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INTRODUCTION 

The bills described in this pamphlet have been scheduled for a public 
hearing on May 8, 1981, by the Senate Finance Subcommittee on Taxa
tion and Debt ~1anagement. 

There are three bills scheduled for the hearing: S. 639 (relating to 
incenti ve stock options) , S. 702 (relating to deduction for diminution 
in value of motor carrier operating authoritie,s) , and S. 738 (relating to 
advance refunding of St. Paul Port Authority revenue bonds). 

The first part of the pamphlet is a summary of the bills. This is fol
lowed by a more detailed description of the bills, including present law, 
issues, an explanation of the bills, effective dates, and estimated revenue 
effects. 
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I. SUMMARY 

1. S. 639-Senators Packwood and Bentsen 

Incentive Stock Options 

Under present }aw, the value of a stock option granted by an em
ployer .to 'an employee is t,axed, w''hen the option is received, as ordinary 
income to the employee only if the option itself has a readily ascer
tainable f'air 11larket value. If the option does not then have a readily 
ascertainable value, the spread between the value of the stock received 
on exercise and the option price is taxed, when the option is exercised, 
as ordinary income to the employee. The employer generally is allowed 
a business expense deduction corresponding to the ordinary income 
taxed to the employee (Code sec. 83) . 

Under the bill, a compensatory stock option which meets certain 
requirenlents (called an "ince.rutive stock option" ) would not result in 
taxation to the employee either when the option is granted or when 
the option is exercised. Instead, when stock received on exercise of the 
option is sold, the employee generally would be taxed at capital gains 
rates on the difference between the amount received for the stock and 
its basis (the option price). The employer would receive no deduction 
with respect to an incentive stock option. 

Generally, the bill would apply to options exercised after Decem
ber 31, 1980. 

2. S. 702-Senators Baucus, Packwood, Cannon, Riegle, Bentsen, 
Wallop, Matsunaga, Boren, Symms, Durenberger, Jepsen, 
and Kassebaum 

Deduction for Diminution in Value of Motor Carrier 
Operating Authorities 

Under present law (Code sec. 165), a deduction is allowed for a loss 
incurred in a trade or business which is sustained during the taxable 
year and not compensated for by insurance or otherwise. In general, 
the amount of the deduction equals the adjusted basis of the property 
involved. 

As a general rule, no deduction is allowed for a decline in value of 
property absent .a sale, abandonment, or other disposition of the 
property. In several decisions, courts have de.nied a loss deduction 
where the value of an operating permit or license was reduced as a 
result of legislation expanding the numoor of licenses or permits which 
could be issued. These decisions held that the diminution in the value 
of a license or permit did not constitute an event giving rise to a loss 
deduction under Code section 165 where the license or permit continued 
to have value as a right to carryon a business. 
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The bill provides that a deduction would be allowed ratably over a 
36-month period (generally, beginning July 1, 1980.) for taxpayers 
who held motor carrier operating authorities on July 1, 1980., the date 
of enaotInent of the Motor Carrier Act of 1980.. (The 1980. statute 
lessened rest.rictions existing pursuant to prior law and administra
tive practices on entry into inJterstate mort or carrier business, as a 
resul,t .of which holders of operating authorities had ooen afforded 
protection against competition; however, an operating authority still 
must be obrt,ained to conduct interst.ate mot,or carrier business.) The 
am'Ount 'Of the deduotion would !he the greater of $50.,0.0.0 or the total 
adjusted basis of all motor carrier operating authorities held by the 
taxpayer 'On July 1, 1980. (Dr acquired after that date under a binding 
contra;crt:, in effect 'On July 1, 1980.). 

The provisions of the bill would be effective for taxable years ending 
after June 3D, 1980.. 

