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INTRODUCTION 

The Subcommittee on Oversight of the Committee on Ways and 
Means has scheduled a hearing on June 21, 1985, regarding the use 
of tax-exempt industrial development bonds (IDBs) to finance mul
tifamily residential rental property. Specifically, the Subcommittee 
intends to focus on the effectiveness and adequacy of the present
law set-aside rules targeting use of housing units financed with 
these IDBs to low- and moderate-income families. This pamphlet, 1 

prepared in connection with the hearing, provides descriptions of 
present law and legislative background, issues related to the 
present-law provisions governing issuance of these bonds, and reve
nue analysis. 

On August 8, 1984, the Joint Committee on Taxation requested 
the General Accounting Office to study the use of tax-exempt bonds 
for multifamily residential rental property. GAO will report its 
findings at the Subcommittee hearing. The Joint Committee's 
letter to GAO is reproduced as an appendix to this pamphlet. 

1 This pamphlet may be cited as follows: Joint Committee on Taxation, Tax·Exempt Bonds for 
Multifamily Residential Rental Property (JCS-19-85J, June 17, 1985. 
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I. SUMMARY 

Interest on State and local government obligations generally is 
exempt from Federal income tax (Code sec. 103). This rule permits 
State and local governments to issue tax-exempt obligations to fi
nance traditional public projects and services and permits private 
nonprofit organizations (described in sec. 501(cX3» to benefit from 
tax-exempt financing. State and local governments further are per
mitted to provide tax-exempt financing for certain private activi
ties (e.g., by means of industrial development bonds, student loan 
bonds, and mortgage subsidy bonds). 

Industrial development bonds (lDBs) are bonds that are issued 
for use in a trade or business of a nonexempt person, and the pay
ment of which is to be derived from, or is secured by, money or 
property used in a trade or business. Interest on lOBs is tax
exempt only when the IDBs are issued to finance certain specified 
activities. One of the activities for which tax-exempt IDBs may be 
issued is to finance projects for multifamily residential rental prop
erty. At least 20 percent (15 percent in targeted areas) of the hous
ing units in a project financed with tax-exempt IDBs must be . held 
for occupancy by individuals of low -or moderate-income. The Code 
defines low -or moderate-income by reference to criteria used in the 
Housing Act of 1937, with the exception that the appropriate per
centage of median gross income qualifying as low or moderate is 80 
percent. 

In the Oeficit Reduction Act of 1984, Congress imposed new re
strictions on lOBs. Among these restrictions are State volume limi
tations, additional arbitrage restrictions, a prohibition on Federal 
guarantees of tax-exempt bonds, and expansion of the requirement 
that cost recovery deductions for bond-financed property be deter
mined using the straight-line method over ACRS periods. Excep
tions were provided in the 1984 Act to exempt lOBs for multifamily 
residential rental property from most of the new restrictions en
acted in 1984, including the restrictions cited as examples in the 
preceding sentence. 
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II. DESCRIPTION OF PRESENT LAW 

A. Overview 

State and local government obligations 
Interest on State and local government obligations generally is 

exempt from Federal income tax (Code sec. 103). Under this rule, 
State and local governments may issue tax-exempt bonds to finance 
public projects or services, including facilities such as schools, 
roads, and water and sewer facilities. Additionally, State and local 
governments may provide tax-exempt financing for use by tax
exempt charitable, religious, scientific, or educational organizations 
(described in sec. 501(cX3» and may provide · such financing for cer
tain private activities (e.g., by means of industrial development 
bonds, student loan bonds, and mortgage subsidy bonds). 

Industrial development bonds 
Industrial development bonds (IDBs) are obligations issued as 

part of an issue all or a major portion of the proceeds of which are 
to be used in a trade or business carried on by a nonexempt person 
and the payment of principal or interest on which is derived from, 
or secured by, money or property used in a trade or business. A 
nonexempt person is defined to mean all persons other than State 
or local governments or tax-exempt charitable, religious, scientific, 
or educational organizations (as described in sec. 501(c)(3». Interest 
on IDBs is tax-exempt only if the bonds are issued for certain speci
fied purposes. 

