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Regular Workshop — February 19, 2013
Agenda ltem 6
Consent Item

Establishing the Town Commission’s Position Supporting the
Tax Exempt Status of Municipal Bonds

Town Manager

In an effort to address Federal budget issues some legislators
propose to eliminate the tax exempt status of municipal bonds.
If the tax exempt status is lost taxpayers in virtually every
community will pay higher taxes on water/sewer rates as well as
for other infrastructure improvements for which bonds are
routinely issues.

The Town Manager will seek Commission authorization for a
letter from the Mayor to Congressman Buchanan expressing the
Town’s support to maintain the tax exempt status of municipal
bonds.

2-8-13 Memo, Manager to Commission;

2-8-13 Proposed Letter, Mayor to Congressman Buchanan;
2-8-13 White Paper, The Bond Buyer Online;

August 2012 White Paper, Tax-Exempt Bonds: Their
Importance to the National Economy and to State and Local
Governments

Approval of the Consent Agenda will authorize the Mayor to sign
a letter stating the Town Commission’s position supporting the
tax exempt status of municipal bonds.



MEMORANDUM

Date: February 08, 2013
TO: Town Commission
FROM: Dave Bullock, Town Manager

SUBJECT: Establishing the Town Commission’s Position Supporting the Tax
Exempt Status of Municipal Bonds

The attached documents describe an initiative that is gaining some momentum in
Washington, DC as the Federal government struggles to handle the budget
woes. The suggestion some legislators are making is to eliminate the tax exempt
status of municipal bonds (the bonds we use for beaches, water, sewer, etc).

Municipal bonds are desirable to investors due their tax exempt status on
earnings. The Town (and thousands of communities) use these tax exempt
bonds routinely to pay for major infrastructure at good interest rates.

If the tax exempt status is lost, taxpayers in virtually every community will pay
higher taxes on water/sewer rates as well as for other infrastructure
improvements for which bonds are routinely issued.

| have prepared a draft letter (attached) expressing the Commission’s support to
maintain the tax exempt status of municipal bonds for consideration at the
February 19, 2013 Regular Workshop Meeting.

| am seeking Commission consensus authorizing the Mayor to sign the letter to
Congressman Buchanan.

Please contact me if you have any questions.
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February 8, 2013

The Honorable Vern Buchanan
2104 Rayburn HOB
Washington, D.C. 20515

Dear Congressman Buchanan,

Recent proposals to eliminate or curtail the tax exemption of municipal
bonds threaten local communities like ours. We urge your support and
commitment to tax-exempt bond financing in recognition of the critical role it
plays in the ability of state and local governments to fund national priorities,
particularly infrastructure.

Maintaining the tax-exempt status of municipal bonds is essential to help
our national economy grow, create jobs, and best serve the constituencies
of every community. Repeal of the deduction for state and local taxes will
increase the effective rate of state and local taxes with all of the resulting
revenue going to the federal government.

Three-quarters of the total United States investment and infrastructure is
provided by state and local governments, and tax-exempt bonds are the
primary financing tooi used by over 50,000 state and local govemments to
accomplish these infrastruciure goals. If municipal bonds are taxed, the
cost of infrastructure financing will skyrocket at a time when communities
like ours are in dire need of upgrades to beaches, water, and sewer
systems. Issuing bonds at a taxable rate would have resulted in increased
taxes on our residents and businesses.

Please review the enclosed materials outlining the benefits of tax-exempt
financing to state and local governments. Eliminating or curtailing the tax
exemption would be detrimental to the taxpayers of Longboat Key, the
State of Florida, and the entire nation. We appreciate your support.

Sincerely,

Jarmes L. Brown,
Mayor

Enclosures
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Washington - Taxation ET
GFOA tc Launch Grassroots Campaign to Maintain Tax Exemption
by: Jennifer DePaul
Thursday, Febroary 7, 2013

The Government Finance Officers Association plans to launch a grassroots campaign to help
their members better understand how current threats to tax exemption could adversely affect
their governments and what they can do to stave off these threats.

