate loan-to-value cover-
age in recent years. Thus. although the
variable may still be a prime determi-
nat of defaults, its impact may not be
measurable in today's markets. A sec.
ond fta:on may be the presence of the
variable for secondary financing. The
loan balance portion of the loan balance
to h". as price ratio reflects only the -

principal amount on the first mortgage.
If secondary financring exists, the loan
balance to house price variable over.
stMAs the cohort's true net equity posi-
rion. Another explanation may be that
the actual values of the houses were not
available each year. Instead, the values
were based on the original price ad.
justied by a price-index for later years.
This procedure would overetimae- the
prices of houses on which default was
most likely because of inadequate main-
tenance or lower than nornal apprecia.
tion.

The general economic variables impl)
that default ist lower during fWosperous
years when GNP and migration rates arc
high. High volume of consumer credit is
associated witvincreased default rates,
The~four dummy variables for regions
imply that when other factor' sr ei1a..
default rates are lower in the North Cen-
tral and California regions (the omitted
variables) and higher in the Southeast
than in the rest of the United States. -

Evaluation
The estimated equation accounts for
more than half of the variation in de-
fault-ratls by colwr in the Freddie Mac
portfolio. Te individual variables are
statistically significant and affect default
rates in the directions expected. The
model is an imptovemens over previous

-atempts to explain default that relied
entirely on national or regional macro-
economic variables, such as GNP or un-
employment rates. Such models cannot'
show how mortgage or mogagor char-
actelstlcjs affect default.- I rpaicular,
they cannot show how borrowers react
to the financial incentives to default Is,
"Mortgages i la Carte." p. Cli. This.
default model can combine microeco-
nomic variables, readily available in
many forecasts, with information on
specific groups of borrowers, so that d
fault rates can be predicted for a spe-
cific pool of mortgages based on an e,
pected economic scenario.

Re-estimating the model to include
'the default experience since 1980 of t

loans in the data base would be usefu
'A more fundamental requirement for
better default predictions is a ,eas ins
monitoring changes in the economic.
demographic circumstances of borrow -

after loans are originated.
Lenders and investors will find th.

ability to apply an accurate default -
model to mortgages under current co
tons valuable. especially with the pr -
liferation of ARMs and other ahema
mortgage instruments..

&d Wit trwpg.Gvp 6# SlamS L% wh P...* I. - -
A SMnh Inc ScUs'l PV, . mnafnt ,. r O%,
sa -ale Saw s Rewvh Dtapu m a %1.-.
Swk,1 & Cc Dse" J 4Ain n we€ prevpCn m "1-
p-SKIS Saw,l it Dnrel aImhn.m Lr" t,
'Mt PaIn %as use pfands aVW ft"ea MWu %1,
hA" sla rmasae COsi aX Stemd Luw-P

tageap.Stunt.c Sanaavlu Daseun.
iftRU0 asev i ndus &KWIC ala . .u

.0

:1

I

SECONDARY NMOTbAGE MARKI 1

- -



283

Senator CHAFEE. I was interested in page 7 of your testimony,
when you say-and I am going to ask the .others whether they
agree with this or whether this seems overly optimistic-you say:
The quarter-point reduction of interest rates could result in as
many as 30,000 new housing starts per year. According to the Eco-
nomics Division of the National Association of Home Builders, the
construction of 30,000 single family homes generates '52,000 man-
years of employment and nearly $1 billion in wages. Those are as-
tonishing statistics. Do others agree? -Mr. Wise?

Mr. WISE. Mr. Chairman, I don't think the projections are unrea-
sonable, assuming you get that kind of a reduction; but our view is
that the reduction in interest rate consumers; has largely occurred
already by the activity .that is 'in the marketplace now. And any
further reduction seems to us to be unlikely.

Senator CHAFEE. Mr. Lasko?
Mr. LSKO. Historically, the rule of thumb has been that a 1-per-

cent reduction in interest rates-mortgage rates across the bbard-
roughly correlates with a 100,000 unit-increase in housing starts
per year. And so, the figure is roughly appropriate in that regard;
it may be a little onthe high side, but a quarter percent reduction
in rates would give you about 25,000 additional starts, if that cut in
rates applied across the entire marketplace.

Senator CHAFEE. Mr. Harkins?
Mr. HARKINS. I did not bring, statistic# with me, Mr. Chairman,

but I would agree with the comment Mr. Lasko made and also indi-
cate that, of course, in this period qualifying for mortgages has
become more difficult as lenders and, irisurers have imposed new
restrictions. Therefore, any additional assistance that can be
brought to bear in the form of a lower overall interest rate will
help offset some of the impact of those more stringent qualifica-
tions.

Senator CHAFEE. Mr. Weber?
Mr. WEBER. Mr. Chairman, clearly the steepness of the' yield

curve today would indicate that the securitization of mortgages will
result in some, significant decline in interest rates on the mort-
gages being originate. How~tbat converts into housing starts, I
really don't know..

Senator CHAFEE. Do you, men'ers of this panel believe that, in
permitting the securitization of other assets-other than mortgage-

"acked asset-it would affect the area you are interested -in?
Mr. WiBElii It wouldn't affect it.-
Senator CHAFEE. Mr-Harkins?
Mr. HARKINS. Mr. Chairman, I think we would generally prefer

the bill being limited to mortgage-backed securities. Mortges
and, of course, the houses that are underlying those mortgages rep-
resent the largest single investment that most Americans make.
And clearly, the kind of credit impact on individuals is far greater
than it is through any other type of borrowing. That is not to say
they shotfldn't have relief across the board. There is also the con-
sideratioA of security.

Mortgage-backed securities are a proven product in the market-
place. Of that, there is no debate. Other types of assets-based secu-
rities are less certain. They-re new; they are relatively new to the

-ene, and I think until they are better understood in the market-

4
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place,.it would represent a definite competitive impact on the abili-
ty to generate mortgage credit.

Senator CHAFEE. Mr. Lasko?',
Mr. LASKO. We naturally represent mortgage lenders and are

here certainly to urge that home mortgages as well as commercial
be included; but we don't oppose the inclusion of all assets. I think
we- are.fundamentally irl favor of competition and efficiency. and
new tecl~nology; and itWould -be difficult to impose at least at some
point in time, using the devices we are talking about, throughout
the capital market.

Senator CHAFEE. Mr. Wise?
Mr. WISE. Our institutions invest the overwhelming majority of

their funds in home mortgages, but they alqo are allowed to invest
a limited portion of their assets--

Senator CHAFEE. I wouldn't ask so much from whether you would
avail yourself of it, but whether this would set as a competitive
force that would reduce the flow of income, of moneys, into the
areas you are interested in/

Mr. WISE. To the extent that it would do that-and I think to
some extent it would-we are concerned about that.,-Yes.

Senator CHAFEE. Ms. Peters?
Ms. PETERS. On behalf of Security Pacific Bank, the more assets

that are available and asset types to manage the interest rate risk
that one has in terms of asset and liability management, the more
secure the bank and the banking industry as a whole will be. From
the side of pension funds and other purchaser'of assets, the more
broad variety of securities that are available "to them that meet
some of their particular asset and liability needs, the more aggres-
sive they will be in putting their funds ito the marketplace.

Mr. WEBER. The National Council of Thrifts really has not taken
a position on the use of other assets for ihe securitization process,
and I--

Senator CHAFEE. Well, don't let that slow you down. [Laughter.]
Mr. WEBER. Well, philosophically, I hjw&en_.skjection to it, as-

suming that the benefits would be the same to the public from the
secuiitization of otl0 assets~as it is mortgage-backed loans.

Senator CHAFEE. A f right. Now, we can see the banks are in sup-
port of this legislation. We ,havq a telegramhere-Irom Citibank and
others; and some of the S&L's do not. Why couldn't the S&L's use
these mortgage-backed securities?
.Mr. WISE. The fact is that a major segment of our institutions

are heavy investors in th s6 kinds of securities, but traditionally,
our institutions have inve ted their funds in loans and held them
to maturity. And to the e tent that the portfolio--an institution is
a portfolio lender-these'kinds of securities present some special
problems for that kind of an institution, particularly one who is in-
terested in originating adjustable'rate mortgages as a means of
achieving the asset liability objectives that Ms. Peters commented
on. So, that is the major concern.

As I mentioned in my comments, our industry is in a bit of a
transition on this issue; and it depends on the institution's particu-
lar objectives as to where they come down on your question.
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Senator 'CHAFEE.It seems to me you are making really a pitch
for the variable rate mortgages, and you like thet spread. And the
testimony is that' this willireduce that spread.

Mr. WISE. I am not necessarily making a pitch for adjustable rate
mortgages. They have, of course, been a valuable tool both for our
institutions and the restructuring process, achieving asset liaii ty--
management objectives and eliminating the interest rate risk that,
was inherent in our portfoliqs;--tfy -have also been valuable for-

- consumers as well because atl certain stages of the rate cycle, the 1
adjustable rate mortgage is a vet-d-i- ble tol. And to the extent
that increasing use of securitization reduces the availability or the
marketability of adjustable rate mortgages, I don't think that is a
Consumer benefit. I think it is a consumer detriment.
.4Senator CHAFIE. I am not sure I agree. I don't think that if you

--- c-- down in the fixed rate mortgages, and reduce the spread, that
it- is harmful to the variable rate mortgage.

Mr. WISE. My only point, Mr. Chairman, is that increasing use of
these securitized fixed rate mortgages may reduce the availability
in some rate cycles, some positions of the rate cycle, of the adjtioia-
ble rate mortgage, a tool which has not only been useful for institu-
tions t one that has been-quite useful'for consumers. -

Senatpr CHAFEE. Let me ask you this. As you know, my [bill
doesn't pse the grantor trust vehicle. Do you have any problends if
we don' -use the grantor trust approach? Treasury didn't seen to
like the. grantor trust. What do you think? Mr. Harkins?

Mr. l IARKINS. I don't want to make a technical comment on it,
Mr. Ch irman. I think we would prefer your approach; we think it
is clea er. It clearly identifies a new clas of securities and elimi-
nates aIl1 confusion or complication that arises from trying to cover
them t nder the grantor trust provisions; and I think probably on
balance our organization would feel that that is the more appropri-
ate ro te to follow, although I think thepifnt to be made is not so
much Which way you go as -the fact that you go one way or the
other to achieve-the objecti-e. That is the important thrust from
our viewpoint.

Senator CHAFEE. Ms. Peters? Any views? It is not required to
stateany if you don't have any.

Ms. PrrERs. I think it has _en said.'
Senator CHAFEE. Mr. WebeiF4
Mr. WEgVR. Clearly, the sin plest approach is the best, and I am

not enoughtof a tax person to*know the differences, btt key issue, I
think, is to make the income taxable to the investor fend follow the
cash flow as much as possible.

Senator CHAFEE. Mr. Lasko?
Mr. LAsKo. I think we would hope for a marriage of the two ap-

proaches at some point. I will say the easier course -is the grantor
trust approach. It is a fairly simple modification, but that bill
doesn't do as yours does and get into the clarification of all the
OID tax rules, which I think is essential. We might as Well go the
.whole?,mile. So, I think I am saying ultimately a marriage-of-the
two bills is called for. We don,t have a strong-view on whether youset up a separate tax approach, like your. bill does, or the grantor
trust, although one view-and I guess I personally hold, it-is that
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the simpler approach from that standpoint alone is the grantor
trtist approach. Just clarify that.

Senator CHAFEE. Mr. Wise?
Mr. WISE. I agree with Mr. Lasko; to the extent that your bill

clarifies the OID problem, it is very important to us.
Senator CHMAEE. I didn't specifically ask about what you antici-

pated the decline in interest- would be if this legislation were to
pass. Now, Mr. Harkins, 1 think, said between 50 and 89 basis
points. Was that your testimony?

Mr.' HARKINS. Well, I indicated that otir analysis had shdwn a
range of benefit on CMO securities, anywhere from 29 to 89 basis
points; and I think it is very clear because of the similarity be-
tween a CMS or that kind of security and a CMO that there would
be a likelihood of that type of benefit.

Senator CHAFEE. I guess Mr. Wise thought that the juice was al-
ready out of it.

Mr. WISE. That is correct.
Senator CHAFEE. Because of the extensive use of then already.
Mr. WISE. Tha.& is correct.
Senator CHAFEE. All right. Thank you very much for coming

here. If there are pny questions submitted. to you, we would appre-
ciate it if you got them back in a short-time.

The next panel consists -of Mr. Brown, Ms. Kiernan, Ms. Camp-
bell, Mr. Sellers, Ms. Babcock, and Ms. Caplan. If you would all'
move right up, please; and would those tolks who are leaving
please do so quietly.

M' final comment to the past panels is that this word "securi-
tize, it seems to me, is a fu:ther degrading of the English lan-

lguage. [Laughter.].
Senator CHAFEE. Everything becomes a verb. All right. Mr.

Brown?

STATEMENT OF WILLIAM Y. BROWN, DIRECTOR OF fAR1N-I
AFFAIRS, WASTE MANAGEMENT, INC., WASHINGTON, DC

Mr. BROWN. Mr. Chairman, my name is Bill Brown. I am direc-
tor of marine affairs at- Waste Management, Inc. I am a biologist
and lawyer. by training. I joined WastW Management this past year--
after 31/2.years with the Environmental Defense Fund- Before that,
I served for 5 years with the Federal Endangered Species Program.

My statement is given in support of S. 1839. That bill incorpo-
rates the heart of a report and model legislation published by the
Environmental Defense Fund. Important natural ecosystems are
being degraded in the United States and abroad. Several hundred
thousand acres of wetlands are lost each year in the United States:-"
About 80 percent of the loss is attributable to agriculture. Much of
the remainder i. linked to urban development. Wild rivers have
become rare, and extinction of species continues.

The Federal budget deficit has spawned draconian measures for
control of. spending. The Gramm-Rudman legisletion i -poised-o
force budget cuts that will limit funds .for acquisition of key ntu---
ral ecosystems. All programs for ecosystem conservaton are in
danger of- reduction or elimination. As never before, we must iden- .
tify and implement policies that boti protect the environment and
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do not require Government spending. S. 1839 goes a step farther. It
would actually save money while helping to protect key natural
areas. S. 1839 is a conservative bill. The bill would simply imple-
ment a purer form of tax reform for key environmental zones.
These zones are areas of ecological importance and has already
been identified under Federal law but which have not been protect-
ed from potentially harmful activities that tax expenditures may
encourage.

Consider an endangered plant species. Federal agencies may not
authorize funds or carry out activities that destroy or adversely
modify the critical habitat of a p!ant. If no Federal permit or funds
are involved, however, a shopping center can be built on top of the
plant's habitat and the usual tax credits and deductions may be
claimed on the taxpayer's Federal income tax return. Senators, the
bill would not control private activities on designated lands, as the'
Treasury Department representative stated. The bill simply re-
moves tax subsidies for development of areas that our Government
has determined should be protected.

As Senator Chafee has stated, S. 1839 simply says to the develop-
er: Proceed if you wish, but you will get no encouragement from
the Federal Government in the way of tax breaks. Is not that the
least we can do as a nation? President Reagan has spoken of
amending the Tax Code to encourage development of economically
depressed inner city corridors-the enterprise zones. S. 1839 is the
complement to that policy. But it will save the Treasury's money
rather than to spend it. I urge you to secure passage of this bill.
The New Deal has been played, and the Great Society has gone
home. The environment can profit from our national metamorpho-
sis, just as it can- be harmed. S. 1839 is a gold mine for the environ-
ment.

And Senator, it is also a new idea; and I guess I applaud that. I
don't think there is any other legislation that I am aware of that a
Member of Congress on either side has introduced to close tax loop-
holes that lead to the development of natural areas. Thank you.

Senator CHAFEE. Thank you, Mr. Brown. We have to be very cau-
tious of new ideas, you know. They are rather dangerous some-
times. [Laughter.]

All right. Ms. Kiernan.
[The prepared statement of Mr. Brown follows:]
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STATEMENT OF DR. WILLIAM Y. BROWN

DIRECTOR OF MARINE AFFAIRS

WASTE MANAGEMENT, INC.

HEARING ON S. 1839

BEFORE THE COMMITTEE ON FINANCE

UNITED STATES SENATE

MR. CHAIRMAN AND MEMBERS OF THE COMMITTEE:

MY NAME IS BILL BROWN. I AM DIRECTOR OF MARINE AFFAIRS

OF WASTE MANAGEMENT, INC.1 I AM A BIOLOGIST AND LAWYER BY

TRAINING. I JOINED WASTE MANAGEMENT IN THIS PAST YEAR AFTER

THREE AND A HALF YEARS WITH THE ENVIRONMENTAL DEFENSE FUND;

BEFORE THAT I SERVED FOR FIVE YEARS WITH THE FEDERAL

ENDANGERED SPECIES PROGRAM. MY STATEMENT IS GIVEN IN

1Waste Management, Inc. is the world's largest manager
of solid and hazardous waste, with operations throughout the
United States and in South America, Australia, and Saudi
Arabia. The company's stock is traded on the New York Stock
Exchange.
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SUPPORT OF S. 1839.2 THE BILL INCORPORATES THE HEART OF A

REPORT AND MODEL LEGISLATION PUBLISHED BY THE ENVIRONMENTAL

DEFENSE FUND.
3

IMPORTANT NATURAL ECOSYSTEMS ARE BEING DEGRADED IN THE

UNITED STATES AND ABROAD. SEVERAL HUNDRED THOUSAND ACRES OF

WETLANDS ARE LOST EACH YEAR IN THE UNITED STATES. ABOUT 80

PERCENT OF THE LOSS IS ATTRIBUTABLE TO AGRICULTURE; MUCH OF

THE REMAINDER IS LINKED TO URBAN DEVELOPMENT.4 WILD RIVERS

HAVE BECOME RARE, AND EXTINCTION OF SPECIES CONTINUES.

THE FEDERAL BUDGET DEFICIT HAS SPAWNED DRACONIAN

MEASURES FOR CONTROL OF SPENDING. THE GRAMM-RUDMAN

LEGISLATION IS POISED TO FORCE BUDGET CUT-BACKS THAT WILL

LIMIT FUNDS FOR ACQUISITION OF KEY NATURAL ECOSYSTEMS. ALL

PROGRAMS FOR ECOSYSTEM CONSERVATION ARE IN DANGER OF

REDUCTION OR ELIMINATION.

2This statement is given on behalf of Waste Management,
Inc. and the Center for Environmental Education ("CEE").
Established in 1972, CEE has received support from more than
500,000 individuals for the organization's efforts to
protect and to secure enlightened use of the ocean and its
marine life.

3A copy of the EDF report, excluding model legislation,
has been provided with this statement for inclusion in the record.

4Wetlands: Their Use and Regulation (Washington, D.C.:
U.S. Congress Office of Technology Assessment, OTA-0-206,
March 1984). Pp. 87-114.
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AS NEVER BEFORE, WE MUST IDENTIFY AND IMPLEMENT

POLICIES THAT BOTH PROTECT THE ENVIRONMENT AND DO NOT

REQUIRE GOVERNMENT SPENDING. S. 1839 GOES A STEP

FURTHER--IT WOULD ACTUALLY SAVE MONEY WHILE HELPING TO

PROTECT KEY NATURAL AREAS.

S. 1839 IS A CONSERVATIVE BILL. THE BILL WOULD SIMPLY

IMPLEMENT A PURER FORM OF TAX REFORM FOR KEY ENVIRONMENTAL

ZONES. THESE ZONES ARE AREAS WHOSE ECOLOGICAL IMPORTANCE

HAS ALREADY BEEN IDENTIFIED UNDER FEDERAL LAW BUT WHICH HAVE

NOT BEEN PROTECTED FROM POTENTIALLY HARMFUL ACTIVITIES THAT

TAX EXPENDITURES MAY ENCOURAGE.

CONSIDER AN ENDANGERED PLANT SPECIES. FEDERAL AGENCIES

MAY NOT AUTHORIZE, FUND, OR CARRY OUT ACTIVITIES THAT

DESTROY OR ADVERSELY MODIFY THE CRITICAL HABITAT OF THE

PLANT. IF NO FEDERAL PERMIT OR FUNDS ARE INVOLVED, HOWEVER,

A SHOPPING CENTER CAN BE BUILT ON TOP OF THE PLANT'S HABITAT

AND THE USUAL TAX CREDITS AND DEDUCTIONS MAY BE CLAIMED ON

THE TAXPAYER' S FEDERAL INCOME TAX RETURN. AS SENATOR CHAFEE

HAS STATED, S. 1839 SAYS TO THE DEVELOPER: "PROCEED IF YOU

WISH, BUT YOU WILL GET NO ENCOURAGEMENT FROM THE FEDERAL

GOVERNMENT IN THE WAY OF TAX BREAKS." IS NOT THAT THE LEAST

WE CAN DO AS A NATION?

PRESIDENT REAGAN HAS SPOKEN OF AMENDING THE TAX CODE TO

ENCOURAGE DEVELOPMENT OF ECONOMICALLY DEPRESSED INNER CITY

CORES. S. 1839 IS THE COMPLEMENT TO THAT POLICY, BUT WILL

SAVE THE TREASURY'S MONEY RATHER THAN SPEND IT.

I URGE YOU TO SECURE PASSAGE OF THIS BILL. THE NEW

DEAL HAS BEEN PLAYED AND THE GREAT SOCIETY HAS GONE HOME.

THE ENVIRONMENT CAN PROFIT FROM OUR NATIONAL METAMORPHOSIS

JUST AS IT CAN BE HARMED. S. 1839 IS A GOLD MINE.
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INTRODUCTION

This report, including the model legislation set forth in

pages 33 through 35. was prepared to facilitate potential

congressional action eliminating tax expenditures that

subsidize activities causing harm in specific "designated

natural areas" of ecological significance.

Important natural ecosystems are being degraded In many

areas of the United States and elsewhere in the world. Several

hundred thousand acres of wetlands are lost each year in the

United States. About 80 percent of the loss Is attributable to

agriculture, and much of the remainder Is linked to urban

development. 1 Estimates of loss of tropical forests, for

example, range from 6 million to SO million acres per year. As

for wetlands in the United States, agriculture, often in the

form of cattle ranching and forestry it the leading Immediate

cause of ecological degradation.
2

Some measure of the loss of key natural ecosystems Is

attributable to activities underwritten by tax credits and

deductions. The Office of Technology Assessment, for example,

has concluded that 0[tjax deductions and credits for all types

1. Wetlands: Their Use and Regulation (Washington. D.C.:
U.S. Congress Office of Technology Assessment, OTA-0-206o
March 1984). Pp. 87-114

2. See, e.g., Proceedings of the U.S. Strategy Conference on
Tropical Deforestation. June 12-14, 1978, Washington.
D.C. Sponsored by the U.S. Dept. of State and U.S. Agency
for International Development.
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of general development activities provide the most significant

Federal incentive for farmers to clear and drain wetlands.*
3

The amendment to the Internal Revenue Code (Title 26 of the

United States Code; wCode) contained in the model legislation

of this report would generate additional federal revenues and

thus contribute to reduction of the federal deficit. No new

tax is proposed: investment tax credit and certain deductions

would be disallowed.

The model legislation is selective in choice of Code

provisions for revision. No limitation would be imposed on

existing ordinary deductions for the cost of producing net

income (e.g.. Code 6162). including provision for recovery of

capital expenditures through depreciation (5167) and cost

depletion allowances (S611). No amendments are proposed that

would limit deduction of interest (5163) or state and local

taxes (6164). Instead, the model legislation would limit

availability of tax credits--direct forms of tax subsidy whose

enactment was premised upon the belief that promotion of

particular activities considered Is in the public interest.

The model legislation would prevent use of these credits when

activities promoted by them turn against the public interest

because of harm caused to designated natural aFeas.

3. wpt.a note I at 12.
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The model legislation also would amend the Code to disallow

certain extraordinary deductions of expenditures paid or

incurred in carrying on these same harmful activities. The

deductions affected are described in some detail below. In

general, these currently allow expensing of amounts paid or

incurred that otherwise would be added to the taxpayer's basis

in real property: would be deducted over several years as

depreciation: or would allow accelerated multi-year recovery of

depreciable capital expenditures. Such Code provisions are

special interest exceptions to the basic concepts and

implementing statutory provisions of tax policy.

The model legislation would also disallow deduction of

foreign taxes if paid In carrying out harmful activities within

designated natural areas. Deduction of state and local taxes

would be unaffected.

The designated natural areas to which the model legislation

would apply may occur within or outside of the United States.

Each of the ten categories of designated natural areas set

forth in Section 2 defines areas of extraordinary ecological

significance. Properties in seven categories (subsections A-G)

are limited to the United States; properties in three

categories (subsections R-J) may occur in any country that is

party to the underlying convention. Category (K) is limited to

areas beyond the territory of the United States.

The designated natural areas covered by the legislation

exclude lands held in federal ownership. Federal lands are
j
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already subject to management standards providing some degree

of ecosystem conservation.

The international categories of designated natural areas

would for the first time redress the frequent lament of

conservationists that enterprises conducting business in the

United States are engaged in activities.destructive to

ecosystems outside our borders. By limiting subsidies for the

destructive activities of U.S. taxpayers, the model legislation

would assist the nations in which such areas occur to protect

key ecosystems whose international protection these nations

will generally have worked to secure.

The additional federal revenues that would follow enactment

of the model legislation are unknown, but an upper limit

presumably could be calculated by the Treasury Department on

the basis of credits and deductions previously claimed under

the affected sections of the Code. It may be possible to

roughly estimate the fraction of these funds at stake by

analysing a sample of returns filed under these sections on the

basis of location and nature of activities involved.

Since this report was first drafted, the Treasury

Department has issued Volumes 1 and 2 of a Report to the

President on Tax Reform for Fairness. Simplicity. and Economic

Growth (November 1984). With the exception of provisions on

foreign taxes, the Treasury proposals would repeal or greatly

limit each of the provisions addressed in this report and model
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legislation. Provisions that the model legislation would

negate in well defined, key ecosystems, the Treasury proposals

would eliminate entirely.

In general, we applaud the Treasury Department for many

proposals that would benefit the environment and reduce the

federal budget deficit. Most of the proposals concerning

extraction of mineral resources, for example. are of this kind.

The relative environmental values of the Treasury proposals

and this model legislation depend upon the scope of natural

areas protected by the latter and the importance placed upon

them. By creating a tax differential, the system contemplated

by this report should benefit designated natural areas far more

than general removal of tax subsidies contained in the Treasury

proposals. On the other hand, designated natural areas would

constitute only a small fraction of all ecosystems affected by

these tax expenditures.

Neither the President. the incoming Treasury Secretary

James Baker or the Congress haveL embraced the Treasury

Department proposals. They are referenced in this report where

particularly appropriate, but are not addressed at length.
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SECTION-BY-SECTION ANALYSIS

OF THE DRAFT LEGISLATION

SECTION 1. DEFINITION OF DESIGNATED AREAS

This section defines ten kinds of areas that would be

treated as designated natural areas under the model legislation

and would receive protection from harmful tax subsidies.

Federal property is excluded from coverage. Property owned

privately or by state or local governments is covered by the

model legislation's amendment to the Code if located within any

of the ten categories enumerated.

Tax incentives for donation or sale of interests in the

same first four categories of properties (subsections A-D) to

conservation organizations were proposed in H.R. 5900 during

the 98th Congress. A hearing was held on the H.R. S900 by the

House Subcommittee on Fisheries and Wildlife Conservation and

the Environment.

The latter four internationar categories (subsections G-J)

are included to reach the extraterritorial activities of

persons subject to U.S. tax laws, e.g.. a company incorporated

in the United States that produces cattle in Latin America and

transports beef to the United States. No areas within the

United States other than federal properties have been

designated under any of these international categories.
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Critical Habitat 2f AnUdlGaI*Lt o Threatened Species

Areas would qualify under subsection A if located within

critical habitat of endangered species. Such areas contain

physical or biological features that the Secretary of the

Interior. or the Secretary of Commerce for marine organisms.

has determined to be essential for the conservation of a

species listed as threatened, or endangered pursuant to the

Endangered Species Act of 1973. 16 U.S.C. 1531 e

Descriptions and naps of such areas are published in Title So

of the Code of Federal Regulations at Parts 17 and 226.

Federal agencies are enjoined under the Endangered Species Act

from authorizing, funding, or carrying out any action that

adversely modifies the critical habitat of an endangered or

threatened species.

Additions t& the Nildlife Refuge &A Park SZI.e5

Subsection B authorizes protection under the model

legislation for areas officially designated for acquisition for

inclusion within the National Wildlife Refuge System or tha

National Park System. Congress has identified protection of

such areas in these familiar. key federal systems for the

conservation of nature as a priority, awaiting only specific

appropriation of funds.

Coastal Barrier Resources

The Coastal Barrier Resources System consists of certain.

sapped. undeveloped coastal barrier islands located on the
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Atlantic and Gulf coasts of the United States (16 U.S.C.

3503). Noe federal expenditures or new financial assistance is

barred for specified development activities occuring within

this system. 16 U.S.C. 3504. 3504. Tax subsidies, however, are

not limited by these provisions, and the model legislation

would extend to tax expenditures the limits on appropriated

federal subsidies contained in the barrier islands

legislation. The Interior Department is preparing a report to

Congress on tax subsidies harmful to these islands, and

proposals in that report should also be considered.

National Natural Landmark.

The Department of the Interior maintains a National

Registry of Natural Landmarks under the authority of the

Historic Sites Act of 1935. 16 U.S.C. 461-467. As of September

30. 1983. 594 areas were included in the Registry. each chosen

because it was found to contain ecological or geological

features that are nationally significant examples of the

nation's natural heritage.4 No federal regulatory or

management standards are invoked by designation as a landmark.

An owner who enters into an agreement with the Natiozal Park

Service to protect the landmark is eligible to receive a

certificate, and a bronze plaque may be presented to the owner

4. I t 48 Fed. Reg. 8661-8714 (1983): 49 Fed. Reg. 460S (1984).
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for appropriate display on the site. All landmarks in the

Registry are located in the United States. including its

territories. Some one-half of the landmarks are administered

soley by federal. state, or local government agencies.

one-third are entirely privately owned, and the remainder are

owned or administered by a mixture of public agencies and

private individuals.

Wil" 1_nd Scenic Study Rivers

The Secretary of the Interior or of Agriculture. as

appropriate, is required to study and report to the President

on rivers designated by Congress for potential addition to the

wild and scenic rivers system. 16 U.S.C. 1275. For three years

after Congress designates a river for study, the Federal Power

Commission Is barred from licensing the construction of a dam

or other project works on the river, and all federal agencies

are enjoined from assisting in the construction of any water

resources project that would have "a direct and adverse effect

on the values for which such river might be designated . . .

16 U.S.C. 1278(b). No limits, however, are placed on federal

tax subsidies for damaging private investment.

Ecosystem Continuousl a ationulParlk

On March 20, 1984, Senator John Chafe* introduced the

Wildlife and Parks Act of 1984. Title IV of 8.978. The

purpose of this bill is to protect fish and wildlife species

found primarily within units of the National Park System. The

bill would work by restricting new federal expenditures and
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financial assistance that degrade habitat within such units and

Within contiguous ecologically related federally managed

areasO upon which fish and wildlife species depend.

Senator Chafee's bill is premised on the belief of many

ecologists that many of our National Park units require buffer

zones to prevent or limit loss of wildlife within parks, and

that many park units are contiguous with ecosystess with

similar characteristics of great value.

This model legislation would extend the principles of

Senator Chafee's bill to restrictions on special interest tax

subsidies that promote activities damaging these sane key

ecosystems on private lands next to National Park System units.

Wetlands of International Ianorance
A List of Wetlands of International Importance especially

as Waterfowl Habitat (Listg) is kept under the Convention on

Wetlands of International Impottance Especially as Waterfowl

Habitat. I.L.M. 11:963-976. This treaty entered into force on

December 21, 1975. Although the United States has not yet

become a party, the Secretary of the Interior recently

recommended accession to the treaty. This list consists of

areas designated by party nations from suitable wetlands within

their territories. Wetlands are to be selected Oon accoun'; of

their international significance in terms of ecology, botany,

zoology, linnology. or hydrology.0 Art. 2. par. 2. Parties

are "to promots the conservation and wise use. of listed

wetlands. Art. 3, par. 1. Many wetland areas have been placed
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on the List by the 34 adhering nations. Because the United

States is not yet a party, none of these wetlands is located

within U.S. territory.

Western Hemisehere Parks, Monuments, n Reserves

National parks, national reserves, nature monuments and

strict wilderness reserves are define by reference to

exceptional natural characteristics specified in the Convention

on Nature Protection and Wildlife Preservation in the Western

Hemisphere, U.N.T.S. 193. Each party to this convention has

agreed to create and, where feasible, to aford substantial

protection to such parks, monuments, and reserves. The

convention entered into force on April 30, 1942. The United

States and 16 other nations are parties. The contracting

parties have agreed to notify the Organization of American

States of any national parks, monuments, and reserves

established under the Convention. Apparently no party has yet

provided any such notifications, although Barro Colorado Island

is designated as a convention nature monument by the Panama

Canal Treaty.

Natural Heritage Proejrtieg

Natural heritage properties are to be included in a "World

Heritage ListN kept under the Convention Concerning the

Protection of World Cultural and Natural Heritage, T.I.A.S.

6226. This List is established by the World Heritage Committee

of party countries. Inclusion of a property requires consent
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of the country concerned. Natural heritage properties are to

have natural features of "outstanding universal value." Art.

2. each party State has agreed to Odo all it can . . . to the

utmost of its resources" to ensure the "identification.

protection, conservation, presentation and transmission to

future generations of the cultural and natural heritage"

situated on its territory. Art. 4. In addition, each party

has agreed "not to take any deliberate measures which might

damage directly or indirectly the cultural or natural heritage"

situated on the territory of other party nations. Art. 6.

par. 3.

As of November, 1984, 188 cultural and natural heritage

properties were included on the World Heritage List. Nine of

the twelve U.S. properties are natural heritage properties; all

of these are National Parks. U.S. implementing legislation for

the Convention requires written concurrence of land owners

before the Secretary of the Interior may nominate any

non-federal property for inclusion on the List. 5 Extensive

listing of such non-federal lands within the United States Is

therefore unlikely.

Resources oL Global Importance

Natural or ecological resources of global importance are to

be designated by the President pursuant to subsection 2-3(d) of

S. 16 U.S.C. 470a-l(c).
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Executive Order 12114 on lgovironsntal Effects Abroad of Major

Federal Actions", signed on January 4. 1979. The purpose of

3.O. 12114 is to prescribe the obligations of federal agencies

under the National Environmental Policy Act in respect to

actions affecting the environment outside of the United

States. Designating resources of global importance leads to

more thorough review of the environmental impact of federal

actions affecting those resources. Removing certain federal

tax subsidies for destructive activities in these areas would

reinforce the policy of special protection for them. To date,

however, no resources of global importance have been designated

by the President or recommended to him for designation.

SECTION 2. LISTING OF DESIGNATED NATURAL AREAS

This section would require the Secretary of the Interior to

publish a list. with descriptions, in the Federal Register of

all natural areas designated under the model legislation. An

Initial list would be due ISO days after enactment of the law.

and publication of revisions to the list would be requited

within 160 days after any change in designation of areas.

Only these designated natural areas-listed in the Federal

Register would receive the protection conferred by the

amendment to the Code set forth in section 3 of the model
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legislation. This requirement should ensure taxpayers will be

able to identify such areas without ambiguity.

SECTION 3. DISALLOWANCE OF DEDUCTIONS AND CREDITS

Section 3 is the operational heart of the model

legislation. The new section 280H would be added to existing

Code sections in Part IX that specify items not deductible..

Among other items in Part IX are several whose deduction is

considered to be against public policy, for example,

acquisitions made to evade or avoid income tax (1269) and

expenditures in connection with the illegal sale of drugs

(6280E).

The new section 200H would apply only to amounts paid or

incurred in carrying on activities within designated natural

areas. "Designated natural areas" are those areas listed in

the Federal Register under section 2 of this Act. The

limitations of section 280H(a) would apply only if an activity

affected the environment of a designated natural area, and even

then would not apply if the Secretary of the Interior has

determined that the activity would help to preserve or enhance

its natural characteristics. When applicable to an amount paid

or incurred in carrying on an activity, section 28OH(a) would

disallow any credits described below that are otherwise

allowable against tax or any of the deductions discussed below

that are otherwise allowable.
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GENERAL INVESTMENT SUBSIDIES AND TAX SHELTERS

Investment Credit

Section 38 of the Code specifies amounts allowed as a

business credit against tax, including investment credit

determined under section 46(a). The business credit allowed a

taxpayer for any taxable year is limited to $25.000 plus 85

percent of any tax liability exceeding $25,000. 138(c).

Business credits may be carried forward up to 15 years or

carried back up to 3 years. 539.

The amount of investment credit is the sum of the regular

percentage, energy percentage, and rehabilitation percentage of

qualified investment. 546(a).

The regular percentage is 10 percent. 146(b)(1). The

"general rule" energy credit expired bn December 31. 1982. but

a 10 percent credit remains available through 1990 for

long-term projects that meet Code deadlines for evaluation.

authorization, and commitment of resources. An energy credit

of 10 to 15 percent also is available until December 31, 1985,

for certain property. 146(b)(2). The rehabilitation

percentage is 15 percent for 30-year buildings. 20 percent for

40-year buildings, and 25 percent for certified historic

structures. 146(b)(4). The regular and energy percentages do

not apply to the portion of the basis of any property which is

attributable to qualifed rehabilitation expenditures.
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The amount of qualified investment" is the applicable

percentage of section 38 property placed in service by the

taxpayer during the taxable year. The applicable percentage is

less for used property and for property with a shorter useful

life. 546(c).

Section 38 property (with an exception for timber) includes

only "recovery property" within the meaning of 1168 and any

other property with respect to which depreciation or

amortization is allowable and having a useful life of 3 years

or more. S48(a)(1).

