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FAGIN,'BROWN, .~USH,TINNEX,IqSER & ROGERS 
A PROFESSIONAL cc;nWC:>RTION 

ATTO~YS & COUNSELORS AT LAW 

SUITE l~WES'l,' 

, FIRST NATIONAL CEN'l,'FlR 

OKLAHOMA CITY, OKLAHOMl\:73102 

Representative Mickey Edwards' 
U.s. House of Representatives 
2434 Rayburn Building 
Washington, D.C. 20515 

Dear Representative Edwards: 

TELEPHONE 4011-1135-3413 

TELEPHONE 4011-11311-7436 

January 30, 1986 

Re: ,Memorandum on 1985 Tax Reform Act 

Enclosed for your information is a memorandum prepared by our flrm,regarding the 
proposed 1985 Tax Reform Act, H.R. 3838, currently pending in Congress, as it pertains 
to tax-exempt bonds, and its 'impact on economic development in Oklahoma if enacted in 

;: its present form. 
':'j; 

, Wei trust this memorandum will be helpful to you in 'assessing the impact of the 
i ,Bill.' If' we may assist you in further analyzing the Bill, or provide any additional 
,', 'Information, please contact us and we will assist in any way we can. 

Respectfully submitted, 

F~ o;z: TINNEY, KISER & ROGERS 

~;';:ers ,',' 
For the Firm' ' 

LCR:kg 
Enclosure, 

'From the Collr'ction of 
,THE HON. MICKHY EDWARDS 
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~01l'ICIE: ~II-001l'OCO~IIEIDMAnetiALS MAV laIE !FROnCTED IaV COPYRIGHT LAW(YI1l'L~ 17, ILI.S. COIDIE). 

. ':. . . 

FAGIN, BRO~,BUSH, 'TINNEY",KI8ER&ROGERS"-,; '. 
A PROFESSiONAL' CORPORTION· ... ' ...• y., ... ,., - ,. .i'< ,. " .• " " < ,,:-.,.,';' .,.. 

'" ,ATTORNEYS &0 COUNSELORS AT LAW 

SUITE 1900 WEST 

FIRST N"~~N:AL 'CENTER . 

OKLAHOMA CITY, OxLAaOMA 73102 

TELEPHONE ~~935-3413 ',\ 

TELEPHONE 405-1135-7436 

January, 30 1986 
. ' ... ~:. 

. MEMORANDUM 
•• ' :-' I' '... . . '. i. ".~ , ':. ': /: :. ':7~";:r:: ~:.~, .' ;' :,' . 

RE: ,Impact of.t~e propo,lie4,T~ Ref?rQlAct Qfl985.~n,~c9I1omic recovery in Oklahoma 

" '~ . " ' .';. ~ ,t·, 
, .' ~ ., , ... ' :, • ;. (, ,~ ... ,,:. ~: pI: .. 

, . "iN'i'iobuCTIoif '.' 

On December 17 ,i98~~' thetJ~ited St~t:~~'HO~~ ~(~~p~esentatives passed and sent 
to the Senate a bUl, H.R. 3838 (the "Tax Reform 4ct. o.f .1985" or the "BUl") which, if 
enacted by the Sei1at~ a,~dapp~oycid py .the· P~esi,dtmt 'in' lis present form, will, among 
other things, alter or amend many of the provisions of Section 103 of the Internal 
Revenue Code regarding tax-exempt bonds issu~~ ~y sta~es and local governmental 
entities..The Bill,iflits.present form, has .. ~effectiv~ date of January 1, 1986. This 
memorandum is intended. to' pres.~nt a brief overview of the Bill as it pertains to tax
exempt· bonds, and the impact of the pending Bill upon economic recovery efforts in 
Oklahoma. . 