3. S. 738-Sena tor Duren berger 

Advance Refunding of St. Paul Port Authority Revenue Bonds 

Under present law, interest on certain industrial development bonds 
qualifies for tax exemption if substantially all the bond proceeds are 
used to provide certain "exempt activity" facilities. Interest on a re
funding issue.of 'a t:a.x-exempt industn.al development bDnd m'Ore than 
six months in advance .of the retirement of the .original bonds qualifies 
for tlax exemption .only if substantially all the proceeds of the re
funded issue were used to provide a qualified public facility. Qualified 
public facilit.ies include airports, docks, wharves, m·as.s commuting 
racilities, and parking facilities (and related storage Dr training 
fa;eilities) which are available f'Or use by the general public (Code 
sec. 10.3 (b) (7) ). 

Under the bill, interest .on an advance reftulding issue of industrial 
develDpment bonds would be exen1!pt frDm t.ax'ation, withDut regard 
to the present-law public use requirement, prDvided that: (1) the 
refunding issue is secured by a pledge of substantial revenues of the 
issuer derived from 20. or more facilities operated or leased by the 
issue,r; (2) the refunding issuer is ,a pDlitical subdivision engaged 
primarily in promoting economic development; (3) the issuer was 
created under State law at leas t 20. years prior to tile issuance 'Of the 
refunding bonds for the express purpose of promDting economic 
devel.opment; ·and (4) any deht service savings derived fr«)m 'the re
!UndIng are to be used only for the proper corporate purposes of the 
Issuer and not Ito reduce any existing 'Obligation of ,a. none.xempt 
perSDn (i.e. , any persDn other than a State Dr looal gDvernment or 
tax-exempt organizrution). ' 

The bill is inte.nded to benefit the Port Authority of tile City of 
St. Paul, Minnesota. The provisions 'Of the bill wDuld be effective 'On 
enact.ment. 



II. DESCRIPTION OF BILLS 

1. S. 639-Senators Packwood and Bentsen 

Incentive Stock Options 

Present law 
Under present law, the taxation of stock options granted by an 

employer to an employee as compensation is governed by Code section 
83. The value of the option constitutes ordinary income to the em
ployee when granted only if the option itself has a readily ascertain
able fair market value at that time. If the option does not have a 
readily ascertainable value when granted, it does not constitute ordi
nary income at that time. Instead, when the option is exercised, the 
spread between the value of the stock at exercise and the option price 
constitutes ordinary income to the eIllployee. Ordinary income on grant 
or on exercise of a stock option is treated as personal service income and 
hence generally taxed at a maximum rate of 50 percent. 

An employer which grants a stock option generally is allowed a 
business expense dednction equal to the amount includible in the 
employee's income in its corresponding taxable year (Code sec. 83 (h) ) . 

Background of tax treatment of stock options 
Restricted stock optioWJ 

The Revenue Act of 1950 enacted provisions for "restricted stock 
options," under which neither grant nor exercise of the option gave 
rise to income to the employee. Instead, income generally was recog
nized at the time the employee sold stock which had been received 
pnrsuant to exercise of the option. No deduction "as allowed to the 
employer matching the amount of income recognized by the employee 
(the gain on sale of the stock) . . 

If the option price was at least 95 percent of the market price of the 
stock at the time the option was granted, the entire anlount of any g~in 
realized by tlhe employee at the time the stock was sold was treated 
as capital gain. If the option price was between 85 and 95 percent of 
the market price at the time the option was granted, the difference 
between the market value of stock at the time of the option grant and 
the option price was treated as ordinary income when the stock was 
sold, and any additional gain at the time the stock was sold was treated 
as ca pital gain. 

For a stock option to be classified as "restricted," the option price 
had to be at least 85 percent of the market price of the stock at the 
time the option was granted; the stock or the option had to be held 
by the employee for at least two years after the date of the granting 
of the option, and the stock held for at least six months aft~r it was 
transferred to the employee; the option could not have been trans
ferable other than at death; the individual could not have held ten 
percent or more of the stock of the corp9:ra~i9.~ (unless the option price 
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was at least 110 percent of the fair market value) ; and the option 
could not ha ve been for a period of more than ten years. 

Qualified stock options 
The Revenue Act of 1964: repealed the restricted stock option pro

visions and enacted provisions for "qualified stock options." These 
qualified stock options generally were taxed similarly to restricted 
stock options.. 