One of the exceptions pursuant to which interest on IDBs is tax
exempt is where the proceeds of the bonds are used to finance cer
tain exempt activities. Under this exempt activity exception, inter
est on IDBs is tax-exempt if the bonds are used to finance the fol
lowing activities: (1) projects for multifamily residential rental 
property;2 (2) sports facilities; (3) convention or trade show facili
ties; (4) airports, docks, wharves, mass commuting facilities, park
ing facilities, or storage or training facilities directly related to 
these facilities; (5) sewage or solid waste disposal facilities, or facili
ties for the local furnishing of electricity or gas; (6) air or water 
pollution control facilities; (7) certain facilities for the furnishing of 
water; (8) qualified hydro-electric generating facilities; or (9) local 
district heating or cooling facilities. In addition, interest on IDBs 
used to acquire or develop land as a site for an industrial park is 
exempt from tax. 

Present law also permits tax-exemption for interest on small
issue IDBs, the proceeds of which are used for the acquisition, con-

2 Residential property that consists of fewer than five units, one unit of which is occupied by 
the owner of the units, is not eligible for tax-exempt !DB financing, but that property instead is 
treated as owner-occupied housing eligible for qualified mortgage bond financing (sec. l03A). 
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struction, or improvement of certain land or depreciable property 
(the small-issue exception). This exception applies to issues of $1 
million or less without regard to related capital expenditures. Al
ternatively, the amount of the issue, together with certain related 
capital expenditures over a six-year period, may not exceed $10 
million. If an urban development action (UDAG) grant has been 
made with respect to a facility, up to $20 million of capital expendi
tures may be made. The small-issue exception expires generally 
after December 31, 1986; small-issue IDBs to finance manufactur
ing facilities may be issued under the exception for an additional 
two years, through 1988. 

B. IDBs for Multifamily Residential Rental Property 

Projects for residential rental property may be financed with tax
exempt IDBs only pursuant to the exempt activity exception, dis
cussed above (sec. 103(bX4)(A».3 Multifamily residential rental 
projects financed with tax-exempt IDBs must remain as rental 
housing for the longer of the term of the IDBs or a qualified project 
period,4 and a set-aside requirement for low- and moderate-income 
tenants also must be satisfied continuously during the qualified 
project period. Additionally, a multifamily residential rental 
project must consist of housing units that are used on other than a 
transient basis and that are available for occupancy by the general 
public, subject to the set-aside requirement. 

Required set-aside for low- or moderate-income tenants 
At least 20 percent of the housing units in a residential rental 

project must be set aside for tenants with low -or moderate-in
comes. In the case of projects located in certain targeted areas, this 
requirement is reduced to 15 percent. The determination of individ
uals of low- or moderate-income is made by reference to the rules 
established under section 8 of the Housing Act of 1937 (the 1937 
Act) for determinations of lower-income families, except that the 
percentage of family median gross income that qualifies as low or 
moderate is 80 percent. 

Present Treasury Department regulations do not provide specifi
cally that adjustments for family size are to be made in the appli
cable percentage of median gross income to be used under the Code 
restrictions. Adjustments for family size are made, however, under 
section 8 of the 1937 Act. Under the 1937 Act, the applicable per
centages of median gross income qualifying as low or moderate are 
80 percent for a family of 4; 72 percent for a family of 3; 64 percent 
for a family of 2; and 56 percent for single persons. 

The set-aside requirement must be satisfied continuously during 
the qualified project period, defined above (i.e., 20 percent of the 

3 Bonds issued under section llb of the United States Housing Act of 1937 that are IDBs must 
satisfy all Internal Revenue Code requirements applicable to lOBs for multifamily residential 
rental property. All references in this pamphlet to these IDBs include section llb bonds that 
also are lOBs. (See, II. D., below.) 

• The term qualified project period means the period beginning on the first date on which at 
least 10 percent of the units in the project are first occupied (or the date on which the IDBs are 
issued) and ending on the later of the date; (1) that is 10 years after the date on which at least 50 
percent of the units are first occupied; (2) that is a specified number of days after the date on which 
any of the units in the project is first occupied; or (3) on which any assistance provided to the 
project under section 8 of the Housing Act of 1937 terminates. 
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housing units must continue to be occupied by qualifying low -or 
moderate-income tenants). If a tenant qualifies as having a low -or 
moderate-income when he or she moves into an apartment, howev
er, that tenant continues to be treated as a low -or moderate
income tenant throughout the period the apartment is occupied, re
gardless of subsequent increases in the tenant's income. 