Section 168(c) defines recovery property as Otangible

property of a oubaracter subject to the allowance for

depreciation--(A) used in a trade or business, or (B) held for

production of income." Section 38 property is defined

specifically as tangible personal property (other than an air

conditioning or heating unit) and other tangible property (not

including a building and its structural components). Such

property must meet one of several conditions: the broadest

condition is that such property "is used as an integral part of

manufacturing, production, or extraction or furnishing

transporation. communications, electrical energy, gas, water,

or sewage disposal services . . ." 148(a)(l)(B)(i). Livestock

(other than horses) acquired by the taxpayer qualifies as

section 38 property. $48(a)(6).
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Among other rules on eligibility for credit, amount of

credit, and recapture, the Code contains provisions limiting

the applicability of investment credit for property used

outside the United States, property used by foreign persons or

entities, and property completed abroad or predominantly of

foreign origin. 148(a)(2), (S), and (7). In general,

investment credit is not available for expenditures on these

properties. The properties are defined in such a way, however,

and with such exceptions, that investment credit is potentially

available for amounts spent on many activities with effect

outside the United States.

Only property used Npredominatelyw outside the United

States. for example, is disqualified under 148(a)(2). Eleven

specific categories of property are included irrespective of

use. These include documented vessels in U.S. commerce, motor

vehicles and containers of a U.S. person used in transporting

property to and from the United States, and any property of a

U.S. person which is

used in international or territorial waters
within the northern portion of the Western
Hemisphere for the purpose of exploring for.
developing, removing, or transporting
resources from ocean waters or deposits
under such waters . . . 548(a)(2)(B)(z).

Property may be used by a foreign person and still qualify

for investment credit under $48(a)(5) if. for example, use Is

under a lease with a term of less than six months (or longer

for oil drilling property and containers or aircraft).
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Property 18 not disqualified under 146(a)(7) even though a

substantial part was made abroad, unless the property was

completed outside of the United States or more than S0 percent

of the basis of the property is attributable to value added

outside of the United States.

Investment in tiles for drainage of wetlands is cited

frequently as an expenditure made less costly by the

availability of investment credit. Investment in drainage

tiles, however. although a stark example of subsidized

environmental harm, cannot be more than a small fraction of the

total investment in depreciable, tangible property that harms

designated natural areas and that qualifies for investment

credit.

The Treasury Department has proposed to repeal entirely the

investment tax credit (se Volume II of the Treasury Report,

pages 173-176: hereinafter cited in the form OT2:173-76).

Accelerated gp aRecoverY System
Section 168 of the Code contains the Accelerated Cost

Recovery System (A.C.R.S.). The A.C.R.S. was established by

the Sconomic Recovery Tax Act of 1981, P.L. 97-34, and

authorizes accelerated recovery of capital expenditures for

most tangible depreciable property, defined as -recovery

property (so above), placed in service after December 31,

1980. The A.C.R.S. was enacted as an alternative to

pre-existing tules for depreciation under §167 of the Code, and
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was intended, as was the investment credit, to provide

investment incentives for businesses. The new section 28OH's

disallowanco of deductions under the accelerated schedule of

A.C.R.S. set forth in 1168(b) would remove this incentive for

investment in recovery property that i used in designated

natural areas. Recovery property is not generally eligible for

deduction of cost under subsecti6n 168(b) if used

predominantly outside of the United States. $168(f)(2), or if

used by a foreign person or entity. 6168(j)(l) and (4).

Exceptions exist to these limitations, however, although they

are more circumscribed than the exceptions contained in 146(a)

to limits on foreign applicability of investment credit.

The Treasury Department has proposed to replace the ACRS

system with a Real Cost Recovery System (T2:153-172). The RCRS

as proposed apparently would be preferable to depreciation

under 5167 of the Code as an alternative to ACRS deductions

within designated natural areas.

At-Risk Limitations f=j Real Estate and Eguipment Leasing

The Code limits deduction of losses to the amount that an

individual or closely held corporation has placed "at-risk".

6465(a). No geographic limitation Is placed on deduction. A

one year carry-forward is authorized for loss disallowed in the

taxable year under Section 465. The amount at risk includes

money borrowed for use in an activity to the extent that the

taxpayer is personally liable or has pledged unrelated property
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as security. S465(b). Activities covered include generally

those engaged in by the taxpayer in carrying on a trade or

business or for the production of income. 6465(c)(3).

The at-risk limitation does not currently apply to losses

from the holding of real property (other than mineral property)

or from certain equipment leasing by closely-held corporations.

S465(c)(3)(D) and (c)(4). The model legislation would extend

the "at-risk" limitation to real estate and equipment leasing

activities within designated natural areas. The Treasury

proposals would extend the limitation to all activities

(T2:334-36).

1expens ing QtAJinDeteciible Business Assets

Section 179 authorizes taxpayers to elect to expense the

cost of "section 1790 property as a deduction for the taxable

year in which the property is placed in service. Section 179

property is defined to mean recovery property which is section

38 property and which Is acquired by purchase for use in trade

or business. 5179(d). Except for the authorization contained

in section 179, the cost of such property would be chargeable

to capital account.

The aggregate cost of property which say be expensed in any

taxable year under section 179 is 85,000 in 1983 through 1987.

87,500 in 1988 and 1989. and $10.000 in 1990 or thereafter.

1179(b). No investment credit is allowed under section 38 for

any amount deducted under section 179. Deductions under 1179
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for property used or made outside the United States are subject

to the same limitations discussed above for investment

credits. The Treasury Department has proposed to retain

section 179 but to limit the amount deductable to 5.000

(T2:300-301).

NATURAL RESOURCES

Production Tax Credit

Section 29 provides a tax credit for producing fuel from a

nonconven-tion source. The credit is calculated by multiplying

$3.00 times the barrel-of-oil equivalent of qualified fuels

126(a), and reducing that total by an index tied to the price

of domestic crude oil. 126(b). Qualifying fuels include oil

from shale and tar sands, gas from various organic deposits.

synthetic fuels from coal, fuel from qualified processed wood.

and steam from solid agricultural byproducts. $26(c). To

qualify for the credit, fuels must be sold after December 31,

1979, and before January 1, 2001. S29(f)1). The Treasury

Department has proposed to terminate the production tax credit

on December 31, 1985 (T2:226).

Pecentace Depletion

In the case of mines, oil and gas wells, other natural

deposits, and timber, a taxpayer may deduct a "reasonable

allowance for depletion and for depreciation of improvements,
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according to the particular conditions in each case . . .

6611. The basis for depletion is essentially the cost of

finding a natural deposit or timber, acquiring ownership, and

resource development. A reasonable allowance for deduction in

any taxable year is the basis for depletion multiplied by a

fraction equal to the number of units of deposit or timber

recovered during the taxable year divided by the total number

of recoverable units. This method is known as cost depletion

and recognizes that taxpayers are entitled to return of captial

without income tax. Allowing cost depletion is little

different conceptually than allowing depreciation for

investment in plant and equipment.

Sections 613 and 613A prescribe an alternative to cost

depletion known as percentage depletion. Section 613 applies

to listed kinds of mines, wells, and other natural deposits;

section 613A prescribes limitations on percentage depletion in

the exclusive case of oil and gas wells. 6613(d), 5613A(a).

Percentage depletion rates are specified in detail by these

two sections of the Code. Unlike cost depletion, percentage

depletion rates are essentially arbitrary. A deduction is

allowed, for example, for 15 percent of gross income from any

geothermal deposit in the United States. 6613(c).

The general rule for percentage depletion, to the extent

that one exists, is 14 percent of gross income from the

property. 1613(b)(7). The highest rate prescribed is 22
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percent. 5613(b)(l). Rate% may vary depending whether a

deposit is In the United States. The percentage depletion for

asbestos, for example, is 22 percent of gross income if from

deposits in the United States and 10 percent if from foreign

deposits. Compare 6613(b)(a)(B) and (b)(4).

Although defined by lengthy, complex rules, especially for

oil and gas wells, percentage depletion fundamentally allows

for more rapid recovery of capital than does cost depletion.

In fact. percentage depletion is allowed even after all costs

have been recovered.

The model legislation would generally require use of cost

depletion allowances for deductions from income from property

within designated natural areas. The Treasury Department has

proposed to repeal the percentage depletion allowance for all

minerals (T2:230).

Intangible Drilling Costs: Oi. Gas. J Geothermal Wel1s

Section 263(c) of the Code directs the Secretary of the

Treasury to issue regulations allowing uxpensing of intangible

drilling and development costs (IDC's) for oil and gas wells

and geothermal wells. Theme rules provide taxpayers with

several options. Section 291(b) reduces by 20 percent the

amount expensible by corporations under 5263(c). and allows

amortization of this remainder over 36 months. A five-year

deduction schedule is prescribed for IDC's of nonlimited
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partnerships with respect to wells located in the United

States. S58(i)(4).

These allowances are a substantial tax subsidy for the oil

and gas industry, and extend to development and exploration.

These are unrelated to amount of reserves expected or found.

The allowances also favor exploratory drilling over seisnic.

magnetfc. or other exploration technologies. The Treasury

Department has proposed to repeal the option to deduct IDCue

under SS263(c) and 291(b) for costs paid or incurred on or

after January 1, 1986 (T2:233).

Development and Exploration'Costs for Hard MSinerals

Sections 616 and 617 create additional subsidies to

taxpayers engaged in mining. Under cost depletion methods, the

cost of exploration and development, other than expenditures on

depreciable property, would be added to the basis for

depletion. Section 616, however, allows deduction of

all expenditures paid or incurred during the
taxable year for development of a mine or other
natural deposit (other than an oil or gas well)
if paid or incurred after the existence of ore
or minerals in commercially marketable
quantities has been discovered. 1616(a)

Section 617 allows expensing of amounts paid or incurred

during the taxable year

for the purpose of ascertaining the existence.
location, extent, or quality of any deposit of
one or other mineral, and paid before the
beginning of the development stage of a nine
. . 6617(a)(l).
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Sections 616 and 617 prescribe no limitations on the

geographic location of eligible exploration or development

activities. Section 291(b) reduces by 20 percent the amount

expensible by corporations and prescribes a five-year period

for deduction of this remainder.

Combined. Sections 616 and 617 are a powerful incentive for

mining activity. The Treasury Department-proposal. would

repeal the option to expense exploration and development costs

after January 1. 1986. and require them to be capitalized

(T2:234-35).

Tertiagy iniectant Expenses

Expenses for qualified tertiary injectants may be deducted

in the year paid or incurred. 1193(a). The injectant may not

be a recoverable hydrocarbon and the injection must be part of

a tertiary recovery method. Because tertiary injectants

enhance production over more than one year, usual tax policy

would have injection costs capitalized and d eductions based

upon amount recovered over the life of the project. Section

193 is a production subsidy that complements the allowance for

deduction of IDC's. The Treasury Department has proposed to

repeal the allowance entirely (T2:236-37).

RoYalty Taxation

Taxpayers with interests in coal, domestic iron ore. and

timber may pay capital gain tax on royalty income from these

interests. £631. Capital gain treatment is anamolous for such



317

income, Which would be taxed at ordinary rates if the

authorization of 6631 were not available. The Treasury

Department has proposed to zepeal capital gains treatment for

income from these sources whenever located (T2:238-39).

FACING SUBSIDIES

Treatment o m ovina of Earth

Section 175 authorizes deduction of expenditures that would

othervise be chargeable to capital account which are paid or

incurred *for purpose of soil or iater conservation in respect

of land used in farming . . .0 Up to 25 percent of gross farm

income may be deducted in a given tax year and any amounts in

excess of 25 percent are deductible in succeeding years.

Deductible expenditures include those for--

the treatment or moving of earth, including
(but not limited to) leveling, grading and
terracing, contour furrqwing. the
construction, control, and protection of
diversion channels, drainage ditches, earthen
dame, watercourses, outlets, and ponds, the
eradication of brush, and planting of
windbreaks. 6175(c)(1).

Section 175 deductions are available for qualified

activities only if a farming use has been established before or

at the same time as the expenditure is made. Deductions are

not allowed under 5175 for expenditures made to convert

previously uncultivated land to farmland. Taxpayers may deduct

expenditures to prevent reversion to an uncultivated state.

59 -042 0 - 86 - 11
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however, such as wetland or another more biologically diverse

ecosystem.

Section 175 contains no limitation on deductions for

qualified activities in foreign countries. As noted

previously, the availability of deductions under this section

is thought to promote substantially the lons of wetlands in the

United States. The Treasury Department has proposed to repeal

this authorization entirely (T2:311).

Expenditures by Farmers JoL Clelrina LaW

Section 182(a) allows taxpayers engaged in the business of

farming to expense amounts paid or incurred in the clearing of

land for the purpose of making such land suitable for us* in

farming. These amounts would otherwise be treated as capital

expenditures.- The amount deductible for any taxable year may

not exceed the lesser of $5,000 or 25 percent of the taxable

income from farming during the taxable year. 1182(b). No

carryforvard or carryback is authorized. No amount may be

deducted under S182 which is allowable as a deduction without

regard to that section. S162(d)(1)(3). The term clearing of

landN is defined to include, but not be limited to. the

;eradication of trees, stumps, and brush, the treatment or

moving of earth, and the diversions of streams and

watercourses." 5182(c)(1). oFarming" under section 182

includes *sustenance of livestock" as well as "production of

crops, fruits, or other agricultural products.* 5182(c)(2).



319

Section 182 contains no limitation for farming in a foreign

country. The Treasury Department has proposed to repeal 182

(T2:311).

TAX-EXEMPT BONDS

Industrial Development

Gross income generally does not include interest on

federal, state, and local obligations. 1103(a). Industrial

development bonds (IDB's) are generally excluded from this

favored treatment because proceeds from the bonds are used for

nongovernmental purposes. Interest on IDB's is excluded from

gross income, however, in the case of certain small issues

(usually limited to $1:000.000 or less). 6103(b)(6).

acquisition or development of land as a site for an industrial

park. 6103(b)(5), and other purposes set forth in 1103(b) of

the Code.

The Treasury Department has proposed to tax interest on

governmental obligations if more than one percent of the

proceeds are used by a person other than a state or local

government (T2:289-92). That proposal would essentially repeal

tax exemption for IDS interest income as it now exists. As

discussed by the Treasury report, IDB's have been used

increasingly by state and local governments to finance private
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business. causing "serious erosion in the Federal income tax

bale . . (T2:290).

The model legislation proposed in this report would make

all IDB interest income taxable if the issue proceeds are used

for an activity within a designated natural area.

FOREIGN AND POSSESSIONS TAX ALLOWANCES

Foreign Ma Credits Wn Deductionj

Besides allowances for state and local taxes. section

164(c) allows deduction of foreign real property taxes, foreign

income. war profits, and excess profits taxes, and other

foreign taxes which are paid or accrued within the taxable

year in carrying on a trade or business or an activity

described in section 212 (relating to expenses for production

of income)." A foreign tax is a tax "imposed by the authority

of a foreign country." 1164(b)(4). Foreign income. war

profits, and excess profits taxes are not deductible under

$164(a) if the taxpayer chooses .to take to any extent the

benefits of 1901 or such taxes are paid or accrued with respect

to certain foreign trade income. 127S (a)(4).

Sections 901 to 908 prescribe rules for allowance of credit

for payment of foreign tax. In the case of U.S. citizens and

domestic corporations, a tax credit is allowed for the amount

of any income, war profits, or excs@ profit taxes paid or
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accrued during the taxable year to any foreign country.

59Ol(b)(1).

The Treasury proposals would modify the foreign tax credit

by limiting the amount of credit to U.S. tax on foreign income

calculated by country and by modifying rules for determining

the source of income. The proposals would Improve the Code.

but would fall short of parallel proposals on state and local

taxes, whose deduction would be disallowed entirely if not

incurred in carrying on an income producing activity.

The reasons given in the Treasury proposals for disallowing

deduction of state and local tax apply equally to deduction of

foreign taxes and. p fortiori. to the foreign tax credit

(T2:62-63). Foreign tax deductions and credit provide a

federal subsidy for public services provided by foreign

governments. Taxpayers in countries with higher tax, up to the

rate of the United States, receive more benefits than those in

countries with lower tax. The revenues lost to the U.S.

Treasury are substantial.

Tropical deforestation from ranching, farming, and forestry

is one example of such harm that has been discussed

extensively. This report does not propose repeal of the

foreign tax credit and deductions entirely; the overall merits

of such an action are uncertain. Disallowing deductions and

credits for foreign tax paid in carrying on activities within

designated natural areas in foreign countries, however, could
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constitute a major disincentive to activities harmful to such

areas and would contribute to reduction of the federal budget

deficit.

Possessions ax CredIt
The Code allows a credit equal to the taxable income of a

domestic corporation which is attributable to business and

qualifed investment income in Puerto Rico and the U.S.

possessions other than the Virgin Islands. 5936(a). A similar

credit is available to certain domestic and Virgin Islands

corporations. 1394(b). The possessions tax credit is

available fully whether or not any tax Is paid to the

government of the possessions.

The Treasury Department has reviewed this credit and

proposed to replace it vith a wage credit and then to phase out

the wage credit over 10 years (T2:327-29). According to the

department's report. Puerto Rico has complemented the J936

credit with its own tax exemptions of up to 90 percent of

income from certain enterprises. Reportedly, this combination

of credit and incentives Omeans that qualifying corporations

are essentially exempt from tax on their Puerto Rico source

income.* (T2:327).

Puerto Rico and the possessions of the United States

contain unique, insular, tropical ecosystems of great value.

Continuing then as tax-motivated investment havens for business

may further degrade these delicate areas while discriminating

against other jurisdictions that may be better able to absorb
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the environmental impact with less damage. The model

legislation in this report would ensure that tax law does not

motivate business and investment decisions destructive to

designated natural areas within these ecosystems.

RAD DNBTS AND INSURANCE CLAIMS

Although not addressed in the model legislation, further

review is warranted for Code provisions allowing expensing of

additions to reserves for bad debts and insurance claims.

These provisions represent deductions for roughly estimated

future loan losses and insurance claims without discount for

the present value of such losses and claims. Because effective

tax rate is reduced when reserves are increasing, the deduction

discriminates in favor of businesses with escalating bad debts

or claims or growing loan and policy portfolios.

The Treasury Department has proposed to repeal

authorizations for expensing reserve additions in the case of

non-depositary' institutions (T2:2ZO-219 Code 1166(c)).

commercial banks and thrift institutions (TZ:246-52; Code

SS82. 58S. S86. and 593). and property and casualty insurance

companies (T2:273-S3: Code 16822(c), 024 and 825). These

provisions are not addressed in the model legislation because

of uncertainty concerning their significance to environmental

protection.
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STATEMENT OF SUSAN B. KIERNAN, DIRECTOR OF POLICY, SAVE
THE BAY, INC., PROVIDENCE, RI

Ms. KIERNAN. Thank you, Mr. Chairman. My name is Susan B.
Kiernan, and I am director of policy for Save the-Bay, southern
New England's largest environmental organization with 10,000
family and corporate members.

Senator CHAFEE. And we welcome you here.
Ms. KIERNAN. Thank you.
Senator CHAFEE. And I am a member.
Ms. KIERNAN. That is right. Save the Bay's mission for over 15

years has been to protect and improve the water quality and eco-
logical integrity of Narragansett Bay. We consider ourselves fortu-
nate to have had many opportunities to work with you, Senator.
You have earned the respect of our members, as well as countless
others, for your work and proven leadership on environmental
issues. I am here on behalf of Save the Bay to support your efforts
today and urge the subcommittee to move forward with S. 1839.

We applaud the overall goal of the bill, which is to further
reduce the role the Federal Government plays in encouraging envi-
ronmentally destructive activities. The target of this bill is appro-
priately the Federal Tax Code, and our reasons for supporting it
are threefold. Enacting this bill, in our view, will help protect our
coastline from damaging energy operations, will reduce incentives
for urban sprawl along our shores, and will make financial as well
as environmental sense. In the long run, the bill will aid us in our
mission to save Narragansett Bay.

For example, the bill affects certain oil, gas, and coal operations.
Our organization was formed 15 years ago to fight the siting of an
oil refinery on the bay. We recognized then that such development
was incompatible with the unique conditions that make our bay
one of the most productive estuaries in the world, a habitat for
thousands of marine species that also supports a multimillion-
dollar shellfishing and fin-fishing industry. During the 15 years
since that proposal was dropped, Save the Bay has been confronted
again and again with plans for major energy related developments.
On more than one occasion, the sites selected for development were
integral parts of the fragile barrier resource system that fringes
the southern half of our State and bay. Fortunately, through the
vigilant work of thousands of citizens, those sites were saved with
some being incorporated into a baywide park system.

In addition, Rhode Island met its energy needs through alter-
nate, more environmentally sound means. When this bill is en-
acted, our coastline should become less vulnerable to such propos-
als. Knowing that the tax incentives are very important to indus-
try, we expect under this bill that the parties planning new
projects will steer themselves away from sensitive areas of our en-
vironment into more suitable locations where the tax breaks will
still apply.

The provisions for amending the Tax Code will also reduce cer-
tain incentives that are helping fuel the poorly planned urban
sprawl across our coastal zone. By curbing tax-sheltered invest-
ments in coastal development projects, the bill may ease the pres-
sure to overdevelop our most sensitive environmental areas. The
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impact on Rhode Island's coastal zone is significant in that the
State has 18 existing sites within the coastal area's resource system
and another 45 sites being considered for addition to the system in
a proposal pending before the Department of the Interior.

Most of them are fragile, undeveloped area beaches which are
heavily used as a recreational resource. Many of these barrier
beaches protect coastal ponds and salt marshes. They are acknowl-
edged by our scientific community to be irreplaceable nursery
grounds for scallops and other marine life. Assuming the nominat-
ed sites are added to the system, 16 of 20 Rhode Island coastal com-
munities will have a portion of their coastline designated as part of
the CBRS system and therefore be subject to the provisions of S.
1839.

As a result, the bill, which adds an additional layer of protection
to these sites, will benefit a majority of the State's population.
When the costs of this bill are considered, Save the Bay finds yet
another reason to support its enactment. In the long run, we be-
lieve the Federal Government will save substantially by discourag-
ing the type of development that in the past has caused millions of
dollars of expenditures in beach restoration, flood insurance pay-
ments, and disaster aid. Furtherm. re, given the current situation
where environmental management programs at the local, State,
and Federal levels all face budget cutbacks, it is irresponsible for
the Federal Government to be foregoing or sacrificing revenue
through actions that contribute to our environmental management
problems. The Federal Government cannot afford it and neither
can our fragile coasts. Save the Bay is just one of hundreds of re-
gional environmental organizations working to protect our coast-
lines. We are confident that those other groups, as members of an
environmental constituency, share our views as to the benefits of S.
1839.

On behalf of Save the Bay, I want to thank you for allowing us
to participate today; and I respectfully urge that S. 1839 be passed
into law.

Senator CHAFEE. Thank you very much. We appreciate that. Of
course, we appreciate the wonderful job that Save the Bay is doing.
We are delighted. All right.

Ms. Campbell.
[The prepared statement of Ms. Kiernan follows:]
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My name is Susan B. Kiernan and I am Director of Policy for

Save The Bay, southern New England's largest environmental

organization with 10,000 family and corporate members. Save The

Bay's mission for over fifteen years has been to protect and

improve the water quality and ecological integrity of

Narragansett Bay. In our battle to clean up the Bay, we are

fortunate to have had many opportunities to work with Senator

John H. Chafee, sponsor of S.1839. rhe Senator has earned the

respect of our members, as well as countless others for his -

proven leadership on environmental issues. There does not exist

a more persistent advocate for Narragansett Bay and having

learned of the contents of S. 1839, Save The Bay was not sur-

prised to find that Senator Chafee had introduced this bill. I

am here on behalf of Save The Bay to support his efforts and

urge the Finance Committee to pass S.1839.

We applaud the overall goal of S.1839 which is to further

reduce the role that the federal government plays, either

directly or indirectly, in encouraging environmentally destruc-

tive activities. The target of this bill is appropriately the

federal tax code and Save The Bay's reasons for supporting it are

threefold. Enacting S. 1839 in our view will help protect our

coastline from damaging energy operations, will reduce incentives

for urban sprawl along our shores and will make financial as well

as environmental sense. In the long run, S.1839 will aid us in

our mission to save Narragansett Bay.

For example, S.1839 affects certain oil, gas and coal opera-

tions. Our organization was formed fifteen years ago to fight

the disastrous siting of an oil refinery on the Bay. We recog-
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nized then that the development of such a facility was imcom-

patible with the unique conditions that make Narragansett Bay one

of the most productive estuaries in the world - a habitat for

thousands of marine species that also supports multi-million

dollar shellfishing and finfishing industries. During the fif-

teen years since the first refinery proposal was dropped, Save

The Bay has been confronted again and again with plans for major

energy-related developments on the Bay. On more than one

occasion, the sites selected for development were integral parts

of the fragile barrier beach and coastal pond system that fringes

the southern half of our state and Bay. Fortunately, through the

vigilant work of thousands of citizens those sites were saved,

with some being incorporated into a Bay-wide state park system.

In addition, Rhode Island met its energy needs through alternate

means that were more environmentally sound. However, we have

been forced to remain a vigilant watchdog.

When S,1839 is enacted, our coastline will become less

vulnerable to such proposals as illustrated by the following

example. In meeting recently with the parties backing a coal

project, I was candidly told that the tax benefits due to an

accelerated depreciation schedule provided the major incentive

for their proposal and were crucial to the financial viability of

the operation. The project coordinator further stated that if

his partnership was unable to take advantage of these tax breaks,

then they would not move forward. Given this example of how

important certain incentives are to the industry, knowing that

they can make or break a project, we expect that the parties

2
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planning new projects will steer themselves away from sensitive

areas into more suitable locations where the tax breaks will

still apply.

We cannot underscore the importance of this bill to our

efforts. We have spent countless hours in debates regarding the

siting of energy facilities. We anticipate the debate will

continue as the upswing in the region's economic growth is

accompanied by an increased demand for energy resources. The

Governor of Rhode Island has alluded to the fact that eight new

generating plants are presently in the planning stages. S.1839

would be an ally in our efforts to insure that such faciltiies

and activities are properly planned and sited so as to preserve

the long term productivity of Narragansett Bay.

Save The Bay further believes the provisions for amending

the tax code will reduce certain incentives that are helping fuel

the poorly planned urban sprawl across our coastal zone. By

reducing the attractiveness of structuring tax sheltered invest-

ments in coastal development projects, $. 1839 may ease the

pressure to overdevelop our most sensitive environmental areas.

The impact on RhodeIsland's coastal zone is significant in

that the state has eighteen existing sites within the Coastal

Barrier Resources System (CBRS) with another 45 sites being

considered for addition to the system in a proposal pending

before the Department of Interior. Most of the areas are fragile

undeveloped barrier beaches which are heavily used as a recrea-

tional resource. Many of these barrier beaches protect coastal

ponds and saltmarshes that are acknowledged by the scientific

community to be irreplaceable nursery grounds for scallops and

3
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other marine life. Assuming the nominated sites are added to the

system, 16 of 20 Rhode Island coastal communities will have a

portion of their coastline designated as part of the CBRS and

therefore be subject to the provisions of 3.1839. As a result,

the bills which adds an additional layer of protection to these

sites, will benefit a majority of the state's population.

When the costs of this bill are considered, Save The Bay

finds yet another reason to support its enactment. In the long

run we believe the federal government will save substantially by

discouraging the type of development that in the past has caused

million of dollars of expenditures in beach restoration, flood

insurance payments and disaster aid.

Furthermore, given the current situation where environmental

management programs at the local, state and federal levels all

face budget cutbacks, it is irresponsible for the federal govern-

ment to be foregoing or sacrificing revenue while at the same time

contributing to our environmental management problems. The

federal government cannot afford it and neither can our fragile

coast.

Save The Bay is just one of hundreds of regional environ-

mental organizations working to protect our coastlines. We are

confident that those groups, as members of an environmental

constituency, share our views as to the benefits of S.1839. On

behalf of Save The Bay, I respectfully urge you to pass S.1839

into law.
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STATEMENT OF FAITH CAMPBELL, SENIOR RESEARCH ASSOCI-
ATE, NATURAL RESOURCES DEFENSE COUNCIL, INC., ON
BEHALF OF THE NATIONAL WILDLIFE FEDERATION, WASH-
INGTON, DC, ACCOMPANIED BY SHARON NEWSOME, LEGISLA-
TIVE DIRECTOR, NATIONAL WILDLIFE FEDERATION
Ms. CAMPBELL. Thank you, Senator. My name is Faith Campbell;

I am with the Natural Resources Defense Council. With me is
Sharon Newsome of the National Wildlife Federation. Our organi-
zations, representing over 4 million Americans, are pleased to sup-
port S. 1839. We have a longer statement that we would like sub-
mitted for the record.

Senator CHAFEE. That will go in.
MS. CAMPBELL. Under current Federal tax law, development is

heavily favored over conservation by a combination of tax exclu-
sions, credits, deductions, accelerated cost recovery, and other in-
centives. S. 1839 would eliminate some of these, thus promoting
conservation at no cost to the Federal Treasury. We believe this
use of the Tax Code is consistent with long-standing practice.

We discuss the provisions of S. 1839 in more detail in our written
statement. In the brief time available to us here, we would like to
highlight some additional tax breaks that we suggest should be
withdrawn and some other areas which would qualify in our minds
as environmental zones.

We recommend disallowance of all forms of preconstruction
cots, such as capitalization of interest and taxes during construc-
tion, deferral of taxes until a structure is occupied by tenants, de-
duction of sales taxes on building materials, deduction of other
business startup costs. We also recommend disallowance of all
forms of accelerated cost depreciations for development in environ-
mental zones. We suggest instead allowing only straight-line depre-
ciation. Finally, we urge that capital gains on sales of all assets in
environmental zones be considered as ordinary income.

S. 1839 incorporates five categories of environmental zones, all
clearly defined by Federal statutes. NRDC and NWF fully support
these. We would like to suggest expanding the concept to include
some other areas, particularly wetlands, as defined either under
the Clean Water Act or the 1985 farm bill; areas designated under
State natural area or heritage programs; areas designated under
three international treaties named in our testimony; and additional
coastal barrier formations in the Great Lakes and Pacific coast
areas. Ms. Newsome would like to address those momentarily.

Senator CHAFEE. All right. Ms. Newsome.
Ms. NEWSOME. The federation and NRDC heartily' endorse your

inclusion of the coastal barrier resources in the environmental
zones covered by the bill because it will close present loopholes in
the Coastal Barrier Resources Act. Under your authorship, Senator
Chafee, Congress established the system in 1982 to minimize the
loss of human life, reduce wasteful expenditure of Federal reve-
nues, and reduce the damage to fish and wildlife and other natural
resources when coastal barriers are developed.

By withdrawing Federal subsidies, Congress embarked on a new
approach to conservation, using the marketplace to achieve conser-
vation goals. An underlying principle of the act is that Federal fi-
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nancial assistance is so pervasive in real estate development that it
interferes with and directly affects economic decisions. The Depart-
ment of the Interior has stated in its report to Congress that in
coastal communities tax-induced distortions have severe costs in
terms of lost human lives, property, public revenues, and natural
resources. Evidence is mounting that without creating a tax differ-
ential between economic development and conservation goals,
denial of direct Federal subisidies alone cannot establish free
market decisionmaking. Thus, differential taxation as proposed in
S. 1839 is an essential ingredient. However, the hazard of coastal
barrier development is not limited to areas on the Atlantic and
gulf coasts. The Great Lakes have had record-high lake levels and
erosion problems over the past year; yet building has accelerated.
Likewise, the west coast has been subject to severe Pacific storms
and tidal waves, which have destroyed inappropriate near-shore de-
velopment.

The Department of the Interior's report delineates 700,000 acres
of new areas in the Great Lakes, the west coast, and Alaska and its
territories. We urge you to include those areas in S. 1839.

Thank you very much for the opportunity to comment.
Senator CHAFEE. All right. Thank you very much, Ms. Newsome.
Mr. Sellers.
[The prepared statements of Ms. Campbell and Ms. Newsome

follow:]
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INTRODUCTION

The Natural Resources Defense Council (NRDC) and National Wildlife

Federation (NWF) are pleased to appear before the Senate Finance

Committee to support S. 2839, a bill introduced by Senator John

Chafee. NRDC and NWF represent over four million Americans who

support conservation of wildlife and wildlands in the United

States and abroad.

Under current federal tax law, development is heavily favored over

conservation by a combination of tax exclusions, credits,

deductions, accelerated cost recovery, and other incentives.

Overall tax reform, as now contemplated by the Congress, would not

eliminate this bias. Therefore, we recommend amendment of the tax

code in order to increase the cost and reduce the internal rate of

return of development within the proposed "Environmental Zones"

and thereby shift development to other less sensitive locations.

These zones include authorized additions to our systems of

National Wildlife Refuges, National Parks, and National Forests,

areas being studied for Wild and Scenic River designation, the

Coastal Barrier Resource System, and critical habitat under the

Endangered Species Act. Enactment of S. 1839, particularly if it

is strengthened along lines we suggest this morning, will bring

U.S. tax policy into accord with national conservation policy.

The tax code has historically been used to promote a wide variety

of social goals. Enactment of this bill will not be a departure

from longstanding practice.

A welcome side benefit of S. 1839 is that it will promote

conservation without spending federal money. To the extent that

development is foregone, conservation goals will be met and

possible future expenditures -- eg., disaster relief on barrier

islands, or acquisition costs for refuges, parks, or forests --

will be reduced. If development proceeds regardless, the treasury

will receive larger tax payments than it would have otherwise.



336

-2-

S. 1839 addresses primarily tax incentives which affect the

"operation phase" of development. These are indeed the largest

incentives and consequently are the most damaging to the

environment. Therefore, we applaud the bill's elimination of

business and investment tax credit, tax-exempt bond interest,

expensing of certain depreciable business assets, and limiting

real estate and equipment leasing exceptions to "at risk"

limitations.

1. CREDITS. SECTION 3(a)(11). A business credit against tax

is allowed under Section 38 of the Internal Revenue Code, limited

to $25,000 plus 85 percent of tax liability exceeding $25,000. It

can be carried forward as much as 15 years, and carried back 3

years. The business credit includes the investment tax credit

determined under Internal Revenue Code Section 46(a): the sum of

the regular percentage, energy percentage, and rehabilitation

percentage of qualified investments [IRC Sections 46(b) (1), (2),

and (4)]. We endorse the disallowance of all investment tax

credits applicable to Environmental Zones as in Section 3(a) (11).

2. TAX-EXEMPT BOND INTEREST. SECTION 5(a)(19).

Historically, the initial development has been financed privately,

often assisted by tax-exempt state and local general obligation

bonds and other financial obligations. The interest of state and

local tax-exempts is generally not included in gross income [IRC

Section 103(a)], and special limitations are placed on tax-exempt

industrial development bonds under IRC Section 103(b).

The exemption of interest on state and local debt securities from

taxation stems from the doctrine of reciprocal tax exemption. It

permits states and local governments to borrow at interest rates

lower than other borrowers (e.g., the federal government and

private corporations), and has a particular appeal to investors in

high marginal income tax brackets. In order to foster tourism and

development, numerous states and coastal barrier communities have

issued tax-exempt securities for bridges, causeways, roads, and

other community infrastructure. Removal of the tax-exempt status
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of such securities as proposed in Section 5 of S. 1839 will reduce

the attractiveness of such securities and act as a disincentive to

development.

3. EXPENSING DEPRECIABLE BUSINESS ASSETS. SECTION

2(c) (1). Under Section 179 of the Internal Revenue Code, the

cost of certain defined property may be expensed in the year that

it is placed in service, rather than being depreciated. Under

current law, the total cost of property that may be expensed is

$5,000 through 1987, $7,500 in 1988-1989, and $10,000 in 1990 or

thereafter. Removal of the authority to expense such property

used or in place within Environmental Zones as proposed in S. 1839

will add to the economic disincentives for development.

4. ENERGY-RELATED COSTS AND ALLOWANCES. SECTION 2(b)(2).

Under the depletion allowance provisions of the Internal Revenue

Code, percentage depletion allowances [IRC Sections 613 and 613A]

basically allow more rapid recovery of capital costs than cost

depletion [IRC Section 611). Percentage depletion generally is

not allowed in the case of oil and gas production, with certain

exceptions for some independent producers and royalty owners.

Limiting depletion allowances for oil, gas, or other minerals

extracted from Environmental Zones to those determined by the cost

depletion method as proposed in S. 1839 will act as a disincentive

to such extraction in those areas.

Provisions for deductions for development and exploration costs

for hard minerals (IRC Section 193(a)] act as substantial

subsidies to the respective industries. To the extent that they

are applicable to such activities in Environmental Zones, they

should be repealed.

5. DEPRECIATION ALLOWANCES. SECTION 2(b)(1). The NRDC and

NWF recommend elimination of accelerated depreciation benefits

within Environmental Zones. The Accelerated Cost Recovery System

(ACRS) is one of the principal tax shelters available to investors

and owners of real property developed since 1980. It makes
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possible the sheltering of an investor's unrelated income, defers

tax liability, and encourages taxpayers to make otherwise

uneconomic investments in order to obtain tax benefits. The House
bill lengthens the recovery period, but the change may not

significantly affect development decisions. S. 1839 also

eliminates ACRS but retains overly generous tax benefits for
depreciation. Environmental Zones should receive the least tax

benefits. Therefore, we suggest an amendment be adopted to allow

only straight-line depreciation. This is discussed in greater

detail below.

