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HEARING ON THE USE OF
TAX-PREFERRED BOND FINANCING

THURSDAY, MARCH 16, 2006

U.S. HOUSE OF REPRESENTATIVES,
COMMITTEE ON WAYS AND MEANS,
SUBCOMMITTEE ON SELECT REVENUE MEASURES,
Washington, DC.

The Subcommittee met, pursuant to notice, at 10:31 a.m., in
room 1100, Longworth House Office Building, Hon. Dave Camp
(Chairman of the Subcommittee), presiding.

[The advisory announcing the hearing follows:]
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ADVISORY

FROM THE COMMITTEE ON WAYS AND MEANS
SUBCOMMITTEE ON SELECT REVENUE MEASURES

FOR IMMEDIATE RELEASE CONTACT: (202) 226-5911
February 27, 2006
SRM-6

Camp Announces Hearing on
The Use of Tax-Preferred Bond Financing

Congressman Dave Camp (R-MI), Chairman, Subcommittee on Select Revenue
Measures of the Committee on Ways and Means, today announced that the Sub-
committee will hold a hearing on the use of tax-preferred bond financing. The hear-
ing will take place on Thursday, March 16, 2006, in the main Committee
hearing room, 1100 Longworth House Office Building, beginning at 10:30
a.m.

In view of the limited time available to hear witnesses, oral testimony at this
hearing will be from invited witnesses only. However, any individual or organization
not scheduled for an oral appearance may submit a written statement for consider-
ation by the Subcommittee and for inclusion in the printed record of the hearing.

BACKGROUND:

The Tax Reform Act of 1986 (the “1986 Act”) (P.L. 99-514) made significant modi-
fications to the rules for tax-exempt bonds in an effort to limit the use of tax-pre-
ferred bond financing to support private activities. Many of the rules enacted as
part of the 1986 Act reflect the intent to limit bond financing to those activities that
were viewed to have a significant public benefit.

The last 20 years have seen an expansion of the use of tax-preferred bond financ-
ing through increases in the amount of private activity bonds that States can issue
and the addition of activities that qualify for tax-preferred bond financing. Most re-
cently, legislation has been enacted to provide tax-exempt and tax-credit bond fi-
nancing to assist in the Hurricane Katrina recovery and rebuilding efforts. Further-
more, additional proposals to further expand the availability of tax-preferred bond
financing to other activities emerge on a regular basis.

In announcing the hearing, Chairman Camp stated, “In recent years, there has
been an expansion of the permitted uses of tax-preferred bond financing. This hear-
ing provides an opportunity for us to comprehensively review this area to determine
how this financing is used today.”

FOCUS OF THE HEARING:

The purpose of this hearing is to undertake a comprehensive review of tax-pre-
ferred bond financing to determine:

(1) the relative economic efficiencies and costs to the Federal Government of fi-
nancing activities through tax-exempt and tax-credit bonds;

(i1) whether tax-preferred bond financing supports business activities offering a
significant public benefit;

(ii1) the effect of the expansion of the use of tax-preferred bond financing on the
ability to properly prioritize those activities most deserving of such financing; and
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(iv) the effect of such expansion on the ability to oversee and administer the use
of tax-preferred bond financing.

DETAILS FOR SUBMISSION OF WRITTEN COMMENTS:

Please Note: Any person(s) and/or organization(s) wishing to submit for the hear-
ing record must follow the appropriate link on the hearing page of the Committee
website and complete the informational forms. From the Committee homepage,
hitp:/lwaysandmeans.house.gov, select “109th Congress” from the menu entitled,
“Hearing Archives” (hitp://waysandmeans.house.gov/Hearings.asp?congress=17). Se-
lect the hearing for which you would like to submit, and click on the link entitled,
“Click here to provide a submission for the record.” Once you have followed the on-
line instructions, completing all informational forms and clicking “submit” on the
final page, an email will be sent to the address which you supply confirming your
interest in providing a submission for the record. You MUST REPLY to the email
and ATTACH your submission as a Word or WordPerfect document, in compliance
with the formatting requirements listed below, by close of business Thursday, March
30, 2006. Finally, please note that due to the change in House mail policy, the U.S.
Capitol Police will refuse sealed-package deliveries to all House Office Buildings.
For questions, or if you encounter technical problems, please call (202) 225-1721.

FORMATTING REQUIREMENTS:

The Committee relies on electronic submissions for printing the official hearing record. As al-
ways, submissions will be included in the record according to the discretion of the Committee.
The Committee will not alter the content of your submission, but we reserve the right to format
it according to our guidelines. Any submission provided to the Committee by a witness, any sup-
plementary materials submitted for the printed record, and any written comments in response
to a request for written comments must conform to the guidelines listed below. Any submission
or supplementary item not in compliance with these guidelines will not be printed, but will be
maintained in the Committee files for review and use by the Committee.

1. All submissions and supplementary materials must be provided in Word or WordPerfect
format and MUST NOT exceed a total of 10 pages, including attachments. Witnesses and sub-
mitters are advised that the Committee relies on electronic submissions for printing the official
hearing record.

2. Copies of whole documents submitted as exhibit material will not be accepted for printing.
Instead, exhibit material should be referenced and quoted or paraphrased. All exhibit material
not meeting these specifications will be maintained in the Committee files for review and use
by the Committee.

3. All submissions must include a list of all clients, persons, and/or organizations on whose
behalf the witness appears. A supplemental sheet must accompany each submission listing the
name, company, address, telephone and fax numbers of each witness.

Note: All Committee advisories and news releases are available on the World
Wide Web at http://waysandmeans.house.gov.

The Committee seeks to make its facilities accessible to persons with disabilities.
If you are in need of special accommodations, please call 202—-225-1721 or 202-226—
3411 TTD/TTY in advance of the event (four business days notice is requested).
Questions with regard to special accommodation needs in general (including avail-
ability of Committee materials in alternative formats) may be directed to the Com-
mittee as noted above.

Chairman CAMP. Good morning. The hearing will come to order
and I'd ask our guests to find seats please. Good morning, as part
of The Committee on Ways and Means’s continuing exploration of
tax-exempt options, Chairman Thomas asked the Subcommittee on
Select Revenue Measure to undertake a comprehensive review of
the use of tax-preferred financing. Responding to the Chairman’s
request provides this Subcommittee with a valuable opportunity to
examine an area that has seen significant change since the Tax Re-
form Act of 1986.
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So, in this regard the last 20 years have seen an expansion in
the use of tax-preferred bond financing through increases in pri-
vate activity bonds that states can issue and the addition of activi-
ties that qualify for tax-preferred bond financing.

Most recently, legislation has been enacted to provide tax-exempt
tax credit bond financing to assist in the Hurricane Katrina recov-
ery and rebuilding efforts. Furthermore, additional proposals to
further expand the availability of tax-preferred bond financing to
other activities emerge on a regular basis.

The treatment and use of tax-preferred bond financing will be an
important consideration in the full Committee’s evaluation of the
many options to reform the Federal Tax Code.

I want to welcome our witnesses’ views on these important
issues, and the Chair now recognizes the Ranking Member, Mr.
McNulty, for a statement.

Mr. MCNULTY. Thank you, Mr. Chairman. I ask unanimous
consent to submit the text of my own statement for the record.

Chairman CAMP. Without objection.

[The prepared statement of Mr. McNulty follows:]

Opening Statement of The Honorable Michael R. McNulty, a Representative
in Congress from the State of New York

Today, the Subcommittee on Select Revenue Measure begins the second session
of the 109th Congress with a hearing on tax-preferred bond financing. I am pleased
that the Committee is acting to followup on Chairman Thomas’ promise to conduct
a comprehensive review of how tax-exempt bonds and tax-credit bonds have been
used to finance public and private activities.

States and localities have an outstanding record in the use of tax-preferred financ-
ing. Tax-exempt bonds support many important community priorities, including fi-
nancing for our public schools, airports, roads, hospitals, veterans’ housing, water
and sewage facilities, hazardous waste disposal, and the low-income rental housing
market. I look forward to discussing how tax-exempt financing is being used by our
state and local governments and how their priorities in critically-needed areas are
being met.

In recent years, the Congress has enacted various tax provisions to expand the
availability of tax-preferred financing, including for public school construction and
renovation, energy conservation efforts, and rebuilding following the hurricanes of
2005.

I thank Subcommittee Chairman Camp for scheduling this hearing. I welcome all
the witnesses appearing today and look forward to your expert views on the issues
before us.

I yield back the balance of my time.

———

Mr. MCNULTY. I just want to elaborate a little bit on that. I
know that questions have been raised on the use of tax-exempt
bonds through the years. My hope is, that as a result of this hear-
ing and subsequent action by the Subcommittee and the Com-
mittee, that there is no retreat from financing projects that ad-
vance the public good.

My experience as a Member of Congress and as a State Legis-
lator, and especially as a Mayor, has shown that tax-exempt bond-
ing has been used for vital projects, such as roads, bridges, schools,
hospitals, housing, airports, and energy projects. I know there has
been some question about the use tax-exempt bonds for such things
as high-speed rail.
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I happen to believe that with the cost of fuel today and the con-
cerns about auto emissions and so on, that if ever there was a time
to move in that direction, the time is now.

I am concerned generally about the passenger rail system in this
country. I'll give an example. I live in Albany, New York, and when
I go to New York City, I certainly don’t take the plane to go down
there, because you have to drive all the way in there from the air-
port. I take the train and I ride down that scenic route down the
Hudson River, and then end up in Midtown.

Part of the problem is when you get about 30 miles north of New
York City you have to slow down to about 40 miles an hour be-
cause of the condition of the road bed. I think it’s a disgrace the
way we've let rail service in this country deteriorate through the
years.

Another example, I lived in Italy for about a year back in the six-
ties when I was going to school. The passenger rail system in Eu-
rope in the sixties was better than then the passenger rail service
in The United States of America today. Decades ago, other indus-
trialized nations went to high-speed trains and bullet-trains and
we're still nickel-and-diming Amtrak and I just think we need to
change that.

In summary, Mr. Chairman, my position is that tax-exempt
bonding benefits states and local governments. It benefits the pur-
chasers of the bonds and it benefits the general public, and it is
a relatively small cost to the Federal Government. I certainly think
it’s much better than Members of Congress coming down here and
asking for more earmarks, and I think that we should continue to
use and expand the use of tax-exempt bonds. I hope, Mr. Chair-
man, we can affirm, and in some instances expand the use of tax-
exempt bonds for projects that accrue to the public good.

Chairman CAMP. The Chair has been informed that we’re going
to have a series of votes for at least an hour and a half. So, what
we’re going to try to do is at least have our member panel, as
quickly as possible, make your remarks and then we’ll recess the
Committee for this lengthy series of what may be up to ten votes.
We're grateful that two distinguished Members of the Committee
on Ways and Means are here, the Honorable E. Clay Shaw, from
Florida, and the Honorable Kevin Brady from Texas. Congressman
Shaw, why don’t you begin your testimony and we’ll see how far
we can get. You may begin.

Mr. SHAW. I will give you every bit of my cooperation to expe-
dite this process. I have a written statement that I ask with unani-
mous consent be placed into the record.

Chairman CAMP. Without objection.

STATEMENT OF THE HONORABLE E. CLAY SHAW, JR., A REP-
RESENTATIVE IN CONGRESS FROM THE STATE OF FLORIDA

Mr. SHAW. As a Mayor I know the problems of upgrading the
utilities, particularly with new Environmental Protection Agency
requirements. It’s estimated that between five and six hundred bil-
lion dollars will be necessary to upgrade the utilities by the cities
over the next several years. This legislation that I have would en-
courage communities to find willing partners in the private sector
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to finance these infrastructure endeavors. It would in fact lift the
cap for these types of ventures.

The bill has a total cost over 10 years of 187 million dollars,
which is minute when you think about the gravity of the problem.
The bill is supported by 45 organizations, including the U.S. Con-
ference of Mayors, The National Association of Counties, The Na-
tional League of Cities, The National Association of Towns and
Townships. I think this is exactly the type of help that we should
send to cities and that we do mandate these upgrades, and I yield
back.

[The prepared statement of Mr. Shaw follows:]

Statement of The Honorable E. Clay Shaw, Jr., a Representative in
Congress from the State of Florida

Mr. Chairman, I appreciate the opportunity to testify today about my Clean
Water Investment and Infrastructure Security Act—H.R. 1708. I am glad that the
Subcommittee is holding this hearing on tax-preferred bonds and their use to fi-
nance various public-private activities.

Our nation is facing a water infrastructure replacement challenge. In 2002, the
Environmental Protection Agency (EPA) estimated that approximately $500—$600
billion will be needed through the end of this decade to replace, upgrade or expand
water and wastewater infrastructure. This infrastructure is critical to the economic
and public health of our communities and the nation.

Older towns and cities in the north and east, and growing towns and cities in the
west and south are all facing major water infrastructure challenges. The reason for
this large need is an accident of history. There have been several generations of
water infrastructure put in place in the U.S. over the last hundred years. The oldest
infrastructure was extremely long-lived but is now coming to the end of its useful
life or does not fulfill the current needs of the community. Newer rounds of water
infrastructure had shorter projected life spans and are also coming to the end of
their lives or need upgrading.

As a former mayor of Fort Lauderdale, Florida, I understand the importance of
rebuilding our infrastructure. Local governments are cost-strapped and are in need
of help. We have a tremendous opportunity to impact our local municipalities on an
issue of concern.

The challenge communities across the country are facing can largely be addressed
with good management and creative thinking. Willing partners to finance these en-
deavors can be found in the private sector. The federal government can do its part
to facilitate this by lifting the current volume cap on private activity bonds—which
can be done through the Clean Water Investment and Infrastructure Security Act—
H.R. 1708.

H.R. 1708 would bring water and wastewater projects out from under the state
volume caps on private activity bonds (PABs), and thereby assist municipalities’ ac-
cessing the private sector to responsibly address the water infrastructure challenge.
This simple change will make capital both easier to obtain and less expensive for
partnerships between the public and private sector on water projects, thus making
such partnerships much more economically attractive to all concerned.

The goals of H.R. 1708 directly support and facilitate recent initiatives by the
EPA and many states and cities to develop sustainable water and wastewater infra-
structure systems based on sound economic and asset management principles. The
new projects initiated by H.R. 1708 would benefit from innovative financing and
project delivery methods, and cities and citizens would see their challenges met
more efficiently and more quickly. Projects structured as public-private partnerships
using newly available PABs would optimize development, construction and long-
term operations—allocating and sharing risk and management.

The Tax Reform Act of 1986 clearly identified public-purpose water and waste-
water facilities as two of only a few types of projects undertaken in the public good
to be eligible for PABs. However, the 1986 Act and its federally mandated state vol-
ume caps on the PABs essentially force water projects to compete with other public
projects, including public housing, school loans and others for PABs. Data shows
that water projects generally lose this battle to more high-profile, politically attrac-
tive activities like housing.

All of the projects eligible to use PABs may be worthy endeavors that contribute
to a community’s growth and prosperity. Uniquely, however, the water and waste-
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water infrastructure constructed is needed to comply with federal requirements
under the Clean Water Act and the Safe Drinking Water Act.

My legislation would end this competition, bring water projects out from under
the cap, and unleash the power of the private sector to assist our cities and towns
water in meeting their infrastructure replacement challenge. It has been estimated
in the first few years after H.R. 1708 is made law, $1 to $2 billion in water PABs
would be issued annually, and could double or triple over time.

We can look to the solid waste sector for further indications of the potential of
this simple change in the tax code. Municipal sold waste disposal projects were
pulled out from under the volume cap in 1986 to address the then serious public
solid waste disposal challenge. As a result, over $15 billion worth of PABs have been
issued since, and the problem has largely been solved.

Chart 1 shows the impact that this move made in using PABs and innovative
partnerships to create effective solutions to the nation’s solid waste needs of that
time.

Transaction Amounts Over Past 25 Years
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Chart 1. Solid Waste Historical Data (Lehman Brothers)

In contrast, Chart 2 shows how little communities have been able to access PABs
to finance construction of facilities to address their water and wastewater chal-

lenges. I believe we will see a response for water similar to solid waste with enact-
ment of H.R. 1708.
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When you factor in the cost/benefit of H.R. 1708 to the federal government, it is
easy to see that this is a correct path for Congress to take. Legislation identical to
H.R. 1708 was scored by Joint Committee on Taxation in 2002, and was found to
cost the federal government $147 million over ten years. That is $147 million that
the federal government can invest over the next decade, and generate several billion
dollars for critical public purpose water facilities in return every year.

I have requested that the Joint Committee on Taxation conduct a new score of
this legislation and hope to have it in hand soon.

So far, H.R. 1708 has attracted over 25 co-sponsors; roughly equally from each
side of the aisle including 6 Ways and Means Committee members. It is also sup-
ported by over 30 organizations including the U.S. Conference of Mayors, the Na-
tional Association of Counties, and the National Association of Towns and Town-
ships.

There are those who believe the federal government needs to establish a massive
new grant program to address the water infrastructure challenge. They further be-
lieve that this new bureaucracy should be financed by a new “user fee” or tax of
some sort; and they may be coming to the Ways and Means Committee to establish
these new fees or taxes. I urge my colleagues to not go down this path but instead
respond to the infrastructure funding challenge responsibly. H.R. 1708 is the pre-
ferred federal response because it:

1. Leverages limited federal resources;

2. Does not require massive reliance on scarce federal funds;

3. Does not require any new taxes or fees;

4. Does not subsidize utilities with a government handout, instead gives them the

tools to handle their problems themselves;

5. Leverages the power of the private sector to address the problem with their
proven efficiency and innovation, saving money for the government, taxpayers,
and water customers;

. Does not require the average taxpayer to pay for services he/she does not di-
rectly enjoy; and

7. Is far less likely to lead to over-built and wasteful projects often seen in

projects heavily reliant on government grants.

[<}]

Thank you again for this opportunity to testify before you today. I look forward
to continuing to work with the Subcommittee on measures to strengthen and im-
prove the financing of projects beneficial to all communities across the country.

————
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Chairman CAMP. I thank the Gentleman, and I thank you for
your testimony, and your full statement will be part of the record.
Hon. Kevin Brady, another distinguished Member of the Com-
mittee on Ways and Means.

STATEMENT OF THE HONORABLE KEVIN BRADY, A
REPRESENTATIVE IN CONGRESS FROM THE STATE OF TEXAS

Mr. BRADY. Thank you, Mr. Chairman and Ranking Member. 1
would say, Mr. Shaw, you set the bar a little to high on that brief
statement. Let me try to be equally brief. I want to thank you for
hosting this, Mr. Chairman. I would like to speak briefly about the
tax-exempt financing for air and water pollution equipment. I have
introduced again to this Congress the Clean Air and Water Invest-
ment Act to make these facilities eligible for tax-exempt financing
bonds.

They used to—prior to 1986, when it was taken out of the Tax
Act—Dbut the problem is that more and more communities around
the country are facing very stringent timelines for meeting clean
air standards in America.

The deadline for most of our communities is 2010. Including
Michigan and New York, 38 states have communities that are now
out of compliance in one of those areas, ozone, carbon monoxide,
particulate matter. It is very expensive to do the upgrades on this
equipment for the community to meet these standards.

My district has two of those communities, Houston and Beau-
mont, both ozone related communities. For one of them, Houston,
it is estimated those upgrades will be about 15 billion dollars
throughout our community to meet those standards.

The solution is to give states additional tools, like air and water
control facility bonds, which would be based on need and merit, to
help them meet those standards on time and to do it affordably.

What our bill would do is simply restore the exact same language
that existed in section 142 of the Internal Revenue Service (IRS)
Tax Code. It would keep the existing state volume cap, so we
wouldn’t be adding activity levels. In fact, air and pollution equip-
ment would have to compete against the other modern needs with-
in the state, so we’re not adding cost to the process. We're giving
them these tools and restoring the category to the Code will allow
states to prioritize their compliance issues by granting these bonds.

So, we would not increase the amount of private activity bonds,
but we would provide that as a local tool. We know in Texas, for
example—many states use this—but we have 15 different projects,
air and water projects, very key to cleaning up our environment be-
fore 1986.

We also have a list of projects that we know would be available
today. I'll close with this. The benefit to restoring the bonds is you
accelerate the pollution improvements, bring them about faster.
You do so at less cost, so the community and industries can use
their dollars, whether it’s for health care costs for the workers or
research and development to stay competitive with other countries.

But we, in effect, reduce the costs of those facilities by 25 to 30
percent, while still meeting our clean air and clean water goals
around this country.
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I have, Mr. Chairman, two documents, the list of states that are
in non-compliance, a list of the projects that are examples of it, and
my thought is that America helps finance clean air and water
projects all around the world. Why can’t we do the same in our own
local communities? Thank you, Mr. Chairman.

[The prepared statement of Mr. Brady follows:]

Statement of The Honorable Kevin Brady, a Representative in Congress
from the State of Texas

Mr. Chairman and distinguished Members of the Subcommittee, I am delighted
to be before you today to discuss a matter that is very important to me—restoring
tax-exempt financing eligibility for “air and water pollution control facilities” to the
United States tax code.

