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INTRODUCTION

The bills described in this pamphlet have been scheduled for a
public hearing on May 13, 1983, by the Senate Finance Subcommit-
tee on Taxation and Debt Management.

There are two bills scheduled for the hearing: S. 137 (“Housing
Finance Opportunity Act of 1983”, relating to tax exemption for
qualified mortgage bonds) and S. 1061 (relating to denial of tax ex-
emption on obligations where bond proceeds are invested in feder-
ally insured deposits).

The first part of the pamphlet is a summary of the bills. This is
followed by a more detailed description of the bills, including
present law, explanation of provisions, effective dates, and estimat-
ed revenue effects.
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1. SUMMARY

1. S. 137—Senators Roth, Mitchell, Durenberger, Danforth,
Packwood, Wallop, and Others

“The Housing Finance Opportunity Act of 1983

The Mortgage Subsidy Bond Tax Act of 1980 (the “1980 Act”) im-
posed restrictions on the ability of State and local governments to
issue tax-exempt bonds to finance owner-occupied residences. The
1980 Act provides that interest on mortgage subsidy bonds is
exempt from taxation only if the bonds are “qualified mortgage
bonds” or ‘“‘qualified veterans’ mortgage bonds”. Qualified mort-
gage bonds must satisfy a number of requirements including a re-
quirement that the bonds be issued before January 1, 1984,

The bill would make permanent the tax exemption presently pro-
vided for qualified mortgage bonds.

2. S. 1061—Senator Dole

Denial of Tax Exemption Where Bond Proceeds Are Invested in
Federally Insured Deposits

Present law generally permits State and local governments to
invest the proceeds of tax-exempt bond issues in certificates of de-
posit of federally insured financial institutions. The amounts depos-
ited with the financial institutions then may be loaned for projects
which qualify for tax-exempt financing. The certificates are
pledged as security for repayment of the tax-exempt bonds. Be-
cause the certificates are insured by Federal depository insurance
agencies in amounts up to $100,000 per bondholder, the repayment
of the tax-exempt bonds effectively is guaranteed by those agencies.

The bill would eliminate the tax exemption for any obligation
which was part of an issue a significant portion of the principal or
interest on which is to be insured (directly or indirectly) by a Fed-
eral depository insurance agency as a result of the investment of
the proceeds of the issue in deposits or accounts in a federally in-
sured financial institution. However, exceptions are provided for (1)
temporary period investments, (2) bona fide debt service reserves,
and (3) reasonably required reserves.
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II. DESCRIPTION OF BILLS

1. S. 137—Senators Roth, Mitchell, Durenberger, Danforth,
Packwood, Wallop, and Others

“The Housing Finance Opportunity Act of 1983”

Present Law

Overview

The Mortgage Subsidy Bond Tax Act of 1980 (the “1980 Act”)!
imposed restrictions on the ability of State or local governments to
issue bonds, the interest on which is tax-exempt, for the purpose of
making mortgage loans on single family residences.? The 1980 Act
provides that interest on mortgage subsidy bonds is exempt from
taxation only if the bonds are “9ual]ﬁed mortgage bonds” or
“qualified veterans’ mortgage bonds”.

Qualified veterans’ mortgage bonds

Qualified veterans’ mortgage bonds are general obligation bonds,
the proceeds of which are used to finance mortgage loans to veter-
ans. The tax-exemption for veterans’ bonds is permanent.

Qualified mortgage bonds

Qualified mortgage bonds must be issued before January 1, 1984,
and must satisfy numerous requirements, discussed below.

Volume limitations

The 1980 Act restricts the aggregate annual volume of qualified
mortgage bonds that a State, and local governments within the
State, can issue. The State ceiling is equal to the greater of (1) 9
percent of the average annual aggregate principal amount of mort-
gages executed during the 3 preceding years for single-family
i)_wner-occupied residences located within the State or (2) $200 mil-
ion.

Limitation to single-family, owner-occupied residences

All proceeds (except issuance costs and reasonably required re-
serves) of qualified mortgage bonds must be used to finance the
purchase of single-family residences  located within the jurisdic-
tion of the issuing authority. Additionally, it must be reasonably

1 Title XI of the Omnibus Reconcnlmtmn Act of 1980 (Pub. L. 96-499). The isions of this
Act (i.e., Code sec. 103A) were sub ded by section 220 of the Tax Equlty and Fiscal
Res nsibility Act of 1982 (Pub, L. 97-248) (“TEFRA").

