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THE FUTURE OF NONGUARANTEED
BOND FINANCING IN NEW YORK

1. INTRrRODUCTION

New York City narrowly escaped municipal bankruptey in 1975 when 3
could notf service its debt! without help from the state and federal governments :
New York State’s Urban Development Corporation (UDC) was in aowmc:ﬂn
short-term notes for several davs in February-March 1975, untl the siate
legislature appropriated $90 million for repayment of principal and in

nd for current opcrating expenses.’ Bond markets were severely shaken by
New York’s financial crisis. Siates and municipalities nationwide mmwmamsnmm
difficulty in marketing their obligations, regardiess of thelr individual credis
ratings.*®

The crisis was largelv due to the seemingly unsupportable debt burdens on the
state, the city and their various authorities and agencies.® For example. al

pe

service the city’s debt in fiscal 1974-75.% Total outstanding debts of the state,
including commitments to its agencies, stood at $12.8 billion, or 8707 per state
resident, on March 31, 1973.7 More than two-thirds of this m:uoznr. or 387
billion, was “nonguaranteed” debt® which had never been submitted to a voler

1. The terms “debt” and “indebtedness™ are subject to various definitions depending on the
jurisdiction and the context in which they are used. Broadly, the terms refer to an znam.&&.ﬁm_m topar
a specified amount at a future date. For a discussion of different interpretations of the termsin the
context of government obligatons. see 15 E. McQuillin. Municipal Corporations § 51.°
1970) [hereinafter cited as McQuillin].

2. See F. Ferretti, The Year the Big Apple Went Bust 327-406 (1976).

3. New York State Moreland Act Commission on the Urban Development Corp. and Other State
Financing Agencies, Restoring Credit and Confidence 20i-02 {1976) [hereinafter cited as Moreiand
Commission Report].

Aioeq

4. Revzin, Other Citles Suffer Pains in Bond Market from New York Woees, Wall St J.. June
16975, at 1, col. &
5. Moreland Commission Report, supra note 3, at 9.
6. Citv of New York, Official Statement, General Obiigation Serial Bonds 28 {July 1. 18761 1
2

fulil market value. N.Y . Const. art. VIII. § 101 However. taxes used for debt service are exciuded
from this Hmitation. Td. § 11lia)
7. Stateof New York, Preliminary Official Statement. 7% Tax and Revenue Anticipation Notes.
at F-10 (Aug. 19. 1976) [hereinafter cited as State Prospectus).

8. Id. The state classifies these nonguaranteed debts as “lease purchase” commitments. which
amounted to 33.6 billion. and “moral obligation™ debts, which amounted to 371 bilion, 14

In a typical lease-purchase arrangement. the state enters into a long-term agreement 1o leass o
facility from one of its authorities. The state's rental pavments generally are sufficient to enabie the
authority to repay interest and principal on the bonds it issued to finance acguisition andier
construction of the facility. Such lease commitments zre considered executory obligations of the state.
rather than legal indebtedness within the meaning of constitutional prohibitions, See 1975 N.Y
Comp. Ann. Rep.. pt. 1.at 22-23; State Prospectus, supra note 7. at 61-62; McQuillin. supranote 1.3
41.16; Magnusson, Lease-Financing by Municipal Corporations as a Way Around Debt L. dont.
25 Geo. Wash L. Rev. 377 (19374
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referendum® and for which the state disclaimed legal liability.

By late 1976, however, an appearance of normazlcy had returned to
municipal bond markets'® and to New York {inances. The city had met 1ts first
deadlines for repayment of state and federal loans. 11 The state’s obligations were
again being purch ased by private investors!>—there was even a market for the
moral oblizaticn bonds of the state’s Housing Finance Agency and Municipal
Assistance Corporation, albeit at high interest rates.' Although a court
decision’ ordered the city to repay almost 51 billion of short-term notes,
government officials remained hopeful that fiscal solvency would be main-
tained.'s possibly with help from the new administration in Washington.!®

Financial collapse had been averted by a series of emergency maneuvers.
These inctuded a moratorium on repayment of short-term city notes;*? creation
of a Municipal Assistance Corporation (MAC)® with power to issue bonds
against which the state pledged the city’s sales tax and stock transfer tax;!® the

Moral obligation debts consist of bonds issued by an authority or agency of the state, on which the
state agrees to appropriate annually any money needed to make up deficiencies in the issuer's debt
service reserve fund. The state disclaims any legal Uability for the bonds, but there is said to be a
moral obligation on the part of the legisiature to make such appropriations. 1673 N.Y. Comp. Ann.
Rep.. pt. 1, at 23-24; State Prospectus, supra note 7, at 62-43. See notes 109-11 infra and
accompanying text.

These statistics do not include ather authority debts that are unsupported by the moral ohligation
“makeup” clause. These other debts, however. are sometimes said to carry an implied moral
obligation of the state for their repayment in event of default by the issuing authority. See notes 74-80
infra and accompanying text

9. NV Const.are, VI § 11, requires that debts guaranteed by the state’sfulifaith and - redit be
approved by a majority of voters at an election.

10. Bonds issued by other states and municipalities were being purchased by investors at
increasingly lower interest rates and higher prices. See, e.g. . N.Y. Times. Dec. 10, 1976, at D3, col.
4 N.Y. Times. Oct. 13, 1976, at D9, col. 1, N.Y. Times, Oct. 4, 1976, a2 33, col. 3; Wall 5t. J.. June
25, 1976, at col 1.

11. E.g. N.Y. Times, Sept. 15, 1976, at 43, col. L.

12, E.g.. Wall 5t. J., Aug. 20. 1976, a1 16, col. 1.

13, N.¥. Times. Sept. 17, 1976, at 1, col. 6 (tax-exempt Housing Finance Agency bonds paid
8.5% interest: N Y. Times, Nov. 3. 1976, at AL, col. 3 (tax-exempt MAC bonds paid 16.25%

;ar? Bank v Municipal Assistance Corp., 40 N.Y.2d 731, 338 N E.2d 848, 360
N.VY.sidz2rn . See notes 131-136 infra and accompanying texi.

13. E.g..New York City Mavor Beame's assertion that “we've metthe problem with confidence.
in full control of the situation.” N.¥. Times. Dec. 28, 1976, at 43, col. 3.

16. Sce. e.g.. President-elect Carter's prormise to keep the city fram bankruptcy. N.Y. Times,
Dec. 29, 1576, at 1. coi. 6

17.  Emergency Moratorium Actfur the City of New York, ch 875, i
Laws 27 (Mckinney 1976), held unconstituiional, Flushimg Nat'l Bank . AMunicipal Assistance
Corp., 40 N.Y.2d 731, 358 N.E.2d 848, 390 N.¥.S.2d 22 (1976 izec notes 131-36 infra and
2CCOMmpanying textl

18.  Municipal Assistance Corporation Act. ¢iv 168, 2m3INYL Sess Laws 237 (MoKinneys. as
amended. ch. 169, [1975] N.Y. Sess. Laws 260 (M

1¢.  Municipal Assistance Corporation Act, ch. 163, NV Sess. Laws 236 (McKinney).
Pmmudmzmcm..ur;oo.:eﬂm/J«.‘.nmﬁ»,H.m,....mm%mﬁm?::mme.;m.nn;?mm. wo,.q..m/d_..aomwmc:wmwnm
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purchase by state and city pension and workmen's compensation funds of large
amounts of obligations of the state, MAC, and several state authorities:*® and a
state appropriation of $750 million to the city and MAC.?!

At the same time. the legislature began to take steps to Himit the amount of debt
that could be undertaken in the future. The city’s ability to sell bonds to the
public was placed under control of the Emergency Financial Contrel Board 22
Dollar ceilings were placed on the amount of moral obligation debt that could be
undertaken bv the state’s public authorities. Unused moral obligation provisions
in legislation governing six authorities and agencies were repeaied. A Public
Authorities Control Beard was created to oversee future authority bond Issues
and. for some authcrities. all new construction projects,??

Of equal significance were two 1976 decisions of the New York Court of
Appeals which, although involving forms of guaranteed debts, demonstrated
the court’s willingness to invalidate financing practices which strain constitu-
tional debt limitations. In March, 1976, Wein v. Stefe® upheld one of the
emergency measures enacted by the state, but attempted to set definite limits
on the kinds of financing devices thar could be used in the future—to de-
lineate what Chief Judge Breitel calied “the brink of valid practice.”? The
following November, in Flushing Netional Bank w. Municipal Assisiance
Covp..2® the court held unconstitutional the state-enacted moeratorium on re-
pavment of full faith and credit city short-term notes.

Whether these efforts of the court and legislature will have any long-term
effect, however, is problematic. When the financial crisis of 1973 begins to

any legal obligation on the state legislature to appropriate the tax revenues o pledged inte the deln
service fund. See Municipal Assistance Corp . Preliminary Official Statement. 1976 Series CC
Bonds, at 10-11 {Oct. 28, 19764

20. Financial Emergency Actfor the City of New York, ch. 865, §§ 7-8, [1975 extra. 5€35. ]

Sess. Laws 1421 (McKinney:. as amended, ch. 870. [1975 extra. sess.] N.Y . Sess. Laws 1232
(McKinneyy, Act of March 12, 1976, ch. 32, [1976] N V. Sess. Laws 148 (McRinneyv), as amended,
Act of April 6, 1976, ch. 115, [1976] N.¥. Sess. Laws 325 (McKinnevy: Actof June 10, 1976.¢ch ¥
[1976]N.Y. Sess Laws 906 (McKinney). Based onits findings of a public emergency. the legislature
passed these acis to aid financial recoverv. Uader normal economic circumstances. as one
commentator has observed, “purchase of tax-exempt securities by a tax-exempt organization i
irrational.” J. Maxwell, Financing State and Local Governmenis 205-05 n 22 ev. ed. 1964

21. Financtal Emergency Act for the City of New York. ch. 868, 8% 22-23, {1973 extra. st B
N.Y. Sess, Laws 1338 (McKinney), as amended. ch. 870. [1975 extra, sess IN.Y. Sess. Laws 1474
(McKinney}, hela constitutional, Wein v. State, 39 N.Y.2d 136, 347 ~N.E.2d 586, 383 N.Y.8.2d 2:F
(1976) (see notes 122-30 infra and accompanyving texti.

22, Emergency Financial Act for the City of New York. ch. 868 § 2, 71075 extra. sess N Y
Sess, Laws 1409 (McKinnev:

23, Acts of March 15, 1976, chs. 38-39. [1576] N.Y. Sess. Laws 138 (MeKinnewy. Creation of
such a board was one of the major recommendations of the Moreland Commission Report, supra nnte
3. at 20036 Similar recommendations were made by the state comptrolier, 1973 N.Y, Comp. Ann
Rep., pt. 1, at 40-43

24, 36 N.Y.2d 136, 347 N E.2d 386, 383 NOY.52d 225 (1676 See notes 122-30 imirae 2n
accompanying text.

25, Id. ar 142, 347 N.EZid a .

Th. 40N Y.:d 73D, 33 N E.2d 838, O N
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recede in the memories of New Vork’s legislators, they will once again become
aware of their constituents’ needs for low-cost housing, mass transportation, new
hospitals and schools, pollution control and electric power facilities, and other
projects of public benefit. The temptation to finance these projects through debt

"will be strong; and the procedure of a public referendum for approval of full faith

and credit debts of the state will seem cumbersome and risky.?? Conditions will

“pe ripe for new issues of nonguaranteed bonds, and for the invention of new
. “devices to circumvent constitutional debt limitations.

If this situation arises, how will the legislature react? Moreover, if the
legislature renews the practice of financing public works with nonguaranteed
debt devices, and if this practice is challenged in court, how might the court of
appeals respond? Finally, if the court invalidates such debt financing devices,
what practical effect might such a decision have on public financing in New

“york? These are the key questions that this Comment preposes to explore.

First, the development of general obligation and nonguaranteed debt
financing in New York will be reviewed. including the events that led to
enactment of constitutional limitations, subsequent legislative evasions of the
provisions, and judicial interpretations of the legislative actions.?® The next
section will examine the interplay between courts and legisiatures in several
minority jurisdictions, where strict judicial construction of constitutional
Kmitations has repeatedly been overridden by legislative action.?® Finally, an
attempt will be made to indicate, on the basis of this investigation, whether
existing constitutional debt provisions are likely to be maintained successfully by
judicial enforcement in the face of legislative attempts at avoidance.?®

II. New YOoRK'S EXPERIENCE
A, Ovrigins of Censtitutional Deb? Limitations—And Ways Around Them

The New York Constitution appears to place severe restrictions on the power
of the state and<ts local governmental units to incur firancial liabilities. The
state cannot give or loan its money or creditin aid of anv private corporation or
undertaking,?! nor extend its credit tc a public corporation.?? Nor can the state
contract a debt without approval by a majority of the legislature and bv a
majcrity of voters at a general election.?® Money raised by such a procedure can
by used only for the purposes specified by the legislature, and must be repaid
within 40 yvears.* A sinking fund must be maintained with yearly appropriations
adeguate to pay interest and principal on state debts and the monies must be

27. Inthe November 1976 general election. for example, it was estimated that voters nationwide
approved only $1.5 billion of a proposed §3 billion of new bond issues. N.¥. Times, Nov. 4, 1976, at
63, col. 5.

28. See secdon I infra.

29.  See section III infra.

30. See section IV infra.

31. N.Y. Const. art. VII, § 8.

32, Id
33 1d. § 1t
34 1d § 12
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segregated from all other funds.3® The state may, however, without
referendum, contract debts in anticipation of taxes, revenues and mozg sales ww

as well as to meet certain grave dangers to Ucvmn_mm?@.: T
) Local governmental units face similar restrictions. “No county, city, town
.E:N.Pmm or scheol district shall give or loan any money or property ﬁom QmME to :
in En._ of any individual, or private corporation or association S subiect w,
certain enumerated exceptions.3® All debts centracted by such political maLc&f.m
sions must be for a2 municipal purpose, repavable within 40 vears, and
guaranteed by a pledge of the subdivision’s faith and credit.’® mwv&ﬂ.&a:.
cannot contract debt in excess of a specified percentage of the value of .&.Mmq.,
real estate within their boundaries.?° e
) m.oﬂ@rmo:w states have enacted constitutional limitations on borrowing power
m:m.:mw to some or all of New York's provisions;*! two require mammﬁmﬂﬂ,wmu.
majority votes of the legislature, and all others require either a referendumora
constitutional amendment before the state can contract most ferms of in-
debtedness.4? Most of these debtlimitations were developed in the Bw.&n:m to _m*.m
.H o%.nmnﬂcq. when many states found themselves overburdened with debts SC
had incurred to help finance canal and railroad construction. The panic of H.w 17
resulted in several defaults bv states on canal bonds 43 Although not mﬂowq %m
defaulting states, New York at that time was pushed to “the 49” brink of %mm::
on :.m bonds.™* During the latter half of the 19th century, several states mma.

municipalities also defaulted on bonds issued for railroad construction 45
Rhode Isilandin 1842 and New Jersevin 1844 were the first statesto trv to m.wmn.r

35, Id. 8§ i3-16.

36 Id. § 9.

37. The enumerated crises are: “to repel invasion, suppress insurrection. or defend the state in
war, or to suppress forest fires . . . " Id. § 10

38, Id. art VIIL, § 1.

30, Id. § 2.