For purposes of the special set-aside requirement for targeted 
area · projects, the term targeted area means (1) a census tract in 
which 70 percent or more of the families have incomes that are 80 
percent or less of the applicable statewide median family income, 
or (2) an area of chronic economic distress as determined under 
statutory criteria (sec. 103A(kX3)). 

Definition of project and housing unit 
A residential rental project includes a building containing rental 

housing units and any functionally related and subordinate facili
ties. A project may include multiple buildings having similarly con
structed housing units provided the buildings are located on the 
same tract of land. Such buildings may be treated as a single 
project, however, only if the buildings are owned by the same 
person for Federal tax purposes and if the buildings are financed 
pursuant to a common plan of financing. 

Facilities that may be treated as functionally related or subordi
nate include such tenant amenities as swimming pools, other recre
ational facilities, and parking areas. Additionally, trash disposal fa
cilities and common heating and cooling plants are included as are 
housing units occupied by resident managers or maintenance per
sonnel (Treas. Reg. sec. 1.103-8(b)(4)(iii)). 

As stated above, multifamily residential rental property is eligi
ble for tax-exempt financing only if the housing units are used on 
other than a transient basis. Treasury Department regulations im
plement this requirement by defining the term housing unit as a 
unit "containing separate and complete facilities for living, sleep
ing, eating, cooking, and sanitation" (Treas. Reg. sec. 1.103-8(b)(8)). 
Hotels, dormitories, hospitals, nursing homes, and trailer parks are 
not qualified residential rental property (Treas. Reg. sec. 1.103-
8(b)(4)(i)(b)). 

Penalty for failure to comply with set-aside and rental use require
ments 

Failure to comply with the set-aside and rental use requirements 
at any time during the qualified project period (discussed above) re
sults in the interest on the bonds becoming taxable, retroactive to 
the date of issue. If noncompliance with the requirements is cor
rected within 60 days after it reasonably should have been discov
ered, the tax-exempt status of the interest on the bonds is not af
fected. 

C. Application of Other IDB Restrictions to Bonds for 
Multifamily Residential Rental Property 

Bonds that are issued to finance multifamily residential rental 
property must satisfy most of the Code restrictions that apply to 
other types of IDBs. For example, bonds issued for this purpose 



6 

must be in registered form, must satisfy prescribed public approval 
and information reporting requirements, and may not be advance 
refunded. In the case of a number of Code restrictions, however, 
special exceptions are provided for these bonds. 

State volume limitations 
The aggregate volume of tax-exempt private activity bonds issued 

in a State for any year may not exceed the greater of $150 per 
capita or $200 million (sec. 103(n)). Private activity bonds include 
most IDBs and student loan bonds. IDBs for governmentally owned 
airports, docks, wharves, mass commuting facilities, and conven
tion and trade show facilities are not subject to these volume limi
tations. Additionally, bonds to finance multifamily residential 
rental property, even though the projects are privately owned and 
operated, are not subject to the State volume limitations. 

Arbitrage restrictions 
Interest on bonds is not tax exempt if the bonds are arbitrage 

bonds (sec. 103(c)). Bonds are arbitrage bonds if the proceeds are 
reasonably expected to be used to acquire securities producing a 
yield that is materially higher than that of the bonds or to replace 
funds used to acquire such securities. This restriction applies to all 
types of tax-exempt bonds. 

IDBs other than IDBs to finance multifamily residential rental 
projects are subject to two additional arbitrage restrictions. First, 
the amount of bond proceeds that may be invested at a yield great
er than that of the bonds may not exceed 150 percent of annual 
debt service. Second, subject to certain exceptions, arbitrage earned 
on investments that are not acquired to carry out the purpose of 
the borrowing must be paid to the Federal Government at five-year 
intervals, with any remaining balance being paid 30 days after the 
bonds are retired. 

Prohibition on Federal guarantees of tax-exempt bonds 
In general, if payment of bonds is directly or indirectly guaran

teed (in whole or in part) by the Federal Government, interest on 
the bonds is not tax exempt (sec. 103(h)). Subject to exceptions for 
certain Federal guarantee programs in existence when it was en
acted, this prohibition applies both to IDBs and to most other types 
of tax-exempt bonds. A special exception is provided, however, al
lowing bonds for multifamily residential rental projects and mort
gage subsidy bonds to benefit from Federal guarantees, other than 
guarantees arising by means of Federal deposit insurance (e.g., 
FDIC or FSLIC insurance). 