In order to promote conservation, it is essential to influence

developers' decision-making in the origination as well as the

operation phase. In order to do this, NRDC and NWF suggest

further denials of such tax benefits as capitalization of interest

and taxes during construction; deferral of taxes until a structure

is occupied by tenants; deduction of sales taxes on building

materials, ground rental costs, and commitment fees on standby

loans not actually funded; deduction of pre-construction costs;

and business start-up expenses.

Finally, we urge that capital gains on sales of all assets in

Environmental Zones be considered as ordinary income. As

currently drafted, S. 1839 reduces tax breaks for sales only of

timber, col, and iron ore from those zones.

6. ENVIRONMENTAL ZONES. The bill incorporates five categories

of "Environmental Zones" in which the enumerated tax incentives

for development would be denied. The NRDC and MWF support these
five categories as the bare minimum necessary to achieve the

purposes of the bill. All are areas clearly defined by federal

statute and/or regulation, including survey bounds.
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A. Critical Habitat

Critical habitats are designated by the Secretary of the Interior,

sometimes in consultation with the Secretary of Commerce, under

the authority of Section 4(a) (3) of the Endangered Species Act.

Such areas are determined "on the basis of the best scientific

data available and after taking into consideration the economic

impact,...". Any area may be excluded from critical habitat if

the Secretary "determines that the benefits of such exclusion

outweigh the benefits of" inclusion, unless failure to include

that area will result in extinction of the species. Since

enactment of the Endangered Species Act, critical habitats have

been designated for 92 species, totaling about 20,000 square

miles. In practice, these areas have been much smaller than the

ranges of the particular endangered or threatened species. They

are, in every sense of the term, "critical" to the survival of

these species. Extinction is forever; once gone, these species

cannot be resurrected. Since the United States has enacted a

policy of ensuring survivial of these species, and in fact spends

approximately $30 million annually specifically for this purpose,

NRDC and NWF strongly support elimination of tax incentives that

promote development of the critical habitats of endangered and

threatened species.

B. National Wildlife Refuges. National Parks. And National

NRDC and NWF support the language currently set forth in Section

208H(d) (2) of S. 1839 describing as Environmental Zones lands of

the National Wildlife Refuge System (NWRS) . Although those lands

"authorized by an Act of Congress" include a number of areas

important to fish and wildlife resources, it is critical to

include in the proposed statutory definition those lands

"designated by the Secretary of the Interior" for inclusion in the

refuge system. This broader definition is necessary because a

majority of lands awaiting protection under the laws governing

management of the NWRS were established outside Acts of Congress
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through the Migratory Bird Conservation Commission, Presidential

Executive Order, and withdrawals and transfers between agencies.

According to the U.S. Fish and Wildlife Service (FWS), by Fiscal

Year 1985 there remained only 10 refuges which had been

authorized, and funds appropriated for purchase, but which

contained lands still unacquired and unprotected. Many of these

refuges simply require the purchase of inholdings to complete the

acquisition. The total land area represented by these 10 refuges

amounted to approximately 56,000 acres. Because of the large

amount of land "designated by the Secretary of the Interior", and

the continued pressure on these lands from development and other

activities, inclusion of these areas in the Environmental Zone

definition is critical. We would reiterate that the S. 1839

definition of Environmental Zone extends protection to all lands

of the NWRS for which there are authorizations but not yet

appropriations.

The NRDC and NWF also support language to reduce or remove tax

credits and deductions for areas authorized for inclusion in the

National Park and National Forest Systems.

C. Barrie-r islands

S. 1839 is particularly important for closing loopholes in the

Coastal Barrier Resources Act (CRBA). The Act, passed in 1982,

restricted direct and indirect federal expenditures that promote

development within the Coastal Barrier Resource System (CBRS), a

network of 186 units of undeveloped barrier islands, spits, and

beaches along the Atlantic and Gulf coasts. Congress adopted this

legislation in recognition of the special qualities of coastal

barriers and the forces affecting them.

Coastal barriers are unstable landforms subject to extreme wind

and wave pressures. Left in their natural state the sand and

unconsolidated sediments absorb these attacks thereby protecting

landward development. In addition, coastal barriers harbor

uniquely rich and valuable fish and wildlife populations. The
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Department of the Interior has estimated that 85 percent of sport

and commercial fish species on these coasts spend a portion of

their life cycles in the wetlands and estuaries provided by

coastal barriers.

Development in these areas is especially costly. First, the

development reduces the ability of the land to cushion the immense

power of storms and hurricanes. It destroys the natural resources

of the areas. Then, the rcads, buildings, and other development

must be rebuilt constantly as they are destroyed by erosion and

storms.

In a farsighted move, Congress established the CBRS to minimize

the ioss of human life, reduce wasteful expenditure of federal

revenues, and reduce the damage to fish and wildlife and other

natural resources when coastal barriers are developed. Thus,

Congress embarked on a new approach to conservation, testing

whether market concepts, absent federal financial assistance and

federal regulatory power, can influence private economic decisions

so that conservation goals are achieved. An underlying principle

of CBRA is that federal financial assistance is so pervasive in

real estate development on the coastal barriers that it interferes

with and directly affects economic decisions.

Through its tax benefits and preferences, the principal source of

federal financial assistance in the origination and operation

phases of coastal barrier development is the Internal Revenue

Code. Virtually all economic decisions to develop on coastal

barriers are influenced by the IRC. Its tax preferences are

weighted so heavily in favor of real estate development and

ownership that they must be considered to influence, even distort,

virtually all private economic decisionmaking on coastal

barriers. As the Department of the Interior's draft Reor To
Congress aptly points out, "[iln coastal communities, tax-induced



342

-8-

distortions have severe costs in terms of lost human lives,

property, public revenues and natural resources."

Evidence is mounting that without creating a tax differential

between economic development and conservation goals, without

removal or restriction of tax preferences for real estate

development, denial of direct federal subsidies alone cannot

establish free market decision-making. Under current federal tax

law, exclusions, credits, deductions, accelerated cost recovery

and other tax incentives heavily favor development over

conservation. Tax incentives for conservation are relatively few

and do not compete effectively or efficiently with incentives for

development under our present system. If market forces are to be

the principal federal means of addressing conservation of the

CBRS, differential taxation as proposed in S. 1839 is an essential

ingredient.

D. Expanding Protection Of Barrier Islands

The hazards of coastal barrier island development are not limited

to areas on the Atlantic and Gulf Coast currently included in the

CBRS. The Great Lakes have had record-high lake levels and

erosion problems in the past year. According to University of

Michigan researchers, homeowners along the Great Lakes spend

approximately $700 million annually to protect their land from

shore erosion, only to lose even more in flood damages. Yet

people continue to build on the shore. There has been a dramatic

increase in applications for construction permits for new

shoreline development projects on Michigan shores -- an increase

from 500 permits to 1,300 over the past several years -- according

to Christopher Shafer, Director of the Lakes and Streams

Protection Agency at the Michigan Department of Natural Resources.

Likewise, the West Coast is subject to severe Pacific storms and

tsunami (tidal waves) which destroy inappropriate, nearshore

development. In the 1960's a tsunami devastated the bayfront at

Crescent City, California. This and other tidal waves caused
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hundreds of thousands of dollars of property damage to coastal

resources on the West Coast. According to Oregon's Coastal Zone

Management Association, there is a strong probability that another

major storm event will occur within the next 10 to 20 years.

Proceedings from California's Coastal Commission's Conference on

Coastal Erosion, California's Battered Coast. shows in case after

case how poorly planned coastal development has lead to severe

cliff erosion. The federal government cannot afford to finance

coastal development that leads to great costs in erosion and storm

protection, and eventual property damages.

The Department of Interior's draft Report to Congress has mapped

undeveloped coastal barriers in the Great Lakes, the West Coast,

Hawaii, Alaska, and the Territories. We strongly urge the

Committee to include these areas in the "Environmental Zones"

included under S. 1839.

8. ADDITIONAL ENVIRONMENTAL ZONE CATEGORIES. NRDC and NWF

suggest that the Committee consider expanding S. 1339 to include

other kinds of environmentally sensitive lands. The first of

these is wetlands. It is well established that wetlands provide

essential habitat to large numbers of fish, wildlife, and plant

species, including many species that are commercially valuable,

harvested for recreational sport, or are endangered. Wetlands

also provide natural water quality control systems by removing

excess nutrients, sediment loads, and organic and chemical wastes.

Moreover, wetlands recharge groundwater supplies and temporarily

store flood waters. We suggest that S. 1839 use either the

regulatory wetland definition promulgated under the Clean Water

Act, as amended (33 USC 1251 et A ), or else the statutory

wetland definition contained the Food Security Act of 1985 (P.L.

99-198), better known as the Farm Bill. Specifically, we propose

the following language:

"(6)which meets the definition of wetlands as

set forth in the Clean Water Act, as amended
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(33 CFR 323.2(c) and 40 CFR 230.3(t))"

OR

"(6)which meets the definition of wetlands as set

forth in the Food Security Act of 1985 [P.L.

99-198]"

We recognize, however, that simple inclusion of a wetlands

definition into S. 1839 will not necessarily ensure that these
areas receive full protection from continued drainage and

conversion. At the very least, we believe that those federal
agencies responsible for wetlands protection -- such as the Fish
and Wildlife Service and the Environmental Protection Agency --
must be party to all discussions concerning denial of tax credits

for wetlands in Environmental Zones. NWF will be glad to work
with the Committee in developing this process and drafting

language for inclusion into S. 1839.

A second category is state-designated natural areas.

Approximately 30 states now have programs to identify and protect
privately owned areas of outstanding importance to the

conservation of particular species, plant or animal communities,

or geologic features: almost 40 states have Natural Heritage
protection programs. We believe that these areas also merit the

protection proposed in S. 1839.

Third, NRDC and NWF recognize that in some cases a private

landowner may be encouraged to undertake environmentally

beneficial investments by a proper tax incentive. We have in

mind actions contained in an approved Recovery Plan or Section 10

Habitat Conservation Plan, as provided for in the Endangered

Species Act. Other examples might be included. At this time, we
do not have specific wording to suggest; it would be extremely
difficult to tread the thin line between opening a loophole which

would undermine the entire bill and 6eing so strict as to
discourage useful action.
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Finally, the model legislation developed by the Environmental

Defense Fund included areas, both inside and outside the U.S.,

that are designated under 3 international treaties: the

convention on wetlands of international importance especially as

waterfowl habitat; the convention on nature protection and

wildlife preservation in the western hemisphere; and the

convention concerning the protection of the world cultural and

natural heritage. NRDC and NWF note that loss of habitat and

species extinctions have reached alarming proportions in some

regions abroad, particularly the tropics. Therefore, we urge you

to consider restoring these areas to S. 1839.

This concludes our statement this morning. NWF will submit

additional written comments on S. 1839 as necessary.



346

A- A -, Ek'.Ai I -t, J ,V

C, -r *'.e ,-,A - c nat ,?ihr r o ern i.'r e. r ~ - j;Cc C aJ., *. % c nsr'l:i '..at c,-r. ) ir, erL.?L her rr I&r~et. ,_O' ,;er..r J,
fr.J P1 7, 1 ne, i n ci jI iz.si2.t ci"n and -jb trt feder i r-L-,.rt,,r x-w r
"a , r, f i Lien e r - r vj i e oc. ,',Kmi, ,F,-_ i Ic,-ns -0 that ton, rv.)r i,-,r.

,i ji 0, -jchev.-,l. An ij -prvirlri tresi s nf CO RA i ,. rr,.,
W jl firi c- il a ;n..I- .1 I t'.lvjsvC :n reai rstnt-,te 5c.rve.,c ,

meri, r, t Pe coastal ,rriers that it intervenes with arl,j Ii ec i
c2 fe,.ts *,-, -. c rn cmic .et L i ,r,s. If feder li FIr.n, i.ii ;slstric w brc
wi thrldrawn. crre t.,u iJ tIRr, test whether coasta barrIer .evel;o -
ri n t w.sc econorr, ; inder -,ur mJrket system.

the C,.oast.e-1 l.S,-irr ier Reo-sources Art withdrew most cilrect fecle-
rI F inini ial ass stance for aievelopment or units in the Coastal
Barni-r P#? 5o rtLe 1,./,- m (COl3P"S). However. direct ferlt.r3)l finan-
C. ia assi stance IFur dino for roads, bridges .causewav,. wat er
.,upl e -3 ond distr i(ut i,',r, systems. wastewater treatment Fadi)i-
ties. sI,,-,re Protec-t ion. ,nd 'So on) has not generai ly sutsidizPd
the initial 5taes of coastal barrier development. Histori-
callv. m-,st ininial :co-stal barrier development nas been finanr.er
tht oJ a, r,rival.e s.jrce andt t-)' -eeerrot state or local de-bt n-
strumrrn;:5. A., i m.,tter of o ice and law, direct federal asi.
t.i3ce r.jcame available at later stJaes of development.

COBRA also sneaks to withdrawal of "indirect financial a-
tai ,n e" for de'telornrt on units in the CA"., whIch ir,c I ules

f ir-nc al *i i rar-e thrcugn th..e Interral Revenue Code. lo l-ate
1-me Int-rna; V vrnue :-3ervice has made no attempt to amrnd irs
reculation-, to -omrplv with COBRA or otherwise to aoplv the Code
-nu its req.3uations to enforce CObRA. rhe Internal Revenue Cxle
a7nd it.s re,'sflat;c.n' must ne amended to comply with COBRA. anl tU'e
]ntern ,al Revenue 'Service must actively v mPlemenr_ its rei.-tions
to an:e - cornl since with the mandate of COBRA.

The rationale for this oositlon becomes clear on 3nalvsis of
the Internal Revenue Code and its Impacts on coastal barrer
development. By Its tax benefits rnd preferences, the rjrircirc_,i
source of federal financial assistance In the origination 3nd
opprotion phases of coastal barrier development Is the Internal
Revenue Code. Virtually all economic decisions to develop on
cra3tal barriers re influenced by tie Code. Its tax preferences
are weighted so heavi lv in favor of real estate development and
ownership that tney must be considered to Influence, even dis-
tort, virtu al lv :ll private economic decislonmaking or coastal
barriers. As the Department of the Interior's Draft Report aptil
points out. "rijn coastal communities. tax-induced dis3tortions
have severe costs In terms of lost human lives, property, public
revenues ano nazural resources."

BEST AVAILABLE COPY



347

d'vv lmer, t carl . ,C..rv, si , . wAL. - . - ,
tior f t r.,r.frr r.c r,-, r.j, 1  e I /, '' I ! . V rd e T.

rPa,Jy mrkjnt n, to .Jt j en;. c r '., t - eE., . iJd.,
his itt I , e r no irf ,iL r, c . initial e,-:,:-, i- ,ec S r) . ,:
,Je velop th '. 8,n co cu r9 ent f e ar j I ,aw. I, lS or,; .

inLentives. !, av; 1 v 'F ,,-r .Jevel,-.,jmerl: ,,e r O-: s r V.j ti,:,n . T

in:.ntie. Fr n, erv jtic. ir r e;at rvel, few -nd ,'ro n,,t .omrr
effeccively or eFficientlY with ince ntive. For develcprr,!nt u rider
our present .vsrem. Even were tax reform to achieve greater to*
neutral ity th~an now. conservation would have inherent drsaCv.jn-
ta yes in relation to eronomrc development. for the reforms are
designed for greater economic neutral itv among different economic
activities and institutional types, not to achieve conservation
goa I s.

If market forces are to be the princial federal means ofaddressing conservation of the Coastal Barrier Resources System.
differential taxation is an essential ingred ient. We urge that
the Department clearly state to the Congress that any residen-
tial, commercial. or business development within the CBRS should
be denied Federal tax preferences.

Our comments on tne Department's Draft Report to the Con-
gress are divided into two areas: (I) tax recommendations that
should be Included in the Department's report to the Congress;
and (2) comments on the tax options in the rolort. JnderItnq
our basic approach to both areas is the need to affect deveIop-
ment decislonmaking in the origination phase (from inception
through construction, until a building is placed in service), and
to affect financial and investment returns in the operation
ph.se.

If the goals of COBRA are to be met, it Is Imperative that
efforts to modify the current tax law or to Influence proposals
for tax reform be initiated. Chapter VII of the Oepartrnent's
report is an important vehicle ir this direction.

i. Tax Recommendations That Should Be Included In the
Department's Report to the Congress.

A. Origination phase.

From a conservation perspective It is important In the
origination phase to deny tax benefits from the very outset of a
proposed development within the CBRS. The function of the denial
Is to Increase the cost and reduce the internal rate of return on
CBRS Investments. The aim is to make CBRS investment economi-
cally unattractive, inducing investment and development to shift
elsewhere.

There are a number of tax Issues affecting the origination
phase which are not overtly considered In the Department's re-
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We s__trnjy_ Y urge the De Lepartment to recommend to the Conjr .s-
that the Internal Revenue Code be 3mended to dlsal low bu'.r ,,:-
and nonbusiness individual deductions, credits, and capitaliza-
tion of interest expense, state or local taxes (including oroper-
ty, sales ard other taxes), financial fees and related e pense.
and other costs or expenses associated with pre-construct ion ard
construction activities within the CBR'3.

B. Operation Phase. The greatest tax Incentives and tax
sheltering opportunities come during the operation phase. We
recommend a number of changes to remove or modify current tax
credits and deductions which provide strong development incen-
tives. The most Important of these include: change of the
Accelerated Cost Recovery System [addressed In Part 11]. removal
of business and investment tax credits, disallowance of tax-
exempt bond interest and the expensing of certain depreciable
business assets, removal of certain exceptions to the "at risk"
limitations For real estate and equipment leasing, and disallow-
ance of certain energy related costs and allowances. Each ,cf
those is dcl(Su3sed below.

1. Credits. A business credit against tax is alloweJ
under section 38 of the Internal Revenue Code, limited to $25,1OC
plus 85 per cent of tax liability exceeding $25,000. It can be
carried Forward as much as 15 years. and carried back 3 years.
The business credit Includes the investment tax credit determined
under [RC sec. 46(a): the sum of the regular percentage, energy
percentage, and rehabilitation percentage of qualified invest-
ments (IRC secs. 46(b)(1), (2). and (4)]. Property that qkiali-
fies for the investment credit is further defined under sections
48 and 168 of the Code.

We urge the Department to recommend disallowance of all
investment tax credits applcable to CBRS properties.

2. Tax-exempt bond Interest. Historically, the ini-
tial development of most coastal barriers has been financed
privately, often assisted by tax-exempt state and local general
obligation bonds and other financial obligations. The interest
of state and local tax-exempts is generally not included in gross
Income (IRC sec. 103(a)), and special limitations are placed on
tax-exempt industrial development bonds under IRC sec. 103(b).

The exemption of Interest on state and local debt securities
from taxation stems from the doctrine of reciprocal tax exemption

BEST AVAILABLE COPY



349

r i e. t ti ,I i gr t trn e 1M, i r .
3 1 ~ if t Perm it 3ro!s m i -,>j *1:, 'r ,tin~t, r cs . LA.rr :w j

ir1,t ~r e t r.:1t e-5 l oqe r" t- ,jr c, t t-_r io r T Dw r- (€ . . t t I-, f : T ,i

ocvprnnerr anj pr i vate coroo -'at c ri ) . jni hj$ S pr . i cu .3r [PFt.-.I
I,-' invt.rc r' in i-jh mar -irial Irin,.,jlie tax Lrdc.'ets. In orler T
fcste ur r rl srn i nd deve Io;mer, . numerous st ares and .o,3stal -ir-
r ier c.,rinniti-s have, issued tax-exempt secur ties_ for br IwLQes.
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h e tax-exempt status cf such securities within the CBRS (oui

reduce the attractiveness of such securities *snd at.t S a
disincentive to coastal barrier development.

We ur,_e the Department to recommend that interest on alI
state and local debt securities issued to support infrastructureand other develoment within the Coastal Barrier Resources ]ysterm
be taxable.

3. Expensing Oepreciable Business Assets. Under Sec-
tion 17c) of the Code. the cost of certain defined property may be
experised in the year that it is placed in service, rather than
being depreciated. Under current law. the total cost of property
that may be expensed is $5,000 through 1987. $7,500 in 1988 -
1989, and $10,000 in 1990 or thereafter. Removal of the authori-
ty to expense such property used or in place within the CBRS
would add to the economic disincentives to development within the
System.

We urge the Department to recommend that the authority to
exjFense certain depreciable business assets under Section 179 of
the Internal Revenue Code be dlsal ov,ed for property used or in
place within the Coastal Barrier Resources System.

4. "At Risk" Limitations for Real Estate and Equipment
Leas ina. Under IRC sec. 465. the amount of loss that ar, investor
may deduct is limited to the amount of capital he or she actually
has 3t risk. including cash and the basis of property contributed
to the vrnture, funds borrowed for the venture for which the
taxpayer is personally liable, and the value of other assets
securing nonrecourse borrowing. Losses disal lowe in a taxable
year may be carried forward to the next year.

These limitations do not currently apply to real estate
holdings or from limited equipment leasing by closely held cor-
porations. Real estate and equipment leasing Investors are thus
allowed to offset taxable income with tax losses that are not
matched by economic losses, guaranteeing an investor a return
that may make an otherwise noneconomic investment feasible.

We urge the Department to recommend that the "at r i sk"
limitations of Section 465 of the Internal Revenue Code be ap-
plied to real estate holdings and equiprIment leasing within the
CBRS.

5. "Hobby-loss" and Vacation Home Expenses. Under IRC
sec. 183. busTness or Investment loss deductions may be unavil-
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Ma.. coastal barrier properties are acquired for investment
and rental purposes as wel I as for personal uses. Increase je
restrictions on the deductibility of expenses incurred on such
properties within the CBRS would act as a disincentive to the
owner/ I essor.

We urge the Depatment to recommend that the Internal Re-
venue Code be amended to increase the restrictions on deducti-
bility of hobby losses (IRC Sec. 183) and vacation home expenses
(S_c._ 280A) for prperties located within the CBRS.

6. Enery-related costs and al lowances. Under the
depletion allowance provisions of the Internal Revenue Code.
percentage depletion allowances (IRC secs. 613 and 613A] basical-
lv allow more rapid recovery of capital costs than cost depletion
[IRC sec. 611). Percentage depletion generally is not allowed in
the case of oil ind gas production, with certain exceptions for
some independent producers and royalty owners. Limiting dec-ic-
tion allowances for oil, gas, or other minerals extracted from
areas within the CORS to those determined by the cost depletion
method would act as a disincentive to such extraction in those
areas.

We urqe the Department to recommend that the Internal Re-
venue Code be amended to permit use of cost depletion al lowances
only for a mineral extraction within the CORS.

Provisions for expensing intangible dri Iing and development
costs [IRC secs. 263(c), 291(b). 58(l)(4)), deductions for
development and exploration costs for hard minerals lIRC secs.
616 and 617), and deductions of expenses for qualified tertiary
Injectants [IRC sec. 193(a)] act as substantial subsidies to the
respective industries. To the extent that they are applicable tc,
such activities in the CBRS. they should be repealed.

We urge the Department to recommend repeal of the provisions
of internal Revenue Code Sections 263(c), 291(b), 587f)(4), .16
617. and 193(a) insofar as they apply to otherwise qualified
activities within the Coastal Barrier Resources System.
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tr.cde or Busire:.,s or a transaction entered into for pr,f fir. Mu,.
of the developments trrat can be expected in CBRS unit3 wi bl .
hotei s. motetl 5. and other trade or business establ ishments. wh,; ,e
other development wi i be conducted as transactions For profit Lv
COIPO ,rti oris, I imited partnerships, and others. If casual v
losses were to be removed or reduced in CBRS units, it woulo be
appropriatee to iricude trades, businesses, and transactions for
oroFit as well as losses of property not so connected.

We recommend that this para~raph be amended to clarify that
the Department recommends that deductions for losses incurred in
j trade or business [IRC rec. I6S(c)( IlI and losses from any
transaction entered into for profit rIRC Sec. 165(c)(21 be
el imitated for units within the CBPS.

Secondly. th~e Department has not mentioned IRC Sec. 165i .
Disaster Losses, which permits a taxpayer to take certain disas-
Ier losses into account for the taxable year immediately prece-
dini the taxable year in which the disaster occurred. Consis-
tency with the Department's views on casualty losses suggests
that the disaster loss provisions also be included.

We urge the Department to recommend that the disaster los
deduction p revisions of IRC -ec. 165(i) be eliminated for units
within the CBSP.

L. Restrict depreciation allowances.

Modification or removal of the Accelerated Cost Recovery
System (ACRS) is especially germane to reduce incentives to
develop CBRS units. The ACR5 Is one of the principal tax shel-
ters available to investors and owners of real property placed In
service after 1980. Its provisions greatly enhance the internal
rate of return, fuel the growth of tax shelters, and provide
powerful incentive to develop. It makes possible the shel-
tering of an investor's unrelated income, defers tax liability,
and encourages taxpayers to make otherwise uneconomic investments
in order to obtain tax benefits.

ACRS recovery periods are not oased on the economic useful
life of assets as under pre-ACRS depreciation rules, and for real
estate are significantly shorter than under prior law. ACRS uses
accelerated depreciation s!?edules (for most real property with
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ModiF-cat ion:-, _f A.CR. rhe Department of tlie
interior's Draft Reoort espouses modifying ACR'. by permittin,
only a straIght-I ine method of deprec iat ion. L, se of tit
straight- line method alone, without other changes In ACR5. would
not provide an adeouste disincentive to develop CaRS units.
Basis for depreciation allowances. recovery Period, and cost
recovery of components should alsc, be considered.

We stroq2!. ur_e tle Department to recommend modification oF
the fol lowing elements of ACRS, for properties in CBRS units:

o APpLy- ona_ the stradiht-V1ine method of deprec ia-
tion;

o Continue to allow recovery of the full original
cost ;

o Permit the taxpayer to e!ect either a 35- or 45-year
reovery per iod;

o Continue provisions nor perml tt Ir component cost
recovery over periods shorter than the bul ding's
r y period.

o increase minimum "at risk" Investment requirements
for CBRS properties from 107. of the ad usted basis of
the prop _rty to 30,.

IF adopted, our recommendations would cause buildings on CBRS
units to be depreciated at the annual rate of 2.9% C35-year
election) or 2.2. (45-year election). In lieu of the Department
of the Interior's apparent 5.6% annual straight-line rate.
Component cost recovery periods would be significantly Increased
over current' ACRS law, and over prior law. If adopted the provi-
sions would effectively understate the allowance for CBRS proper-
ties' economic depreciation, would create a tax disincentive, and
should impair capital formation for real property development on
CBRS units. Increasing the minimum "at risk" investment require-
ments would decrease financing leverage and would significantly
reduce the Internal rate of return for investors, making CBRS
development a less attractive Investment opportunity.

b. Reversion to prior law. A second alternative
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Qropert ies. For cons i stenc , arid ease oF admin istr t ion. bui dir,
c r, on ent deoreciation would also revert to t -_e provisions ,r
prior law. Th, effects of this alternative would be 5imilar to
those Proposed above. although sI ightIv favorin, component depe
ciatiorn, because in almost al l instances the component decre.: i.. -
tion rates would be less than that of the building.

Of the two oj._t ons, we favor the first as providing the
greatest disincentive to development of the CBRS units, We urge
the Department to recommend this otion in its Report to th.

3. Treat capital gainj orn sales of structures In the
CBRS as ordinary income.

We agree with this option. We also agree with the Implica-
tion that losses from the sale or exchange of such structures
would continue to receive capital !oss treatment. W-e urge the
D department to recommend this option in its report to the Con-

We suggest that the heading De changed to read: "Treat gains
on sales or exchange of structures In the CBRS as ordinary
income". The change would make the heading congruent with both
the text and the law.

4. Disallow deductibilIity for certain business e -
penses.

We agree that disallowing deductibility of business expenses
for draining, dredging, or filling could be a disincentive in the
development decision process. It is not clear from the Depart-
ment's statement whether disallowing deductibility also mears
permitting no other tax recovery of such costs, such as capitali-
zation and amortization of such costs over a period of years. We
suggest that the Department recommend that tax recovery not be
permitted for these other costs in its Report to the Congress.

A logical extension of this option would be to disallow
deductibility of CBRS unit site preparation costs and other costs
during the origination phase of development, i.e.. from inception
through the construction period, until the building Is placed In
service. Precectent Is found In Internal Revenue Code Section
189. requiring amortization of real property construction period
Interest and taxes.

We urge the Department to recommend an amendment of the Code
to disallow deductibility and require amortization of all pre-
construction and construction period expense for development on
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5. Restrict deductiiL, iity on interest eperses.

This option needs to be modified to state the law regarding
investment interest more accurately, and to clarify the
Department's intent. For noncorporate taxpayers, interest on
debt to acquire or carry Investment property is deductible to the
extent of the sum of (a) $10,000, (b) "net investment income",
and (c) certain deductions attributable to net-leased property.
Amounts disallowed under this limitation for a taxable year are
carried forward and treated as investment Interest In the
succeeding taxable year.

The Department's Intent Is not clear under this option. The
heading "restrict deductibility" implies limited deductibility;
the First paragraph implies complete denial of Individual, cor-
porate and other interest expense deduct ioxsi_ and the second
paragraph focuses on the Department of the Treasury's proposal
regarding limited Interest expense deductions for Individuals.
As before. It is not clear whether complete denial, limited
deductibility, or an alternative form of recovery such as amorti-
zation is offered for consideration. Nor Is it clear to whom the
option Is to apply: corporations; noncorporate Individuals; other
legal entities, and so on.

We ur the Oepartment to recommend that any deduction of
Interest by Individuals, corporations. partnerships and other
_egpgj entities to finance purchase of residential, commercial, or_
business _roperties, or other transactions for profit on CBRS
units be denied. If adopted. such a measure would be an impor-
tant factor in neutralizing federal taxes in the development.
financing, and operation of real property, trades, businesses,
and other transactions for profit on CBRS units.

6. Permit interest expense and tax deductions only for
net income derived from CBRS lards.

This option bears an Inherent tax incentive to develop and
do business on CBRS units. That is. the taxpayer is rewarded
with a deduction for deriving net income. It is similar in
concept to the Treasury proposal discussed in the previous sec-
tion, but does not have the advantage proposed by Treasury of a
$5.000 cap.

We strongly recommend the Department delete this option from
its Report, as It detracts from the force of the Deopartment's
I immediately preceding option. if this Is not deemed possible, we
recommend that a fixed dollar celing or cam be used.
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United Etcjtes. but would be more than offset bv the renefir s .:,t
curch :ortributirr,s toward federal prchase of lInas within C p I.
Uni t 3.

We bL-i uve that the option would not have the administrative
and compl lance problems experienced by the Internal Revenue :er
vice in administering the political contributions i-redit: t,_
crmounls involved are under the control of the IRS and ar e
immed iate I Y veri f able.

We urge the Department to recommend that donation of federal
income tax refunds be ermitt ed.

8. Allow tax exempt Financ inq for CBRS protection

We aqree with this option. Perhaps the most strafghtforward
modification to achieve the purposes outlined would be to add a
new subsection to IRC Sec. 103(b)(4) exempt activities.

We u r ge th e Daepartment to recommend that the Departme nt'
Report utge amendment of IRC Sec. 103(b)(4) to provide for qciu-i-
sition of real property within designated units of the Coastal
Barrier Resources Sy2tem py any exempt person as defined in IRC

9. Permit deductions for maintenance of compatible
uses on CBRU units.

The text of this tax option appears to be incomplete. The
heading calls for deductions for maintenance of compatible uses.
but the text contains no such proposal.

We urge that the Department recommend to the Conqres_s
enactment of a program of revenue loss compensation to states
that authorize and implement reduced property tax assessments,
deferred taxation, restrictive agreements, or similar property
tax measures to encourage conservation uses in the CBRS.

10. Permit deductions for retoration of CBRS fea-
tures.

This tax option is also wanting for a specific proposal.
The text Is limited to CBRS units added after a major storm, to
restore natural features following a major storm or to repair the
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Interior .Fproval , both to assure Protectlorl of the tni ts, and 1,-
aid administration and comp. lance of the tax 2roviOns.

i. Permit deductions for appropriate siting of struc-
tures and facilities.

We do not agree with this tax option for several reasons.
A tax credit, even more than a deduction, would provide a Power-
ful incentive to develop CBRS units. The option is inconsistent
with the thrust of tne first six options, which are designed tc:
provide disincentives for such development. Secondly, the ana-
logy to historic building rehabilitation Is not apt. The tax
credit for historic building rehabilitation has acted as a power-
ful Incentive; an appropriate siting tax credit would also en-
courage development. No matter how appropriate the siting, we
think that the Internal Revenue Code should not be used to en-
courage development on CBRS units. Other means are available to
ensure or reward appropriate siting without providing a financing
incentive through the federal tax system.

We recommend that the Department delete this option in its
entirety from the Report.

12. Preferential tax treatment on sales and exchanges.

We agree with the basic concepts underlying this option.
The text succinctly describes a number of tax options, any one or
more of which would be appropriate. This is one instance where
we feel that it is appropriate that the Department not focus on
one tax option alone.

13. Sqecificlay address C iS units with eard to
donations.

We agree with the approach taken by the Department In this
option. We also agree with the type of legislative amendments
suggested to resoJve the uncertainty and problems outlined,
namely: explicit legislative recognition that units of the System
serve a conservation purpose; and authorization for the Depart-
ment of the Interior to certify that the donation establishes a
level of protection adequate to conserve the fish, wildlife, and
other natural resources of the System.

We strongly u the Department to include this recommenda-

tion in its Report to the Congress.

13. Increase Incentives to donate pro ty on CBRS units.
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b. Pi ov;ce redirs cainst estate taxe.

We 3u,gest that the term "an ofFset" be changed to
"crred it" in thre second paragraph. fourth I ine, to
clarify that the Department is proposing credit
treatment, not a deduction, for the unused portion of
the gift deduction. It may be desirable to provide a
rat ionjle for converting the unused portion from a
deduction to a credit.

c. Permit donations of C8RS property to be valued at pre-
disaster va I uat ons.

Valuation of storm-damaged property at pre-disaster fair
market vsiue may not prove to be sufficient incentive to owners
to donate their property. In some instances, pre-storm fair
market value can be significantly less than the current
replacement cost of the property, owing to factors such js
accelerated deterioration in the coastal environment, -deferred
maintenance, inflation, and so on.

We recommend that the Department exand this recommendation
to permit valuation at "pre-disaster fair market value or re-

I _e.rent _cost_ whichever is greater" in its Report to the Con-
gress. The heading should be changed accordingly.

Dynamics of Tax Options.

The administrative concerns addressed under this heading are
appropriate and timely. We strongly urge the Oepartment to
recommend to the Conr that all of the tax code provisions in
the C_hApter gppl to redevelopment as well as to new development.

State Tax Policies.

This discussion Is a useful adjunct to the report.
especially the materials addressing the "scope of the project"
rule. We suggest that where the term "scope of the project rule"
first appears at the top of page VII-18, the rule be succinctly
stated. This would be helpful to readers not familiar with the
term or the rule.
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STATEMENT OF H. WILLIAM SELLERS, VICE CHAIRMAN, LAND
TRUST EXCHANGE, CHADDS FORD, PA

Mr. SELLERS. Thank you, Mr. Chairman. I am H. William Sellers,
vice chairman of the board of the Land Trust Exchange, which is
headquartered in Bar Harbor, ME. I am also director of the Bran-
dywine Conservancy's Environmental Management Center, and our
organization is based in Chadds Ford, PA. I was trained in land use
planning and have been involved professionally in the conservation
of land and fresh water resources for 15 years.

I am speaking in support of Senate bill 1839. The Land Trust Ex-
change is a publicly supported nonprofit organization with two
broad goals: to help local and regional land conservation organiza-
tions do the best job possible, and to encourage public attitudes and
policies ich are favorable to the activities and purposes of local and
regional land conservation. Across the United States, there are
more than 500 local and regional groups working to protect special
land resources: ecologically fragile land, scenic lands, productive
farms, timber and grazing lands, water recharge areas, historic and
archeological sites and areas for recreation and education, among
other resources.

These local and regional land conservation -organizations, often
called land trusts, claim a collective membership of more than
350,000 people. The Land Trust Exchange strongly supports the
elimination of Federal tax incentives that encourage the develop-
ment of the environmentally sensitive natural lands, lands which-
we feel would be better off if they were undeveloped or at least de-
veloped in a conservative fashion without the benefit of special in-
centives. Your bill, Senator Chafee, is an important step in elimi-
nating there environmentally destructive Federal tax incentives.

In my 15 years in land and water conservation I have been con-
vinced that Federal tax policies have frequently worked against the
environment. In addition to incentives to improper development,
there was also a period when there were no incentives for improve-
ments to our existing industrial base which would have eliminated
pollution and other problems. Some of these recent incentives
which you are addressing in this bill have helped to redress that
imbalance. We feel, however, that it is unwise for the Government
to subsidize through tax expenditures, development in areas where
other Federal policies say develcpment should not occur. Existing
inconsistencies between Federal tax and environmental policies are
causing unnecessary economic and environmental costs. Eliminat-
ing those inconsistencies and their costs is excellent tax reform.

Treasury had expressed concern that protection of these areas
should be left to more direct Federal action. The fact is that Treas-
ury has created disincentives where Congress has provided land
conservation incentives. Furthermore, Congress has been working
to reduce direct expenditures for critical land conservation. It
should be stressed that Senate bill 1839 would not establish a tax
penalty system. It addresses only subsidies and does not try to deny
deductions for ordinary business expenses.

All areas meeting the definition of environmental zones as set
forth in S. 1839 indeed are very high priorities from a conservation
standpoint. Land conservation organizations which are members of
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the Land Trust Exchange go to great effort to help governmental
conservation agencies protect land in such areas. It may well be
that the Congress should consider expanding the definition of envi-
ronmental zones and also expand the list of incentives which
should be eliminated. I will not recommend any today since we
have not conferred as an organization on these, but I do urge that,
as work on the bill continues, that careful consideration should be
given to whether certain other land types should be added to the
definition of environmental zones. Mr. Chairman, in light of our
experiences with the Internal Revenue Service, I also strongly urge
that some consideration be given to developing a procedure to
ensure inputs from resource conservation agencies in the form of a
review process. Senate 1839 represents a milestone toward greater
fiscal and environmental responsibility on the part of the Federal
Government. The Land Trust Exchange appreciates this opportuni-
ty to testify in its support. Thank you, Mr. Chairman.