My district, and the entire State of Texas, need additional tools for compliance
with non-attainment issues related to implementation of the Clean Air Act. In fact,
communities on both the eastern and western borders of my district—Beaumont and
Houston, respectively—are in non-attainment. I have been working hard for over
five years on my own and as a part of coalitions to effectuate this change and truly
believe that this hearing is a first important step toward making it a reality. And,
I would like to acknowledge the hard work of the Gulf Coast Waste Disposal Au-
thority whose General Manager, Board Chairman and Board Members are with us
in this room today. It was this group that initially brought this provision to my at-
tention and persuaded me of the need to move forward.

Air and water pollution control facilities, one of thirteen tax-exempt categories,
were removed from the tax code in the Tax Reform Act of 1986. Remarkably, in all
of time I have been trying to restore their eligibility status no one has ever been
able to explain the reason for their removal. Airports, docks and wharfs, mass com-
muting facilities, facilities for the furnishing of water, sewage facilities, solid waste
facilities, public water pollution control facilities and many other environment and
infrastructure measures remained, but this one was removed. It was removed, not-
withstanding the fact that, prior to 1986, a large amount of the nation’s progress
in the reduction of the release of pollutants into our air and water was directly tied
to projects that had been financed by private activity bonds for air and water pollu-
tion facilities.

In the 109th Congress, I have once again introduced the “Clean Air and Water
Investment Act” to accomplish the objective of restoring air and water pollution con-
trol facilities as an eligible tax-exempt category. I have introduced this legislation
in several forms over the past few Congresses, but in this instance, it is a simple
restoration of prior tax code. The measure would restore the term air and water pol-
lution control facilities to Section 142 of the Internal Revenue Code, but it would
not in any way amend the provisions of Section 146 of the code relating to state
volume caps on the use of tax-exempt financing. Under my bill, tax-exempt bonds
issued for air and water pollution control would be under the existing caps and
would not increase the total amount of private activity state and local bond
issuance. They would, in fact, compete with other requests for tax-exempt financing
and only be approved if they were successful.

What I am trying to do is add—restore, really—a tool for state and local govern-
ments to deal with the pressing needs demanded by increased environmental regu-
lations particularly those pursuant to the Clean Air Act. The tool would aid in com-
pliance through the construction of new, required pollution control facilities, and the
repair of existing facilities, which, in Texas were severely damaged by hurricane ac-
tivities.

Every year the President’s budget includes the estimated losses to the federal gov-
ernment from all tax-exempt interest on municipal debt. The total nationwide for
Fiscal Year 2006 is estimated to be $34.86 billion including all categories. However,
the revenue loss on an annual basis for pollution control is estimated at $480 mil-
lion or 1.4% of the total of all tax-exempt bonds. This loss will grow slightly over
the next five years as populations increase and additional demands are placed on
state and local governments for pollution control activities. The growth of bond
issuance will occur whether or not this proposed legislation is approved because
there will be an increase in state caps due to a natural increase in population.

But the demands are significant and the state and local governments are in need
of additional tools. According to the U.S. Environmental Protection Agency, as of
April 2005, there are 474 counties in thirty-two states that cannot meet clean air
standards as measured by the 8-hour ozone criteria. Additional counties and states
could be added to the list if one includes other standards, such as carbon monoxide
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and particulate standards. States are increasing their enforcement of the total max-
imum daily loads (TMDLs) for water pollution creating more burdens on the private
sector to further clean up water pollution discharges. This legislation would simply
provide a financing tool not currently available to the private sector to construct
needed facilities that will meet ever increasing air and water standards thus reduc-
ing the burden on small businesses and protecting the health of the general popu-
lation.

In addition, we are all reading about the increasing demand for safe drinking
water free from contaminants for our growing population. Much of the required in-
frastructure to meet the demand will come from private-public partnerships. The
private activity bonds that I am proposing will provide an alternative that will re-
duce capital costs and, in turn reduce the cost of safe, clean water to consumers.

In conclusion, Mr. Chairman let me state my appreciation to you and to the com-
mittee for holding this important hearing. I stand ready to assist you in any way
that I can to move this important legislation forward. Thank you. I will be happy
to answer any questions that you may have.

——

Chairman CAMP. Well thank you very much and your full state-
ment will be part of the record. Thank you both for your excellent
testimony, and that concludes our first panel and the Committee
will recess until we conclude votes on the floor. Thank you very
much.

[Recess]

Chairman CAMP. The hearing will come to order again. We will
begin with panel two, and we’re honored to have Eric Solomon, act-
ing Deputy, Assistant Secretary to Tax Policy of The U.S. Depart-
ment of Treasury, and Donald Marron, Phd., acting Director to The
Commission of The Congressional Budget Office (CBO). Thank you
both for being here. You have 5 minutes, Mr. Solomon, to give your
statement. Your full statement can be part of the record and you
many begin.

STATEMENT OF ERIC SOLOMON, ACTING DEPUTY ASSISTANT
SECRETARY OF TAX POLICY, U.S. DEPARTMENT OF TREASURY

Mr. SOLOMON. Thank you Chairman Camp and distinguished
Members of the Subcommittee. I appreciate the opportunity to dis-
cuss with you today some of the Federal tax issues surrounding the
use of tax-preferred bond financing. The Administration recognizes
that tax-preferred bond financing plays a very important role as a
source of financing to state and local governments for critical public
infrastructure projects and other significant public purpose activi-
ties.

In talking about tax-preferred bonds, it is important to keep in
mind the difference between governmental bonds, the proceeds of
which directly finance the activities of state and local governments,
and qualified private activity bonds, which typically benefit the pri-
vate party in some way.

The cost to the Federal Government of tax-preferred bond financ-
ing is significant. Unlike direct appropriations, however, the cost
often goes unnoticed, because it is not tracked annually through
the appropriations process.

In addition to the direct Federal revenue cost of providing a tax-
exemption or credit, there are also indirect costs, such as adminis-
trative burdens on issuers and the IRS, in part imposed by complex
rules.
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The steady growth in the volume of tax-preferred bonds and Con-
gressional proposals to expand them reflect their great importance
as incentives in addressing public infrastructure and other needs.
At the same time, however, it is appropriate to review these pro-
grams to insure that they are properly targeted and to insure that
the Federal incentive is justified in light of the revenue costs and
other costs imposed.

Now, I would like to just highlight a few tax policy and adminis-
trative issues raised by tax-preferred bonds. First, as I previously
mentioned in considering any expansion of any tax-preferred bond
financing, it is important to target the Federal incentive carefully.
When tax-preferred bonds are used to finance necessary projects
that would not be built without a Federal incentive, the justifica-
tion for the Federal incentive is apparent. Where projects would
have been built even without a Federal incentive or where the
broader public justification for a project is absent, the Federal in-
centive can result in a misallocation of capital.

Second, the allocation of the Federal incentive provided by tax-
preferred bond financing is most efficient when it is provided for
within the existing general framework of the tax-exempt bond
rules, rather than with additional specialized bond regimes. The
tax-exempt bond provisions have developed over the past 20 years
to insure proper targeting of the Federal incentive.

Third, we have concerns about the Federal revenue costs associ-
ated with providing a deeper level of incentive to tax credit bonds
than is provided to tax-exempt bonds. The deeper Federal incentive
provided in the three existing tax credit bond programs is com-
parable to the Federal Government paying the entire interest cou-
pon on Double-A corporate bonds, which is a larger Federal incen-
tive provided to tax-exempt bonds.

In addition, tax credit bonds raise a number of difficulties that
offset the fact that they may be more efficient than tax-exempt
bonds in delivering a Federal incentive. Concerns with tax credit
bonds include a small illiquid market, a less market driven pricing
procedure conducted by The Treasury Department, and many new
complexities. There is a complexity and awkwardness in having
parallel regulatory regimes for the large longstanding tax-exempt
bond program, and the various limited tax credit bond programs.

Fourth, we believe that the unified annual state volume cap on
qualified private activity bonds generally has provided a fair, flexi-
ble, and effective constraint on the volume of tax-exempt private
activity bonds. We have various concerns about other volume cap
allocation methods.

Fifth, we have administrative resource concerns with special
bond programs. The Treasury Department and the IRS are increas-
ingly charged with responsibility to regulate, allocate, and audit
unique special purpose bond issuances. They present many admin-
istrative challenges and they require a disproportionate allocation
of administrative resources.

In conclusion, the Administration recognizes the very important
role that tax-preferred bond financing plays in providing a source
of financing for critical public infrastructure projects and other sig-
nificant public purpose activities. When considering further expan-
sions of tax-preferred bond financing, it is important to insure that
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the Federal incentive is properly targeted and used for its intended
purposes, and that the direct and indirect costs of the Federal in-
centive are carefully considered in light of the revenue costs and
other costs imposed.

Thank you for the opportunity to appear before you on these im-
portant matters, and I would be pleased to answer any questions
you may have.

[The prepared statement of Mr. Solomon follows:]

Statement of Eric Solomon, Acting Deputy Assistant Secretary for Tax
Policy, U.S. Department of the Treasury

Chairman Camp, Mr. McNulty and distinguished members of the Subcommittee:

I appreciate the opportunity to discuss with you today some of the Federal tax
issues surrounding the use of tax-preferred bond financing. There are two general
types of tax-preferred bonds: tax-exempt bonds (including governmental bonds and
qualified private activity bonds) and tax credit bonds. Tax-preferred bonds have long
been an important tool for State and local governments to finance public infrastruc-
ture and other projects to carry out public purposes. The Federal government pro-
vides important subsidies for tax-preferred bond financing that significantly reduce
borrowing costs for State and local governments, most notably through the Federal
income tax exemption afforded to interest paid on tax-exempt bonds. While steady
growth in the volume of tax-preferred bonds and Congressional proposals to expand
them reflect their importance as incentives in addressing public infrastructure and
other needs, it is appropriate to review these programs to ensure that they are prop-
erly targeted and to ensure that the Federal subsidy is justified.

The first part of my testimony today will provide an overview of existing types
of tax-preferred bonds and summarize the current market for these bonds. The sec-
ond part of my testimony will give a basic explanation of the Federal subsidy that
is provided for each type of tax-preferred bond. The third part of my testimony will
describe various technical rules in the tax law that ensure that the Federal subsidy
for tax-preferred bonds is used properly. The fourth part of my testimony will sum-
marize the recent growth in special purpose tax-exempt bonds and tax credit bonds.
The fifth and final part of my testimony will highlight administrative and tax policy
concerns that are raised by the recent growth in special purpose bond financing.

Overview of Tax-Preferred Bonds

Governmental Bonds

State and local governments issue tax-exempt bonds to finance a wide range of
public infrastructure, including schools, hospitals, roads, libraries, public parks, and
water treatment facilities. The interest paid on debt incurred by State and local gov-
ernments on these bonds is generally excluded from gross income for Federal income
tax purposes if the bonds meet certain eligibility requirements. There are two basic
kinds of tax-exempt bonds: governmental bonds and qualified private activity bonds.
Bonds generally are treated as governmental bonds if the proceeds of the borrowing
are used to carry out governmental functions and the debt is repaid with govern-
mental funds.

Under the general tax-exempt bond provisions of the Internal Revenue Code
(Code), bonds are classified as governmental bonds under a definition that limits
private business use and private business sources of payment for the bonds and also
limits financing of private loans. Bonds that have excessive private involvement
under this definition are classified as “private activity bonds,” the interest on which
is tax-exempt only in limited circumstances.

In order for interest on tax-exempt bonds, including governmental bonds, to be ex-
cluded from income, a number of specific requirements must be met. Requirements
generally applicable to all tax-exempt bonds include arbitrage limitations, registra-
tion and information reporting requirements, a general prohibition on any Federal
guarantee, advance refunding limitations, restrictions on unduly long spending peri-
ods, and pooled bond limitations.

The total volume of new, long-term governmental bonds has grown steadily since
1991, as shown in Figure 1. The Federal tax expenditures associated with the in-
come exclusion for interest on governmental bonds has also grown over the years,
as shown in Figure 3.
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Private Activity Bonds.

Bonds are classified as “private activity bonds” if more than 10% of the bond pro-
ceeds are both: (1) used for private business use (the “private business use test”);
and (2) payable or secured from private sources (the “private payments test”). Bonds
also are treated as private activity bonds if more than the lesser of $5 million or
5% of the bond proceeds are used to finance private loans, including business and
consumer loans. The permitted private business thresholds are reduced from 10%
to 5% for certain unrelated or disproportionate private business uses.

Private activity bonds may be issued on a tax-exempt basis only if they meet the
requirements for “qualified private activity bonds,” including targeting requirements
that limit such financing to specifically defined facilities and programs. For exam-
ple, qualified private activity bonds can be used to finance eligible activities of edu-
cational and other charitable organizations described in section 501(c)(3). Tax-ex-
empt private activity bond financing is also available for certain qualified facilities
such as airports, docks, wharves, transportation infrastructure, utility and sanita-
tion infrastructure, low-income residential housing projects, and small manufac-
turing facilities. Qualified private activity bonds may also be used to finance home
mortgages for veterans and to facilitate single-family home purchases for first-time
home buyers who satisfy income, purchase price, and other qualifications.

Qualified private activity bonds are subject to the same general rules applicable
to governmental bonds, including the arbitrage investment limitations, registration
and information reporting requirements, the Federal guarantee prohibition, restric-
tions on unduly long spending periods, and pooled bond limitations. Most qualified
private activity bonds are also subject to a number of additional rules and limita-
tions, in particular the volume cap limitation under section 146 of the Code.

Unlike the tax exemption for governmental bonds, the tax exemption for interest
on most qualified private activity bonds is generally treated as an alternative min-
imum tax (AMT) preference item, meaning that the tax preference for these bonds
is often taken away by the AMT.

The current private activity bond regime was enacted as part of the Tax Reform
Act of 1986 and was designed to limit the ability of State and local governments
to act as conduit issuers in financing projects for the use and benefit of private busi-
nesses and other private borrowers. Prior to enactment of this regime, States and
municipalities were subject to more liberal rules governing tax-exempt “industrial
development bonds,” the proceeds of which could be used for the benefit of private
parties. The dramatic impact that enactment of the private activity bond regime in
1986 had on the volume of tax-exempt bonds benefiting private parties is reflected
in Figure 4.

The total volume of new, long-term qualified private activity bonds issued since
1991 is shown in Figure 1. In 2003, the most recent year for which the Internal
Revenue Service Statistics of Income (SOI) division data are available, approxi-
mately $200 billion in tax-exempt bonds were issued, 22 percent of which were pri-
vate activity bonds. Between 1991 and 2003, private activity bonds accounted for an
average of 27 percent of total annual tax-exempt bond issuances.

Figure 2 shows the allocation of private-activity bonds among various qualified
projects and activities. As can be seen, the largest issuance category in 2003 was
tax-exempt hospitals, followed by non-profit education, rental housing, airports and
docks, mortgages, and student loans. Tax expenditure estimates for tax-exempt bond
issues between 1996 and 2005 are shown in Figure 3.

Tax Credit Bonds

Tax credit bonds are a relatively new type of tax-preferred bond that differ from
governmental or qualified private activity bonds in that the economic equivalent of
“interest” is paid through a taxable credit against the bond holder’s Federal income
tax liability. Tax credit bonds are designed to be “zero coupon” bonds that pay no
interest. Recent programs for tax credit bonds encompass less than $5 billion in
total authorized or outstanding issues. By comparison, the tax-exempt bond market
(including governmental and qualified private activity bonds) encompassed over $2
trillion in outstanding issuances as of the end of 2005.

In general, the Federal subsidy provided to tax credit bonds is “deeper” than that
provided to tax-exempt bonds. In simplified terms, the Federal subsidy to State and
local governments on tax credit bonds is equivalent to the Federal government’s
payment of interest on those bonds at a taxable rate. By comparison, the Federal
subsidy on tax-exempt bonds is equivalent to the Federal government’s payment of
the interest differential between taxable and lower tax-exempt interest rates as a
result of the exclusion of the interest from income for most Federal income tax pur-
poses.
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Existing law provides for three types of tax credit bonds, Qualified Zone Academy
Bonds (“QZABs”), Clean Renewable Energy Bonds (“CREBs”) and Gulf Opportunity
Zone Tax Credit Bonds (“GO Zone Tax Credit Bonds”), each of which is described
in more detail below.

Federal Subsidy for Tax-Exempt Bonds and Tax Credit Bonds

A rationale for Federal subsidization of local public projects and activities exists
when they serve some broader public purpose. The most straightforward means of
delivering this subsidy is through direct Federal appropriations for grants to State
and local governments. The tax exemption for interest paid on tax-exempt bonds,
and the interest equivalent paid on tax credit bonds, are alternative means of deliv-
ering a Federal subsidy. The policy justification for delivering these subsidies,
whether through direct appropriations, a tax exemption, or a tax credit, is weak-
ened, however, as use of the proceeds gets further away from traditional govern-
mental purposes.

Subsidy for Tax-Exempt Bonds

The Federal government’s exemption of the interest on certain bonds from income
tax lowers the rate of interest that investors are willing to accept in order to hold
these bonds as compared to taxable bonds, thereby lowering State and local govern-
mental borrowing costs. Governmental bonds also often have tax exemptions for var-
ious State tax purposes. The amount of the Federal subsidy enjoyed by State and
local governments depends on the overall supply and demand for tax-exempt bonds
and on the marginal tax bracket of the investor holding the bonds. For example,
if taxable bonds yield 10 percent and equivalent tax-exempt bonds yield 7.5 percent,
then investors whose marginal income tax rates exceed 25 percent will prefer to in-
vest in tax-exempt bonds. On an after-tax basis, these investors will be better off
giving up the extra 2.5 percent yield on a taxable bond in exchange for a greater
than 25 percent reduction in their income tax liability for each dollar in tax-exempt
interest they receive. At the same time, the State or local government issuing the
bond will enjoy a 25 percent reduction in its borrowing costs.

This “tax wedge” between the tax-exempt and taxable bond interest rates high-
lights the inefficiency of the Federal subsidy provided by tax-exempt bond financing.
Investors whose marginal tax brackets exceed the prevailing tax wedge (25 percent
in the example above) reap a windfall from investing in tax-exempt bonds, because
they would have been willing to accept a lower interest rate to hold tax-exempt debt.
Therefore, although tax-exempt issuers spend less on interest than they would if
they had to issue taxable debt, they nonetheless spend more on interest than they
would if they were able to pay each investor just enough to make him hold tax-ex-
empt debt. The size of the windfall to high-bracket investors can be large: since
1986, the average tax wedge between long-term tax-exempt bonds and high-quality
corporate bonds has been about 21 percent, well below the top marginal personal
income tax rates of 28 to 39.6 percent during that period. The Federal government
pays this premium through a tax exemption.

Subsidy for Tax Credit Bonds

Tax credit bonds provide a Federal tax credit that is intended to replace a taxable
interest coupon on the Bonds. Existing tax credit bond programs provide that the
credit rate is based on a taxable AA corporate bond rate at the time of pricing. In
theory, an investor who has sufficient Federal tax liability to use the credit will
have a demand for a tax credit bond. Tax credit bonds are more efficient than tax-
exempt bonds, although unlike tax-exempt bonds they shift the entire interest cost
to the Federal government.

Instead of having cash coupons, tax credit bonds provide tax credits (at a taxable
bond rate), which are added to the investor’s taxable income and then subtracted
from the investor’s income tax liability. For example, if the taxable rate is 10 per-
cent, a $1,000 bond would yield $100 in tax credits. If the investor were in the 35
percent tax bracket, he would include $100 in income and pay an extra $35 in tax
(before the credit). He would then take the $100 credit against this total tax bill,
for a net reduction in tax liability of $65. For investors with sufficient positive tax
liabilities to utilize the full value of the credit, tax credit bonds are equivalent to
Federal payment of interest at a taxable interest rate. Thus, an investor who re-
ceived $100 in taxable interest and paid $35 in tax would have $65 in hand after
taxes. Similarly, the holder of a tax credit bond who receives $100 in credits would,
after paying $35 in tax on those credits, end up with $65 more in hand after taxes.

From an economic perspective, the Federal subsidy for tax credit bonds may be
viewed as more efficient than the subsidy for tax-exempt bonds. This is because the
Federal subsidy for tax credit bonds is based on taxable interest rates and an inves-
tor may have a demand for tax credit bonds so long as the investor has sufficient
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Federal tax liability to use them. By comparison, the Federal subsidy for tax-exempt
bonds may be viewed as inefficient in the sense that the tax-exempt bond market
does not pass the full Federal revenue cost to State and local governments through
correspondingly lower tax-exempt bond rates. As discussed in more detail below,
however, tax credit bonds have a number of practical inefficiencies that may out-
weigh any economic advantage they have in delivering a Federal subsidy.

Rules Governing Tax-Preferred Bonds

Federal tax law contains a number of detailed rules governing tax-exempt bonds
that reflect a longstanding, well developed regulatory structure. Additional rules
provide detailed targeting and other restrictions for qualified private activity bonds.
In contrast, the three existing tax credit bond programs provide disparate statutory
rules with varying incorporation of the general tax-exempt bond rules.