Qualified options had to be granted with an option price of at least 
the stock's market price when the option was granted (subject to a 150-
percent inclusion in income ,,,here a good faith attempt to meet this 
requirement failed). In addition, qualified stock options were subject 
to the requirements that the stock had to be held three years or more; 
t.he option could not be held more than five years; stockholder ap
proval had to be obtained; the options had to be exercised in the order 
granted; and no option could be granted to shareholders owning more 
than five percent of the stock (increased up to ten percent for corpora
tions with less that $2 million equity capital). 
1969 Tax Reform Act-1Jfinbnum tax and maximum taw 

The Tax Reform Act of 1969 enacted a minimum tax, under which 
a tax was imposed equal to ten percent of the items of tax preference 
(reduced by a $30,000 exemption plus regular tax liability). Both the 
bargain element on restricted and qualified stock options and the ex
oluded portion of capital gains were items of tax preference. 

In addition, a 50-percent maximum marginal tax rate on income 
from personal services was added by the 1969 Act. Income eligible for 
this rate was reduced generally by the sum of the items of tax prefer
ence in excess of $30,000. 
19/6 Taw Reform Act-Repeal of qualified stock options 

The Tax Reform Act of 1976 repealed qualified stock option treat
ment for options granted after May 20, 1976 (except for certain tran
sitional options which will cease to be qualified after May 20, 1981). 
The 1976 Act also increased the minimum tax rate to 15 percent, re
duced the exemptions for the minimum and maximum tax, and per
mitted deferred compensation to qualify for the 50-percent maxiInum 
rate on personal service income. 

Revenue Act of 19/8-Treatment of capital gains 
The Revenue Act of 1978 removed the excluded portion of capital 

gains from the minimum and maximum tax and made it subject to a 
new alternative minimum tax. In addition, taxes on capital gains were 
reduced, so that the maximum rate of tax on capital gains is 28 percent. 

Issue 
The principal issue is whether to reinstitute rules for tax treatment of 

stock options under which the employee would not recognize income 
on receipt of the option or exprcise of the option, the employee would 
be taxed only at capital gains rates at the time the stock is sold, and 
the employer would not receive a deduction with respect to the option. 

Explanation of the bill 
In general 

The bill would enact provisions for "incentive stock options," which 
would be taxed in a manner similar to the tax treatment previously 
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applied to restricted and qualified stock options. That is, there would 
be no tax consequences when an incentive stock option is granted or 
when the option is exercised, and the employee would be taxed at 
capital gains rates when the stock received on exercise of the option is 
sold. Similarly, no business expense deduction would be allowed to the 
employer with respect to an incentive stock option. 

'I'he term "incentive stock option" would mean an option granted to 
an individual, for any reason connected with his or her employment, 
by the employer corporation or by a parent or subsidiary corporation 
of the employer corporation, to purchase stock of any of such 
corporations. 

RequiremA3nts (holding period, etc.) 
To receive incentive stock option treatment, the bill would provide 

that the employee must not dispose of the stock within two years after 
the option was granted, and must hold the stock itself for at least one 
year. If all requirements other than these holding period rules are met, 
the tax would be imposed on sale of the stock, but gain would be treated 
as ordinary income rather than capital gain, and the employer would 
be allowed a deduction at that time.1 

In addition, for the entire time from the date of granting the op
tion until three months before the date of exercise, the option holder 
must be an employee either of the company granting the option, a 
parent or subsidiary of that corporation, or a corporation (or parent 
or subsidiary of that corporation) which has assumed the option of 
another corporation as a result of a corporate reorganization, liquida
tion, etc. This requirement and the holding period requirements would 
be waived in the case of the death of the employee.2 

Terms of option 
For an option to qualify as an "incentive stock option," the bill 

would provide that the terms of the option itself would have to meet 
the following conditions: 

1. The option must be granted under a plan specifying the number 
of shares of stock to be issued and the employees or class of employees 
to receive the options. This plan must be approved by the stockholders 
of the corporation within 12 months before or afte.r the plan is 
adopted. 