Senator CHAFEE. Thank you very much. Ms. Babcock.
[The prepared statement of Mr. Sellers follows:]
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I am William Sellers, Vice Chairman of the Board of the Land Trust

Exchange, which is headquartered in Bar Harbor, Maine. I also am Executive

Director of the Brandywine Conservancy, based in Chadds Ford, Pennsylvania.

Trained in land use planning, I have been involved professionally in the

conservation of land and fresh water resources for fifteen years.

The Land Trust Exchange is a publicly-supported non-profit organization

with two broad goals: to help local and regional land conservation

organizations do the best job possible; and to encourage public attitudes and

policies which are favorable to the activities and purposes of local and

regional land conservation. Across the United States there are more than 500

local and regional groups working to protect special land resources --

ecologically fragile lands, scenic lands, productive farm, timber, and grazing

lands, water recharge areas, historic and archaeological sites, areas for

recreation and education, and a wide variety of other land resources. These

local and regional land conservation organizations, often called land trusts,

claim a collective membership of more than 350,000 people.

The Land Trust Exchange strongly SUPPORTS THE ELIMINATION OF FEDERAL TAX

INCENTiVES THAT ENCOURAGE THE DEVELOPMENT OF ENVIRONMENTALLY SENSITIVE NATURAL

LANDS which would better be left undeveloped. S. 1839, introduced by Senator

John Chafee, is an important step in eliminating these environmentally

destructive federal tax incentives.

In this era of massive budget deficits and urgent need to reduce federal

expenditures, it makes no sense whatever -- neither economic sense nor
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environmental sense -- . , our government to subsidize through tax

expenditures development in areas where other federal policies say development

should not occur. Existing inconsistencies between federal tax and

environmental policies are causing unnecessary economic and environmental

costs. Eliminating those inconsistencies and their costs is excellent tax

reform.

It should be stressed that S. 1839 would not establish a tax penalty

system. It addresses only subsidies and does not try to deny deductions for

ordinary business expenses.

All areas meeting the definition of "environmental zones" as set forth in

S. 1839 indeed are very high priority from a conservation standpoint. Land

conservation organizations which are members of the Land Trust Exchange go to

great effort to help government conservation agencies protect land in such

areas against deleterious development. The Land Trust Exchange's member

organizations would greatly welcome the help S. 1839 would provide in the form

of reduced incentives for development in the environmental zones.

It may well be that the Congress should consider expanding the definition

of environmental zones. I will not recommend today specific other types of

land which perhaps should be included, but I do urge that as work on the bill

proceeds, careful consideration should be given to whether certain other land

types should be added to the definition of environmental zones.

S. 1839 represents a milestone toward greater fiscal and environmental

responsibility on the part of the federal government. The Land Trust Exchange

appreciates this opportunity to testify in Its support. Thank you.
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STATEMENT OF- HOPE M. BABCOCK, DEPUTY COUNSEL AND DI-
RECTOR, PUBLIC LANDS AND WATERS PROGRAM, NATIONAL
AUDUBON SOCIETY, WASHINGTON, DC
Ms. BABCOCK. Good morning, Mr. Chafee. My name is Hope Bab-

cock. I am deputy counsel of the National Audubon Society. With
your permission, I would like to summarize my written testimony
and ask that the full text be put in the record.

Senator CHAFEE. It will be.
Ms. BABCOCK. Audubon, one of the Nation's oldest and largest

conservation organizations, submits this testimony in support of S.
1839, a bill to eliminate tax subsidies in the form of deductions and
credits that harm sensitive ecosystems. Your bill would serve to
protect the environment from the exploitation that is encouraged
by a Tax Code that gives preferential treatment to development. In
this regard, the Tax Code is at odds with other Federal initiatives
protective of the environment. This preferential treatment was
originally enacted into law to spur development of a harvest of re-
sources, activities at an earlier stage in our history considered to
be of dominant public interest.

We now know that uncontrolled exploitation of natural resources
ultimately harms the public interest, including the national econo-
my with the result that protection and conservation of these re-
sources has become a primary national concern, a premise explicit-
ly recognized in S. 1839. While S. 1839 would not prohibit these ac-
tivities from occurring, by removing these incentives it will allow
natural market forces to work, which we believe in most instances
will favor conservation as a resource. By distinguishing between
harmful and beneficial practices, the bill would allow the continu-
ation of subsidized activities that are not detrimental to designated
natural areas, while discouraging those that are harmful. At the
same time, your bill will help reduce the budget deficit by enhanc-
ing revenues.

In my written testimony, I indicate Audubon's support for all the
areas included in the term environmental zone, as defined, in sec-
tion 2(d) of S. 1839, noting in particular the importance of applying
these reforms to candidate rivers for designation under the Nation-
al Wild and Scenic Rivers Act and critical habitat designated by
the Secretary of the Interior under the Endangered Species Act.
We do, however, urge the committee to consider expanding that
term at minimum to include wetland systems.

As you know, these systems are of significant environmental and
economic value and are disappearing at an unacceptably high rate,
in large part due to development subsidies in the Tax Code. We
also ask that the bill be amended to include riparian systems and
highly erodible lands, both of which are being adversely affected as
a result of the bill's cited provisions in the code.

We note two additional provisions in the Tax Code benefiting
farmers and the timber industry respectively, which we would ask
the committee to consider for possible deletion. One of these, sec-
tion 180, by allowing farmers to deduct the cost of fertilizers, en-
courages the excessive use of fertilizers. Fertilizers are a serious
source of surface and ground water pollution. My written testimo-
ny goes into greater detail on this front. The other provision, sec-
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tion 194 of the code, contributes to unnecessary lumbering by al-
lowing forest products companies to write off the cost of replanting
trees, an activity which is clearly already in the interest of the
company and should need no additional incentives.

We ask the committee to look at both of these provisions for pos-
sible deletion from the code. We also ask the committee to review
the Tax Code from the perspective of encouraging good conserva-
tion practices, such as soil conservation measures. While many of
these activities arguably are those which should be undertaken
without additional Government subsidy, like the replanting of trees
just noted above, some of them will have high initial costs and will
not immediately be perceived as benefiting the source of the envi-
ronmental problems. In fact, in many instances, the party who ben-
efits from the application of pollution controls is an unrelated, off-
site user of the resource. That is why we favor additional incen-
tives being added to the code, at least in the early stages of imple-
menting some of these programs, such as in the case of the largely
voluntary nonpoint source pollution control program in the pend-
ing amendments to the Clean Water Act.

The Tax Code is a potent tool for environmental destruction or
conservation. We are delighted that the committee recognizes this
fact by its consideration of S. 1839. We consider the bill an exciting
start toward reforming that code. Thank you very much for your
attention.

Senator CHAFEE. Thank you, Ms. Babcock. Ms. Caplan.
[The prepared statement of Ms. Babcock follows:]
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Mr. Chairman, Senator Chafee, distinguished members of this Committee, my

name is Hope Babcock. I am Deputy Counsel of the National Audubon Society and

Director of Audubon's Public Lands and Waters Program. Audubon is one of the

oldest and largest conservation organizations in the country, with over

one-half million members and SO0 chapters nationwide and in several foreign

countries. Audubon is dedicated to the protection of the environment and to

the wise use and conservation of our natural resources. Chief among our

concerns are protection of endangered species, wetland and riparian habitat,

and the qualiiy of our nation's waters. Therefore, we welcome the opportunity

to submit testimony on S. 1839, a bill to amend the Internal Revenue Code to

eliminate certain special tax incentives for activities that ham sensitive

ecosystems. The introduction of this legislation is particularly timely, in

light of budget deficit concerns, as it demonstrates how the twin goals of

environmental protection and reduction of the federal deficit can be achieved,

in part, through creative fiscal policies.

Past attempts at using the Code for environmental conservation purposes

have been largely unsuccessful because of inconsistencies with established tax

policy and a lack of specifically identified, and therefore, quantifiable

resources. 1 S. 1839, however, steers clear of these difficulties by

suggesting tax-subsidy cuts already targeted for elimination by the

President's May 1985 Tax proposal (see, Appendix A) and by designating

specific natural areas of ecological significance in which these policies

would be applied -- the so-called "environmental zone" (Sec. 2(d)).

As you know, there already are initiatives in federal law providing for

the withholding of financial assistance for development in certain sensitive

ecosystems, such as prohibiting loans, grants or licenses for environmentally
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adverse development in federally designated wild and scenic river corridors,

and denying new federal expenditures or financial assistance for development

oni federally designated coastal barrier lands. Yet despite these provisions

and federal regulatory policy supporting preservation of important ecosystems,

incentives for their development remain embedded in the Tax Code. These

incentives were originally enacted into law to spur development and harvest

resources, activities at an earlier stage in our history considered to be in

the public interest. However, we now know that unmitigated and uncontrolled

exploitation of natural resources ultimately harms the public interest,

including the nation's economy. Protection and conservation of these

resources, as much as development, have become primary national concerns as S.

1839 recognizes. Therefore, we strongly support S. 1839 as it removes these

unneccessary incentives and allows natural market forces to work, which we

believe in many instances will result in conservation of the resource.

However, we would like to see the scope of the bill increased to include other

areas of what we consider to be equal environmental importance. We also

encourage additional deletions from the Tax Code, some of which have been

targeted by the President in his Hay 1985 Tax Reform proposal (see, Appendix

A).

We endorse all of the areas included in this term "environmental zone" as

defined in Sec. 2(d) of S.1839. We are especially pleased to see the

inclusion of wild and scenic study rivers (16 U.S.C. 1275) in the definition

of "environmental zone." Rivers are vital both to the ecosystems in and

around them and to our own aesthetic and recreational pleasures.

Unfortunately, the very characteristics that qualify our outstanding rivers

for wild and scenic study -- primitive or undisturbed surrounding environment,
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steep sides, deep drops, and rapid water -- also make them suitable for small

scale hydroelectric development. The result is that less than 2% of our

country's total river mileage remains natural enough to be protected as part

of the National Wild and Scenic Rivers System. Of this fractional amount,

approximately 9% has been formally designated as part of the federal wild and

scenic system. Although designated wild and scenic rivers are protected from

unwarranted future development, rivers being studied for potential protection

under the law enjoy only a temporary moratorium from exploitation. Even

during that period, along their shores and in their beds hard rock mining

claims can be staked and patented. Timber land can be acquired on their

banks; even preliminary permit applications for hydroelectric facilities can

be filed. Incentives in the Tax Code, like deduction of the costs of hard

rock mineral exploration and development, investment credit on construction

and testing equipment, and depreciation schemes on machinery, encourage these

preliminary activities. Once investments are made in conversion of a natural

resource, the equities start to tip away from future designation of the

subject river and toward its eventual development. Elimination of these

incentives will discourage this type of investment in these areas and better

preserve the status quo during the study period.

We are also pleased to see the removal of tax incentives as they might

apply to designated critical habitat of endangered species (16 U.S.C. 1533).

While federal agencies are enjoined under the Endangered Species Act (160SC

1531 et seq.) from authorizing, funding or carrying out any action that

adversely modifies the critical habitat of any endangered or threatened

species, there is no bar to private activities adversely modifying that

habitat. Critical habitat can be lost through private commercial and
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residential development as well as through private exploitation of natural

resources. For example, the endangered grizzly bear inhabits regions of the

Rockies and the Pacific Northwest that are sources of timber for the lumber

industry. Modification of condor habitat in California from open ranchland to

commercial uses threatens the few remaining bird's food source as well as its

habitat and will prevent the continuation of the Fish and Wildlife Services'

captive release program. A recent final ruling by FWS on three endangered

species of beach mice stresses "a substantial decline ... of habitat [occurs]

through destruction or adverse impact by development.''3/

Tax incentives play a large role in encouraging harmful private

development in critical habitat areas. The Code allows companies to

accelerate depreciation of their building or harvesting equipment, exempt

equipment leasing from "at risk" limitations, and to receive tax benefits from

their investments. In some situations, as in the case of candidate wild and

scenic rivers, these incentives may make the difference between adverse

exploitation and no action. For example, in the Northern Rockies, high

road-building and engineering costs coupled with low timber quality might be

enough to discourage timber harvesting in critical grizzly habitat. Yet the

Code, through investment tax credits and accelerated depreciation on

machinery, may provide a company with enough of an economic incentive to

pursue habitat destroying activities. These incentives clearly contradict the

stated intent of the Endangered Species Act to protect this habitat (16 U.S.C.

S15S6) and should be removed from the Tax Code.

We are very concerned, however, that S. 1839 does not specifically apply

to wetland areas. As Senator Chafee acknowledged in his floor statement

accompanying the introduction of this bill, not only are we losing these
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valuable resources at an unacceptably high rate (nearly one-half million acres

a year Y_), but 80% of this loss is due to agricultural activities 1/ and

tax deductions and credits provide "the most significant Federal incentive for

farmers to clear and drain wetlands." 131 Cong. Rec. S 15118 (November 7,

1985). While it is true that a particular wetland area may fall within one or

more of the other categories of land composing the term "environmental zone"

(see, Sec. 2(d)), many such areas may not, particularly so-called isolated

wetlands (ie., prairie potholes, pocosin swamps, playa lakes, portions of the

Alaskan tundra, etc.).

This rate of loss is not in the public interest. Wetlands provide food

and critical habitat for a wide variety of aquatic, avian and terrestrial

species, which in turn support million dollar industries. Wetlands aid in

flood reduction, recharge and discharge of groundwater, entrapment of

pollutants, and stabilization of shorelines, all at no cost to the taxpayer.

Wetlands have great recreational value as well. Further, they are

functionally interrelated with the other sensitive ecosystems indentified in

S. 1839. For example, 20% of all threatened or endangered plants and animals

depend on wetlands for survival./

Both Congress and the Executive Branch have recognized the value of

wetlands and the need to protect them. Federal initiatives to protect these

systems do exist (eg., Executive Order 11990 "Protection of Wetlands (1977)

and 1404 of the Clean Water Act (33 U.S.C. 1344)). Just last session,

Congress denied commodity subsidies for farmers who convert wetland areas into

farm land (Pub. L. 99-198). Other programs (e.., the Migratory Bird

Conservation Fund of 1934, the Wetlands Loan Act of 1961, the Land and Water

Conservation Fund Act of 1965, the Water Bank Act of 1970) provide funding
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for wetland acquisition and/or conversion. But the yearly destruction of

wetlands continues, due in part to deficiencies in S404, but also due to

financial incentives for their destruction.5/

Through the Internal Revenue Code's incentives for agricultural and oil

and gas development of wetland systems, the government actually deviates from

its stated intent to protect wetlands. Under the Code, farmers, miners,

energy and timber companies can frequently take advantage of one or more of

the following tax subsidies:

o investment tax credits for the installation cost of drainage
tiles and of other tangible property (§38);

o accelerated cost recovery systems to recapture capital
expenditures made for most tangible depreciable property placed
in service after 1980 (5168);

o deductions up to 25 of the money expended for soil or water
conservation in a given tax year which would otherwise be
chargeable to capital account (5175) (this includes money
expended on preventing reversion of cultivated land to an
uncultivated state);

o expensing of certain depreciable business assests (le., $38
property) which would otherwise be chargeable to capital
account (5179);

o expensing amounts, which would otherwise be treated as capital
expenditures, paid for land clearing activities (e.g.,
"eradication of trees, stumps, and brush, the treatment or
moving of earth, and the diversion of streams and watercourses"
0S182(c)(1)) for the purpose of making that land suitable for
farming (5182);

o deduction of a "reasonable allowance" (anywhere from 14 to 22%
of gross income from the property, depending on the type and
location of the property) for depletion and for depreciation of
improvements made for mines, oil and gas wells, other natural
deposits, and timber (§5613 and 613A) (this method allows for
more rapid recovery of capital than does cost depletion);
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• employment of more favorable depletion methodologies for
development and exploration expenditures in mining than would
otherwise be allowed under cost depletion methods (SS616 and
617);

o deductions for intangible drilling and development costs (S263)
and employment of tertiary injectants (5193);

o tax credits for sales of nonconventional fuels (129(d);

• use of "at risk" limitations (S465(c)); and

" treatment as a capital gain or loss income for the sale or
exchange of timber, coal or iron ore (S631).

The Code also grants tax exempt status for industrial development bonds

(103). Each of these tax "breaks" encourages conversion of wetlands to

non-wetland uses.

While S. 1839 recognizes the adverse effect of these provisions on other

types of fragile and important ecosytems and proposes their elimination from

the Code; it does not do so for wetland systems. We urge this Committee to

add wetlands, defined as in the 1985 Farm Bill, to the areas included in the

"environmental zone" (Sec. 2(d)). The necessity of protecting our remaining

wetlands calls for no less.

We also urge this Committee to consider adding to the systems included in

the "environmental zone" two other important natural areas: riparian habitat

and highly erodible land.

General riparian habitat, unlike wetlands, wild and scenic rivers, or

critical habitat (unless it falls under one of those categories of habitat),

is as yet without any systemic protection. These strips of land bordering on

streams and rivers are critical natural systems.-/ It is the very

relatedness of riparian habitat with other ecosystems, such as wetlands,

coastal barrier land, national parks and refuges, and wild and scenic rivers,
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that makes them so important and threatened. Because of their 'high degree of

connectedness and their great perimeter-to-area ratio as compared to upland

ecosystems," riparian habitats "interact extensively with adjacent

ecosystems.'"8/ The Office of Technology Assessment has declared riparian

ecosystems to be "unique, owing to their high species diversity, high species

densities, and high productivity relative to adjacent areas. 'p2/ Riparian

vegetation also aids in preventing agricultural runoff and provides excellent

wildlife habitat, especially in the West where water and water dependent

vegetation are very scarce.

Yet, because of their relation to other ecosystems, riparian habitat is

subject to the very same development pressures and resulting harms -- drainage

for farming, development of stream banks for commercial, industrial,

residential, and -recreation purposes, and resource exploitation -- as are the

ecosystems covered by S.1839. Deductions for clearing and draining, treatment

or moving of earth, development and exploration costs for hard rock minerals

as well as investment tax credits and accelerated depreciation on equipment

all contribute as incentives for detrimental activities in the riparian zone.

Riparian systems are in need of at least the same protection offered to

related ecosystems. The same tax subsidies that harm already designated areas

also threaten streamside zones. We ask this Committee to consider adding

general riparian habitat to the definition of "environmental zone" in Sec.

2(d) of S. 1839.

Our final recommendation for inclusion in the definition of "environmental

zone" is admittedly of a different order than wetlands or riparian habitat.

Highly erodible land is more than an ecologically sensitive area; it also

represents a source of environmental harm, contributing disproportionately to
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soil loss and agrochemical water pollution. Soil erosion, in the form of

nonpoint source pollution, has been identified by state water pollution

control officials "as the primary reason that many streams still are not

satisfying water quality standards.'0 Soil erosion causes adverse

instream biological, recreational, navigational, and water storage impacts.

The off-farm costs of soil erosion from farmland have been calculated to cost

this nation an estimated $3.4 to $4 billion a year.L- Soil erosion, itself

a pollutant, also exacerbates the problem of agricultural runoff containing

pesticides and nutrients. Our nation's soil is a vital resource that deserves

the same protective treatment that would be afforded other areas, particularly

from a Tax Code that fosters poor soil use. As a factor negatively affecting

wildife, agriculture, water and air quality, and recreation, eroding soil

demands immediate attention.

As in the case of wetlands, Congress has already recognized this need in

the 1985 Farm Bill by authorizing the Secretary of Agriculture to withhold

federal commodity subsidies from farmers who cultivate highly erodible

cropland ("sodbusting"). In addition, both the House and Senate have passed

an amendment to the Clean Water Act that would encourage states to develop

programs to abate nonpoint source pollution and would eliminate subsidies that

encourage activities resulting in soil erosion.

Yet the Tax Code continues to encourage soil erosion by providing tax

incentives for farming activities regardless of land classification. Thus

speculators may expense the costs of clearing highly erodible land and

depreciate land-clearing equipment on an accelerated schedule.?. Farmers

also receive special tax breaks such as investment tax credits for livestock

and aquifer depletion allowances. A Montana study found that the capital
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gains treatment and investment tax credit amounted to $33.47 and $10.86 per

acre subsidies, respectively, for top bracket speculators, who "farming the

Tax Code," purchased grassland that they then plowed up and resold as cropland

only five years later.13/

Adding highly erodible land, as defined in the 1985 Farm Bill, to the

definition of "environmental zone" and thus removing incentives to exploit

fragile lands would discourage farmers from bringing these fragile lands into

crop production and from creating a host of subsequent environmental

problems. Such an action would be consistent with other actions toward that

end taken by this Congress in the 1985 Farm Bill, the pending amendments to

the Clean Water Act, and legislation that has already passed the House

(H.R. 3838, the Tax Reform Act of 1986).

There are at least two other provisions in the Tax Code which

unnecessarily encourage destruction of the national environment and might bu

worth including in S.1839 for deletion. These are $180, which allows farmers

to deduct expenditures for fertilizers, and S194, which allows timber products

companies to deduct the cost of reforesting timbered areas.

Excessive use of fertilizers is leading to serious groundwater

contamination and potentially serious health effects in the agricultural areas

of our country. Nitrogen-N levels in Nebraska's groundwater are twice the

national drinking water standards for that pollutant. Nitrate levels in Iowa

rose to such high levels in May of 1983 that the state debated whether or not

these excessively high levels posed a health threat to babies. A 1985 study

by the Environment and Energy Study Institute StaffA4/ revealed that between

25 and 30 pounds of nitrogen are lost to groundwater for each acre of

fertilized soil. Excessive levels of nitrogen reduce the oxygen carrying
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capacity of blood which-can, in extreme cases, lead to asphyxiation and

according to a recent Australian study, a three to four-fold increase in the

risk of birth defects.1./ Phosphates cause overenrichnment of estuaries and

lakes, causing them eutrophication.

These problems are implicitly recognized in the pending reauthorized Clean

Water Act in an amendment to 301(g), making it more difficult for fertilizer

manufacturers to get variances from the law's effluent limitations, and in

proposed Section 319, requiring states that participate in the nonpoint source

program to evaluate the effect on groundwater of the application of best

management practices which could cause ponding on farm fields and subsequent

leaching into groundwater of both pesticides and nutrients.

Similarly, over-timbering of land causes serious environmental problems

from loss of important habitat to water pollution. Section 194 subsidizes the

cost to timber companies of replacing small trees in timbered areas. This

cost should be a normal cost of engaging in this activity on private or public

lands for which no subsidy is received. Reforestation is simply basic

resource conservation which should need no artificial stimulant. Removing

this stimulant might also slow down the rate at which we are deforesting our

public land and conform that activity more closely to decreasing market

demands.

In each case, removal of incentives that encourage excessive use of

fertilizers and over-timbering would leave the financial risk of engaging in

these activities as it is without artificially eliminating that risk.

We also ask this Committee to consider how the Tax Code might be reformed

to encourage conservation activities as opposed to disallowing incentives for

activities harming specific natural areas. Tax incentives and credits for
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activities that will help preserve or enhance the natural characteristics of

an area should be maintained. Currently, 517S authorizes deduction of

expenditures that would otherwise be chargeable to a capital account which are

paid or incurred "for purposes of soil or water conservation in respect to

land used in farming." S. 1839 appropriately seeks to disallow this deduction

for activities in the "environmental zone." Sec. 2(c). However, expenditures

under S175 for conservation activities which reduce erosion or conversion of

important habitat to other uses (e.g., credits for establishing hedgerows,

shelter belts and grass waterways, installing terraces etc.) at no

environmental cost to wetlands, riparian zones, candidate river systems,

highly erodible lands, or endangered species habitat should be allowed to

encourage those activities. Tax breaks for investments in habitat

improvement or maintenance of riparian zones, and depreciation of equipment

used to prevent erosion, might also be examined by this Committee.

Alterations in the valuation and tax status of ecologically valuable land to

provide greater encouragement for owners to donate these areas to conservation

groups or government agencies under $170 might be worthy of study. One

specific area for further study is current IRS under-valuations for donations

of scenic easements.

With a regimen of disincentives for activities that harm the environment

and incentives to protect and conserve it, we believe that the Internal

Revenue Code can be transformed into a potent tool for environmental

protection and natural resource conservation. The proposed bill is a welcome

first step toward that goal.

We thank the Committee for its attention to our ideas and would be pleased

to try and answer any questions that you may have.

29C
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APPENDIX A

Since S. 1839 was prepared, President Reagan has presented to Congress
proposals for sweeping changes in the Internal Revenue Code. The President's
proposals, Treasury II, would alter or eliminate several of the subsidies
which S. 1839 would deny to activities that harm designated natural areas. The
effect of Treasury II on the tax subsidies which fall under the bill would be
as follows (page numbers refer to The President's Tax Proposals to Congress
for Fairness, Growth and Simplicity):

1) Production credit -- pp. 224 & 226
Repealed by Treasury II.

2) Investment tax credit -- pp.160 - 163
Repealed by Treasury II.

3) Exemption for interest from IDB's -- pp. 282 o 287
Treasury II would greatly reduce the current exemption, by
making IDB's taxable if more than 1% of income used for
private purposes.

4) Foreign tax deduction
Current code maintained by Treasury II.

S) Accelerated cost recovery deductions (ACRS) -- pp. 132-159
Treasury II would replace ACRS by the "Capital Cost
Recovery System" (CCTS) which sets - new depreciation
classes, recovery periods and schedules, and adjusts bases
for inflation. Like ACRS, CCtS would allow cost recovery
faster than economic depreciation for most capital
(according to the tables on pp. 158 - 159 of the
president's proposal) so it too would serve as a subsidy
for developing fragile areas. Treasury II would rely on a
third depreciation scheme, the "Real Cost Recovery System,"
to measure the amount of tax preference which CCRS affords,
for purposes of calculating the alternative minimum tax (p.
336). The same principle could be used to end tax
preference for activities which degrade a designated
natural area.

6) Soil and water conservation deductions -° pp. 183, 187 & 191
Repealed by Treasury II.

7) Expensing depreciable business assets o- pp. 179 - 181
Current system limits expense treatment to $5,000,
increasing the limit to $7,500 for 1988 and 1989 and to
10,000 thereafter. Treasury II would keeps the limit at
5,000.

8) Deductions for clearing land -- pp. 183, 187 & 191
Treasury II would repeal.
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9) Tertiary injectant
Current code maintained by Treasury II.

10) Deduction of intangible drilling costs (IDCs) -- pp. 231 - 233
IDCs could still be deducted as income under Treasury II.
The amount of the IDC deduction that is considered as a tax
preference for the corporate minumum tax would be modified
but this would scarcely affect the magnitude of the subsidy.

11) Exemptions from at-risk limitations -- pp. 325 - 327
Treasury II would make real estate subject to the at-risk
limitation but equipment leasing would remain exempt.

12) Percentage depletion allowances -- pp. 228 - 230
Treasury II would repeal percentage depletion allowances
for minerals (5 year phase out). Howver, it would maintain
the current subsidy for oil and gas stripper wells run by
independent producers.

13) Deduction of hard minerals exploration and development
Current code would be maintained by Treasury I.

14) Capital gains treatment for royalty income -- pp. 234 - 235
Treasury II would phase this treatment out by 1989.

15) Foreign tax credit -- pp. 385 - 389
Treasury II would impose limits to make the amount of the
credit specific to the tax rate of the country in which
income is earned.

16) Possessions tax credit -- pp. 307 -313
Treasury II would replace the credit with a permanent wage
credit.

460A

STATEMENT OF RUTH CAPLAN, EXECUTIVE DIRECTOR,
ENVIRONMENTAL ACTION, WASHINGTON, DC

Ms. CAPLAN. Thank you, Mr. Chairman. My name is Ruth
Caplan. I am executive director of Environmental Action. I thank
you for this opportunity to testify today. I am also testifying on
behalf of the Sierra Club Environmental Policy Institute and
Friends of the Earth.

Over the last year, there has been increasing recognition by envi-
ronmental communities of the critical role which the Tax Code
plays in shaping the way in which our natural resources are used.
The current tax preferences, deductions, and exemptions distort
the allocation of economic and natural resources. They subsidize
and encourage accelerated and more intensive exploitation of our
farmland, our forests, our minerals, and our ecologically sensitive
natural areas.

We are testifying today in support of S. 1839 which is an impor-
tant step toward the goal of removing environmentally harmful
provisions in our tax laws. We hope that this will foster further
discussion regarding the environmental impacts of the present Tax
Code. Some specific concerns I would like to raise this morning in-
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clude the fact that, while our national parks and forests and the
environmental zones in this bill clearly need protection, there are
many other environmentally sensitive areas which have not been
given special status and need protection. One of our particular con-
cerns here is the building of second homes, and we would recom-
mend that the interest deduction for second homes be deleted from
the Tax Code as a part of tax reform this year.

We are also concerned in the area of timber where the lower cap-
ital gains rate which was first established in 1944; at that time the
forest products industry claimed that there would be a number of
major conservation benefits. These benefits have not been realized.
This has been recognized by the Congressional Research Service,
the Government Accounting Office, and most recently, in Treasury
I by the Treasury Department itself. We think that the step in S.
1839 of eliminating capital gains in the areas under consideration
for protection is an important step; but we would go further and
recommend that the capital gains provision is not meeting its origi-
nal goal and should be eliminated all together.

At the very least, we would have it eliminated from all national
forest flags. I would raise here a concern by the wilderness society,
which has studied the comparative economics of private holdings
versus national forests, and has concluded that there are major
subsidies for the use of timber in our national forests because of
the management by the Federal Government, which amounts to
about $2 billion a year, and that removal of the capital gains treat-
ment in the national forests would help to rectify this imbalance.

Agriculture is another area, Mr. Chairman, where we are deal-
ing with a very environmentally sensitive area. We would recom-
mend this whole area be examined as a part of tax reform. I have
attached to our testimony a statement by Jack Doyle of the Envi-
ronmental Policy Institute, which sets forth a number of these
problems. I won t go into them right now. Finally, in the area of
energy, while S. 1839 addresses some concerns with oil and gas
drilling, we would point out that currently in our tax bill there is a
tremendous inequity with $27 billion in tax expenditures for
energy. Of this about $16 billion is going to nonrenewable; only
about $1 billion, even when you have the tax credits for conserva-
tion and solar, going for renewables and solar. We think that this
inequity is environmentally damaging. You know well the many
concerns that we have in relation to nuclear and fossil power; and
we would point out further that in addition to the traditional in-
vestment incentives that have encouraged these forms, that the
pollution control bonds are also encouraging or also being used for
major subsidies for nuclear powerplants. We think this should be
also examined.

Senator CHAFEE. I am afraid we will have to ask you to conclude,
Ms. Caplan. Do you have a summary?

Ms. CAPLAN. Yes; I would just conclude by saying we would urge
the subcommittee in examining tax reform this year to consider
the broad range of environmental concerns in relation to the Tax
Code. Thank you very much, Senator.

Senator CHAFEE. Thank you very much, Ms. Caplan.
[The prepared statement of Ms. Caplan follows:]

59-042 0 - 86 - 13
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INVINONMBNTAL IMPACT OF THE INTUILL NEVMU CODE

Testimony Presented by Ruth Caplan
Executive Director, Environmental Ation

Before the Senate Finance Committee
Subcommittee on Taxation and Debt Management

January 31, 1986

On Behalf of

Environmental Action
Environmental Policy Institute

Friends of the Earth
Sierra Club

Introduction

Hr. Chairman, thank you for this opportunity to testify on S 1839 and to

share our concerns regarding the environmental impacts of the tax code.

Over the last year, there has been increasing recognition by the environ-

mental community of the critical role which the tax code plays in shaping the

way in which our natural resources are used. The existing tax code Is

encrusted with barnacles In the form of tax preferences, deductions and

exemptions which distort the allocation of economic and natural resources.

These provisions subsidize and encourage accelerated and more intensive

exploitation of our natural resources--our farmland, our forests, our minerals

and our ecologically sensitive natural areas.

We support S 1839, introduced by Senator Chafee, which is the subject of

today's hearing. This bill, which would exempt certain environmentally

sensitive areas from tax incentives that encourage developmental activities,

Is an important step toward the goal of removing environmentally harmful

provisions in our tax laws. We commend Senator Chafee for taking this step

and hope this will foster further discussion regarding the environmental

Impacts of the present tax code.
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Major Environmental Impacts of the Tax Code

1. Natural Areas The development of environmentally sensitive areas is

encouraged by the investment incentives provided by the Internal Revenue Code,

Including accelerated depreciation, the investment tax credit (ITC), and

interest deductions for second homes. S 1839 addresses the use of accelerated

depreciation and the ITC within environmental zones, as defined in the bill.

The mortgage interest deduction for second home development should also

be included in the bill, since it provides a significant incentive to

development in environmentally senstive areas. Anyone driving along the Outer

Banks of North Carolina where there is not National Seashore designationor

ascending to the mount-ain resorts surrounding Aspen, Colorado, can easily

observe the impact of this incentive.

While the areas included in the bill clearly need protection, there are

many other environmentally sensitive areas, such as much of the Outer Banks

and Asperj which have not been given special status such as a national park,

wildlife refuge or forest, or included In the Coastal Barrier Resources

System. Removal of the interest deduction for second homes would help protect

these areas from rapid exploitation.

2. Umber, When Congress first agreed to tax timber at the lower capital

gains rate back in 1944, the forest products industry claimed that there would

be major conservation benefits, including: improved forest protection;

improved forest reproduction-and-cuttng;--and increased U.S. forest resources.

Over the last four decades, it has become clear that these benefits have not

been realized.

As pointed out by the Environment and Economy Project, the capital gains

treatment is extended to the landowner who sells timber to clear land for

agricultural, second home or any other non-forestry use. Not surprisingly, a

million acres of private forest was lost to ron-forest u-ei., from 1952 through
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1976. Further, the capital gains tax benefit is available to firms that buy

private or public timber and do not themselves incur any forest management or

reforestation costs. Nor are there any standards by which to measure whether

landowners are adequately managing their land. As a result, the capital gains

tax benefit has been shown to be three times greater than the estimated

reforestation costs. The Congressional Research Service, Government

Accounting Office and, most recently, the Treasury Department, agree that the

capital gains treatment of timber does not promote conservation goals.

S 1839 would eliminate capital gains for timber in environmental zones

that would include national forests. While this would have a beneficial

Impact on our national forests by removing some of the economic incentive for

lumbering, it could place undue pressure on privately held lands and encourage

lumbering in environmentally sensitive areas outside the designated environ-

mental zones. The overall impact of selective removal of the capital gains

provision for timber should be studied carefully.

From an environmental perspective, we support complete elimination of the

capital gains treatment for timber.

3. .zrx..gui1.Yuijre The tax code has had a pervasive influence on

agricultural practices, often encouraging environmentally damaging practices.

Investment incentives such as the ITC and accelerated depreciation have

encouraged capital.-intensive, absentee-owned farming operations, which are

heavily dependent fertilizer, pesticides and herbicides.

These tax Incentives, combined with capital gains treatment of certain

farm income, have encouraged agricultural investments motivated by tax shelter

benefits. Such economic incentives do not encourage an ethic of stewardship

of the land, essential for continued productivity. Allowed deductions for

land clearing, leveling and wetland drainage; the water depletion allowance;
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and capital Lain3 treatment on the sale of "sodbusted" and mswampbumtedO land

further accelerate destruction of our valuable farmland.

These problem are discussed in detail in the Environmental Policy

Institute report, "Resources, Farm Structure and Agricultural Tax Policy,=

which is included as Attachment A to our testimony. If we are to continue as

a productive nation, we must recognize the environmental sensitivity of our

farmland. We cannot allow our farmland to be squandered for short-term gain

harvested through the tax code.

4. Energy. Tax expenditures for energy development amounts to more than

$27 billion annually. Of this, more than $26 billion is expended on non-

renewable nuclear and fossil resources. Even when the solar/conservation tac

credits were in effect, only about $1 billion was being expended in this area.

A detailed report, "Energy Tax Policy and The Environment: The Need for

Tax Reform," prepared by Environmental Action discusses the full range of tax

incentives for energy development. It is included as Attachment B.

For nuclear power plant construction, 24 percent of the funds needed were

derived from tax-oriented incentives in 1983, according to the Edison Electric

Institute. In addition to the traditional use of the ITC and accelerated

depreciation, utilities have recently taken increasing advantage of pollution

control bonds. For example, filings by Georgia Power Co. suggest the company

plans to finance at least 27 percent of its share of the Vogtle nuclear plant

with tax-exompt bonds. Overall, tax expenditures for electric utilities

amount to more than $12 billion a year.

Environmental concerns in the energy sector focus primarily on oil

drilling impacts, mining reclamation, acid rain and the greenhouse effect and

on nuclear safety and waste disposal related to nuclear power plants. The

bias in the tax code in favor of these energy resources and against

conservation and solar is unacceptable from an environmental perspective.
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Tax expenditures for oil and gas development arc of a similar magnitude--

at least $12 billion annually. Of this about $2 billion is expended for

expensing of intangible drilling and tertiary Injectant coats which are

addressed by S 1839.

Such subsidies encourage overproduction of these limited national

resources, leading to a drain America first policy. With increased scarcity

will come increased pressure to drill in environmentally sensitive areas--

pressure already being felt in the Overthrust Belt. Once we move into a

crisis mentality, environmental concerns will be undervalued. Now is the time

to use our resources prudently.