Rules of General Applicability to Tax-Exempt Bonds.

Arbitrage Yield Restrictions and Arbitrage Rebate. In order to properly target the
Federal subsidy for projects financed with tax-exempt bonds, the Code contains arbi-
trage rules that prevent State and local governments from issuing more bonds than
necessary for a particular project, or from issuing bonds earlier or keeping bonds
outstanding longer than necessary to finance a project. Subject to certain exceptions,
these “arbitrage yield restrictions” limit the ability of State and local governments
to issue tax-exempt bonds, any portion of which is reasonably expected to be in-
vested in higher-yielding investments. The arbitrage rules also require that certain
excess earnings be paid to the Federal government (the “arbitrage rebate” require-
ment).

Advance Refunding Limitations. The Code contains detailed “advance refunding”
limitations designed to limit the circumstances in which more than one tax-exempt
bond issuance is outstanding at the same time for the same project or activity. Re-
funding bonds are often issued to retire outstanding debt in an environment of de-
clining interest rates. Limitations on the ability to “call” outstanding debt often lead
to circumstances in which issuers seek to do advance refundings. In an advance re-
funding, the issuer uses proceeds from refunding bonds to defease its obligation on
the original “refunded bonds,” but does not pay off the refunded bonds until more
than 90 days after the refunding bonds are issued.

Advance refundings are inefficient and costly to the Federal government because
they result in more than one Federal subsidy being provided for the same project
at the same time. In 2002 and 2003, when interest rates were falling, current
refundings and advance refundings accounted for 40 percent and 36 percent of total
governmental bond issuances, respectively. By contrast, in 2000, a year of relatively
high interest rates, advance refundings accounted for 20 percent of total govern-
mental bond issuances.

Prior to the Tax Reform Act of 1986, advance refundings were a greater concern
because issuers could advance refund governmental bonds an unlimited number of
times. The Code now generally permits only one advance refunding for govern-
mental bonds and prohibits advance refundings entirely for qualified private activity
bonds other than qualified 501(c)(3) bonds. Less restrictive rules apply to “current
refundings” in which the refunded bonds are fully retired within 90 days after the
issuance of the refunding bonds.

Prohibition Against Federal Guarantees. Under the Code, interest paid on bonds
that carry a direct or indirect Federal guarantee is generally not excluded from in-
come. The broad prohibition against Federal guarantees of tax-exempt bonds is de-
signed to avoid creating a tax-exempt security that is more attractive to investors
than Treasury securities because it has both the credit quality of a Treasury secu-
rity and a Federal tax exemption. There are a limited number of exceptions to the
prohibition on a Federal guarantee, most of which date back to enactment of the
Federal guarantee prohibition in 1984.

Registration Requirement and Information Reporting. In order to ensure the li-
quidity of tax-preferred bonds in the financial markets and to prevent abuse
through use of bearer bonds, most tax-exempt bonds are subject to registration re-
quirements. In addition, issuers of these bonds must file certain information returns
with the IRS at the time of issuance of the bonds in order for the interest to be
tax exempt or for the holder of a tax credit bond to claim the credit.

Hedge Bond Restrictions. “Hedge bond” provisions generally prohibit the issuance
of tax-exempt bonds in circumstances involving unduly long spending periods in
which issuers cannot show reasonable expectations to spend most of the bond pro-
ceeds within a five-year period.

Pooled Bond Financing Limitations. “Pooled bond” financing limitations generally
impose restrictions on the use of tax-exempt bonds in pooled bond financings involv-
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ing loans of bond proceeds to two or more borrowers. These restrictions are designed
to encourage prompt use of the bond proceeds to make loans to carry out ultimate
governmental purposes.

Additional Rules Applicable to Qualified Private Activity Bonds

Qualified private activity bonds are generally subject to the rules described above
and to additional limitations. Most significantly, with some exceptions, the amount
of tax-exempt qualified private activity bonds that can be issued by each State (or
its political subdivisions) is subject to a unified annual State volume cap based on
population. Presently, the annual State volume cap is equal to the greater of $75
per resident or $225 million (increased for inflation for every year after 2002). In
general, the unified State volume cap on qualified private activity bonds has pro-
vided a fair, flexible, and effective constraint on the volume of tax-exempt private
activity bonds.

The Code also places limitations on the types of projects and activities that can
be financed by qualified private activity bonds. For example, the proceeds from
qualified private activity bond cannot be used to finance sky boxes, health clubs
owned by an entity other than a Section 501(c)(3) entity, gambling facilities, or lig-
uor stores. In addition, there are a number of more technical rules that apply to
qualified private activity bonds, including limits on the tax exemption for bonds held
by persons who are users of projects financed by the bonds. There are also limits
on the maturity date of the bonds, which unlike governmental bonds is statutorily
linked to the economic life of the financed property. Furthermore, conduit borrowers
who use the proceeds of qualified private activity bonds are subject to penalties if
they use the bond proceeds in an inappropriate manner.

Application of the Operating Rules to Tax Credit Bonds

The general operating rules for tax-exempt bonds are established in the Code and
Treasury Department regulations. In theory, similar rules should apply to tax credit
bonds in order to ensure that the proceeds from these bonds are being properly uti-
lized, and to ensure that the Federal subsidy is properly targeted. The three existing
tax credit bond programs, however, provide disparate statutory rules with incon-
sistent incorporation of the general tax-exempt bond rules. For example, the Code
provides that the arbitrage rules and information reporting requirements apply to
certain tax credit bonds but not to others. Similarly, remedial action rules are ap-
plied inconsistently to tax credit bonds. In addition, due to the novelty and limited
scope and application of tax credit bonds, the rules otherwise applicable to tax-ex-
empt bonds cannot be applied without statutory authorization or appropriate modi-
fication of existing regulations. Tax credit bonds also raise new issues and chal-
lenges, including those highlighted below:

e Eligible Uses. The projects and activities for which qualified private activity
bonds can be used are articulated in the Code and defined in regulations that
have been developed over time. While the statutory provisions authorizing tax
credit bonds similarly describe eligible uses for the proceeds of these bonds,
there is little guidance on the specific types of projects or activities that qualify.
Moreover, because the permitted uses are often highly technical and differ from
the uses authorized for qualified private activity bonds, entirely new sets of
rules may need to be published.

» Application to Pass-Through Entities. The complex nature of tax credit bonds
raises significant issues when those bonds are held by pass-through entities or
mutual funds. Accordingly, new rules need to be developed to describe how the
tax credit is both included in income for members of a pass-though holder of
a tax credit bond, and to describe how the credit is ultimately used by the mem-
bers or partners.

e Credit Rate. For tax-exempt bonds, the markets set the applicable interest rate.
While there are some market inefficiencies that arise from the limited size of
some issuances, the market can generally take them into consideration. In con-
trast, the Treasury Department sets the rates for tax credit bonds. While the
credit rate-setting mechanism is designed to result in rates that permit the
bonds to be sold at par, that objective has not always been achieved in practice
and the Treasury Department may be less suited than the market in deter-
mining the appropriate rate.

e Maturities. For qualified private activity bonds, the Code generally requires
that the weighted average maturity of the bonds be based on the economic lives
of the financed projects or activities. In contrast, the Treasury Department is
charged with determining the maturity date for all existing tax credit bonds at
a level at which the present value at issuance of the obligation to repay the
principal of the bonds is equal to 50% of the face amount of the bond. This rate-
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setting methodology does not involve the typical consideration of the economic
life of the financed projects.

¢ Volume Cap. The authorizing statutes for the three existing types of tax credit
bonds each limit the aggregate amount of bonds that can be issued. Under the
volume cap rules that apply to most qualified private activity bonds, the IRS
is only required to determine the total amount of volume cap a State may allo-
cate and States are given the discretion to allocate their volume caps among
permitted types of projects in accordance with their specific needs. In contrast,
for some tax credit bonds the IRS is required to make allocations to specific
projects. This raises complex questions about how to allocate bond authority
when demand exceeds supply and how to determine the technical merits of an
application for bond authority. Although the Treasury Department and IRS are
responsible for answering these questions, they often lack the non-tax expertise
needed to do so and must make judgment calls on which projects will be allo-
cated bond authority. Moreover, allocations of tax credits by the Federal govern-
ment outside of State volume caps weighs against the flexibility and efficiency
associated with allowing States to allocate limited volume cap in accordance
with State and local needs and priorities.

Special Purpose Tax-Preferred Bonds

In recent years, a number of new types of qualified private activity bond programs
have been created outside of the general volume cap rules for specific targeted
projects or activities. In addition, three tax credit bond programs have been enacted
for specific targeted projects or activities that would not otherwise be covered by the
qualified private activity bond rules. A number of proposals for additional types of
private activity bonds and tax credit bonds have been proposed, including recent
%rop&)sals for high-speed rail infrastructure bonds, transit bonds and Better America

onds.

Special Purpose Private Activity Bonds

Recently enacted special purpose qualified private activity bonds include those de-
scribed below.

New York Liberty Zone Bond Provisions. The Job Creation and Worker Assistance
Act of 2002 provided tax incentives for the area of New York City (the “New York
Liberty Zone”) damaged or affected by the terrorist attack on September 11, 2001.
New York Liberty Zone tax incentives include two provisions relating to tax-exempt
bonds: (1) $8 billion of tax-exempt private activity bonds that are excluded from the
general volume cap rules and that are allocated by the Governor of New York and
they Mayor of New York City in a prescribed manner; and (2) $9 billion of addi-
tional tax-exempt, advance refunding bonds. The dates originally established for
issuing bonds under the New York Liberty Zone authority were extended by the
Working Families Tax Relief Act of 2004. New York City has not used all of its allo-
cated bond authority.

GO Zone Act Bond Provisions. The Gulf Opportunity Zone Act of 2005 (GO Zone
Act) increased the otherwise applicable volume cap for qualified private activity
bonds issued by Louisiana, Mississippi and Alabama. For each of these States, the
GO Zone Act provided additional volume cap through the year 2009. The GO Zone
Act also provided that interest paid on additional private activity bonds issued by
under this provision would be exempt from AMT. The additional volume cap author-
ity is estimated to be $7.9 billion, $4.8 billion, and $2.1 billion for Louisiana, Mis-
sissippi, and Alabama, respectively. These States collectively had over $1.8 billion
in unused, carryover volume cap at the end of 2004, raising some question as to
whether, as happened with the New York Liberty Zone bond authority, the addi-
tional volume cap authority will be used.

Green Bonds. As part of the American Jobs Creation Act of 2004, Congress au-
thorized up to $2 billion of tax-exempt private activity bonds to be issued by State
or local governments for qualified green building and sustainable design projects.
“Qualified green building and sustainable design projects” are defined to mean any
project that is designated by the Treasury Secretary, after consultation with the Ad-
ministrator of the Environmental Protection Agency, to be a qualified green building
and sustainable design project and that meets certain other requirements. The
Treasury Secretary is responsible for allocating the dollar limit among qualified
projects. Only four qualified applicants submitted applications for green bond au-
thority. The IRS has made allocations among those qualified applicants. Because the
demand for an allocation of the limit was greater than the limit, the allocation was
made using a pro rata method.

Qualified Highway and Surface Freight Transfer Facility Bonds. The Safe, Ac-
countable, Flexible, Efficient Transportation Equity Act of 2005 authorizes the Sec-
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retary of Transportation to allocate a $15 billion national limitation to States and
local governments to issue bonds to finance surface transportation projects, inter-
national bridges or tunnels or transfer of freight from truck to rail or rail to truck
facilities, if those projects receive Federal assistance. Bonds issued pursuant to such
allocation do not need to receive volume cap under the normal bond rules. The stat-
ute ggneraély requires proceeds to be spent within 5 years from the date the bonds
were issued.

Special Purpose Tax Credit Bonds

The three existing special purpose tax credit bond programs are described below:

Qualified Zone Academy Bonds. Qualified Zone Academy Bonds (QZABs) were
first introduced as part of the Taxpayer Relief Act of 1997. State and local govern-
ments can issue QZABs to fund the improvement of certain eligible public schools.
Eligible holders are banks, insurance companies, and corporations actively engaged
in the business of lending money. QZABs are not interest-bearing obligations. Rath-
er, a taxpayer holding QZABs on an annual credit allowance date is entitled to re-
ceive a Federal income tax credit. The credit rate for a QZAB is set on its day of
sale by reference to credit rates established by the Treasury Department and is a
rate that is intended to permit the issuance of the QZABs without discount and
without interest cost to the issuer. The credit accrues annually and is includible in
gross income (as if it were an interest payment on a taxable bond) and can be
claimed against regular income tax liability. The maximum term of a QZAB issued
during any month is determined by reference to the adjusted applicable Federal rate
(AFR) published by the IRS for the month in which the bond is issued. The arbi-
trage investment restrictions and information reporting requirements that generally
apply to tax-exempt bonds are not applicable to QZABs.

Because issuers of QZABs are not currently required to file Form 8038 informa-
tion returns, there is no reliable data on the volume of QZABs that have been
issued. Total QZAB issuances of $400 million per year have been authorized since
1998, so the maximum aggregate volume would be %3.2 billion. Although data is not
generally available, it is likely that a significant portion of this volume remains un-
used, since many States did not use their full allocation in the early years of the
program, when the instruments were new to both issuers and investors.

Clean Renewable Energy Bonds. The Energy Tax Incentives Act of 2005 intro-
duced a new tax credit bond for clean renewable energy projects. This provision pro-
vides for up to $800 million in aggregate issuance of clean renewable energy bonds
(“CREBs”) through December 31, 2007. CREBs are similar, but not identical, to
QZABs in how they work. Like QZABs, CREBs are not interest-bearing obligations.
Rather, a taxpayer holding CREBs on a quarterly credit allowance date (versus an-
nual credit allowance dates for QZABs) is entitled to a Federal income tax credit.
Unlike QZABs, there are no limits on who may hold these bonds. The amount of
the credit is determined by multiplying the bond’s credit rate by the face amount
on the holder’s bond. The credit rate on the bonds is determined by the Treasury
Department and is a rate that is intended to permit issuance of CREBs without dis-
count and interest cost to the qualified issuer. The credit accrues quarterly and is
includible in gross income (as if it were an interest payment on the bond), and can
be claimed against regular income tax liability and alternative minimum tax liabil-
ity. Unlike QZABs, CREBs are subject to arbitrage rules and information reporting
requirements.

Gulf Opportunity Zone Tax Credit Bonds. The Gulf Opportunity Zone Act of 2005
(GO Zone Act), authorized a third type of tax credit bond referred to as “GO Zone
Tax Credit Bonds.” These tax credit bonds can be issued by Louisiana, Mississippi
and Alabama in order to provide assistance to communities unable to meet their
debt service requirements as a result of the Hurricane Katrina. Gulf Tax Credit
Bonds operate in much the same way as QZABs and CREBS, with the economic
equivalent of interest being delivered through a Federal income tax credit that the
holder can claim on its tax return. GO Zone Tax Credit Bonds must be issued by
December 31, 2006, and must mature before January 1, 2008.

There have been other recent proposals for tax credit bonds as to which the Ad-
ministration has expressed strong reservations.

Tax Policy and Administrative Concerns Highlighted by Tax-Preferred
Bonds

Applying Generally Applicable Bond Rules to Special Purpose Bonds

In general, it would be preferable to subject any new or expanded programs for
tax-preferred bond financing to the existing regulatory framework for tax-exempt
bonds or to impose comparable general restrictions and targeting restrictions. The
general tax-exempt bond provisions have well developed general restrictions. To
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take one illustrative example, the tax-exempt bond provisions have extensive arbi-
trage investment restrictions that limit the investment of tax-exempt bond proceeds
at yields above the bond yield and which require that excess earnings be rebated
to the Federal government, subject to certain prompt spending and other exceptions.
Similarly, the general tax-exempt bond provisions have an information reporting re-
quirement to the IRS which assists Treasury and the IRS in analyzing use of tax-
exempt bonds. The tax credit bond program for QZABs, however, does not impose
arbitrage investment restrictions or information reporting requirements, raising tar-
geting and administrability concerns. In this regard, various special other tax-ex-
empt bond programs and tax credit bond programs outside the general tax-exempt
bond framework present many administrability issues for Treasury and the IRS in
assessing how or to what extent to impose comparable rules by analogy.

Liquidity Concerns

The tax-exempt bond market generally caters to tax-sensitive investors. Even in
this large market, liquidity is low due to the small size of individual issues and the
limited attractiveness of the Federal tax exemption. Low liquidity creates a number
of problems that are magnified in the context of special purpose bonds, all of which
have very small relative volume. Most notably, low liquidity requires the issuer to
offer a higher tax-exempt interest rate in order to ensure a market for the bonds.
This problem is magnified as the volume of tax-exempt and tax credit bonds in-
creases, forcing issuers to offer higher rates in order to appeal to the same limited
universe of holders. An increased interest rate, in turn, increases the Federal sub-
sidy for the bonds.

Tax Credit Bond Considerations

For the three existing tax credit bond programs, the credit rate is set at a rate
equivalent to an AA corporate bond rate with the intention that this pricing allow
the bonds to be sold at par. In practice, however, this has proven to be difficult. In-
vestors in tax credit bonds generally demand a discounted purchase price in com-
parison to similar interest-bearing bonds in order to account for a number of addi-
tional risks, including the possibility of not having sufficient tax liability in the fu-
ture to use the credit and liquidity concerns.

While more efficient from a broader economic perspective in delivering a Federal
subsidy, tax credit bonds have a number of practical inefficiencies. The tax-exempt
bond market is a longstanding, established market with over $2 trillion in out-
standing bond issues. The market generally operates independently to set appro-
priate interest rates. In addition, the general tax-exempt bond provisions under the
Code reflect a well developed set of rules and targeting restrictions aimed at ensur-
ing that the tax-exempt bonds carry out public purposes. By comparison, the exist-
ing tax credit bond market is limited and illiquid, and requires some inefficient, less
market driven involvement by the Treasury Department in setting the credit rates.
These rates are designed to allow zero interest tax credit bonds to price at par, al-
though this often does not happen in practice. In addition, tax credit bonds intro-
duce a number of new complexities, including issues involving the timing of owner-
ship relative to eligibility for using the tax credits in the case of pass-through enti-
ties and other holders, the inflexibility of tax credit bond maturity rules that are
not tied to project economic life considerations, and the inconsistent application of
general restrictions (e.g., arbitrage investment limitations) and other restrictions
comparable to those under the general tax-exempt bond provisions.

In general, tax-exempt bonds and tax credit bonds have the same fundamental
purpose of providing a Federal subsidy as an incentive to promote financing of pub-
lic infrastructure and other public purposes for State and local governments. That
said, absent completely replacing the tax-exempt bond subsidy with a broad-based
tax credit bond subsidy having carefully developed program parameters, the com-
plexity and awkwardness associated with parallel regulatory regimes for the large
tax-exempt bond program and the various limited tax credit bond programs raises
concerns.

Targeting of the Federal Subsidy

Statutes authorizing special purpose bonds typically carry specific dollar amount
authority, either as an exception to the normal volume cap rules or as a targeted
amount for tax credit bond issuances. With bond financing, however, it is often dif-
ficult to predict the market for the issuance, raising questions as to whether the au-
thorization can and will be utilized for its intended purpose. For example, the New
York Liberty Bond provision overestimated demand for private activity bonds as a
tool in rebuilding lower Manhattan after September 11th. Accordingly, the full in-
tended Federal subsidy was not delivered. New York Liberty Bonds were seen as
a model for delivering relief in the GO Zone Act through authorizations of additional
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private activity bond authority. The original New York Liberty Bond authority was
carefully targeted to a very small geographic area in lower Manhattan and, for this
reason, could be targeted to the economic character of that area. Expanding the con-
cept to such a large and economically diverse area as the Gulf coast region damaged
by Hurricane Katrina may raise additional targeting concerns.

The experience with QZABs is also illustrative. While no statistics are available
(because QZABs are not subject to the normal information reporting rules), we un-
derstand that many States do not use their allocated QZAB tax credit bond author-
ity while others would, if able, use more. Thus, the incentive that was intended to
be provided by QZABs appears to have been both over-inclusive (for those States
that do not use the full amounts of their allocations) and under-inclusive (for those
States that could use more bond authority). In both scenarios, targeting of the Fed-
eral subsidy has missed its mark.

Related to the problem of targeting the Federal subsidy is competition between
tax-preferred financing and other forms of financing. This problem is exacerbated
the further a bond-financed project is from traditional governmental activities.
When tax-preferred bonds are used to finance necessary projects that would not be
built without a Federal incentive, the justification for the subsidy is apparent.
Where projects would have been built even without the subsidy, or where the broad-
er public justification for a project is absent, the Federal incentive can result in a
misallocation of capital.