2. The option must be granted within ten years of the date the plan 
is adopted or the date the plan is approved by the stockholders, which
ever is earlier. 

3. The opinion must by its terms be exercisable only within ten years 
of the date it is granted. 

4. The option price must equal or exceed the fair market value of 
the stook at the tim,e the option is granted. This requirement would 
be deemed satisfied if there had been a good faith attempt to value 

1 In the case of a sale which does not meet the holding period requirements, the 
amount of ordinary income, and the amount of the employer's dedUction, would be 
limited to the difference between the amount realized on the sale and the option 
price. 

2 For purposes of the holding period requirements, the bill also would provide 
that certain transfers by an insolvent individual of stock received pursuant 
to exercise of an incentive stock option are not to be treated as dispositions of 
such stock. The transfers which would be covered by this rule are transfers to 
11 trustee, receiver, or similnr fiduciary, or other transfers for the benefit of the 
individual's creditors, ill a Imnkruptcy case or similar insolvency proceeding. 
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the stock accurately, even if the option price was less than the stock 
value. 

5. The option by its terms must be nontransferable other than at 
death and must be exercisable during the employee's lifetime only by 
the employee. 

6. The employee must not, immediately before the option is granted, 
own stock representing more than ten percent of the voting power 
or value of all classes of stock of the employer oorporation or its 
parent or subsidiary.3 However, the stock ownership limitation would 
be waived if the option price is at least 110 percent of the fair m_arket 
value (at the time the option is granted) of the stock subjeCit to the 
option and the option by its terms is not exercisable more than five 
years from the d3Jte it is granted. 

Other' rule8 
The bill would provide that stock acquired on exercise of the option 

could be paid for with stock of the corporation granting the option. 
The difference between the option price and the fair market value 

of the stock at the exercise of the option would not be an item of tax 
preference. 

Also under the bill, any option which is a qualified stock option 
'Or restricted stock option under present law would become an incen
tive stock option if it was not exercised before January 1, 1981, and 
if it otherwise satisfies requirements for incentive stock options. 

Eff ective date 
The bill generally would apply to options exercised after Decem

ber 31, 1980. However, in the case of an option which ''''as granted on or 
before December 31. 1980 and which was not a qualified option, the 
corporation grantin!! the option cOllld elect (within six months after 
enactment of the bill) to have the option not treated as an incentive 
stock option. 

In the case 'Of an option granted before 1982, the modification or 
deletion of any stock appreciation right or right to receive cash pay
ments to permit the option to qualify as an incentive stock option 
could be made within six months of the enactment of the bill without 
the modification being treated as the grant 'Of a new option. 

Revenue effect 
It is estimated that the bill would reduce budget receipts hy a. negli

gible amount in fiscal year 1981 and by less than $5 lnil1ion annually 
in fiscal years 1982 through 1984. It is further estimated thai(-, this bill 
would increase budR:et receipts by $15 million in fiscal year 1985 and by 
$30 million in fiscal year 1986. 

Prior Congressional action 
In the 96th Congress, the Senate Finance Committee reported a bill 

(H.R. 5829, sec. 224) inclnding substant.ially identical provisions for 
incentive stock options (Sen. Rpt. 96-940). No further action was 
taken on that bill. 

3 For this purpose, the individual would be considered to own stock owned 
directly or indirectly by brothers and sisters, spouse, ancestors, and lineal des
cendants, and stock owned directly or indirectly by a corporation, partnership, 
estate, or trust would be considered as being owned proportionately by share
holders, partners, or beneficiaries. 



2. S. 702-Senators Baucus, Packwood, Cannon, Riegle, Bentsen, 
Wallop, Matsunaga, Boren, Symms, Durenberger, Jepsen, 
and Kassebaum 

Deduction for Diminution in Value of Motor Carrier 
Operating Authorities 

Present law 
Background 

Enacted in 1935, Part II of the Interstate Commerce Act (the "1935 
Act") provided the basic framework for regulation of the motor car
rier industrv until enactment of the Motor Carrier Act of 1980. Under 
the 1935 Act, carriers were obligated to provide nondiscriminatory 
service at regulated rates for the public convenience and necessity, 
and further industry regulation was effected by issuing or withholding 
certificates of operating authority. 