S 1839 would eliminate the expensing of costs for intangible drilling and

tertiary injection within the environmental zones. We support these provisions

since they would help protect our national wildlife refuges and national

forests from excessive drilling activity. However, these provisions alone

will not be sufficient to overcome the imbalance in the present tax code which

favors oil and gas development over conservation and solar.

We support the removal of all tax incentives for energy development so

that the Internal Revenue Code will no longer determine our national energy

policy. All energy producers, including solar and conservation, should com-

pete on a "level playing field." Until this is done, solar and conservation

credits must be retained.

Conclusio-M We support S 1839 for its pathfinding recognition that the

present tax code encourages destruction of environmentally sensitive areas.

Yet this brief discussion of the environmental concerns in relation to the tax

code indicates that the problems extend well beyond the reach of S 1839. We

urge subcommittee members to consider these environmental concerns as you

plunge into the turbulent sea of tax reform.
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Attachmnt A

ENVIRONMENTAL POLICY INSTITUTE

RESOURCES, FARM STRUCTURE AND AGRICULTURAL TAX POLICY

by Jack Doyle, Director
Agricultura) Resources Project

The economic condition of agriculture is critically

important because farmers and ranchers hold more of the

environment than any other single entity outside of the federal

government itself. In terms of the care of our nation's soil,

the quality of much of its water resources, ano the management of

pests in the environment, farmers and ranchers play an enormously

important role. flow they manage their individual operations and,

in toto, the elements of the broader biosphere that affects us

all, is of great concern to us.

Obviously, as an environmental organization we should be

concerned about how the federal tax code affects farmers' use of

land, soil and water. And we support changes in the tax code

that would eliminate certain deductions for land clearing,

leveling, and wetlands drainage, as well as others, such as

abolishing the water depletion allowance, and ending the favored

capital gains treatment on the sale of 'sodbusted' and

,Oswampbusteao" lands that have been converted to cropland.

Yet there are also other provisions in the federal tax code

that affect the use of resources somewhat more indirectly, but no

less seriously in the long run. These are the provisions of the

federal tax code that pertain to who own the land that is being

farmed or the livestock being tended, or how water is used for
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irrigation. These are the provisions of the tax code that affect

the structure or organization of the farm system as a whole.

These provisions affect how capital is employed in agriculture,

what kind of management practices are used, and how long some

operations are held.

Today we have wealthy investors sheltering income in cattle

that they never see. Some investors don't know what kind or how

many investment cattle they own, let alone where they are, what

they are fed, or how they are cared ior. This is not attentive

agriculture or attentive food production in our view -- not what

you would call close-to-the-land agriculture. Rather it is

far-away food production, managed by accountant and computer, and

in some cases, factory-scale mass production, pure and simple.

Generally, we take the position that the '*more hands

involved in the direct tending end husbanding of food-producing

resources, the better off those resources are likely to be. A

widely-owned agricultural sector is what Congress and the Federal

Government have espoused since the days of Thomas Jefferson,

Abraham Lincolm, FDR, and, more recently, in the 1977 and 1981

farm bills. From the Homestead Act to today's beginning farmer

assistance loans, the federal government has generally supported

a widely-held family farm system of agriculture.

Yet the federal tax code appears to run counter to this

long-standing federal goal of family farm agriculture; of many
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hands in the soil.

Agricultural economist Harold F. Breimyer of the University

of Missouri has noted, for example, 6In its peculiar pattern of

preferences, the tax code shelters high-tax-bracket individuals

who invest in farming enterprises while denying a boon to

operating farmers, many of whon lack enough income to be above

the zero tax bracket.,

Breimyer also notes how current tax policies will contribute

to future changes in farmland ownership. Much of the family farm

lancholoing in this country today, he explains, has been financed

by the inflation of the ]970s, and now deflation and devaluation

threaten to force existing farmers to sell all or some of their

lanG. Land-price deflation also denies landholding to new

farmers with no other source of equity. Now that inflation will

no longer pay for the farmer's land, Breimyer points to what he

sees as the emerging source of capital for farmland financing --

tax sheltered investment. "Currently,,b he says, incomee from

farming denied the I.R.S. by tax shelters is almost twice the

amount generated.,k If these conditions continue, he adds, ,*most

capital in agriculture will be of sheltered origin. And the

economic consequence will be to speed the trend to deny ownership

of farmnlano to those who really farm it.," On that course, we are

sure to see further consolidation, larger farms, and fewer people

on the landscape.
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The tax advantages in agriculture today are not those that

favor the moderate income farmer that lives on the land, is

frugal with capital and machinery, and makes most of his income

from farming. Rather, the tax advantages in agriculture today

are for wealthy individuals, limited partnerships, trusts,

insurance companies, and non-farm corporations looking for tax

shelters and speculative investments. However, these tax

investment opportunities do not promote stability in agricultural

ownership or stewardship in resource management. Instead they

promote expansion and capital-intensive agriculture for tax

purposes, overproduction of certain farm goods, higher farm

program costs, volatile markets, and erosion of small-town

agricultural economies.

It is perhaps one of the cruelist ironies of our tax code

that makes farming a better tax investment for wealthy people who

never set foot on a farm, than it does for working farmers who

have given their lives to tending the soil, husbanding livestock

ana producing food tor the rest of us.

Today, tax-code induced absentee investment in agriculture

is reaching new levels of sophistication, with very serious

ramifications for resources and farm structure. Consider a few

examples.
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In 1979, the Prudential Life Insurance Company Lought 23,000

acres of land in Jas-cer ano Newton Counties in northwest Indiana.

The company then roceeded to bring in heavy land-clearing

equipment, leveled the land, removed old stands of ties, grilled

oeep wells, installed 50 center-pivot systems, and began growing

corn. But what Prucential is really doing in Indiana, and

[resunably elsewhere in the Uniteo States where it owns nore than

600,000 acres of agricultural land, is farming the tax code.

At practically every step in this farm development process

ti-ere is a tax break. Clearing land is a capital improvement,

entitled to one tax ceqouction. Irrigation systems, tractors and

other new work-related equipment get a 10 percent deduction

initially, and ovcr 5 years, adGitional costs can be deducted.

This Prudential 'farm." in Inidana is now consuming about

1.25 billion gallons of water annually from underground aquifers,

impacting the water supplies and water quality of neighboring and

nearby family farms, causing large sinkholes on neighboring land,

ann generally affecting everything from nearby soybean yields to

the local populations of muscrat and quail. And to add insult to

injury, Prudential's operation, because it is irrigated, is

eligible for federal price supports at rates one-third higher

than non-irrigated.
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First Continental, Inc. of Billings, Montana is a farming

corporation run by John Greytak, a Montana businessman. Over the

last 5 years or so John Grcytak, through several limited

partnerships, has broken out zore than 250,000 acres of grassland

in Montana an6 South Dakota and planted it to wheat. These

operations, mostly found in Custet, Fetroleum in6 Bighorn

counties in Montana, are typically large block-fnr.ing

opcraLions, with wheat planted over the ridge, on the hillLi6es,

and through natural orainages. The intent of these

lirrited-partnership farming operations is to offer a tax shelter

to their wealthy limited partners, some of whom are California

uoctors anc lawyers. Yet along the way, there is roney chawijing

hancu ano business activity spurred by the tax codle. /,tna and

John Hancock insurance companies seem to be involveci in financing

sone of Greytak's operations.

There are also investment tax credits, 6eprcciation

allowances and lana leveling credits. And there is also a

potential gain to be vade as grasslano converted to cropland

increases in value, and when solo, is taxed at a 40% rate. And

after several years of farming these operations for their various

working tax advantages, they are typically put up for sale. But

when such land is thrown on a depressed market without any
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buyers, it is left fallow, and in Montana, to blow away in the

wind.

Absentee. esors L Soil Erosion In Colorado

Canadian investors broke out grassland in Weld County,

Colorado in 1980, contributing to wind erosion that later buried

fences, covered adjoining ranchland, and darkened the sky. In

Cheyenne County, Colorado, the White Horse Investment Co., -- a

corporation headquartered in the Netherlands Antilles with two

financial partners in Panama City -- broke out more than 5,000

acres of rangeland between 1980 and 82 and planted it to wheat.

Much of this land has also eroded.

Phoenix Mutual Life Insurance Co.*

The Phoenix Mutual Life Insurance Co. has established a

limited partnership, open to investors for as little as $2,500,

that invests in U.S. farms and farmland. In these arrangements,

the general partner, Phoenix Farmland Management, Inc., buys corn

and soybean farms primarily in Illinois, Indiana and Ohio that

' See, for example, bOld McDonald Had... A Limited Partnership?b
Business-Week, May 21, 1984, p. 153.
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range in size from 40 to 320 acres, and then leases these

operations back to farmers. As of May 1984, Phoenix Mutual had

raised $5.5 million in one such partnership, which appeared to

include money front IRA and Keogh plans. This means that major

insurance companies are now leveraging money from less wealthy

investors to use in tax-loss farming operations.

Bass Brothers Expand IntojHog Confinement

The Bass brothers of Fort Worth, Texas, an oil family

renowned for its wealth and speculative activities, owns a Kansas

City based corporation named National Farms, Inc. National Farms

operates a 75,000 head confinement hog-feeding operation in the

Sandhills region of Nebrasks; an operation which is now being

expanded to accommodate an additional 300,000 hogs. In the past,

as much as three-fourths of the hogs in this facility were owned

by Tysons Foods.

Cargill, Inc,

Cargill is the world's largest grain trader, the nation's

second largest beef packer, and its 5th ranking seed producer.

This privately-held company is also involved in soybean crushing,

oilseed processing, and produces and sells fertilizers and

livestock feeds.

With the help of the tax code, and specifically through
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various income and cost-accounting devises, Cargill has also

become one ot the nation's largest cattle feeders. The company

feeds its own cattle, as well as cattle owned by other investors

and company customers, at its Caprock feedlots in Kansas and

Texas.

Not long ago, with booming agricultural exports and rampant

inflation of the 1970s, insurance companies, land speculators and

foreign investors were buying up American farmland where they

could.* Part of that bubble burst, however, with the hard

*Insurance companies and investment firms have been
attempting to fashion various forms of farmland investment trusts
and tax shelters since the mid 1970s. Perhaps the most famous of
these came in 1977 when Continental Illinois Trust Company of
Chicago attempted to secure federal approvals for a unique
farmland investment plan called "Ag-Land Fund-I.6 This fund was
designed as a mutual fund that would invest solely in working
farms which contained at least 75% of Class I and Class II
farmland soils -- that is, prime row-crop farmland typically
producing corn and soybeans. The initial investment in this fund
was pegged at $50 million, to be marketed by Merril, Lynch in
$100,000 shares to trustees of pension funds, profit sharing
trusts and other tax-exempt institutions. The Ag-Land Fund's
stated purpose was ,to invest in U.S. agricultural land primarily
for appreciation and secondarily for current cash return ....
The fund sought to invest in working farms in three general
locations: western irrigated lands, lands from the Mid-South,
and land from the Midwest. The land would be farmed under a
system of leases or sharecropping arrangements, and the fund
would derive income from lease payments, crop earnings and
expected appreciation of land values-

The U.S. Comptroller of the Currency had approved an
exceptional agent's fee for Merrill Lynch under the fund
proposal, and the SEC allowed that the fund would not have to
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realities of the 1980s -- disinflation, high interest rates, and

sagging export markets. But the value of land is now nearing

rock bottom, according to some market analysts, and the tax

shelters in agriculture are still as ripe as ever for tax-loss

farming, if not more so. Huge blocks of agricultural land and

bad agricultural paper is there for the taking by any

enterprising investor or financial institution.

Oppenhelmer Industries. Inc.

According to B*UQDZ8, Oppenheimer Industties of Kansas

City, is *one big manager of investor-owned farmland.,6 But now

Oppenheimer is devising a new farmland investment portfolio

*(footnote continued)
register as an investment company. Continental Illinois was also
asking the IRS for a tax-exempt status. Moreover, since the fund
was proposed as a qualified trust rather than a corporation, it
would be exempt from state anti-corporation farm laws. The
Ag-Land Fund-I proposal generated considerable controversy among
farm groups, but was closely watched by the financial community.
After pressure from Secretary of Agriculture Bob Bergland, and
hearings held on the proposal by a House Agriculture Subcommittee
on Family Farms, Rural Development and Special Studies,
Continental Illinois withdrew its plan. However, other plans
soon emerged.

In 1980, three former executives of the Northern Trust Co.
of Chicago formed a corporation to purchase prime farmland for
pension fund investors called American Agricultural Investment
Management Co., Inc. And just this year, a new trust, named
Consolidated Family Farms, has formed to buy up foreclosed farms.
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Under the plan, Oppenheimer's trust would specifically buy

up foreclosed-upon farm operations from banks and insurers with

money raised from high-income shareholder/investors. These farms

designed to take advantage of the current decline in farmland

prices, offer a tax shelter to high-income investors, and help

put a better face on some farm mortgage notes currently in

decline and held by insurance companies and banks. Oppenheimer's

plan is a real estate investment trust, or REIT for short.

would be leased back to local farmers or managers, and held by

the trust for 10 years, after which, presumably, an appreciation

in value and profits for REIT shareholders will result.

Meanwhile, two-thirds of the money invested in the trust will be

placed into Treasury securities and other government-backed

paper, while some of the rest is used to manage the farms. There

are more details on the terms of agreement between the

farm-selling institutions (banks and insurers) and the trust, and

how the pie is split up when the land is sold and the trust

liquidated, but here again, the tax code is helping to provide an

investment opportunity for wealthy investors that may hasten

foreclosure actions against family farmers and eventually, farm

consolidation in the U.S. farm system.
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TheDemise of 6Attentive Agr4iulturek

By contributing to the demise of family farm agriculture and

favoring the largest producers with more generous tax write-offs,

the tax code is contributing to the demise of what we call

Oattentive agricultureO -- a system of people who live on or near

their operation and who care something about the way its

resources are used and managed as well as how it is regarded in

the local community.

Consider, for example, what the tax code is doing to

attentive6 family-based hog production. Every good hog farmer

knows that you get stronger litters when breeding sows are kept

for four or five farrowings instead of one or two. Yet the tax

code encourages large-scale confinement producers -- (which are

in business, in part, and gain a competitive advantage over

smaller operators because of the investment tax credit on

single-purpose structures and accelerated depreciation rules) --

to sell their breeding sows after one or two farrowings. The

capital gains treatment on the sale of breeding stock can help

reduce tax liability when expenses related to keeping the sow are

deducted. So an incentive is created to sell the sow in the

short run rather than keep her around for more than one

farrowing. But university studies indicate that the more mature

sow has better rates of conception, is a better mother, and

yields bigger and stronger offspring.
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The tax code, in other words, works in contravention of

these findings. It encourages that kind of hog production which

works Aaainst the natural (and what seems to be the most

efficient) tendencies of farm animals. In this sense the tax

code is re-enforcing a kind of economic behavior that runs

counter to the natural rhythms of lano and genes; creating

economic incentives which work to elimin&ce true husbandry and

efficiency from agriculture, rather than encouraging them.

In fostering large-scale integration in agricultural

production, and increasing the use of capital and technology in

agriculture, the tax code has helped make agriculture less

attentive to resource abuse and side effects. I think it can be

fairly said that the tax code -- inasmuch as it has fostered and

continues to foster farm consolidation, favored commodity

production, and livestock confinement -- has contributed to more

monocultural cropping, larger livestock and poultry operations

and with these developments, more intensive use of pesticides,

antibiotics, and medicated feeds. All in all, this is a great

boon for agricultural supply businesses of all kinds, but maybe

not a boon for long-term public health and environmental quality.

It makes perfectly good sense for the federal government to

use the tax code to create incentives for putting surplus capital

to work in ways that will benefit society. Yet after examining

what the tax code has done in agriculture, we can only conclude
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that it has, perhaps irrecoverably, contributed to the ruin of

diversified farming in certain regions, created troublesome

surpluses in favored tax-dodge commodities, needlessly abused and

depleted valuable food producing resources, and undermined the

social and economic fabric of many rural communities. Perhaps

that is why the es Moines Register has recently called

agricultural tax policy the quiet killer.,"

In the interest of sound conservation practices, better farm

income, and economic stablity for family farm agriculture, EPI

supports the following changes in agricultural tax policy:

o eliminate the deductions for land-clearing, leveling
and draining

o retain the deduction for conservation expenses, but
define eligible investments to include only those which
reduce soil erosion

o eliminate the water depletion allowance

o eliminate the capital gains treatment on the sale of
,Osodbusted: or Oswampbusted6 land converted to cropland

o place single-purpose agricultural structures in the
structure depreciation cateq)ry

o eliminate the investment tax credit

o eliminate capital gains treatment of breeding stock and

depreciable property,

o allow the deduction of costs of raising orchards, dairy
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cows, and breeding cattle but only if they are added to
inventory (with possible allowances for transition
period)

o for taxpayers using cash accounting, limit current
deduction of inputs for use in following years to 25
percent of such inputs used annually or the national
median income, whichever is less. Limit deduction of
farm losses from nonfarm income to the national median
income minus the amount by which the taxpayer's income
exceeds twice the median.

As noted earlier, we believe that agricultural tax policy --

consistant with long-standing government agricultural policies --

should encourage wide ownership and a farm sector with many

competing producers. Yet just the reverse seems to be happening.

Fewer and fewer non-farm entities are accounting for more and

more of the food and fiber produced in this country, and these

producers are having a substantial influence in commodity

organizations, some farm groups, and in the political process.

When one U.S. Senator reports -- as he did recently in the DeA

Moines-Reister -- that his 1984 legislation for slowing the

depreciation on single-purpose livestock and poultry buildings

would have been blocked on the floor of the U.S. Senate by

another senator working at the behest of Dn poultry producer,

that appears to us as disproportionate influence, and is

certainly a distortion in the democratic process. As it turned

out in this particular case, the proposed provision was inserted

when the objecting Senator was absent, but he and a few Texas

Congressmen representing tax-shelter cattle farmers eliminated

the provision in conference comnitte.

By fostering economic concentration in agriculture through

the tax code, we may well be fostering what some would call

efficiency, but we are certainly also encouraging certain kinds

of vulnerability -- political and otherwise. As every Wall

Street advisor who has counseled the wise course of diverse

portfolios knows, putting all your eggs in one basket is not a

good idea. With the tax code, we need to create incentives for

agricultural diversity and economic opportunity, reducing the

inherent danger of too many eggs in one basket.
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Attachment B

EKR TAX POLICY AND THE ENVIRONMIT: TH EED FOR TAX REFORM

Ruth Caplan, Executive Director
Environmental Action

Federal tax policy has an enormous impact on the way energy resources are

developed and used In the United States. The federal government loses more than

$27 billion in revenue annually through tax benefits for the development and

production of energy resources, according to a recent study by the Environmental

Action Foundation (EAF). All but a small fraction of the identifiable tax

expenditures for energy development are for non-renewable resources such as loll.

gas, coal and uranium, as well as for conventional electricity production

facilities. Table 1 lists these tax expenditures.

The current federal income tax code encourages wasteful use of limited

energy resources and promotes the use of energy technologies which have adverse

environmental Impacts. It encourages energy investment decisions which are made

largely on the basis of expected tax benefits rather than economic efficiency.

By favorl.ng development of non-renewable energy resources, It discourages more

envi-onmentally benign ways of meeting our energy needs such as renewable energy

sources and energy efficiency improvements. In our view, existing federal tax

policy is a major cause of our nation's wasteful and environmentally unsound

energy development practices.

GENERAL CORPORATE TAX BENEFITS FOR E EO

Several Investment incentives available to all businesses by the tax code

are of particular importance to the capital-intensive energy industries. These

include the accelerated cost recovery system (ACRS), the investment tax credit

(ITC) , and the use of tax-exempt industrial development bonds.

Accelerated Coat Recovery System. The Accelerated Cost Recovery System

(ACRS) benefits enable energy firms to postpone paying more than $10 billion of

their tax liability annually. Eleotrio utilities defer about $5 billion



403

annually through ACRS benefits. Oil and gas interests defer an estimated $6 to

$10 billion annually, according to estimates by EAF.

ACRS has been roundly criticized by the Treasury Department because it

Creates an artificial Incentive for one form of investment over anotber...and

encourages nonproductive, tax-motivated investment activity.* Further,

Treasury I argues, OACRS disproportionately benefits capital-intensive

industries and methods of production. (Tax .efOrr frr Eairness. Simpliclt, An

.5so3i.g Qry.UJ, v. 2, pp. 154 and 156)

Investment Tax Credit. Nearly all Investments in energy facilities qualify

for the 10-percent Investment tax credit, including power plants, oil refineries

and coal mining machinery. The ITC provides at least $5 billion annually in

subsidies for energy investments, mostly to oil companies and utilities.

This tax subsidy favors cotly energy investments such as nuclear plants

and oil refineries over less capital-intensive technologies. The ITC can reduce

the cost of building a new nuclear plant by as such as half a billion dollars.

The ITC has become an enormous capital subsidy for the energy Industries,

encouraging investments which might not be made but for this tax benefit.

Economist Don Fullerton of the University of Virginia argued In testimony last

spring before the House Subcommittee on Economic Stabilization that the

original justification for the Investment credit has disappeared and that

businesses' *own efficient allocation decisions are distorted' by this subsidy.

We agree and are pleased to see that all the major tax reform proposal would

eliminate this subsidy.

Pollution Control Bonds. The energy sector has made heavy use of

industrial development bonds (IDBs) due to a provision passed in 1968 which

allows private businesses to use IDBs to finance pollution control facilities.

Because they offer a low-cost source of capital, pollution control bonds have

become an important vehicle for financing new energy Investments, particularly

electilo power plants.
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Use of pollution control bonds for energy facilities has increased

dramatically in recent years. During the first nine months of 1984, 86 percent

of all pollution control bonds issued were used to finance energy facilities,

and 84 percent were for power plants. Pollution control bonds for energy

facilities outstanding at the end of 1984 cost the the federal Treasury

approximately $1 billion In 1984. New pollution control bonds issued for energy

facilities in 1984 alone will cost the Treasury $6 billion over the next 30

years. (The net present value of this revenue loss is $2.5 billion, assuming a

10-percent discount rate.)

Instead of protecting the environment, pollution control bonds actually

encourage Investments in polluting technologies. These tax-exempt bonds are

used mainly to build new facilities rather than to clean up existing ones.

Moreover, they are available only for pollution controls which are already

required by the Environmental Protection Agency. Pollution control bonds may

also encourage capital-intensive approaches to pollution control when other

approaches are more cost-effective.

SPECIAL ENERO TAX BNFKIT3

Bxpensing. Under the current tax code, Lut t of financing a new long-

term asset are generally not deductible currently but must be capitalized and

then deducted or amortized over a period of years. Energy investments, however,

derive substantial tax benefits from exceptions which are made to this rule.

ExgensLUn of Construction-Period Interest For certain personal property,

including energy facilities, present law allows a current tax deduction for

interest on funds borrowed to finance construction. Expensing of construction-

period interest alLows an energy firm to receive a large tax deduction up front,

long before its new investment is producing income. This represents an

interest-free loan from the Treasury for long-term construction projects such as

power plants and offshore oil rigs.

Electric utilities alone saved $4.1 billion on their 1983 tax returns by
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expensing oonstruction-period interest, according to calcuations by EAP. The

extent of savings by the other energy industries Is not known, but is probably

quite substantial.

.x&enaing al Lntangble .PlrnZ Costa. Few provisions have received as

much attention in the press as the expensing of Intangible drilling *osts,

(IDCs). Under the law, a taxpayer can take an immediate write-off of 80 percent

or more of their IDCs, rather than having to capitalize the cost of productive

wells and write off unproductive wells over time as a business lose.

Ezpensing gf P.xnloration stsI As with oil and gas, most exploration and

development costs for hard mineral energy resources such as coal and uranium can

be expensed currently, instead of being capitalized. The total benefit Is much

smaller for coal than for oil and gas drilling ($110 million in 1983 compared to

aore than $2 billion for oil and gas).

Percentage Depletion. Under this 1926 provision, depletion Is based on the

sie of the reserve, not on the cost of production. As a result, the total

depletion olaided for tax purposes may be many times the original investment.

Deductions for Miing Relanation Cost. 4ining companies are permitted to

take current deductions for future reclamation costs, even if they do not set

side funds for that purpose. Mining companies are thus alloWed about $400

million annually in advance deductions for reclamation costs, even though there

is no assurance the land will be reclaimed. Deductions for such costs are

Justified only when they are actually Incurred or when funds are set aside for

that purpose. In an analogous situation, a 1984 law allows utilities which

operate nuclear reactors to take current deductions for future decommissioning

expenses, but only if funds are actually set aside for this purpose.

Capital Galas Treatment of Coal Royalties. Income earned on royalties from

coal production is eligible for capital gains treatment. This provision saves

coal interests $110 million annually, according to Treasury.
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Limited Partnersbips. Nearly one million individuals bad limited

partnership investments In oil and gas in 1982, according to Treasury. This

represents about one-third of all limited partnership Investors. This tax

loophole encourages investments in oil and gas; and because such Investments

need not be profitable, It may encourage frivolous drilling activity. The exact

level of tax expenditures due to limited partnerships In the energy sector is

difficult to determine and 1 not Included in Table 1.

Benefits for Synthetic Fuels. Synfuels Investments can benefit from more

than 10 different subsidies in the current tax code. Capital subsidies such as

the ACRS and ITC provide an important boost to all synfiaels projects. In

addition, any synfuels products which are derived from coal benefit from all of

the tax subsidies available for coal development.

Synfuels can also benefit from as many as five additional subsidies,

according to a Congressional Research Service report. Any synfuels project

which bad an affirmative commitment In 1982 qualifiesfor a special business

energy tax credit. Certain synfuels projects may also qualify for financing

with tax-exempt Industrial development bonds. Producers receive a special tax

credit for every barrel equivalent of synthetic fuel they produce. Synfuels

products are also exempt from federal excise tax on fuels, and income fr m

synfuels is exempt from the windfall profits tax. Despite the large number of

tax benefits available for synfuels development, the cost to the Treasury is

still relatively small because few such projects have been undertaken.

Nevertheless, If left In place, tax subsidies could make synfuels development

appear profitable, resulting In substantial environmental and economic costs to

our society.

TAX BElFITS M0R EIOY XrFICIICY AND NMVABLI ENERGT SOURCE

The business and residential energy tax credits for renewable and

conservation adopted by Congress in 1978, were an attempt to give these newly

developing energy sources a chance to compete with the already established and
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heavily subsidized non-renewables. With a few exceptions, all of these benefits

expired at the end of 1985. By contrast, the major tax subsidies for non-

renewables have become a permanent fixture in the tax code.

The total cost of federal tax expenditures for energy efficiency and

renewable energy development Is between $600 million and $1.5 billion for FY85.

The actual cost is difficult to determine because Treasury does not identify

ACRS, ITC, or business energy tax credits used for renewable and conservation

separately from synfuels and coal conversion. If we assume that half of the

business energy tax credits are used for renevables and conservation, the total

federal tax expenditure for these technologies in FY85 would have been about $1

billion. That compares to more than $26 billion in tax expenditures for the

development of ncon-renewable energy resources.

TIERSORT I: REMOVINO TUB TAX CODE FROM hENOT POLICY

In sharp contrast to the long list of provisions just described, Treasury I

can be described very briefly: none of the above. If adopted it would be a

major step toward a level playing field,' with energy Investments being made

according to their economic merits, rather than being based on maximizing tax

subsidies. For all the reasons we have criticized the present tax code, we

would welcome Treasury L

While the environmental community strongly supports the extension of solar

and conservation tax credits, a number of organizations, including Environmental

Action, have publicly supported the energy provisions in Treasury I, even though

It would repeal these very credits. We believe that conservation and

renewables will prove to be economically ocspetitive without tax breaks, it all

tax and budget aubsidles are removed for all energy sources. *that means all

energy tax subsidies described above should be phased out, taking H. 2001 and

3. 1220, OThe Renewable Energy and Conservation Transition Act of 1985,0 as a

model.
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TAX EXPENDITURES FOR ELECTRIC OTILITIS

Because of the large investment required to build a power plant, electric

utilities make extensive use of Investment credits, ACRS, expensing of construe-

tion-period interest, and tax-exempt pollution control bonds. In addition to

these general capital subsidies, the federal tax code provides special tax

benefits for the use of tax-exempt bonds for the local furnishing of

electricity.

Tax expenditures for electric utilities cost the federal Treasury over $12

billion annually, according to calculations by EAF. Tax benefits provide

electric utilities with enormous subsidies for building new power facilities.

The Edison Electric Institute, the utility trade association, has stated that In

1983, "24 percent of the funds needed to meet our industry's construction

requirements were derived through the utllitization of these tax-oriented

incentives. I

Accelerated Cost Recovery System. The largest utility tax subsidy comes

from the generous depreciation provisions passed in the 1981 tax act, which

amounts to about $5 billion annually. A 30-year investment in a coal-fired

power plant, for instance, can be written off in just 15 years because of the

shortened tax life provisions of ACRS. Moreover, because depreciation can also

be accelerated during that period, most of the plant can be depreciated in about

six and one-half years. Nuclear plants receive even more favorable treatment,

with a tax life of just 10 years. Under ACRS, most of a 30-year nuclear

investment can be written off In just four years.

Besides encouraging now investments, ACRS provides a strong incentive for

businesses to expand continuously. A growing firm can keep postponing payment

of Its deferred taxes since tax benefits from new investments offset old tax

liabilities which come due, a fact confirmed in the National Research Council's

1980 report 'Energy Taxation: An Analysis of Selected Taxes.'

The current ACRS system results in maisallooation of resources,' as Dr.



409

Fullerton testified. "Speclal investment tax credits and accelerated

depreciation allowances serve to push economically Inferior Investment projects

ahead of more productive Investment projectsW he observed.

Investment Tax Credit. The ITC provides utilities with 10 percent of the

capital required for building new plants. The National Research Council report

explains how the ITC distorts planning by electric utilities:

(Tihe investment tax credit makes the high capital cost option
cheaper to investors than is justified by the resources actually
expended. It thus tends to induce choices that absorb more capital In
generating the zame amount of electricity than would be the case
without the tax credit. (p. 80)

Even if there vere economic Justification for capital subsidies such as

ACRS and ITC, there is little reason for such tax expenditures for regulated

utilities. As then House Ways and Means Chair Al Ullman stated in 1962:

In view of the fact that utilities are regulated monopolies with
guaranteed rates uf return and with a utility responsibility to
provide all the investment needed to meet demand, I can see absolutely
no reason for offering them a tax Incentive to do what they are
required to do anyway. (108 Congressional Record 5319, 1962)

If Indeed these capita] formation incentives are effective, they encourage

utilities to make unnecessary investments, to the detriment of our economy and

the environment.

Expensing of Construction-Period Interest. As explained earlier, electric

utilities save more than $4 billion annually from this provision, the second

highest tax subsidy they receive.

Pollution Control Bonds and Otber IDBa. Electric utilities issued at leaut

$4.8 billion in pollution control bonds during 1981, which provided more than 30

percent of the Industry's external capital for new Investment.

Pollution control bonds have typically been used to finance 10 to 20

percent of the cost of a coal-tired plant, less for a nuclear plant. A recent

ruling by the Internal Revenue Service, however, enables -utilities to finance an

even larger portion of their nuclear investments with tax-exempt bonds. Filings

by Oeorgia Power Co. suggest the company plans to finance at least 27 percent of
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its share of the Vogtle nuclear plant with tax-exempt bonds. The utility would

thus save about $1 billion Jn interest costs over the plant's lifetime.

Another provision allows utilities to use tax-exempt industrial devi-lop ent

bonds to finance construction of facilities which will provide electricity or

gas to not more than two counties. This provision has enabled a few utilities,

such as Hawaiian Electric Co., to finance entire new plants with tax-exempt

bonds. In 1984, Congress stretched this provision further to allow Long Island

Lighting Co. to use tax-exempt bonds to refinance the debt on its troubled

Shoreham nuclear plant.

Impact of Tax Subsidies on Utility Investment. Federal tax subsidies

contribute to the poor planning and wasteful investments which have character-

ized the electric utility Industry In recent years. After more than a decade of

overbuilding, the utility industry has a generating reserve margin of 36 percent

-- about twice what regulators recommend, Because they overestimated power

demands and underestimated construction costs, utilities have been forced to

abandon more than $25 billion invested in nuclear plants which were never com-

pleted. Construction is continuing today on about 30 nuclear plants which wall

produce power at rates far above the cost of alternatives.

Without the massive federal tax subsidies for new investment, utilities

would be forced to pursue more creative ways of meeting their customers' energy

needs, such as load management and energy efficiency improvements. An official

of Consolidated Edison Co. has stated that a loss of federal tax benefits fur

utilities would stimulate "less capital intensive forms of energy development"

and that conservation and load shifting may become more appealing than new power

plant construction. (U1111£1 yUIJLx Miek, December 3, 1984) It is not

unreasonable to conclude that without the generous federal tax subsidies it has

received over the past few decades, today's electric utility industry would be

very different.
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CONC LUSION

The current patchwork of energy tax subsidies plays havoc with rational

energy policy, wasting both economic and natural resources. It prevents

Individual decisions regarding energy production and use from efficiently

allocating economic and natural resources. Further, it distorts the true

environmental costs of resources, resulting In unnecessary environmental

lapact s.

Treasury I would eliminate virtually all tax subsidies for energy, an

important step toward creating a 'level playing field' for energy investments.

From an energy perspective, it provides the bench mark of tax reform. No other

tax reform proposal is as comprehensive.

If the tax code is to continue to be used to set energy policy, then It

should be done on the basis of a caref-ul examination of the broad range of

issues relating to energy use and production. Tax incentives should not run

counter to principles of least-cost energy planning and efficient allocation of

resources.
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TABLE 1

ANNUAL FEDERAL TAX EXPEIDITURES FOR ENERGY DSVELOPHY3T

Present Law
Electric Utilities (in billions of dollars)

ACHS 4.73a
Investment tax credit 1. 96 a

Expensing of construrtion-period interest 4.10a
Pollution control bonds (approx.) 1.00b
Other industrial development bonds 0.18o
Dividend reinvestment programs 0.45c

TOTAL (approx.) 12.42

Oil and Gas

ACRS 6.00-10.00d
Investment tax credit 3 . 0 0d
Percentage depletion 1.120
Expensing of intangible drilling 2.030
Expensing of construction-period interest ?
Expensing of tertiary injectants 7
Tax benefits for foreign operations ?

TOTAL (approx.) 12.15-16.15

Coal

ACRS 0.35e
Investment tax credit 0.18e
Percentage depletion 0.600
Expensing of exploration costs O.1e

Deduction for future reclamation costs 0.400
Capital gains treatment of royalties 0.110

TOTAL 1 .T5

Renewable Energy Kfficlenoy and Synthetl Fuels

Residential conservation 0.330
Residential renewables 0.240
Alcohol and synthetic production credits 0.020
Business energy tax credits (incl. wind,

solar, hydro, geothermal, biomass, syn-
fuels and coal conversion) 0.210

Investment tax credit (approx.) 0.17d

Renewabl es 0.33-0.-45

Synthetic fuels & coal conversion 0.33-0.45

TOTAL TAX EXPENDITURES FOR ENERGY 27.63-31.78



413

Notes for Table 1:

a. US-Department of Energy for 1983.
b. Enviror mental Action Foundation estimate for 1984.
a. U.S. Treasury for FY 1985.
d. Environmental Action Foundation estimate for FY 1985.
e. National Coal Association for 1983.
f. Treasury data combines renewable and conservation with synthetic fuels and

coal conversion. For purposes of this table, half of the ACRS is
allocated to renewables;conservation and half to synfuels and coal
co version.

Sources for Table 1:

U.S. Department of Energy, Energy Information Administration, Financial
StatisticX of Selected Electric UtilLtie 1 .d3, Febr'jary 1985.

21s Aon Am=~x, December 4, 1984.

Ebasco Business Consulting Co., Analvai -.L Public Ut1lt Finanng, I12r
19.U, January, 1985.

U.S. Office of Management and Budget, Special Analv.i g th Budget. Fsau
Year 1986 February 1985.

Internal Revenue Service, Statistic of In..u Corporation ILncoe I"a
Returns. lIM8, 1984.

Carl E. Bagge, National Coal Association, letter to Secretary Donald P. Hodel,
U.& Department of Energy, December 14, 1984.

Senator CHAFEE. I am delighted to see a very distinguished
member of this full committee and subcommittee, Senator Wallop
from Wyoming. Senator, do you have a statement you want to put
in no,?

Senator WALLOP. John, I do, and if I may read just a little of it?
Senator CHAFEE. Surely. Now is the time.
Senator WALLOP. Mr. Chairman, to my regret, I view this bill as

a misuse of the tax law. Although the concept and purposes of S.
1839, according to the distinguished sponsor, are to make our tax
policies and a number of tax incentives that we have enacted in
our Tax Code consistent with some of our environmental policies,
or national goals or objectives, the bill is in fact not consistent with
environmental policies or national goals and objectives.

Specifically, the 195-million plus acres of the national forest
system are not only natural areas of ecological significance, they
are by law much more, as stated in the National Forest Organic
Act, the Multiple Use and Sustained Yield Act of 1960 and other
acts.

If I can, let me just quote from the Multiple Use and Sustained
Yield Act of 1960:

It is-the policy of the Congress that the national forests are established and shall
be administered for outdoor recreation, range, timber, watershed, and wildlife and
fish purposes. The purposes of the act are declared to be supplemental to, but not in
derogation of, the purposes for which the national forests were established, as set
forth in the act of June 4, 1897. Nothing herein shall be construed so as to affect the
use or administration of the mineral resources of the national forest lands or to
affect the use or administration of Federal lands not within the national forests.