Volume Cap Considerations

In general, the classification system for governmental bonds and private activity
bonds effectively targets the use of tax-exempt qualified private activity bonds to
specified exempt purposes with extensive program requirements and effectively con-
strains those bonds with the unified annual State volume cap. One structural weak-
ness of this general classification system is that, under the definition of a private
activity bond, a State or local government remains eligible to use governmental
bonds in circumstances involving substantial private business use, provided that it
secures the bonds predominantly from governmental sources. While political con-
straints generally deter State and local governments from pledging governmental
sources of payment to bonds used for private business use, this is nonetheless a
structural weakness of the definition of a private activity bond. A classic example
is financing for a stadium in which a professional sports team uses more than 10%
of the bond proceeds, but the State or local government is willing to subsidize the
project with generally applicable governmental taxes and thus the stadium remains
eligible for governmental bond financing.

The unified annual State volume cap on qualified private activity bonds generally
has provided a fair, flexible, and effective constraint on the volume of tax-exempt
private activity bonds. The unified State volume cap is fair in that it appropriately
provides for allocation of bond volume based on population, with some additional ac-
commodation for small States. In addition, the unified State volume cap is flexible
in that it accommodates diverse allocations of volume cap within States to different
kinds of eligible projects tailored to State and local needs. In general, the unified
State volume cap has been an effective way to control private activity bond volume
and Federal revenue costs. In this regard, it is important to recall that, in the early
1980s before the enactment of any volume caps, private activity bond volume grew
at an unchecked, accelerated pace. Between 1979 and 1985, private activity bond
volume grew from about $8.9 billion to $116.4 billion. While the unified State vol-
ume cap has been somewhat less of a constraint in the last several years since the
volume cap was raised effective in 2002 (from the greater of $50 per resident or
$150 million to the greater of $75 per resident or $225 million, with annual inflation
adjustments thereafter), the unified State volume cap basically has been effective
and is preferable to alternatives.

While the case appropriately can be made for separate volume caps for particular
activities (e.g., New York Liberty Bonds) or for Federal involvement in allocations
(e.g., the new private qualified highway and surface freight transfer facility bond
program), as a general structural and tax policy matter, the private activity bond
volume caps work best when imposed within the framework of the unified State vol-
ume cap under section 146.

Allocations

Under the general private activity bond volume cap rules, each State is required
to allocate volume cap to the projects it deems most worthy of a Federal subsidy.
Some recent special purpose bonds diverge from this historical State-based alloca-
tion system and require the IRS or other Federal agencies to allocate new bond au-
thority. For example, the IRS has recently allocated the Green Bond national limit
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and the Department of Transportation is responsible for allocating the volume cap
on the new exempt facility category for highway and surface freight transfer facility
projects

Requiring the IRS to make allocations raises a number of concerns. Historically,
allocations have been made by the States on the theory that they are in a better
position to understand local demands for Federally-subsidized financing. In addi-
tion, because allocations have historically been done by the States, there is no mech-
anism in place for the IRS to perform bond allocations among proposed projects.
More significantly, with highly technical provisions such as Green Bonds and
CREBS, the IRS i1s not in the best position to determine how to allocate a Federal
subsidy to renewable energy projects or energy-efficient projects. Thus, tax adminis-
trators are placed in the difficult position of selecting between qualified applicants,
without necessarily having the technical knowledge needed to make informed alloca-
tion decisions. While the Treasury Department and IRS do consult regularly with
other agencies having technical expertise, coordination can be time-consuming and
difficult. For example, tax administrators need to learn the intricacies of energy pol-
icy while energy administrators need to learn the nuances of tax-exempt bond law.
It is questionable whether this approach represents the most efficient use of limited
government resources.

Allocation problems also arise when a special purpose bond provision is over or
under-subscribed. If over-subscribed, the Treasury Department and the IRS may
have to pick among largely indistinguishable qualified applicants or reduce all allo-
cations pro-rata, which may have consequences for the feasibility of a project. If
under-subscribed, unless the volume cap goes unused, the Treasury Department and
the IRS may need to reopen the application process for further submissions. Given
the limited time frame over which special purpose bonds are generally authorized,
additional rounds of applications are often precluded.

Illustrative of other problems that can arise with allocations is the American Jobs
Creation Act provision authorizing Green Bonds as a new category of qualified pri-
vate activity bonds subject to an exception to the normal volume cap rules. In pro-
viding an exception to the volume cap, the statute also mandated that at least one
qualified applicant from a “rural state” be awarded an allocation of Green Bond au-
thority. The Treasury Department and IRS published a notice specifically soliciting
rural State applicants for Green Bonds, but no applications were received.

Administrative Resource Considerations

The Treasury Department and the IRS are increasingly charged with regulatory
responsibility for writing rules for allocating and auditing unique special purpose
bond issuances. Because these special bond programs are often created as inde-
pendent programs outside the well-developed structure of tax-exempt bonds rules
(including established volume cap rules), they present unique challenges in trying
to ensure that the myriad technical rules governing tax-preferred bonds correctly
apply. Uncertainty in the application of these rules can lead to delay in imple-
menting guidance (and, in turn, delay in issuing the bonds) and can create uncer-
tainty in the market, limiting the number of investors and the effectiveness of the
special purpose bond program.

Special purpose bond provisions require the Treasury Department and the IRS to
evaluate whether special rules are needed in order to implement them. Because
these provisions have such limited scope and are highly complex, they require a dis-
proportionate allocation of administrative resources. Further, to help issuers comply
with interest arbitrage rules, the Treasury Department provides State and local gov-
ernment issuers with the option to purchase non-marketable Treasury securities
known as State and Local Government Securities, or “SLGS.” Administration of this
$200 billion program adds to the cost to the Federal government in facilitating tax-
exempt bond financing.

Examination Concerns

Special purpose bond provisions often contain unique rules defining the projects
or activities for which their proceeds can be used. For example, with respect to
CREBS, qualified projects are linked to the technical eligibility requirements for the
renewable energy credit. Failure of a bond issuance to comply with eligibility re-
quirements results in disallowance of the credit to a third-party holder who had
nothing to do with operation of the bond-financed facility. The technical nature of
many special purpose bond provisions, combined with the absence of historical rules
and practices interpreting these provisions, compounds an existing problem for tax-
exempt bonds. For tax-exempt bonds generally, the tax consequences of failure to
comply fall on the holder, who generally is without the information necessary to de-
termine whether the bonds comply.
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Conclusion

The Administration recognizes the important role that tax-preferred bond financ-
ing plays in providing a source of financing for critical public infrastructure projects
and other significant public purpose activities. The Tax Reform Act of 1986 enacted
a number of important provisions such as the volume cap limitation that help to
ensure that the Federal subsidy being delivered is properly targeted and used for
its intended purpose. Over the past 20 years, a carefully structured set of general
statutory and regulatory rules have been developed under the general tax-exempt
bond provisions to further this goal. On balance, tax-preferred bond financing works
most effectively to target uses to needed public infrastructure projects and other
public purpose activities when it is provided for within the existing general frame-
work of the tax-exempt bond rules, rather than within small independent special re-
gimes.

The cost to the Federal government of tax-preferred financing is significant and
is growing. Unlike direct appropriations, however, the cost often goes unnoticed be-
cause it is not tracked annually through the appropriations process. In addition to
the cost to the Federal government that results from providing a tax exemption or
credit, there are indirect costs, such as administrative burdens on issuers and the
IRS, imposed by the complex rules. These more indirect costs are magnified in the
context of special purpose tax-preferred financing.

When considering further expansions of tax-preferred bond financing, it is nec-
essary to ensure that the Federal subsidy is properly targeted and used for its in-
tended purposes, and that the direct and indirect costs of the subsidy are carefully
considered.

Figure 1
New Money Long-Term Tax-Exem pt Government Bonds, 1991-2003
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Figure 2: Uses of Private Activity Bonds, 1987-2003
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Chairman CAMP. Thank you, Mr. Solomon. I appreciate your
testimony very much. Dr. Marron, you may begin. You have 5 min-
utes.

STATEMENT OF DONALD B. MARRON, ACTING DIRECTOR,
CONGRESSIONAL BUDGET OFFICE

Dr. MARRON. Thank you, Mr. Chairman. It’s a pleasure to be
here today to address yourself and the Committee and give to give
Congressional Budget Office’s (CBO) perspective on tax-preferred
bond financing. I guess what I'll be presenting is essentially the
economist’s view of these instruments of financing projects. Just a
couple of quick points. First, if you look at traditional tax-exempt
bonds, they clearly provide a significant and important subsidy to
projects undertaken at the state and local level. Think of them in
rough order of magnitude as subsidizing somewhere in the neigh-
borhood of 25 percent of the interest costs on the debt of those
projects.

The challenge, from an economist’s point of view on those, in par-
ticular, is that the cost to the Federal Government and thereby to
the taxpayer is larger than the subsidy that is received by the
issuers. The reason that happens is the value of the tax-exemption
that’s provided with the bonds differs across different taxpayers
based on the marginal tax rates that they face. That in order to
sell a complete issue of municipal bonds, you need to price it in
such a way and set the interest rates in such a way that is attrac-
tive to people who don’t just have the highest margin of tax rates,
but that have some of the lower marginal tax rates. As a result,
the interest rate that is being set is one that’s attractive, say, to
someone who might be in the 25 percent marginal tax rate bracket,
but some of those bonds will be purchased by people in higher mar-
ginal tax rates, and they’ll essentially get a windfall from it.

So, if you look at them in the aggregate, what you have is that
traditional tax-exempt bonds have a certain inefficiency in them,
that the amount of money that the Federal Government and tax-
payers are providing as a subsidy, some is going to a windfall to
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people with higher marginal tax rates, and only a portion is flowing
through to the issuers and helping them finance these projects.

In recent years, a separate and distinct way of providing tax
preferences has arisen, the development of tax credit bonds. They
work a little bit differently. As Eric hinted, they have a much deep-
er subsidy per project.

Typically, the tax credit is structured in such a way that it would
be approximately 100 percent of the interest on the bond, rather
than, say, 25 percent. However, they're structured in such a way
that the tax credit is of the same value to essentially all of the in-
vestors who might purchase them, assuming they have enough tax-
able income to use the tax credit. You do not have the effect that
exists with traditional tax-exempt debt.

So, on the one hand, tax credit bonds are more efficient, in that
they do a better job of each dollar of subsidy that the Federal Gov-
ernment is providing, more of that dollar is getting through to the
issuer. On the other hand, they provide a much deeper subsidy for
the particular projects that qualify for it.

In my testimony, and some earlier reports that CBO issued, we
discussed one implication of that. The proposal has been made by
several folks, the one thing you might try to do is design a hybrid
tax credit bond in which the size of the tax credit is more com-
parable to the interest rate subsidy that traditional tax-exempt
debt provides, but would be structured as a tax credit in order to
eliminate the inefficiency.

That’s the financing side. Clearly, another significant issue is the
use to which this financing is put, what types of projects are devel-
oped, what kinds of projects are financed in this way.

As Eric hinted, one problem arises when the financing is being
used for projects that would have happened anyway. So, projects
that could have gone to private capital markets, raised the money,
and done what they needed to do. In that case, the subsidy that’s
Eeirag provided in this way is a windfall to the issuers of those

onds.

Secondly, there are some projects that wouldn’t without this sup-
port. For those projects, the issue arises about, are you getting a
misallocation of capital? Are you providing, basically, additional fi-
nancing to help the projects that could not stand on their own in
private markets. That could be bad, if that’s the end of the story,
but that could be justified if those projects provide other social ben-
efits that warrant that subsidy.

One of the real challenges that you and your colleagues face—
and that the state and local issuers face—is trying to distinguish
between those that have those additional social benefits and are
worthy, in essence, of this subsidy, and those that are not. One
particular issue to keep in mind, I think, from Congresses’ point of
view is the extent to which these various projects have benefits
that would be national in scope or national in importance, and not
just a matter of providing benefits to one local area, at the expense
of other local areas.

Wrapping up then, and this is something that Eric would have
more expertise on, a third level of concern that arises with these
financing mechanisms is the administration of them. In particular,
giving the need to try to have roles that target the benefits on cer-
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tain areas that provide social benefits. That places a burden on the
Treasury and the IRS, in order to make sure that those targets,
those desires, are implemented.

That’s a challenge, just administratively, for folks to execute.
Also, under the current rules, there are limitations in the degree
to which they—the IRS in particular—receive information that
might be necessary to monitor compliance with the various rules
for these financing mechanisms.

So, there may be room for improvements along that front. Then
just to wrap up, this entire set of issues raises a larger question
of when you want to support projects through the Tax Code, and
when it might make sense to do them by something through on the
spending side. With that, I look forward to your questions.

[The prepared statement of Dr. Marron follows:]

Statement of Donald Marron, Ph.D., Acting Director,
Congressional Budget Office

Mr. Chairman and Members of the Subcommittee, I am grateful for the oppor-
tunity to appear before you to talk about the economic effects of financing both pub-
lic projects and private activities with tax-preferred bonds.

In today’s testimony, I will discuss the following four points:

¢ The traditional form of tax-preferred financing—exempting from federal tax-
ation the interest income earned on state and local bonds—is not a cost-effective
means of transferring resources from the federal government to state and local
governments. Because of the progressive structure of the federal income tax sys-
tem, the revenue loss that the federal government incurs from tax-exempt
bonds exceeds the debt-service savings that accrue to states and localities.

More-direct means of transferring resources—for instance, through appropria-

tions—could deliver equal or even greater amounts of aid to the states at a re-

duced cost to the federal government.

Tax-credit bonds—a relatively new development in tax-preferred financing—pay

a larger share of state and local governments’ borrowing costs than do tax-ex-

empt bonds. However, tax-credit bonds could be structured to pay the same

share as tax-exempt bonds at less cost to the federal government.

* The expansion of tax-preferred financing to private activities raises additional
concerns. State and local governments are permitted, within limits, to use tax-
exempt financing to support a variety of activities, including aid to local busi-
nesses, the financing of housing, and even the construction of sports arenas.
Subsidizing such endeavors, however, runs the risk of funding investments that
would be made anyway and of displacing more-productive investments with
less-productive investments, thereby reducing the value of overall economic pro-
duction. A key question is whether subsidized investments provide social bene-
fits to the nation as a whole or just to local areas.

¢ The tax-administration system is poorly equipped to monitor compliance with
the various targeting rules that the Congress has adopted to achieve social ob-
jectives. That ability could be enhanced if the Internal Revenue Service (IRS)
could make greater use of the information gathered by the issuers of state and
local bonds. However, a larger question would still remain: whether it is appro-
priate or desirable to pursue certain societal objectives through the tax code.

Tax-Exempt State and Local Public-Purpose Debt

Traditionally, the interest income earned on debt issued by state and local govern-
ments has been exempt from federal income taxation. That exemption lowers the
interest rate that state and local governments must pay on their debt and encour-
ages investment in public facilities. Purchasers of tax-exempt bonds are willing to
accept a lower rate of interest than they could receive on taxable bonds because they
are compensated for that difference with lower tax payments.

The exemption, which has existed since the inception of the income tax in 1913,
had its origins in the belief that such income was constitutionally protected from
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federal taxation. Although the Supreme Court rejected that argument in 1988 in
South Carolina v. Baker, the exemption has continued.!

The federal government imposes some limits on the amount of such debt that is
issued. For example, a government could profit by borrowing at low tax-exempt
rates and then investing in taxable bonds. Anti-arbitrage rules contained in the tax
code regulate and limit such opportunities. Additional limits are imposed by state
and local governments themselves and by the bond markets when questions of cred-
itworthiness result in higher borrowing rates.

In 2005, the outstanding stock of tax-exempt state and local public-purpose debt
equaled about $1.3 trillion. According to the Joint Committee on Taxation (JCT), the
revenue loss associated with the exemption in fiscal year 2006 amounted to about
$27 billion.

As alluded to previously, tax-exempt financing is not a cost-effective mechanism
for encouraging the formation of public capital. Because of the progressive rate
structure of the U.S. income tax system, taxpayers with lower marginal tax rates
receive lower tax savings from the exemption than do taxpayers with higher mar-
ginal tax rates. When an issuer must sell bonds to purchasers with lower marginal
tax rates, the issuer must set a higher interest rate on the bond issue to compensate
those purchasers for their lower tax benefits. As a result, bond purchasers with
higher marginal tax rates receive an interest rate greater than they require to in-
duce them to buy the bonds. That windfall gain causes the federal government’s rev-
enue loss to exceed the reduction in state and local borrowing costs, perhaps by as
much as 20 percent.2 That excess tax benefit is received by bond purchasers with
higher marginal tax rates.

In principle, it may be possible to deliver a higher amount of fiscal aid to state
and local governments at a lower cost to the federal government if such aid is deliv-
ered as an outlay instead of as a tax preference. Such a mechanism, the taxable
bond option (TBO), in which the federal government would pay a specified share of
state and local borrowing costs, was reported favorably by the House Committee on
Ways and Means in 1969 and 1976, and proposed by the Carter Administration in
1978. State and local governments prefer the tax exemption because it is available
for any amount of borrowing they choose to undertake, making it operate more like
an entitlement. By contrast, a TBO would be an outlay and subject to an annual
appropriation process, which would impose a limit on its availability.

Tax-Credit Bonds

Tax-credit bonds are a new tax-preferred bond option. They are available as
Qualified Zone Academy Bonds, adopted in 1997; Clean Renewable Energy Bonds,
adopted in 2005; and Gulf Tax Credit Bonds, recently authorized as part of the Gulf
Opportunity Zone Act of 2005. A number of other applications have been proposed,
almost all of which are for activities that would have been eligible for tax-exempt
financing.

Current tax-credit bond programs provide more-generous subsidies than do tax-
exempt bonds. The purchaser of a tax-credit bond receives a taxable tax credit set
by the Treasury that yields tax savings equivalent to the interest that would have
been earned on a taxable bond. For example, if the taxable-bond interest rate was
7 percent, the bond purchaser would receive a taxable tax credit every year from
the Treasury Department equal to 7 percent of the face value of his or her bond
holdings. In essence, the federal government pays 100 percent of the financing costs
on the bond issue through the tax system. By contrast, a tax-exempt bond pays only
about 25 percent of borrowing costs. Nonetheless, the tax-credit bond is more cost-
effective than the tax-exempt bond—every dollar of revenue loss is used to reduce
state and local borrowing costs.

A variation on the tax-credit bond could be used as a cost-effective alternative to
tax-exempt financing. Bond purchasers would receive two payments: taxable inter-
est income equal to their current tax-exempt interest income, and a taxable federal
tax credit equal in value to the tax benefits that a tax-exempt bond would have pro-
vided to the purchaser with the lowest marginal tax rate. Since the credit rate
would be the same for all bondholders regardless of their tax bracket, there would

1485 U.S. 505.

2The revenue loss and interest savings are determined, respectively, by the average marginal
tax rate (estimated to be about 30 percent) and the lowest marginal tax rate (about 25 percent)
of bond purchasers. If the taxable interest rate is 7 percent, for instance, the federal government
loses $1.20 of tax revenue for every $1.00 reduction in state and local borrowing costs.
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be no windfall gain to taxpayers and the full revenue loss to the federal government
would be received as a subsidy by state and local governments.3

Private-Purpose Tax-Exempt Bonds

Prior to 1968, the Congress imposed few restrictions on the type of capital facili-
ties that state and local governments could finance with tax-exempt bonds. Over
time, state and local officials began to use such funding to finance more than just
public capital investment. In essence, they began to perform commercial banking
functions, relending borrowed funds to private entities for various purposes. As a
result, the share of bonds used to finance business investments and loans to individ-
uals grew. The Congress responded by imposing limits on the issuance of bonds for
those “private activities”—restrictions that have gradually been relaxed since 1986.

Currently, the outstanding stock of private-purpose tax-exempt debt totals about
$315 billion. According to the JCT, the revenue loss associated with the exemption—
including state and local funding for housing (rental and owner-occupied), student
loans, industrial development, transportation, nonprofit institutions, energy, and
waste disposal—amounts to about $6 billion for fiscal year 2006. The Congress set
the ceiling on the annual volume of private-activity bonds to rise gradually to a
maximum of $75 per state resident in 2007. In addition, the Gulf Opportunity Zone
Act of 2005 provided for increases in that ceiling for the areas affected by Hurri-
canes Katrina and Rita.

The expansion of tax-exempt financing to private activities raises additional con-
cerns besides excess lost revenue. Private-activity bonds subsidize some investments
that would be made without the subsidy—in effect, transferring resources to private
investors. Private-activity bonds also distort the allocation of capital investment and
thereby reduce the nation’s economic output. They do so by subsidizing investments
that would otherwise not be made, channeling scarce private savings into invest-
ments that have a relatively low rate of return.

Companies will not undertake investment projects unless they expect a return
that is at least equal to the next best alternative use of their funds. If they can ob-
tain bond financing at a lower rate, the profits (net of tax) that may accrue to the
owners are increased. Thus, if they have a choice between two investments, one that
can be financed with tax-exempt bonds and one that cannot, the one with tax-ex-
empt funding does not have to be as profitable or productive. Because the tax-ex-
empt subsidy does not increase the supply of funds in capital markets, investment
in the economy may flow from activities that yield a higher private return to those
that yield a lower return. As a result, the value of total economic output may decline
unless the tax-subsidized activity has sufficient social or public value to compensate
for the lower private return. Given financial returns in today’s economy, a manufac-
turing firm that invests in a project made profitable by substituting a small-issue
industrial-development tax-exempt bond for taxable bond financing might impose
annual costs on the economy that average more than $22 per $1,000 bond.4

Most social benefits can be measured qualitatively, at best, so making judgments
about whether such subsidies are worthwhile is difficult. Restrictions on private-ac-
tivity bonds were implemented as a means to control the loss of federal revenue and
national income from private projects lacking social benefits.