During the period 1935 to 1980, the Interstate Commerce Commis
sion ("ICC") granted a limited number of permits and certificates of 
operating authority to motor carriers and freight forwarders. The 
basis for the grant of an authority from the ICC was a showing that 
additional service of the type for which authority was sought was or 
would be required by the public convenienee and necessity. Businesses 
with existing operating rights could intervene in a proceeding for a 
request of operating authority to show that the proposed service was 
not or would not be required by the public convenience and necessity. 

The right of existing operators to intervene (based on ICC pro
cedural rules) and the applicant's burden of showing that the pro
posed service was required by the public convenience and necessity 
(based on the 1935 Act) gave existing operators protection against 
competition. Persons wishing to either enter the motor carrier busi
ness or expand an existing business therefore often would purchase 
an existing business with its operating authority. 

Substantial amounts were paid for these operating authorities, re
flecting, in part, the protection against competition afforded to author
ity owners under ICC administration of the 1935 Act. The value of the 
operating authorities provided owners with an asset that constituted 
a substantial part of a carrier's asset structure (sometimes amount
ing to over 50 percent of a concern's assets) and a source of loan col
lateral. 

In 1975, the ICC began to grant a higher percentage of requests for 
operating authorities lU1der the standard of "required by the public 
convenience and necessity." On .Julv 1, 1980, the Motor Carrier Act of 
1980 was enacted (P.L. 96-296). Under the 1980 Act, applicants do 
not need to show that the proposed service is required by the public 
convenience and necessity. Existing operators protesting the grant of 
an aut.hority bear the burden of showing the proposed service is in
consistent with that standard. Thus, the 1980 statute further lessened 

(9) 
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restrictions existing pursuant to prior law and administraive practices 
on entry into interstate motor carrier business. However, an operating 
authority still must be obtained in order to conduct interstate motor 
earrier business. 

The ICC, following an opinion of the Financial Accounting Stand
ards Board, has required that the value assigned to certificates of 
authority in the regulated books of motor carriers be written off in one 
year. 

Deduction for realized l088 of property 
Section 165 of the Code allows a deduction for certain losses, includ

ing any loss incurred in a trade or business which is sustained during 
the taxable year and not compensated for by insurance or otherwise. 
In general. the amonnt. of the deollrt.ion equals the adjusted basis of 
the property involved (Code sec. 165 (b) ) . 

Treasury rep-ulations provide thRt t.o be allowabJe as a deduct.ion, 
the loss must be realized, i.e., "evidenced by closed and completed 
transactions, fixed by identifiable events" (Reg. ~ 1.165-1 (b». As a 
general rule, no deduction is allowed for a decline in value of property 
absent a sale, abandonment, or other disposition of the property 1 nor 
for loss of anticipated income or profits.2 Thus, in order for a loss to 
be allowed under present law, generally either the business must be 
discontinued or the property must be abandoned or permanently dis
carded from use in the business (Reg. § 1.165-2). Generally, if a cap
ital asset declines in value and is sold or exchanged at a loss, the loss 
is a capital loss, the deduction of which is subject to the limitations 
of Code sections 1211-1212· (Code sec. 165(f». 

The courts in several decisions 3 have denied a loss deducti'On where 
the value of an operating permit 'Or license decreased as a result of 
legisla,tion expanding the number 'Of licenses or permits which could 
be issued. These decisions held that the diminuti'On in the value of a 
license or permit did not. constitute an event giving rise to a loss 
deduction under Code section 165 where the license or permit con
tinued to have value as a right to carryon a business. 