40. Id. § 4. Percentages range from 3% for school districts and 7% for villages to 109 for New
York City and Nassau County. Id. )

Additionally, both the state and its subdivisions are prohibited from beceming liabie for the
oEmwmﬂo.nm of public corporations. Upon legislative authorization. hewever, they BM,.. take over the
corporations’ properties and pay their debts. Id. art. X, § 5. ’ ’

43i. Wagner, Optimzhty in Local Debt Limitation, 23 Natl Tax J. 267, 297 (1670

42. Morris, Evading Debt Limitations with Public Building Autherities: The Costly Subversion
of State Constitutions, 68 Yale L.J. 234, 240-31 & n.13 (1938}, See also A.J. Heins. O‘onmﬁ::uo:&
Restrictions Against State Debt 29 (1963) Thereinafter cited as Heins).

43, Mississippi, Florida, Arkansas and Indiana defaulted in 1841, lineis. Michigan, Marvland.
Pennsyivania and Louisiana defavited in 1842. Heins. supra note 42, at 7. . .

44, Moreland Commission Report, supra note 3, at 37, See also Newell v, People, 7N Y. 5. %
{1852). .

45, Typically, a state or municipality would exchange its bonds for stock in a railroad company.
The railroad would sell the government bonds to finance its construction projects. The comp m
would later become bankrupt, leaving the state or municipality with U::am.a waamgwunwmm NJ.,)“
practically worthless ratlroad stock. See Willart, Constitutional xmm.&nmo:w on Use of Public Muoney
and Public Credit. 328 Texas B.J. 313, 414-16 {1973 .

e

£ okt i, & b et

et R by

Joia

19771 NONGUARANTEED BONLDS 563

7 constitutional barriers against the unchecked growth of state debt.*¢ New York

enacted its first such debt provisions in 1846 and gradually added to themn atlater
constitutional conventions.*? Similar provisions were adopted in most states by
1890.4%
Despite such restrictions, New York and many other states developed wiys to
borrow money without referendum or constitutional amendment to finance a
. yariety of projects considered of social benefit.¢® These devices are variously
called revenue bonds, improvement bonds, and special fund, or limited
obligation bonds. Interest payments on all these obligations are exempt from
federal® and state®! taxes. As opposed to the general obligation bond, on which
hondholders have recourse lo the issuing government's general revenues and full
‘taxing powers,®? all these devices are nonguaranteed: the issuing state or
municipality expressly disclaims any legal liability.** Revenue bonds are,
typically. payable only from the revenues of the particular project they were
isstied to finance.> Improvement bonds are issued by special districts (such as
water or sewer districts), and are payable from assessments on property
benefited by improvements in that district.5% Special fund, or limited obligation
bonds are pavable from a special fund for debt service which the issuer agrees to
maintain. Sometimes, a specific taxis pledged to that fund, although the state or
municipality usually states that no liability is to attach to the government’s
general revenues.®® In certzin instances, the state or municipality may contribute
to repayment of any of these bonds by leasing the facility that was built with the
bend proceeds.’” Ail such arrangements have been held by a majority of

“

46. Heins, supra note 32, at 8.

47. See Quirk & Wein, A Short Constitutional History of Entities Commonly Known as
Authorities, 36 Cornell L. Rev. 521,326-32(197 D) [hereinafter cited as Quirk & Wein]. Theprocessof
amendment continued in New York through the 1938 constitutional convention. when article X.
section 5. was added as an express disavowal of the debts of public authorities, Id. at 361-79.

48 See Heins, supri note 42, at 93120

49, See, e.g.. Foley. Some Recent Developments in the Law Relating to Municipal Financing of
Public Works. 4 Fordham L. Rev. 13, 26-27 & nn.6%-70 (1235); Stober & Falk, Industrial
Development Bonds as a Subsidy to Industry. 22 Nar! Tax J. 232, 232 {1969

30, int. Rev. Code of 1934, § 103

51. Interest on these bonds may be taxable unless specifically exempted by statute. 16 E.
McQuillin, Municipal Corporations § 41.49 (3d ed. 1972, However. such exemptions are routinely
included in enabling legislation. See, e.g.. Y. Priv. Hous. Fin. Law § 54 (McKinney 19761 N. Y.
Pub. Auth. Law § 1296(8 (McKinney Supp. 1976

3 2

2 See 64 Am. Jur. 2d Public Securities and Obligations §§ 13, 417 {1971}
19
e

s

>

53, E.g., N.Y. Priv. Hous. Fin. Law § 46(8) (McKinney 1976)

54,  See McQuillin, supranote 1, at §§ 43.34. 13.131; Virtee, The Public Use of Private Capital: A
Discussion of Problems Related to Municipal Bond Financing. 35 Va. L. Rev 283, 292-93 (19431

55, See McQuillin, supra note 1, at $§ 43.45. 43.135: 64 Am. Jur. 2d Public Securities and
Obligations §§ 13, 418 {1972}

56. See McQuillin. supra note 1, at § 43.132: 64 Am. Jur. 2d Public Securities and Obligations
§8 13, 416-17 (1972); Virtue, The Pubiic Use of Private Capital: A Discussion of Problems Related
to Municipal Bond Financing, 35 Va. L. Rev. 285, 291-92 (1949},

557 See Bowmar. The Anachronism Called Debt Limitation, 52 ITowa L. Rev. 863, 330-84 (18671
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jurisdictions not to create debts or liabilities within the meaning of constitutional
prohibitions. ®

However. there is often said to be a moral obligation on the part of the state or
municipality to repay the bonds from general revenues if the pledged refunding
source proves insufficient.*® This implicit moral obligation, noted as early as
1852,89 was made explicit in the so-called “moral obligation bond™ developed in
1960. These bonds are issued by a public corporation created by the state: they
contain, in addition to an express disclaimer of liability by the state, a ;Bmwgﬁ.,_
clause, which provides that the state shall make up any deficits in the reserve
fund maintained by the issuing agency for debt service. This clause has usually
heen held to create a moral, but not a legal, obligation on future legisiatures to
appropriate money needed by the agency.®' For purposes of this Comment,
ail forms of nonguaranteed debt described above will be termed revenue
bonds, except those containing a “makeup” clause, which will be called moral
obligation bonds.

The obvious advantages of these nonguaranteed financing devices are speed
and flexibilitv. Cumbersome and risky referendums are unnecessary, and a
nublic authority can move rapidly to take advantage of new federal grants
and other opportunities .82 Constitutional debt ceilings also can be ignored.®?
Additionally, when tax-exempt bonds are used to finance industrial develop-
ment and water pollution contro! projects, they offer financing to private in-
dustry at lower interest rates than could be cbtained elsewhere %

Among their disadvantages are the slightly higher interest rates needed to
attract the investing public.®® Anether difficulty is the lack of government
contrel over the amount of debt incurred by autherities and over the uses to
which the money is put.®6 Despite these disadvantages, nonguaranteed bonds
have become an increasingly popular method of public financing.®’

Magnusson. Lease-Financing by Municipal Corporations as a Way Arcund Debt Limitations, 23
Geo. Wash. L. Rev. 377 (19587

58. Morris, Evading Debt Limitations with Public Building Authorities: The Costly Subversion
of State Constitutions. 68 Yale L.J. 234, 240-43 (19781

50, See B.U. Ratchford, American State Debts 317-23 (19413 [hereinafter cited as Ratchford}.

60. “Nao one acquainted with the historv of the legislation of this state can doubt that money
borrewed under the act of 1831, if applied to the completion of the canals, would be repaid on the
ground of this moral obligation . .. .7 Neweli v. People, 7 N.Y. 9, 93 {1852} See also id. ar 102-03
(Jehnson, J.. concurring): id. at i14-13 {Edmeonds, J., concurring).

61. See notes 10%-11 infra and accompanying text.

62, Ratchford, supra note 59, at 317,

63 Id. at 316,

61, Willart. Constitutional Restrictions on Use of Public Maney and Public Credit, 38 Texas B.]
313, $13-14 (1973}, See also Ritter. Federal Income Tax Treatment of Municipal O
Industrial Development Bonds, 25 Tax Law. 311, 314 (1672

65. Heins, supra note £2. at 36-68 See also Holiman & Primeaux. An Exaniination of Debt
Ceilings as Barriers to Efficient Debt Management. 23 Ala L Rev. 417 {19730

06, Moreland Commission Repori. supra note 3, at 4. Ratchfurd, supra note £5. a

67 Seetable showing growth of nonguaranteed debias apropo
in J. Maxwel!, Finzncing State and Local Governments 261 irev. ed. |
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B. The Development of Revenue Bond and Moral Obligation
Bond Financing

i. REVENUE BONDS

One of the first attempts by a state to evade a constitutional debt liriitation
was made in 1851, when the New York legislature authorized $9 million of
“canal revenue certificates” to finance the enlargement of the Erie Canal, and the
construction of the Genesee Valley and Black River canals.%® The certificates
were pavable out of a special fund maintained by surplus revenues from canal
operations,*® and the state disclaimed any liability on them.?®

In Newell v. People,”! the court of appeals held the law a violation of an 1846
constitutional provision that authorized further canal construction to be
financed only from the prior fiscal year's surplus canal revenues.’? This
provision had been added by the Constitutional Convention of 1846 as an
expression of fiscal caution: debt reduction was given priority over canal
construction.” .

The court warned that the state’s disclaimer of liability would be practically, if
not legally, ineffective in event of default, since the state would in all probability
honor its moral obligation to holders of the certificates.”™ Significantly, however,
the majority opinion invalidated the act only due to the specific constitutional
provision relating to canal construction.” The court did not decide whether the
arrangement created a prohibited state debt.

Many years later, in People v. Westchester County Natignal Bank,” the court
of appeals again noted the policy rationale for the constitutional prohibitions:

[Glreat expenditures may be lightly authorized if payment is postponed. To place the

68. Act of July 10, 1831, ch. 485, [1831] N.Y. Laws 911

69, Id. §§ 3-4.

0. Id. § 4. -

71, 7 NY. 9 (1852).

72, N.Y. Const. art. VII, § 3 (1846 {omitted {rom N.¥Y. Const. (1938}

73. See 7 N.Y. at 83-38.

74 Id. at 93. See also id. at 102-03 (Johnson, I.. concurringi; id. at 114-13 (Edmonds. J..
concurring}.

7%, 1d.at 93, Colorads was the first jurisdiction to hold that such bonds, pavabie only from canal
revenues, did not create a constitutionally prohibited debt of the state. In re Canal Certificates, 19
Colo. 63, 34 P, 274 (18931, Perhaps the furthest early extension of this reasoning was State ex rel.
Richards v. Moorer, 152 8.C. 433, 150 $.E. 269(1629), appeal dismissed sub nom. Joknson v. State
Highway Comm'n. 281 U.8. 691 (1930}, in which a highway bond issue. payable in the first instance
from a gasoline tax and guaranteed secondarily by a pledge of the state'sfaith and credit was held not
to create a state debt. See Ratchford, supra note 55, at 448-34.

76, 231 N.Y. 463,132 N.E. 241{1921). The case involved a proposed 543 million bond issue to
pay bonuses to World War ] veterans who were residents of New York. The courtheld that the bonus
was a constitutionallv prohibited gift to private individuals. rather than the performance of a moral
obligation. on the grounds that the veterans were servanis of the federal covernment, not of the state.
and that their war victory was only of incidental benefit to the state. id. at 476-81, 132 N.E. at
24647,

b
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burden upon our childreniseasy . ... Conscious of this human weakness, to guard againsg

public bankruptey the people thought it wise to limit the legislative power”

Soon thereafter. the court held in Willigmsburgh Savings Bank v. State™ that
the state did, in fact, have both a moral obligation to repay water commission
bonds on which it had disclaimed any legal liability, and the power to honor this
obligation. The court found that the state’s involvement in the msmwﬁmm
arrangement had induced sufficient reliance on the part of the bondholders 4.m
create 2 moral obligation of the state.” However, the court noted that the
legislature had great discretion in deciding whether to honor its moral
obligation.®?

These early decisions appear to have had little effect in deterring New York
from using nonguaranteed bonds with increasing frequency. Issuance of such
bonds was spurred by the development of public authorities as mechanisms for
public works finance.®' The Port of New York Authority, formed in 1921, is
considered the first modern public authority.84 Tt was created initially to solve
jurisdictional problems of a port operating in two states (New York .m:& New
Jerseyi, but the advantages of such a corporate entitv for nonguaranteed public
works finance soon became manifest.® .

=1

7. Id. at 27473, 132 N.E. at 244,
%, 243 N Y. 231. 153 N.E. 38 {1926;. The act creating the commission, with power
e

Is for its use, had been held constitutional in State Water Su

nrivate land
Comm'n v Curtiz, 192 N.Y. 316, 83 N.E. 148 {19083, Although the Curtis decision dealt prim
with the commission’s power to initiate condemnation proceedings. it noted that the act :so_.,.._.dm.,..ﬂ..
assumes to pledge the credit of the state or anyv political subdivision thereof.” Id. at 328, 33 N . E_ at

151,

79, 243N.Y.at 24337, 153N E. at 63, The state’sinvolvemen? was said to consist of initiation
and approval of the plan, and representation by a state agency of the future value of lands to be
improved. Id.

m.,o. .E. at 224-25, 153 NUE. at 62-83. For other examples of the court’s reluctance to up:
legislative decision 1o honor a marat obligation. see Lehigh Valley R.R. v. Canal Bd., 203 N.Y . 471
97 N.E. 964 (19:2 Town of Guilford v Beard of Supervisors. 13 N.Y. 143 (1855, Contra. People v

H

Westchester County Natl Bank, 23! N.Y. 483, 132 N.E. 241 {1921} ({see note 76 supra:
&1. A public authority is a corperation, autherized for a public purpose by the state legislature.
generally with power to take private land and to issue bonds to finance its projects. E.g., 7«. Y. Pub
Auth Law §§ 143060 (McKinney 1970 See Bowmar, The Anachronism nwm.:am Debr Wrsmﬂm.nmsn. 32
Towa L. Rev. B S83-85 (1947,
82 Council of State Governments. State Public Authorities 6 (1970); Morris, Evading Deb:
Limitations with Pubiic Building Authorities: The Costly Subversion of State Con

83, Council of State Governments, State Public Authorities 69 (1970%

D.mw_..wv.aou of the 1830°s, the federal Public Works Administration (PWA) helped states ¢

legislation to help stimulate construction projects. The bonds issued by the authorities were
purchased with federal funds by the PWA and the Reconstruction Finance Corporation. Ser
Council of State Governments, sunra at 6. J. Maxwell, Financing State and Local Governments
199 (rev. ed. 19691 The number of states that authorized local governments Lo is:ue nonguaran-
teed Donds rose from 13 in 1931 to 20in 1936 1. Maxwell. supra at 199, New York ]
wc”rolnnmg‘wowm_m_.”cﬁmmdmﬁm:m:.,rmz

177

ew York City metropolitan area, Fdelstein, suprra &l
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- In 1935, Robertson v. Zimmermann®* confirmed that public authorities could
% jgsue nonguaranteed bonds which did not fall within constitutional debt
- - restrictions, The court of appeals held that bonds issued by the Buffalo Sewer

" Authority were debts of neither the city nor the state, and thus did notinflate the

city's debt beyvond the prescribed percentage of assessed valuation of real
estate.®S Because the Buffalo Sewer Authority, like all other early public

. authorities, was expected to be “self-liquidating”—that is, to repay its bonded

debts from surplus revenues without the aid of outside funds—the legislative
disclaimer of state or municipal liability for the bonds was held sufficient to make
constitutional debt limitations irrelevant.®® Moreover, the court noted that the
authority was necessary to the public health and welfare.®’

In the last 25 years. however, the mechanism of public authority debt has been
used increasingly to finance projecis that are mnot self-liquidating. While
disclaiming any lega! lability, and making no commitment of its general funds,
the state or municipality agrees to help repay the debt from a specific revenue
source if the project’s funds are insufficient. This pledge is usually considered
legally binding to the extent of that particular revenue source.®® Comereski v.
City of Elmira®® upheld such an arrangement, whereby the Elmira Parking
Authority was created to build and operate parking lots,®® and the city of Elmira
contracted to cover any deficits with up to $23,000 of revenues from its on-street
parking meters. ?* The arrangement was held not to create & debt of the state or
municipality,®? but rather wasfound a constitutionally permissible gift of money
toa public corporation.®? The court noted that such financing arrangements had
become common and essential to the needs of modem murnicipalities.® Thus, the

g4, 265 N.Y. 52. 196 N.E. 740 (1933

85. Id. at 6263, 136 N.E. at 743-44.

g6, Id. at 63. 196 N.E. at 744, See also Edelstein, The Authority Plan—Tool of Modern
Government, 28 Cornell L.Q. 177, 178 (1943).