, " - ~i ',,; . ,,' , ~ :.' .. '~? ~ .. ~.::"" ':' ':, . ~ .:.!"~:~!"~,.:': '", I 

. For over two years, Oklahoma haS been gripped by an economic. recession. This· 
, slowdown in the State's e.conomy has, to a great extent, been related to serious problems 

within the agriculture and oil industries. Strong efforts have been made to promote 
economic recovery· within the State by encouraging other. types of. industry and 
commerce to locate or expand here, thus achieving a much-needed diversification of our 
economic base. At the same tilIle, the State and its. citizens have continued to do 
everything· possible to help the recovery of agriculture and oil businesses. 

A key element ,~n Oklahoma's efforts to.' promote ,'~ndus~rial development and 
economic .recovery.is, the infusion of resources from outside the' State. Industrial 
development authorities, mainly organized as pubUc trusts acting on behalf of the State 
or local governmentalagencie!i, ~ve successfully utili~ed .. industrial development bonds 
("IDS's") to induce new industries to locate within the State, or to encourage existing 
industries .to expand •. ~ .l~e sn~E!' o~/tl1e~eoo.t:\qs have been sold to out-of-state 
investors, resulting in a flow of capital into our economy from sources outside of the 
State. In addition to IDS's, State ,~nd l~ca.I government -entities have issued both generRl 
obligation ("G.O.") bonds and revenue bon¢; .to finance much-needed expanSion, repair 
and improvement of streets, libraries, schools, wate~ and sewer ~ystems and other public 
facilities to serve the continuing needs of our citizens, and at the same time, to further 
encourage the location or growth of new industry here.::, . " . 

. "" .. . 
, • "'. '": I', ~. < ,'., " ~ .- . 

) The proposed Tax Refor~ Act of 19.8~,.if'e~~c~e~,i1lits pres~nt form, would have a 
:1 'widespread, negative impact on the 'issuance of tax-exempt' bonds of all kinds in 

()klahoma, and on the continuing efforts of the Governo~, the Legislature ilDd many 

I ' {'t·\~;:. (: l ':s!i. 1 ... la uJ 

Il'x~ . .' ~.\~8. ,\. L')'!!',' UnVAr{OS 
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, NOTBCIE: PHOTOCOPIED MATERIALS MAY B~ PROY~CnD BY COPYRIGHT \LAW ('im.~ 17, U.S. ~ODIE); 

i' ,others to achieve economic recovery for the, State. ',In particular,' the January, 1, ,i986,',' 

~ effective date of the Blll is ,already, stifling efforts to issue tax-exempt bonds in 

~ Oklahoma for worthy purposes •. 

:'J ,THE BILL " , " 

,,:: :,i," If eria"~ed In Its p..e.en~ form, ~he Tax .. Reform.A",'t of 1985, H.R. 3838, would make 

f"tlle following changes in the federal, laws regulating the issuance of tax-exempt bonds by 

::;1, State and local governmental issuers and the purchase t>f these obligations by investors: 
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• Creates a distinction between 

:> 

"essential ,function' bonds" ,and "nonessential' 

function bonds" depending on the ultimate, user 

of the bond proceeds. ' ' 

'A bond is a "no~essential'fu~ct10nbondif: " 

0, 

o 

1096 ,or, 'lJlore 'of its proceeds or $10 

million, whichever is less, is used in the ' 

trade or business of a person other ,than' " 

aqualified governm'ental unit, or , 

596 of its proceeds :'or$S ,million, 

, whichever ,is less, is'us~d: for a loailto. ,.,' 

such a person. / " , ',', ' ." .. 

>: Thus, bonds traditionally used to finance a wide range of 
projects benefiting the publi~' such ashospltals,airports, 

public transportation, waste disposal, and ,multifa:mily ",ental 

housing would now become "nonessential fu~ctionbOnds". 

• Provides that the exemption from federal income taxation does 

not apply to interest on, "nonessential function bondS", e:x:ceptas 

further provided in the Bill. ' , 

• Provides that an exemption from federal i~conie taxation will stlll 

apply to Interest 'on' certain types ,of "qualified nonessential 

, , function bonds" ' , ' " 
...... 

