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I

Q£t)e Commontocaltfj of iWatfgacljuKcttfi

(House, No. 5120 of 1976)

Ordered, That the Legislative Research Council be directed to
investigate and study the requirements for registration and regulation
of financial advisers, mortgage bankers, tax shelter syndication and
the formation and role of limited partnership interests. Said Council
shall report the results of its study by filing a copy thereof with the
Clerk of the House of Representatives on or before the third
Wednesday of February in the year nineteen hundred and seventy-
seven.

Adopted:
By the House of Representatives, June 22, 1976
By the Senate, in concurrence, June 23, 1976

(House, No. 5469 of 1977)

Ordered. That the reporting date be extended to the third
Wednesday in March of the current year whereby the Legislative
Research Council is required to file the results of its study relative to
the registration and regulation of dealers in equities (see House, No.
5120 of 1976).

Adopted:
By the House of Representatives, February 14, 1977
By the Senate, in concurrence. Februarv 16, 1977

ORDER AUTHORIZING STUDY
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t| To the Honorable Senate and House of Representatives:

LADIES AND GENTLEMEN: In compliance with the joint
order. House, No. 5120 of 1976, the Legislative Research Council
submits herewith a report prepared by the Legislative Research
Bureau relative to the regulation of dealers in equities.

The Legislative Research Bureau is limited by statute to “statistical
research and fact-finding.” Therefore, this report contains only
factual material without recommendations or legislative proposals by
the Council or Bureau. It does not necessarily reflect the opinions of
the undersigned members of the Council.

Respectfully submitted,

Sen. ANNA P. BUCKLEY of Plymouth, Chairman
Rep. JOHN F. COFFEY of West Springfield, House Chairman
Sen. JOSEPH B. WALSH of Suffolk
Sen. JOHN F. PARKER of Bristol
Sen. WILLIAM L. SALTONSTALL of Essex
Rep. JAMES L. GRIMALDI of Springfield
Rep. MICHAEL J. LOMBARDI of Cambridge
Rep. RUDY CHMURA of Springfield

-Rep. SIDNEY Q. CURTISS of Sheffield
IRIS K. HOLLAND of Longmeadow

tEtje Commontoealtf) of iflaSSaifjuKette

LETTER OF TRANSMITTAL TO THE
SENATE AND HOUSE OF REPRESENTATIVES

MEMBERS OF THE LEGISLATIVE RESEARCH COUNCIL
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To the Members of the Legislative Research Council:

MADAM CHAIRMAN AND GENTLEMEN: House, No.
5120 of 1976 directed the Legislative Research Council to make a
study and investigation of the requirements for the registration and
regulation of financial advisers, mortgage bankers, tax shelter
syndication, and limited partnership interests.

The Legislative Research Bureau submits herewith a report in
accordance with the above directive. Its scope and content are
restricted to fact-finding data only, without recommendations or
legislative proposals.

This report was the primary responsibility of Paul M. Murphy of
the Research Bureau staff.

Respectfully submitted,

DANIEL M. O’SULLIVAN
Director, Legislative Research Bureau.

GHje Commontoealt!) of fflasjsacfjusetts

LETTER OF TRANSMITTAL TO THE
LEGISLATIVE RESEARCH COUNCIL
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Origin aml Scope of Study
A legislative order. House, No. 5120 of 1976, directed the

Legislative Research Council to study and report on the regulation
of, and requirements for, registration of certain aspects of the
securities industry including financial advisory services, mortgage
banking, and tax shelter syndication. Representative Theodore J.
Aleixo, Jr., of Taunton who introduced the order is concerned that,
in the light of increased interest and activity in various types of
investment channels, particularly the creation and sale of real estate
limited partnership interests, federal and state laws and regulations
may not provide sufficient protection to the public. Moreover, the
Representative is disturbed at the failure of some regulatory agencies
to adopt a clear-cut policy with respect to certain situations.

Registration and regulation of the securities industry are divided
between the federal government which superintends activities
conducted on a national or interstate scale and the states which have
jurisdiction of local intrastate activities through “blue sky” laws.

The Securities and Exchange Commission, a five-member,
bipartisan, quasi-judicial agency created in 1934, administers the
federal securities laws which are principally found in the Securities Act
of 1933, the Securities Exchange Act of 1934, the Public Utility
Holding Act of 1935, the Trust Indenture Act of 1939, the Investment
Advisers Act of 1940, and the Investment Company Act of 1940. While
federal law requires registration of a security under most cir-
cumstances, registration with the Commission or stock exchange does
not insure the investor against financial loss. The purpose of

Commontoealtt) of fHagtfaifjugcths

THE REGULATION OF
DEALERS IN EQUITIES

SUMMARY OF REPORT

Federal Regulation of the Securities Industry
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registration is to provide the investor with adequate disclosure of the
material facts relative to the security and the offering company. The
disclosure provisions also mandate the submission of statements
relative to proxy solicitations and require companies to file periodic
reports updating information as to their companies and traded
securities. The Commission may not deny registration of a security on
such factors as the price or terms thereof or that it reflects an
investment of substantial risk.