&7. 268 N.Y. at 63, 196 N.E. at 745

88. See note 5% supra and accompanying text.

89, 308 N.Y. 248, 1:I% N.E.2d 241 {1953,

00. N.Y. Pub. Auth. Law §§ 1330-69 (McKinney 19700,

91, 305 N.Y. at 750-51, 125 N.E.2d =t 241-52. The reasons for this unusual arrangement
were not explasned in the record. Id. at 231, 125 N.E.2d at 242,

92z, 308 N.Y. at 253-34, 123 N.E.2d at 243-44. A strong dissent found the arrangement
created both a debt of the city and an extension of credit. 1d. at 253. 123 N.E.2d at 244 (Fuld. J..
dissenting!

State courts are divided on the question of whether bonds secured by a specified government
revenue source. such as a gasoline tax, but not by the government’s full taxing power, constitute
debts or obiigations within the meaning of comstituiional debt limitations. See recent discussions
in Secretary of Transp. v. Mancuso, 278 Md. SI. 335G A.2d TO (1976% State ex rel. Ward v.
Anderson. 158 Mont. 279, 391 P.2d 8638 {1971} See also Annot., 100 A L.R. 900 (1936

g3, Id. at 252, 125 N E.2d at 242, citing Union Free School Dist. v. Town of Rye, 280 N. Y.
469, 474, 21 N.E.2d 681, 683 (1939). which distinguished gifts or loans of money or property to a
public corporation (permissibley. from gifts or loans of credit to a public corporation (prohibited!.
Any gift or loan of money or credit 10 2 private corporation ot individual is also pronibited.

94, “We should not strain oursslves to find illegaiity in such programs. The problems of a
modern ity can never be solved unless arrangements iike these . . . are upheld, unless they are
fopal ™ 3INR N Y at 234, 123 N.E.2d at 242 {citation omitted).

i I

patently



870 FORDHAM LAW REVIEW Vol a8

public necessity justification was extended from sewage treaiment {g ﬂ.‘..u.,u
lots; and judicial approval of a nonguaranteed financing device was aﬁ.ﬁ.r Sl

from a self-sufficient authority to a partially subsidized one,
The reasoning of Comeveski was ultimately extended to validate an auk
with no revenue sources of its own.® In May, 1974, early in the city’

ﬂoGo«mmoz (SRC).?¢ which was authorized to sell bonds for the b
city. Although neither the state nor the city was lizble for the debt,¥? the 5

provided that the city would appropriate money annuallv to service the et

debt.®® If the city failed to appropriate sufficient funds, the state comy

would make up the deficit from the “first monies availabie

to the city from the stock transfer tax fund”®® and secondarily from ethes Wik

aid due to the city. 190

In Weinv. City of New Vork, 9! a 4-3 decision, the court of appeals ?w:..ﬁ&i.

Cosnereski to find this arrangement constitutional, Appropriations by the cig

and state were held permissible gifts to a public corporation, rather thas et

obligations of either government.!02

The SRC, however. unlike the Elmira Parking Authority, operated ma

parking lots, In fact, as the court noted, “the SRC has no visible mieasns

Calid

financial support except for what it can derive from the citv. State or Fies:

governments.”'% While the majority brushed aside this distinction.'™ i

minority distinguished Comereski precisely on this ground: “[Tihe parkin

authority . . . had an ostensible purpose. It was not a mere financing device snd
conduit for evasion of article VIIL. 19 The dissent took notice of New York's
g its financial crisis, but observed that “juckieis

dire need for funds durin

condonation of constitutional evasion only prolongs the agony of the cities by
. of constitutional limits upon facss

postponing .
finance,”1%

. a sensible reappraisal .

95, Wein v. City of New York, 36 N.Y.2d 510, 331 N.E.2d 534, 370 N.Y S.2d 50 £ 53
96, N.Y. Pub. Auth. Law §§ 2530-30 (McKinney Supp. 1973 Included was a legsuisgos

{inding that “the city of New York is faced with a grave and unprecedented fiscal crisis whidhk
threatens the city's ability to provide essential services and thereby endangers the welfare f of -

the inhabitants . . . .7 Id. § 2333,
97, Id. § 2542,
98. Id. § 2337
9. Id. § 2540(b}

100, Id. § 2540ich.

101, 36 N.Y.Id at 618-19, 331 N.E.2d at $18-10. 370 N.Y.5.2d at 556-37. The rzert fnmd

no violation of constitutional limits on amounts of permissible indebtedness thar

Ex

credit: nor 2 gift or Ioan of money or credit to a private corporation; nor a gift or loan of rred
a public corporation. Id.
102, 36 N.Y.2d 615, 331 N E.2d 514, 370 N
103, Id. at 617, 331 N.E.2d at 317 S
104, Id
165, Id. at 623, 33
AR

106, Id. at 622,

t«g
crisis, the siate legislature had - ; X . s finane g
nisis, the state legislature had created a New York City Stabilization Resrsog

enefil of 2

NONGUARANTEED BONDS 871
ii. MoralL OBLIGATION BoxDS

the time the dissent in Wein v. City of New Vork issued this call for a
isal of constitutional debt limits, 7 the field of nonguaranteed public
.« had undergone 12 years of uninterrupted and unprecedented growth. 08
“of this growth can be attributed to moral obligation bonds."®® As noted
. 110 their distinguishing feature is a “makeup” clause, which provides that
...mmmnmn in the reserve fund set up by the public corporation to repay its debt
# he covered by state appropriations. 111 Thys, the moral obligation implicitin
wnue bonds was converted to an express, although not a legally binding,
Lr. New York's courts have not yet squarely addressed the meaning of the
un clause.l’? However, several jurisdictions have held that it imposes
;%@.w moral obligation on future legislatures, and does not Q..mmﬂm alegal debt
ebligation within the meaning of constitutional prohibitions.!?3 .
*he moral obligation bond was first used in the New York State Housing
Finsnce Agency Act of 1960,''* after the state had experienced difficulty in
coring voter approval of guaranteed bend issues to finance low-income
izhell-Lama™) housing.!!% I retrospect, it appears that the moral obligation

g

i L

A% Ses 1075 N.Y. Comp. Ann. Rep., pt. 1, at 22-24.

2%, Invention of this device is generally credited to John Mitchell, later attorney general of
Thsted States. Moreland Commission Report, supra note 3. at 105-1G; Reilly & Schulman,
"M Stzte Urban Developmen: Corporation: New York's Innovation, ! Trban Law. 129, 133

A
738, See text accompanying note Gl supra.
.,fuun_,. ‘E.g, N.Y. Priv. Hous. Fin. Law § 47(1{d} (McKinney 1976 “The chairman of the
ey shall annually . . . make and deliver to the governor . . . his certificate stating the
oot if any, required to restore the capital reserve fund to the amount [necessary to service the
fﬁw%ﬂ»m debt payments] and the amount so stated, if any, shall be apportioned and paid to the
g during the then current state fiscal vear.” See Griffith, “Moral Obligation” RBonds Tllusion
& Becurity? 8 Urban Law. 54, $7-62 {1976).
432 However, the makeup clause was discussed in Wein v. City of New York, 36 N.Y¥.2d
38,131 N.E.2d 514, 370 N.Y.S.2d 330 {1975); Matter of Smith v. Levitt. 37 App. Div. 2d 418,
575 326 N.Y.S.2d 335 (3d Dep't 1971), aff’d mem., 30 N.Y.2d 934, 287 N.E.2d 380, 335 N.¥.8.2d
«.%M.”,ﬁwq&. See notes 180-83 infra and accompanying text.
‘,ﬂ:.. Mazine State Housing Auth. v. Depositors Trust Co., 278 A.2d 699 (Me. 1971
Msiiachusetts Housing Fin. Agency v. New England Merchants Nat'l Bank, 336 Mass. 202, 249
KE.2d 599 (1969); In re Advisory Opinion on P.A. No_ 346 of 1966, 380 Mich. 534, 158 N.W.2d
. A% 41969); Martin v. North Carolina Housing Corp., 277 N.C. 29. 175 S.E.2d 663 (1970),
%&gua.. Pennsylvania Housing Fin. Agency, 453 Pa. 329, 309 A.2d 528 (1973); In re Advisory
Opision o the Governor, 113 R.I. 586, 324 A 24 641 (1974); State ex rel. West Virginia Housing

: P v Fund v Waterhouse, 212 S.E.2d 724 (W.Va. 1974); State ex rel. Warren v. Nusbaum, 55

W 34391, 208 N.W.2d 780 (1973).

Bt see Quirk & Wein, supra note 47, at 551 (“It requires a peculiar mind to draw a distinction
“dxtwoen 2 direct guarantee of the bonds and a guarantee of 2 fund out of which the bonds will be
sd.")

’ ..:A. Act of April 18, 1960, ch. 671, 11960] N.Y. Laws 1943, codified as N Y. Priv. Hous.
“Fam. Law §§ 40-61 (McKinney 1976).
115, Quirk & Wein, supra note 47, at 385-87.
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public necessity justification was extended from sewage treatment to -
lots; and judicial approval of a nonguaranteed financing device was P
from a self-sufficient authority to a partially subsidized one. .

The reasoning of Comereski was ultimately extended to validate an authymeg
Em.ﬁ no revenue sources of its own.?* In May, 1974, early in the city's ﬂunuﬁﬂwb
crisis, the state legislature had created 2 New York City mﬁmvwzmmmcuvr;ﬁ

€1 ey

Corporation (SRC),% which was authorized to sell bonds for the benefit of «g
= N

city. Although neither the state nor the city was liable for the debt ¥ the
provided that the city would appropriate money annually to mmwinn._ the n,m,...mm
debt.®® If the city failed to appropriate sufficient funds, the state mo.q_“hwﬁmmnmw
S.OME make up the deficit from the “first monies mf.m:wzw. w =
to the city from the stock transfer tax fung”% 5 v -
0 et e e s und"?* and secondarily from athes sty
In Weinv. City of Vew Vork,'® a 4-3 decision, the court of appeals relird ¢
Comereski to find this arrangement constitutional, Appropriations c,. the a..,w..
and state were held permissible gifts to a public corporation, rather N.w.ﬁ.w ﬁnW,M
obligations of either government.!9® o
The SRC, however, unlike the Elmira Parking Authority, operated 2w

parking lots. In fact, as the court noted, “the SRC has no visible means

) . : s
financial support except for what it can derive from the city, State or Fegpigd
governments.”'®* While the majority brushed aside this distinction, ™ yhe
]

5501.@ distinguished Comereski precisely on this ground; “Tihe vm,.r_u.uﬁ..
authority . . . had an ostensible purpose. Tt was not a mere financing devieg a8

conduit for evasion of article VIFI.”1% The dissent took notice of New Vst
dire :mma. for funds during its financial crisis. hut observed that “juding
condonation of constitutional evasion only prelongs the agony of the Gues i
postponing . . . a sensible reappraisal . . . of constitutional limits vpon e
finance 7108

%

95. Wein v. City of New York, 36 N.Y.2d 610, 331 N.E.2d 314, 370 N.Y S.24 50,0778

96. N.Y. Pub. Auth. Law 8§ 2330-30 (McKinnev Supp. 19735). Inciuded was a irpsiager
ral ¢ whT

finding that “the city of New York is faced with a gzrave and unprecedented
threatens the city's ability to provide essential services and thereby endangers the welfasr of 2
the inhabitants . . . " Id. § 2333,

97. Id. & 234

a8, Id. § 233

. 283

100, Id § 23 1.

101, 36 N.Y.2d at 618-16. 331 N.E 2d at 518-19. 370 N.¥V.8.2d at 336-87. T
no violation of constitutional limits on amcunts of permissible indebtedness th
incurred: nor did it find a contracting of debt by a municipality without a pledsze ¢
credit: nor a gift or loan of money or credit to a private corporation; nor a gift of oz
a public corporation. Id.

102, 36 N.Y.2d 610, 331 N.E.zd 314, 370 N Y .8.2d 530 (1673w

103, Id. at 617. 331 N.E.2d at 3i7.

104, Id.

T

.
by
40(c

105, Id. at 823, 331 N.E.2d ar 322. 370 N.Y.8.2d
106, Id ar 622, 331 NE.2d at 321, 370 N.Y.3.24

=
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ii. MoralL OBLIGATION BoONDS

xﬁwumo time the dissent in Wein v. City of New York issued this call for a

gwwmm& of constitutional debt limits,1%” the field of nonguaranteed public
- enre had undergone 12 yvears of uninterrupted and unprecedented growth. 198
¥..ohi of this growth can be attributed to moral obligation bonds.!%® As noted
g, 319 their distinguishing feature is a “makeup” clause, which provides that
%.mwmn: ip the reserve fund set up by the public corporation to repay its debt
2% be covered by state appropriations.'*! Thus, the moral obligation implicitin
e bonds was converted to an express, although not a legally binding,
e. New York's courts have not yet squarely addressed the meaning of the
‘clause. 112 However, several jurisdictions have held that it imposes
+ly a2 moral obligation on future legislatures, and does not create a legal debt
sHligation within the meaning of constitutional prohibitions.'!?