:> These "qualified'bonds~ may, include boI)ds f,or: ,. 

,0, ,'" "exemptfacuities", which include· 

,', 

(i) 'Ilirports * ' 
" (ii)docks and wharv,es * . 

(iii) mass commuting facilities *' , 
(iv) 'water facilities (other than irrigation) * 
(v) sewage' disposal facilities. ','" 

(vi) solid waste disposal facilities 

(vii) , "qualified 'mU1tUamUy housing 

. : ',.. '. . . 

* must be governmentallyo,wned 

j, : 

i' C<;>IIection 
I' ~ ,J A, 
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o 

0 

0 

,. 
i 

0 

o. 

. qualified single:famlly mortgage 
revenue bonds . 

certain "small issue" lOB's 

501'(c)(3) organization bonds, such as 
.. bonds issued for the benefit of , 
. hospitals, colleges and certain rental· 

housing facilities 

qualified student loan bonds 

. certain "redevelopment" projects under 
. "tax increment" financing 

> The Bill restricts those types of bonds that are "qualified 
· bonds" in· comparison to present law, particularly where the 
facilities acquired withbondproceedsar.e·Us~d or operated 

· by the private sector. , .... . 
. ".. '., 

• . Total annual nongovernlllental issuance in eachstatels sUbJec(io 
. a volume cap of $175 per capita or $200 million, . whichever is 

larger •. 'Ofthis,$25per .capita~ or $30 million, is reserved for 
nonprofit institutions -mostly hospitals and universities. Half of 
the remainder is.reserved for housing and the other half fOl-other 
nongovernmental financing. State legislatures.are authorized,. 
within limits, to reallocate financing authority under th~secaps 
among different purposes. '. 

" > 
,I, I 

> 

Oklahoma's total allocation for all "nongovernmental" bonds 
under this formula is approximately $560 million, based upon 
a population of 3.2 million. 

Under present law, up to $150 per capita may be utilized 
annually for lOB's •. , For Oklahoma, this amounts· to 
approximately $480 million for lOB's ~one. 

. . ." . . 

Under present law, up to $200 million per year maybe used 
for single family mortgage revenue bonds. . 

I . . . "'. . 

Under present . law, there are no limitations onthed~llar' 
volume of bonds that may.·t>e utilized each year by nonprofit 

• .institutionssuch as hospitals for qualified projects. 

Under present law, no dollar volume limit applies to the' 
amount of ·bonds that may be used for. multifamily rental' . 
housing. 

• Increased restrictions are placed on bond programs for housing. 

';' In,single family mortgage revenue bond programs,ther.eare .. 
increased restrictions on annual family income of qualified 
borrowers,' the acquisition cost of eligible residences, and 
the number of borrowers that must be first time homebuyers . 
in both target and non-target areas. '. . ' 

3 
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NOrICIE: P~01l'OCOPIISDMATlERDAD..S MAV !alE' PROY~C1I'IE1O BY COPVRIGHT LAW (TilLIE 17, u.s. CODIE).' 

.J 

> IIi multifamily rental housing programs",ttlere areincreased 
restrictions on the use of bond proceeds for functionally 
related and subordinate facUities, the percentage of iinits 
held available for low income persons and the income of 
eligible tenants. In addition, there are increasedl'eporting 
duties to, ,prove compliallce with low income ,set-aside' ' 
requirements by the, developer. 

'I" "'" '" ," " ", 

~ New arbitrage regulations sharplycurtall the ability of issuers to 
invest bond proceeds at yields materially higher than the bond 
yield and retain,the earnings. ' 

"', 

> As a general proposition, all arbitrage, earnings from 
investment of bond proceeds must now be rebated to the 
federal government. 