Restriction on cost recovery deductions 
In general, cost recovery deductions for all property that is fi

nanced with tax-exempt bonds must be determined using the 
straight-line method over prescribed A"CRS periods. Other property 
is entitled to deductions determined using a 150-percent (175 per
cent for real property) declining balance method in the initial re-



covery years.5 The only type of property financed with tax-exempt 
IDBs that remains eligible for full ACRS deductions is multifamily 
residential rental property. 

D. Section llb of the Housing Act of 1937 

Section llb ofthe 1937 Act provides that interest on bonds issued 
pursuant to that Act is tax-exempt. Bonds issued pursuant to the 
1937 Act are used to finance private housing projects as well as to 
finance public projects. In the case of private housing projects con
structed pursuant to the 1937 Act, the bonds may be IDBs, but his
torically their tax exemption was treated as derived from the 1937 
Act rather than from the Internal Revenue Code. 

In 1982, Congress provided that the tax exemption for section llb 
bonds is derived from the Code rather than the 1937 Act. 6 The Def
icit Reduction Act of 19847 further provided that these bonds must 
satisfy Code requirements applicable to similar bonds issued under 
the Code, effective for all bonds issued after June 18, 1984. Pursu
ant to the 1984 Act, therefore, section llb bonds that are IDBs 
must satisfy all Code requirements applicable to IDBs for multi
family residential rental projects. 

5 Under present law, the cost of real property generally is recovered over an I8·year recovery 
period. Certain low· income housing is permitted a 15-year recovery period and a 200-percent de
clining balance method (rather than 175 percent). The eligibility requirements for this type of 
low-income housing are stricter than those for determining eligibility for tax-exempt financing 
(secs. 168(c)(4) and 1250(a)(1)(B». 

6 Sec. 547(a) of the Surface Transportation Assistance Act of 1982 (P.L. 97·424). 
7 P.L. 98·369. 



III. OVERVIEW OF RECENT LEGISLATIVE DEVELOPMENTS 

Before 1968, interest on State and local government bonds was 
exempt from Federal income tax regardless of the manner in 
which the proceeds of the bonds were used. In 1968, in response to 
the rapidly expanding issuance of industrial development bonds 
(lOBs) Congress restricted the use of tax-exempt lOBs to certain 
specified exempt activities (with an exception for qualifying small 
issues of lOBs). One of the exempt activities for which tax-exempt 
lOBs could continue to be issued was residential property units. 
This provision did not distinguish between multifamily rental hous
ing and single-family, owner-occupied residences, although tax
exempt bonds generally were not issued for single-family resi
dences until the 1970s. In the case of rental housing, tax exemption 
was permitted under the 1968 legislation regardless of whether the 
housing units were leased to low-, moderate-, or high-income indi
viduals. 

A. IDBs for Multifamily Residential Rental Property and 
Mortgage Subsidy Bonds 

Mortgage Subsidy Bond Tax Act of 1980 
In 1980, responding primarily to increased issues of State and 

local bonds for single-family, owner-occupied housing ("mortgage 
subsidy bonds"), Congress passed the Mortgage Subsidy Bond Tax 
Act of 1980 (the 1980 Act),8 which imposed restrictions on both 
single-family and multifamily housing bonds. The 1980 Act provid
ed that lOBs for multifamily residential rental property would be 
tax-exempt only if 20 percent or more of the housing units in the 
project were occupied by low -or moderate-income individuals. (This 
percentage is reduced to 15 percent for "targeted area" projects lo
cated in certain lower-income census tracts or areas of chronic eco
nomic distress.) The 1980 Act further provided that the low -or 
moderate-income set-aside requirement was to be applied in a 
manner consistent with the Leased Housing Program under section 
8 of the Housing Act of 1937 (the 1937 Act), i.e., individuals and 
families were generally to be considered low -or moderate-income if 
their adjusted family income did not exceed 80 percent of area 
median income as determined by the Department of Housing and 
Urban Development. 