59-042 0 - 86 - 14
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And I have another quote from it, which I won't read, but would
ask to be included in my statement which goes to the definition of'multiple use and sustained yield.' And I cite that rather lengthy
law in order to point out that Congress has consistently determined
through its constitutional duties to make sure that the Federal
land allocation decisions carefully apply to the degrees of resource
protection necessary. We do this by a system of land classification
that is highly stratified. We established a national forest and in
natural areas, where after careful study and debate we may add or
designate wilderness status to preclude unwanted development. We
have areas in the National Park System and in the National Wild-
life Refuge System where we carefully allow and support limited
extraction of minerals, surface development, limited agriculture,
and other activities that would have punitive tax treatment under
this measure.

The concept so successfully applied by you, Mr. Chairman, in the
barrier islands leqislation does not extend well into this issue. In
the case of the barrier islands, we did not want one Federal policy
where action could cancel or hinder another. In the barrier islands,
we have no basic land allocation; but instead, Federal intent not to
encourage unwanted development by fiscal involvement. Congress,
through the appropriate committee, has a well-recognized and
workable system of protection of species, areas, lands, and waters
with a diverse and specific management regime to accompany the
land classifcation. This bill, through its withholding or withdraw-
ing of tax authority, imposes a land classification system with no
discernible bounds; any which can be discerned are certainly
beyond those which Congress has designated.

This bill, S. 1839, if enacted, sets a sixth system of land classifica-
tion in place to supplant the National Forest System, National
Park System, National Wildlife Refuge System, the National Wild
and Scenic River System, and the National Wilderness Preserva-
tion System. I think these decisions are better made in the appro-
priate authorizing committees upon which we serve. We can, in the
traditional way, do the necessary and the specific in limiting, defin-
ing, and controlling unwanted uses, and do the required job of re-
source protection with a precise scalpel and not the shotgun of a
tax law change.

Senator CHAFEE. Thank you very much, Senator. I appreciate so
much your coming here. I know you are deeply interested in these
areas, and we look forward to your contributions as we give consid-
eration to this.

I have a couple of questions for Ms. Campbell and Ms. Newsome,
and I guess Ms. Babcock, where you talk about the wetlands. As
you know, there are a few matters that I am more interested in
than preservation of wetlands in our Nation. The problem we have
had with this is delineating what is a wetland; and we have tried
various approaches. As you recall, Secretary Watt had some legisla-
tion on this.

And we have worked from satellite photos and all kinds of at-
tempts. Do you have any suggestions that could help us, Ms. Bab-
cock?

Ms. BABCOCK. Yes; I think for one, the farm bill that was passed
last year, contains a definition of wetlands that perhaps could be
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used here. It is really the first legislative definition of wetlands we
have had. Alternatively, you could refer to the Fish and Wildlife
Inventory and the mapping process and whatever they have put on
their maps and use that classification system. I think there are
available sources of a definition that are reasonable and could be
used.

Senator CHAFEE. Ms. Campbell.
Ms. CAMPBELL. I will defer to Ms. Newsome.
Senator CHAFEE. All right. Ms. Newsome.
Ms. NEWSOME. I would just suggest that you ought to look at the

Army Corps of Engineers 404 Permitting System which, if an area
is a wetland, they need to get 404 permit. That would define the
area which also would not be eligible for Federal tax--

Senator CHAFEE. If there is any suggestion that this legislation
wasn't controversial, that would complete it. [Laughter].

Ms. NEWSOME. We want you to look very moderate, Senator
Chafee. [Laughter.]

Senator CHAFEE. I know all the witnesses here have been inter-
ested in the barrier beach legislation which I have and which Sena-
tor Wallop mentioned earlier. This is a little astray from this legis-
lation before us. Have you found, Ms. Newsome-and I think you
mentioned this in your testimony, that it is a little early to tell-
have you found that has slowed down development? Have we been
successful? As you know, that legislation doesn't keep anybody
from building. It just says we are not going to help subsidize them;
and I was wondering what your researchers found. I suppose a par-
ticularly effective part of it all probably was the denial of the flood
insurance.

Ms. NEWSOME. Only anecdotal evidence, Senator Chafee; and it
appears that in those areas that were adjacent to already devel-
oped areas. They ,ere not islands. They were not largely separated
from developed areas; that there is a continuing development effort
going on. One of the things that is attractive about S. 1839 is that,
as interest rates have gone down, we have seen a surge of develop-
ment on coastal barrier units, particularly close to already devel-
oped areas. So, I think that your bill is very important in that par-
ticular system in establishing a level playing field in the market-
place.

Senator CHAFEE. You mean this bill here?
Ms. NEWSOME. Yes.
Senator CHAFEE. One of the concerns that was voiced to me by

an interested party in my State, who supports this type of legisla-
tion but was concerned about a situation such as in Lowell, MA,
which itself is a park-area, as I understand it. The feeling was that
this type of legislation inadvertently would be harmful to that park
which takes extensive advantage of the historic tax credits, for ex-
ample, and I suppose the investment tax credit and depreciation.
What do you say to that? Mr. Sellers.

Mr. SELLERS. Senator Chafee, I agree that that is probably a
problem the way the bill is now; but I am sure you plan to make
some changes. That is why I was also suggesting that there is a
need for some sort of a review procedure. In part, my reason for
that is our own experience with IRS is that they are not good con-
servation people, and I don't think they want to be. But also, be-
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cause I do think you need the comments from the National Park
Service or National Wildlife Refuge managers and that sort of
thing.

Senator CHAFEE. Anybody else like to comment on this?
Mr. BROWN. Senator Chafee, I think that is a good point as well.

You might consider a provision in the bill that would establish a
rebuttable presumption that the tax credits and deductions are not
available-a presumption that could be rebutted if the taxpayer
could demonstrate to Treasury, perhaps on the advice of resource
management agency that, in fact, the activity is beneficial, or is
not adverse.

Senator CHAFEE. All right. Senator Wallop, do you have any
questions now?

Senator WALLOP. No, Mr. Chairman; except that I would observe
that there is a history of production, for instance, of oil and gas ex-
tractions in extremely sensitive places which have been quite com-
patible with the sensitivity of the place. Not the least of which is in
the Aviary Island area, in the Aransus area; indeed, the National
Audubon Society's own sanctuary has been cited as a very specific,
a very laudible example of the development of two resources simul-
taneously.

It seems to me that when you have that example in hand, and
yet another classification on top of it, you are merely adding bur-
dens to a system which has the ability to work well. That is a just
a comment and observation, but I think this is what this bill is
trying to achieve. It is perhaps not necessary; perhaps there are
other means that are (a) more efficient and (b) less detrimental to
the broad sustenance of the national economic climate.

Senator CHAFEE. Mr. Brown.
Mr. BROWN. Just a brief comment. I appreciate the Senator's

concerns, especially in respect to national forests and wildlife ref-
uges which have a broader range of uses, but bear in mind that the
bill as introduced does not limit tax credits and deductions, as I un-
derstand the bill, for areas that have already been designated wild-
life refuges or national forests. The purpose is to extend protection
from tax subsidized development after the Congress has decided
that areas should receive all of the protections conferred on these
Federal properties-permits and things like that-but the areas
haven't actually been acquired by the government so the protec-
tions aren't there yet.

Senator WALLOP. I guess I don't track that logic.
Mr. BROWN. I guess the notion is that here -we are in the face of

Gramm-Rudman with few dollars to spend on buying a national
wildlife refuge which the Conqress has designated we should buy-
Congress having determined that the area is sensitive and impor-
tant, and should receive all the protection of the National Wildlife
Refuge Management Act-but the area has not yet been acquired
and doesn't have that protection. It is that area that would be free
of tax subsidies pending acquisition.

Senator WALLOP. But I still don't track the logic, can you not do
it in the other, by the fact that it has already been designated? We
have demonstrated the capabilities. It seems to me that when you
have the capability, and all that is necessary is to require it, it is
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best not to do strange things to the Tax Code and create yet an-
other classification.
-Ms. BABCOCK. If I can add to Mr. Brown's comment. Because

some of these laws that provide for designation of these lands, you
know, places them into a certain protective Federal system, would
be defeated if development activity were to go forward on these
lands.

Senator WALLOP. But you can do that other than through the
Tax Code, and it is already done other than through the Tax Code.

Ms. BABCOCK. Under some of the laws, but not under others. We
have a perfect example right now involving critical habitat for the
five remaining California condors. Congress last year appropriated
money specifically for acquisition of condor habitat. The- Depart-
ment of the Interior has recently broken off negotiations with an
owner of a critical part of that habitat. In fact, the Fish and Wild-
life Service was engaged in condor trapping activities on that prop-
erty. The owner of the habitat, in response, has asked the Fish and
Wildlife Service to withdraw from his property because the owner
wants to develop it. Now, clearly, it is in the owner's economic in-
terest, in part due to the Tax Code, to develop his property al-
though, up until this recent decision by Interior, he was indeed a
willing seller to the Government.

So, this legislation allows the status quo to remain until acquisi-
tion or designation activities can occur, and does not allow the bal-
ance to tip artificially in favor of development.

Mr. BROWN. But it doesn't control any private activities. It
simply removes the tax subsidies that would encourage develop-
ment.

Senator CHAFEE. All right, fine. Thank you all very much for
coming. We appreciate it, each of you, for taking the time.

Our final panel will consist of Mr. Penn and Mr. Stahl. If you
would each come forward, we would appreciate it; if those who are
leaving would do so quietly. Mr. Penn, why don't you proceed?

Senator WALLOP. Mr. Chairman, could I just have a mifiute ta'in-
troduce Mr. Penn?

Senator CHAFEE. Yes, please do.
Senator WALLOP. Mr. Penn is from Casper, WY. He is an employ-

ee of the American Oil Co., but he is an employee with a rare set of
qualifications which enables him to testify on this subject. His job
really is to make that company environmentally sensitive, and he
has been remarkably successful in that. He also, as you know, is
representing here the Rocky Mountain Gas and Oil Association. I
just wanted to be over here and welcome him because I think his
testimony, considering his qualifications, is something that we
ought to bear very much in mind.

Senator CHAFEE. Thank you, and we join Senator Wallop in wel-
coming you, Mr. Penn and if you would proceed.
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STATEMENT OF BRADLEY G. PENN, LAND/ENVIRONMENTAL CO-
ORDINATOR, MARATHON OIL CO., CASPER, WY ON BEHALF OF
THE AMERICAN PETROLEUM INSTITUTE, ROCKY MOUNTAIN
OIL AND GAS ASSOCIATION, INDEPENDENT PETROLEUM ASSO-
CIATION OF AMERICA, ALASKA OIL AND GAS ASSOCIATION,
INTERNATIONAL ASSOCIATION OF DRILLING CONTRACTORS,
AND WESTERN OIL AND GAS ASSOCIATION
Mr. PENN. Thank you, Mr. Chairman and Senator Wallop. My

name is Bradley G. Penn, and I am here today to testify for the
American Petroleum Institute, the Rocky Mountain Oil and Gas
Association, the Independent Petroleum Association of America,
the Alaska Gas and Oil Association, the International Association
of Drilling Contractors, and the Western Oil and Gas Association;
and I request that the written testimony be made part of the
record.

Senator CHAFEE. It will be.
Mr. PENN. Our associations represent individuals, independents,

and companies who are of varying sizes involved in every aspect of
the petroleum industry. As Mr. Wallop said, I am employed by
Marathon Oil Co. in Casper, WY; and I have been a resident of Wy-
oming for nearly 10 years.

My background includes a degree in biology, and I have worked
as an environmental specialist for nearly the last 9 years- in air
quality, vegetation, wild life, and permitting aspects. As you can
see from my background, I am not here as a tax expert; rather, I
am here to present information on the implications of this legisla-
tion as it relates to environmental zones. I have with me Karl
Moody from the IPAA and Andrew Yood from ApI to handle any
specific tax questions that may arise or to the tax aspects of this
bill. However, this is in essence a land-use bill and the wide-reach-
ing impacts its provisions would have on current multiple-use lands
and the environmental protection afforded these lands are signifi-
cant. The disincentives this bill provides or creates are an attempt
to prohibit mineral development by increasing the burden of risk of
mineral development substantially. Oil and gas exploration, by its
very nature, is a high-risk business.

The tax benefits accorded under the current Tax Code provisions
help spread the risk at economical levels. The closure of additional
lands to energy develo.oment through this legislation would occur
at a time when the United States is importing neerly 30 percent of
its energy and oil from overseas. The ready and growing access to
foreign oil has led many people to become complacent about the
U.S. energy situation. Little recognition is given to the fact that
today's oil surplus exists not because of overdomeatic production
but rather because there is a surplus in the oil world market.

Wyoming is a State highly dependent on mineral extraction and
specifically oil and gas activity. With the current downturn in
prices, the lack of access to many areas with high oil and gas po-
tential, and the current budget cuts, the State's economy is feeling
the pinch. Any further restrictions on incentives or access will only
lead to larger problems for Wyoming and the United States.

This bill has specific language to eliminate oil and gas activity in
environmental zones, even though the industry has shown through
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numerous examples that their operations can be compatible with
wildlife and sensitive environments. One example that comes to
mind is the Aransas Pass operation on the coast of Texas in the
Aransas National Wildlife Refuge; and the February 1981 issue of
National Geographic had an article called "Oil and Wildlife Mix."
The article explains the oil and gas operations that preceded the
designation of this wildlife refuge which has 10 currently or previ-
ously listed threatened or endangered species in the oil and gas op-
eration areas. It outlines some of the mitigative and safeguard
measures used to protect and ensure the safety of these animals.
There are other examples. Senator Wallop mentioned Avery Island
in Louisiana, a bird sanctuary; the Rockefeller State Wildlife and
Game Reserve not far from Avery Island; the National Audubon
Society Rainy Wildlife Refuge in southern Louisiana.

The API figures on environmental expenditures show that from
1974 through 1983, $31 billion was spent by the industry on protec-
tion of environmental resources.
- One other pertinent point is the potential land exchange between

the BLM and the Forest Service which would bring 25 million
acres of Federal land under the jurisdiction of new Forest Service
regulations and invoking the Tax Code to those lands is provided in
S. 1839. We believe, in closing, that the Tax Code should not be
used as a land withdrawal mechanism. The use of S. 1839 as a land
use-planning tool for environmental purposes is inappropriate. We
oppose this legislation, Mr. Chairman, and urge the subcommittee
not to further hamper domestic oil and gas exploration and produc-
tion. Thank you.

Senator CHAFEE. Thank you very much, Mr. Penn; and now, we
will hear from Mr. Stahl.

[The prepared statement of Mr. Penn follows:]
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Mr. Chairman and members of the Subcommittee. I am Bradley

G. Penn with Marathon Oil Company in Casper, Wyoming. I am

representing the American Petroleum Institute (API), the Rocky

Mountain Oil and Gas Association (RMOGA), tVe Independent

Petroleum Association of America (IPAA), thf Alaska Oil and Gas

Association (AOGA) and the International Astociation of Drilling

Contractors (IADC) and the Western Oil and Cas Association

(WOGA). These associations represent companies of all sizes as

well as individual members involved in all phases of the

petroleum industry. We appreciate the opportunity to present

comments on S.1839 and to emphasize the importance of finding and

developing our country's oil and natural gas reserves.

8.1839 would amend the Internal Revenue Code to disallow

certain deductions and credits for expenditures within

"environmental zones." The intent of the legislation is to stop

mining and oil and gas operations in those "environmental zones"

which are defined as areas of critical habitat under the

Endangered Species Act: lands authorized by Congress or

designated by the Secretary of Agriculture or Interior for

inclusion within the National Wildlife Refuge System, National

Park System or National Forest System, but not as yet part of

such systems: areas which are units of the Coastal Barrier

Resources System: natural national landmarks: and land authorized

by Congress for study as a potential unit of the Wild and Scenic

Rivers System.
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The effect of S.1839 would be to make exploration for and

production of oil and gas economically less .ittractive in

'environmental zones" by slowing the rate of capital cost

recovery and eliminating certain tax credits. This negatively

affects the cash flow and internal rate of rturn of any

potential project in an *environmental zone". Thus, fewer such

projects will be undertaken at a time when the United States

should be encouraging, rather than discouraging, domestic

production of oil and gas.

The ready and growing access to foreign oil has led many

people to be complacent about the nation's energy situation.

Little recognition is given to the fact that today's oil surplus

exists not because the U.S. is self-sufficient in energy, but

rather because there is a surplus of oil on the world market.

But surpluses can change to shortages -- as in 1973 and 1979.

During those periods of shortages, pessimistic energy

forecasts indicated that Americans would face even tighter energy

supplies and would become even more dependent on foreign oil.

Behind such predictions was the belief that prices had little

impact on supply and demand. But price did affect both supply

and demand throughout the world. With higher prices, more energy

was discovered in this country.

Predicted shortages gave way to ample sLpplies in the early

1980's, and pessimism gave way to complacency.
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That complacency continues today. It is obscuring a number

of troubling long-term energy indications, including the

following:

0 The number of crews actively engaged in seismic

exploration dropped by 27.5 percent between 1981 and 1984

(from an average of 681 crews to an average of A94

crews). The decline continued throuqjh 1985, with the

number of crews active in December 1985 down 323, the

lowest rate since mid-1977.

0 The number of rotary rigs actually drilling declined by

40 percent between December 1981 and December 1984 (from

an average of 4,520 rigs to an average of 2,713 rigs).

By the end of December 1985, the average number of rigs

working had dropped to 1,898, a 30 percent decline from

the December 1984 average.

0 Exploratory drilling for oil and natural gas declined 30

percent in 1984 from its peak in 1981, and the number of

successful wells dropped by 42 percent over the same

period -- foreshadowing future declines in gas and oil

reserves.

o From 1971 through 1984, the U.S. produced almost 45

billion barrels of oil, while finding only 34 billion

barrels, and produced 274 trillion cubic feet of natural
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gas (48.8 billion BOE), while finding only 181 trillion

cubic feet (32.2 billion BOE). Since 1970, the nation's

proved reserves have declined 30 percent from 39 billion

barrels of oil and 290.7 trillion cubic feet of natural

gas (51.7 billion BOE) at the start of 1971 to 28.4

billion barrels of oil and 197 trillion cubic feet of

natural gas (35.1 billion BOE) at the beginning of 1985.

o Meanwhile, after years of decline, U.S. oil consumption

rose more than 3 percent in 1984. This was the first

year-to-year rise since 1978 and was in large part the

result of lower prices and the improved economy.

Consumption was essentially unchanged in 1985 overall,

but appeared to be increasing again the last half.

It is important that this nation find and produce more

petroleum energy in the United States to ensure its future energy

security. But that won't happen if more and more lands are

effectively put off limits to oil and gas activities.

The nation's policymakers must deal with these problems --

declining U.S. exploration, drilling and reserves and increasing

U.S. consumption -- or America's dependence on foreign oil could

increase sharply. The day of tight supplies could be hastened if

the dollar declines relative to foreign currencies. That could

mean both lower oil prices and higher consumption abroad. The

result would be a quicker reduction in the vorld's excess
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oil-producing capacity. That would once again allow Persian Gulf

countries to dominate events through slight increases or

decreases in their oil exports.

Many of this country's oil and gas fields have been operating

for decades and are rapidly being depleted. Even in the giant

Prudhoe Bay field on Alaska's North Slope, more than one-third of

the recoverable oil already has been produced, and there is no

transportation system available to deliver thie huge amounts of

natural gas found there.

The nation's oil reserves must be maintained if the United

States is to avoid future declines in domestic production,

heavier dependence on foreign oil and increased vulnerability to

the economic shocks and security threats that are usually

associated with disruptions in international oil shipments.

U.S. proved petroleum reserves have declined by about 30

percent since 1970. Discoveries have lagged far behind

production in many of those years. Just to maintain current

levels of reserves and domestic production, the United States

needs to find the equivalent of about 9 million barrels of oil

and 50 billion cubic feet of natural gas every da . This country

needs to find 180 percent of today's proved reserves by the year

2000. But it is becoming increasingly difficult to find that

much oil and gas. Exploratory drilling completions have dropped

almost 30 percent below their 1981 peak level.
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Given current and projected estimates of U.S. consumption

and production of petroleum, it is Important that energy

policymakers look far ahead and formulate policies that ensure

that the U.S. makes efficient use of its resource base so as to

minimize its vulnerability to future energy supply disruptions.

Above all, energy policy planners need to recognize that

change is inherent in world energy markets. Energy cycles are

driven by supply, demand and price. Public policy, wisely

shaped, can make these cycles less extreme and avert supply

crises.

But, policy planners cannot put off taking action until the

next cycle occurs. That's because it takes years to find and

develop new supplies of oil and natural gas. It also takes years

to modify or develop energy-using equipment for consumers and

businesses either to shift from one fuel to another or to use a

given fuel more efficiently. In short, the nation cannot wait

for a crisis to occur before acting to assure adequate future

supplies.

What is needed now are sound energy policies that encourage

oil companies to explore for and find the o l and natural gas

this nation will need in the 1990s and beyord. S.1839 would have

the opposite impact. It would discourage needed exploration and

production.
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It is important to begin today the sear:h for and

development of tomorrow's oil and gas supplies because:

" it often takes several years to eval iate prospective

onshore lands -- if they are available -- before the

decision is made to acquire the leas.?: and,

o it frequently takes from 8 to 11 yea-s, once the leases

are acquired, to begin production after a discovery is

made.

Currently, U.S. oil companies are not allowed to look for

oil and gas on more than 300 million acres of federal lands that

have been placed off limits to energy exploration. In addition,

millions of acres of federal onshore lands -- while 'open" to oil

and gas operations under existing laws -- ar? effectively closed

by lease stipulations which severely restrict such operations.

Tens of millions of acres of other federal lands have been

withdrawn or are subject to possible withdrawal from oil and gas

operations under other laws. These lands include those affected

by the Alaska Native Claims Settlement Act, the Endangered

Species Act, the Clean Air Act, the Federal Land Policy and

Management Act and proposals to establish "buffer zones" around

national parks. Here, too, the petroleum industry is concerned

over the trend to withdraw these lands from, or to restrict, oil
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and gas activities without adequate consideration of their

petroleum and other mineral potential.

In the western states, federal, state and private lands are

intermingled in a checkerboard pattern. In addition, a lease

block may include a combination of federal, state and private

lands. Actions taken by the federal government on its lands have

a direct effect on the surrounding state and private lands.

S. 1839 specifically refers to several classifications of

federal land systems and a brief differentiation of types of

lands is important to clarify our concerns.

While both the Forest Service and Bureau of Land Management

have mandates to manage their lands for multiple-use purposes,

not all of those lands are available for mineral activities. For

example, the National Park, the National Wilderness Preservation,

and the National Wildlife Refuge Systems, have special laws

governing activities within their boundaries. Mineral leasing is

prohibited by law within the National Park System and the

National Wilderness Preservation System, and is only allowable in

some areas and under certain conditions within the National

Wildlife Refuge System. The industry's objection to S.1839

legislation does not represent a desire to open these areas up to

development.
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However, lands to be included in the National Forest System

that are available for management under the principles of

multiple use would be affected by this legislation. An elaborate

process exists by which the Forest Service and Bureau of Land

Management plan the activities on those multiple use lands.

State agencies, federal agencies private organizations and

private individuals participate in the planning process.

The impact of alternative uses is estimated to determine

possible adverse effects, the relationships between short-term

uses of the environment and long-term maintenance or enhancement

of the environment's productivity, and ways to lessen any adverse

effects. For example, when an oil and gas lease is issued,

stipulations or conditions may be attached to that lease to

disallow certain actions or to limit the time when operations can

take place so as to protect the wildlife. Thus, the present and

traditional public land law provides an efficient means to manage

both the government lands base and its resources. The passage of

S.1839 is not needed as an additional device to protect

environmentally sensitive areas.

Mineral revenues generated from onshore federal lands are

substantial. In 1984, the total revenue from oil and gas

activities on onshore federal lands was $1,184,518,877 of which

$542,646,214 was returned to twenty-eight states; $414,868,042

was included in the Reclamation Fund: $76,589,697 was collected

from Windfall Profit Taxes: and $150,414,924 was returned to the
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general U.S, Treasury.

The principal reason for most land withdrawals is concern

for the environment. Responsible environmental concern is

understandable and is shared by the petroleum industry. But an

objective examination of modern petroleum activities demonstrates

that energy production and environmental protection are

compatible. Millions of barrels of oil are being produced safely

in the United States every day in sensitive environments --

including wildlife refuges in the Gulf of Mexico and Alaska and

the fragile tundra of the North Slope of Alaska.

In addition, dozens of environmental protection laws that

affect energy development on federal, state and private lands are

on the books and have been for years. Stiff penalties apply --

as they should -- if environmental rules are not followed.

Protection of the nation's environment is essential.

The petroleum industry supports the basic gals of

environmental laws and regulations. However, it believes the

Implementation of environmental laws and regulations needs to be

continually reevaluated and adjusted to avoid unnecessarily

stifling petroleum development.

S.1839 would add a layer of tax compliance concerns to the

administration of the environmental laws. The Internal Revenue

Service and the Treasury Department are already overburdened with
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complicated regulations projects spawned during the flood of tax

legislation over the -past few years. Both taxpayers and the

Internal Revenue Service would be faced with a new series of

complex rules that may add little to the protection of the

environment, but could cause a significant shift in the use of

the Service's limited resources away from its primary function of

assuring uniform compliance with the tax laws.

With respect to energy, too often government decision-making

in recent years has presented environmental protection and energy

production as either/or alternatives. Too little recognition has

been given to the progress that has been made in improving the

quality of the nation's air, water and land. This attitude is

especially prevalent with respect to onshore federal lands.

Historically, many of these federal lands were intended to

be used in many different ways -- including energy and mineral

development. Laws adopted by Congress, beginning in 1872, have

said that natural resources on government lands should be

developed in an orderly and timely manner to meet the needs of

all Americans. Indeed, some lands now in tie Wilderness System

were used for various purposes, including oil and gas activities,

before they became part of the wilderness system.

An example is the Palisades area of the western overthrust

belt. An oil company leased a site shortly before the-U.S.

Forest Service recommended it for inclusion in the Wilderness
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System. After drilling, the company worked with Forest Service

experts to reclaim the site. Today, the only indication that any

drilling activity occurred there is the grass which covers the

site.

In the Palisades area and elsewhere, petroleum exploration

and production have been shown to be only temporary intrusions

and to have no long-term adverse Impact on tie *wilderness" value

of the land. Moreover, the acreage involved in drilling any

exploratory well is small - normally five acres or less. And

that acreage will be used only if seismic an4 other data indicate

that drilling a well is warranted.

Even when drilling proves successful -- and on average only

about 15 percent of new-field wildcat wells drilled in the United

States find commercially producible amounts )f oil or gas --

petroleum operations are conducted only for ais long as the field

remains productive. Within 20 to 30 years, most fields are

depleted of their recoverable oil and gas. "he land is then

reclaimed. In the meantime, Americans will have benefitted from

the availability of that secure, domestically' produced petroleum.

The effect of S.1839 would be to make exploration for and

production of oil and gas economically less attractive in certain

areas defined as environmental zones. We believe that the tax

code should not be used as a land withdrawal mechanism. The use

of S.1839 as a land use planning tool for environmental purposes
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is inappropriate.

It is clear that the intent of S.1839 is to prohibit mineral

exploration and development within areas designated, ot yet to be

designated as "environmental zones." By attempting to burden

high risk mineral activities with substantially reduced ability

to recover development capital, this legislation in effect

withdraws from mineral activity any lands falling into the

classification of "environmental zones."

Further, the depletion provisions In t1e bill would

especially disadvantage independent operators. While major

companies are not permitted a percentage depletion under existing

law, independent operators are allowed such deductions. The

depletion provision of S.1839 would tend to discourage

independents, who make substantial new hydrocarbon discoveries

each year, from exploring promising areas tlat might be

designated as environmental zones.

In conclusion, Hr. Chairman and members of the Subcommittee,

tie oppose the enactment of S. 1839. Thank ,ou for the

opportunity to present our comments.
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STATEMENT OF DAVID E. STAHL, PRESIDENT, NATIONAL FOREST
PRODUCTS ASSOCIATION, WASHINGTON, DC, ACCOMPANIED BY
WILLIAM CONDRELL, GENERAL COUNSEL, FOREST INDUS-
TRY'S COMMITTEE ON TIMBER VALUATION AND TAXATION;
AND MARK REY, VICE PRESIDENT, PUBLIC FORESTRY PRO-
GRAMS, NATIONAL FOREST PRODUCTS ASSOCIATION
Mr. STAHL. Good afternoon. I would like to thank Chairman

Chafee and the members of the subcommittee for allowing me to
testify on S. 1839. My name is Dave Stahl. I am president of the
National Forest Products Association. With me are Bill Condrell,
general counsel of the Forest Industry's Committee on Timber
Valuation and Taxation, and Mark Rey, vice president of Public
Timber of the National Forest Products Association.

NFPA is a national trade association- representing over 2,000-
member companies that own and manage forest rands and manu-
facture solid wood products. A number of NFPA's member compa-
nies are dependent on fiber from lands managed by the U.S. Forest
Service. I am also offering this statement on behalf of the Southern
Forest Products Association, whose members in the 12 southern
States account for over 55 percent of the Nation's southern pine
lumber production.

NFPA, SFPA, and their member companies strongly favor re-
taining provisions of the current law regarding capital gains treat-
ment for timber. We have testified on this subject on July 10, 1985
before the full committee. I am submitting a copy of that testimony
for the record. In that testimony, we discussed the merits of capital
gains treatment for timber as part of a wise and forward-thinking
tax policy. S. 1839 would selectively eliminate capital gains treat-
ment for timber as an environmental rather than revenue generat-
ing initiative. Today, therefore, I will focus on whether abolition of
capital gains in such areas is wise environmental policy. In this re-
spect, we believe the basic premise underlying the bill is flawed,
that is, S. 1839 does not set forth policy objectives that are consist-
ent with the objectives of the Nation's environmental policies.

It provides a very poor forum of coordination between the Tax
Code and environmental and natural resource statutes. Rather
than evaluating the impact of a given activity on the environment,
as is provided for in virtually all of the environmental and natural
resource statutes written by the Environment and Public Works,
Energy and Natural Resources, and Agriculture Committees, S.
1839 starts with the assumption that certain activities are "un-
wanted and harmful" in certain areas. The bill does not provide a
means of making judgments or evaluations as to why they are un-
wanted, how harmful they are, what their cost to society is, or
whether existing environmental programs are adequate to control
the activities in question. For instance, S. 1839 assumes, without of-
fering evidence, that timber harvesting is always bad in areas iden-
tified as environmental zones. I have provided other examples in
my written statement for the record. The industry also has a
number of concerns with the way the bill is drafted. For instance,
section 2(dXl) would prohibit the realization of any of the tax de-
ductions or incentives eliminated by the bill in areas designated by
the Secretary of the Interior as critical habitat for threatened or
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endangered species under the Endangered Species Act. This pre-
scription, in effect, preempts the ESA's requirement for consulta-
tion between Federal agencies and the U.S. Fish and Wildlife Serv-
ice.

The ESA does not presumptively hold that all activities of a criti-
cal area of a habitat must be stopped but allows consultation to de-
termine what forms of restriction, if any, are needed. Section
2(d)(2), which defines environmental zones, is unclear. It could be
read to include both the National Forest System and to private
lands not yet acquired in the system but authorized for acquisition.
We understand that only the latter is intended for inclusion in the
environmental zone concept. In either case, the bill implies that
timber harvesting is not an appropriate activity on national forest
lands and therefore should be discouraged.

The impacts are significant, even if the bill is meant to include
only those areas which have not yet been included forest system.
The legislation will affect private land management on over 39 mil-
lion acres of land, for which the forest service presently has some
acquisition authority, even though the agency's acquisition prior-
ities vary significantly for each piece of land. It is unclear why the
present owners of these 39 million acres should be discriminated
against through the Internal Revenue Code.

In conclusion, we do not believe this legislation represents the
approach to environmental protection that has been the hallmark
of your efforts, Mr. Chairman, on the Environment and Public
Works Committee through the passage of legislation such as the
1977 Clean Air Act, and the current amendments to the Clean
Water Act and Drinking Water Act upon which you are presently
deliberating.

I will be pleased to respond to any of your questions.
Senator CHAFEE. Thank you very much, and I especially want to

welcome Mr. Condrell here. We were classmates in law school 36
years ago.

[The prepared statement of Mr. Stahl follows:]
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Good morning. I would like to thank Chairman Chafee and the

members of the Subcommittee for allowing me to testify this
morning with respect to S. 1839, a bill to amend the Internal
Revenue Code to provide that certain deductions and credits not be
allowed for expenditures within an environmental zone. My name is
David Stahl. I am President of the National Forest Products
Association (NFPA).

NFPA is a national trade association representing over two

thousand member companies that own and manage forest lands, and
manufacture solid wood products. In addition, a number of NFPA's
member companies are partially or wholly dependent on fiber from

lands managed by the U.S. Forest Service. I am also offering this
statement on behalf of the Southern Forest Products Association,
whose members in twelve southern states account for over 55% of

the nation's southern pine lumber.

NFPA, SFPA, and their member companies strongly-favor
retaining provisions of current law regarding capital gains
treatment for timber. We testified on this subject on July 10,

1985, as the full Committee considered other revisions to the Tax
Code. I have submitted a copy of that testimony for the record.
In that testimony, we discussed the merits of capital gains

treatment for timber as a part of a wise and forward-thinking tax
policy. S. 1839 would eliminate capital gains treatment for
timber in selected areas, called environmental zones. It would do

so as an environmental, rather than revenue generating,
initiative. Today, therefore, we will focus on whether abolition
of capital gains in such areas is wise environmental policy.

In this respect, we believe that the basic premise underlying
this bill is flawed. That is, S. 1839 does not set forth tax
policy objectives that are consistent with the objectives of our
environmental policies. We believe that it provides a very poor
form of coordination between the Tax Code and environmental and
natural resource statutes.
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Virtually all of the environmental and natural resource

statutes written by the Environment and Public Works, the

Agriculture, or the Energy and Natural Resources Committees start

from the proposition that an activity should be evaluated in light

of its impact on the environment, and a decision should be made as

to whether that impact is beneficial, neutral, or detrimental. If

a detrimental impact is identified, then the statutes drafted by

these three committees provide means of addressing the impact

through regulatory mechanisms or prohibitions. Generally, federal

or state agencies are charged with the responsibility to perform

the required evaluations and implement any necessary controls.

S. 1839, however, starts with an assumption that certain

activities are, jip.Q fact , "unwanted and harmful' in particular

areas. The bill does not provide a means of making judgments or

evaluations as to why they are unwanted, how harmful they are, or

whether existing environmental programs are adequate to control

the activities in question. For instance, S. 1839 assumes,

without evidence, that timber harvesting is always bad in the

areas identified as environmental zones. This assumption of

prospective harm is inconsistent with the present practice of

first evaluating the degree of impact of a particular activity,

and then creating a means of control that addresses that impact in

as specific a fashion as possible.

Take for example, the reference in your introductory remarks

to the Office of Technology Assessment March 1984 report --

Wetlands, Their M and Regulation. One of the findings of this
study was, as you quoted, that "tax deductions and credits for all

types of general development activities provide the most

significant Federal incentive for farmers to clear and drain

wetlands." We are familiar with this Office of Technology Study

because we served on the Advisory Committee to the OTA staff in

charge of preparing the report.

During the course of this study, the OTA staff reviewed a

substantial amount of data that suggested that, insofar as

agricultural land clearing is concerned, Federal tax deductions
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and credits provide an incentive for the clearing of valuable

wetland areas for agricultuLal production. The study also

included an assessment of the environmental impacts associated

with such activities. In this specific instance, there is a

data base which suggests that the Tax Code could be modified to

deal with a particular activity which has been deemed to have some

negative environmental impacts.

S. 1839 does not include wetlands, as defined under the 1977

Clean Water Act for example, as environmental zones. Thus, rather

than building upon existing information such as the OTA study,

which is limited in scope to an instance where it has been

demonstrated that the Tax Code is at issue, the bill starts

forward with the presumption that certain activities are always

bad.

S. 1839 would initiate an economic disincentive to harvest

timber. I hope that this Committee is not prepared to embark upon

a campaign of utilizing the Tax Code to curtail certain practices

- particularly when the potential harm of those practices has not

been verified.

We also have a number of other concerns with the way that the

legislation is drafted. For example, Section 2(d)(1) would

prohibit the realization of any of the tax deductions or

incentives covered by the bill in areas designated by the

Secretary of the Interior as critical habitat for a threatened or

endangered species under the Endangered Species Act (ESA).

This proscription, in effect, preempts the ESA's requirements

for consultation between Federal agencies and the U.S. Fish and

Wildlife Service. For all other Federal activities that would be

likely to jeopardize the continued existence or adversely modify

the critical habitat of an endangered species, Section 7 of the

Endangered Species Act requires consultation between the Federal

agency involved and the Fish and Wildlife Service. The purpose of

this consultation is to determine what forms of restrictions are

necessary for the activity in question so that the critical
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habitat is not damaged. The ESA does not presumptively hold that

all activities in an area of critical habitat must be stopped.

Moreover, there are instances where the recovery plans for

threatened and endangered species involve cooperative activities

by both public and private landowners in areas of critical

habitat. For example, some of our members are involved in

recovery team efforts, and coordinate their land management

activities with those of adjacent Federal land managing agencies.

S. 1839 would deny our members in this situation capital gains

treatment of timber without recognizing this record of cooperation

with the Fish and Wildlife Service in recovery efforts.

Section 2(d)(2), which defines "environmental zones," is

unclear. It could be read to include both: (1) the national

forest system; and (2) private lands not yet included in the

system, but authorized for acquisition. We understand that only

the latter is intended for inclusion in the environmental zone

concept.