The moral obligation bond was first used in the New York State Housing
wnance Agency Act of 1960,"'* after the state had experienced difficulty in
akuring voter approval of guaranteed bond issues to finance low-income
“Witchell-Lama™) housing.?’* In retrospect, it appears that the moral obligation

T 1d.
5. "See 1975 N.Y. Comp. Ann. Rep., pt. 1. at 17-24.
. Invention of this device is generally credited to John Mitchell. later attorney general of
e Tiated States. Moreland Commission Report, supra note 3, 2t 109-10; Reilly & Schulman,
.w@nmﬁu» Urban Development Corperation: New York's Innovation, 1 Urban Law. 129, 133
3. Ser text accompanying note 61 supra.
437, E.g., N.Y. Priv. Hous. Fin. Law § 471} (McKinney 1976): “The chairman of the
gy shall annially . . . make and deliver to the governor . . . his certificate stating the
g. if any, required to restore the capital reserve fund to the amount [necessary to service the
*.ﬁvan.m debt payments] and the amount so stated, if any, shall be apportioned and paid to the
prery during the then current state fiscal vear.” See Griffith, “Moral Gblization” Bonds: Illusion
“Sesutity? B Urban Law. 54, 57-62 (1576).
312, . However, the makeup clause was discussed in Wein v. City of New York, 36 N.Y.2d
, A31N_E 2d 514, 370 N.Y.S.2d 350 (19755 Matter of Smith v. Levitt, 37 App. Div. 2d 418,
X285 N.¥Y.5.2d 335 (3d Dep't 1971), aff’'d mem., 30 N.¥.2d 934, 287 N.E.2d 380. 335 N.Y.5.2d
M7 11972). See notes 180-83 infra and accompanyving text.
3 A1} Maine State Housing Authk. v. Depositers Trust Co., 278 A.2d 699 (Me. 1971);
: - Sbicsachusatts Housing Fin. Agency v. New England Merchants Nat'l Bank. 336 Mass. 202, 249
: wm...mm\.s.mn 599 (1969); In re Advisory Opinion on P.A. No. 346 of 1965, 380 Mich. 354, 158 N.W.2d
e (196%); Martin v. North Carolina Housing Corp., 277 N.C. 29, 175 S.E.2d 665 (1970);
ghoson v, Pennsvivania Housing Fin. Agency, 453 Pa. 328, 309 A.2d 328 {197%); In re Advisory
ngun to the Governor, 113 R.I. 5386, 324 A.2d 641 (1974); State ex rel. West Virginia Housing
- Bze_Fund v. Waterhouse, 217 S.E.2d 724 (W.Va. 1974): State ex rel. Warren v. Nusbaum, 5§
‘Wu. 2d 391, 208 N.W.2d 780 (1973).
: . Bal see Quirk & Wein, supra note 47, at 391 (“It requires a peculiar mind to draw a distinction
Between a direct guarantee of the bonds and a guarantee of a fund out of which the bonds will be
Pl
Zr 1M Act of April 18, 1960, ch. 671, [1860) N.Y. Laws 1943, codified as N.Y. Priv. Hous.
< Fa. Law 3§ 40-61 (McKinney 1976).
“HS5 Quirk & Wein, supra note 47, at 385-87.
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clause was the subject of a misunderstanding between the New York Sia
government, on the one hand, and the investment community on the other ,,mw
. The

legislature and the governor believed that all projects funded by the bonds woyld -

be self-supperting. and that no appropriations by the state would ever he
necessary.''® The investment community believed the state had committed itg mh
as a guarantor of the bonds; therefore, investors purchased them without re .n.nw
to the financial feasibility of individual building projects.’!? Bar

Moreover, no court test of the validity of the legislation was forthcoming
Perhaps earlier decisions such as Comereski'® discouraged such a nrm:m.mmﬂ
k»uom.zu‘ inhibiting factor was that taxpayer standing to sue the state on
constitutional issues was severely restricted until 1973.119

Recently, however, the legisiation’s practical effect—if not its precise lega!
effect—has been made clear: in event of default by the issuing agency :.._m ﬂM.“.
will repay the debt in order to proteci its own credit Hmmum,_wo- . -

C. “The Brink of Valid Practice”

Against the background of controversy over the nature of moral ebligation
bonds and public awareness of the huge debt burden facing the state, the ﬁm,c:,\om
m.vvmmw recently rendered two decisions in which it attempted to restrict certain
financing arrangements. In Flushing National Bank v. Municipal Assistance
Corp.," 2" the court struck down one attempt to circumvent the faith and credit
H..mnc:mamzr In Wein v. State, 122 it indicated its willingness to invalidate other
financing devices which contravene constitutional debt limitations.

Weinv. State was an action by & taxpaver'?? challenging the constitutionality

of state appropriations of $250 million to New York City and $500 million to

. 116. Moreland Commission Report. supra note 3. at -3, “The perception of the bankers and
investors proved as a practical matter to be more valid than that held in Aibany. For now if the
State is to preserve its credit, it must recognize the cutstanding moral obligation bonds as in {2t
State debt and stand behind these bonds.” Id. at 3.

117, Id.

118. See notes 39-94 supra and accompanying text.

119. Taxpayers were granted standing in situations where denial of standing would prevent
judicial consideration of a law. Boryszewski v. Brydges, 37 N.Y 2d 361, 334 N.E.zd #1749, 372
N.Y.8.2d 623 (1975, overruling St. Clair v. Yonkers Raceway. Inc.. 13 N.Y.2d 72, 192 N.E.i
15, 242 N.Y.S.2d 43 (1963}, cert. dented, 375 U.5. 970 (1964, One month after this decision, the
legislature eracted 2 provision zllowing citizen taxpayers to maintain actions against state
officials for illegal or unconstitutional use of state funds or property. but excepted challenzes to
bond and note issues. Act of Aug. 9. 1975, ch. 827, [1073] N.Y. Sess. Laws 1307 (Mckunney.
codified as N.¥. State Fin. Law §§ 123-1237 (Mckinney Supp 1676, The question whether ‘
_mﬁ. has any limiting effect on Borvszewski has not vet been addressed by the courts. For 2
discussion of earlier difficuities in challenging public finance legisiation. mmm\ Quirk, Standing 1o
Sue in New York, 47 St. John's I.. Rev. $29. 433-38 (1973).

120. See note 116 supra. See also Griffith, “Moral Obligation™ Bonds: Illusion o~ Securin? v
Urban Law. 34 (1976

121, 40 N.Y.2d 731. 338 N.E.2d 848, 390 N.Y.5.2d 22 (1676

122, 39 N.Y.2d 136. 347 N E 2d 385, 383 N.Y.S.2d 225 (1976).

173. Taxpaver-plaintiff Leon E. Wein. a law professor at Brooklyn Law School. w e S

Fe
¥
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..K.&O. Repavment was secured by one-vear city and MAC notes. and by an
gesignment of all city mortgages. Secendary security was provided by state ald

£ ..ﬂ?umm pledged to the city.!12* The appropriations wert funded by the szle of
1 ort-term evenue-anticipation notes by the state.’?® The court found the

mvvnevlmﬁ.omm were constitutionally permissibie gifts or loans of money to &
municipality and a public corporation, and not impermissible extensions of
credit.126 However, after a discussion of the history and purposes of constitu-

%, ponal debt limitations, the court stated thatin order to prevent the imposition of

bt burden on future generations, the state notes would be valid only if issued

‘ade
wwnﬁwmumnm:w in anticipation of actually committed taxes or other revenues.” %’
Thus, there must be a balanced state budget out of which the notes would be
retired. Any srpllover” of the notes would be constitutionaliv impermissible. 128
“The court therefore found the device legal “so long as the fiscal prospects are
“ lenable. 3% _
in a warning that presaged the Flushing National Benk decision, Chief

" Judge Breitel stated for the majority that

- - the ingenuity of man can devise ai least a verbalistic escape from [constitutionall

Lmitations . . . . But there must be a point. a determinable point. at which an otherwise
plausible manipulation may and will be recognized and declared to be the doing indirectiy
of that which is forbidden to be done directly 130

In Flushing National Bank, Chief Judge Breitel, again writing the majority
opinion, held that the state could not constitutionally allow a moratorium on
repayment of a local government's faith and credit obligations.’*! Because New

co-plaintiff in Wein v. Citv of New York. 36 N.V.2d 610, 331 N.E.2d 514, 370 N Y.5.2d 350
{1975} {see notes 93-106 supTa and accompanving text), and co-author of Quirk & Wein, supra
pote 47, See Adams, New York's Financial Gadfly. Wall St J., May 4. 1976, at 22, col. 4.

124. Financial Emgrgency Act for the City of New York. ch. 86%, §§ 22-23,[1975 extra sess |
N.¥. Sess. Laws 1438 (McKinneyi. as amended, ch. 870, [1973 extra sess.] N.Y. Sess. Laws
1457 (McKinney).

525, 39 N.Y.2d at 141, 347 N.E 2d 2t 387. 383 N.Y.S5.2d at 227.

126. Id. at 140, 347 N.E.2d at 387. 383 ~.Y.S.2d at 226. Although the staie notes sold to
fund the appropriation represented an extension of credit, the issuance and sale of these notes
were separate transactions from the gift of the sale proceeds to the city. Moreover, such
short-term borrowing in antcipation of revernues iz permitted by article VIL. section 9, of the swate
constitution. Id.

127. Id. at 147, 347 N.E.2d at 39]
County Nat'l Bank, 231 N.Y. 163, 4

128, 39 N.Y.2d at 14%3-31. 347 N.E.2d at 39

129. Id. at 151, 357 N E.2d at 394, 383 NUY.
supra note 7, at 3, “{tihe implication of [Wein v. State] appears to he that if a court were 1o hold
that there was a tenable basis for the certificates . . . . the Notes would be valid even if the
ultimate result for the 1076-77 fiscal vear is a deficit. if. on the other hand. a court were to held
that there was no tenable basis for such certificates, some or all of the 1976-77 Notes . . . would
be held to be invalid. In such event. the result is not certain but some or all of the principal of.
and intersst on. some or all of the 1676-77 Notes . . . might be non-recoverabie,

130, 36 N.V.2d at 14¢. 327 N.E.2d at 393, 383 N.Y.8.2d at 232

131 40 N.Y.2d 731, 732-33 355 NOF2d ued, 850, 300 NUY 8.2d 22, 24 <1976

Tt

383 N.Y S.2d at 230, relying on People v. Westchester
4-75, 132 N.E. 241, 244 (1921

_g4, 382 N.Y.5.2d at 232-33

2d at 233 According to State Prospectus,

2 1
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York’s constitution requires that a municipality pledgeits faith and credit for the
repayment of debts,'*? “the city is constitutionally obliged to pay and to use ip
good faith its revenue powers to preduce funds to pay the principal of the notes
when due.”!*3 The majority held that the state cannot evade this requirement
through the mechanism of a moratorium.13* Moreover, the fiscal EMErgency was
held insufficient justification for the suspension of the faith and credit
provision,!3% although the fiscal situation did constrain the court from granting
immediate injunctive relief 136 ‘

In summary, although early decisions by the New York courts showed 3
reluctance o approve revenue bond issues, thev evinced a greater reluctance to
upset legislative interpretations of constitutional provisions. Thus, the state
gradually developed revenue bond financing devices, while the courts warned of
their dangers. By 1933, the court was ready to accept a public authority—cne
that was self-supporting and performed a public purpose—as an essential part of
society. The court later approved a succession of financing devices, each more
sophisticated than thelast, until 1974, when events created a renewed public and
judicial awareness of the dangers of debt financing. Wein v, State and Flushing
Naiional Bank, while they deal with guaranteed bonds and notes, reflect this
awareness. In these two decisions the New York Court of Appeals demoenstrated
its willingness to limit the use of new and more elaborate financing methods.

IIT.  Process ofF Jupicial CONSTRUCTION AND LEGISLATIVE AMENDMENT
IN MINORITY JURISDICTIONS

Despite the New York Court of Appeals’ two recent rulings on the
constitutionality of debt financing devices,’3” it remains uncertain whether
courts can provide an effective mechanism for restricting such practices in the
future. In examining this question, it is instructive to review the experience of
those jurisdictions in which courts have invalidated as unconstitutional ceriain
forms of guaranteed and, especially, nonguaranteed debt financing,

Although the majority of jurisdictions have repeatedly approved such
practices, the courts of severa! states have attempted to limit their use through
narrow interpretations of constitutiona!l debt limitations. Such decisions have
been based chiefly on two grounds: (1) that the proposed arrangement creates a
debt, liability or extension of credit, within the meaning of constitutional

2. N.Y. Const. art. VIII, § 2.
3. 40 N.Y.2d at 736, 358 N.E.2d at 832, 390 N.Y.E 24 at 26.

134, Id. at 732-33, 338 N.E.2d at 830, 330 N.Y.5.2d at 24. The court deckned to reach the
question of whether the moratorium violated the impairment of contracts clause of the U3
Constitution. art. I, § 10. Id. at 740, 358 N.E.3d at 834, 390 N.Y.8.2d at 28. The impairment
clause was held not to bar a mortgage moratorium enacted by Minnesota during the depression of
the 1930's. Home Blde. & Loan Ass'n v. Blaisdell, 290 U.S. 308 (1934). See discussion of this
clause in Flushing Nat1 Bank. 40 N.V.2d at 74G-37, 358 N E.2d at 86065, 360 N.Y.5.2d at
34-10 (Cooke, J., dissenting;.

135, 40 N.Y.2d at 740-41, 338 N.E.2d at 833, 390 N.Y.8.2d at 29,

136, Id. at 741, 358 N E 2d at &35, 390 N.Y.S.2d at 2%,

137, See section IKC: supra

[
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: ,demn&Umonm“ or (2) that the arrangement primarily aids a private H&i&:& or

enterprise, rather than the public.

Significantly, however, these decisions have been negated in most instances by
a paftern of legislative redrafting or constitutional amendment which has
eventually resulted in issuance of the bonds for the desired projects. Thus, the
courts have succeeded only in slowing the implementation of financing devices,
or in altering their character slightly—not in preventing their ultimate use.

A. Mimority Interpretations of Debts, Liabilities and Credit
i. ReveENCUE BONDS

The great majority of jurisdictions have held that revenue bonds, payable
solely from the revenues of a specified project or agency, and for which the state
or municipality disclaims any legal obligation, do not create state or municipal
debts, liabilities or loans of credit, within the meaning of constitutional
prokibitions. :3¥ A minority of states have held to the contrary.

In State ex vel. Saxbe w. Brand, '3 the Ohic Supreme Court held that revenue
bonds constituted gifts or loans of credit by the state to private borrowers,14¢
Although the revenue bonds did not create a state “debt,” the court reasoned that
the money raised through their sale was state meonev. Thus, loans of the funds
constifuted loans of the siate’s money and credit.!4t

One year later, the state adopted a constitutional amendment permitting
the use of revenue bonds to provide guaranteed loans to private borrowers for
industrial development and pollution control.’¥? The court then upheld the
validity of the amendment and of a statute passed under it.'*3

The Nebraska Supreme Court, in State ex vel. Beck v. City of York,1%*
considered a law'*® under which a municipality proposed to issue revenue
bonds to finance the purchase of a siaughterhouse which would be leased
back to a private company for a rental sufficient to service the debt. This
arrangement was held invalid as a prohibited extension of credit to a private

138. See cases cited in McQuillin, supra note 1, § 43.34; Annot.
Wash. L. Rev. 4403, 443 n.29 {1973).

139, 176 Ohio St. 44, 197 N.E.2d 328 (19064).

140. Id. at 46-48. 197 N.E.2d at 330-31, relying on dictionary definitions of “credit.” Ohio
Const. art. VIII, § 4 provides: “The credit of the State shall not, in any manner, be given or
loaned to, or in aid of, any individual association or corporation whatever ., . "

141. 176 Ohic St. at 31-32, 197 N.E.2d at 333.

142, Ohio Const. art. VIII, § 13 (Supp. 1975).