With respect to mortgage subsidy bonds, the 1980 Act imposed 
Statewide volume ceilings and various other limitations. These ad
ditional limitations included purchase price restrictions, targeting 
rules, special arbitrage rebate requirements, and a general require
ment that bond proceeds be made available only to first-time home
buyers (except in targeted areas). The 1980 Act provided that the 

8 Title XI of the Omnibus Reconciliation Act of 1980 (P.L. 96-499l. 

(8) 
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tax exemption for mortgage subsidy bonds meeting these require
ments (Le., for qualified mortgage bonds) would expire, effective 
with respect to bonds issued after December 31, 1983.9 

Tax Equity and Fiscal Responsibility Act of 1982 
The Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA) 

made two adjustments to the rules regarding IDBs for multifamily 
residential rental property.IO First, TEFRA provided that, while 
the set-aside requirement for low -or moderate-income tenants 
would continue to be defined by reference to the requirements 
under section 8 of the 1937 Act, the percentage of family median 
gross income that qualified as low or moderate would be 80 per
cent, regardless of subsequent changes to that percentage that 
might be made under the 1937 Act. Second, TEFRA changed a 
prior-law rule that the set-aside requirement had to be satisfied for 
20 years from the date of issuance of any bond to require satisfac
tion of that requirement throughout a qualified project period, dis
cussed in II. B., above. 

In addition to these amendments to the restrictions on IDBs for 
multifamily residential rental property, TEFRA required generally 
that the cost of IDB-financed property be recovered using the 
straight-line method over the applicable ACRS periods in lieu of 
the otherwise prescribed accelerated method. An exception was 
provided permitting full ACRS cost recovery for four types of IDE
financed property, including multifamily residential rental proper
ty. 

Deficit Reduction Act of 1984 
The Deficit Reduction Act of 1984 (the 1984 Act) imposed state

wide volume limitations on most IDBs and student loan bonds (pri
vate activity bonds). Pursuant to the 1984 Act, the face amount of 
private activity bonds that may be issued by a State during any 
year is limited to the greater of (1) $150 for each resident of the 
State or (2) $200 million. IDBs to finance projects for multifamily 
residential rental property are exempted from these volume limita
tions. (Bonds issued to finance airports and certain other facilities 
also are exempt from the volume limitations, but only where the 
facilities are owned by, or on behalf of, a governmental unit.) The 
1984 Act included several additional restrictions for private activity 
bonds; projects for multifamily residential rental property were ex
empted from many of these restrictions. I I 

• Under the 1980 Act, all tax-exempt bonds for single-family. owner-occupied residences had 
to meet the requirements applicable to qualified mortgage bonds or, alternatively, qualified vet
erans' mortgage bonds. Qualified veterans' mortgage bonds are general obligation bonds used to 
finance loans to veterans. Under the 1980 Act, veterans' mortgage bonds were exempted from 
the volume and most other limitations applicable to qualified mortgage bonds. 

10 TEFRA also iiberalized certain of tfie mortgage subsidy bond restrictions adopted in 1980. 
11 In conjunction with its private activity bond restrictions, the 1984 Act extended the tax 

exemption for qualified mortgage bonds for single-family, owner-occupied housing through De
cember 31, 1987. Issuers of these bonds also were subjected to new reporting and policy state
ment requirements, intended, in part, to determine the extent to which the bond proceeds are 
made available to lower-income families. The 1984 Act also established additional restrictions 
providing an eventual phase-out of qualified veterans' mortgage bonds. 
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B. Section llb of the Housing Act of 1937 

The tax status of bonds issued under section llb of the 1937 Act 
also was modified by recent legislation. This legislation requires is
suers of these bonds to satisfy appropriate requirements of the In
ternal Revenue Code. Section llb bonds issued before June 19, 
1984, are not subject to these Code requirements. (See, II. D., 
above.) 



IV. ISSUES 

A. Efficiency of Tax-Exempt Bonds as a Housing Subsidy 

Three major Federal Government programs operate indirectly to 
subsidize low- and moderate-income families in multifamily hous
ing developments: (1) Federal mortgage insurance, (2) accelerated 
cost recovery methods and periods for tax purposes, and (3) tax
exempt financing. The combination of these incentives attempts to 
realize this housing goal by more than doubling the investor's 
after-tax rate of return. 

The subsidy from tax-exempt bonds for multifamily residential 
rental property reduces the interest rate that the developer pays 
on the borrowed funds used to finance the property, thereby in
creasing estimated after-tax profits. The lower-cost financing, in 
combination with the two other subsidies, also reduces other after
tax costs the developer must incur to undertake a multifamily 
housing project. 

Proponents of tax-exempt financing suggest that this type of fi
nancing should be retained for multifamily residential rental 
projects because Federal spending reductions (both enacted and 
proposed) have included reductions in direct Federal housing assist
ance programs. The proponents suggest that reducing or elimi
nating direct subsidies would reduce part of the developer's after
tax rate of return and would make the interest rate subsidy much 
more significant. Also, the proponents suggest that low- and moder
ate-income families, especially those that are above average in size, 
may not be able to find other adequate housing. 