In either case, the bill assumes that timber harvesting is

not an appropriate activity on national forest lands, and should

therefore be discouraged. The bill does not take into account the

Multiple Use Sustained Yield Act of 1960, the Resources Planning

Act of 1974, and the National Forest Management Act of 1977 --

statutes which have been carefully crafted by the Agriculture and

Energy and Natural Resource Committees to assure balanced forest

management on the national forests.

The impacts are significant even if the bill is meant to

include only those areas which have not yet been included within,

but are authorized to be a part of, the national forest system.

The legislation will affect private land management on over 39

million acres of land, for which the Forest Service presently has

some acquisition authority even though the Agency's acquisition

priorities vary significantly for each piece of land.
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For example, denying tax deductions, credits, or reduced

rates will be a particular problem in the East, where 23 purchase

units that have not been made national forests still exist. These
units were created primarily in the 1930's at the same time that
many of the eastern national forests were established. They
involve almost 2 million acres of land that the government has not
and likely will not acquire in the near future due to financial

limitations, or a reassessment of the need for these holdings to
be part of the national forest system. In some cases, marginal
farm lands in these areas are already being managed for forestry

purposes so there is no longer a pressing need to make them part
of the National Forest System to achieve this end.

It is unclear why the present owners should be discriminated
against through the Internal Revenue Code. In many cases, the

owners of these lands are already coordinating the management of

thelr holdings with the Forest Service so that access and land

management activities are done in a fashion which is consistent

with the Forest Service plans for the adjacent or interlocking

federal lands. S. 1839 would create an anomalous situation in

which a logger harvesting federal timber would receive capital

gains treatment, while his counterpart on either nearby private

lands, or in a purchase unit would not.

Section 2(d)(5) ignores the specific provisions of Section

7(b) of the Wild and Scenic Rivers Act. Section 7(b) prohibits

federal grants, loans, licenses or other assistance for the

development of water resources projects in areas authorized for

study as units of the National Wild and Scenic Rivers System.

Historically, federal agencies have interpreted this restriction

broadly to include any projects which interfere with the free-

flowing nature of the candidate river.

Inasmuch as the Federal government has asserted this broad

regulatory control over areas authorized for study, it is unclear

why this legislation is needed. Moreover, the legislation could

have the counterproductive result of encouraging landowners to

escalate timber harvesting plans in some areas upon introduction



442

of a bill that demonstrates that Congress is considering a
particular river for study status.

In conclusion, we do not believe that this legislation

represents the approach to environmental protection that have

become the hallmark of your efforts, Mr. Chairman, on the

Environment and Public Works Committee, such as the 1977 Clean

Water Act, the 1977 Clean Air Act, and the current amendments to

the Clean Water Act and Drinking Water Act upon which you are

presently deliberating.

We would be pleased to respond to any questions.

Senator CHAFEE. Now, I think there is one point I would stress,
both in answer to both your testimony, Mr. Stahl, and to that of
Mr. Penn, the point is that this legislation does not prohibit any-
thing. Now, you can say in effect it prohibits it because we deny
special tax treatments for development; but here is the situation.

If we advance on the assumption that these tax incentives were
put into the code for certain reasons, namely to encourage the
timber industry or to encourage any development, as it were, isn't
there a conflict between that encouragement by the Federal Gov-
ernment on one hand, and on the other hand, the Federal Govern-
ment saying these lands are designated for future acquisition by
the park department. We haven't got the money to get them yet,
but we are planning to get them; and therefore, it doesn't seem to
make a great deal of sense for the Federal Government to be giving
a subsidy-if that is what a tax incentive is-to the company to de-
velop this land when, on the other hand, we are planning to take
the land in X years or as soon as we can. What do you say to that,
Mr. Penn?

Mr. PENN. I would like to use a few analogies. One would be
that, when you take away the tax incentives, you are probably
taking away incentives for that extra step in environmental protec-
tion. And the example I would like to give you is the well that
Marathon drilled outside of Cody, WY, called the North Fork Well,
where we used helicopter mobilization. There was no critical habi-
tat designated, but as you know, under the Endangered Species
Act, a consultation is required with the U.S. Fish and Wildlife
Service to determine the impacts, in this case of a class 3 species of
plant and the grizzly bear because of use in the area. With helicop-
ter mobilization, the impacts were further limited than through
the standard use of a road, which still had minor or slight impacts.
About the only impact that was outlined in the environmental
impact statement was the noise from helicopter use, but that was
determined that, since it was a constant flight corridor, the ani-
mals would habituate to that.

Another example, as far as designation of future areas, is Glacier
National Park where there have been two or three wells drilled in
what are now the park boundaries, and the initial road going into
the park on the west side was a road to drill an oil well. The other
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is in Mary Bay, I believe, covered up by the lake now. So, it hasn't
affected the designation of existing areas.

Another example would be the Gros Ventre Wilderness Area,
WY, although wilderness areas are not specifically addressed in
this bill. It is an example to show that oil and gas activities have
occurred in wilderness areas and have not precluded their designa-
tion as wilderness areas. The example are two wells on Toss Eye
Creek in the Gros Ventre Wilderness Area of Wyoming. The easi-
est access there is from Pinedale going north toward Green River
Lakes.

Senator CHAFEE. Mr. Stahl.
Mr. STAHL. I think, Senator, our problem is that we are unwill-

ing to admit that timber harvesting per se is harmful, and we don't
think the bill proves that and shows that. There are within the law
already ways of protecting wilderness or wildlife habitats. Many of
the things that the bill is aimed at don't involve removing the in-
centives that exist broadly within the society that were placed
there in order to encourage the private sector to plant trees and to
reforest to assure that we would have a continuing fiber supply. I
think there are ways to deal with the problem without broadly de-
nying those incentives that have been so necessary and have been
so successful since they were first adopted in 1944.

Senator CHAFEE. Just in passing, Mr. Penn, in your statement
you say: "Oil companies are not allowed currently to look for oil
and gas in more than 300 million acres of Federal lands." What
would the largest portion of those lands be?

Mr. PENN. The largest portion would be 89 million acres of wil-
derness that is currently designated; 43 million in additional na-
tional parklands, 13 million in national wildlife refuges, and Alaska
Wildlife Refuges make up a large portion-well, actually, in addi-
tion to that, another 45 million acres.

Senator CHAFEE. Fine; thank you. Mr. Stahl.
Mr. STAHL. Senator, I would like to ask Bill Condrell to comment

further on this.
Mr. CONDRELL. I just wanted to add one other point, Senator.

David's answer was complete as to the new growth, but we do have
a category of timber that is already standing. And that needs care.
Now, as I understand these areas that are not yet in the system,
the Federal Government does not have the resources to take care
of them, in terms of fire control particularly, or disease, and simi-
lar cultural activity. The capital gains treatment, therefore, pro-
vides or has provided, at least traditionally, the major incentive for
private owners to do the cultural activity needed to be done to
maintain the trees in a healthy state. So, if you took that away
from those lands in advance of the Government being able to do
the investment on the lands, you run the risk of the timber simply
more or less degenerating.

Senator CHAFEE. Thank you. Senator Wallop, do you have any
questions?

Senator WALLOP. Mr. Chairman, I just have an item I would like
to add. This legislation runs very counter to something that you
have helped me on, and ,nat is this whole area of conservation
easement, where you try and provide tax incentives for people to
donate the very kinds of protections which you seek here. By
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adding this to that, we may get some more conservation easements,
but there is really no reason for the Government whatever to
accept them because you can execute a taking. In effect what this
amounts to is a taking by simply denying any economic ability to
exploit the resources which, in this case, would be privately owned.
So, I think that they don't work well together; and I think they are
in opposition to each other's purposes.

Senator CHAFEE. Those are very good points, and I want to thank
you all for coming. I appreciate it. It was very thoughtful testimo-
ny. That concludes our day.

[The statement of the Public Securities Association follows:]
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STATEMENT OF THE PUBLIC SECURITIES

ASSOCIATION BEFORE THE SENATE SUBCOMMITTEE

ON TAXATION AND DEBT MANAGEMENT

The Public Securities Association welcomes this opportunity to

express its support for the objectives of Senate Bill 1959, also

known as the "Secondary Market Tax Amendments of 1986" (SECTA)

and, Senate Bill 1978, also known as the "Recovery Act for

Mortgage and Other Asset-Backed Securities" (RAMBO). These

proposals would remove many of the statutory and regulatory

impediments which have prevented the issuance of multiple-class

mortgage pass-through securities. These impediments have

inadvertently had the effect of preventing mortgage-backed

securities from becoming a more efficient means of financing

residential housing. Moreover, these pieces of legislation will

foster the creation of a well-balanced mortgage credit

distribution system and will promote the linkage between the

nation's capital markets and its mortgage credit markets, to the

benefit of all homebuyers throughout the country.

PSA is the national trade association which represents the

commercial banks and securities dealers which underwrite, trade

and distribute mortgage-backed securities, U.S. government and

federal agency securities and state and municipal securities.

Included among our membership of approximately 300 firms are all

the leading mortgage-backed securities dealers and all thirty-six

primary government securities dealers as recognized by the Federal

Reserve Bank of New York.

59-042 0 - 86 - 15
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The residential secondary mortgage market is of rather recent

origin. The first secondary mortgage market transaction between

two savings and loan institutions took place in 1949. This market

is the principal means by which thrift institutions and other

mortgage originators are able to sell newly originated mortgages,

or older mortgages held in portfolio, to raise capital to finance

new mortgage loans. This has been accomplished through the sale

of either whole mortgages or through the use of mortgage-backed

securities. Mortgage-backed securities have provided the

advantages of greater liquidity and diminished risk of loss than

the purchase of individual whole mortgages.

Historically, the function of this market was to redistribute

funds among various areas of the nation which might have been

facing regional mismatches in the cost and availability of

mortgage credit. For example, many slower growing areas of the

country faced periods of time where there was a greater supply of

mortgage credit available for lending than demand for it by local

homebuyers. Conversely, many of zhe faster growing areas of the

country frequently had greater demand for mortgage credit than

dollars available to lend. The secondary mortgage market by

purchasing mortgages in the faster areas of growth and selling

them in the slower growth regions, redistributed available

mortgage funds throughout the country. This system proved to be

adequate for many years.

-2-
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However, today, additional sources of investment in

residential mortgages are necessary because nationwide demand for

mortgage credit has increased more rapidly than the deposit bases

of traditional mortgage lending institutions. The proposals being

considered by the Committee today represent efficient vehicles for

accomplishing this vitally important public policy objective.

Through the years the Congress has taken a leadership role in

developing the residential secondary mortgage market. The

Government National Mortgage Association C"GNMA"), the Federal

National Mortgage Association ("FNMA") and the Federal Home Loan

Mortgage Corporation ("FHLMC") have each been and should continue

to be important elements in this market's projected growth.

Collectively, these federally created organizations have been

responsible for issuing approximately $370 billion in mortgage

backed securities.

It has been estimated that the total mortgage credit need for

1986 could exceed $230 billion. In order to efficiently provide

this staggering volume of mortgage credit, we urge the Congress to

begin to take steps to promote more efficient means of

securitization and sale of mortgage-backed securities. (For

purposes of this statement, securitization means the process by

which large numbers of mortgages are pooled into mortgage-backed

securities which are subsequently sold in fractionalized form as

security interests in the pooled mortgages.) Over the next decade

it has been estimated that $4 trillion dollars will be needed to

finance housing in this country. The only way to satisfy this

enormous demand for mortgage credit is to-encourage additional

-3-
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access to our nation's capital markets from the private sector.

This can best be accomplished through the creation of new

mechanisms which allow mortgage issuers to more efficiently

securitize mortgages. The adoption of legislation like SECTA and

RAMBO would represent a significant positive step in this

direction.

We anticipate many benefits from these legislative

initiatives. In our opinion, the most significant of these

benefits will be the removal of uncertainty with regard to the tax

implications of establishing a multi-class pool of mortgage-backed

securities. At the present time, pools of mortgage-backed

securities are typically organized in'the form of grantorr

trusts." Unless organized in this fashion, pools of

mortgage-backed securities would be subject to taxation at both

the pool-level and at the investor level. Both, the RAMBO and

SECTA proposals contain provisions making it clear that income

from these multiple-class mortgage-backed securities would only be

recognized at the investor level. The RAMBO proposal allows

multiple classes of pass-through securities to fall within the

amended provisions of the grantor trust rules, if these classes

representing interests in the same pool of assets are issued

simultaneously, and are not changed after issuance. The SECTA

proposal accomplishes this by authorizing the creation of a new

mortgage-backed security - the Collateralized Mortgage Security

(CMS) which permits CHO-like investment arrangements to be

structured as ownership interests in a passive multiple class

entity.

-4-
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In addition, clarifying the tax status of these instruments

will result in reduced transaction costs and therefore result in

greater market efficiency. Legal fees, along with other

transaction costs, would be reduced because tax opinions would no

longer be necessary. This would reduce costs that are ultimately

borne by investors.

Both proposals would also allow for the sale of assets

accounting treatment for tax purposes. By selling mortgages

instead of issuing debt backed by mortgages, institutions would

not be required to carry the added debt on their balance sheets.

Since the transaction is not recorded as debt on the balance sheet

it will greately benefit lenders without large amounts of

capital. This should significantly enlarge the universe of

potential lenders and create additional sources of funds for the

mortgage market generally.

Both RAMBO and SECTA also contain two major provisions which

would tend to expand the "investor base" in mortgage-backed

securities. First, both proposals provide that the instruments

created would qualify as "investments in mortgages" under the Tax

Code thus enabling thrift institutions and real estate investment

trusts to invest in these securities. Second, both pieces of

legislation permit the creation of different or multiple classes

of securities based on the maturity and cash flow preferences of

different types of investors. For example, this would permit the

-5-
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creation of mortgage securities that provide thrift institutions

with the short maturities they need to match against their

short-term liabilities; life insurance companies with the

medium-term maturities they require; and pension funds with the

stable long-term maturities which they prefer.

Moreover, it is reasonable to anticipate that the increased

marketability of these types of securities will result in more

advantageous pricing. Greater competition among mortgage lenders

at the origination level, as well as greater competition arong

mortgage-backed securities dealers to serve as market makers in

these securities should lead to this result. As the secondary

mortgage market becomes even more liquid and efficient we also

expect to witness a narrowing in the yield spreads between

mortgage-backed securities and Treasury securities. - Lower

mortgage interest rates at the origination level should result,

significantly benefiting all of the nation's potential homebuyers.

For these reasons, we strongly support the objectives of the

SECTA and RAMBO proposals and believe that Congressional

consideration of this issue is perfectly appropriate within the

context of the broader debate currently under way on the issue of

comprehensive tax reform.

-6-
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[Whereupon, at 12:48 p.m., the hearing was adjourned.]
[By direction of the chairman, the following communications were

made a part of the hearing record:]
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February 14, 1986

The Honorable John H. Chdfee, Chairman
Subcommittee on Taxation and
Debt Management

Committee on Finance
567 Dirksen Senatp Office Building
Washington, D. C. 20510

Dear Senator Chafee:

The American Bankers Association appreciates this

opportunity to present its views on S. 1959 and S. 1978,

which were subjects of a hearing held January 31, 1986, by

the Committee on Finance Subcommittee on Taxation and Debt

Management. The American Bankers Association is the

national trade and professional association for America's

Full Service Banks. The combined assets of our member Danks

represent approximately 95 percent of the industry's total

assets. We ask that our comments here be made a part of the

record of that hearing.

The American Bankers Association supports S. 1959 and

S. 1978. Both bills would establish reasonable rules for

the tax treatment of the issuer of multiple-class pass-

through obligations and for the investor in such

instruments. The current confusion over the proper tax

treatment of these pass-through obligations has inhibited

the development of the secondary market; resolution of the

outstanding tax questions will enable the market to more
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effectively and efficiently serve the needs of both borrower

and investor and should result in lower interest rates.

S. 1959 represents a comprehensive approach toward the

tax treatment of collateralized mortgage securities (CMSs).

It provides rules for the tax treatment of issuers of CMSs

and investors in CMSs, during the time the instruments are

held and at disposition. It would provide detailed rules

concerning the application of the original issue discount

rules (OID) to such instruments. All of these rules are

badly needed in order for the secondary credit markets to

function at their optimum.

S. 1978 uses a different approach than does S. 1959.

Introduced by Senator Cranston, S. 1978 would amend certain

trust provisions of the Internal Revenue Code to permit

multiple-class pass-through securities to qualify for

treatment under the grantor trust rules. Currently,

regulations under IRC Section 7701(a)(3) contain definitions

of fixed investment trusts which bar the issuance of

multiple-class pass-through securities by grantor trusts.

By effectively overriding these regulations, S. 1978 would

open up the secondary market to new investors.
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S. 1978 does not contain the detailed OD rules found

in S. 1959, but jt does expand Lte CMS concept beyond the

mortgage pass-through securities provided for in Senator

Chafee's bill. It would allow CMSs to be issued for nost

types of debt instruments, including account receivables,

lease receivables and auto loans. The ABA supports this

expansion of the CMS concept into these new areas. We

believe that the benefits to be obtained for the mortgage

borrower by permitting multiple-class pass-through

obligations should also be available for users of other

types of credit. The ability to reduce risks and increase

liquidity, and the resulting lower interest rates, should

not be limited to any one type of credit market.

The ABA also believes that all participants in the

credit markets should be allowed to participate in these new

instruments. Specifically, the ABA believes that the so-

called "government agencies" should be allowed to take part

in the CMS market. Currently, the Federal National Mortgage

Association (Fannie Mae) and its brethren are major players

in the secondary mortgage market. Their participation in

the CMS market will only serve to promote the health and

vitality of the market. We can see no reason to deny them

this access.
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Several months ago, the ABA joined with other

interested organizations to urge you to proceed on these

bills, then in the drafting stage. We commend you for

holding these hearings and urge the Committee and the

Congress to advance these vital pieces of legislation.

Prompt action will serve to benefit borrowers seeking

affordable credit. With the support of the Administration

on the basic proposal, we would hope that expeditious

passage of such legislation could be realized.

Thank you for this opportunity to present our views.

If you have any questions, please do not hesitate to contact

us.

Sincerely,

Edward L.men ng
Executiv ~D r~ tor ____

Government Relations
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February 14, 1986

Honorable John H. Chafee
Chairman
Subcommittee on Taxation and Debt

Management
Committee on Finance
United States Senate
Washington, D.C. 20510

Dear Mr. Chairman:

The American Financial Services Association (AFSA)*
appreciates the opportunity to comment on S. 1959, the "Secondary
Market Tax Amendments," which you have sponsored and S. 1978, the
"Recovery Act for Mortgage and other Asset-Backed Securities,"
sponsored by Senators Cranston and D'Amato. AFSA respectfully
requests that these comments be included in the hearing record.

AFSA favors the authorization of multi-class pass-through
securities as a means of furthering the securitization of AU1
types of credit instruments. We believe that the current tax
treatment of such securities, which forces the issuer to treat
such securitization as a debt, discourages issuance.

While AFSA welcomes S. 1959's removal of such barriers to
the securitization of real estate receivables, we urge the
Subcommittee to adopt S. 1978's approach of allowing the
securitization of all types of receivables.

AFSA members hold over $30 billion in real estate
receivables, primarily home equity loans, and hold over $120
billion in other types of consumer credit. This ranges from motor
vehicle financing, the financing of other durable goods, the
issuance of credit cards, the financing of manufactured homes
(still considered personal property in some states) to the
extension of virtually all types of closed-end consumer credit.

*. AFSA represents over 511 companies operating more than 11,700
offices serving the public throughout the country. AFSA
membership is highly diversified, ranging from independently-owned
consumer finance offices to national delivery companies engaged in
unsecured direct lending, second mortgage lending, consumer
banking, Industrial banking and the financing of the sale of
durable goods.
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Non-real estate backed assets have already proven to be
sufficiently creditworthy to support securitization. To date, one
AFSA member company, General Motors Acceptance Corporation, has
launched a $524 million issue secured by automobile loans.
Another AFSA member company, Nissan Motor Acceptance Corporation,
has announced it will offer a $100 million issue also secured by
automobile loans.

A commercial finance company, Sperry Financial Services, has
issued securities backed by computer equipment leases. Several
banks have also packaged their automobile loans and issued similar
offerings.

Easing securitization of these assets will give additional
AFSA member companies access to new sources of capital. S. 1978
addresses this need and AFSA urges this Subcommittee to approve
this vital legislation.

Robert B. Evans
President
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January 29, 1986

Honorable John H. Chafee
Chairman
Subcommittee on Taxation

and Debt Management
Committee on Finance
United States Senate
Washington, D.C. 20510

Dear Mr. Chairman:

Pursuant to the Subcommittee's press

release announcing public hearings on Janu-

ary 31, 1986, regarding S. 1839, the American

Mining Congress wishes to submit its views on

the bill for the Subcommittee's consideration.

The American Mining Congress is an

industry association representing all segments

of the mining industry. It is composed of (1)

U.S. companies that produce most of the Nation's

metals, coal and industrial and agricultural

minerals; (2) companies that manufacture mining

and mineral processing machinery, equipment and

supplies; and (3) engineering and consulting

firms and financial institutions that serve the

mining industry.

The American Mining Congress strongly

opposes S. 1839 and urges that the Subcommittee

not endorse it. The bill is both bad tax policy

and bad public lands policy.
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Tax Policy

The bill would deny the normal tax treatment accorded

hard mineral investments and activities if the activity is

located in what the bill labels an "environmental zone."

Exploration and development costs would have to be capitalized

and recovered through cost depletion rather than expensed. The

percentage depletion allowance would be disallowed. Slower than

normal depreciation deductions would be mandated. The invest-

ment tax credit would be disallowed for any property used in the

zone. Normal tax-exempt state and local bond treatment would be

denied if the bonds were used to finance facilities within an

"environmental zone."

Thus, the tax law would be changed to make the conduct

of mining activity within a so-called environmental zone sub-

stantially more costly than the conduct of the activity else-

where. The effect of this discriminatory treatment would be to

sharply curtail, if not eliminate; mining activities within

these environmental zones.

The change in tax treatment mandated by the bill has

nothing to do with and is not justified by sound tax policy.

Indeed, the bill moves contrary to sound tag policy because it

embarks on an entirely new direction of use of the Internal

Revenue Code for wholly-non-tax, non-revenue raising purposes.

When one considers the definition of "environmental

zone" contained in the bill, where mining activity would be

effectively precluded by the bill, it is clear that the purpose
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of the bill is simply to prevent mining, and other similar

activities, on large areas that have not been withdrawn from

mining activity or industrial activity pursuant to the public

land programs of the United States.

If it is the public lands policy of the United States

to withdraw the areas defined in the bill as "environmental

zones" from mining activity, that should be done directly, not

by the backdoor route of using the tax system as proposed in S.-

1839.

Public Lands Policy

One third of the nation's land area, approximately 750

million acres, is public lands. These lands contain stores of

mineral and non-mineral resources that are useful and important

to the United States and its people.

Yet, more than 50 percent of the public lands have

been entirely or partially closed to mineral exploration and

development for a variety of reasons.

Minerals are the keystone of the nation's economy.

They are essential for production and delivery of our most

basic needs--energy, food, water, shelter, and manufactured

goods.

Public lands have been an important source of minerals

in the past because the western United States, where a large

percentage of federal lands are located, is heavily mineralized.

They contain most of the identified resources of many of the

metallic minerals.
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There are two factors that greatly affect-the mining

industry's ability to find and produce minerals. First, it is

dependent on the geologic availability of ore deposits. No

amount of money expended can make it possible to extract

metalliferous ores from rocks in which they are not present.

Second, if the deposits are to be found, the mining industry

must be provided access to lands where they may occur.

S. 1839, if enacted, would further restrict the

availability of federal lands and thus add to the cumulative

depressing effect of land withdrawals on future mineral

production.

S. 1839 as drafted does not accurately perceive the

role of the nation's public lands. Indeed, the measure's

definition of "environmental zone" ((sec. 280 H(d)] is an

entirely new land classification. S. 1839 amends the Internal

Revenue Code, thus, the new definition would be included there

and not in the appropriate land management statutes. The

American Mining Congress suggests that the Committee on Energy

and Natural Resources is the appropriate body to consider this

definition of a new land management category.

The American Mining Congress is particularly concerned

that the measure includes the National Forest System in its

definition of "environmental zone." The National Forest System

has been designated by Congress to be managed under the prin-

ciple of multiple use. Multiple use is defined as a combination
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of balanced and diverse resource uses that takes into account

the long-term needs of future generations for renewable and non-

renewable resources, including the need for minerals. S. 1839

would repeal this long-standing policy of multiple use with

respect to newly acquired National Forest lands.

It is possible that large areas could be put off-

limits. For example, the proposed large-scale exchanges of

federal lands for state lands in the western U.S. and the

proposed Bureau of Land Management/Forest Service land inter-

change involve millions of acres that could be included in the

National Forest System.

Another problem would result when the Forest Service

acquires inholdings. These acquisitions are aimed at more

efficient management, not because these lands have some special

environmental value.

The bill also includes under its definition of

"environmental zone" any area designated by the Secretary of

Interior as critical habitat under the Endangered Species Act.

If, for instance, the Secretary decided to designate grizzly

bear critical habitat, under the definition contained in S.

1839, hundreds of millions of acres of public lands would be

withdrawn from the operation of the mining and mineral leasing

laws and thus drastically exacerbate the problems brought about

by excessive land withdrawals.

Conclusion

S. 1839 does not make sense either from a tax policy

standpoint or from a public lands policy perspective. Accord-

ingly, the bill should not receive the approval of the Subcom-

mittee on Taxation and Debt Management.

Resp ctfully submitted,

Dennis P. Bedell
Chairman, Tax Committee
American Mining Congress
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Atlantic Richfield Company appreciates this opportunity to

present its views on S. 1839, legislation which proposes to

reduce or eliminate certain allowances available in the tax

code to oil, gas and mining activities if the business

operations qualifying for those allowances take place in

certain "environmental zones." As a Company involved in the

exploration for and development of oil, gas and coal

resources, Atlantic Richfield Company has a keen interest in

the outcome of this legislation.

S. 1839 would modify the manner in which depreciation,

amortization and depletion deductions may be calculated and

would disallow investment tax credits and a variety of

deductions including the expensing of depreciable assets,

soil and water conservation and land clearing costs, -

intangible drilling and development costs, and tertiary

injectant costs, if the amounts paid or incurred occur on

property located predominantly within an "environmental

zone."

The apparent purpose of this legislation is to make oil, gas

and mining activities so unattractive economically, by

removing many of the incentives current tax law provides,

that resource development companies will not proceed with

any activities in these "environmental zones." Atlantic

Richfield Company strongly opposes this legislation and

-1-
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believes that the use of the tax code as a land-use planning

tool for purposes of protecting certain arbitrary

"environmental zones" is inappropriate.

There currently exist a number of federal laws whose sole

and express purpose is to insure that sensitive

environmental areas are protected from any deleterious

effects that might be associated with exploration and

development activities. In addition to the large number of

federal environmental protection and land-use planning laws,

there are numerous state statutes that impose even more

stringent standards on industry operations. To mention a

few of the federal laws, the Clean Water Act, the Clean Air

Act, the Coastal Zone Management Act, the Endangered Species

Act and the National Environmental Policy Act, require

industry to conduct studies and obtain permits, before

activities actually begin, to insure that any effects of the

proposed operations will be within the limits established by

the regulations that have been carefully developed to

- mplement the goals and objectives of these many

comprehensive statutes. during the permitting process, if it

is determined by the agency charged with implementing the

law that a proposed activity cannot be conducted without

violating the regulations, the permit will be denied and

the project will be prohibited.

-2-
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our experience has been that oil and gas activities are

compatible with sensitive environments when properly

designed and operated. Atlantic Richfield Company is proud

of its operating record in sensitive environments such as

offshore California, the Gulf of Mexico and the North Slope

of Alaska. We believe that the existing environmental

regulatory framework provides adequate protection for

environmental resources.

If additional protection is believed to be needed for these

newly proposed "environmental zones", those concerns should

be expressed forthrightly in the context of the current

environmental regulatory framework and debated openly as a

policy issue. Should the debate reveal some environmental

protection need is going unfulfilled, a program should be

designed to satisfy that-need.

Exploration in remote areas has become quite costly and

approaches the point where such activities may be

discontinued. These areas have been the source of much of

the nation's recent energy supplies, without which we would

be even more dependent on foreign supplies of crude oil and

natural gas. By arbitrarily singling out certain geographic

areas as "environmental zones" in the manner proposed by

this legislation, the potential for the development of

substantial hydrocarbon resources is reduced. For instance,

-3-
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had S. 1839 been in effect earlier, it is possible that the

Prudhoe Bay and Kuparuk fields would not have been

discovered and developed in time to cushion the shortages of

the 1970's, and the major discoveries offshore California

could have been delayed, or might not have occurred at all,

depending upon the definition of "environmental zone"

finally agreed upon, since these fields are located in areas

which could be classified as environmentally sensitive. Much

of the nation's future domestic energy resources may be

found in so-called sensitive areas and to penalize companies

or individuals for exploring where they are otherwise

permitted to go is to further reduce the nation's

exploration effort, guaranteeing long term energy shortages.

Today's oil surplus exists not because the U.S. is

self-sufficient in energy, but rather because there is a

surplus of oil on the world market. But as history has

shown, these surpluses can quickly turn to shortages. it is

important that Congress, acting out of a false sense of

security, not erect policy barriers today that jeopardize

the energy security of tomorrow. Atlantic Richfield Company

participated in the development of, and is in full agreement

with, the statement of the American Petroleum Institute

(API) which describes in greater detail the need to develop

land use policies that encourage exploration and development

-4-
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of the nation's oil and gas resources. That testimony was

presented before the subcommittee on January 31, 1986.

S. 1839 would not afford greater protection to the

"environmental zones" it proposes to create. Rather, it 4*

would establish a land withdrawal program that denies

industry the opportunity to evaluate the hydrocarbon and

mineral resource potential of an area. Atlantic Richfield

Company does not believe this is sound public policy.

S. 1839 is an unnecessary land withdrawal program, based on

ill-defined concerns, that would amend the tax code absent a

straight-forward deliberation about the merits of the code.

For these reasons, Atlantic Richfield Company strongly

opposes this legislation.

-5-
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tItanK N A John F. Rolph. III
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,ew Yok NY Tax Legslation
0043

March 7, 1986

The Honorable Alan Cranston
United States Senate
112 Senate Hart Office Building
Washington, DC 20510

Dear Senator Cranston:

This is in reply to your staff's inquiry concerning Citibank's
position on legislation to clarify to tax treatment of mortgage-
backed securities. At the time of the January 31, 1986 hearing
before the Subcommittee on Taxation and Debt Management of the
Senate Finance Committee, Citibank's views in support of such
-legislation were set forth in a telegram to Subcommittee Chairman
John Chafee. A copy of the telegram, which was included in the
hearing record, is attached for your information.

As indicated in the telegram, Citibank would also support such
legislation expanded to cover all asset-backed securities, con-
sistent with the scope of your bill, S. 1978.

Sincerely,

John F. Rolph,. III
Vice President - Tax Legislation

Suite 350
1200 New Hampshire Avenue, NW
Washington, DC 20036
(202) 293-4855

Attachment
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1776 G Stevi NW
PO Box 37248

taihinlOr. DC 21013
202,789-4700

February 11, 1986

Freddie Honorable John H. ChafesMac Chairman
Senate Finance Subcommittee on Taxation
and Debt Management

219 Senate Dirksen Office Building
Washington, D.C. 20510

Dear Hr. Chairman:

The Federal Home LoarrMortgage Corporation, Freddie Mac, appreciates
the opportunity to let you know of our interest in S.1959 and S.1978
which are designed primarily to provide certainty and clarity to the
tax treatment of multiple class mortgage-backed securities. Though
S.1978 also provides for securities backed by other types of
indebtedness, we will confine our comments to those backed by real
property.

We are interested in this issue for two basic reasons. First, we
are interested in any legislation affecting housing since Freddie
Mac is a congressionally-chartered corporation set up to increase
the flow of funds to housing through the secondary mortgage market.
We have been very successful in this endeavor - issuing over $122
billion of mortgage pass-through securities since 1971.

Second, we have an almost "parental interest" in any effort to
encourage the use of multiple class securities since we pioneered
the first collateralized mortgage obligation (CMO), the forerunner
of the multiple class securities which the two bills under
consideration would promote.

In 1982, there was increased congressional attention to the problem
of attracting non-traditional investors to housing. We at Freddie
Mac grappled with that problem and found that large investors, such
as pension funds, required investment instruments with cash flows
more consistent with those of most corporate bonds - that is, cash
flows that can be short or long tem in maturity and are
predictable. These kinds of cash flows can only result from greater
call protection than that offered by mortgage pass-through
securities since mortgages frequently prepay.

Freddie Mac responded to these investor concerns by designing a C4O
with a tiered maturity structure and guarantee that translated to a
more predictable rate of return and a degree of call protection
other pass-through securities lack. Various types of investors
found that they could choose the class best suited to their
investment objectives - what Business Week called "selling
mortgages by the slice." Selling mortgages by the slice also
provided thrifts with an Important restructuring tool, enabling them
to better match their assets to their liabilities. And so we found
ourselves at the forefront of a not-so-quiet revolution in mortgage
related securities.
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The 040 has been successfully replicated by others in the
marketplace. Over 80 percent of the $29.4 billion in CMOs issued
since 1983 through September, 1985 represent issuances by others in
the marketplace besides Freddie Mac.

To further this development, it is important that any legislation
Affecting these relatively new investment instruments not create any
confusion for investors or issuers. To that end, we would like to
comment on several general aspects of the bills that we feel need
further technical clarification or simplification.

1. How would each class of investors account for tax purposes for
cash payments and economic benefits derived from a multiple class
security?

Under S.1978, it is not clear what tax accounting rules should be
used by investors purchasing interests in such trusts - original
issue discount ("OID") rules, market discount rules, or some other
set of rules.

S.1959 stipulates OID rules, but proposes formulas for several
calculations which appear overly complex for many mortgage market
investors. For potential investors making investment decisions,
unnecessarily complex rules could be a real disincentive to this
type of investment. The responsibility for the mortgage - related
calculations will fall to the issuer, who will have to report
taxable income such as OID to investors, and also to all middlemen
reporting this information. Requirements on information reporting
should also address that required of the middleman.

These calculations will require sophisticated computer systems to
accommodate both the volume (Freddie Mac alone buys an average of
2000 loans a day and has approximately three million loans currently
backing securities) and complexity of the transactions. The cost of
calculating this information could be considerable. Depending upon
the ultimate content of these rules, we could be required to develop
new information systems, which could be extraordinarily expensive.

2. Under S.1959, how will certain types of information be made
available or computed by investors actively trading securities in
the secondary mortgage market

S.1959 expands both the range of investors to whom issuers of CMS
instruments must annually report tax data and the type of tax data
which must be reported. However, it is not clear: (1) how investors
can be effectively informed of the composition of the portfolio
supporting a particular CMS to permit proper calculations of gain or
loss upon the sale of 04Ss throughout the year; and, (2) how
investors could accurately compute their adjusted tax basis in the
04S on the date of sale when it is sold in the middle of an accrual
period.
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In addition, it should be noted that tax compliance provisions of
this bill would impose a new annual filing requirement, similar to
Form 1099, on issuers of mortgage pass-through securities vith 0ID.
However, unlike current reporting requirements for issuers of CMOs,
these new rules would not waive reporting to corporate holders of
debt obligations subject to the OID rules.

3. Under S.1978, phantom income questions are resolved for issuers
of multiple class pass-through securities. However, these issues
remain open for issuers of CW debt.

S.1978 eliminates phantom income issues for issuers of multiple
class pass-through securities by treating such securities as sales
of the underlying assets. However, the bill does not clarify this
issue for C0O debt securities. This would result in continued
uncertainty over phantom income reporting for such debt issues,
thereby possibly creating some inconsistency between multiple class
pass-through securities and those issued in the form of 040 debt,
despite comparable economic structures.

4. Expanded definitions of "temporary investments" and "guaranty
payments" would be helpful clarifications.

Neither bill defines the term "temporary investments". These
investments are crucial to the issuers' ability to modify the timing
of cash flows from, for example, monthly mortgage payments to
semi-annual bond-like payments. Since temporary investments may be
held in qualified trusts supporting multiple class securities under
both bills, it would be important to state clearly the latitude
given those trusts making such investments. Either the proposed
legislation or the supporting technical explanation should clarify
issuers' ability to manage appropriately the trust assets.

S.1978 offers "guaranty payments" as an acceptable proceed of a
financial instrument which may be held by a qualifying trust. This
may allow issues of new multiple class securities with minimum
repayment guarantees (such as those on certain Freddie Mac CMOs),
but it is not clear since this term is mentioned only in the
technical explanation of the bill and not defined. S.1959 does not
specifically mention minimum repayment guarantees and so it is
similarly unclear to what extent they would be allowed under that
bill.

I hope these comments and questions will be helpful to you and the
Members of your Subcommittee as you consider S.1959 and S.1978.

During this process, we would be happy to work with you in any way
you find useful. In addition, over the next few months, we will
attempt to simulate compliance with the bills in an effort to
uncover any anomalous results. We would appreciate an opportunity
to provide additional comments at that time.

Sincerely,

land C. rendel
Acting President



474

STATEMENT OF THE

INVESTMENT COMPANY INSTITUTE

BEFORE THE

.TTEE ON TAXATION AND DEBT MA

OF THE

SENATE FINANCE COMMITTEE

ON S. 1959 AND S. 1978

FEBRUARY 7,

NAGEMENT

1986

SUBCOMMI



475

On behalf of its mutual fund members, the Investment

Company Institute* (the "Institute") respectfully submits the

following comments on B. 1959 and S. 1978, two bills relating to

the tax treatment of mortgage related and other asset backed

securities.