When considering limiting the scope of private-activity bonds, it is important to
distinguish between local and national social returns. For example, bonds issued for
a nonprofit hospital may have a presumption of providing social benefits to the com-
munity that can arguably be said to extend to the nation, such as contributions to
the control of communicable disease and basic research in teaching hospitals. But
some activities that are financed with tax-exempt bonds may lack such presump-
tions. That is particularly true when benefits are strictly local rather than accruing
to a broader population.

For example, small-issue industrial-development bonds are used to finance invest-
ments by manufacturing companies. Since no presumption exists that those compa-
nies are providing goods that are materially different from other unsubsidized man-
ufacturing competitors, nationwide social benefits of a conventional nature are un-
likely. State and local officials’ desire to subsidize those investments is based on
their belief that the investments are effective tools to stimulate local economic de-
velopment. However, the success of the bonds in achieving that goal is not nec-
essarily beneficial to federal taxpayers. The subsidy might make the community

3The substitution of tax-credit bonds for tax-exempt bonds is discussed more completely in
Congressional Budget Office, Tax-Credit Bonds and the Federal Cost of Financing Public Ex-
penditures (July 2004).

4The annual loss of tax revenue would be more than $19 per $1,000 bond, and the reduction
in national income might average slightly more than $3.
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where the subsidized firm is located better off than it otherwise would have been,
but other communities may be made worse off. Federal taxpayers as a whole would
not necessarily gain. In effect, the social benefits may not be adequate to offset the
loss of national income and the reduction of the federal tax base, unless federal tax-
payers’ objective is to reallocate investment within the United States.

Trying to restrict the use of tax-exempt borrowing authority for private activities
may not prove successful in all instances, however. Even with limits on or elimi-
nation of tax-exempt private-activity financing, states and localities may find ways
to continue funding those activities through their regular public-purpose bond
issues. For example, the Congress prohibited the issuance of private-activity bonds
for professional sports stadiums in 1986. Yet some communities consider the fund-
ing of those stadiums to be so important that they are willing to finance them with
general-obligation debt, pledging their taxing power as security for the bonds. Be-
cause one community’s successful acquisition of a franchise comes at the expense
of all remaining communities without a franchise, the federal tax dollars provide no
benefits to federal taxpayers as a whole. Similarly, states and localities can cir-
cumvent the limits on financing private activities by undertaking the activities
themselves in partnership with private firms.

Administering Public Policy Through the Tax System

From an administrative perspective, much of the complexity in tax law that re-
lates to tax-preferred financing stems from the use of that funding for private activi-
ties. The Congress limits the issuance of tax-preferred bonds by restricting (“tar-
geting”) private use to those selected activities and users that are enumerated in
sections 141 to 150 of the Internal Revenue Code. For example, the issuance of
mortgage revenue bonds and rental housing bonds requires that numerous provi-
sions relating to income eligibility and housing prices be satisfied. Similarly, rules
governing the issuance of small-issue industrial-development bonds require that the
use of such bonds be restricted to companies with limited amounts of capital invest-
ment. Virtually every type of private-activity bond has similarly detailed targeting
criteria.

Private legal counsel must certify that a bond issue complies with federal tax law.
After issuance, most monitoring of a bond issue’s tax-law compliance takes place at
the state and local level. The extent of monitoring among state agencies that issue
mortgage revenue bonds, hospital bonds, higher education bonds, small-issue indus-
trial-development bonds, and so on, varies widely. No requirement exists for bond
issuers or their support organizations to report on their compliance with targeting
rules, and state and local information is not shared systematically with the IRS.

As a result, the extent to which compliance with federal eligibility rules is main-
tained over the life of a bond is unknown. For example, mobility and the changing
income characteristics of tenants may render a rental housing project ineligible for
continued use of multifamily rental housing bonds. Recipients of mortgages financed
with owner-occupied housing bonds may sell the house at a time that triggers a re-
quirement to repay the subsidy. And manufacturing companies that use small-issue
industrial-development bonds may be acquired by firms whose capital-acquisition
histgry makes them ineligible to use such bonds. Many other requirements could be
cited.

To determine whether compliance problems exist, the IRS has established a pro-
gram to sample bond issues for a particular private activity. The program is not
comprehensive, however. Compliance could be enhanced if state and local organiza-
tions were required to monitor compliance and report their findings to the IRS.

The discussion of administrative difficulties associated with private-activity bonds
raises a larger question, one that applies to tax preferences in general. It is not al-
ways clear from the perspective of public administration that the tax system is the
best way to pursue certain social objectives. For some objectives—such as those that
are means-tested—the tax system may lend itself to fulfilling social goals because
of the information it compiles on taxpayers’ income status. But in general, a bureau-
cratic apparatus designed to collect revenue may be poorly suited to administer
what are essentially spending programs.

There are two reasons for that. First, the administration of social programs may
serve to divert the attention of tax administration from its principal purpose. Goals
as divergent as collecting revenue and regulating state and local support of certain
private activities may be difficult to pursue simultaneously.

Second, many government programs are subject to periodic review and evaluation
to determine how well they achieve their objectives and whether their benefits ex-
ceed their costs. That effort requires coordination within the executive branch to
provide economic analysis and performance evaluation and provides a basis for reg-
ular Congressional oversight. Such efforts may be more effectively undertaken in
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the context of similar programs and by agencies with specific programmatic mis-
sions.

Chairman CAMP. Thank you very much, Dr. Marron, and I do
have a couple of questions. Mr. Solomon, there obviously has been
over recent years, an increase in the categories of bonds that are
allocated at the Federal level. Does the Treasury feel that they
have adequate guidance, both statutory and the resources and ex-
pertise, to make the kinds of allocations that are headed your way
in legislation?

Mr. SOLOMON. It does preset a challenge to the Treasury De-
partment and the IRS to deal with the many new kinds of bonds.
In the recent years, there have been an increase in the number of
bonds. I have made a list. For example, in 2001, Educational Facili-
ties, 2002, Liberty Bonds, 2004, Green Bonds, 2005, Gulf Oppor-
tunity Zone Bonds. It does present a challenge for the Treasury De-
partment and the IRS in allocating its resources to provide guid-
ance—and to provide guidance quickly -with respect to the new
kinds of bonds, particularly when they have different rules.

That is to say, there is a general framework with respect to tax-
exempt bonds, and there are general rules, for example, the arbi-
trage and the allocation rules. In some of the new bond issuances
they have special rules. That is to say, they may be outside the vol-
ume cap and they may have other exceptions. So, it does present
challenges to the Treasury Department and the IRS to quickly pro-
vide guidance to get these programs up and running. So, yes, it can
present administrative problems. It can present challenges, par-
ticularly where it involves specialized areas that need technical ex-
pertise.

Chairman CAMP. Mr. Solomon, some of the recent bonds that
qualified, the Qualified Zone Academy Bonds (QZABs), Clean Re-
newable Energy Bonds, and the Gulf Tax Credit Bonds, they're not
subject to the arbitrage or rebate requirements of the Code. Does
this inconsistent treatment impact the Treasury Department’s abil-
ity to administer the rules applicable to tax-preferred bond financ-
ing?

Mr. SOLOMON. Having a proliferation of many different rules
presents challenges.

One of the values of having a single framework, a single set of
rules to deal with all the different kinds of bonds is that it helps
target the bonds, more effectively. So, not only an administrative,
but there’s a policy question presented there. When you have many
different rules to different kinds of bonds, it may affect targeting.
Havi{lg one set of rules helps the subsidy to be targeted more effi-
ciently.

So, yes, having different arbitrage rules, for one set of bonds
than in others can present issues and it probably is better to have
% si(rilgle set of rules, a single framework to apply to all kinds of

onds.

Chairman CAMP. The bonds that I referred to earlier, there are
different credit rates for those bonds and The Treasury Department
sets those. Are there any concerns raised by that?

Mr. SOLOMON. Yes. You'’re referring to the tax-credit bond.
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Chairman CAMP. Yes.

Mr. SOLOMON. With respect to tax credit bond, the Treasury
Department is directed to set the credit rate. In fact the Treasury
Department is directed to set the credit rate without discount,
which imposes a challenge for the Treasury Department, because
the Treasury Department has to pick a rate where there will be no
discount. The Treasury, in picking its rate, does not take into ac-
count issuer-specific factors. For example, credit quality, industry
sectors, frequency of pricing.

Therefore, it really is very difficult to set credit rates in a way
that there will end up being no discount. In fact, it’s our under-
standing for QZABs—which are a type of tax credit bond—which
has a statutory requirement that the rate be set, that they sell
without a discount. In that case we are told that nevertheless, they
are selling at a discount.

Chairman CAMP. Dr. Marron, obviously we've seen over the last
20 years an expansion in the use of tax-preferred bond financing,
to increases in the amount of private activity bonds that states can
issue. Also the addition of activities that qualify for preferred fi-
nancing. Has that expansion had an overall effect on the economy?

Dr. MARRON. As Eric and I indicated in our testimony, a prin-
cipal concern with providing tax-exemption to private activities is
concern about misallocation of capital. To the extent that this type
of financing becomes available to more projects, you run a higher
risk of projects occurring that, again, wouldn’t be able to stand on
their own in a private market, and can only survive because they
get this assistance.

It is difficult to see that in the overall macroeconomic data. We
have an enormous economy even with a trillion plus or minus in
total tax-exempt debt, and 300 billion of these kinds of bonds out
there. It’s hard to see an overall effect on our enormous economy,
but there’s certainly the possibility that there is some misallocation
of capital, and that therefore output is somewhat lower than it oth-
erwise could be.

Chairman CAMP. Well, I was thinking particularly of the public
benefit to some of these bonds, and other Members have referred
to that. So, they may not have been decisions that were made in
the private sector. What about the overall public benefit to some
of these projects?

Dr. MARRON. Well, unfortunately, I have not seen anything
that would be a systematic look at the public benefits that flow
from these. I was talking to folks at CBO about this earlier, and
this falls in the category of areas that are probably understudied
in the community that does those sorts of things. There isn’t really
a clean answer to whether the public benefits that have been
claimed are actually being provided.

Chairman CAMP. In your testimony, it may be suggested that
there may be areas where direct appropriation may be preferable
or more cost efficient. Do you think we can make modifications that
can improve the efficiency of tax-exempt bonds and tax credit
bonds?

Dr. MARRON. Certainly. As I hinted in my testimony—certainly
with traditional tax-exempt bonds—there is an issue of this ineffi-
ciency that I mentioned. In essence, that the amount of the money
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that the taxpayer and the Federal Government are giving up in
order to provide this support is larger than the amount that’s re-
ceived by issuers. To the extent that it’s possible to move in the di-
rection of making the tax benefits look more like the tax credits,
which don’t have that inefficiency, there may be an opportunity—
essentially you can have a win-win in the sense of delivering the
support in a more cost effective and less expensive manner.

Chairman CAMP. All right. Well, I want to thank you both for
your testimony. Thank you for your patience. I don’t know if there’s
anything you want to add at the end, to sum up, but I appreciated
your waiting through all that delay and the series of votes that we
had. Thank you for your excellent testimony, both of you. You're
welcome to make any closing comments that you wish.

Dr. MARRON. I just want to go back to the question that you
asked Eric earlier, about to what extent it’s important to have a
single set of rules or a finite set of rules. I think it’s important ad-
ministratively, and as the economist, I'd also want to point out I
think that’s very helpful for the capital markets. To the extent that
capital markets can begin to have a sense that there’s a large stock
of bonds that operate under simpler operating rules, it becomes
easier to have a deeper market. It’s easier for the markets to un-
derstand and price those.

Chairman CAMP. Okay. Thank you, Mr. Solomon, thank you, Dr.
Marron. That concludes panel number two. Well now move to
panel number three. I will introduce to the Subcommittee Carla
Sledge, who is President of the Government Finance Officers’ Asso-
ciation, Walter St. Onge, III, President of the National Association
of Bond Lawyers, and Micah Green, President and Chief Executive
Officer of the Bond Market Association. We’ll start with Carla
Sledge. Ms. Sledge, welcome. It’s always good to see a person from
Michigan here. Everyone will have 5 minutes to summarize their
testimony, and then we’ll have some questions afterward. You may
begin, and your full statement will be made part of the record, of
course.

STATEMENT OF CARLA SLEDGE, PRESIDENT, GOVERNMENT
FINANCE OFFICERS ASSOCIATION AND CHIEF FINANCIAL
OFFICER, WAYNE COUNTY, MI

Ms. SLEDGE. Thank you and I bring greetings from Michigan.
Chairman Camp, my name is Carla Sledge, and I am the President
of Government Finance Office Association, (GFOA) and also the
Chief Financial Officer of Wayne County, Michigan.

The GFOA is a professional association of over 16,000 plus state
and local finance officers, and has served the public finance profes-
sion since 1906. Wayne County is the 11th largest county in the
United States, with a budget of about 2.2 billion. I certainly appre-
ciate the opportunity to speak before you and this Subcommittee
today on the important matter of municipal bonds. This is a subject
matter that is vital to state and local governments across the
United States, and this statement reflects the policy statements of
the GFOA as they relate to the tax-exempt bond market.

Borrowing through access to the tax-exempt bond market is the
primary way in which states, cities, counties, towns, and other gov-
ernmental entities fund capital improvements to provide utilities,
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housing, roads and bridges, airports, health care, education, and
other public services to the citizens.

Every one of us, at almost every turn, relies upon the infrastruc-
ture provided by the financing of projects through tax-exempt
bonds. The ability to sell debt with interest exempt from Federal
income tax has been a significant benefit to state and local govern-
ments, directly reducing the tax burden that citizens would other-
wise have to shoulder to finance essential public services.

The importance of allowing state and local decisionmakers, and
the public at large, to evaluate what is needed within their own
communities cannot be emphasized enough. Decisions to improve
communities and build infrastructure should be done from the
ground up rather than the top, in order to best serve the needs of
citizens. Any attempt to curtail this essential tenant of state and
local government operations should be abandoned.

Let me just give you some examples of infrastructure paid for by
bonds in my own backyard. In 1992, 33.6 million limited tax gen-
eral obligation bonds were issued for a medical examiner facility
that was built in 1996. This award winning state of the art facility
is approximately 48,000 square feet.

Over a billion dollars in bonds were sold in 1998 for the Wayne
County Metropolitan Airport, which serves the Greater Detroit
Area. This project included construction of a new Midfield pas-
senger terminal, renovation of an existing terminal, and construc-
tion of a fourth parallel runway.

Finally, between 1994 and 2004, over 300 million in bonds were
issued for sewer improvement projects in our 32 downriver commu-
nities. Of the 13 plus issues of debt in 2005, 85 percent of those
governments represent small and midsize communities.

Without efficient economic incentives to access the market, gov-
ernments would have to pay substantially more in interest rate
costs, which could limit the scope of the projects, or deter projects
from being done in the first place.

The need for thousands of governments to access the bond mar-
ket with even more hurdles than already in place would cause
grave disruption to the operations and the 2.7 trillion dollar bond
market.

Changes in inter-government relations over the past several
years has caused the financing needs of state and local govern-
ments to increase not decrease. This is shown by the reductions or
elimination of various Federal assistance, including grants and
general revenue sharing, and an increase in Federal mandates.

In 1999, the Congressional Budget Office issued a study which
concluded that total Federal spending on infrastructure dropped
from a little over 1 percent of Gross National Produce in 1977, to
about.57 percent in 1998.

Total Federal spending for infrastructure also declined as a per-
centage of total Federal spending during the same period, from 5.1
percent to 2.84 percent. Since most of the cost of building and ren-
ovating the Nation’s public infrastructure is, and will be, borne by
state and local governments, continued use of tax-exempt financing
will be vital if they are to meet these needs in an efficient and eco-
nomic matter.
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We believe that to foster long-term growth in The United States
economy, Federal, state, and local governments must act in concert
rather than at odds with each other. The 1986 Tax Reform Act and
other tax legislation that has moved forward over the past 20 years
has imposed greater restrictions on state and local governments
who issue municipal bonds.

The consequences have caused less flexibility and greater admin-
istrative and issuance cost to governments who need to fulfill their
responsibilities to provide necessary public services and to meet
Federal standards and mandates without additional funds from the
Federal Government.

In order to help a vast majority of state and local governments,
we have submitted tax simplification proposals that include the
need for additional refunding of debt, changes in arbitrage rebate
restrictions, repeal of the Alternative Minimum Tax (AMT) on tax-
exempt interest, eliminating restrictions on bank interest deduc-
tions, and finally expanding the ability for governments to enter
into public-private partnerships.

For almost 200 years, state and local governments have been
able to access the capital markets by issuing bonds to fund their
jurisdiction’s public purpose infrastructure. The system has worked
well for all parties involved, especially state and local governments.

The authority to issue tax-exempt bonds allow state and local
governments to determine the project needs of their jurisdictions
and pay for them through the issuance of bonds without undue
Federal Government interference. Without the ability to access the
low cost, tax-exempt, bond market, communities across the United
States would suffer, and greater demands would be placed on the
Federal Government to provide additional direct funding to state
and local governments. I thank you once again for this opportunity
to present this testimony.

[The prepared statement of Ms. Sledge follows:]

Statement of Carla Sledge, President, Government Finance Officers
Association

Introduction

Chairman Camp and Ranking Member McNulty, my name is Carla Sledge and
I am the President of the Government Finance Officers Association and the Chief
Financial Officer of Wayne County, Michigan. I appreciate the opportunity to speak
before you and this Subcommittee today on the important matter of municipal
bonds. This is a subject matter that is vital to state and local governments across
the United States, and this statement reflects the policy statements of the GFOA
as they relate to the tax-exempt bond market.

The Government Finance Officers Association (GFOA) is a professional association
of state and local finance officers, and we are very proud to be celebrating our 100th
year in 2006. Approximately 16,400 GFOA members are dedicated to the sound
management of government financial resources. Our members are state and local
government finance officials that have many responsibilities, including—the
issuance of tax-exempt bonds to finance public infrastructure; preparing operating
and capital budgets; managing public funds; and the financial management of cities,
counties, states and special districts including school districts.

Purpose and Importance of Tax-Exempt Bonds

Tax-exempt bonds provide local and state governments access to the capital mar-
kets and the ability to fund projects based on decisions made at the level of govern-
ment closest to citizens. The importance of allowing state and local decision makers,
and their constituents, to make decisions about the infrastructure needs in their
own communities can not be emphasized enough. Decisions to improve communities
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and build infrastructure should be done from the ground up, rather than the top
down in order to best serve the needs of citizens.

Borrowing through access to the tax-exempt bond market is the primary way in
which states, cities, counties, towns and other governmental entities fund the cap-
ital improvements to provide utilities, roads and bridges, airports, health care, edu-
cation, housing and other public services. Every one of us at almost every turn, re-
lies upon the infrastructure that is provided by the financing of projects through
tax-exempt bonds. The ability to sell debt with interest exempt from federal income
tax has been a significant benefit to state and local governments, directly reducing
the tax burden that citizens would otherwise have to shoulder to finance essential
public services.

State and local debt financing has been in existence since the early 1800’s, allow-
ing states and then cities to finance infrastructure that was and still is essential
to communities and the economic well-being of the United States. Two of the ear-
liest projects funded by bonds are the Erie Canal and creating rail systems in the
states, which promoted great economic prosperity for the United States.

Some specific examples of infrastructure paid by bonds today include:

Wayne County, MI

In 1992, $33.6 million limited tax general obligation bonds were issued for a med-
ical examiner facility that was built in 1996. This award winning, state of the art
facility is approximately 48,000 square feet.

Over $1 billion of bonds were issued in 1998 for the Wayne County Metropolitan
Airport, which serves the greater Detroit area. This project included construction of
a new midfield passenger terminal, renovation of an existing terminal, and construc-
tion of a fourth parallel runway.

Between 1994 and 2004, over $300 million of bonds were issued for sewer im-
provement projects in 32 Downriver communities.

Hanover County, VA

The Kersey Creek Elementary School that will open in September was built with
$20 million of bonds that assisted the county in meeting the federally mandated No
Child Left Behind Act. Additionally, last year voters approved with an over-
whelming majority (79%) a $95 million bond referendum that will be used for
projects over the next five years including: public safety/interoperability infrastruc-
ture so that Hanover County fire and police officers can share the same frequency
with the City of Richmond and Henrico County; a new Mechanicsville library; three
new fire stations in Ashland, Farrington and Black Creek; and a trades-based learn-
ing center.

Newington, CT

In 2005, $7.5 million in bonds were issued to expand the Newington Police Station
and over the past couple of years, $24 million of bonds were issued to implement
improvements to many Newington Public Schools.