Opponents of this type of tax-exempt financing suggest that the 
tax-exempt interest subsidy does not benefit true low- and moder
ate-income households in terms of reduced rents, but rather trans
lates into benefits to bond investors, higher profits for developers, 
and fees for other persons involved in issuance of the bonds. Addi
tionally, these persons point out that both the 1984 Treasury De
partment tax reform proposal and the President's current proposal 
recommend repeal of tax-exemption for all nongovernmental bonds. 
Similarly, H.R. 800 (Mr. Gephardt) and H.R. 2222 (Mr. Kemp) 
would repeal the tax exemption for IDBs. 

B. Targeting to Intended Beneficiaries 

Present law permits tax-exempt lOB financing for residential 
rental property only if a specified percentage of the housing units 
are occupied by families of low- or moderate-income. In addition to 
this general targeting to individuals, present law also targets the 
subsidy to areas of economic need. This area targeting is accom
plished by relaxing the restrictions otherwise applicable to these 

(11) 
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bonds when the property financed with the bonds is located in such ' 
an area. 

Proponents of stricter targeting criteria suggest that by targeting 
tax-exempt financing to beneficiaries with lower income levels, 
Congress and local authorities would increase the probability that 
the subsidy actually will accomplish its intended purpose. The pro
ponents suggest that private sector housing available for low- or, 
moderate-income families and located in the most economically 
needy neighborhoods generally is old, run-down, and poorly main
tained. Additionally, these persons suggest that the quality of the 
neighborhoods and the low rents that the residents can afford to 
pay inhibit profit-motivated investors from extensive maintenance 
and investment expenditures. To the extent that Federal subsidies 
are targeted effectively to low -or moderate-income families, propo
nents of targeting suggest · that the quality of housing available to ' 
these groups will improve. 

Opponents of stricter Federal targeting criteria suggest that such 
requirements compound the economic problems of providing ade
quate housing for low- and moderate-income families, because the 
greater the proportion of low-income families, the greater the need 
for financial subsidies for the developers. The opponents state that 
tax-exempt financing alone cannot provide a sufficiently deep sub
sidy in the poorest neighborhoods; this results in a mixed-income 
project that may subsidize more nonqualified families than families 
that qualify on income criteria. These persons suggest that direct 
subsidies in the form of rent supplements may be targeted to the 
beneficiaries most in need of assistance with more certainty. 

C. Efforts to Monitor Compliance with the Set-Aside and Other 
Requirements 

The requirements that a minimum percentage of the housing 
units in a residential rental project be set aside for low- or moder
ate-income tenants and that the project remain as rental property 
must be satisfied for a statutorily prescribed period. While the re
quirements must be satisfied continuously, no periodic review of 
compliance or regular reports are required. Some people argue that 
regular reviews of compliance with the Code requirements by 
owners of residential rental projects should be conducted, either by ' 
local housing agencies, by IRS, or by both. 

Proponents of regular reviews suggest that the Federal subsidy 
provided by tax-exempt financing should not be permitted unless 
the beneficiaries comply with the conditions placed on that subsidy. 
Some of these proponents suggest further that the IRS is the ap
propriate party to conduct such reviews, as it is the only party 
without an interest in continuing the tax-exemption. 

Opponents of regular reviews and Federal reporting require
ments suggest that requiring periodic reviews of compliance would 
impose an unwarranted burden on the resources of State and local 
agencies, probably in the form of additional required reports to 
IRS, when no substantial noncompliance has been documented. 
Some opponents suggest further that even the present-law require
ment that projects continuously comply with certain requirements 
is inappropriate because the current penalty for noncompliance, 
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loss of tax-exemption for the bond interest, affects bond investors 
rather than project owners, whose responsibility it is to ensure 
compliance. 

D. Efficiency of Tax-Exempt Bonds in Encouraging New Housing 
as Opposed to Churning of Existing Housing 

Tax-exempt bonds may be issued to finance a . new multifamily 
residential rental project. Bonds also may be issued to finance the 
purchase of an existing project by a new owner, subject to a mini
mum rehabilitation requirement. 12 Questions have arisen whether 
issuance of additional tax-exempt financing should be allowed with 
respect to a qualified residential rental project after the initial de
velopment and construction of the project (Le., for churning). 