Speaking at its annval winter meeting here, Ben Watkins, chair of GFOA’s committee on
governmentsl debt management and director of Florida’s bond finance division, said the group
plans io create a PowerPoint presentation that they would disseminate to members who could
then tailor it for their own specific projects.

Several of the slides would educate members about what the tax exempt market is and how it
works and what it {inances, Watkins said. He encouraged members of the debt commiitee to set
up meetings with congressmen in their home districts and explain to them and their staff what
tax-exempt bonds do for governments and how important they are.

“I think that is how we can, through a grassroots effoit, be very effective in laying the
groundwork so that when the decisions do get made the congressmen and senators have a basic
understending of how important it is to us and can speak up on the subject,” Watkins told
committee members,

The GFOA board plans to meet or Thursday to discuss how to come up with a comprehensive
packet of tools for their members, said Susan Gaffney, a GFOA consultant and former director
of the group’s federal liaison center.

Watkins and Michazcl Decker, managing director and co-head of the municipal securities
division at the Securitics Industry and Financial Markets Association, outlined the various
threats to tax exemption that could come to fruition as early as this vear.

Decker said the industry “dedged a bullet” during the fiscal cliff discussions at the end of 2012,
but the issuz of curtailing or eliminating tax exemption is not going to go away.

“We came out just fine but there is a serious risk that we could get hit,” Decker said.

As lawmakers look to hash out several of the “mini fiscal cliffs” coming up in the next few
months including tie debt ceiling, scquestration and the continuing resolution to keep the
federal government funded, Decker warned tax exernption could be on the table when
lawraakers try to find additional revenues.

One proposal that has gained momentum on both sides of the aisle in Congress and in the White

House is to place a 28% zap on the value of tax exemption, This proposal has been around since
President Obama first intreduced it in his 2011 jobs bill and then again in his 2013 budget.

htt_p:f/www.bondbuyer.com/issues/l22_27/gfoa—pians-grass-roots-campaign-help-members-... 2/8/2013
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if a 28% cap was implemented, it would cost issuers approximately 70 basis points, Decker said.
A fuli-blown repeal of tax exemption would cost issuers anywhere from 150 to 200 basis points,
he said.

But Decker said the biggest risk the municipal market faces now is comprehensive tax reform,
which House Ways and Means Committee Chairman Rep. Dave Camp, R-Mich., has said is his

top priority.

While the risk is not zero, it is smaller than it was in December,” Decker said. “My real worry is
the focus on tax reform.”

Decker anticipates seeing some tax reform package from Camp as early as this spring or
summer and stressed that ahead of any dramatic policy changes, GFOA members are in the best
position to deliver their message to Congress to preserve tax exemption.

At the end of the day these decisions are made by a relatively small group of policymakers and
GFOA members have to be very strategic in their message to them, Watkins said.

Decker and Watkins stressed that members should try to frame their message to lawmakers in
terms of infrasiructure investments 2nd the role of tax exempt bonds.

“Everyone wins when you invest in infrastructure,” said one debt committee member.

Julio Morales, director of finance with Huntington Park, California, said that he and other
GFOA members should provide practical examples to lawmakers.

For example, if an issuer does a $10 million financing with a 5% interest rate, a 70 basis points
change would increase their annual borrowing costs or reduce the project costs by $750.000,
Morales said.

“You want to give elected officials a practical example because 70 basis points does not mean
anything to them,” Morales said. “You have to tell them you lost 7% to 10% of your torrowing
capucity and that it will increase costs.”

Tim Firestine, the chief administrative officer for Montzomery County, Md. who is slated to
become GFOA chairman later this year, agreed with Morales and said the group’s message
should be simple.

We have to try to convert it in a way that shows eiected officials and congressional
representatives that changes to tax exemption is going to have an impact at the local level,
Firestine said.

&5 SOURCEMEDIA
D 2013 SourceMedia. All rights reserved.

http://www.bondbuyer.com/issues/122 27/ gfoa-plans-grass-roots-campaign-help-members-...  2/8/2013
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Tax-Exempt Bonds: Their Importance to the National

Economy and to State and Local Governments

The tax exemption of the interest on State and local government bonds is a proven, effective way to provide needed
funding for public infrastructure and the related benefits to the economy from job creation and business development.