Montgomery County, MD

Over $20 million on bonds were issued by Montgomery County that will be used
for a Community Recreation Center in North Potomac, Maryland. This center will
contain a gymnasium, exercise room, social hall, senior/community lounge, con-
ference room, and an extensive outdoor recreation area. The community recreation
center facility will serve the needs of over 30,000 residents where currently no com-
munity center exists.

To serve the needs of eastern and northern areas of Germantown, MD, nearly $10
million of bonds have been issued to complete a new Class I fire/rescue station.

For a Civic Building in Silver Spring, MD, the county has issued $8.5 million of
bonds to construct a building that will serve as a focal point for County services and
community events. This is part of a multi-project effort by Montgomery County to
support the redevelopment of the Silver Spring Business District.

Changes in intergovernmental relations over the past several years have caused
the financing needs of state and local governments to increase not decrease. This
is shown by the reductions or elimination of various federal assistance programs in-
cluding grants and general revenue sharing, and an increase in federal mandates.
In 1999, the Congressional Budget Office released a study which concluded that
total federal spending on infrastructure dropped from 1.06% of GNP in 1977 t0.57%
in 1998 (Trends in Infrastructure Spending, CBO, May, 1999). Total federal spend-
ing for infrastructure also declined as a percentage of total federal spending during
the same period from 5.1% to 2.84%. Since much of the cost of building and ren-
ovating the nation’s public infrastructure is and will be borne by state and local gov-
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ernments, continued use of tax-exempt financing will be vital if they are to meet
these needs in an efficient and economic manner.

Of the 13,000-plus issuers of debt in 2005, 85% of the governments represent
small and mid-sized communities where the average amount of debt issued was $9.5
million. Without efficient and economic incentives to access the market, govern-
ments would have to pay substantially more in interest rate costs, which could limit
the scope of the projects, or deter projects from being done in the first place. The
need for thousands of governments to access the bond market with additional hur-
dles beyond those already in place, would cause grave disruption to their operations
and the $2.7 trillion bond market.

Need for Simplification

The Tax Reform Act of 1986 (“The Act”) affected the ability of states and local
governments to finance public capital investment with tax-exempt municipal bonds.
The Act had major consequences limiting the purposes for which tax-exempt debt
could be issued, the procedures to be followed, and the ultimate value of such invest-
ments to investors.

Congressional actions resulted in the enactment of far-reaching proposals that
have imposed restrictions that burden state and local governments in their tradi-
tional government financings. The consequence has been less flexibility and greater
administrative and issuance costs to governments who need to fulfill their respon-
sibilities to the public and to meet federal standards and mandates without addi-
tional funds from the federal government.

We believe that to foster long-term growth in the United States economy, federal,
state and local governments must act in concert—rather than at odds with each
other. The 1986 Act and other regulations operate to prevent abuses in the bond
market, but they have gone too far, thus increasing bond issuance costs and forcing
many governments to hire more finance professionals in order to ensure compliance
with current laws. Thus, simplification measures are needed rather than additional
limitations on tax-exempt bonds. Simplification of the tax-exempt bond provisions
in the Internal Revenue Code would help increase flexibility and reduce costs for
state and local governments—and taxpayers—and expand the positive characteris-
tics of the tax-exempt bond market for the future.

Specifically, we would encourage members of the Subcommittee, and Congress at
large to look at the following proposals when addressing tax-exempt bond issues in
future legislation:

Arbitrage Rebate

There is no greater burden to issuers of tax-exempt debt than complying with fed-
eral arbitrage rebate rules. This is true both for smaller, less frequent issuers of
public debt who often do not have the staff to comply with the rebate requirement
and more regular issuers of debt who find themselves bearing enormous administra-
tive costs in complying with the rebate rules as they apply to multiple bond issues.
Moreover, these compliance costs are disproportionate to the potential arbitrage
benefit involved.

Unused monies from proceeds of tax-exempt bonds are generally invested until
they are needed and, if invested at rates higher than the borrower’s rate of interest,
they generate “excess” investment income. The differential is known as “arbitrage.”
Under the arbitrage rebate requirement that has been in place since 1986, arbitrage
must be rebated to the federal government. While some relief was provided in 1989,
arbitrage compliance remains one of the largest administrative and costly burdens
that governments face. Additionally current law, last updated in 1989, dictates var-
ious spending requirements for bonds, including the need for 100% of available bond
proceeds to be spent in a 24 month period for construction bonds. This is a short
time frame for many projects to be completed, and many governments run into prob-
lems in order to comply with this stringent regulation.

A special hardship is for small issuers of debt. Eight-five percent of debt issuers
in 2005 contributed to only 15% of the entire volume of bonds sold. Since 1986, the
small issuer exception has been in place that allows governments who issue less
than $5 million of debt annually to not adhere to arbitrage compliance. The $5 mil-
lion limit set in 1986 is equivalent to $9,046.00 today (according to the Bureau of
Labor Statistics). Although the amount has doubled in twenty years, there has been
no willingness to increase the small issuer exception amount, nor index it to infla-
tion. Increasing the amount will help a vast majority of small issuers, without af-
fecting 85% of the bond market volume.

Two areas in particular require remedy. First, the amount of annual debt
exempted from arbitrage rebate restrictions should be raised from $5 mil-
lion to $25 million. This will help a vast majority of issuers from adhering
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to needless and costly requirements. Second, the spend-down exception
should be extended from two years to three.

Advance Refunding

In order to provide state and local governments with the tools and flexibility to
face changing circumstances, they need the ability to refund their debt and reduce
borrowing costs so that more financial resources are available. Issuers currently
have only one opportunity to take advantage of favorable market conditions and
achieve lower borrowing costs, before the original bonds mature or are callable.
Somewhat similar to homeowners being able to refinance their mortgage to take ad-
vantage of lower mortgage payments, the same opportunities should be available to
state and local governmental entities.

Following the 9/11 attacks as well as the Katrina aftermath, Congress wisely al-
lowed for outstanding bonds in these areas to take advantage of an additional ad-
vance refunding. This helped governments lower their debt service payments so that
they would have funds available for other necessities. In the case of the Gulf Coast
region, this helped bonds to be restructured so that governments could extend debt
service payments in order to keep their credit intact while not suffering from an in-
ability to pay their obligations.

We ask that Congress provide a second advance refunding for all current and fu-
ture tax-exempt bonds issues.

Bank Deductibility

Prior to the 1986 Act, commercial banks were the largest investor in tax-exempt
bonds. Pre-1986 law permitted banks to deduct all or portions of the interest costs
they incurred to invest in municipal bonds. The 1986 Act placed a severe limit on
the amount banks could deduct—80% of the costs of purchasing and carrying bonds
of issuers that do not issue more than $10 million of bonds annually. The result has
taken away a major purchasing sector of tax-exempt bonds, which in effect hurts
many governments.

The bank deductibility limitation harms many small governments that have reg-
ular capital needs higher than $10 million. Governments often defer needed projects
until a subsequent calendar year in order to comply with the $10 million limit in
any one-year. Additionally, in the face of rising compliance costs that did not exist
when the $10 million limit was set, bank eligible financing would be an attractive
and vastly more efficient vehicle for these smaller entities to finance their projects,
but unfortunately current law deters them from doing so. Additionally, indexed to
inflation, the $10 million amount set in 1986 equals nearly $18 million today.

We strongly recommend that the bank deductibility limit be raised from $10 mil-
lion to $25 million and indexed for inflation thereafter.

Alternative Minimum Tax

As the AMT is capturing more individuals and businesses than ever imagined at
its conception over 30 years ago, there have been unintended consequence placed
on the tax-exempt bond market. Some bonds have AMT exposure, and thus the mar-
ket demands a higher yield for these bonds.

Due to changes in the 1986 Act, many bonds for public purposes must be issued
as private activity bonds. Governmentally owned facilities, such as public airports,
solid waste facilities, ports, and water and sewer facilities, are defined as “private
activity bonds” due to operation or other participation by private entities.

An example of the hardship that is placed on the mischaracterization of these gov-
ernmental bonds is most notably airport bonds. In 1998, the Albany County Airport
Authority, NY issued $30,695,000 of Airport Revenue Bonds to finance two capital
projects. Due to the complicated tax laws, two separate bond issues, one govern-
mental and one AMT had to be issued, causing the Authority to pay additional bond
issuance costs due to the higher yield for the AMT bonds.

We ask that Congress repeal the Alternative Minimum Tax on tax-exempt bonds.
Issuers of these bonds would benefit from lower borrowing costs and this would help
restore demand from those individuals and corporations that are subject to the
AMT. We also recommend that all bonds issued for governmental purpose be classi-
fied as governmental bonds.

Expansion of Public-Private Partnerships

In many aspects, Congress and various Administrations have encouraged greater
public-private partnerships. Many vital economic development projects require sig-
nificant public commitment combined with private investment. The ability to fund
the public share of costs with tax-exempt bonds allows these projects to proceed.
Current tax laws limit the amount of private use of a governmental facility to ten
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percent. This inhibits the financing of facilities where private use could materially
assist delivery of public services.

For example, publicly funded parking structures integrated with private retail es-
tablishments ensure safe and easy access to facilities. Such projects are difficult to
fu111d with tax-exempt bonds, however, because of restrictive private activity bond
rules.

We recommend that the threshold test for acceptable private business use be in-
creased and that more flexible allocation rules be developed to facilitate private par-
ticipation in public projects.

Purchasers of Tax-Exempt Bonds

As noted above, after the 1986 Act, banks went from being the largest group of
tax-exempt bond purchasers to one of the smallest. Similar rules are in place for
corporate and property & casualty insurers who need and want to purchase tax-ex-
empt bonds for a variety of reasons, most notably their secure standing as a finan-
cial product.

Various proposals have been brought forward over the past twenty years that
would place additional requirements on corporations and property & casualty insur-
ers who are purchasers of tax-exempt debt. Such proposals would not harm these
private sector entities themselves, but would directly hurt state and local govern-
ments if these entities stopped purchasing tax-exempt bonds. As an example, in
2005, property & casualty insurers held 16% of outstanding tax-exempt debt. If
these purchasers were to leave the market, there would be a significant impact on
state and local governments who would have to pay a great deal more in interest
costs, as the purchaser pool becomes more limited.

Do not decrease, but instead increase the incentives for corporations, insurers,
and the banking community to purchase tax-exempt bonds.

Other Congressional Action that Impacts the Tax-Exempt Bond Market

Congress also acts in indirect ways that influence the tax-exempt bond market.
For many bonds, governments must use tax revenues to make payments to bond-
holders. When those revenue streams are in jeopardy, governments face greater
pressure to meet their current and future obligations. Oftentimes when Congress
makes decisions to limit state and local governments’ revenue collecting capabili-
ties—through legislation that bans taxation of internet access; disallows state and
local taxation of remote sales; places restrictions on the taxation of communications
services and franchise fees; and restricts the deductibility of state and local income,
sales and property taxes—it adversely impacts the financial management of state
and local governments.

Conclusion

As Congress looks at past and proposed municipal bond proposals we ask that
Members recognize the continued need for tax-exempt bonds as a way to provide
essential services to our citizens. World-class infrastructure has been and continues
to be provided because of the tax-exempt bond market. Municipal bonds serve as
a good illustration of a true partnership between the levels of government, as they
are used to pay for the capital projects that serve as the delivery mechanism for
federal priorities—including the No Child Left Behind Act and greater public safety
needs following 9/11.

In 1989, the final report of the Anthony Commission on Public Finance—Pre-
serving the Federal-State-Local Partnership: The Role of Tax-Exempt Financing, pro-
vided suggested changes that were apparent after the 1986 Tax Reform Act went
into effect. Many of these conclusions remain valid today and should be reviewed
when deliberating on tax-exempt bond issues.

A review of the tax simplification needs made in this testimony as well as in the
Anthony Commission Report may best be summarized as follows:

1. Change arbitrage rebate restrictions;

2. Eliminate restrictions on bank interest deductions;

3. Repeal the AMT on tax-exempt interest;

4. Create new rules distinguishing between governmental and private-activity
bonds and reclassify truly governmental purpose bonds as such; and

5. Allow for an additional refunding of tax-exempt debt.

For almost 200 years, states and local governments have been able to access the
capital markets by issuing bonds to fund their jurisdiction’s public purpose infra-
structure. This system has worked well for all parties involved, especially state and
local governments. The authority to issue tax-exempt bonds at the state and local
level allow local and state governments to determine the project needs of their juris-
diction and pay for them through the issuance of bonds, absent federal government
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interference. Without the ability to access the low cost, tax-exempt bond market,
communities across the United States would suffer, and greater demands would be
placed on the federal government to provide additional direct funding to local and
state governments.

Thank you very much for the opportunity to provide this testimony.

——

Chairman CAMP. Thank you very much for your testimony. Mr.
St. Onge, you have 5 minutes.

STATEMENT OF WALTER J. ST. ONGE III, PRESIDENT, THE
NATIONAL ASSOCIATION OF BOND LAWYERS

Mr. ST. ONGE. Thank you, Chairman Camp, for inviting me to
speak to you today. I am Walter St. Onge, a partner in the law
firm Edwards, Angel, Palmer, and Dodge, of Boston Massachusetts.
I am here today as President of the National Association of Bond
Lawyers, or NABL.

The NABL is a professional association with more than 3,000
who specialize in the municipal bond area. The NABL’s original
statement of purpose provided in part that it shall promote the
public good by educating its members and others in the law relat-
ing to state and municipal obligations, improving the state of the
art in this field, and providing advice and comments with respect
to matters affecting state and municipal obligations.

The NABL Board of Directors reaffirmed this commitment when
it adopted a vision statement in 2005, stating that NABL exists to
promote the integrity of the municipal market by advancing the
understanding of, and compliance with, the law affecting public fi-
nance.

The municipal bond market is an important part of The U.S.
economy, providing financing for governmental functions and for
the infrastructure essential to economic growth and job creation
and state and local self-government and fiscal autonomy. This pub-
lic financing mechanism underpins our unique Federal system of
state and local self-government.

Each year, thousands of issuers and borrowers, ranging from the
largest state governments to the smaller school or fire district, de-
cide what their capital needs are and how to best meet those needs.

The municipal bond market enjoys high levels of consumer con-
fidence, based on its long history of economic strength, low default
rates, and the integrity of the market’s participants. The role of
bond counsel is a cornerstone of the efficient operation of the mar-
ket. The NABL’s educational efforts promote the continued high
standards of practice of its members. These efforts include annual
seminars and periodic teleconferences on a full range of topics, in-
cluding active participation by government officials, particularly
from the Treasury, the IRS, and the Securities and Exchange Com-
mission. Other NABL efforts include comment projects and guid-
ance requests.

In 2002, for example, NABL submitted a lengthy report to the
Treasury Department regarding tax simplification recommenda-
tions. A shorter version of this report was submitted to your Sub-
committee in 2004.

Another recent project was a letter sent last September to the
Treasury Department regarding the role municipal bonds in the
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historic rebuilding efforts required in the wake of Hurricane
Katrina. This letter identified potential administrative and legisla-
tive actions that could be taken to help alleviate the dramatic ef-
fects of Katrina in the affected region.

The function of bond counsel originated in the 19th century in re-
sponse to growing investor concern regarding the validity of debt
instruments issued by state and local governments. Today, the es-
sential components of bond opinions address not only validity, but
also the Federal tax treatment of interest on the bonds.

In most cases, bond counsel renders an unqualified opinion,
which essentially means that the bond counsel is firmly convinced
that the highest court of the relevant jurisdiction would agree with
those legal conclusions. The unqualified bond opinion has become
a required feature of most municipal bond issues.

While the opinion is not a guarantee, the high standard under
which it is issued essentially allows investors to factor out any spe-
cial risks regarding validity or tax-exemption in pricing the bonds.

The wide range of permitted purposes and issuers of municipal
debt also insures a wide range of complexity in transactions. How-
ever, many aspects of the tax laws applicable to tax-exempt debt
generally apply to all transactions, or reflect longstanding require-
ments. This allows bond counsel and other market participants to
analyze and structure issues efficiently, and permits more effective
administration and oversight of transactions.

New forms of tax favored financing commonly result in increased
transaction costs, at least in the short term, as bond counsel and
other participants must familiarize themselves with the new prod-
uct, analyze new questions, and educate investors. Existing tax
laws have allowed the municipal market to grow and prosper.
While the 1986 Tax Reform Act imposed significant new restric-
tions on the market, it nonetheless preserved access to capital at
less expensive rates.

The NABL believes that any tax reform proposal should promote
a more efficient municipal bond market, but should also preserve
the ability of local governmental units to make independent deci-
sions regarding the most effective way to serve the needs of their
citizens and to promote their economic development.

The municipal market remains a vital component in the Federal-
state relationship by providing infrastructure to the Nation
through local decisionmaking and access to the capital markets.

The NABL is dedicated to insuring that the market remains con-
fident in the value of the opinions that we render. We intend to
continue to promote the municipal bond market to insure that it
remains a safe, liquid, and transparent market for all of its partici-
pants. Thank you very much.

[The prepared statement of Mr. St. Onge follows:]

Statement of Walter St. Onge, III, President, National Association of Bond
Lawyers

Good morning. I am Walter St. Onge, a partner in the law firm of Edwards Angell
Palmer & Dodge of Boston, Massachusetts. I am here today as President of the Na-
tional Association of Bond Lawyers.

I would like to thank Chairman Camp and Ranking Member McNulty for inviting
me to speak to you today on behalf of our Association.

The National Association of Bond Lawyers (NABL) is a professional association
with more than 3,000 members who specialize in the municipal bond area.
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The original statement of purpose of the Association provided, in part, that: “the
purpose of the Association shall be to promote the public good by:

¢ Educating its members and others in the law relating to state and municipal
obligations,

* Improving the state of the art in this field, and

» Providing advice and comments with respect to legislation, regulations, rulings
and other action, or proposals, affecting state and municipal obligations.”

The NABL Board of Directors reaffirmed NABL’s commitment to improving stand-
ards in the municipal bond market when it adopted a vision statement in 2005 to
the effect that NABL exists to promote the integrity of the municipal market by ad-
vancing the understanding of and compliance with the law affecting public finance.

The municipal bond market is an important element of the United States econ-
omy, providing financing for general governmental functions and for the infrastruc-
ture that is essential to economic growth and job creation in a manner that pro-
motes state and local self-government and fiscal autonomy. The United States is the
only nation that permits autonomous state and local governments direct access to
the capital markets to finance state and local infrastructure.

This public financing mechanism underpins our federal system of state and local
self-government. Year in and year out, thousands of municipal bond issuers and bor-
rowers across this country, ranging from the largest state governments down to the
smallest school or fire or sewer district, decide what their capital needs are and how
to best meet those needs. The cumulative effect of those decisions is reflected in the
annual issuance of municipal bonds, including over $400 billion in 2005. The eco-
nomic impact of these expenditures is obvious and significant. The municipal bond
market benefits all of its disparate borrowers by providing them equal access to
funding on favorable terms.

The municipal bond market enjoys high levels of investor confidence based on its
long history of economic strength, extraordinarily low default rates and the integrity
of the market’s issuers and professionals. The role of bond counsel is a cornerstone
of the efficient operation of the market. The integrity and professionalism of bond
lawyers are key to maintaining the high level of investor confidence in the munic-
ipal bond market.

NABL educational efforts promote the continued high standards of practice of its
members and assist practitioners and regulators in advancing the state of the law.
These efforts include annual seminars and periodic teleconferences on a full range
of topics. These events include meaningful participation by federal government offi-
cials and other market participants.

Other significant NABL efforts include comment projects on regulatory and legis-
lative matters and guidance requests on particular topics pertaining to the munic-
ipal bond area. In 2002, for example, NABL submitted a lengthy report to the De-
partment of the Treasury regarding tax simplification recommendations for tax-ex-
empt bonds. In 2005, NABL resubmitted these recommendations to the President’s
Advisory Panel on Federal Tax Reform and to the Department of the Treasury for
review and consideration for inclusion in any tax reform proposals.

Another notable project was a letter submitted on September 7, 2005, to the De-
partment of the Treasury regarding the role of municipal bonds in the historic re-
building efforts required in the wake of Hurricane Katrina. This letter identified po-
tential administrative and legislative actions that could be taken to help alleviate
the dramatic effects of Hurricane Katrina in the affected region. We were mindful
that the immediate task was emergency assistance for the citizens of that area, but
we also recognized the disastrous effects on the state and local governments and
their ability to provide not only immediate services, but also longer-term reconstruc-
tion activity and normal governmental services. Some of our suggestions were subse-
quently incorporated in action taken by the administration and in the Gulf Oppor-
tunity Zone legislation enacted by Congress.

The function of bond counsel originated in the 19th century in response to grow-
ing investor concern regarding the validity of debt instruments issued by state and
local governments. Adverse court decisions led underwriters and bond purchasers to
seek legal opinions to provide assurance as to the validity of the debt.

By the early 1900s, the practice of engaging bond counsel to provide an expert
and objective legal opinion with respect to the validity of bonds was widespread.
Today, the essential components of bond opinions address the validity of the bonds
and the tax treatment of interest on the bonds, particularly, the federal tax aspects.