143, State ex rel. Burton v. Greater Portsmouth Growth Corp., 7 Ohlo St. 24 34, 218 N.E.2d
446 (1966). “This amendment has a single purpose, to allow the state and governmental
subdivisions to give financial assistance teo private industry . . . in order to create new
employment within this state.” Id. at 36-37, 218 N.E.2d at 449. See also State ex rel.
Eichenberger v. Neff, 12 Qhio App. 2d 9. 77-79, 330 N.E.2d 454, 4560 (1974} (“Acts passed
pursuant to Article VIII, Section 13, are specifically not subject to the reguirements and
iimitations of other sections of Article VITI ™.

144, 164 Neb. 223, 82 N.W.24 269 (1937

145, Law of May 1. 1933, cb. 40, §§ 1-13, 11953] Neb. Laws 133 (repealed 1961,

, 146 ALL.R. 328 (1943); 50
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corporation.'#® The court reasoned that although liability on the bonds was
limited to revenues from the facility, the fact that the municipai vosa..w
provided an advantage to the company over private financing mﬂwmmm.ﬂgrﬂ
meant that the city’s credit was being extended.!*’ .

Three years later, the voters approved a constitutional amendment which
permitted municipalities “to acquire, own, develop, and lease real man.
personal property suitable for use by manufacturing or industrial enterprises
and to issue revenue bonds for the purpose of defraying the cost . | | RISE The
legislature then passed an act authorizing municipal funding of an industria}
development project in language closely following that of the amendment. ¢+
The court reluctantly upheld the law'*® as being, for the most part,’®' within
the scope of the amendment.

Idaho, formerly one of the most restrictive minority jurisdictions. has,
through a process of constitutional amendment and judicial re-interpretation,
changed its approach considerably since the often-cited case of Feil v City of
Coeur d’Alene.*2 In Feil, the Idaho Supreme Court considered an mmwwmawmzw
by the city of Coeur d’Alene to purchase a waterworks svstemn from a private
company in exchange for bonds that the company would then sell to inves-
tors. The city promised 1o service the debt cut of a special fund maintained by
revenues from its operation of the waterworks.!® The court held that the
revenue bonds created a “liability™ of the city, in violation of the Idahe
constitution,'5* through the city’s pledge to operate the water system in such a

146. 164 Neb. at 226-27, 82 N.W.2d at 271-72. Neb. Const. art. XIII. § 3. provides !
“Tt)he credit of the state shall never be given or loaned in aid of any individual, association, or
corporation . . . ." The Beck court reasoned that a prohibition against the state would also apply
to the state’s political subdivisions. 164 Neb. at 223, 82 N.W.2d at 271. Thus, in many instances,
distinctions between actions by a state and actions by a municipality are not _.mmme,mmv

147, 164 Neb. at 226-27, 82 N.W.2d at 271-72. The court also found that the arrangement
was for a private purpose, and only of incidental benefit to the community Td. at 228-29. &I
N.W.2d at 272-73. See discussion of the public purpose doctrine in section III(B) infra.

148. Neb. Const. art. XIIT. § 2.
149 Neb. Rev. Stat. §§ 18-1614 to -1623 (1974
150, State ex rel. Mever v, County of Lancaster. 173 Neb.

; : 195, 113 N.W.2d 63 {196
“While we may still fee! the financing of private enterprises with public funds is foreig

n to the
fundamental concept of our constitutional system,

. . . the constitutional prohibition has been
removed by amendment and it is now a part of our fundamental law.” Id. at 206, 113 N.W 2d at
70.

However, in Chase v. County of Douglas, 195 Neb. 838, 850, 241 N.W.2d 334, 341 (1575), the
court held that the 1960 amendment expressed the “full measure” of exceptions to the generz!
constitutional debt prohibitions. It held that a law authorizing use of general municipal revenues
(as opposed to proceeds from revenue bonds) to purchase property for industrial development was
an invalid extension of credit to a private interest.

131, § 181621 was held unconstitutional in part on the ground that it did “not subject the
project to taxation to the same extent as private property
Neb. at 206, 113 N.W.2d at 70.

132 23 Idaho 32, 129 P. 643 (19121

135, Id. at 38, 129 P. at 645.

154, Id. at 38-39, 129 P. at 652 The Idaho Const. art

. as required by the amendment 7 17}
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' {hat had power to issue revenue bond

i

1 has been narrowed by 2a

o A i T T B

e

y

B

-

have acted 1o
. amendments. Nonguaranteed honds

[ ]

NONGUARANTEED BONDS

77] |
ic cervice. 155 A later decision,
i funds for debt service. : .
er as to obtam sufficient fur t . on
Lot -er, upheld the constitutionality of a municipal redev Qomwwnsﬁ mcﬂwow Y
i s and to condemn land.'%® The mecha-

f a public authority was found sufficlent to .Em.Ewpm.ﬂ.wm Q.Jr.w,ﬁm.ﬂ

= f Iv, the Feil court’s interpretation of municipal liabth d.m.w

v a series of constitutional mBm:aBm:GﬂMwﬁ permi
r 5.

bonds for enumerated purpose: ]

the Idaho Supreme Court held in State Water

revenue bonds

mwdmcﬂw..aq Additional

Euumnwwm:ﬁwm to :mmanm.a.w.m:m
: 1er line of decisions, el
- - mﬂwwwwm Board v. Enking'®® that a state authoritys e bonds
ngmam a prohibited liability of the state.1%? However, 2 1964 constl s. T
ﬂmMﬂm&Bw%ﬁ created a émﬁma resource agency with power to wacw nmwmwhmw
.wu%mmn 16t Following the amendment, the court o‘Umm?.mamMu EM mmm e
" Board v. Kramer'6? that “the Emnmam:?& /.m:mm o. a< mH as beer
mﬂwﬂhwmmg%a 163 Noreover. the Kramer court owvamuw_.u overrule s at
Mamw:ma of m.xwmmww interpretation of 2 labitity,!®* holding that the wate

1d igati state] is
resource board's revenue bonds did not create “an obligation {the ]

B n n163
gmsmmﬂﬁmﬁoﬁ_cm:mw to perform.

1 se3 e i se jurisdic-
A clear pattern @umrZes from the foregoIng nmmum..w.. Even E%WOMMwaHmESn
. . S  tvictlv defined debt, lizbility or cre it, legislatures
i here courts nave stricly . L Eis )
bove & rotect their development plans by proposing nonuﬂﬂmﬁawmd
3 appear to have bhecome such an essentia
states are unwiiling to be %SEN& from
¢ isi 1 3 V. Zimmer-
psing such devices by adwverse court @mﬁmposm.v mﬂnm woaﬂ wwoadonmm nwmmﬁm
, ’ i sti ‘hether reve
166 ypheld the device, the question whethel : .
ape bl i f cred onrs well settled 1n
i issi . Rilities or extensions of credit appeats . .
ermissible debts, liabilities or : : appen ted »
Ws%,\ %.mlw Jiowever, the pattern described above bhas mumsﬁnmmmﬂsomnaoﬁw_
. ‘ 1 g o
- tp certain unanswered questions In the state, such as the legaib

obligation bond tegislation.'®’

part of modern public finance that

i i = iahiliny, i v manner, or for any
subdivision of the ctate.~shall imcur any indebtedness, 0T lighility, in an) s

purpose without the assent of two-thirds of the qualified electors .

Iy 52-5 630. o
155. 23 Idaho at 32-33. 129 P. at ) ) IO
wa. Boise Redev. Agency V. Yick Kong Corp.. %4 Idzho 876. 499 P 375 ¢

137. 1d. at 884, 109 P.2d at 383 . o6

5 “ons ; § 3 {Supp. 1970

138. See Idaho Const. art. VIIL & i . , -

Hwo 56 Jgaho 712, 38 P.2d 779 11536% overruled in part, 3late Dep't Mm..ﬁ»wafﬁw:oc-nm e
of aa.m..nm_,, Adrain., 96 Idaho 440, 330 P.2d 924 (1974, averruled. Idaho VWater Bes

Kramer, 97 Idaho 535, 548 P.2d 35 (19700

isclaimi izhility. it is clearly
“T h disclaiming state liability, it 15 ¢ 3 . i
e . n some degree financially, back of this enterprise .

Department

the intention of the act.1o place the credit
. ™ 36 Idaho at
of the state, moraily and i ;
734, 58 P.2d at 7§3-84 (emphasis omitted). .
161. Idaho Const. arl. KW, § 7 (Supp. 19761}

162. 97 Idahe 335, 343 P.2d 35 1156760,

i63. Id. at —. 543 P.2d at 58.

164. 1d. at —. 343 p.2d at 55

165, Id. at —, 348 p.2d at 36, o tect in State Water
v.Y. 3 . 740 {1935 here is dicium to the same &

166, 268 N.Y. 32, 195 N.E. 740 {1935 There o 5t (1908 e s supra.

Supply Comm'n v. Curtis, 192 N.Y. 319, 328, 8% N.E.

167, See setion 11T A infra
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ii. Morar OBLIGATION BoNDS

It is unclear whether the “makeup” clause in moral obk
any greater obligation on the state, in event of defaylt by theissuing agency, thay
the “moral obligation” imposed by anv other nonguaranteed bond, 148 Mget of the
jurisdictions which have considered the question have held that the makegg
clause creates neither a debt nor an obligation of the state, butis “Intended gnjy
to express to succeeding legislatures an expectation and aspiration that the
project might be found worthy of financial assistance,

if later needed 'ies
In Gibson v. Smith,!7° however, an intermediate Oregon court held that the

language of the makeup clauseina housing finance act was an attempt to create.
indirectly, a state debt, in violation of the state constitution.17! Afte

er the ruling,
the legislature amended the act to change the clause’s language from “Itlhe

amount so certified . . . shail be appropriated by the Legislative Assembly, 172,
“[tthe amount so certified may bhe appropriated by the Legislative
Assembly.”!7* The Supreme Court of Oregon upheld the legislaticn. a
amended.'7* It ruled that the clause did not create a legal obligation and that the
constitution did not prohibit moral obligations,!7$

In Casev v. South Carolina State Housing Authority,
clause that created a guarantv fund in a mortgage
Supreme Court of South Carclina to pledge the state’
deficit arising because of default .

176 a form of makeus;
loan act was held by the
s “credit to make good any
.17 The majority stated that although

168, See Griffith, “Moral Qbligation” Bonds: Illusion or Security? 8 Urban Law. 54. 67-64
(1976). Indeed. it was the UDC's defzult on short-term notes that di

d not cortain a makeup
clause which resulted in the New York legislature’s appropriation of $90 million for the agency,

and which triggered the ¢risis of disillusionment over moral obligation bonds. Id. 2t 66. See note
3 supra and accompanying text.

169.  State ex rel. Warren v. Nusbaum. 59 Wis. 2d 391, 429, 208 N.W.2d 780, 803 (1573} Sec
also cases cited in note 113 supra.

170. 331 P.2d 724 (Ore. Ct. App. 1975).

171, Id. at 727-28. Law of July 1, 1973, ch_ 828, § 27(3), 11673] Ore. Laws 2460 provided: ~if
the amount of money on deposit in the capital reserve account in any year is less than the debt
service reserves [needed}, the administrator shall certify to the Governor the amount of suck
deficiency | [Tihe Governor shail include in his next budget request to the Legislative
Assembly the amount certified . . . . The amount 30 certified
Legislative Assembly . . .

Ore. Const. art. XI, § 7, provides that the legislature shall not lend the state’s credit, nor create
state debts or labilitiss of more than $50.000.

172, See note 171 supra (emphasis added).

173. Ore. Rev. Stat § 456.720(3) (1975

73) (emphasis added;.
174, Walsh Constr. Co. v. Smith, 272 Ore. 398, 337 P.2d 342 (1973} {en banc).
175.

Id. at 404, 537 P.2d at 345. However, the court declined 10 indicaie whether the resuls

would have been the same had the statytory language not been changed. Id. at 404-05, 537 P.2d
at

.« . shall be appropriated by the

533,
176,
7

/

264 5.C. 303, 215 S.E.2d 184 (1975)
Id. at 313, 215 S.E.2d at 187
provided that the state treasurer had a *

! This clause differed from the typical clause in that 1
mandatory and obligatory and enforceable™ duty to cover
deficits by use of the guaranty fund; however, thers was no legal obligation on the legisiature 1o
make appropriations into the fund, 14 at 311-13,

215 S E.2d at ixe-87
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. .. .
< had no legal obligation to apptropriate H..bos,mv +HwﬁMnmﬂM$
ould Umrw “compelling desire” to protect the state's ¢
Sefiv :ght arise.l’8 In this instance, the legislature
ot nor redrafted
bstance of the clause in 2 more mnnn@ﬁmﬁm momﬁ.
1astead, the act was amended to eliminate the O:mammq ﬂﬁﬁmnmmnwmwuw? o

! oy i i f rulings on the makeup clause.
r Y there is a paucity of Tuling ater of
- zﬁhwmmw.g and Wein v. City of New York'®! both held ﬁwmﬁ wmgw%z
mﬂunu% . iability in moral obligation legistation was sufficientto p hedebt
sdlatmer o Although neither case devoted ex en .
. _ . e 2
the network of the obligations created by the clause, Wein v. City of

eure legislature
E‘»wwu@ fund, th

nE

] : issible gifts.'®?
A gnalysis Lo 1At der the clause were permissible gi
. hat ropriations unce s N 5
§ o New York vmﬁ ?m: m@.ﬂ«d% noted that UDC bonds mE.mE be Qmu,ﬂm.ma. as
1. Matter of Smith, however, 183 Neither case, however,

g State . . e
ilities on the part of the ligation

nted a direct challenge to the state on Em dewm of Hﬁowmmwm o%mwﬁmm )
feprest Since the two decisions, Boryssewsks v. Brydges ‘ble that one will
legislation. anding for such a challenge, and it is possible

spon be forthcoming.

B. The Public Purpose Docirine
elopment or to build water

: rali - if issued for a
“pollution control facilities for private industry are «w:a»\ou_w HWCHWMM. orivate
fo c. e Use of a mo<m55mdmm taxing power for a p 2
“public purpose. ,wa held violation of due process!® and of state
n € a - - : . 11T .
ﬁzémmomwm,w,w meﬂw :%Mmmoum 186 However, the distinction between privatv and
ution ’ : 187
Mﬂ%wn purposes B B . ,Ummw Qmm%maamwmﬂwmmwm.mnm which aid the local
. o A e he
A majorty of jurisdictions B%c&ov blighted neighborhoods or reduce

u H i Hu T U I} 144 L M gm
O:ﬁﬂ@ﬂ. are HOH VA, ~Q UEUMHH u 0ses, Tegar awmwln O..m any H Hﬂwﬁwm:ﬂa wum:m its t
-

18, 1. ar 313, 215 S.E.2d at 188, Ny
179. South Caroclina State Housing Act of Ho\mm .
1975, held unconstitutional on other grounds, Reith v.