Broker and Dealer Registration. The Securities Exchange Act
requires the registration of brokers and dealers engaged in an
interstate securities business. Brokers and dealers must conform to
the standards prescribed by law and the Commission regulations.
Violation of these laws or regulations may result in a loss of
registration with the Commission and as a consequence the loss of the
right to conduct an interstate securities business. The broker-dealer
registration requirement does not apply to firms engaged exclusively
in the municipal bond business.

The law envisions that the associations or exchanges will be
basically self-regulatory with the power and authority to discipline
their own members, but the Act also empowers the Commission by
order, rule, or regulation to change or supplement the rules of the
exchange or association in order to accomplish the desired objectives.
Generally, the rules of the exchanges reach their final form by a
cooperative procedure with the Commission and only rarely does the
need for formal proceedings occur.

By a 1938 amendment, Congress provided for a self-policing body
for over-the-counter brokers and dealers (brokers and dealers
engaged in transactions in securities which are not listed on any ofthe
national stock exchanges). Only one such association, the National
Association of Security Dealers, Inc. (NASD), is registered with the
Commission under this provision of the law.

Real estate limited partnerships are generally considered to be
issuers of securities within the meaning of the Act as defined by
section 3(a)(8). However, the view of the Commission is that as long
as the limited partnership restricts its business to the buying,
developing, and selling of parcels of real estate and the partnership
participates in no form of the securities business other than issuing its
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own limited partnership interests, it will not be considered to be
engaged in the business of a broker or dealer, and thus will not be
subject to registration.

The Commission in its determination as to whether a general
partner (sponsor) is engaged in the securities business uses the same
criteria developed for corporate officers and employees. A general
partner may be considered a broker if, for example, (1) he was
engaged specifically to sell the securities, performs no other duties,
and his employment will terminate after the securities are issued; (2)
he was previously employed as a securities salesman; or (3) his
compensation is in the form of commissions dependent upon the
amount of the securities sold. However, the Commission has no clear-
cut policy on this issue.

Sponsors or general partners are subject to registration under the
Investment Advisers Act.

State Regulation
Uniform Securities Act. Thirty states have adopted the Uniform

Securities Act, although few, if any, have adopted the model
legislation in toto.

Massachusetts adopted its version of the Uniform Securities Act in
1972 (G.L. c. 110A; c. 694 of the Acts of 1972). Administration
responsibilities are vested in the Secretary of the Commonwealth.
Registration with the Securities and Exchange Commission is
required of an applicant for registration as a broker. However, the
most significant variation from the model act is that Massachusetts
has not included the provisions for the regulation of financial
advisers. A proposal calling for the registration thereof is being
considered in the current legislative session (House, No. 2308). In
1976, over 600 investment firms and approximately 9,000 agents were
registered as broker-dealers with the State Secretary.

- Uniform Limited Partnership Act. This model legislation, first
» proposed in 1916, has been adopted by every state with the exception

of Louisiana. It is a codification of laws relative to the formation and
registration of limited partnerships, the popularity of which, for
investment and tax purposes, has increased in recent years due to the
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“pass-through” provisions which allow the partners to factor into
their personal income situations the gains and losses of the
partnership. The limited partnership business entity contains many of
the attributes of the corporation, including the insulation from
liability of the limited partners and centralized management in the
general partners, without the double tax impact of the corporation.

The Massachusetts version of the Uniform Limited Partnership
Act is substantially similar to the model act. It was enacted in 1923
and replaces legislation dating from 1835 (G.L. c. 109; c. 112 of the
Acts of 1923). The Division of Securities within the Secretary of Slate
considers a limited partnership interest a security and requires it to
conform not only to the limited partnership statute but to the
securities law and regulations as well. The Massachusetts securities
law is a “merit” statute since it goes beyond the “disclosure" law
characterization of the federal securities act. The Division of
Securities must not only inquire into the truth and accuracy of
representation made in the offering of a security but must examine
the merit of the security as an investment. In limited partnership
syndication offerings the Division has adopted the point ofview that, if
the sponsor or offeror’s compensation is characterized as a sales
commission, registration as a broker-dealer is required.

In December 1976, approvals for 45 limited partnerships were filed
with the Secretary of State, in addition to 86 amendments of original
certificates of partnership.

The popularity of real estate limited partnership syndications as an
investment vehicle lies in the tax deduction taken as a result of the
depreciation of the investment asset. For tax purposes, depreciation
is a paper deduction. It does not represent an actual expenditure of
funds but instead reflects a decline in the underlying value of the
investment. Most syndications use a form of accelerated depreciation
which allows a higher percentage of depreciation write-off in the early
years of ownership. Tax shelters are designed not only to postpone or
defer taxable income, but in some cases the character of income is
changed from ordinary income to capital gains.