> These ,restrictions apply not only to IDB's, ,but also to 
"essential purpose bonds" where the governmental issuer is 
the' owner ,and operator' of the facilities financed with bond 

, proceeds. ," " " " 

>' Limitedexceptions apply: 

o 

o 

',' 

.In the caSe of '''essential purpose bonds" 
such as general, obllgationorrevenue 
bonds of governmeI)t81 entities . for 
scl1ools,streets or utility 'system 
improvements, arbitrage profits may" be 
retained if: 

(i), at least 596 of the pr()ceeds, 
are utilized for "bricks and ' 
mortar" wiJhin 30 days of 
issuailce of the bonds; and , 

(il) all, of, the gross proceeds of' ' 
the, bonds are spent on the 
project within 6 months. 

" 

Otherwise", arbitrage' eai-nings must be 
rebated to the federal government. ' " ' ' 

; Certain,' ,limited' "temporary 'periOds" 
'still apply to ,'reserve fun~ 'or debt 
service 'funds, duri,ng ,which ' time' 
arbitrage profits may be earned and, 
retained. 

.. ",.': 

. . . . 

• The Bill prohibits advance refundings of any issue of "noneSsential 
function" bonds and sharply restricts the conditions under which 
"essential function" bonds may be advance refunded. 
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L\'I01DCIE: IPHOYOCOIP.DIED MATlERDA!.S MAV !alE IPRC?~IECTIEDIAV COIPVlliGHy'LAW (T1YL1E17, u.s; COIDIE). 
.... .' ..". .,' 

.,", ' 

• ~ubstantial changes are made in the '.way, depreciation, or ,'cost 
recovery may be, taken on property financed by "nonessential 

, function" bonds by the tax-owner of the property. ' 

• Top-bracket, marginal' individual and corporate, tax rates are 
reduced, thus having the likely effect e>f lowering the demand for 
tax-exempt bonds. , ', 

,. ,Taxpayers Using tax-exempt "nonessential f~ction" bonds as tax 
',shelterswUl be subject to a stiff alternative minimllmtax., 

• Interest on tax-exempt bonds purchased by property/casualty 
insurance companies (one of the traditional high volume investors' 
in tax-exempt bonds) will be subject ,to an increase in their 
effective tax rate. 

• Commercial banks will not be allowed to deduct the cost of 
carrying tax~exempt bonds pUrchased after December 31, 1985. 

., The Bill, in its, present form, has, an effective date of January 1, 
1986, although nonbinding resolutions, have been passed by both 

, ,the Hous~, and the Senate expressillg a preference fora later 
effective date. 

THE EFFECT ON OKLAHOMA TAX~EXEMPT BONDS '.' " 

The existence of the pending legislation isse~erelY re~tricting Issuance and ' 
delivery of most types of municipal bonds in Oklahoma, just as it is in the rest of the,' 

'" country. ' Recent articles from various financial publications, attached as Exhibits A, B 
',arid, C" indicate the chilling effect the BUl, with its oneroUs provisions and uncertain 
, effective date, has had on both the issuers and purch8sers of tax-exempt bonds. 

For example, within the past week, the offering of revenue bond issues 'of the 
Claremore Industrial and Redevelopment Authority and of tbeLatimerCountyIndustrial 
Authority to finance construction of Veteran's nursing home facUities had, to be 
suspended because of a general lack of market interest, attributed primarily to market 
uncertainty over the Bill and its effect on pendiilg bond issues. 

,Even such "plain vanilla" bond issues as general obligation bonm; ofsch()oldistricts 
or cities for such items, as construction of classroom buildings or fire stations will be, 
affected by the Bill. 