¢ The exemption of siate and local government
bond interest helps lower the cost of capital
funding for state and local govetrnments. Any
repeal of or change to the exemption of state and local
bond interest, including making state and local
government bond interest subject to tax for
higher-income taxpayers, will increase borrowing costs
for state and local governments. ‘The burden of such
changes will fall primarily on state and local
governments and through them on their taxpayers and
ratepayers, not on high-income federal tazpayers.

e State and local government bonds provide
funding for critical infrastructure. With limited
exceptions, state and local government bonds fund
capital projects. Unlike Treasury bonds, state and
local government bonds are generally not used to
fund deficits. State and local government bonds
finance schools, roads and highways, bridges,
hospitals, universities, airpotts, water and sewer
facilities, and other infrastructure that powers our
econotmy.

¢ Changes to the exemption of state and local
government bonds will increase state and local
botrowing cosis, which will be passed on to the
public. These increascd botrowing costs will be
passed through to taxpayers, ratepayers (e.g., of a
municipal water system or utility), or other users (e.g.,
hospital patients, students or residents in low income
housing). Since the facilities benefitted by state and
local government bonds are limited to specified
public purposes by the Internal Revenue Code, the
burden of these incieases will be bomce regressively
by lower and middle income individuals.

Principles of federalism support maintaining the
current exclusion of state and local government
bond interest. States cannot tax interest on Treasury
bonds. Similar treatment of state and local
government bonds is consistent with the reciprocal
principles of federalism and has a long-standing
historical basis.

State and local government bonds encourage
local control over the development of
infrastructure. State and local governments set the
priorities for infrastructure and economic development
and shoulCer the burden of these investments. If the
cutrent system were replaced with one in which the
federal government provided grants or loans instead of
the assistance now provided by the exclusion of interest
on state and local debt, the federal government would
inevitably approptiate coatrol over infrastructure and
economic development decisions that are now made,
effectively, at the state and local level.

Infrastructure is important to our economy. The
development of infrastructure provides construction
jobs with related multiplier affects to local economies.
Public infrastructure is also important to economic
activity (ie., airports, highways, and electric, water
and sewer utilities are important to existing businesses
and the creation of new businesses).

Limiting or eliminating the exemption will mean
less infrastructure investment. Unless substantial
amounts of othet federal funds are made available state
and local govemnments will be discoursged from
infrastructure investments. A lack of investment in
infrastructure will hurt losg-term economic growth and,
in the shott tetm, result in loss of construction-related
jobs.
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Tax-Exempt Bonds:
Their Importance to the National Economy and to State and Local Governments

The United States today is facing unprecedented challenges in job creation, infrastructure
development and deficit teduction. These challenges ate interrelated, and one of the key elements to
addressing them is tax reform. Tax reform can induce more efficient allocation of capital, thereby
stimulating economic growth and job creation. It can generate increased revenue to reduce the
deficit. Tax reform can also cncourage the investment in infrastructure that is necessaty to support
economic growth and jobs.

There is general agreement that tax reform should “close loopholes” and “eliminate tax
preferences” in the current tax code in order to make the system fairer and more efficient.
Howevet, some provisions in the cutrent tax code advance the goals of infrastructure investment
and job creation, and with them the economic growth that will help reduce the deficit. "This paper
looks at one provision — the provision in the tax code that helps state and local governments invest
in the infrastructure that forms the basis for economic growth. This provision—the exclusion from
gross income of the intetest on state and local bonds—supports investment in roads, bridges,
schools and ports, among many other examples. This paper summarizes the current use of
tax-exempt bonds and considers the impact the elimination, or limitation, of the bond tax
exemption would have on state and local governments, their taxpayers and ratepayers, on other
qualified tax-exempt bond borrowers and on bond investots.