In the Consolidated Freight Lines case,4 the Ninth Circnit denied 
deductions for lost "monopoly rights" when the State of Washington 
dereguhlJted the intrastat.e motor carrier industry by elimin3iting re
strictions on entry. The court re,Hsoned that the taxpayer had not lost 
any rights conferred by the certificate of opemting authority because 
the taxpayer was still permitted to do business and the operating 

1 See, e.g., Reporter Publiahing 00., Inc. v. Oomm'r, 201 F. 2d 743 (10th Cir.) , 
cert. den., 345 U.S. 993 (1953) (no deduction allowed to newspaper for decline in 
va lue of its membership in Associated Press after exclusivity feature held to 
violate antitrust laws) ; Monroe W. Beatty, 46 T.C. 835 (1966) (no deduction 
allowed for diminution in a value of liquor license resulting from amendment of 
State la w limiting grant of such licenses) . 

2 See, e.g., Alaop v. Oomm'r, 290 F. 2d 726 (2d Cir. 1961) ; lIfarka v. Oomm'r, 
390 F. 2d 598 (9th Cir.), cert. den., 393 U.S. 883 (1968) (no loss deduction for 
difference between actual earnings and what taxpayer's earnings would have 
been absent revocation of her teaching credentials). 

300nsolidated Freight Lines, Inc. V. Oomm'r, 37 B.T.A. 576 (1938), aff'd, 101 
F . 2d 813 (9th Cir.), cert. den., 308 U.S. 562 (1939) ; Mom"oe W. Beatty, 8twra 
note 1. 

• Note 3, aupra. 
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authority had not given 'any further rights. Any "monopoly rights," 
the court sta~d, resulted from legislation and State administration 
restricting the ,av.ailabili,ty of operating authorities. Since the tax
payer oould nOot own (or purchase) property rights in legisla~tion or 
regul'ations, repeal or modificakion of legislation or regul3!tions did 
not give rise to a deductible loss, even if such action had the result of 
making the taxpayer's business property less valuable. 

Issues 
The principal issue is whether a ,taxpayer should be allowed a 

deduction on account of diminution in value of its business resulting 
from the Federal deregulation of any industry. A second issue is 
whether such a deduction should be a deduction for an ordinary loss 
or a ca'pitalloss. 

If such a deduction is to be provided to motor carrier operators, 
other issues include whether the amount of the deduction should be 
limited to the taXJpayer's adjusted basis (either in the certificate of 
opeDating authority or in its motor carrier business as a whole), and 
w'hether there should be an additional limit based on the-actual loss 
of fair market vallle (either the value of the certificate or of the 
business as a whole) resulting from deregula.tion. Another issue is 
whether motor carrier businesses which held and benefited from certifi
oates for a period of time before deregulation should be given the 
same tax relief as businesses whieh acquired their certificates shortly 
before deregulation.. 

Explanation of the bill 
The bill provides that an ordina.ry deduction would be allowed 

ratably over a 36-month period for taxpayers who held one or more 
motor carrier operating authorities on .ruly 1, 1980. The amount of 
the deduction would be the greater of $50~000 or the total adjusted 
bases of all motor carrier operating authorities either held by the tax
payer on Jnly 1, 1980 or acqnired after that date under a binding con
tract in effect on July 1, 1980. (The minimum deduction of $:)0,000 
would be available even if that amount exceeds the operator's invest
ment in its operating rights or exceeds the yalue of such rights.) The 
3n-month ppriod would begin .r nly 1, 1980 (or at the taxpayer's elec
tion, with the first month of t.he taxpayer's first taxable year begin
ninQ' after .rulv 1,1980). 

Under the bill, adjustments would be made to the bases of operat
ing authorities held on .July 1. 1980 (or acquired thereafter under a 
binding contract in effect on'July 1. 1980) to reflect amounts that would 
be allowable as deductions under the bill.5 

The bill also would nrovide special rules relating to component 
members of a controlled groun of corporlltions. Under the bill. the 
controll('d group would be treatea as a single taxnayer. If the deduc
tion of $50.000 is allm,ed (exceeding the total adjusted hases of oper
ating anthorities held by the group on July 1, 1980), the deduction 

5 The bill would not provide whether adjustments would be made to the bases 
of other property of the taxpayer if the deduction allowa ble under the bill exceeds 
the taxpayer's adjusted hases in operating authorities, Tl1il"; situation could arise 
und{'r the bill if the adjusted bases of operating authorities are less than the 
alternative $50,000 deduction. 