S.C. —, 223 §.E.2d 847 :.O‘Ou :
180 3 ; 4 L v .5 2d 333 »bﬂ Hvﬂm_ﬂ 1971
. A Div. 2d 418, 326 N
[ PP :

S.C. Code Ann. §§ 36-205.31 to A4 (Supp.
South Carolina State Housing Auth., —

afi’d mem.. 30 N.Y .2d 934,

© U387 NUE.2d 380, 333 N.Y.S.2ad 687 {1972)

131. 36 N.Y.z2d 610, 331 N.E.2¢ 514, 370 mm.w‘.'m,mn mum&o n.wommw..mq.
umm. Id. at 618-1G, 331 N . E.2d at 518-19, 370 Y.M.mi at 55
o iv 1326 N.Y.5.2d at 333, ) ]
S ...:um. wpwfmawm“, pM H.w 2d 579, 372 N.Y.S.2d 623 (1979 Sec mote 119 supra.
184, 37 N.Y.2 , 334 N.E.2d 379, >
. City tland, 245 U.5. 217 {1917). N . ‘ i
o e Hu O_MW ,oh wo\“wmrw 87 U.S. {20 Wall.) 635 (1874) Sharpless v. Mayor of Phila
186. E.g., Loan Assnv. R .S,
| 21 Pa. (9 Harris) 147 {1853) - s
NMHmM Am» slide-rule definition to determine public vc.wcow.m. ».om, all ;“_,mm e cond
th . ,n expands with the uovﬁ_wno? economy, scientific no..m 1-, e b o a5,
mM:anMan:mm v. North Carolina Indus. Dev. Fin. Auth., N.‘w N. ‘mSM:.H.Um ‘:m.nU:n o
750 rowe See McQuillin, supra note 1, §f 39.19 t0 39.27a; Comment,
i P L i .

i Y . 789 (1963).
of Municipal Financing for Industria! Development, 70 Yale L.J. 7

nnot be formulated;



30 FORDHAM LAW REVIEW

may accrue to private industry. '*8 Some states, however, have invalidated
the government’s taxing power, or power of eminent domain,
projects, on the ground that they are of direct benefit to private int
only incidental benefit to the public.18% The typical legislative response has beeg
the proposal of constitutional amendments which allow use of bonds for specifis
purposes.'®® The courts appear to have construed such amendm

as possible. upholding only those financing dev
adhering in all other situations to their prior inte
constitutional debt prohibitions. 9!

The North Carolina Supreme Court. in Miichell v, ]
Development Financing Authority, 19
been given the power to purchase industrial sites with proceeds
revenue bonds, and to lease those sites back to priv
found that the practical effect of the legislation was to enable the authority ta
exercise the power of eminent domain to henefit private industry. "% The coun
therefore held the scheme violative of the public purpose requirement of the state
constitution.19%

In 1971, the state legislature passed a similar bond act for poilution contro} %

for simijas

ents as narrows
lces expressly permitted, ang
rpretations of the intent of the

from tax-exempt
ateindustry.193 The majerity

188, E.g., Wayland v. Snapp. 232 Ark. 37, 333 S.W.2d 633 {1960) tconstry ction of manufac.
turing facilities); California Housing Fin. Agency v. Elliott, 17 Cal. 3d 375,331 P.2d 1193, 132
Cal. Rptr. 361 (1976} {en banc) (loans to private builders of mi

sed income housing); Cpinion of
the Justices.

358 A.2d 705 (Del. 1976) (state purchase of stock in a financially troubled banke,
State v. Jacksonville Port Auth.. 305 So. 2d 166 (Fla. 1974} (construction of a warehouse for &
supermarket chain and a lzundry for a linen supply company) State ex rel,

Amemiya v
Anderson, — Hawail —, 5435 P.2d 1155 (1975)

(water pollution facility for electric utility
company); State ex inf. Danforth v. State Environmental Improvement Auth., 318 S.W.24 sk
(Mo. 1975 (en banc) (pollution control facilities); Tribe v. Salt Lake City Corp.. — Utah 2d —,
340 P.2d 499 (1975) (parking facility in area of urban redevelopment); Wisconsin Solid Waste
Recveling Auth. v. Earl, 70 Wis. 2d 464, 233 N.W 2d 648 (1975 (authonty empowered e
promote private waste recycling ventures). See also cases cited in Mitcheil v. North Carclinz
Indus. Dev. Fin. Auth., 273 N.C. 137, 148-30, 139 5.E.2d 745, 753-54 11968); 50 Wash. L. Rev.
440, 448 n.28 (1973).

189. E.g.. Nebraska. North Carclina and Washington. See notes 192-20¢ infra 2nd accom.
panylng text and note 147 supra.

190. See notes 192-209 infra and accompanying text.

191, Id.

1920 273 N.C. 137, 139 S.E.2d 743 (1968).

195, N.C. Gen. Stat. §§ 123A-1 et seq. (1974).

154, 273 N.C. at 159, 159 5.E.2d at 750

195,

Id. at 139, i36 S.E.2d a1 761. The constitution provided: “The power of taxation shall
be exercised in a just and equitable manner, for public purpeses only, and shall never be
surrendered. suspended, or contracted away.” N.C. Const. art. V', § 21

The North Carolina court, however, has been liberal in other respects. For example. it held
that mora! obligation bond legisiation to finance low-income housing was for a public purpase
and did not pledge the credit of the state. Martin v. North Carolina Housing Comp., 277 N O
175 S E.2d 663 (1970

196.  Pollution Abatement and Industrizl Facilities Financing Act. ch. 633, [1571] N ¢ Sese
Laws 388, codified at N.C. Gen. Stat. §§ 159A-1 to -23 (19723, held unco
Department of Conservation & Dev.. 28t N.C. 15

nstitutional, Stapiev v
.18y S ELr Ay

[Vol. ag
use

Srests ang of

‘orth Cavoling Industriy _
scrutinized a public authority which had .

B g

A s

%7197 18. 2t [1971) N.C. Sess. Laws 588, 603,

w NONGUARANTEED BUNDS S

. rorovi “rnlo Authority shall have any right or power
Thesatole mxﬁnnmmmwwmﬂ‘oﬁﬁmquwuHmﬁ%m«nmmm of mwmm:msﬂ domain.”"t¥ H.ro court
mﬁ“‘.mhnwacmaa. D e WW &&mamswaw unsatisfactory.'®® If such Dsm:DMm
o d this mmm.p.npmmmocsa 1o be for a valid public purpose, E.m m@c: reasone m
o ﬁﬁnﬂmmnﬁd? #Mwm res would be free to repeal the clause prohibiting omﬁﬁm‘ﬂo
L ._ﬁw.wa..mn:ma wmm._m m. :a to allow local authorities to take private property for w ; mn.»,
gpinent domett, mw&&.ma public purposes.'®® In 1975, the legislature approve
would ther _u.m o again, 2% this time accompanied by a proposed nosmmﬂm}
_fe'same Hmmr&mwodr ﬂmiop_ta authorize local authorities to 1ssue revenue bonds
d memaﬂmwMowamg and pollution control n.‘oumgm.mo_ Hy_cm mEmumMme%m
m. .. ; t domain could not be exercised,
ammomwwmn M”mmmwmaqu M_momnﬂwoﬂwwﬁ How the court will construe the
v !

* ehich also prov

- “zasapproved by to be seen .

EEAbN i o0 De seen. R : 3

‘ Euwwmm“swﬂw M%ﬂ”?nqﬂo: Supreme Court held that the use of eminent domain
Lo ImLArly, o

i ztri ; ment
L by a port district to take private lands for an En.fugmﬂ.wﬂ“wﬂwﬁﬂ X
m«om”nm,w ,‘wmmm unconstitutional use of those @oﬁmnmmoﬂmn:ewﬁmur.wﬁmm - port
. projectwas 2 the court held that expenditures of pub ic money ¥ port
gecond decision, tac ine” of shippers and other potential port users was
- @stricts for “promotional hosting™ of shippers te individuals.?03
- 116 unici “aift” nvate - .
-y unconstitutional municipal “gift” to pn { amendment was approved in
L to these decisions, a constitutiona: a was sor
-In response to th O e i funds by port districts . - .
shich provided: “The use of pudl - . hosting shali
1966, w p ¢ or trade promotion and promotional hosting
- jedustrial anaiog.smz blic purpose. and shall not be deemed a
be deemed a public use for a pu p ] dment strictly, holding
o w.:,.m 206 The Washington court construed ﬁE.WmMMm Mﬂn mammaama* 207 3
, nwwn.: permitted only those CmemxwmmmmeoamWﬂ ﬁmmqunm sgreed to use bond
. . VLW :
: financing arrangement, wWhereby reer ivate corpora-
B .,..Mwﬁ.wﬁﬂmmm to buy and lease-back pollution control facilities to private corp

1 . 5 S F.2d 641 (1973
198. Stanley v. Department of Conservation & Dev.. Nm..“ /n Hu,_ Hmw@ o
199. Id. at 36, 167 S.E.2d at 635, See generally 52 N.C.L. Rev §5 )
"200. N. : 59C- 26 {1976).
e T N.C. Gen. Stat. § 159C-1 to -26 ¢ ! ) ) N Const. ant
R WMM m..mé of June 25, 1975, ch. 826, [1975] N.C. Sess. Laws 1165, proposing
o . . L
. V,'§ 8 (subsequently renumbered § 9 (Cum. Supp. G.E.. y o of this Constits
i .ncu Id. The amendment provides: * " otwithstanding any other pro ; > Comatiny
‘ . : , 1 fes t uthorities &
, : ; : ral laws to authorize counties (o create a orit
i 2] Assembly may enact general : : . ontes 10
p ..m_g. - OmMmWo:&qu finance. but not to refinance, the nou.n of capita wﬂo._MnﬂonM_wc:a .ch:
. mn anwgznmﬁcnﬁm and pollution control facilities for industry . . . &n
ustrial, f Y
"bonds. .<
< .. In no event shall such revenue bonds be wmn:Hmaa .wuanﬂ.cna e vamien
) ; t . . . only from revenues OT property Ger ! . : .
4.+m~4”.momemu. dcm eminent domain shall not be exercised to provide any property for any
e POWEr O !
ital project.’ ™ i .
R nﬂmow. vamrm&ﬁoH.m Note. N.C. Gen. MSM Mw& _w%oﬂ. w.ﬁmo MMNM&TW_\HQNH&Q on banc
:. Port of Seattle, 34 Wash. 799, 34l 1 . , o ok
w% MMMWMMM rel. O'Connell v. Port of Seattle, 63 Wash. 2d 201, 399 P.2d 623 (
3. x rel. A e 6
ﬁ 206. Wash. Const. amendment 43, adding art. VIIL ,m 8. -
207. Port of Longview v. Taxpayers of Port of Wm:mi.mﬁ“. mUa o s o  discasion
Wash 2d 475. 527 P.2d 263 (1974) (en banc), as modified, 333 P.2 3
. e < . : ans
of the original holding. see 30 Wash. L. Rev. 440 (36750

pavable from any public moneys

ash. 2d 216, modifving 84




&80
FORDHAM ILAW REVIEW
may accrue to private industry. 182
ry. %% Some states ey ;
the - : B states, however, hav rals
US.WMNQ:EQQ taxing power, or power of eminent mnwm::” ali
o:% in .mou the maoc.na that they are of direct benefit .8 i ,oam.ﬁ,
n:m.@woe mﬂﬁmw benefit to the public.!®® The tvpical Em_iwm:
osa ituti - salve
v:%OmMm. 130 oﬁrwowwgﬁcno:& amendments which allow use omwvoﬂim { ;
e ble, unh _nm:. 5 mﬂwmmw to have construed such mBmumBma_ﬁ, o Sheal
, olding only those financing devi 3 8 narrowly

> : 3 ¢ devices - ;
m&:mﬁsz all other situations to their maow inte : epressly permitted, and
nomﬂugcosmm debt prohibitions. 191 e

e North Caroli (. : ;
Development wmxnhMMWmMUntm.ﬂocm‘r in Mitchellv. Novth Caveling Indusre
been given the pow g Authority,!%% scrutinized a public authority ey
revenue bonds vm Qmm ﬁw purchase industrial sites with proceeds ?o:wwwm%m had
found that gm, H.:mnm.o %mmw those mH.ﬂmm back to private industry. '3 Th maion
exercise the uo%m‘ mn effect of the legislation was to enable th thorie
therefore held t ¢ of eminént nH.oBEs to benefit private msa:mﬂﬁ,.m_ hcﬁ:ozq "

fore he scheme violative of the public purpos sty The count
constitution. 195 purpose requirement of the state

Hﬂ 1971 s i T !
@ Hrm tate le.ou.w-m.r.ﬂ.Hm mumbmma a UHSHHWH UCUQ act W.Oﬂ. @C:CQOM.. cont
ntred. i

188, E.g.,, Wayland v. §
. B 3 . anapp. 232 Ark. 37, 334 S W 3
R . . : 7,334 8 W.2d 633 (1 i
o W@Q__M_omw_mHMWM_mowsHm Housing Fin. Agency v. Elliott :umn,mwom”n‘o.ﬂmqm:n:o: o e
| > : 3 . -ad. 3d 373, 551! 3 i
e Tumiees, 358 ‘w‘muaﬁm,:o.gﬂwnw (loans to private builders of mixed :noﬂﬂvo“w v..mmo_ _.o..: o
t . Al (05 {Del. 1676) (state h “in & financ e e
State . Yackoomol ' purchase of stock in a financially
A nwmew“.p mmwwz .J:E; 303 So. 24 166 (Fla. 1974) (construction nnwm .).e WOq:.Emm et
b ermar o a a laundry for a linen supply companyvy; State ¢ | ,”w,M:o:wm o
1, — wall —, 545 73 7 . o Core
e e Umdum uwww..ma 1175 {1676) (water pollution facility for el 'Wm.jvm._.?
v ate . T orth v. State Environmental Improvement Auth., 5 .an::.n.nn._v.
St CMnQ {pollution control facilities); Tribe v, Salt Lak O.. .ﬁcru; RSN
s t RS 1: on : i ) y & —v 9
Pecschng st “Auu %mﬂiwm mm..n.H:J‘ in area of urban wmancmuouﬂmm%wﬁwwﬂww‘. WG: .,o. o
oot @Ja.m:.m. S..m.mﬁmm.”....n ..m“ Wis. 2d 464, 2335 N.W.2d 648 11975, AWEIOJ" .M..:.H e
Indus. Dev. Fin. Auth u-wﬂ:m ventures). See also cases cited in s:&m,m ¥ v/wuw,u_,o«mm.ém .
. L f n., 273 N.C. 137, 1458-3 3 745, 7335 v R
a0, 425 25 (1oms 7, 148-30, 139 S.E.2d 745, 753-54 (1968): 50 Wash. L. N_ne
189. E.g., Nebraska, North Carolina and

panying text and note 147 supra Washington. See notes 152-200 infra and accom-

190,  See notes 192-209 i
ogl infra and accompanving text.
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203. See Editor's Note. N.C
204, Hogue v. Port of Seattle, 54 Wash. 2d 799, 341 P.2d 171 (1959) (en banc).
205. State ex rel. Q"Conmell v. Port of Seattle, 63 Wash. 2d 301. 399 P.2d 623 (1963).