‘ax-exempt industrial development bonds also may be issued to finance projects for certain
mum-famliH residential rental housing. Tax exemption for such bonds is permanent.

3 Generally, the term single-family residence includes 2-, 3-, and 4-family resldences if (1) the
units in the residence were first occupied at least 5 years before the mortgage is executed and
(2) one unit in the residence is occupied by the owner of the units.
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expected that each residence will become the principal residence of
the mortgagor within a reasonable time after the financing is pro-
vided.

General limitation to new mortgages

With certain exceptions, all proceeds of qualified mortgage bonds
must be used for acquisition of new mortgages rather than existing
mortgages. The exceptions permit replacement of construction
period loans and other temporary initial financing, and certain re-
habilitation loans. Rehabilitation loans must be made for work
begun at least 20 years after the residence is first used and the ex-
penditures must equal 25 percent or more of the mortgagor’s ad-
justed basis in the building. Additionally, at least 75 percent of the
existing external walls of the building must be retained as such
after the rehabilitation.

Certain mortgage assumptions permitted

Loans financed by qualified mortgage bond proceeds may be as-
sumed if the residence satisfies the location and principal residence
requirements, discussed above, and the assuming mortgagor satis-
glees the three-year and purchase price requirements, discussed

low.

Limitation on advance refunding
Qualified mortgage bonds may not be advance refunded.

Targeting requirement

At least 20 percent of the proceeds of each issue must be made
available for owner-financing in “targeted areas” for a period of at
least one year. The term targeted area means a census tract in
which T0 percent or more of the families have income which is 80
percent or less of the statewide median family income, or an area
designated as an area of chronic economic distress.

Three-year requirement

In order for an issue to be a qualified mortgage issue, at least 90
percent of the mortgages financed from the bond proceeds are re-
quired to be provided to mortgagors, each of whom did not have a
present ownership interest in a principal residence at any time
during the three-year period ending on the date the mortgage is
granted.* The three-year requirement does not apply with respect
to mortgagors of residences in three situations: (1) mortgagors of
residences that are located in targeted areas; (2) mortgagors who
receive qualified home improvement loans; % and (3) mortgagors
who receive qualified rehabilitation loans.

* Section 220(c) of TEFRA reduced the percentage of bond proceeds that must be used in a
manner satisfying the three-year requirement from 100 percent to 90 percent, effective for bonds
issued after September 3, 1982,

5 Qualified home improvement loans are loans, not exceeding $15,000, that finance the alter-
ation or repair of a residence in a manner that substantially protects “the basic livability or
energy efficiency of the property” (sec. 103A(IX6)).



6

Purchase price requirement

In order for an issue to be a qualified mortgage issue, all of the
mortgages (or other financing) provided from the bond proceeds,
except qualified home improvement loans, are required to be for
the purchase of residences where the acquisition cost of each resi-
dence does not exceed 110 percent (120 percent in targeted areas) of
the average area purchase price applicable to that residence.®

Arbitrage requirements

In order for an issue to be a qualified mortgage issue, the issue is
required to meet certain limitations regarding arbitrage as to both
mortgage loans and nonmortgage investments.

Mortgage investments.—The effective rate of interest on mort-
gages provided under an issue of qualified mortgage bonds may not
exceed the yield on the issue by more than 1.125 percentage
points.” This determination is made on a composite basis for all
mortgages under the issue. Consequently, the effective interest rate
on some mortgages may be greater than 1.125 percentage points
above the yield of the issue if other mortgages have a lower effec-
tive interest rate.

Nonmorigage investments.—The 1980 Act also imposed restric-
tions on the arbitrage permitted to be earned on nonmortgage in-
vestments. The amount of qualified mortgage bond proceeds that
can be invested at unrestricted yield in nonmortgage investments
is limited to 150 percent of the debt service on the issue for the
year. An exception to the 150-percent debt service rule is provided,
however, for proceeds invested for an initial temporary period until
such proceeds are needed for mortgages. Arbitrage earned by the
issuer on nonmortgage investments must be paid or credited to the
mortgagors or paid to the Federal Government.