=

Overview

‘The United States is simultaneously facing several critical challenges. Congress and elected
leaders at all levels feel the need to enact legislation that encourages job creation. Drarmatic events,
such as bridge collapses on interstate highways, and more every day events, such as water main
tuptures, highlight the desperate need for improvements to and tepaits of our crumbling
infrastructure. Infrastructure spending helps the overall economy by providing construction-telated
employment, stimulating demand for manufactured construction materials, and providing the roads,
bridges and other support necessary for sustained economic growth.

At the same time, however, the President and Congress are under pressure to reduce the
federal deficit and reform the federal income tax system, which requires changes to the Internal
Revenue Code (Code). President Obama, Congress and various commissions and commentators
tecently have been considering proposals to address these interrelated issues.

Some proposals would elitminate or limit the exclusion of intetest on state and local
government bonds. For instance, the report of the National Commission on Fiscal Responsibility

T National Associarion of Bond Lawyers (NABL) was incorporated as us Iilinois non-profit corporation on February 5,
1979, for the purposes of educating its members and otbers in the law relating to state and municipal bonds and other obligations,
providing a foruns for the exchange of ideas as to law and practics, improving she state of the art in the field, providing advics and
conment a3 the federal, stote and loval levels with respect 1o legislation, regulations, rulings and other action, or proposals
thersors, affecsing stat: and municipal obiigations, and providing advice and comment with regard o stass and munscipal
obligations in proceecings before conrts and administrative bodies through bricf: and memoranda as a friond of the contt or agency.
Mors information about NABL is ayailable on its website, wwr paborp.



and Refotm (also known as the Simpson-Bowles Commission) included, as an illustrative example
for tax reform, the repeal of the exclusion for interest on newly-issued state and local bonds.
Separately, the Obama Administration has proposed limiting the value of the exclusion, not only
with respect to newly-tssued bonds but also bonds that are currently outstanding and in the hands of
investors.

Thete are several rationales for these proposals and others like them. One is that eliminating
or limiting the exclusion will enhance “tax equity” by increasing the amount of taxes paid by high-
income taxpayers. According to this view, the exclusion disproportionately benefits high-income
taxpayers. Anothet rationale is that including state and local bond interest in gross income would
increase federal tax revenues, helping to reduce the federal deficit. Third, some proponents of these
proposals belicve that the inclusion of state and local bond interest in gross income would broaden
the tax base, thereby permitting a reduction in marginal income tax rates that is considered by many
t0 be the key element in tax reform. These rationales are closely related, and all of them appear to
be premised on the notion that the exclusion of state and local bond interest benefits high-income
taxpayers and that eliminating or limiting the exclusion of such intercst will generate significant new
revenues to reduce the federal deficit.

There are setious flaws in these rationales. Moteover, the reduction in infrastructure
investment that is likely to occur if the exclusion were eliminated or limited would likely impede
economic growth, job crcation and deficit reduction.

Fot one, the economic burden of the elimination or limitation of the exclusion of interest on
state and local government bonds would not be borne exclusively by high-income taxpayers.
Instead, much of the burden would be borne by state and local govemnments, their taxpayers and
ratepayers, and by other qualified borrowers in the form of higher borrowing costs. By virtue of the
subsidy provided by the exclusion of state and local bond interest under current law, investors today
are content to require lower interest rates from bond borrowers, because investors do not have to
pay tax on the interest they receive. If the exclusion from income tax were to be eliminated or
reduced, investors would require bond borrowers to pay higher interest rates.

As a result, the burden of the elimination or limitation of the exclusion will largely fall not on
high-income taxpayers because those taxpayers, as bond investors, can “pass-through” their
increased fedetal taxes to the state and local governments. These governments, in tum, pay the
interest on their bonds from sales taxes, property taxes, fees, tolls and to a lesser extent, income
taxes.' As a result, the burden of the elimination or limitation will fall largely on lower and middle-
income state and local taxpayers and ratepayets in the form of higher fees for such items as water
and sewet, highet tolls on roads and bridges, and increased sales and property taxes. These
governments could also reduce services, but those cuts would also fall disproportionately on lower
and middle-income households.