The bond opinion facilitates the sale of the bonds and thereby assists the issuer
in carrying out the public purpose for which the bonds are issued.

In most cases, bond counsel renders an “unqualified opinion” which essentially
means that bond counsel is “firmly convinced that the highest court of the relevant
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jurisdiction, acting reasonably and properly briefed on the issue, would reach the
legal conclusions stated in the opinion.

The “unqualified” bond opinion has become a well-accepted, and in most cases, a
required feature of municipal bond issues. While the opinion is not a guarantee, the
high standard under which it is issued essentially allows investors to factor out any
special risks regarding validity and tax exemption in pricing the bonds. The favor-
able bond opinion, delivered by recognized bond counsel, promotes the efficiency of
the municipal bond market (since bond purchasers rarely feel the need to retain sep-
arate, additional counsel) and contributes significantly to the overall successful
workings of the market.

To date, public financing has resulted in over $2 trillion of valuable state and
local infrastructure and other capital projects. Without the municipal bond market,
state and local governments would have to look to the federal government to bear
a greater share of the infrastructure costs or forego the infrastructure entirely if fed-
eral financing were not available.

The municipal bond market serves the needs of state and local governments, edu-
cational institutions, charitable organizations and certain qualified private entities
by providing efficient access to capital, and addresses the needs of the bond pur-
chasers by providing efficient access to liquid investments. The types of debt issued
include traditional general obligation and revenue bonds, so-called private activity
bonds for certain purposes and more recently, tax credit bonds for particular, special
programs.

The wide range of permitted purposes and issuers of municipal debt also ensures
a wide range of complexity in the structure of transactions. However, many aspects
of the tax laws applicable to tax-exempt debt generally apply to all transactions or
reflect long-standing requirements. This allows bond counsel and other market par-
ticipants to analyze and structure issues efficiently and permits more effective ad-
ministration and oversight of transactions. It also enhances the market’s liquidity
by allowing investors to effectively take tax risk out of their pricing decisions—as-
suming, of course, that an “unqualified” bond opinion is being offered as part of the
transaction. New forms of tax-favored financing commonly result in increased trans-
action costs, at least in the short term, as bond counsel and other market partici-
pants must familiarize themselves with the nuances of the new product and analyze
new legal and financial issues that may arise, as well as educate investors about
the new types of projects.

Existing tax laws have allowed the municipal bond market to grow and prosper.
While the 1986 Tax Reform Act imposed significant new restrictions on the munic-
ipal bond market, it nonetheless preserved the fundamental access to capital at less
expensive rates. NABL believes that any tax reform proposal should promote a more
efficient municipal bond market, but should also preserve the ability of local govern-
mental units to make independent decisions regarding the most effective way to
serve the needs of their citizens and to promote their growth and economic develop-
ment.

Simplifying and improving the efficiency of the municipal bond market is critical
to enable state and local governments to perform their role in providing cost-effec-
tive financing for ever-expanding public infrastructure needs and other public pur-
poses.

Last fall, the President’s Advisory Panel on Federal Tax Reform issued its final
report on a wide range of possible tax reforms, including provisions that would ad-
versely affect the municipal bond market. If enacted, the proposals would signifi-
cantly reduce demand for tax-exempt bonds by corporations and thus dramatically
increase interest costs for state and local governments. The proposals would also ad-
versely affect individual investors who hold the remainder of the over $2 trillion of
outstanding tax-exempt bonds, as the value of their bonds will decline in response
to a decline in their attractiveness to business.

The municipal bond market has been and remains a vital component in the fed-
eral-state relationship by providing infrastructure to the nation through local deci-
sion-making and access to the capital markets. Our members have served over the
years as advisors to various market participants to develop successful financing pro-
grams that meet the needs of the state and local governments and their constituents
and, where appropriate, incorporate innovative financing techniques to assure the
most effective capital program for each issuer across the country.

NABL is dedicated to assuring that the market remains confident in the value
of the opinions we render. We intend to continue to promote the municipal bond
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market to ensure that it remains a safe, liquid and transparent market for all of
its participants, issuers and investors alike.
Thank you.

——

Chairman CAMP. Thank you very much, Mr. St. Onge. Mr.
Green, you have 5 minutes and your full statement will be part of
the record, as well.

STATEMENT OF MICAH S. GREEN, PRESIDENT AND CEO, THE
BOND MARKET ASSOCIATION

Mr. GREEN. Thank you, Chairman Camp. It’s a great pleasure
to testify before you today on tax-preferred bonds. The Bond Mar-
ket Association represents underwriters and dealers of all bonds
and related products, and most particularly the over two trillion
dollar outstanding municipal bond market. We have a longstanding
tradition of working very closely with this Committee on Ways and
Means, and have appreciated your leadership over the years on
these issues.

Our members firmly believe in the value and efficiency of the
tax-exemption for municipal bonds which illustrates inter-govern-
mental relations at its very best.

Since association members underwrite and trade both taxable
and tax-exempt securities, we could theoretically be indifferent to-
ward the tax treatment of state and local government bonds. How-
ever, in that regard, our comments here today reflect our interest
in seeing the most efficient municipal bond market possible, that
work best for taxpayers, state and local governments and investors,
and the Federal Government in meeting national interests.

In sum, our comments are these. The Federal tax-exemption for
municipal bonds is longstanding and has been affirmed by the
courts and maintained by Congress for the past nine decades. It is
complimented by a prohibition on the taxation Federal Government
bonds at the state level.

The ability of local voters and their elected officials to make deci-
sions on local infrastructure finance eliminates a layer of bureauc-
racy that is associated with Federal appropriations that can lead
to wasteful misallocation of resources.

The capital markets, because of their capacity to finance infra-
structure projects, and the inherent market discipline that pro-
vides, that they enforce on borrowers, is the best funding source for
the capital needs of the state and local governments. The tax-ex-
emption links thousands of state and local governments to the cap-
ital markets that would otherwise have no access.

In many ways, the municipal bond market reflects the simple ge-
nius of our Founding Fathers. It is essentially a federalist system
of public finance. It’s designed to meet local needs by making mu-
nicipal bonds attractive to investors at below market rates. It’s
those below market rates that reduce the cost of borrowing for
states and localities.

The decisions these governments make to issue bonds to inves-
tors brings with it a promise to pay timely interest and principle
back. The default rate, as a previous witness said, in the municipal
bond market is close to zero. Since the tax-exemption was explicitly



45

adopted as part of the first Internal Revenue Code 1918, Congress
has monitored it closely. At various times, lawmakers have pro-
posed to revoke the tax-exemption or replace it altogether.

These efforts have always failed, largely out of a recognition that
the municipal bond market constitutes the most efficient means
available for state and local governments to finance public infra-
structure. The market today, as a result, is a well functioning sys-
tem that efficiently provides Federal assistance for governmental
and other public purposes. Congress has recognized the financing
needs of state and local governments are unlike those of corpora-
tions and other private borrowers.

Consider that there are more than 50,000 separate municipal
bond issuers that have over one million separate bond issues out-
standing, most in amounts of less than one million dollars. For
these very small issuers, the municipal market is the only realistic
source of low-source capital. Banks would be unwilling to lend
under the same terms and the same small size and unique charac-
teristics of each municipal bond. It would prevent their broad ac-
ceptance by investors in taxable securities.

No other system can offer the low cost financing that tax-exemp-
tion provides, combined with the local control over financing deci-
sions. Municipal issuers would face significantly higher borrowing
costs if the tax-exemption were eliminated. Direct appropriations
by Congress, invariably at a level of bureaucracy that would distort
the allocation of that Federal assistance.

If such appropriations were unlimited and came with no strings
attached and no bureaucratic overlay, it would simplify the issue
of infrastructure finance.

This is obviously not possible. The tax-exempt municipal bond
market creates the appropriate partnership needed to meet Na-
tional needs at the local level.

Congress turned to such partners in the wake of the 9/11 ter-
rorist attacks, and more recently the destruction wrought by Hurri-
cane Katrina in the Gulf Coast zone, devastation at a scale that de-
mands a capital market solution.

I'd also note that Congress exempted these special bond pro-
grams from the individual AMT. This is a policy we strongly en-
dorse, and would encourage Congress to extend to all tax-exempt
private bond interests.

Congress has thoughtfully reviewed the municipal bond market
over the last several decades and shaped a system that provides
critical but limited Federal assistance, quickly, directly, and effi-
ciently. We thank you for the opportunity to testify today and look
forward to answering your questions.

[The prepared statement of Mr. Green follows:]

Statement of Micah Green, President and Chief Executive Officer,
The Bond Market Association

Thank you Chairman Camp and Ranking Member McNulty for the opportunity
to represent the municipal bond market at this hearing on tax-preferred bonds. My
name is Micah S. Green and I am President and CEO of The Bond Market Associa-
tion. While Association members include participants in all the fixed-income and
credit product markets, our roots are traced to the $2.2 trillion tax-exempt munic-
ipal bond market. Our municipal division is one of the most active in the Associa-
tion and its members underwrite 95 percent of the tax-exempt municipal bonds
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issued by state and local governments to fund important public infrastructure such
as roads, schools and hospitals.

It is important to note at the outset of this statement that Association members
play an intermediary role on the municipal markets. Bond dealers and underwriters
generally are neither significant long-term investors in, nor end users of, municipal
financing. While we believe the tax exemption for municipal securities is efficient
and effective, ultimately, our members would underwrite and trade any securities
issued by states and localities, no matter the nature of their tax preference. The As-
sociation’s conclusions in this statement reflect our collective expert view of how the
municipal bond market can work most efficiently for all stakeholders—federal tax-
payers, state and local governments and investors.

Association members believe the municipal market is an efficient and time-tested
tool for delivering federal assistance to state and local governments. Congress has
monitored the tax exemption carefully over the years and altered the tax laws gov-
erning the market when viewed as necessary. Some of the most notable changes
came with the major reforms in the Tax Reform Act of 1986. As a result, the munic-
ipal bond market today is a well-functioning system that efficiently provides federal
assistance for governmental and other public purposes—such as the 9/11 and
Katrina recovery efforts—specifically approved by Congress.

The tax exemption for municipal bonds has proven its effectiveness, and Congress
should not enact changes that will affect it in a fundamental way. There are some
aspects of the Internal Revenue Code (IRC), however, that could be modified to fur-
ther improve the efficiency of the market. For example, interest on certain tax-ex-
empt private-activity bonds is not exempt from the individual alternative-minimum
tax (AMT). These “AMT” bonds are used to finance projects with an element of pri-
vate participation specifically approved by Congress. Potential AMT tax liability
causes investors to demand a higher interest rate, which increases the borrowing
costs of the issuer. The markets would also benefit from a relaxation of the limits
on advance refunding for governmental bonds. This would bring state and local gov-
ernments greater financial flexibility. Legislative proposals to permit an additional
advance refunding have gained significant support in Congress over the last several
years.

I. Background of the Municipal Bond Market

Municipal bond issuance by American cities dates to colonial times in the 1700s.
In 1812, New York City issued the first publicly recorded municipal bond to finance
the construction of a canal. By 1843, U.S. cities had issued a total of $25 million,
mainly to finance railroads. The tax status of these bonds was understood by all at
the time to be constitutionally based under the doctrine of “intergovernmental tax
immunity.” In 1895, the Supreme Court explicitly and unanimously affirmed the ex-
emption of interest on state and local bonds. In the case of Pollack v. Farmers’ Loan
and Trust Company, the Court found that a federal tax on interest on municipal
securities under the Wilson-Gorman Tariff Act of 1894 was unconstitutional.

The Pollack case also held that an income tax more generally failed to apportion
taxation uniformly among the states as the Constitution directed. This holding
drove Congress to create a system of taxation that could be applied to the entire
population in a nondiscriminatory way. The income tax—made possible by the 16th
Amendment to the Constitution—became that system. The first IRC adopted after
passage of the 16th Amendment specifically exempted interest on state and local
bonds from the federal income tax. Municipal bond yields immediately fell in rela-
tion to corporate bonds and other taxable securities as investors recognized the eco-
nomic advantage of owning tax-exempt bonds. Borrowing costs for state and local
governments fell correspondingly.

While the Supreme Court had recognized the tax exemption for municipal bonds
as a constitutional right, Congress still made several attempts to revoke that status.
In 1923, lawmakers proposed a constitutional amendment to authorize a federal tax
on municipal bond interest. The measure passed the House but not the Senate and
was soon forgotten. Other similar but less serious efforts to alter the tax exemption
also stalled in Congress in the 1930s and 1940s. The initial AMT legislation pro-
posed in 1969 would have made all municipal bond interest taxable for AMT payers.
Under the revisions to the AMT enacted in 1986, only interest on private-activity
bonds, as noted above, is included.

In the 1970s, Congress also looked at giving state and local governments the op-
tion to issue taxable bonds and receive an interest subsidy from the federal govern-
ment. The state and local governments opposed the idea largely based on the con-
cern it would give a federal bureaucracy control over local financing decisions. The
risk 3150 existed that Congress could withdraw the subsidy after the bonds were
issued.
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The constitutional basis for the tax exemption was overturned by the Court
through the decision in the case of South Carolina v. Baker in 1988. That decision
upheld a provision of the Tax Equity and Fiscal Responsibility Act (TEFRA) that
made registration a condition of the tax exemption. The Court also specified that
the ability to grant and maintain the tax exemption for municipal bonds rests solely
with Congress.

Municipal Bonds are an Efficient Form of Federal Assistance

One of the principal reasons Congress has maintained the special status of munic-
ipal bonds is the public policy objective of providing federal assistance for the fi-
nancing by state and local governments of projects such as schools, roads, hospitals,
government buildings, low-income housing and many others. As the Anthony Com-
mission, a panel made up of lawmakers, state and local government officials and
market participants, found in the early 1990s, each of these projects in turn foster
economic growth and development in our communities. This raises tax revenue and
lowers the cost of government services, which would otherwise need to be provided
by a bureaucracy of the federal government. Of the options available to Congress,
the tax exemption on municipal bonds is clearly the most efficient way to provide
financial assistance to state and local governments. The main alternative, the con-
gressional appropriations process, has a single advantage from the perspective of
states and localities. It would be a cash grant. But for a number of reasons, the fact
a municipal bond must be repaid brings great efficiency to the financing of public
infrastructure. By contrast, the appropriations process is slower, less focused and
more susceptible to political pressure that can distort the allocation of resources. At
a minimum, appropriations require Congress to take two actions. First, a project
must be authorized. Second, money to fund the project must be officially des-
ignated—or appropriated. To achieve just these initial steps involves overcoming
routine obstacles such as the congressional schedule and political competition from
constituencies of other appropriations candidates. Sound projects can lose out as
limited federal resources are directed to earmarked projects that may be economi-
cally less worthy. It is common for a significant time lag to occur between the au-
thorization and appropriation steps, a period in which project costs can only grow.
The wait for federal funding can leave state and local governments uncertain of how
to best allocate their own infrastructure funding resources for years at a time. And
while local input can be involved in the appropriations process, decision making on
important details of projects is often far removed from the local level.

Once a project is authorized and appropriated, it faces a different set of obstacles
associated with the federal bureaucracy tasked with its implementation. This usu-
ally takes the form of a lengthy review meant to ensure the project conforms to an
agency’s rules.

By contrast, decisions as to which specific projects receive municipal bond financ-
ing are appropriately made at the state or local level. Often voters themselves make
the decision through referenda. In other cases, the question is left to a political
body—a state legislature or city council—that answers to the voters. In making the
decision to issue municipal bonds, governments typically analyze other funding op-
tions such as raising fees or taxes. The process provides a sort of political test to
judge the importance of the project to the community. This is a solely local test. In-
dividual financing decisions do not depend on input from or the approval of the fed-
eral government as long as the project being financed meets the guidelines estab-
lished by Congress for the appropriate use of the tax exemption.

The process of issuing a municipal bond requires more than just political approval
by a state or local government. The bonds are contracts to pay interest and repay
principal, so the issuer must maintain the confidence of investors that payments
will be made. While the majority of municipal bonds are held directly or indirectly
by individuals, it remains a market dominated by professional, sophisticated invest-
ment managers. They perform careful due diligence on all investments. Most bonds
are reviewed and rated by a credit rating agency. A majority of new bonds are in-
sured by a bond insurance company, which performs its own financial analysis of
the viability of a project before providing credit insurance coverage. Market partici-
pants would not invest in—and underwriters could not bring to market—bonds that
were not adequately backed by fees, a specific tax or the broader taxing authority
of a state or local government. This market test of municipal bonds also contributes
to the market’s overall efficiency by providing a check against wasteful or infeasible
projects that would amount to a misuse of federal assistance and public resources.
The incentive to issue bonds only for the most necessary and appropriate uses is
reinforced by the fact that bonds are fundamentally loans that must be repaid.

Some critics of the tax exemption for municipal bonds claim it sacrifices part of
the subsidy intended for issuers as a windfall to investors. The analysis of returns
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realized by tax-exempt investors to support this argument typically involves hypo-
thetical examples suggesting that certain investors earn excess after-tax returns on
tax-exempt bonds because they pay taxes at high marginal rates. The rates are
sometimes shown to be higher than the “break-even” tax rate implied by the ratio
of tax-exempt to taxable yields. If the ratio is at 85 percent, for example, then an
investor in a tax-exempt security would earn a pre-tax return equal to 85 percent
of the yield available on a similar taxable bond. With a maximum marginal tax rate
of 35 percent, the investor would appear to be earning a higher after-tax return on
the tax-exempt security than possible on the comparable alternative taxable secu-
rity. The difference, critics of the tax exemption for municipal bonds have argued,
represents a windfall to investors at the expense of taxpayers that would not exist
in an efficient market.
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There are two key problems with this efficiency metric. First, it assumes a mar-
ginal tax rate for municipal bond investors that is too high given the ability of in-
vestors to achieve lower effective marginal tax rates as a result of the 15 percent
rate on qualified dividends and long-term capital gains. A more realistic effective
tax rate to use to compare taxable and tax-exempt investments would be 25 percent,
a blend of the lower rate on dividends and capital gains and the highest marginal
rate on interest and other income. Second, this approach typically uses U.S. Treas-
ury securities as the comparable taxable yield to measure the municipal yield ratio.
But the difference in yield between Treasuries and municipal bonds is a factor of
much more than just the tax-exemption. Treasuries are more liquid! and of better
credit quality than any other security in the world. The Treasury market is homoge-
nous, deep and global. Treasuries are active speculative and trading instruments
held by institutional investors all over the world. The municipal bond market, on
the other hand, is fragmented and less liquid. It is a diverse market with tens of
thousands of issuers and millions of outstanding issues and maturities, many of
them very small. It is a market confined to U.S. investors—predominantly individ-
uals or their proxies. Comparing municipal yields to Treasuries inaccurately sug-
gests tax-exempt investors earn a greater return relative to taxable investments
than is the case. The London Interbank Offered Rate (LIBOR) is a better bench-
mark with which to compare tax-exempt yields because it represents the interest
rate highly rated banks generally pay. Banks are closer to the credit profile of mu-
nicipal issuers than the U.S. government. If LIBOR is substituted for Treasuries,
the same comparison shows tax-exempt municipal investors earning a much lower

1In the capital markets, liquidity refers to the ability to easily buy or sell an asset quickly
and with a minimal transaction cost. Treasuries are more liquid than municipal bonds because
they are more homogenous, are issued in very large issue sizes, and posses zero credit risk. To
the degree a bond lacks liquidity, investors demand a liquidity premium in the form of higher
yield.
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proportion of the yield on taxable securities. For yields at a 15-year maturity—about
the average maturity for municipal bond issues—the average municipal-LIBOR
yield ratio on March 10 was about 77 percent. This suggests that an average munic-
ipal bond investor was virtually indifferent between holding a tax-exempt or taxable
security.

But even using LIBOR as a benchmark, however, overstates the ratio. LIBOR ef-
fectively represents noncallable bank bond yields. Correcting for the unique charac-
teristics and features of municipal bonds such as call options and generally small
issue sizes discussed below, municipal yields would be lower and the ratio to LIBOR
lower. Note in the above graph that yield ratios for maturities greater than 15 years
are above what would be expected given the presumed 25 percent marginal tax rate
for municipal bond investors. These higher yield ratios largely reflect the heightened
call risk to investors associated with buying longer-term municipal bonds.

Viewed in this light, the municipal market is very efficient relative to taxable
yields.

When considering the relative efficiency of the municipal market in general, it is
important to remember there is no practical alternative as a means of delivering
federal assistance. Tax-credit bonds, as discussed below, are not a more efficient al-
ternative. And leaving state and local governments to finance all infrastructure
projects through the taxable markets by eliminating the tax exemption completely
would lead to dramatically higher borrowing costs.