206. Wash. Const. amendment 45. adding art. VIIL, § 8.

207. Port of Longview v. Taxpayers of Port of Longview. 83 Wash 2d 216, modifving 84
Wash, 2d 473, 527 P.2d 263 {1974} {en bancl. a medified, 533 P.2d 128 (1975 Fora discussion
of the original holding. see 30 Wash 1. Rev. 340 (1975)
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jncreasingly elaborate, the
- w.naw&nmoum. including New York.
“Z. At the present time, there are no effective legal restraints to prevent a

in New York. The seriousness of the state’s recent

rrence of this patierni
fiscal caution in the New York legislature for

cial crisis will probably instill
fime {0 cOME. Already, new legislation has been passed which places limits

e authority indebtedness;?'6 other measures may foltow. But given the

+

y Were consistently upheld by courts in a majority of

finan
‘some
g futur
o rugse with which existing constitutional limitations can be circumvented, the
advantages of tax-exempt nonguaranteed financing, and the present lack of
. glernative methods of finance that would provide equivalent advantages, a
* return by the state to previous financing praciices remains a distinct possibility.
. * Furthermore, the tone of recent New York decisions, and the possibility of
o further adverse holdings, may not be as significant as the legal and political
" communities now believe. The experiences of minority jurisdictions where the
courts have struck down certain debt financing practices suggest that state courts
canhaveonly a minimai effect in retarding or limiting the use of these devices.
- Legislatures have regarded debt financing as an essential means of achieving
m«oiﬂ: and development within the state. Where court decisions in some
mﬁcﬁoaw_,ﬂrmawﬂnma mswﬁnw:mémw

jurisdictions held legislation uncons

schieved through either legislative redrafting or constitutional amendments
which carved out specific exceptions to the general prohibitions 2}7 The process
1 amendment, as a reftection of the people’s will, is preferable to

of constitutiona
mere legislative redrafting designed to side-step a particular judicial decision.

Nevertheless, in view of the inadequate restrictions currently imposed on
nonguarantesd financing mechanisms, itis unlikely that public debate can fully
apprise the people of the ultimate debt burden such an amendment could create
for themselves and future generations.

 What appears to be needad is extensive reform of existing constitutional
provisions. Tdeally, debt limitations should allow the state to secure necessary
financing quickly &nd flexibly, but would admit of strict enforcement, to ensure
‘prudent debt management. Additionaily, the provisions should allow the public
a far greater measure of control over state indebtedness.

Ii is submitted that the following constitutional revisions would be most
effective in achieving the above goals: (1) repeal of the referendum requirement
for issuance of general obligation debts,?'® to be replaced by a requirement of a
two-thirds vote of the legislature; (2) enactment of a requirement that the state
pledge its faith and credit for the repayment of all debts of the state and of its
public corporations;?!? and (3) enactment of a ceiling on total state indebtedness,

2y
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The use of revenue bends is not an attempt to adjust {hose limitations to present needs, but rather

i to render them impotent by avoiding thern entirely. Such action is 2 confession that we are not
willing to learn from experience.” Ratchford, supra note 59, at 513.
216. Acts of March 15. 1976, chs. 38-39, [1976] N.Y. Sess. Laws 158, 181 (McKinney). See

_m note 23 supra and accompanying text.
217. See generally section III supra.

218, N.Y. Const. art. VII, & 1L
216. This requirement would be similar to the present faith and credit requirement for debts

of local government units. 1d. art. VIIL § I.
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fixed at a percentage of either the market value of all taxable real property in the
state, or the total tax revenues received by the state.??® Existing limitations oy
local indebtedness should be retained in their present form.

Such measures would result in an end to the use of nonguaranteed debt and the
added interest costs it entails. Public authorities could be retained for their
original purpose of administrative convenience; but the political reality implicit
in authority debis—the state’s ultimate liability in event of default- -woyld be
legally recognized. Repeal of the referendum requirement would allow the
legislature the speed and flexibility necessary for public works financing.
Moreover, these propesals could be strictly enforced by the courts, with little
detriment to public financing programs.

Perhaps the greatest significance of these proposed revisionsis that they would
provide the state legislature with full knowledge and control of tctal state
liabilities; this would, in turn, give the public greater influence over political
decisions involving further state debt increases. Debt statistics would no longer
be fragmented into such categories as guaranteed debts, authority debts and
moral obligation debts. Instead, there would be two easilv ascertainable
amounts: total state debts and total local debts. Itis submitted that such a clear
accounting system, in addition to direct legislative responsibility for all debts,
would result in an increase in public influence over state and local financing
policies. A well-informed public that is able to communicate its concerns tg
elected representatives at the state and local levels would provide a better
safeguard against fiscal mismanagement than is now provided by the archaic,
easily-evaded referendum requirement.

Government officials and commentators have recommended similar, though
often less drastic. reforms.??! It is not within the scope of this Comment 1o
analvze their proposals. Nonetheless, it is submitted that unless radical changes
are made in methods of debt financing. New York may well be destined to repeat
the patterns of the past.

Michael D Utevshy

220, This debt celling would also follow the pattern of limits on local debts. Id. § 4.

221. See, e.g., Proposed N.Y. Const. arts. X-XII, in 12 Proceedings of the Constitutional
Convention of the State of New York 26-46 (16673 Moreland Commission Report. supra note 3,
at 36-61; Bowmar, The Anchronism Called Debt Limitation. 52 Jowa L. Rev. 263, 806-906
(1967); Hollman & Primeaux, An Examination of Debt Ceilings as Barriers to Efficient Debt
Management., 23 Ala. L. Rev. 417, 343-34 [1073).

"“CHURCH” IN THE INTERNAL REVENUE CODE:
o THE DEFINITIONAL PROBLEMS

CHARLES M. WHELAN* .

I. INTRODUCTION

N the last thirty vears Congress has introduced a large number
_.‘/OH. religious distinctions into the Internal Revenue Code.! These
-distinctions do not relate to the content of any religious or church
- betief. Such distinctions would obviously be unconstituticnal.? Rather,
" the distinctions are “organizational”: they relate to the structures and
functions of -various types of religious organizations, especially
_churches. Many of these distinctions draw lines based on the degree of
- “churchness” or “church-relatedness” of an organization.

- .These organizational distinctions may or may not be constitutional,
-depending on the purposes for which the distinctions are emploved and
the manner in which they are applied. The Supreme Court has
repeatedly held that, in the tax classification area, the Constitution
gives very broad discretion to Congress and the state legislatures. The
leading case is Bell's Gap Raiiroad Co. v. Pennsylvania,’ in which the
 Court held that the equal pretection clause did not invalidate a
different method of valuation of corporate bonds, for purposes of the

Pennsylvania personal property tax, from that emploved for all other

-types of personal property. As Mr. Justice Bradley put it for the Court
* in this case, only “clear and hostile discriminations against particular

persons and classes, especially such as are of an unusual character,
- unknown to the practice of our governments” may prove to be

R e R R

7% Professor of Law, Fordham University School of Law. Father Whelan received his B.A..

-PhL. and S.T.L. from Woodstock College (Marvland) and his LL.B. and LL.M. from
Georgetown University Law Center. He is a member of the bar of the District of Columbia and a
member of the Jesuit order.

1. Some of these distinctions appeared in the Internal Revenue Code of 1939, ch. 2, 53 Stat.
L} most of them are the results of amendments to the Internal Revenue Code of 1954

2. The religion clauses of the first amendment forbid the federal government to make
distinctions based on the truth or falsity, orthodoxy or urorthodoxy of religious beliefs. LUnited
States v. Ballard, 322 U.S. 78, 86-87 (19441 (mall fraud prosecution); Universal Life Church, Inc.

* V. United States, 372 F. Supp. 770, 776 (E.D. Cal. 1974} (refund suit involving claim of exempt
Status as a section SQNcK3) organization). The federal government. however. is not without
Power to prevent the exploitation of the first amendment by religious frauds. See United States v.
Kuch, 288 F. Supp. 439, 44344 (DD .C. 1968 (one of the “LSD and marijuana church™ cases).

3. 134 T.S. 232 (1890).
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! ViU NTCIPAL WAGH LRELAE AND DbRR A% L M- 3
; RESURRECTION OF THE CONT RACT ¢LAUSE W
3
i
: . INTRODUCTION 5
: fN L Yoik Cins recent fiscal «isis. the New u

1n the wake e
York Cin Counci passed legislaton authorizing Mavor Beame
{ (o freeze the wages ot municipal employees. The mavor signed
e ordinance into law? on August 1. 1975. Local Law 43 gave
the nravor authority 10 promulgate an executive order suspend-
my all or any part of increases in public emplon ees” salavies or

wages that either had taken effect or were 1o take effect at any
time subsequent to June

3(), 1975, pursuant 10 collective bargain- i
ing agreements requiring such salarv increase

et

i g s as of Julv 1. 1973
or later. A similar provision applied to mer sased pavments for .
holidav and vacation differentials and tor salar adjustments.
The ordinance exempted public emplovees who voluntarily
ferment of salary Increases through appropriate
d collective bargaining representauves,

agreed to a de

action by thew cerntie

and authorized the @a:z::x.,:,zf ol an excouine order terum
increases at the discreion of the

naing the suspensions of salarv

maor.®
Mavor Beame used this authorit 1o roll hack wages as of
Seprember 1. 1975 1o the levels of June 3. 1075, tor empiovees |
of those municipal unions that did not agree 10 @ Wage freeze |
voluntaritv. This action wiped out 2 cost-of-living ncrease av-
eraging 6% ' thut weni into etfect under esisung union contracts
on Juiv 1. The mavor’s order stipulated that the freeze for em-
m plovees whose unions refused o agree voluntarily to the wage-
freege plan would continue until September 1. 1976, On the
complied voluntarily were

[NPRRRT  ——

R

ol i il -

other hand. emplovees of uriens that
lett in a somewhat betier position. {nder their agreement with

in Seprember. 1975

Vv nientidl oo the mand
iy of New Vork, N
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would keep one-tiird, and those with sslaries aboy
would lose the mcrease entirely.? o
In response to the citv's growi 1 1818 OV

14. 1675, Hmﬂ state _mmimﬁpﬂm WMMMM%MWTMMNME? o:/ e
PR s passed the & gency ..?:5:5:5
: ct provide for a three-vear moratorium on en-
Mﬁmﬁnwﬁmﬁ m; outstanding short-term notes due in 1975 and
< .\o. H:Zco.ns.m rax anticipation notes, land anticipation nores
evenue anticipation notes, budget notes, and urban ﬁmzm#w_.
notes. Instead of receiving their principal when due, the
d%ﬁmrcamaw were om.m.ama two choices. First, the Act amg..:mﬂm.a
that :oﬁmsoﬁﬂ,m. be given the opportunitv to exchange therr
notes HnCw. Kcsﬁ_tm_ Assistance Corporation (MAC) Uozmm m a
m@cm‘w principal amount. Pursuant to the terms of the Act. M &O:
on ./uom.mEUQ. 26. qum. offered to exchange its 8% Uosaw, mc}m :.M
1986 for citv notes.” although interest rates on the outstanding
notes ranged up to 9.3%.% Moreover, the Act id that in-
: . 2 previded that in-
Lerest on notes that were not exchanged for MAC bonds would
be paid unul the date of maturity of the note, and that thereafter
me H.~0mmm were 1o be converted by law into notes due November
13, 1978, with 6% interest. In effect, noteholders ﬁ._:c> originallv
made one-vear loans were now compelled to make mmam:oz&
three-vear loans at a 6% interest rate. which s far below both the

mterest rate of their origin
- nal notes and the .
g resen
for such notes.® g market rate

#ld.
f New York Siae . .

ﬁ./.monmo,.,. mo; v_wr.? Emergency Moratorium Act for the Civ of New York, NY
~NcoNsoL. Laws ch. 874 (McKinney Supp. 1975 -5 i .

A = > - : ) . 1873, as amen NCON .
875 (McKinney Supp. 1975 pp s amended. N.Y. UNcoxsoL. Laws ch.

T City Cnotes” are obligat ;
E lizazions with matuarities of a v :
o Lt B 1es a vear or less: g .
maturines that are generaliv much longer ess: “bonds” have
Approximatelv S4.7 billi
Boﬂmﬁmmmc m ,_ZM., 317 billlon worth of puistanding notes were affected bv the
I e Tt D
billior. worth " oush ﬁ.@m MAC .vcza exchange was only offered to holders of $1.6
976 m.ulx ..m,w of notes. Flushing Nat'l Bank v. Municipal Assistance Corp np,z:uﬂ o.n_
i, - 37 RS o aa : . i - OTP., 2% Mise. 2d
o wm klm.pu._%DWmM 5.2 9780 G81-82 (Sup. Cu 19750 aff 4. 32 App. Div. 2d 84, 389
N.Y.8.2d 761 (1876). appeal docketed, N 9 % A ST T Toes
peal docketed, Nou, 392, Sef v - )
exchange offer - o - 39%. Sepr Term. 1976, It appears that the
o e w er was nol made to holders of approximately 83 billion worth of ciry

ncluding the st AC - - O S - notes,
e mh 10 mr:m. MAC the 1] New York Clearing House Banks, and ceriain ity pen
i Lh H i - T i . : . 9 - am -
o MW i a ZM whom waived their right t¢ partivipaie in the exchange w1FF~uwg
“pondent at 6- S ' B ries 1or
34 Wman/ﬂ“. Pa: R .m r.Z::m Nat't Bank v. Municipal Assistance Corp., 32 Wﬁd Div. 2d
L2382 NY .5.22 764 :1976) [hereinafier aited as MAC Briet) ) a T

* Prospectus. Excha Oy - -
Tost . Exchange Offer: iders of Certzin 5 - -
New York bv the M HeraE M er 10 Holders of Certain Short-Term Notes of the (v of
1975, o N T ¢ipal Assttance Corporation for the Citv of New York, Nov. 26
975, at 3 [hereinafter dited o MAC Prospectus) T

k] —; PR
t 12 clear that the marker interest rate for as id
nterest rate for a similar pole sold on the market wousd

be significani caLer ih: S
gnificanth greater than 6%, For example, onn Ot 1701873, the citv sold 1o MAC
“rhoth MAC 1

07 U ~ ——— ]

cam o trin AR e e
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The New York Supreme tourt and .,.ume,.:m:. s, 103

Fhusing National Bank ©. Municipal Assistanee Corp. 2o have upheld
the Emergency Moratoium ACT aguainsi « confract lause attack,
and the Court of Appeals has granted & peunion for review and
heard argument. Relving on those decisions, the Special Term
has upheld the wage freeze against a simifar challenge.'! These
decisions may have resolved the constitutional question fur New
Vork for the moment, but they have not adequately expiored all
the issues involved. Consequently, as a guide for couris that must
deal with these problems in the future, this Comment will ex-
amine the constitutionality of the wage freeze and debt
moratorium under the contract clause of the United States
Constitution.’? A definitve judicial resolution of this constitu-
tonal issue may have an €normous future impact on
municipalities, on those who contract with municipalities, and on
the public at large. Certainly, any precedent established by such
a resolution will be important to other municipalities that, in the
future. have fiscal problems®? and wish to reduce unwanted fi-
nancial obligations.