! On the whole, these state and local tax systems, which would be drawn on to service increased
debt service on taxable bonds, are regressive and take 4 greater share of the income of lower and
middle-income families than of upper-income families. See Davis, et al, W30 Pays? A Distributional
Analysis of the Taxc Systems in All 50 States, 3° Ed,, Institute on Taxation and Economic Policy, Nov.
2009, at 1.



Apart from these considerations, the most likely result of the elimination or limitation of the
subsidy for state and local bonds would be decreased investment in our nation’s infrastructure, with
a resulting loss in infrastructure-related employment and the suppott that infrastructure provides to
economic growth.

While the tax equity argument has serious problems, there remain the arguments that the
elimination of or limitations on the exclusion would raise significant revenue for deficit reduction,
lower matginal tax rates or both. However, the extent to which any change to the treatment of tax-
exempt interest would result in additional taxes being paid by high-income taxpayers is not cettain,
since those investors would have an incentive to move their funds to other tax-favored transactions
or investments.?

In order to maximize the amount of tax revenues resulting from a change to the exclusion of
interest on municipal bonds, some of the proposals would apply the repeal or limitation to all
outstanding bonds (i.e., retroactively apply the repeal or limitation to existing bonds that were
bought by investors on the basis that the interest on such bonds would continue to be fully exempt
from federal income tax). -1 refroactive change in the taxcation of outstanding state and local government bonds
wonld resull in an immediate decrease in the market valve of much of such outstanding debt, a loss that will be  felt by
surrent holdsrs of such bonds, more than threejourths of whom are retail investors,’ many of whom are middle income
and at least some of whom are older Americans. Over 5.3 million houscholds with annual adjusted gross
income under $250,000 reported tax-exempt income in 2009.* Those households reported over 55
percent of all the tax-cxempt income reported that year.” In addition to the effect on the savings of
those investors, if the investors sold those bonds at a loss, federal tax receipts could be lower in the
near term.

Because the revenue that might be gained by the elimination ot reduction of the exclusion
may not be as significant as some think, the opportunity for deficit reduction and base-broadening
also would not be as significant.

? See Portfolio Substitution and the Revensis Cost of the Federal Income Taxe Exemption for State and L ocal
Government Bonds, James M. Potetba and Arturo Ramirez Verdugo, National Tax Journal, June 2011.
The authors of this paper conclude that “the tevenue gain from repealing interest tax exemption [is
likely to be ovetstated], since at least some current holders of tax-exempt bonds would probably
teposition theit portfolios to hold other lightly-taxed assets, rather than heavily-taxed bonds, after
interest payments on state and local government bonds became fully taxable® Id. at2. Seealso
Joint Committee on Taxation, The Federal Revense Effects of Tac-Exempt and Direct Pay Tax Credst Bond
Provisions (JCX-60-12), July 16, 2012, at 10-16 (noting that “[w]hile investigations into the revenue
consequences of more realistic investor portfolio teallocations are important, detetmining whether
the taxable bond substitution assumption either underestimates or ovcrestimates the estimated
revenue cost to these alternative assumptions is exceedingly difficult.”).
? At the end of 2011 there were approximately $3.7 trillion municipal securities outstanding.
Households held approximately §1.9 trillion ditectly, and approximately $930 billion were held in
mutual, money market, closed-end and exchange-traded funds. Federal Reserve Board, Flow of Funds
Aceounts of the Unsted States, March 8, 2012, Table L.211,
* Internal Revenue Setvice, Statistics of Income, Individual Income Tasxc Table 1.4 Al Returns: Sousces of
Income, Adjustments, and Tax Items, by Size of Adjusted Gross Income, Tax Year 2009.
5
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While the tax equity argument for and revenue benefits to be derived from eliminating or
limiting the exclusion of state and local bond interest can easily be overstated, there are important
policy reasons to maintzin the current Code exclusion, including principles of federalism,
encouraging local control over capital projects, and promoting infrastructure development by state
and local governments.