Qualified mortgage bonds usually have established a reserve to
secure payment of the debt service on the bonds. This reserve must
be reduced as debt service is reduced. However, if the sale of any
investment would result in a loss exceeding the amount otherwise
required to be paid or credited to mortgagors, the investment may
be retained until it can be sold without resulting in such a loss.®

Background

State housing agencies began issuing mortgage subsidy bonds in
the early 1970’s. However, prior to 1978, most state housing finance
agency bonds were issued to provide multi-family rental housing.
The volume of bonds issued to provide for single-family housing in-
creased from $36 million in 1971 to $959 million in 1977. During
1978, the last full year before any provisions of the 1980 Act were
effective, State and local governments issued $3.3 billion of bonds
for owner-occupied residential real property.

8 Section 220(d) of TEFRA increased the maximum purchase price re%:imment from 90 per-
gnts(lllgsgercent in targeted areas) to its present level, effective for bonds issued after Septem-

r 3, 3

7 Section 220(a) of TEFRA increased the maximum permitted arbitrage from 1 percentage
point to 1.125 percentage points, effective for bonds issued after September 3, 1982,

8 The rule permitting retention of an investment where its disposition would result in a loss
was added by section ) of TEFRA, effective for bonds issued r September 3, 1982,



7
The volume of qualified mortgage bonds issued since 1978, and
the percentage of total tax-exempt State and local borrowing com-
prised of such bonds, are shown in Table 1.

TasLE 1.—VoLuME oF QUALIFIED MORTGAGE Bonbs, 1979-83

[Dollars in billions]

State Local Percent of

Year qualified qualified total State

morigage mortgage and local

bonds bonds bonds

b ) L $3.3 $4.5 16.2
1980.. 5.0 5.5 19.2
1981.. 1.7 1.2 5.0
1982.. 5.5 3.5 10.4

As shown in Tables 1 and 2, qualified mortgage bonds represent-
ed 10.4 percent of total State and local government borrowing
during 1982,

Table 2 shows the relative percentages of borrowing by State and
local governments by purpose during 1982.

TABLE 2.—COMPOSITION OF STATE AND LocAL GOVERNMENT
BorrowING IN 1982

Purpose Percent
Ovmier-occupled HOUSIRE ... 104
Veterans’ ROUSING .......c.ccceeeeeeeveeeueiereee e sseesssasssssnsasssssas 0.6
BAUCAION v i s s 9.7
Water and sewer .. 5.3
Highways, hndges, and tunnels... 1.3
Gas and electric... o 11.0
Industrial aid .. 14.7
Pollutlon control... 7.6
Multl famlly rental housmg ....................................................... 5.9
Other purposes .. 22.3

Tota] 100

Issues

The bill raises several issues in providing for a continuation of
the exemption of interest on qualified mortgage bonds:

First, what should be the appropriate level of the total Federal
subsidy to owner-occupied housing in light of the demands on the
available pool of credit for other purposes, the effect that such sub-
sidies have on the cost of housing, and the cost of the subsidy to
the Federal Government?
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Second, what should be the role of tax-exempt bonds as a part of
this total subsidy in light of the relative efficiencies of tax-exempt
bonds and other forms of subsidy?

Third, what is the impact of permitting tax exemption for inter-
est on mortgage bonds on the cost to State and local governments
of borrowing for other purposes?

Fourth, if the exemption of interest on qualified mortgage bonds
is to be continued, should the length of the exemption be limited by
a period of time (i.e., an extension for a specified period of time)?

Fifth, assuming that. exemption of interest on qualified mortgage
bonds is to be continued, do the existing limitations target the sub-
sidy to those individuals "who are most in need of assistance?

Explanation of the Bill

The bill would make permanent the tax exemption presently pro-
vided for qualified mortgage bonds.

Effective Date
The bill would be effective on the date of enactment.

Revenue Effect

It is estimated that this bill would reduce fiscal year receipts by
$0.1 billion in 1984, $0.2 billion in 1985, $0.5 billion in 1986, $0.8
billion in 1987, and $1.2 billion in 1988.