Proponents of restrictions on tax-exempt financing for existing 
projects suggest that tax-exempt bonds should be issued only for 
new multifamily residential rental property because adequate 
housing otherwise would not be provided for low- and moderate
income families. These persons suggest that refinancing the same 
project to realize tax advantages associated with a change in own
ership does not promote any increase in available housing stock. 

Opponents of limiting this form of financing to new housing sug
gest that churning should be treated as any ordinary business prac
tice. They state that it is not unusual, for example, for a business 
to be resold, even . for tax purposes, with only taxable financing 
being used. These persons point out that churning may even be de
sirable, if it is accompanied by rehabilitation that substantially im
proves the quality of the existing housing. While the extent of the 
required rehabilitation may be debated, these persons suggest that 
unless tax-exempt financing is allowed in such cases, existing hous
ing may be allowed to deteriorate further, thereby resulting in ex
panded areas of economic blight. 

12 Present law requires rehabilitation expenditures equal to 15 percent of the lesser of (1) the 
cost of the project or (2) the amount of tax-exempt bonds when tax-exempt bonds are used to 
acquire existing property. 



V. REVENUE ANALYSIS 

Size and composition of the tax-exempt bond market 
Table 1 shows the growth in the volume of the tax-exempt bond 

market, by selected function, from 1975 to 1983. The table shows 
that the total volume of tax-exempt obligations increased by more 
than three-fold from $30.5 billion in 1975 to $93.3 billion in 1983. 
The volume of bonds identified for private activities (including tax
exempt IDBs, student loan bonds, mortgage subsidy bonds, and 
bonds for use by tax-exempt private hospitals and universities) in
creased by more than six-fold, from $8.9 billion in 1975 to $57.1 bil
lion in 1983. During this same period, the volume of tax-exempt 
bonds for multifamily residential rental property increased almost 
six-fold, from $0.9 billion in 1975 to $5.3 billion in 1983. As a per
centage of total tax-exempt bonds issued, bonds to finance multi
family residential rental property increased from 3 percent in 1975 
to 6 percent in 1983. 

Table I.-Volume of Tax-Exempt Bonds Issued, By Type 

[In billions of dollars; calendar years] 

Type of bond 1975 1976 1977 1978 1979 1980 1981 1982 

All tax-exempt 
bonds ..... ... ....... 30.5 35.0 46.9 49.1 48.4 54.5 55.1 84.9 

Private 
activity 
bonds ... ... ......... 8.9 11.4 17.4 19.7 28.1 32.5 30.9 49.6 

Multifamily 
residential 
rental 
property 
bonds .. ............. 0.9 1.4 2.9 2.5 2.7 2.2 1.1 5.1 

Revenue effect 

1983 

93.3 

57.1 

5.3 

Table 2 indicates the estimated revenue loss from private activity 
tax-exempt bonds during the next five fiscal years. The total reve
nue loss from all types of private activity bonds during this five
year period is estimated at $68.5 billion. The total revenue loss 
from bonds to finance multifamily residential rental property 
during this five-year period is estimated at $7.2 billion. 

(14) 
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Table 2.-Estimated R~venue Loss For Private Aetivity Tax
Exempt Bonds Under Present Law, Fiscal Years 1986-90 

[In billions of dollars] 

Type of bond 1986 1987 1988 1989 1990 1986-90 

Total private activity 
bonds ................................ 11.0 12.4 13.9 15.1 16.1 68.5 

Multifamily residential 
rental property bonds ... 1.0 1.2 1.4 1.7 1.9 7.2 

Revenue effects of tax-exempt bonds traditionally have been ex
pressed as the revenue foregone on a year-by-year basis as a result 
of the issuance of the bonds. However, tax-exempt bonds typically 
are outstanding for a number of yearS, and consequently, the issu
ance of tax-exempt bonds during a year results in revenue losses 
over a number of years. Since tax-exempt bonds result in tax ex
penditures over a' number of years, it is helpful to express the reve
nue effect of these obligations in terms of the total value of future 
revenue losses. Table 3 indicates projected future revenue losses 
from bonds forecast to be issued in calendar years 1986 through 
1990 to finance multifamily residential rental property. For exam
ple, the $7.6 billion of such bonds forecast to be issued in calendar 
year 1986 is estimated to result in total future revenue losses of 
$3.1 billion, with a present value of $2.1 billion. The authority to 
issue these bonds during the years 1986 through 1990 is, therefore, 
economically equivalent to annual authorizations totalling $20.2 
billion. 