12 

would be apportioned among the component members in accordance 
with Treasury regulations. 

Effective date 
The provisions of the bill would be effective for taxable years ending 

after June 30, 1980. 

Revenue effect 
It is estimated that the bill would reduce budget receipts by $40 

million in fiscal year 1981, $'291 million in 1982, $143 million in 1983, 
and $55 million in 1984. 



3. S. 738-Senator Durenberger 

Advance Refunding of St. Paul Port Authority Revenue Bonds 

Present law 
/ ndustrial development bonds-/ n general 

In general, interest on State and local government bonds is exempt 
from Federal income tax (Code sec. 103 (a) ). However, with certain 
exceptions, this exemption does not apply to interest on State and local 
government issues of "industrial development bonds." An obligation 
constitutes an industrial development bond if (1) all or a major portion 
of the proceeds of the issue are to be used in any trade or business of a 
person other than a State or local government or tax-exempt organiza
tion, and (2) payment of principal or interest is secured by an interest 
in, or derived from payments with respect to, property, or borrowed 
money, used in a trade or business (sec. 103 (b) (2)). 

Under one exception to the general rule of taxability of interest on 
industrial development bonds, the exemption applies to such bonds if 
the proceeds are used to provide facilities for certain exempt activities. 
Such exempt activity facilities include convention and trade show 
facilities (sec. 103 (b) (4) (C)) and airports, docks, wharves, mass com
muting facilities, parking facilities , and storage or training facilities 
directly related to any of the foregoing (sec. 103 (b) (4) (D) ) . 

In general, in order to qualify as an exempt activity facility, the 
facility must satisfy a public use requirement; that is, it must serve or 
be available on a regular basis for general public use or be part of a 
facility so used (Treas. Reg. § 1.103-8 (a) (2)). Transportation facili
ties in general satisfy the public use requirement if available for use by 
members of the general public or by common carriers or charter carriers 
which serve members of the general public (Treas. Reg. § 1.103-8 (e) 
(1) ). Also, a dock or wharf which is part of a public port satisfies the 
public use requirement (Treas. Reg. § 1.103-8 (e) (1)). Convention and 
trade show facilities in general satisfy the public use requirmnent if 
available for an appropriate charge or rental for use by members of the 
general puiblic. However, such facilities do not satisfy the public use 
test if use is limited by long-term leases to 'a single user or group of 
users (Treas. Reg. § 1.103-8 (d) (1)). 
Refunding bond issues 

Present law restricts the availability of Federal income tax exemp
tion with respect to "refunding issues" of those industrial development 
bonds which themselves qualify for interest exemption. In general, re
funding issues are bonds from which the ,proceeds are used to redeem 
owtstanding bonds. Refunding issues are issued typically to take ad
vantage of lower current interest rart:.e.s, or to remove restrictive oove
nanJts in the original bond issue. 

(13) 
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Ad¥ance refunding issues are b'Onds issued m'Ore than six m'Onths 
pri'Or to the retirement 'Of the 'Original bonds. In an advance re
funding, both the 'Original issue and the refunding issue remain 
'Outstanding. 

In general, interest 'On an advance refunding issue 'Of an industrial 
devel'Opment b'Ond is tax-exempt 'Only if substantially all the pr'Oceeds 
'Of the refunded issue were used t'O pr'Ovide a qualified public facility 
(C'Ode sec. 103 (b) (7) ). Qualified public facilities, f'Or this purp'Ose, are. 
(1) c'Onventi'On and trade sh'Ow facilities and (2) airp'Orts~ d'Ocks, 
wharves, and mass c'Ommuting facilities (and st'Orage 'Or training 
facilities directly related theret'O) which are generally available to 
the general public. 