This Comment first will examine the history and policy of
the contract clause, focusing on the nature of the coniract and
the contracting parties, and will conclude that the traditional
contract clause doctrine should not apply when. as in the present
situation. the state itself is a party to the contract being impaired,
and the coniract involves mutually beneficial terms, with the

state incurring financial obligations. Consequently, it will be sug-

gested that the two Sﬁ.m_:ﬁ:mm:osmﬁm ::nozmﬁ:caos&zﬂs
their present form. Finally, a framework will be ﬁa@ﬁomma for a
legislative solution that meets the contract clause requirements
found to exist under this Comment's analysis. Before discussing

the contract clause iself, however, it would be useful first to ex-

one-vear note at 8.24%. Moreover. cirv bonds maturing on Apr. 3 178, have been
offered at a 176 vield o matwmy and bid ai a 22% vield. Briet for Appellant at 34-36.
Flushing Nai'] Bank v. Muniwipal assistancve Corp.. 32 App. Div. od 84, 382 N.Y.5.2d 764
(1876
10 g3 Misc, 24 876, 379 N.Y.5.2d 478 (Sup. 19730 off d. 32 App. Div. 2d 84. 382
N.Y.$5.2d 764 (1976), appeal docketed. No. 362 Sepr. Termy 1976, A federal district court
recently upheld the \praterium Act in Ropico., Inc. v Citv of New York, 45 LS. LW,
9178 (5.D.N.Y.. Sept. 3. 19761 The court rejecied the plaintiff’s contract clause claim
using reaseming sumiar to thar used bv the Fiushing couris.

It Subwas-Surface Supervisors Ass’n v Transt Auth.. 83 Misc. 2d 8¢5, 38 PN YsRd
186 (Sup. Ct. 1876

32 0§, CoxsT. art. 1§ 10

3 G note 140 mrra & accompanving text

4 Fyr g brief statement m support f the constitunonahty of debs moratoriums. see
Bremer. Memerandum on Mumiapal Tiebt Moratorrums. 32 GUILD PRACTITIONER ag (1875}
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aminc the policy debate underlving the wage freeze and debr
MOTAlCTIUN CONTOVeTsies.

A, The Poliey Debate
The constitutional issues raised by the wage freeze and debt
moratorium laws cannot be understood tullv without an exami-
nation of the policy consideranions involved. Certainly the broad
policv implications of any precedents set by these laws will
greatly affect the ultimate resolution: of the constitutional issues
With regard to the wage freeze, the citv argued that adverse
economic conditions had produced a serious decline 1n the re-
ceipt of tax revenues and that inflation had greatly increased the
cost to New York Citv of fuel. materials, and supplies far bevond
the levels contemptlated when recent wage contracts with munci-
pal unions had been signed. Because municipal tax increases
would only precipitate an exodus of business concerns and the
middle class from the citv and thus would be unhikelv 1o increase
tax revenues. and because MAC had experienced dithiculty in
selling its bonds. the wage freeze was considered necessary for
maintaining the city's fiscal integrity. The freeze was also jus-
tified bv the need to convince investors that New York Citv was
willing to take drastic steps to ensure that it would not defauit on
iis debt obligations. It was argued that only it fiscal credibility
were restored and investors convinced that the city was ending
its extravagant wavs would the citv be able to sell its bonds.*?
Moreover, the wage reduction would allow the city o retam
emplovees who otherwise would have to be fired 1o reduce ex-
penses. Reduction of the municipal labor force would be unde-
sirable because it would reduce the level of services the city could
provide and increase the citv’s unemplovment rate. The wage
freeze would entail onlv a slight burden on all municpal en-
plovees. rather than the severe hardship of unemplovment on
those who would be fired. Finally. “outrageous™ wage setile-
ments. often precipitated by illegal union strikes. were said o be
in large part responsible for the city’s financial difficultics: there-
fore. the argument went, the municipal unions should be ex-
pected to plav their part in the solution of the city’s problems,
This view was widely held while Local Law 43 was being debated.
For example. a New York Times editwrial regarding an illegal sani-
tation strike in protest of lavoffs stated. “New York is working
for its unionized civil service workers. not vice versa. The real

15 Ser niote TU mfra.
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ity 15 held by the mumicipeda Lraolin
awer i the ciny s held . } e
. LUnion supporters conntered that the wage m,m:? w& ,._.1
: iral coe e oof legislatior.. For a iy wits
ey ané undesirable piece ol legriatic \ :
QNICCesSy ATy ana und : gislatics, aan Wit
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savings of from $100-200 miilion’ realized by g.mn wmd ml '
ontri 1 : B18S s. th
Q,:S.wzn would hardly restore fiscal health 10 Hr,m h:.w. %c. e
& . | 1 ronsiati - desire
anions cited as the real force behind the F%LE.M& the m_ml re ol
& e 1o Find a scapegoat for their probieins
Wall Street and the ¢ty t© find a urmmchﬁ for ohe Eﬂc: e 1
the name of restoring mMvestor confident w.E h on leacel
. . 1 whether itv's unien-blastng realh
als 3 ether the atvs 1 g .
also questioned wh v Dlasting 1o nare
 C . .+ citv could ignc
1 5 sale ¢ - bonds. noting that 1t the ¢ g
increase the sale of aity T g if the city COVEIERT
‘s contractual obligauons with empiovees, MVESTOTS <
aliz st as easilv violate 1s commitnments to 1ts

realize that it could j . frme i
bondholders.!? Subseguent events that led the debt mos .
. 1 this theoryv. It was also pointe

1 ) inconsistent witl
(orium are not meonsistent ‘ heory. 1t was powntec
out that the courts’ validation of the city’s actons could subst

0Ce : -tive bargalning
dallv weaken. 1f not destrov. the process of collectuive Uﬂwﬁm ﬂrm
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union supporters argued. it is difficult o justity singling out one
group of emplovees w bear a ginssh disproportionate share of
the citv's financial burden. Finallv. the unions argued. even if
their members were better off with wage cuts than with layoffs.
they should be able to resolve that issue voluntarily. The unions
therefore objected wo coercive wage freeze legislation that treated
more harshlv those who did not voluntarily come to terms than
those who “voluntarily” agreed to the citv's offer.

Policy considerations are also of great relevance to the
courts’ ultimate resolution of the debt moratorium controversy.
That the fiscal situation of New York Citv at the time of the
enactment of the Emergency Moratorium Act was grave can
hardly be disputed. The legislative findings accompanying the
Act argued compellingly for the need for state action, speaking
of a “grave public emergency.”?* In the face of the unknown
social. economic, and legal consequences of a defaulr, and the
previous. unsuccessful attempts by the citv and state 10 stabilize
the situation,?® the Flushing trial court, in rejecting the note-
holders’ contract clause argument. declared: “We must deal
with this subject realistically in light of the financial crisis in
the City.”?” MAC thus argued that if the Act were declared un-
constitutional, the citv would be unable to payv either principal
or interest on the outstanding notes. and noteholders would be
forced to assert their claims in a municipal bankruptcy proceed-
ing in which they would receive far less than the face value of

& [Tlhe grave public emergency . . . has dramaticallv worsened in the last two
months. Todav, not only is the City of New York threatened with default on us
outstanding obligations, but finandiallv sound agencies of the siate isel are
similarhy threatened because of public fears about the effects of default by the
ity
Significant and drastic steps have been and continue 1o be taken by the ity
and the state . ... It is now apparent. however. that there is not enough ume for
the effects of these steps 1o be demonstrated before all funds now available
the city wiil be exhausted.
There s therefore an imminent danger rthat the citv of New York will be
unable to payv its outstanding shori-term indebtedness and even to provide those
basic services essential to the health. satery and welfare of s inhabitants and the
continuation of orderly government in the citv. The legislature recognizes and
insists that the pledge of the “faith and credit” of the ¢itv o the ﬁw,:.:mzﬂ of 1ty
obligations must be respected. The legislaure further recognizes that in the
current financiai crisis. this pledge can be honored only if the viabilitn and
resources of the city are preserved and that the continuation of essenual SCTVICES
is vital to such preservation.
New York State Emergency Morarorium Act for the Citv of New York, N.Y. Uscoxsor.
Laws ch. 874, § 1 (McKinnes Supp. 1975

% See, e.g. Municipal Asssrance Corporation lor the (i ot New York, Ny Fus
AUTH. Law §§ 3030-40 (McKinnev Supp. 18754

2T R4 Mise. 2d at 978, 3749 N Y .S5.24 at 981
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their notes.?® The relevance of the policv factors n the 704
York couris decisions was underscored by a ﬂ.n;lmm::w ﬁuﬁmaﬁ.:
of the trial court indicating with ‘,%ﬁ.u.:...h s wmwm,\htcs:.ﬂm:
“[tihe courts. Federal and State. have given priority o QHM public
interest over strict compliance with the contract clause.

On the other hand. it is clear that the debt moratorium
sacrificed the {inancial mteresis of the ﬂoﬁmroﬁ‘ﬁ.m by drastically
altering their substanuve rights. ﬂ:./. :oﬁmroﬁﬂ,m who Emao
mrcaz.rm_ﬂa toans to avoid the risks of long-term investments were
forced to make additional three-vear loans at a 6% nogtmzmm:@:
rate. which bore no relation to the ﬁmr M.:wo?m.&, ﬁrmc Bmarwm
interest rate, or the interest rate on their original notes.™ .ma‘ws it
the principal on all outstanding notes could not dm,..ﬁm@mm_wc. t ,Qmm
is no reason why prior notehoiders mwocﬁ be single o?. 0
subsidize interest pavments on the outstanding notes. ./HOa.mc, mw
manv of the noteholders were small investors ;.v,o mav have w.m
wamw&:m needs for their principal. The Mm.ﬁ.‘mwwr wﬂm_ ._.M:ﬂmw.
recognized this problem when he stated: "1 wou .:wqﬂi #
do not mandare—that provision be made o pay principal as the
notes mature o those invidiuals who have H:,‘mmmma w.:ﬁooo, or
under, and who can show need for payment of their notes as

. o &.Cm,,:: N
e Wﬁwmu%mwaoa. bankrupicy would not .mo:o? mevitably 1 .:%
courts were to declare the debt moraterium to be unconstitu-
tional. The city. state. and federal governments. as ﬁ.m:mﬁ mer-
ing institutions throughout the nozﬂ:../...wt have m:.UmE::& Emw-
cial incentives for reaching a constitutional solution to the Qn.ﬁ
problem that accommodates the INLerests of all parties. 1f m.ﬁ_m:nﬂﬂ
compromise 1s forthcoming. at a minimum the courts s Wo:%
scrutinize the legislative solution carefully to ensure that the b-
nancial interests of the aoteholders are preserved 1o the greatest
extent possible. Tor example, the courts could am.ow::c z.gmw.vﬂﬁ:ﬂ
cipal be paid 10 smail investors when due, and w Tm:puimhwﬁm T
withheld. the courts could require that interest rates retlect inc
cost to the noteholder of the forced investment

2 VL AC bric, vapre note Tooat 12,
- a= RN . S
2044 Mise. 2d at 974, 379 N VLS ar 4R8I
S note Y K AuCoMpATvIng Text.
: : 3 c 5 3d OR7 .
3184 Aysc. 2d ar B4 D NOYLS 2 an U _ i of New York
22 The Federal Reserve Board hus revedled the extent of hank hoiding A
2 Ty Federal s 1 o e B ke
s represent cmore than B per cenit 2 e capiias ol 3 \
’ - ' TR
of the vapital of 718 banks in 33 stakes.
ar. b 11 major banks that mdke np e
¢ 1 oblizatious oi the cinv and state. Wall St

obligations. Such vhiigat
ates. and hetween 28 and A0 per e
o bTo TRl AL el S h3




Probablv the most persuasive policy argument for holding
the debr moratotium unconstituuonal is Ech?:m::w_ effect ol a
n:::Jw._.\».:H::m or: municipal bound markers I this atiemypstod
w.n.ﬁcmfm::: by the state of the citv's financial obligavons is sanc-
.:c:m.i by the courts. other local governnients that are experienc-
ing financial difficultes may find it inercasingly difficule . 10
market their debt obligations at any mterest rate. regardless of

“promises” or “guarantees made to potenual _UELEIG *

Finallv. it must be reulized that one of the original tE, NOSEs
of the contract clause® was to protect the vested :i:,, of ndi-
viduzls from state mterference, even mnmﬁ,mnﬂnzmncr:. “nohle”
purposes. While the United States Supreme Court's interpreta-
ton o.m the contract clause has &:m:mma dramatically over the
vears.”® it 15 clear that the clause is not without meaning o % The
:mrz of bondholders should not be ignored merely Udmmm:mm
their financial interests mav not be as w::u::m:ﬁ as those g,mﬁ
ﬁrw Moratorium Act secks to protect. Such a balance is inappro-
priate for nc.:mm:::::m_ adjudication. vet the Flushing :.mmJ.:gmm
nc:&:&ma his opinion by stating: I began by urging a realistic
Ve 3 ZZJ Fm_._:.:ﬂ:ﬂ;va H meant no maore :‘_m—i HN\“ Urge 4n
equitable view that would do justice 1o the greaiesi _v:::m@.s...ﬁ

Whiie policy considerations and the interesis ot the majorny are
refevant 1o constitutional adjudication, ulumately the courts are
responsible for ::Qt%::a the Constitution and protecung the
rights of individual citizens regardless of whether those Indi-
vidual interests are contrarv to the interests ot the majoritv. As
the New York Court of Appeals stated afrer finding the state
.Q.:Z.:::::..,.. .dc:;:%m:dgm_:: pension @.:45::. indirect]y
H:.:um:,mm._.u./ legislation mandating that the state compuroller, in
his capacity as trustee. invest pension tunds in MAC bonds:

The duw of a neutral court is clear even when it he
utterhv understandmg of the extraordinary and trou-
bled efforts by the officials of New York Ciwv. the State
mﬁrq;‘:m:mﬁ.?: and the Legislature. As this court said
Birnbaum . New York fs? Teachers Refivenient Sytemi, 5
N.yY.2d 1. :. 176 N.Y.S.94 981, 909, 1532 N.E2d i1,

5 The imphattons for bond siokets o uphol

discussed In detaid @t texi accompanyving notes |

financizl condition of other cites, see nore 239 & fent acompaming notes i
3 e text accompaming note 43 ::4:‘ )
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It w Mt h T::CE?” ..3 jm retirement L‘w:\:z: argues
ot it this court [sel holds . .. the systens 4,:: he
pinnged mto bankruptes. 1 he aniwer i that arguinent
must be that . . . we are not at hberty 1o hold otherwise.”
Indeed, 1 foia be said that that 1s the v::ﬁi
role of the courts in the American system in reviewing
the constiutonal validit of executive and legislative
acts even if thev bear the guise. and the courts are con-
vinced that the guse r¢ flects a reality. of necessity, dis-
tress and emergency. The courts did not make the Con-
stitution: the courts mav not unmake the Constitution.”

ol

11. Tur CoxTracT CLAUSE
A, Early History

The historical development of the contract clause® of the
Federal Constitution has been the subjec ct of much commentary*
and does not warrant €xte :f\.:m ireaument in this Comment. A
brief discussion of that historv is useful. however. in understand-
ing the constitutional framework relevant to the New York wage
m.mn.\.m and debt moratorium. Although the framers of the Con-
stitution apparentlv did not ﬂ:ﬁ:; the contract clause with
much concern®! and no:JmQ:m:: did not devote much tme o
consideration of the clause, 32 it is fairly clear that the clause was
a response to the mass of debtor relief legislation. which was
ﬁ;chl bv state RGTTH;?.J in the wake of the economic depres-
sion immediately preceding the adoption of 9@ Constitution,
and which _:ﬁmzm@ contractual obligations.” 3 The clause was

514, %37 NLF.2d 3, 5u6. 375 N.Y.5.2d 79085

o §gaglione v. Leviin 37 WY 2d 307
(1975

U, Cosst. arn 10 i "No Srate shall - .. pass anv . .. Luaw impatring the
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