II, Background

‘The municipal bond matket has been a key, low-cost source of infrastructure financing in
the United States since the mid-1800s. 'The municipal bond market is latge and very diverse, with
many different types and sizes of issuets of municipal bonds. As of the end of 2011, there were
approximately $2.9 trillion of long-term tax-exempt state and local government securities
outstanding, including securities issued to provide “new money” for infrastructure and tefundings.®
These securities were issued by approximately 51,000 state and local government issuers, ranging
from villages, towns, townships, cities, counties and states, as well as special districts and authorities,
such as school distticts and water and sewer authorities.” The overwhelming majority of state and
local bonds issued by these governmental issuers are issued to finance or refinance capital projects
and infrastructure.’ This is in contrast to the federal government’s issuance of debt, which is used to
fund current operating deficits.

Municipal bonds are used to finance a broad spectrum of public infrastructure, such as
roads, bridges, airports, utility systems, schools, hospitals, courthouses, jails, administrative offices,
and other public facilitics. Some municipal bonds are issued for the benefit of ptivate entities, often
nonprofit 501(c)(3) orgunizations, who use the proceeds to finance educational facilities, health care
facilities, seniot living facilities, multifamily housing for low or moderate income persons, solid
waste disposal facilities and manufacturing facilities. The amount of tax-exempt debt issued to
finance new infrastructure projects undertaken by the public and private sectors totaled $1.7 trillion
from 1991 to 2007.° About three-quartets of those bonds were used for capital spending on
infrastructure by states and localities, and the remainder was to fund private capital investment for
projects that serve a public purpose, such as non-profit schools and hospitals.”® In 2009 alone,
approximately $365 billion in bonds were issued to finance long-term projects.”

© In addition, at the end of 2011 there was outstanding $52.3 billion in short-tetrm state and local
debt, $254.4 billion in tax-exempt debt of non-profit organizations and $497.4 billion in debt of
other tax-exempt borrowers. Federal Reserve Board, Flow of Faunds Accounts of the United States, March
8, 2012, Table L.211.

” SEC Relpase 34-62184.4 (May 28, 2070) at 8 & n. 22.
® A small portion of municipal bond issues finance cash flow or working capital needs of state and
local gevernments. As a result of fedetal tax law limitations, these bonds are almost always issued as
short term obligations.
? Congressional Budget Office and Joint Commiittee on Taxation, Subsidizing Infrastructure Investrsent
with Tax-Preferred Bonds (October 2009) at 9. Note that this figure also includes other types of tax-
?referred debt such as tax credit bonds (e.g., QZABs).

0

Id.
' Aaron Barncs, Municipal Bonds 2009, Interaal Revenue Service, Statistics of Income, Fall 2011.



The Code has provided an exclusion from gross income for interest on municipal bonds
since the modern income tax system was cnacted in 1913. Until late in the 20® century, the tax-
exempt status of interest on state and local government bonds also was believed to be
constitutionally protected under the doctrine of intergovernmental immunities, based on the
Supreme Court decision in Poffock v. Farmers Loan & Trust Co., 157 U.S. 429, medifisd, 158 U.S. 601
(1895) (holding eatlier income tax unconstitutional for vatious reasons, including the taxation of
state and local government bond interest). In South Carvkina v. Baker, 485 U.S. 505 (1 988), however,
the Supreme Court concluded that the tax exemption of the interest on siate and local government
bonds is not constitutionally protected.

Although, under the holding in Seuth Cariina v. Baker, Congtess now has the constitutional
power to eliminate or limit the federal tax exemption of interest on state and local government
bonds, there are sound policy reasons for Congress not to do so.

The first is based on the fundamental principle that American government is otganized as a
federal system with co-existing layets of sovereign governments. The federsl government was
intended to be a limited government, with the powers not expressly delegated to it reserved to the
states or to the people. For example, the states are not permitted to tax interest on U.S. Treasury
obligations.™ The exclusion from taxation under the Code of state and local bond interest can, and
should, be viewed in this context as a reciprocal expression of federalist principles, recognizing the
sovereign primacy of the states, and not as just another “tax expenditure.”