Both S. 1959 and S. 1978 provide for an alternative method

of pooling mortgages and, in the case of S. 1978, other

obligations, which would eliminate the disadvantages of the

pooling methods existing under current law. These entities --

pools of mortgaged-backed securities -- share fundamental

attributes with other types of pooled investment vehicles. Each

is a pool of assets, managed by an investment manager, with

interests in the pool sold to investors. It is our view these

pooled investment vehicles present similar public policy concerns

and issues of consumer protection -- the need to provide

potential investors with information on which to base their

investment decisions, the need to protect the physical integrity

* The Investment Company Institute is the national association
of the American mutual fund industry. Its membership includes
1,455 open-end investment companies ("mutual funds"), their
investment advisers and principal underwriters. Its mutual fund
members have assets of about $440 billion, accounting; for
approximately 90% of total industry assets, and have over 20
million shareholders.
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of assets of the pool, and the need to prohibit self-dealing and

conflict of interest transactions by the managers of the pool.

Therefore, like other pooled investment vehicles, these entities

should be regulated under the Investment Company Act of 1940.

The investor protections provided by the Act enhance investor

confidence. For example, mutual funds, subject to regulation

under the Investment Company Act, have grown from $400 million in

assets in 1940 to over $500 billion today.

We are, however, concerned that the staff of the Securities

and Exchange Commission has administratively been exempting from

the Investment Company Act certain pools of mortgaged-backed

securities without giving adequate consideration to the purposes

and policies underlying that Act. The Committee should,

therefore, direct the SEC to give these standards -- the

protection of investors and the purposes and policies of the Act

-- due consideration. Moreover, these standards should be

applied not only in connection with the types of pooled

investment vehiclsehich are the subject of these bills, but for

all other types of pooled investment vehicles subject to the Act

as well.
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Introduction

Ever since they came into existence, savings and loan

associations have had to contend with three interrelated

risks: interest rate risk; liquidity risk (the risk of

excessive withdrawals by depositors that lose confidence in

the institution); and credit risk (the possibility of

defaulting loans).

Until recent years, however, thrifts functioned in an

environment that greatly minimized these hazards. Interest

rates were relatively low and stable. Because savings

institutions were allowed to pay slightly higher interest

rates than banks for deposits, there was a virtual absence of

competition between the two types of institutions. With

their deposit base secure and interest rates relatively

stable, thrifts were practically assured a comfortable profit

on their long-term, fixed-rate mortages.

Beginning in the late seventies, these conditions

changed swiftly. Interest rates soared, forcing thrifts to

pay dearly for short-term deposits, depressing the value of

their mortage portfolios and lowering operating income. At

the same time, government deregulation created fierce

competition between thrifts and other financial institutions

for deposits. Unfortunatley, casualties have been high.

2
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Given the current situation in U.S. financial markets,

it is incumbent on savings and loans to manage these three

risks effectively if they are to survive, let alone prosper.

Several legislative proposals now before the Congress, S.1959

and S. 1978, that authorize the use of multiclass pass-

through securities and improve multiclass debt securities

will help thrifts to better manage these risks.

Interest Rate Risk

One of the greatest risks that thrifts face is interest

rate risk. It is created by the funding of longer-term fixed

rate assets by shorter-term deposits and borrowings. The

substantial portion of these interest rate insensitive assets

are held in the form of real estate, consumer and automobile

loans. Some thrifts partly manage the risk of these holdings

by relying upon asset sales. Asset sales can improve the

profitability of thrift institutions. Asset sales can reduce

the thrift's portfolio risks to interest rate swings by

improving the maturity match of its assets and liabilities.

If mortgages, receivables and other assets were allowed to be

used in multiclass pass-through securities thrifts could use

this new tool to securitize and sell any of the assets in

their portfolios, if and when necessary, and, thus, reduce

their interest rate risk. The legislative proposals would

also facilitate the creation of shorter-term securities that

would be ideal investments for thrifts trying to better

3
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match assets and liabilities by garnering shorter-term

assets.

Liquidity Risk

Asset sales can increase a thrift's liquidity by quickly

converting loans into cash. The legislative proposals before

the Congress would facilitate the sale of such assets through

securitization. Although securitization is important for new

mortgage and other loans, it is also important as a financial

liquidity tool for thrift institutions with large portfolios

of older loans. Thrift institutions can profitably utilize

these securities to borrow against these existing portfolios

of older fixed-rate loans. This source of funds can

facilitate their origination of new fixed or adjustable rate

mortgages or diversification into other forms of lending.

The legislation before the Congress would also

facilitate the use of multiclass collateralized borrowing

sources by reducing "phantom income" to potential issuers

such as savings and loan associations. This "phantom income"

problem of "income without gain" can be quite serious whece

the collateral is seasoned mortgages that bear less than

current market interest rates.

In addition, in a multiclass mortgage or other asset-

backed bond issue that is classified as debt for tax

purposes, thrift issuers are often required to retain an

4
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"equity interest in the mortgages or other loans. In other

words, the thrift issuers cannot fully borrow against the

value of the mortgages or other loans and must retain a

residual interest in the mortgages. With less cash received

up front, the multiclass mortgage or other asset-backed bond

is less useful as a financial liquidity device for thrifts

seeking to restructure their portfolios. This equity

requirement also imposes additional legal accounting and

capital costs to the thrift issuer. The legislative

proposals before the Congress resolve thts problem.

Credit Risk

Asset sales can boost the operating income of savings

and loan institutions by increasing their fee income through

the origination (origination fees), securitization

(arbitrage) and servicing (servicing loan fees) of loans.

This mortgage banking activity can substantially reduce the

risk to thrifts of holding assets in portfolio. The risks of

delinquency and default are passed on to investors.

It is difficult to overstate the increasing importance

to the nation's thrifts of "securitization"--the process of

turning pools of mortgages and other assets into securities,

that can be sold to capital market investors. It is

important to remember that in many cases it is only the

ability to securitize and sell a mortgage or other loan to

5
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investors in the secondary market that allows local thrifts

to make loans at competitive rates in a nationwide

marketplace.

In addition with the expanded powers granted to the

thrift industry in 1982, many thrifts are diversifying into

originating automobile loans, other consumer loans and

commercial loans as a way of reducing their portfolio risk

and increasing their yields. However, risk is a function of

knowledge and experience. Many thrifts are diversifying too

rapidly into these new businesses. The result has been an

increase in failures of thrifts, no longer as a result of

liquidity problems, but as a result of bad assets.

The origination and sale of non-mortgage asset-backed

securities to investors will help thrifts mitigate against

loan losses on consumer and commercial loans that result from

holding them in portfolio. It will help them gain experience

in originating such loans by following the underwriting

criteria of their investors.

Conclusion

Why is it essential for savings and loan associations to

be able to have a wider range of options in the mortgage and

other asset-backed securities market? The answer is that

asset sales facilitated by multiclass pass-through securities

and improvements in the mortgage and asset-backed debt

markets provide ways for thrifts to reduce interest rate

risk, liquidity risk and credit risk. The legislative

proposals now before the Congress, S. 1959 and S. 1978,

together would provide helpful ways to reduce these risks.
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February 12, 1986

The Honorable John Chaffee
Chairman, Subcommittee on Taxation and Debt Management
United States Senate
Washington, DC 20510

Dear Ben. Chafee:

The Montana Petroleum Association requests that this leLter bw
included in the hearing record on SB 1839.

We are concerned about this bill, to create environmental
zones by making changes in the tax code and the possible impact
on independent operators in Montana.

Independents play a very large role in exploration and production
in this state. The depletion provision in the bill would
especially disadvantage independent operators. While major oil
companies are not permitted percentage depletion under existing
law, Independent operators are allowed such deductions. The
depletion provision of S 1839 would tend to discourage
independents from exploring promising areas that might be
designated as environmental zones.

It seems clear that the intent of S 1839 is to prohibit mineral
exploration and development within areas designated as
"environmental zones." High risk mineral activities would be
made move expensive by the substantially reduced ability to recover
development capital. Energy companies (again, think of Montana's
independent operators) would be barred from taking the
depreciation and amortisation allowance and from writing off any
depreciations on their assets. Favorable tax treatment would
also be withdrawn for intangible drilling costs, and development
and tertiary Injectants.

It seems to the Montana Petroleum Association a questionable
application of an already complex tax code to use it as a land
withdrawal mechanism or land use planning tool for environmental
purposes.

Thank you for your attention to this matter.

" c.==ee,ely'

an e vle D *allan

Executive Director
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National Association of Home Builders
15th and M Streets, NW., Washington, D.C. 20005

Telex 89-2600 t202 822-0200

February 11, 1986

The Honorable John H. Chafee
Chairman
Senate Subcommittee on Taxation

and Debt Management
567 Dirksen Senate office Building
United States Senate
Washington, D.C. 20510

Dear Mr. Chairman,

On behalf of the National Association of Home Builders, I
am submitting a statement for the hearing record of January 31,
on the subject of multiple-class mortgage-backed securities.
Due to our interest in this subject, we would like to have our
comments included in the printed hearings.

Thank you for the opportunity to submit a statement on
this important issue.

Sincerel

;Ke'nt Colton
Executive Vice President

KC/das
Enclosure
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Mr. Chairman and Members of the Committee:

The National Association of Home Builders, a trade

association representing 137,000 members, is pleased to submit

a statement for the hearing record concerning multiple-class

mortgage-backed securities. NAHB strongly supports the goals

of S. 1959, introduced by Senator Chafee, and S. 1978, introduced

by Senator Cranston, both of which will eliminate mpediments

to growth in the market for mortgage pass-through sa.:urities --

a major component of the overall secondary mortgage market.

In the past, the role of the secondary market was primarily

to help solve regional differences in the cost and availability

of mortgage credit. Today, the secondary mortgage market links

the capital and mortgage markets largely through sales of

mortgages in the form of pass-through securities that have

attracted investors from outside the traditional mortgage

investment community.

Before presenting the statement, I would like to briefly

address recent efforts aimed at weakening the federally related

secondary market participants -- the Federal National Mortgage

Association (FNMA), and the Federal Home Loan Mortgage Corporation

(FHLMC), and the Government National Mortgage Association (GNMA).

Last year, NAHB worked aggressively in opposition to a proposal

to impose or increase user fees on these secondary market

entities. Strong secondary market outlts for mortgage loans

to moderate-income homebuyers are imperative in ord: to provide

affordable funds for this group of purchasers. if the Government

imposes user fees on FNMA and FHLMC and increases jes for GNMA,
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then the cost would be passed through to homebuyers and would

reduce the number of families that could qualify for a home. The

effect of such fees would fall particularly hard on first-time

homebuyers. We are very concerned about the user fees on housing

programs that have been proposed in the Administration's FY '87

budget. These fees are even higher than those in the proposal

that was rejected last year. We must ca- 'ly oppose these

efforts to weaken or eliminate the programs wt. -e made home

ownership possible for so many American families.

it is equally important that these secondary market purchasers

be allowed to participate in mortgage-backed security programs on

an equal footing with private conduits. Although both S. 1959 and

S. 1978 allow participation by FNMA, FHLMC and GNMA, the tendency

of some to oppose this participation makes it important to further

clarify NAHB's position. NAHB strongly supports the inclusion,

directly and indirectly, of FNMA, FHLMC, and GNMA in these trans-

actions and will actively oppose any provision that disallows

their full participation. FNMA, FHLMC, and GNMA, created by

Congress to develop the residential secondary market, have been

important elements in the continuing growth and evolution of

secondary market activities. In these secondary market partici-

pants, the Congress has made available a tool through which cost-

effective financing can be provided. FNMA, GNMA and FHLMC largely

complement rather than compete with private lenders and suppliers

of funds, and we cannot support an effort to put t.,* housing

finance markets in a position in which it is more profitable to

serve the largest and wealthiest customers.
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Mortgage Backed Securities-under Current Law

The first mortgage pass-through securities were issued in

1968. By the end of 1995, outstanding mortgage securities had

grown to nearly $400 billion. Since the first issuance, the

market has developed a variety of instruments which have attracted

investors because of their safety, yield and liquidit-.

The development of mortgage-backed securities has increased

the supply of mortgage money going into home loans by providing

originators with an outlet for their portfolios of residential

mortgages. Furthermore, as the secondary market has become mor.

sophisticated and as more products have been introduced, the

relative cost of mortgage money has decreased.

Second, the liquidity provided to financial institutions,

particularly through mortgage/securities SWAPs, has provided

originators with an alternative for their mortgage loan portfolios.

This has been particularly helpful as institutions -- thrifts in

particular -have attempted to restructure their assets and reduce

maturity mismatch. Without the mortgage-backed securities market,

it is doubtful that a substantial number of 30-year fixed-rate

mortgages would still be available. We would expect additional

positive influences on the mortgage market if tax laws are updated

to reflect the concept s proposed in the two bills being considered.

Current tax rulings that apply to mortgage-backed securities

generally were designed for other types of securities and have

made tax law applications cumbersome to both investors and issuers.

The introduction of collateralized mortgage obligations (CMOs) in

1983 by the Federal Home Loan Mortgage Corporation allowed a
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certain degree of flexibility to investors in mortgage-backed

securities by permitting issuance of separate classes of instruments

in quasi-maturity classes or trenchess" that appealed to different

classes of investors. However, a CMO is a debt instrument for

accounting purposes; the issuing institution retains ownership of

the mortgages and issues bonds secured by the mortgages. This

arrangement often requires over collateralization. Moreover,

current original issue discount (OID) rules can create tax liability

for some issuers that is not reflective of the flow of economic

benefits being produced by the underlying collateral.

Pass-through trust arrangements hold a number of advantages

over the current debt structure of CMOs for some issuers and

investors. One advantage is that the institution sells the

mortgages into a trust -- a real plus for institutions with

limited capital positions that cannot show excessive leveraging

on their books and with a desire to restructure asset portfolios.

A second advantage is that purchasers of pass-through securities --

such as thrift institutions -- may Ify the pass-through

securities as eligible mortgage assets uii. -. us federal laws

and regulations that impose a "qualified lender test." In terms

of homebuyers, the "maturity slicing" associated with multi-class

pass-through securities can lower rates paid on mortgage loans,

particularly when short-term rates are below long-term rates in

the market.

Under proposed Treasury regulations, a mortgage investment

trust qualifying for pass-through tax treatment must provide terms

of investment that are essentially fixed when the trust is created,
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and where only one class of securities may be issued against the

trust. .t is mainly the multiple-class structure, however, that

produces lower interest rates for homebuyers.

S. 1959 and S. 1978

NAHB supports both pieces of legislation being considered.

These bills, while accomplishing the same bat active, approach

MBS tax clarification differently. Each bill proposes a solution

which will be more attractive than current law to investors in the

secondary market as well as to issuers of the securities. Both

bills provide for multiple classes of ownership which facilitate

the predictability of payments to investors. Each would offer

call protection through multiple-class mortgage-backed securities,

as well as allow the sale-of-assets accounting treatment for

multiple-class securities. Since investors would own the underlying

collateral, taxation of phantom income at the issuer level would

be eliminated. Moreover, neither bill requires over collaterali-

zation of the underlying assets.

Both S. 1959 and S. 1978 provide for a clarification of OID

rules to permit the proper assignment of tax liability to parties

receiving the economic benefit from the underlying collateral. On

this issue, NAHB feels the OID regulations need to be specifically

spelled out in the legislation in order to provide clear interpre-

tation for the Department of Treasury. For this reason, we prefer

the approach in S. 1959 which prescribes the regulations in legis-

lative language rather than leaving that subject open to interpre-

tation by the Treasury Department. A lack of specificity leaves

the rule makers without clear direction, and could result in regu-

lations not fully in line with the intent of Congress.
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On the remaining differences, S. 1959 creates a new rust or

pooling device, while S. 1978 amends requirements of the current

grantorr trust" to permit multiple-class pass-through securities.

Because both bills remove impediments in current tax law, we do

not view one approach as superior to the other on these grounds.

Conclusion

In summary, NAHB would like to emphasize its strong support

for the goals of both S. 1959 and S. 1978. Clarification and

modernization of current tax applications for multiple-class,

mortgage-backed securities will both increase the breadth and

depth of secondary markets and exert a downward influence on

mortgage interest rates, making it easier for homebuyers to obtain

affordable mortgage credit.

NAHB specifically supports legislative instruction on OID

regulations to remove any element of doubt regarding Congressional

intent. In addition, specific legislative inclusion of FNMA,

FHLMC and GNMA participation will assure equal secondary, market

access for lenders serving first-time and moderate-income house-

holds in our society.

NAHB appreciates the opportunity to submit this statement for

the hearing record.
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The National Inholders Association (N.I.A.) believes the passage of

S.1839 would have a deleterious effect on American environmental and econo-

mic policy. The N.I.A. represents thousands of people and groups who own

property or hold an equity interest within the boundary of or adjacent to

all types of federally managed lands or who are impacted by the management,

regulation of or access to, those lands.

Our organization is a people-oriented association which recognizes that

inholders have certain rights which they should not lose due to the

generally involuntary imposition of usage restraints by the Federal govern-

ment on how they can live on, work on or use their property. Mr. Chairman,

in our opinion, S.1839 is a well-intended effort to protect land areas, for

example, which are or may be critical habitats for potentially endangered

species. What this bill fails to address is the negative impact it would

have not only on inholders within federally-managed areas but on America's

energy, mineral, timber and other vital industries.

The potentially catastrophic economics effect of this bill on hundreds

of small communities nationwide renders it benefit negative, We suggest

that in order to protect the rights of individuals or groups as well as the

rights of certain often undefined species, environmental and land-use goals

could best be reached in accordance with the current policies and aims such

as those in the Clean Water, Clean Air and similar Acts as amended. The

long-term objective of these Acts is to attain an equitable balance which

addresses preservation, development and the minimization of pollution. Our

Association believes that these interrelated factors should permeate our

National Park, Wildlife Refuge, Forest, Wild and Scenic River and

Wilderness Preservations systems.
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We have and desperately need in the future land areas where we can care-

fully allow and support the environmentally-safe extraction of minerals,

surface development which is compatible with local use and appropriate

agricultural and consumer related activities.

The use of the tax code as a vehicle for adding a new protected land

category, "environmental zones", is a means for advancing the social poli-

cies of people or groups who generally don't live on or are only remotely

connected with the lands in question. The bill's premise that indirect tax

subsidies such as the investment tax credit, accelerated depreciation, the

amortization of start-up expenses and others are inappropriate is incon-

sistent with the entire thrust of federal tax policy. To legislate an

environmental goal through the tax code, in our opinion, would be to create

a less than efficient law. We recognize that the tax breaks mentioned in

S.1839, specifically those addressing sections 179, 280H, and 48A (defining

section 38 property) of the Internal Revenue Code of 1954, are generally

consistent with the tax breaks utilized by every association and environ-

mental group appearing before this subcommittee. This legislation has the

potential to blatantly discriminate against people or groups who own pro-

perty or hold an equity interest within the boundary of or adjacent to a

federally managed area or who are impacted by the management, regulation of

or access to, that area. This could open up a fundamental question of

legislative fairness.

In light of the Grainm-Rudman-Hollings Act, all Americans are aware that

our Federal budget and tax policies need drastic revision. In our opinion,

-2-
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the passage of S.1839 would have a far greater negative long-term economic

impact on all parties concerned than the potentially positive short-term

revenue facets of this bill.

members of our Association are close to unanimous in their concern that

trie questionable revenue and environmental enhancements gained, with all

the accompanying publicity, are miniscule compared with the high probabi-

lity that individuals and groups will suffer. If it is the intent of this

bill to create an environmental policy through the tax code then the tax

effects of this policy should be equally shared by all areas of the U.S.

economy which currently takes advantage of these subsidies.

Mr. Chairman, though we respect your leadership on environmental and

land use issues, however in this case the N.I.A. believes that S.1839 does

not fairly advance any viable economic or environmental policy.

-3-
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It is with great pleasure that the National Recreation and Park

Association sLbmits this testimony in support of S. 1839, to amena the

Internal Revenue Code to provide that certain deductions and credits

not be allowed for expenditures within an environmentall zone."

The National Recreation and Park Association is a national,

non-profit organization engaged in a wide range of research, education,

policy and program assessmnets involving parks and recreation. We have

a membership of over 17,500 individuals, organizations and agencies

which perform an array of civic, professional and technical functions

to meet America's diverse recreation demands. For the most part, our

members are associated with public recreation and park systems. We

have affiliate organizations in each of the 50 states, Canada, Europe

and Asia.

We commend Senator Chafee for his far-sighted efforts to preserve

and protect our country's natural resources. It is highly appropriate

that our tax code reflect Federal efforts to protect and enhance our

valuable natural resources. While Federal legislation has made

significant progress with the creation of the National Park System, the

National Forest System, the Wild and Scenic Rivers System, Coastal

Barrier areas and Historic Sites, the current tax code encourages

development in many areas that are candidates for inclusion in one or

more of these systems. S.1839 offers a reasonable and sensible

approach to the present inconsistencies of Federal tax policy with

other Federal legislation designed to protect critical environments.

The bill does not seek to alter activities within a National Park or

Forest, for example: it merely eliminates tax incentives for
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development in areas that are candidates for inclusion in one of the

above mentioned systems.

NRPA concurs with the recommendations of other concerned

organizations that the term "environmental zone" include other

threatened ecosystems such as wetlands. We would also recommend that

the definition include areas which are candidates for inclusion in the

National Trails System and National Recreation Areas.

This legislation is especially appropriate in light of the

fiscally conservative mood of the Federal government, as it would

produce additional Federal revenues. Moreover, the bill allows for the

goals of deficit reduction and environmental protection to be achieved

simultaneously.

The Federal tax system can be written to either encourage or

discourage land conservation measures. Adverse development of lands in

or near an area of natural importance should not be encouraged through

a tax code which provides accelerated depreciation or investment

credits on construction equipment. This legislation would prevent

these types of incentives in certain sensitive environments.

Other Tax Code Provisions

It is of further importance to note that S.1839 not only corrects

inconsistencies of the tax code with other Federal legislation, it also

corrects inconsistencies within the tax code itself. The tax code,

under the Tax Treatment Act of 1980 (P.L. 96-541), allows deductions

for the donation of real property to preserve open space for

conservation purposes. By encouraging deductible gifts of interests in
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lands for conservation, public and private organizations have beer. able

to protect thousands of acres of threatened natural systems.

Development Pressures and Land Acquisition

Several legislative attempts are being made to protect a wide

range of valuable environments against ever-increasing development

pressures. In these fiscally-conservative times however, opportunities

are limited for the Federal government to acquire lands for

conservation purposes.

For example.

* Although Congress easily passed legislation that would have

authorized land acquisition for a Virginia wildlife refuge,

President Reagan vetoed the bill (H.R. 1404) in January.

The area, which is threatened by development, offers a

critical habitat to a number of endangered bird species.

* Legislation was recently introduced by Senators Evans,

Packwood, Hatfield and Gorton, to establish the Columbia

River Gorge as a National Scenic Area, thereby affording the

area protection from unbridled development. This type of

legislative effort will undoubtedly encounter a good deal of

opposition from those concerned with reducing the federal

deficit.

Vital areas such as those described above deserve protection.

Without the Federal funds needed to purchase lands for their

protection, they will continue to be subject to development pressures.

Yet the government can take steps to protect these areas
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without necessarily involving the expenditure of Federal dollars,

- by not encouraging, through tax incentives, their development and

further decay. The urgency and pressure to actually acquire these

natural areas would certainly be eased if development pressures were

not as strong. Therefore, the elimination of tax credits for

development in these areas, via S.1839 or similar legislation, would

afford at least some protection to these areas without necessitating

Federal acquisition.

Wetlands

Wetlands are widely recognized as valuable natural resources,

critical to America's delicate ecosystems. The general public derives

wetlands benefits through flood and storm damage control, erosion

control, water quLlity improvement, recreation, and fish and wildlife

resources. The protection of wetlands is undoubtedly in the public

interest.

Nevertheless, urban and industrial development pressures continue

to contribute to the loss of this valuable resource. Although the

Federal government has expressed a strong interest in preserving

wetlands for the future, it is an obvious inconsistency to promote

their development by providing tax credits and similar deductions.

A recent Interior Department study (Wetlands of the United States:

Current Status and Recent Trends- March 1984) described the status of

wetlands in the U.S., detailing a number of cases where they have been

destroyed by development pressures. Although wetlands play a critical

role in flood protection and water quality maintenance when development

accelerates in nearby upland areas, it remains a paradox that these

wetlands become prime candidates for housing, business office
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complexes, and similar uses as nearby upland areas are exhausted. In

many areas, wetlands represent the last large parcel of open space.

It is ludicrous for the Federal government to continue its current

tax policy in such critical environmentally sensitive areas. The

Office of Technology Assessment has concluded that "It)ax deductions

and credits for all types of general development activities provide the

most significant Federal incentive for farmers to clear and drain

wetlands." Therefore, we strongly urge the inclusion of wetlands in

the definition of environmental zones.

Congress recognized the value of wetlands in the recently adopted

farm bill. The so-called "swampbuster" provision of the law denies

federal farm subsidies, loans or crop insurance to farmers who drain,

fill or otherwise convert wetlands to agricultural use.

The question as to the definition of a wetland is easily addressed.

It has been defined in other legislation, including the recently

adopted Farm Bill, and has also been defined by the Fish and Wildlife

Service. In addition, the Army Corps of Engineers' definition, based

on the degree of ground saturation and type of vegetation, was recently

reaffirmed as a part of a Supreme Court decision, United States v.

Riverside Bay Homes.

Historic Preservation

With the proposed reduction in tax credits for historic

preservation, it is especially crucial that any tax reform legislation

not encourage the development or destruction of historically valuable

properties and landscapes. Therefore, we are encouraged to see that an

area designated by the Secretary of Interior as a national natural
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landmark under the Historic Sites, Buildings and Antiquities Act is

included in the definition of an environmental zone in S.1839. lo

extend the protection of historically significant areas, we would also

encourage the inclusion of properties with recognized historic value

under the National Historic Preservation Act of 1966.

Barrier Islands and Deductions for Second Homes

In its appraisal of the tax code and the impacts of such on the

environment, Congress should look carefully at the current tax

deductions for second homes. Many second homes are built in

environmentally attractive and/or sensitive areas which border

nationally protected areas.

A perfect example of this problem is the development of barrier

islands. Our nation's barrier islands represent fragile ecosystems that

attract thousands of tourists and homeowners. There has been a

tremendous migration toward the coastal islands over the last twenty

years. The U.S. Department of Interior documented an increase in

population of more than double the national rate between 1960 and 1970.

This migration has put tremendous pressure on the islands - access

roads, water.supplies, and beach access are built to facilitate mans

presence.

Such development often causes severe environmental problems.

Erosion is hastened by pedestrian and vehicular traffic, causing

property losses of $300 million annually.

The islands are worthy of protection - they offer unparalleled

recreational opportunities, have scenic value, and provide unique

habitats and food for hundreds of species of flora and fauna.
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In many cases, the National Park Service and the Fish and Wildlife

Service work to protect the natural integrity of the islands and to

prevent any harmful development which might occur. The Department of

Interior has recently proposed additional lands for inclusion under the

Coastal Barriers Resource Act (CBRA). However, under S.1839, only

lands that are presently included in the CBRA System would qualify as

an environmental zone. Because of their valuable environmental

qualities, we strongly recommend that areas proposed for inclusion in

the CBRA system also be included in S.1839 as an environmental zone.

The Federal government continues to subsidize and encourage

development on barrier islands, at least in part through current tax

incentives. If the intent is to protect such natural areas for this

and future generations, then certain existing tax incentives run

directly counter to the public interest. Deductions for second homes

are one form of many Federal tax incentives that offers a disincentive

for environmental conservation. This issue certainly deserves the

scrutiny of Congress.

Last, but certainly not least of all, it makes good fiscal sense to

delete tax credits for development on Coastal Barrier Islands. Certain

development projects can lead to disaster, particularly flooding.

Disasters ultimately become an expense to the taxpayer as the Federal

government must provide relief to local communities.

We thank the Committee for the opportunity to submit this

testimony and appreciate its attention to our recommendations.
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PETROLEUM ASSOCIATION OF WYOMING
a division of Rocky Mountain Oil and Gas Association

330 South Center, Suite 115 Richard T RobIlalle
Eacub ve Oft~O,

1ROLIUA Casper, Wyoming 82601 Wendy H Fuo.uI

kXrCIATIONWedH lou
of J301t 234-5333 Associate O,et lot

Vi(OMN3

February 13, 1986

The licinorable John 11. rhafne

Subcommittee on Taxation and Debt Management
Senate Committee on Finance SD-219
Dirkeon Senate Office Building
Washlngton, D.C. 2051O

Dear Senator Chafee:

On behalf of the members of the Petroleum Associ tion of Wyoming, a division
of the Rocky Mountain Oil and Gan Association, whose members account for more
than 902 of the exploration and production in Wyoming, we submit the following
comments on 9.1839 and request that our letter be included in the hearing
record.

We believe the intent of this legislation is to make exploration and develop-
ment nf mineral resources within arena deslAnated as "environmental zones" so
cost prtohllitiva as to preclude any further activity At all. This defacto
withdrawal im nccoi'ltshed by substantially reducing a company'A ability to
recover development capital, tax credits, slowing the rate ot capital cost
recovery, and by negatively nffect.ug cash flow and internal rates of return.
This use of the tax code as a land withdrawal mechaitam and a land use
planning tool for environmental purposes is, in our opinion, totally
Inappropriate. We already have in place substantial and effective public lnnd
laws and regulation which direct the management of federal ]ondn. These
exiatinp frameworks and vigorous enviroiimentnl protection coupled with
Industry's demonstrated ability to operate iii t manner compatible with
sensitive environments, make any further restrictions unnecessary.

Thin prciposal would ultimately eliminate revenue-generating mineral activ-
ities on public lands, a result which would be highly undesirahle at a time
when federal budget balancing is a high priority. We are alarmed over the
current trend to withdraw lands fror,, or to restrict, oil and gas activities
on more and more of our public lands. Currently the petroleum industry is
precluded from exploring or determining mineral potential on 300 million acres
or nearly 402 of federal lands. This proposal would further restrict
unlimited millions of additional acres.
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John I. Chafes
330 South Center, Sulle 115 February t3, 1986
Coper, Wyoming 82601 Pe 2

Rec.otise independent opvrators nre clirrvittly allowed the use of depletion
deductions, while major com,.N1IPR Are not, this bill is especially Injurious
to that seAment of the petroleum industry. Tn addition, it is the independent
who traditionally drills the wildcat exploratory well in the remote areas.
locations likely under this proposal to be designated as "environmental
zones". Thus, this bill sclcctlvely penalizes the Independent operator very
unfairly.

PAW concludes that rhis leginlation is unnecessary, unwise and dangerouly
limits our ability to matotain domestic petroleum reserves by tinwarranted
dental or access to federal lands for exploration aiid development purposes.
It should be defeated,

Richard T. Robitaille

cc: Senator Alan Simpson
Senator Malcolm Wallop
Katherine T. Porter
n. Thomas Kidd
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Sears, Roebuck and Co.
Corporate Governmcntal Affairs

Sears House
633 Panatylvaia Avenue, N.W

Suite o
RAooiJr K. AtA99 Was hingon. D. C. 20004

v.ct Pec../

February 19, 1986

The Honorable John H. Chafet, Chairman
Subcommittee on Tation and Debt Mnagemnt

Committee on Finance
Ulted States Senate
Washinton, D.C. 20310

Dear Mr. Chairmant

During the hearing regarding second y market tax issues befor. the
Senate Finance Subcommittee on Taxation and Debt Management, our vitne.se,
Robert Horner, testified that Sears is committed to the development of the
secondary mortgage market. Mr. Horner also emphasized the critical need for
Congress to clarify current tax law in this area. Sears believes that S. 1978
and S. 1959 are a step in the right direction.

Since that hearing, Seers has been requested to provide'its position, for
the record, on extending the Issuance of multiple class pass-through securities
by grantor trust to other types of asset-backed Instruments. Sears, therefore,
submits this letter in response to that request and asks that the following be
added to Mr. Hornet's testimony for the record.

Sears believes that legislation is urgently needed in order to address
the existing crisis related to the offering of mortgage-backed multiple class
pass-through securities. In our estimation, no reasons exist to exclude the
introduction of other asset-backed instruments from that market. Indeed,
including other assets such as consumer receivables would be a positive
development both from an investment and a funding perspective. Seers is
concerned, however, that this issue not Impede or delay the passage of pendil
legislation.

Thank you for your support, Mr. Chairman, on this vital issue. Sears
appreciates this opportunity to express its position on this issue.

Sincerely,

cc: Members of the Subcommittee
Senator Cranston

bcc: Carolyn 3ordvjv

LLSTA I S RSA.CC GROUP. CO,€. L SA,.,C* "CAL lIS&Yr GROVO. LtAN W'77CN OINACIAGOVICI GROUP

$1CR CC.~AN04SC 5MCUP.CAN$ WOMLO ,AAC
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TRUE OIL COMPANY

RIVER CROSS ROAD CASPER, WYOMING
P O, DRAWER 2360

February 21, 1986 PHONE 2379301
82602

The Honorable John H. Chafee, Chairman
Subcommittee on Taxation and Debt Management
Room 219 Dirksen Senate Office Building
Washington, D.C. 20510

Dear Mr. Chairman,

The following are our comments on your bill -- S. 1839. We
request that our comments be included in the hearing record.

Your bill is totally absurd and disastrously

Your bill would eliminate all exploration and development or
oil and gas plus other activities in "environmental zones" be-
cause your proposals would make these activities so expensive
that independent oil and gas people could not afford to operate
in these areas and we are certain'that the major oil companies
would also mark these areas off their potential exploration
agendas.

Whaet..ourpropoaal..amo ntls'to ;s.de facto withdrawal of
public lands, and it is abs3lety,.0by .J. .anyone that you had
a great deal of help in writing this bill from environmental ex-
tremists such as the Sierra Clul, National Wildlife Federation,
etc.

Your attempt to use the tax code to withdrawl public lands
and to control land use planning is an absolute travestyl There
are numerous laws already on the books that protect public lands
In their entirety without having to add any new and additional
laws.

As mentioned above, if your bill ever became law it would
eliminate all exploration and development of oil and gas in the
so called "environmental zones" which would in turn eliminate the
discovery of new oil and gas reserves on public lands which would
in turn reduce -- and in the not too distant future eliminate --
royalties from oil and gas production on public lands which is
certainly not what the President and Republican Party are trying
to do at the present time. As a matter of fact, the President
and Republican Party are generally trying to increase revenues
and activities by getting the government off of business backs.
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One other additional and extremely important fact is that
the present "oil glut" over the entire world is in fact only a
"temporary surplus" and if we do not continue promoting explora-
tion and discovery of oil and gas reserves, we will be back in
the clutches of OPEC in the very near future and you can rest
assured that they will then he dictating crude oil prices not at
$14.00 and $15.00 a barrel as they are today but more likely at
$35.00 to $50.00 a barrel.

One last important point is that you included in your bill
the elimination of percentage depletion deductions if activities
were performed in "environmental zones". You should be made
aware that independent oil and gas operators are the only ones
who are allowed to use percentage depletion and since independent
oil and gas operators are responsible for drilling approximately
90% of all wildcat wells in the United States, you are severely
and unnecessarily penalizing the independents -- it should also
be mentioned that the independents are responsible for 75% of all
oil and gas discoveries. It is much the same as "Killing the
Goose that Laid the Golden Egg".

You are strongly urged to pull your bill out of the Senate
file and throw it in the trash where it belongs.

Sincerely yours,

Robe t 0. Byron
Administrative Assistant to
H. A. True, Jr.

ROB/far
00i The Honorable Maloolm Wallop

The Honorable Alan Simpson
The Honorable Richard Cheney
The Honorable Robert Dole
The Honorable William V. Roth, Jr.
The Honorable John C. Danforth
The Honorable William L. Armstrong
The Honorable Lloyd Bentsen
The Honorable Max Baueus
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Utah Petroleum Association
A OMvMa 0 ftodrf WMw*Wn 00 S 0k" Ase

5EAT300 SOUTH, SUFTE 20CHSALT LAKE CrTY, UJTAH48411 1-22O24+Hft* (W01 1363-5757

February 11, 1986
CAbeLPJ N 6TOWS [

V,- & L The Hooorable John H. Chafee, Chairman
Subcommittee on Taxation and Debt Management
Senate Committee on Finance

55 T1V bB-219, Dirkson Senate Office Building

Washington, D. C. 20510
J"m PNACOCK

bear Senator Chafee:

Please be Informed that the Utah Petroleum Association, ,a st.ite
division of the Rocky Mountain Oil and Gas Associatto., it.
opposed to S. 1839 and asks thut this communicatioii t)b Cntlrcd
Into the hearing record as an opposition statement.

Speaking for the petroleum industry In Utah, our association
believes the Intent of S. 1839 ib to prohibit mineral exploratioi
and development within areas designated, or yet to be designated
as "environmental zones". By attempting to burden highi risk
mineral activities with the substantially reduced ability to
recover development capital, tax credits, slowing the rate of
capital cost recovery, and by negatively affecting cash flow and
internal rates of return, this legislation in effect withdraws
from mineral activity any lands falling into the c0assificntion
of "environmental zones".

We believe that the tax code should not be used as a land with-
drawal mechanism, and the use of S. 1839 as a land use planning
tool for environmental purposes is inappropriate.

The petroleum industry is concerned over the current trend to
withdraw lands from, or to restrict, oil and gas activities
without adequate consideration of their petroleum and other
mineral potential.

The present and traditional public land la provides an efficient
means to manage both the government land. base and its resources
and to provide superb environmental protection.

Thank you for permitting us to enter this statement Into the
record of S. 1839.

Executive Director

cc: Ms. Katherine T. Porter
Tax Legislative Assistant
Office of Senator John H. Chafes
567 Dirkeen Senate Office Building
Washington, D. C. 20510

59-042 (512)