Under'the present language of Ii.R..3838, in the section apparently Intended to " 
discourage the "early, issuance" of bonds (according to the Staff Report of' the House 
Ways and Means Committee), uhless (1) at least 596 of the bond proceeds are expended for 
the governmental purpose of the borrowing within 30 days after the date the bonds are 
issued, and (Ii) an amount equal to' all bond proceeds (other than amounts invested in a 
reasonably required reserve or replacement flind) is expended for that purpose within 3' 
years of the date of issuance, ,then income from interest on the, bonds will be taxable, 
retroactive to the date of issue. " 

, The requirement that 596 of the gross bond proceeds be spent on "bricks and 
mortar" within' 30 days of the closing of the bond issue is a particularly onerous, one,' 
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f:~'· -, . 

~ 
~ .. 
(D 
:::l 

especially in view of Oklahoma laws on competitive bidding of construction projects. 
Title 61 O.S. 1981 Section 104, apart ·of the Public Competitive Biddillg Act of 1974, 
requires that a notice for bids on construction of improvemen.ts to real property must be 
published at least 20 days prior to the opening of bids. Section 111 provides that the 
contract must be awarded within 30 'days of the opening of bids. "Thereafter, the 
successful bidder Is entitled to a reasonable time in which to execute the contract, 
provide the necessary surety bonds and proof of insurance,andcommence work on the 
project, all in accordance with the pr()visions of the bid documents. After construction is 
commenced, the first progress payment may not be made to the contractor for 30 days or 
more. 

Thus, in the normal course of events, 60 days or more may well elapse between the 
time notice for bids is published and payment of any amount is made to the contractor 
for project materials or labOr costs. ASsuming bids are not invited until bOnd proceeds 
are in hand, then it is obvious that 596 of the proceeds will not ordinarily be spent for 
tangible project improvements within 30 days of bOnd issuance, thusdenyingtax':'exempt 
status to the bOnds under the provisions of the Bill~ '. . ... 

It may be theoretically possible" for. a local governmental unit to structure' the 
bidding and awarding of a contract on a public construction project in a: manner so as to 
comply techilically with the Bill's requirements. However; the wisdom or practicality of 
such measures must be seriously questioned. If a school bOard or city council, for 
example, Is willing to ta:kea ca:lculated risk and receive bids on a project prior to receipt 
of bOnd proceedS, providing in the .bld documents that awarding of the contract to the 
successful bidder is contingent upon the closing of the bond issue and the delivery of bOnd 
proceeds, and further providing that work under the contract must proceed Immediately 
and that the contractor must provide invoices evidencing that payment is due for at least 

, 596 of the contract amount within 30 days of closing of the bOnd issue, then it might be 
. Possib~e to successfully comply with the requirements of the Bill, as well as applicable 
. requirements of Oklahoma law on competitive bidding. But as previously mentioned, the 
wisdom and practica:lity of such a convoluted procedure is subject to serious question, 
and in some situations, issuers may be unable or unwilling to use such unconventional 
bidding procedures. . 

It Is submitted that, uilless the section of the Bill pertaining to the 596 requirement 
Is amended, many construction projects for Oklahoma governmental entities cannot be 
financed with tax-exempt bOnds,orif they are able to be financed,widespread and 
substantia:l changes In bidding procedures will be required. 

This 'Isbut one example of the potentially damaging collSequences· of ·the Bill 'on 
Oklahoma Issuers of tax-exempt bOnds. Similar, and equally harmful, problems will be 
created for most issuers of revenue bonds to finance construction of utility 
Improvements or to induce industrial development. If this. were not enough, even in the 
limited instances where issuers are willing to proceed with the issuance of bOnds, it is 
a:lready clear that the January 1, 1986, effective date is seriously hampering efforts of 
Oklahoma issuers to market the securities and have the proceeds available for the needed 
projects. 

. An additional aspect of the Bill that further hampers the ability of municipal bond 
issues in Oklahoma to sell bonds for public improvement projects is the deniaI to banks of 

, the ability to deduct the cost of "carrying" municipal bond portfolios. 