Second, the ability of state and local governments to access readily available low-cost
financing encourages infrastructure development throughout the United States. To the extent that
the cost of bottowing to state and local governments increases, unless substantial amounts of other
federal funds, including grants, are made available to compensate them for the higher costs of
taxable debt, state and local governments will be discouraged from such infrastructure investments.
Public infrastructure is ctitical to a healthy economy. Busincsses depend on airports, highways, and
electric, water and sewer utilities and upon quality education systemns to ptovide an educaied
workforce. A lack of investment in infrastructure will hutt long-term economic growth and, in the
short term, result in loss of construction-related jobs.

Moreover, the ahility of state and local governments to issue bonds on a tax-exempt basis
encourages local control over local capital projects. State and local governments set their priotities
for infrastructure and economic development and shoulder the burden of these investments through
the issuance of their own tax-exempt debt. They pay all of the ptincipal of and intetest on the debt,
with the federal government contributing a relatively small portion through foregone tax revenue. If
the current system were replaced with one in which the federal government provided grants ot loans
to replace the assistance now provided by the exclusion of interest on state and local bonds, the
federal govetnment would inevitably appropriate control over infrastructute and economic
development decisions that are now made, effectively, at the state and local level.

Of course, an alternative to a reduction in infrastructure spending by state and local
governments or to a new federal grant or loan program would be for state and local governmenis to
keep the same level of infrastructure investment and fund it entirely on their own. ‘The increased

231 USC. § 3124



botrowing cost to state and local governments would be borne by taxpayers and ratepayers in every
local jurisdiction through the imposition of increased taxes and fees (e-g-, ad valotem property taxes,
special assessments, sales taxes, toll chatges and utility rates) or through service cuts. As pointed out
above, these taxes or fees, including especially sales taxes, tolls or user fees, would fall
disproportionately on lower and middle-income households, as would service cuts. This would be
an ironic result for a change which may have been intended by some proponents to increase the
amount of taxes paid by higher income taxpayers.

The same result would also occur with respect to state and local bonds issued for the benefit
of nonprofit healthcare or educational institations to finance hospitals, schools, senior facilities and
the like, and for the benefit of cettain specified for-profit borrowers, such as small manufacturers
and low-income housing. In most if not all of these cases, increased borrowing costs will be passed
on to end users, many of whom may be lower- and middle-income households, through higher
tuition, bed rates, insurance premiums, rents, and similar charpes.

Quantifying the effect on the intetest rates that state and local borrowers would pay in the
event of the elimination of or limitation on tax-exempt intetest is complicated, especially because
there would likely be other changes to the Code occurring at the same time. However, investors
would demand an increase in the interest rate paid to them so that their after-tax return remained
approximately the same. The amount of that increase would depend in large part on how the
elimination or limitation of the exclusion were written and on other changes that might be made in
the Code as part of tax reform. In addition to the increased rate of return that investors would
requite to maintain the same after-tax return on their investment, it is also likely that they would
demand a “risk premium” to account for the fact that the federal government would have
demonstrated that it is willing to change the rules regarding state and local bonds and that, therefore,
the federal government might well change the rules in the future. But regardless of the exact
magnitude, the direction of the change is dear. State and local borrowers would pay higher intetest
rates.

State and local borrowers would pay these higher interest rates in two circumstances. First,
they would pay a higher rate on newly issued bonds. Second, if the elimination ot limitation on state
and local bond interest were to apply retroactively to bonds that had already been issued, as
proposed for instance by the Obama Administration, state and local governments would paya
higher rate on some of those already-issued bonds if those bonds ate “variable rate” bonds. With
variable rate bonds, the interest rate is reset periodically (e.g-, daily, weekly, monthly, yearly) to
whatever the then-current market rate is. For most variable rate bonds, the interest rate would
increase shortly after the change in tax law to compensate the investor for the loss of tax exemption.
As with newly issued bonds, these increased intetest rates would be passed through immediately to
the issuer and ultimately to taxpayers, users or ratepayers.