2. S. 1061—Senator Dole

Denial of Tax Exemption Where Bond Proceeds Are Invested in
Federally Insured Deposits

Present Law
Federal income tax rules

State and local obligations

In general.—Interest on State and local government obligations
genera]ly is exempt from Federal income tax. Under this rule,

tate and local ﬁovemments generally may issue tax-exempt bonds
to finance public projects or services, including schools, roads,
water, sewer, and general improvement projects and the financing
of public debt. Additionally, State and local governments may pro-
vide tax-exempt financing for student loans and for use by tax-
exempt religious, charitable, scientific, or educational organiza-
tions.

Industrial development bonds.—Under present law, industrial de-
velopment bonds (IDBs) are taxable except when issued for certain
specified purposes. Industrial development bonds are obligations
issued as part of an issue all or a major portion of the proceeds of
which are to be used in any trade l::{)usineas carried on by a non-
exempt 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.

One of the exceptions under which interest on IDBs is tax-
exempt is where the proceeds of the IDBs are used for certain
exempt functions. Under this rule, interest on IDBs is tax-exempt
if the bond proceeds are used to finance the following activities: (1)
projects for multi-family residential rental housing; (2) sports facili-
ties; (3) convention or trade show facilities; (4) airports, docks,
wharves, mass commuting facilities, or parking facilities; (5) sewage
and solid waste disposal facilities, or facilities for the local furnish-
ing 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; (9) qualified mass commuting vehicles;
or (10) local district heating or cooling facilities. In addition, inter-
est on IDBs used to acquire or develop land as the site for an indus-
trial park is exempt from tax.

Present law also provides tax exemption for certain ‘“‘small
issue” IDBs the proceeds of which are used for the acquisition, con-
struction, or improvement of land or depreciable property. This ex-
ception applies to issues of $1 million or less without regard to re-
lated capital expenditures. Alternatively, the exception applies if
the amount of the issue, together with certain related capital ex-
penditures over a 6-year period, does not exceed $10,000,000.

9
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Treasury Regulations provide that whether the proceeds of an
obligation are used for exempt facilities is to be determined by the
ultimate use of the proceeds (Treas. Reg. § 1.103-8(a)(4)). Those reg-
ulations illustrate this principle by indicating that bond proceeds
are used for an exempt purpose where the proceeds of the bonds
are lent to banks or other financial institutions who then relend
those proceeds for exempt functions (referred to as a “loan to lend-
ers’’ program).

Scholarship funding bonds

In addition to State and local obligations, qualified scholarship
funding bonds are exempt from Federal income tax. Qualified
scholarship funding bonds are obligations issued by a not-for-profit
corporation established and operated exclusively for the purpose of
acquiring student loan notes. To qualify for tax exemption, the cor-
poration must be required to use any income (after payment of ex-
penses and debt service) to purchase additional student loan notes,
or to pay over any income to the State or a political subdivision.

Federal deposit insurance rules

The Federal Deposit Insurance Corporation (FDIC) and the Fed-
eral Savings and Loan Insurance Corporation (FSLIC) insure depos-
its in banks and thrift institutions to a maximum of $100,000 per
depositor.! Where assets of a trust are deposited in Federally in-
sured institutions, the trust funds are insured up to $100,000 for
each beneficial owner of the funds.2 Additionally, where a public
official deposits funds required to be paid to holders of bonds issued
by a public unit, the interest of each bondholder is insured up to
$100,000.2

The FDIC and FSLIC concluded in letter rulings issued in 1982
that, where the proceeds of a tax-exempt bond issue are used to
purchase certificates of deposit of insured financial institutions,
which may occur in loans to lenders programs, each bondholder’s
proportionate interest in the deposits would be separately recog-
nized. Thus, if one or more depository banks failed, the interest of
each bondholder would be insured up to $100,000 for each deposi-
tory bank.*

Background
Typical structure of FDIC- and FSLIC-insured bonds

In certain recent issues of tax-exempt bonds, the issuing authori-
ty has deposited the bond proceeds in bank or savings and loan ac-
counts insured by the FDIC or FSLIC, to be loaned to the user by
the depository institution. In the typical arrangement, the issuer
transfers the proceeds to a trustee for the bondholders, and the
trustee deposits the funds in FDIC- or FSLIC-insured certificates of

! The FDIC provides insurance for dep in e cial banks and State mutual savings
banks. The Fglll..lc insures deposits in savings and loan associations, Federal mutual savings
banks, and certain other thrift institutions.