Municipal bond issuers represent numerous and diverse credit risks. They have
unique financing needs filled by issuing small groups of bonds in serial maturities,
or series of bonds with sequential maturities. This approach provides level debt
service payments for state and local borrowers similar to a self-amortizing mortgage
loan. It also contributes to market fragmentation. Consider that 74 percent of mu-
nicipal bonds issued are for $1 million or less.2 Large, institutional investors who
dominate the taxable bond market simply are not interested in such a hetero-
geneous, diverse market dominated by millions of small issues. In addition, most
municipal bonds include call provisions that give issuers financial flexibility but also
cause investors to demand higher yields. While these terms of issuance suit the fi-
nancing needs of state and local governments, they would also make municipal
bonds unattractive to institutional investors in the taxable bond market. All but the
very largest of municipal issuers would have to pay significant premiums to inves-
tors in the form of higher yields, which of course mean higher borrowing costs.

Moreover, the marginal buyer of a fully taxable instrument reflected in Treasury
or Libor yields is not a taxed U.S. investor. The market for taxable U.S. credit in-
struments such as Treasury, agency or corporate securities is dominated by four cat-
egories of investors: non-U.S. central banks, foreign non-U.S. private investors, pen-
sion funds that pay no taxes, and life insurance companies that have very low mar-
ginal tax rates on investment income and do not benefit from the tax exemption on
municipal bonds. Individual investor ownership of taxable fixed-income instruments
has dropped dramatically in recent years3 and to the extent that it still exists, it
is mostly in tax-deferred accounts like 401(k)s and IRAs. In short, taxable bond
yields are kept low by demand from foreign sources. Surplus demand for dollar debt
securities among non-U.S. buyers is holding yields on large, liquid taxable invest-
ments down by 50 basis points or more. U.S. borrowers such as the federal govern-
ment, corporations and the government-sponsored enterprises like Fannie Mae and
Freddie Mac benefit from this situation through lower borrowing costs. Most of this
benefit would not be available to the bulk of state and local issuers, however, if they
were to issue taxable securities. The institutions that dominate the taxable bond
market are not interested in assets with the characteristics of municipal bonds.

II. Congress and the Municipal Market

While the tax exemption for municipal bonds faced the occasional threat from
Congress over the course of the 20th century, it was not until the late 1960s that
lawmakers enacted significant use restrictions on the market. Congress, in 1968,
limited the issuance of tax-exempt bonds that benefit private parties to financings
for a specific list of eligible projects and in 1969 limited the use of municipal bond
proceeds for “arbitrage” purposes, or to invest in higher-yielding securities. In 1984,
lawmakers imposed the first cap on the volume of private-activity bonds that can
be issued by each state.

2 Report on Transactions in Municipal Securities (page 19), Office of Economic Analysis, U.S.
Securities and Exchange Commission, July 1, 2004.
3 Flow of Funds, Z.1, (page 15), Federal Reserve Board, March 9, 2006.
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Tax Reform Act of 1986

With the sweeping reforms of the 1986 Act, Congress significantly tightened the
restrictions and limitations it had begun to implement in the previous decades. The
changes effectively reversed key rules dealing with private use and arbitrage. The
1986 Act also restricted the ability of issuers to advance refund4 municipal bonds
and eliminated banks as a source of demand by extending the pro rata® rule.

The 1986 Act reduced the types of projects eligible for tax-exempt “private-activity
bonds” and significantly reduced the levels of private benefit required to trigger
those tightened limitations. Prior to 1968, state and local governments had the dis-
cretion to issue tax-exempt bonds for virtually any purpose. The restrictions put in
place in 1968, 1969 and 1986 defined the public purposes that are eligible to benefit
from the lower cost financing. And where up to 25 percent of a bond’s proceeds could
be associated with private use before the 1986 Act, the limit is now 10 percent of
a bond’s proceeds. This change effectively limited the ability to use municipal bonds
to fund activities with an element of private participation to instances where the
bond is solely dedicated to a qualified private purpose.

The 1986 Act also created a new approach to regulating how bond proceeds can
be invested. Instead of generally unrestricted investment with the exception of the
escrow fund in an advance refunding, all investment became restricted or subject
to a rebate unless specifically excepted. As in 1969, this policy was driven by the
practice of some issuers to use earnings from the investment of bond proceeds to
offset the costs of bond-financed projects. In the context of the 1986 Act, almost all
such earnings were viewed as an abuse of the tax exemption and Congress sought
almost total elimination of arbitrage earnings.

The 1986 law also imposed arbitrage rebate requirements on state and local gov-
ernments. In addition to the requirement to restrict the yield on the investment of
bond proceeds, any arbitrage that might be inadvertently earned must now be re-
bated to the federal Treasury. Unfortunately, the calculations for determining
whether and how much to rebate can be extremely complex. For small, infrequent
issuers, the costs associated with complying with the rebate requirements can be
significant. The exceptions to the arbitrage rebate requirement in the 1986 Act were
for issuers who sell less than $5 million in bonds annually or in cases where bond
proceeds to finance construction are spent within a predetermined time period. In
the 20 years since the 1986 Act, the industry has sought changes to the arbitrage
provisions such as an increase in the threshold amount for determining who is a
small issuer to account for inflation.

The 1986 Act also cut back on the ability of issuers of tax-exempt municipal bonds
issued for governmental purposes to conduct “advance refundings,” or refinancing
transactions where refunding bonds are issued before the bonds being refunded are
currently callable. Instead of no refunding restrictions, under the 1986 Act, state
and local governments could advance refund governmental debt only a single time.

In limiting governmental issuers to a single advance refunding, Congress reduced
the cost in lost revenue to the Treasury but also limited the financial flexibility of
state and local governments. The economic environment from 2001 to 2004 put the
negative aspect of the single advance refunding policy into a clear focus. Low mar-
ket interest rates combined with budget pressure created both the need and the op-
portunity for many state and local governments to enter advance refunding trans-
actions. If issuers had the ability to take an additional advance refunding at that
time, it would have eased their financial strains and possibly eliminated the need
for other revenue raising options—such as tax increases. For the past decade, the
Association has advocated permitting an additional advance refunding precisely to
provide state and local governments important financial flexibility. Such a policy
would not be a return to the unlimited advance refunding authority prior to the
1986 Act, but would allow state and local governments to maximize fiscal efficiency.

Another key change made by the 1986 Act eliminated banks as a source of de-
mand and left the municipal bond market dependent largely on individual investors.
Prior to the 1986 Act, banks could deduct from taxes 80 percent of the interest cost
associated with investment in tax-exempt bonds. Under the changes, banks are
automatically disallowed a portion of their interest expense deduction for holding all
but a few excepted tax-exempt bonds. Banks, which had been a key source of insti-
tutional demand, ceased to invest in tax-exempt bonds (with the exception of quali-

4An advance refunding occurs when a new tax-exempt bond and the existing bond it was
issued to repay are both outstanding for more than 90 days.

5Pro rata refers to the requirement that corporations disallow that portion of their interest
expense deduction associated with investment in tax-exempt municipal bonds. Corporations not
involved in the business of lending are exempt from the rule if tax-exempt bonds comprise no
more than 2 percent of their assets.
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fied small issue bonds). Being restricted to a largely retail investor base—individ-
uals are the beneficial owners of 70 percent of municipal bonds—increased issuer
borrowing costs. Retail investors purchase bonds in smaller quantities than institu-
tional buyers which makes them more expensive to distribute.

Attempts to Raise Taxes on the Municipal Markets

Many of the restrictions placed on the use of tax-exempt financing in the 1970s
and 1980s were reasonable responses to perceived abuses of the tax exemption.
Some proposals, however, have represented unjustified restrictions on the tax ex-
emption. In December 1995, the Clinton Administration proposed a number of provi-
sions intended to raise government revenue that would amount to huge tax in-
creases on the municipal market. The proposals would have increased the amount
of tax property and casualty insurance companies pay on what is otherwise tax-ex-
empt income. In addition, the proposals would have discouraged corporations from
buying municipal bonds by limiting interest expense deductions for any corporation
that earned any tax-exempt interest, even if the corporation did not borrow to fi-
nance the purchase. Corporations, and property and casualty insurance companies
in particular, are a critical source of demand in the municipal market. This is espe-
cialblr true for certain sectors of the market. Congress ultimately rejected the pro-
posals.

III. The Municipal Market Today

The 1986 Act and its predecessors eliminated inappropriate loopholes and poten-
tial for abuse from the municipal market and put in its place an efficient mecha-
nism for delivering federal assistance to state and local governments. The market,
however, continues to face challenges under the continuing oversight of Congress.
Issues under consideration currently include whether certain groups or purposes
qualify for the tax exemption, potential alternatives to the tax exemption and the
fundamental efficiency of the municipal market.

Current Threats

Just over a year ago, the staff of the Joint Committee on Taxation issued a report
identifying $13.5 billion in municipal bond market tax increases as options for Con-
gress to consider in seeking to improve tax compliance. In general, these provi-
sions—such as the proposal to eliminate advance refunding—did not address con-
cerns of abuse. Instead they represented changes in tax policy. The Association
joined with a coalition of state and local governments and other bond market par-
ticipants in opposition to the proposals. We have worked with Congress to assure
those provisions likely to be enacted are implemented with minimum market disrup-
tion. For example, Congress is likely to adopt new restrictions on pooled bond fi-
nancing. The Association is seeking to have state-level bond pools, which have not
been identified as a source of compliance problems, exempted from the new restric-
tions. The Association is also urging Congress to change a proposal to have issuers
report taxpayer identification information to the IRS, making it a reporting require-
ment of Association members instead. Association members are currently required
to provide the same information for taxable bonds.

In our view, the IRS and Members of Congress are also concerned with whether
certain tax-exempt issuers are using tax-exempt financing for purposes not intended
under the current code. Audit programs in the area are ongoing. To the extent such
audits reveal real abuse of the tax exemption, the Association supports the appro-
priate enforcement action. Limited noncompliance by certain issuers, however, is not
a problem that requires broad legislative action.

Alternative Financing: Tax-Credit Bonds

The Subcommittee has asked about the relative efficiency of tax-credit bonds as
a means of financing public infrastructure projects. Congress has only authorized
three tax-credit bond programs to date for a total of $5.15 billion, though far less
has actually been issued. From that limited experience, however, it is possible to
draw two clear conclusions about such a form of financing. First: tax-credit bonds—
which provide investors a return in the form of a tax credit, not an interest pay-
ment—can provide a deeper subsidy than traditional tax-exempt bonds. Second: tax-
credit bonds would not constitute a more effective alternative to providing federal
assistance than traditional tax-exempt bonds.

Tax-credit bonds are an unusual security with limited investor demand. Under ex-
isting programs, the issuance of tax-credit bonds is subject to conditions—such as
a 10 percent matching contribution requirement for Qualified Zone Academy Bonds
(QZAB)—and the bond itself has limited flexibility. The Association has commented
extensively on tax-credit bond programs in the past, recommending structural
changes that would win the securities greater market acceptance. But even if Con-
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gress adopted all of these suggestions—newer, limited programs have made key im-
provements—tax-credit bonds would still lack a broad enough investor base to as-
sure an efficient market.

Congress first authorized tax-credit bonds in 1997 to provide financing for im-
provements to public schools. Since then, lawmakers have authorized only two new
tax-credit bond programs: $800 million for the Clean Renewable Energy Bond
(CREB) program and $350 million to aid the state and local governments in the
Gulf Coast. CREBs were enacted as part of the Energy Policy Act of 2005. The Gulf
Opportunity Zone Act authorized $200, $100 and $50 million in tax-credit bonds for
Louisiana, Mississippi and Alabama respectively.

At this writing, members of Congress have proposed a number of tax-credit bond
initiatives totaling billions of dollars. This includes $225 million in Rural Renais-
sance tax-credit bonds in the Senate’s tax reconciliation bill.

QZABs, the only program under which tax-credit bonds have been issued, have
several critical flaws that the Association has addressed before this and other con-
gressional committees. For example, the timing of the annual tax-credit may not
match the needs of the investor. Only banks, insurance companies and firms ac-
tively engaged in lending are eligible to invest in the bonds, which limits demand
and drives up borrowing costs. The limited authorized issuance, the inability to sep-
arate the tax credit from the underlying bond and restrictions on qualified investors
all hinder the liquidity of the security. Because of all the limitations associated with
tax-credit bonds, no QZAB issues have resulted in zero-cost financing as designed.
In all cases, issuers have been required to offer additional compensation to attract
investors.

CREBs and the tax-credit bonds authorized in the Katrina-relief legislation—
along with many proposed tax-credit bond programs—reflect most of the Associa-
tion’s concerns. The inability to strip the credit and the small size and limited dura-
tion of the program, however, remain as components of the programs and therefore
obstacles to broader market acceptance. While these tax-credit bond programs
achieve the policy goal of providing financing for a particular purpose, they do so
in a less efficient way than would traditional tax-exempt financing or a direct appro-
priation. Such programs also add an additional cost in the form of a new layer of
federal bureaucracy to the process of financing public infrastructure.

As noted above, even if such a tax-credit bond could be stripped and issued in un-
limited supply, along with other structural changes needed to achieve maximum
market acceptance, it would still remain a less efficient alternative than the tradi-
tional tax-exempt market. The liquidity premium inherent in municipal bonds
would only be exacerbated for the even more unique tax-credit bonds. Demand
would be limited largely to property and casualty insurance companies and a few
other investors with an interest in long-duration tax-preferred bonds. If tax-credit
bonds were issued in substantial quantities, the market would quickly become satu-
rated. Issuer borrowing costs would rise as sagging marginal demand would force
them to raise yields to lure back investors.

The 2005 Tax Reform Panel Recommendations

In 2005, President Bush appointed his Advisory Panel on Federal Tax Reform,
with a mandate to focus on a fairer and more broadly based tax code that promotes
long-run economic growth. Most tax reform discussions in recent years have in-
cluded proposals to reduce or eliminate taxes on savings and investment—a policy
with potentially huge benefits for the economy overall. The promotion of savings and
investment is important for our economy, but eliminating taxes on savings and in-
vestment would also have implications for the tax-exempt municipal bond market
and for the finances of state and local governments.

It is widely recognized that the transition to a new tax system represents perhaps
the most serious challenge in the debate. Policymakers must consider whether the
economic and social benefits of a simpler and more streamlined tax code will out-
weigh the difficulties that some will face in moving from the current to the new sys-
tem.

In its final report, the President’s Advisory Panel proposed two options, one of
which—the Simplified Income Tax Plan—would render otherwise tax-exempt munic-
ipal bonds taxable for corporations. This provision would significantly raise bor-
rowing costs for state and local governments.

Corporations hold approximately 30 percent of outstanding tax-exempt bonds, and
taking them out of the market would drastically raise the cost to states and local-
ities of financing public infrastructure financed with municipal bonds. The proposal
would leave the market dependent on individual investors as the single source of
demand for municipal bonds. The problems raised by the Panel’s proposal would be
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magnified for state and local governments if another provision, the elimination of
deductions for state and local taxes, is also enacted.

The Panel did recommend eliminating the individual AMT as part of both plans,
a policy the Association actively supports.

IV. New Uses for Tax-Exempt Private-Activity Bonds

When faced with a crisis twice in the past five years, Congress chose tax-exempt
private-activity bonds as one of the many means of providing federal financial as-
sistance. In the wake of the terrorist attacks of September 11, 2001, Congress cre-
ated the Liberty Zone in lower Manhattan and authorized $8 billion in special tax-
exempt private-activity bonds to aid in the long-term reconstruction of the area.
These Liberty Zone bonds were made available generally for non-residential real
property and residential rental property with a set percentage of lower-income ten-
ants. The legislation also permitted some issuers of governmental bonds affected by
the attacks to utilize an additional advance refunding.

Following Hurricane Katrina, Congress tailored a package of tax-exempt bond
provisions similar to but more robust than those provided in the Liberty Zone to
address the reconstruction needs of the Gulf Coast. Congress correctly recognized
the scale of devastation in the wake of Katrina was so great that reconstruction will
require the resources of the capital markets. The tax-exempt private-activity bonds
authorized in the Gulf Opportunity Zone Act, GO Zone bonds, can be used to finance
non-residential real property and qualified residential rental property in the affected
area. To date, $58.25 million in GO Zone bonds have been issued by the Mississippi
Home Corporation, that state’s housing finance agency. The GO Zone Act also per-
mits an additional advance refunding for all governmental and 501(c)(3) issuers in
the GO Zone subject to the statewide volume caps. Importantly, the GO Zone Act
also authorized one advance refunding for tax-exempt private-activity bonds issued
to finance airports, docks and wharves—a significant shift in tax policy that recog-
nizes the importance of advance refunding as a financial tool.

Congress has clearly shown faith in the ability of the municipal bond market to
effectively deliver federal assistance in recent years to include public education fa-
cilities, green buildings and road and rail-truck transfer facilities. The latter author-
ization, in particular, clears the way for the expanded use of public-private partner-
ships for a critical area of public infrastructure.

Looking Ahead

In the case of the Liberty Zone and GO Zone, one of the policies Congress chose
to deliver federal assistance was advance refunding authority. This recognition of
advance refunding as an important financial tool for state and local governments
suggests Congress should pass legislation granting an additional advance refunding
for all municipal bonds.

For similar reasons, the Association believes Congress should exempt all tax-ex-
empt private-activity bonds from the individual AMT. This policy also has a limited
congressional endorsement in both the Liberty and GO Zone programs. Liberty and
GO Zone bonds are not subject to the individual AMT, an advantage that saves
issuers from 15 to 25 basis points ¢ in borrowing costs.

Congressional revenue scorers might view such a policy shift as losing revenues,
but in practice any revenue loss would at most be only transitory. As more investors
are snared by the growing reach of the AMT, they will realize the tax exposure they
face in owning private-activity bonds subject to the AMT. Such investors will move
out of tax-exempt private-activity bonds and into municipal bonds not subject to the
AMT. This will contribute to already shrinking demand for AMT bonds and drive
issuer borrowing costs higher. This dynamic also means it is likely that exempting
all private-activity bonds from the AMT would not lead to a significant revenue loss
for the Treasury, at least beyond the near term. In the meantime, the AMT denies
tax-exempt private-activity bond issuers of the ability to borrow at the lowest cost
possible. Short of repealing the individual AMT altogether, the Association urges
Congress to exempt private-activity bonds from both the individual and corporate
AMT

V. Conclusion

Tax-exempt municipal bonds are a proven national resource. Tax-exempt munic-
ipal bonds provide the financing for public infrastructure such as schools, roads and
hospitals that improve the lives of Americans every day. Congress has carefully re-
viewed the municipal bond market over the last several decades and shaped a sys-
tem it trusts to provide critical federal assistance quickly and directly.

6 A basis point is one hundredth of a percentage point.
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Municipal bonds benefit all Americans.

Chairman CAMP. Thank you very much. Thank you for your tes-
timony, Mr. Green. We had a pretty active day on the floor today,
legislatively, and a Subcommittee Member, Congressman Doggett,
asked me if I would ask a question for him for Mr. St. Onge. His
ques?tion is, what are the highlights of your tax simplification re-
port?

Mr. ST. ONGE. We submitted two reports, as I said in my earlier
remarks. In 2002, it was a lengthy report, detailing a number of
specific recommendations. In 2004, a shorter version of that report
was submitted to this Subcommittee. A couple of the highlights;
one area would be to modify and simplify various arbitrage require-
ments, particularly those related to rebate requirements, in order
to make it simply easier to administer those rules. We don’t believe
these recommendations would fundamentally change the require-
ments of meeting the rebate rules.

For example, one of the changes proposed would be to have a
simple, 3 year, spend down period for being exempt from the re-
bate—rather than what is in place—which is a more complicated
process.

The other area that we recommended changes would be to sim-
plify the standard for what is a private activity bond. The basic
test is 10 percent private business use and 10 percent private pay-
ments. We'd prefer to have that be the standard. There are a num-
ber of subsidiary requirements that currently exist, and impose ad-
ditional requirements and complexity. Given, in particular, the vol-
ume cap, we don’t think that those other rules are necessary to
achieve the objectives.

The third item that I would mention would be we also rec-
ommend repealing the AMT as it applies to private activity bonds.
We think that creates a distortion in the marketplace that isn’t
warranted in this case.

Chairman CAMP. Thank you very much. I have a question for
Mr. Green, and then I'd ask Ms. Sledge to respond to the same
question, which is about the categories of bonds that have been in
recent legislation that have been allocated at the Federal level. Do
you think it would be more appropriate for that bonding to be allo-
cated at the state and local level, or if you have any opinion on how
the mechanism should be structured in that situation?

Mr. GREEN. Well, if you hearken back to the 1986 Tax Reform
Act, where there were significant limitations put on the issuance
of private activity bonds, it is a much more limited program—and
that hearkens to the previous panel—and it’s much more controlled
by two reasons. Number one, the definition of what bonds can be
issued for, and the overall volume caps.

As you look at specific problems, catastrophic problems, like 9/11
and Hurricane Katrina, the ability to define an allowable use of
bonds for private activity purposes that was not allowed under the
existing law and allowing an additional volume cap, or even a more
open volume cap insures that the Federal Government is meeting
the national interest of helping those areas rebuild after a cata-
strophic event.
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By putting a limitation on it, I suppose you could say from a Fed-
eral Government revenue standpoint, you're putting a limitation on
the revenue outflow, or the revenue expenditure. From the stand-
point of encouraging the activity and encouraging the access to the
capital markets to meet that national need, you could almost argue
tha