In sum, if there arc changes to the interest exclusion for state and local government bonds, it
is likely that interest rates will increase and the cost will be borne by the issuing state and local



governments. These governments would have three basic choices to get the money to pay for those
increased interest rates - increases in taxes or fees, decreases in spending or a combination of
increased taxes and fees and decreased spending. However, because the political pressures on state
and local governments may limit their ability to implement spending cuts and revenue increases, it is
likely that there would be a net reduction in their issuance of bonds and their spending on
infrastructure projects. ‘That reduction in infrastructure investment will harm the long-term
economic growth of the country and result in a loss in construction-related employment.

Effects on Bond Investors

Investors in state and local bonds would be adversely affected if the elimination or limitation
on tax-exempt interest applied to existing bonds, as has been proposed by President Obama. With
respect to fixed rate bonds (and those variable rate bonds where the interest rate cannot be adjusted
immediately to reflect a change in tax status) the holders of these bonds, whether individuals or
financial institutions such as banks or insurance companies, would experience a loss in the market
value of their bonds due to the change in tax treatment of the existing bonds..

For example, suppose an investor owns a tax-exempt bond matusing in 0 years with a 5
percent fixed interest rate that was purchased at par for $1000. Under current law, the investor
receives the full 5 percent as the after-tax return on the investment. If the exclusion of tax-exempt
interest were eliminated or limited for existing bonds, that investor would discover that prospective
purchasets would not be willing to pay $1000 for the bond because a holder of the bond would not
reccive the full 5 percent as an after-tax return. The loss in value could be substantial. If the
exclusion for state and local bonds were completely eliminated for existing bonds a purchaser would
only be willing to pay about $815 for the bond that originally was worth $1000."

The effect of President Obama’s proposal to limit the value of the exemption to 28 percent
would similarly reduce the value of 2 $1000 bond maturing in 10 years by more than 5 percent to
less than $950.* As noted above, thete are trllions of dollars of tax-exempt bonds outstanding and
about three-fourths of those bonds are held, directly or indirectly, by individuals.”® Over 5.3 million
households with incomes under $250,000 a year reported tax-exempt income in 2009." Retroactive
applicaiion of changes to tax-exempt status could have dramatic effects on the savings of millions of
Americans who are by no means rich.

** Certain fied rate bonds, typically sold in private placements, have been issued with a mechanism
whereby the interest rate on the bond would be modified if there are changes in the marginal rate
under the Code. It is unclear whether those provisions would be ttiggered by any particular change
to the municipal interest exclusion since some of the proposals would not actually affect the
marginal rates but would affect the exclusion itself,

" These calculations reflect the lower price that would be necessary to maintain the equivalent post-
tax yield. The effect may in fact be larger than these calculations indicate, however, if investors
demand a risk premium to account for the fact that the federal government would have
demonstrated that it is willing to change the tax rules retroactively.

'* See footnote 3 above.

16 See footnote 4 above.



Conclusion

The extent of the effect of eliminating or limiting the exclusion of interest on state and local
bonds would depend in part on whether any change is applied tetroactively to all outstanding
tax-exempt bonds or only prospectively. If a patticular proposal applies retroactively to all
outstanding tax-exetnpt bonds, the loss in value in existing bonds and the increase in the intetest
rates on many floating rate bonds would be almost immediate. In contrast, applying a change in the
Code prospectively to newly issued debt would at least protect investors with respect to their current
portfolios but would have an adverse effect on municipal issuers going fotward with respect to all
newly-issued bonds.

Regatdless of whether the change is prospective only or retroactive, the effect on state and
local borrowess will be some combination of lower infrastructure spending, highet tax and
ratepaying burdens on the public, and lower spending in other areas. These burdens would fall
mairly on lower and middle-income households.

Finally, high-income taxpayers have historically been quite resourceful with respect to tax
planning. While their current tax planning may include the ownership of tax-exempt bonds, if there
are matetial changes to the Code provisions with respect to tax-exempt bonds, high-income
taxpayers may adjust their holdings, cither at once or over time, to othet tax-advantaged investments
and strategies to reduce the taxes they pay. To the extent that taxpayers reallocate their portfolios in
that mannet, the expected revenues from the elimination or limitation of the tax-exemption may
well not be realized.



End of Agenda Item