#12 US.C. sec. 1817(i) and 12 C.F.R. sec. 331.1(b) (FDIC); 12 U.S.C. sec. 1724(b) and 12 C.F.R.
sec. 564.2(c) (FSLIC).

#12 C.F.R. sec. 330.8(b) (FDIC); 12 C.F.R. sec. 564.8(b) (FSLIC).

* This insurance would be separate from insurance on any deposits which the bondholder indi-
vidually maintained in the l:bzmi21
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deposit. The depository institution agrees to provide the deposited
funds to private users for stated tax-exempt purposes. Interest and
principal on the bonds are repaid from payments on the certificates
of deposit. The repayment of the bonds is secured by the certifi-
cates. Because the proceeds of the bonds are used ultimately for
exempt purposes, the bonds qualify as tax-exempt obligations
under present law. Because the trustee for the bondholders holds a
certificate of deposit in an insured institution, the amount of each
bondholder’s holdings is insured to the extent of $100,000 for each
depository institution.

Volume and uses of FDIC- and FSLIC-insured tax-exempt bonds

The first FDIC- and FSLIC-insured tax-exempt bonds appear to
have been issued in October 1982. Since then, approximately $2 bil-
lion of these bonds have been issued. Most of this amount consists
of IDBs used to provide projects for multi-family residential rental
property.

Precedents for Federal guarantees of tax-exempt bonds

The Public Debt Act of 1941 5 prohibits the Federal Government
from issuing tax-exempt obligations. Since that time, the Federal
Government has generally refrained from guaranteeing tax-exempt
State or municipal bonds. However, in certain limited cases, Feder-
al agencies may provide additional security for tax-exempt bonds
through (1) guarantee of obligations which are used to secure tax-
exempt bonds or (2) subordination of debts owed to the Federal
Government to the tax-exempt bonds. In other cases, the law spe-
cifically prohibits the guarantee of tax-exempt obligations.

New York City loan guarantees

The New York City Financial Assistance Act of 1978 (Pub. L. 95-
339) authorized the Treasury Department to guarantee payment of
interest and principal on New York City indebtedness issued to cer-
tain public employee pension funds. The Act provided specifically
that any guaranteed obligation would be treated as a taxable obli-
gation with respect to interest accrued during the guarantee
period. The Conference Report accompanying the Act ® states that
the conferees sought to avoid establishing a precedent for tax-
exempt federally guaranteed obligations since obligations which
combined a Federal guarantee and tax-exempt interest would be
more desirable to investors than United States Treasury obliga-
tions (which are taxable) or other obligations issued by State or
locsél) governments (which are tax-exempt but not federally guaran-
teed).

Small Business Administration guarantees

The Small Business Administration (SBA) is authorized to guar-
antee 100 percent of the payments due from eligible small business-
es under contracts for the planning, design, or installation of gov-
ernmentally mandated pollution control facilities.” The current

5 55 Stat. 7 (1941).
% H. Rep. No. 95-1369, accompanying H.R. 12426, 95th Cong., 2d Sess. (July 18, 1978).
7 Bmall Business Investment Act of 1958, 15 U.S.C. sec. 634-1.
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policy of the SBA is to avoid participation in pollution control proj-
ects financed with tax-exempt obligations. However, the Senate
Committee on Small Business has reported favorably & a bill (S.
499) which would prohibit the SBA from declining to participate in
projects because of the presence of tax-exempt financing. In addi-
tion, the bill states that it is the declared policy of Congress that
the guarantee of payments for pollution control facilities would not
cause the interest on tax-exempt obligations used to finance the
facilities to be taxable.

Department of Agriculture programs (Farmers Home Admin-
istration)

The Farmers Home Administration (FmHA) guarantees loans for
various purposes, including emergency loans, farm operating loans,
farm ownership loans, soil and water loans, business and industrial
loans, economic emergency loans, and guaranteed rural housing
loans. The FmHA amended its regulations in 1982 to provide that
the FmHA will not guarantee loans made with the proceeds of tax-
exempt obligations.® Additionally, no FmHA loan may serve as col-
lateral for a tax-exempt issue.