Facilities that qualify as exempt activity facilities because they are 
available f'Or use by c'Omm'On carriers 'Or by charter carriers that serve 
members 'Of the general public are. n'Ot c'Onsidered t'O be qualified public 
facilities f'Or purp'Oses 'Of C'Ode sec. 103 (b) (7) unless th'Ose facilities 
directly serve the general public 'Or are available 'On a regular basis 
f'Or general public use. Als'O, facilities that are part 'Of a qualified pub
lic facility are n'Ot c'Onsidered t'O be qualified public facilities unless 
they als'O directly serve the general public 'Or are available 'On a regula)' 
basis f'Or general public use. 

F'Or example, a repair f,acility located in a public port that is 'Owned 
by ~a n'Onexempt person, or leased ,t'O or'assigned It'O a n'Onexempt person 
permanently Dr f'Or the maj'Or p'Orti'On 'Of its useful life, does n'Ot meet 
the availability test if the facility does n'Ot pr'Ovide services t'O the gen
eral public (e.g., repair services f'Or all b'Oats) 'Or is n'Ot available 'On a 
regular basis f'Or general public use. H'Owever, a facility that is 'Owned 
by a g'Overnmental unit is c'Onsidered t'O be available t'O the general 
public if it is leased to 'Or assigned t'O a n'Onexempt person 'On a sh'Ort
term basis, pr'Ovided that the facility is available t'O the general public 
f'Or a maj'Or p'Orti'On 'Of its useful life. 

Issue 
11he issue is whether certain present law restricti'Ons (rel,ruting t'O the 

ipUJbli'c-use requirement) on advance refunding 'Of industrial develop
mellJt b'Onds shDuld 'apply in the case 'Of the prDposed adVlance refund
ing 'Of revenue bDnds issued by the Port Auth'Ority of the City 'Of St. 
P'aul, l\1innesOlta, as well as whether rtfu'Ose restricti'Ons sh'Ould apply 
in the case of any other issuer which CQuld meet the requirements set 
f'OrtJh in the bill. 

Explanation of the bill 
Under the bill, interest on a refunding issue 'Of ~ndustrial develop

ment b'Onds w'Ould be exempt fr'Om Federal inc'Ome taxati'On, with 'Out 
regard t'O whether the proceeds 'Of the refunded issue were used to 
pr'Ovide ra qualified public facility, if certain requirements -are met. 

These requirements 'W'Ould be that: (1) the refunding issue is se
cured bya pledge of substantial revenu~ of the issuer derived from 
20 'Or mQre facilities oper3!ted Dr leased hy the issuer; (2) the refund
ing issuer is a political subdivision engaged primarily in prom'Oting 
eoon'Omic devel'Opment; (3) the issuer was created under State law at 
least 20 years prior to the issuance 'Of the refunding bonds fQr the 
express purpose of promoting ecQnomic devel'Opment; and (4) any 
debt service savings derived from the refunding are to be used 'Only 
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for the pr'Oper corporate purposes of the issuer and n'Ot to reduce any 
existing obligati'On 'Of a n'Onexempt person (i.e., any person 'Other than 
a State 'Or local government 'Or tax-exempt 'Organizati'On). 

The intended beneficiary 'Of the bill would be the P'Ort Authority of 
the City of St. Paul, Mimlesota. The Port Authority's revenue bonds 
are secured by a pledge of substantially all 'Of its revenues derived 

. from f'acilities 'Owned by the Port Authority but leased to priva,te 
companies. The Port Authority desires to refund its pri'Or issues in 
order to relieve itself 'Of restriCJti ve covenants no longer required by 
existing market conditions ,and to reduce the debt service on its obliga
tions. The bill w'Ould also benefit any other issuer that mee.ts the re.
quirements specified in the hill. 

Effective date 
The provisions 'Of the bill would be effective on enactment. 

Revenue effect 
If the only beneficiary 'Of the bill would be the Port Authority 'Of 

,the City 'Of St. Paul, it is estimated that the bill would reduce budget 
receipts by $3 million in fiscal year 1982 and by $6 million annually in 
fisoal years 1983 through 1986. If other issuers also could meet the 
requirements of the bill, rus introduced, the estimated reduction of 
budget receipts would he substantially greater. 

o 