Table 3.-Various Measures of Total Revenue Loss From IDBs for 
Multifamily Residential Rental Property Forecast To Be Issued 
in Calendar Years 1986-90 

[In billions of dollars] 

1986 1987 1988 1989 1990 

Dollar amount of estimated multifam-
ily residential rental property bonds 
issued ......................................................... 7.6 8.4 10.2 11.3 13.4 

Revenue loss: 
Total revenue loss attributable to 

bonds issued in given year ............. 3.1 3.6 4.3 4.4 4.8 
Present value (in year of issuance) 

of total ............................................... 2.1 2.4 2.9 3.0 3.2 



Hon. CHARLES A. BOWSHER, 

APPENDIX 

JOINT COMMITTEE ON TAXATION, 
Washington, DC, August 8, 1984. 

Comptroller General of the United States, 
U.S. General Accounting Office, Washington, DC. 

DEAR MR. BOWSHER: The Joint Committee on Taxation, pursuant 
to section 6103(f)(4XA) of the Internal Revenue Code of 1954, as 
amended, requests the General Accounting Office to conduct a ! 

study of the use of tax-exempt bonds to finance multifamily rental 
housing. Section 103(bX4XA) of the Code generally exempts from 
Federal income tax the interest on industrial development bonds to 
finance such housing if 20 percent or more of the units financed 
with the bond proceeds are reserved for occupancy by low- and 
moderate-income individuals. Interest on bonds issued by public 
housing agencies to finance low-income housing projects is exempt 
by virtue of sections 103(a) and (m) of the Code and section 11(b) of 
the U.S. Housing Act of 1937. 

Your work should be designed to help Congress decide whether 
tax-exempt bonds are an efficient method for making more or 
better housing available to low- and moderate-income individuals. 
We recognize that a study of this nature is a large and complex un
dertaking; therefore, after your staff has developed preliminary in
formation, we would like to meet with them to reach agreement on 
issues warranting further study and to determine whether these 
issues should be developed as part of an overall study or as a series 
of studies. Among the questions on which you should focus your 
initial efforts are the following: 

-Who benefits, and by how much, from the tax-exemption pro
vided for interest paid on these bonds? 

-To what extent are these bonds being used to finance new 
housing units as opposed to units undergoing a change of own
ership, and when previously occupied units are financed, to 
what extent does renovation occur in conjunction with the 
change of ownership? 

-What role does the tax-exemption for interest on these bonds 
play in decisions to "churn" rental housing projects for low
and moderate-income individuals? 

-How large are the costs imposed on various parties, including 
the Federal Government, States, and local governments, by the 
issuance of tax-exempt bonds for this purpose? 

-Are adequate efforts being made to monitor compliance with 
the requirement that specified numbers of units be reserved 
for low- and moderate-income individuals and with other re
quirements for tax-exemption imposed by the Code? 

(16) 
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Your initial work also should examine the effect of this tax-ex
emption on the housing market. This facet of your work should be 
directed to determine whether and how much additional housing is 
being built in response to these tax incentives. You also should 
analyze the effects of this increase in the stock of housing on local 
pousing markets and who benefits from the increase. Additionally, 
we would like you to describe the physical characteristics of some 
of the projects that have been built with the proceeds of tax
exempt bonds. Are the rental units that are reserved for low- and 
moderate-income individuals different from the other units in the 
project? Do these occupants enjoy equal access to such amenities as 
swimming pools and recreation halls? Are the housing units fi
p.anced with tax-exempt bond proceeds generally well-maintained 
over their economic life, or are they permitted to deteriorate with 
relatively little maintenance being performed? 

We expect that your designated representatives will have access 
to all IRS files, records, and returns necessary to conduct this study 
for the Joint Committee. Because of possible interest of other Con
gressional committees in this subject, we anticipate that you may 
be asked to. brief other committees on the progress of your work. 
We do not object to such briefings; however, we would like to be 
notified in advance as to the nature and time of all such briefings 
and be given an opportunity to attend. (Of course, these discussions 
could not involve any disclosure of tax returns or return informa
tion.) 

Sincerely, 

o 
DAVID H. BROCKWAY, 

Chief of Staff. 