Under Oklahoma law, commercial banks and other depositories of public monies are 
required to retain certain government obligations as security to collatera:lize these 
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deposits. Traditionally, one of the primary sOurces of such collateral in'Oklahoma has , 

been general obUgation bonds of ,school districts,municipalities, counties, or subdivisioos 

of the State. However, it is sOmetimes necessary fora bank to borrow m.oney with which 

to purchase and hold these securities, in orQer to remain eligible as a depository. Under 

present law, banks are permitted to deduct approximately 8096 of the cost of "carrying" 

, such securities as a business expense. Under the 1985 Tax'Reform Act, this deduction is 

: I' eliminated (with minor exceptions), making it costly and in some instances, unfeasible for 

'i i bariks to purchase or maintain large inventories of tax-exempt bonds.' , " " . 

Since comme~cial banks are and have been one of the primary 'markets for bonds of 

Oklahoma school districts and municipalities, the Bill's impact on the ability· of such 

institutions' to finance the purchase of local bonds is bound to have a significant effect on 

the ability of the issuers to sell their bonds, and when sold, on the interest rate. We must 

not lose sight of the fact that any increase in interest rate on bonds of such local issuers 

will be directly borne by the tax payers and residents of the' school district or 

municipality. Thus, the local tax payer or utility rate payer in Oklahoma ,will, in effect, 

be penalized. for the federal government's denial of this legitimate business deduction to 

banking institutions. .'. ' 

The United States Senate has not yet taken action on the Blll.·· Obviously, then, one, 

of the most important 'actions to be taken is for perSons conc.erned about the impact of. 

the Bill to write Senators Boren and Nickles, as well as Senators from other states, 

expressing opposition to the Bill in its present form, and urging amendments to allow 

, State and local governments some breathing room. 
. , . 

In particular, it is urgent that efforts be made to modify or eliminate at least these 

'three portions of the Bill: (1) the 5% - 30 day expenditure test for bond proceeds; (2) the 

I denial of deductibility or carrYing costs to banks as p\1rchasers of tax-exempt boods; and 

(3) the January 1, 1986 effective date. . , 

The addresses and telephone numbers .of Oklahoma's United States Senators and· 

Representatives are included in the attachment at the end of this memorandum. . 

The Participation of all concerned in expressing to our congressional delegation our 

alarm over the potential impact of the Bill is vitally needed. If Oklahoma is to 

successfully continue its efforts to encourage economic development and maintain or 

increase the level of local government services, we must act without delay in" doing 

everything we can to eUminate or modify these harmful provisiollS of the Bill. 

7 

~ I, ; \ , 

II 
1 

'I ,. II ,Co~ nn l. _I, ..... 

I I 1'-'0 ection __ -'--~ _________ Series ............. .l DIltI.)U!...II\..ce........ Box 3j 
Folder __ i--=~=-----_ 

--I 
',~ . 

;;;' 
;;;' 
o 

"U 

5 
O'. 
n 
o 
~ 

3 
o 
~ 
0' 
"(it 

, ::r ' 
, !!!.... 
c.. 

~ 

() 
o 
::> 

co 
m 
VI 

'6 0

' • 

::> o ' 
, . '. Al 

(1)' 
VI 
(1) 

o 
'0' 
::r 
o 
5.. 
VI 
c 
c.. 
(ii' 
VI 

() 
(1) 
::> 

~ 
() 
o 
::> 

co 
m 
VI 
VI 

0' 
::> 
Q.. 

'» , 
n 
::r 
~' 
~ 

C 
::> 

~.:. 
VI 

~ 
Q... 

o ,.... 
a 
::r 
o 
3 
,0 

~. 
o 
::> 
::> 
~ 

l 
6'. 
o 
3 
tv 
o 
,tv '. 
0-
w 
o 
.~' 
5' 

co 
0' 
::> 

o 
< 

.,9-
z o· , 
3 
o .p 

o ,.... 
a 
~ o 

3 
o 
'-J 
W 
o 

'f 
0, 
w' 