Housing and Urban Development

Low income housing.—Section 11(b) of the Housing Act of 1937 1°
provides a special tax exemption for obligations issued by State and
local housing agencies in connection with low-income housing proj-
ects. The Act !! prohibits the Department of Housing and Urban
Development (HUD) from guaranteeing any tax-exempt obligation
issued by a State or local agency. However, under certain circum-
stances, an issuer may pledge HUD loans or contributions (which
are backed by the full faith and credit of the United States) as se-
curity for tax-exempt obligations.

Mortgage insurance.—The Federal Housing Authority (FHA) is
authorized to insure mortgages on various properties, including
certain owner-occupied housing, rental and cooperative housing,
housing for moderate income and displaced families, housing for el-
derly persons, and hospitals and nursing homes.!? These may in-
clude mortgages on properties constructed with tax-exempt financ-
ing. In these situations, FHA-insured mortgages may be pledged as
security for tax-exempt bonds.

Energy program guarantees

Under certain energy production or conservation programs, the
Federal government may guarantee the payment of principal or in-
terest on IDBs used to finance qualified hydroelectric generating
facilities or qualified steam-generating or alcohol-producing facili-
ties. The Internal Revenue Code® eliminates the tax exemption for
bonds guaranteed under these programs. Additionally, the tax ex-

8 8. Rep. No. 98-22, 98th Cong., 1st Sess, (March 11, 1983). The House Committee on Small
Business reported similar legislation.

27 C.F.R. sec. 1980.23.

10 42 1U.5.C. sec. 143Ti(b).

11 42 U.S.C. sec. 1437c(g).

12 National Housing Act of 1934, 12 U.S.C. sec. 1707 et seq.

13 Code sec. 103(h).
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emption is eliminated when principal or interest on the bonds is to
be paid with funds provided by the Federal government (or by
State or local governments) under an energy production or conser-
vation program.

Issues

The guarantee of tax-exempt obligations by Federal deposit in-
surance agencies raises several policy issues:

First, do such guarantees have a detrimental effect on the
market for Federal securities?

Second, do such guarantees increase the volume of tax-exempt
bonds and, therefore, have a detrimental effect on the issuance of
tax-exempt bonds for traditional public purposes?

Third, does the double benefit from both Federal guarantees and
tax exemption distort the proper allocation of capital in the mar-
ketplace?

Fourth, is the denial of tax-exemption or denial of Federal guar-
antee the proper method for dealing with the problem?

Fifth, how can guarantees derived through Federal deposit insur-
ance be distinguished from other Federal guarantees?

Explanation of the Bill

The bill would eliminate the tax exemption for any obligation if
a significant portion of the principal or interest required to be paid
on the issue of which the obligation is a part is to be insured (di-
rectly or indirectly) by a Federal depository insurance agency as a
result of the investment of the proceeds of the issue in deposits or
accounts in a federally insured financial institution. A federally in-
sured financial institution is defined as a bank, savings institution
(including a mutual savings bank, cooperative bank, and domestic
building and loan association), or credit union, the deposits or ac-
counts of which are insured under Federal law. The term Federal
depository insurance agency means a Federal agency (including the
FDIC and FSLIC) that insures deposits in federally insured finan-
cial institutions.

Tax exemption would not be denied, under the bill, to the extent
that proceeds are invested (1) for a temporary period, until such
proceeds are needed for the purpose for which the issue was issued;
(2) in a bona fide debt service fund; or (3) in a reasonably required
reserve or replacement fund (not exceeding 15 percent of the pro-
ceeds of the issue, unless the issuer established that a higher
amount is necessary).

The bill would not effect any Federal guarantee (direct or indi-
rect) of tax-exempt bonds other than that resulting from Federal
depository insurance.

Effective Date

The bill would apply to obligations issued after April 15, 1983.
However, the bill would not apply to any obligation issued after
April 15, 1983, pursuant to a written commitment that was binding
on March 4, 1983, and at all times thereafter.
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Revenue Effect

The exact size of the revenue effect for this bill is indeterminate.
However, because there are many potential bond programs that
could effectively utilize FSLIC and FDIC guarantees, the revenue
gain in future years is likely to be substantial.
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