The Federal Tax Reform Act of 1976 applies stricter standards to
depreciation deductions and other deductible expenses (real estate
taxes, interest payments, and organizational costs) in connection with
real estate investment. Nonetheless, it is anticipated that real estate
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investments in the form of limited partnerships and other modes of
syndication will continue to have appeal because of the serious
adverse impact the law has on the other types of investment designed
to give large tax write-offs such as motion picture production,
equipment leasing, and oil and gas explorations.

A review of selected states “blue sky” laws indicates littleuniformity
among states in the treatment of tax shelter syndications. Since
securities statutes are oriented to the more conventional investment
channels, promoters or syndicators tend to structure their operations
so as not to come within thepurview of either state or federal securities
registration.

Mortgage Banking
The mortgage banking industry has been aided greatly by the

establishment of a secondary mortgage market created by the Federal
National Mortgage Association (Fanny Mae) and the Government
National Mortgage Association (Ginny Mae) and their trading in
government insured Federal Housing Administration and Veterans
Administration guaranteed mortgages. The FHA mortgage insurance
program pays claims resulting from mortgagor defaults and this
guarantee is backed by the full faith and credit of the United States
Government. The success of the program and the low default rate have
been achieved by an underwriting process which involves a close
analysis of the mortgagor’s credit and the value of the mortgaged
premises, among other factors. Over $lOO billion in insured mortgages
have been written and the FHA program has been responsible for 20%
of the nation’s housing starts since its inception in 1934.

While the Federal National Mortgage Association is chartered by
the FHA to provide a market for eligible FHA and VA mortgages, it
is a private enterprise and has consistently been a profitable
operation.

The Government National Mortgage Association is an agency of

j the United States Government within the Department of Housing
• and Urban Development. It was organized in 1968 as a spin-off of

Fanny Mae when the latter went public. Its prime responsibility is to
perform functions (some of which were performed by FNMA) such
as the purchase and sale of FHA and VA mortgages pursuant to
various Tandem Plans where a government subsidy is utilized to
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reduce the interest rate, and the guarantee of mortgage backed
securities issued against pools of FHA and VA mortgages. GNMA is
a major tool for implementation of federal housing policy.

A recent local development that may provide a stimulus to the
mortgage banking industry is the Massachusetts Home Mortgage
Finance Agency. Authorized by Chapter 846 of 1974, it is charged
with developing a neighborhood stabilization and home improve-
ment program to assist home ownership. The law confers on the
agency broad powers to acquire capital from private investors and to
make loans to mortgage lenders. Although the agency is not yet
operational, organizational efforts are underway and the agency
could become an important source of mortgage capital in the future.
The governor has recommended $lOO,OOO for mortgage insurance
costs in the fiscal 1978 budget.

Mortgage banking may be spurred by activity undertaken under
authority of Chapter 843 of 1974. That statute relaxes some of the
statutory restrictions imposed on the borrowing power of savings
institutions and allows saving and cooperative banks to offer
securities representing units of interest in specific mortgage loans or
pools of mortgage loans.

In 1976 the Legislature defeated a bill which would permit public
employee retirement systems to invest in real estate mortgage
securities (Senate, No. 1189).
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Origin and Scope of Study
A legislative order, House, No. 5120 of 1976, directed the

Legislative Research Council to study and report on the regulation
of, and requirements for, registration of certain aspects of the
securities industry including financial advisory services, mortgage
banking, and tax shelter syndication. Representative Theodore J.
Aleixo, Jr., of Taunton who introduced the order is concerned that,
in the light of increased interest and activity in various types of
investment channels, particularly the creation and sale of real estate
limited partnership interests, federal and state laws and regulations
may not provide sufficient protection to the public. Moreover, the
Representative is disturbed at the failure of some regulatory agencies
to adopt a clear-cut policy with respect to certain situations.

The report discusses the governmental role in informing and
protecting the public in transactions involving the sale of conven-
tional securities, real estate tax shelters, and mortgage banking and
the limitations of federal and state law in these areas. More
specifically, the study addresses itself to the history and experience of
the various federal and state laws concerning the sale of securities, the
registration and regulation of brokers and dealers in securities, and
financial advisers. It reviews selected state “blue sky” laws concerning
the regulation of brokers and dealers and the issuance of securities,
with particular reference to the comparatively new but dynamic area
of sales of limited partnership interests. The text treats the historical

Revolution of the Uniform Securities Act and the Uniform Limited
Partnership Act including Massachusetts developments in these
areas. The impact of the mortgage market and the mortgage banking
industry, including the formation and role of the Federal National
Mortgage Association and the Government National Mortgage

tCfjc Commontoealtf) of ifßagaatfjugeUS

THE REGULATION OF DEALERS
IN EQUITIES

CHAPTER I.
INTRODUCTION
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Association on the promotion of a national housing policy is covered.
Areas of the securities industry within the scope of the study which
are, by either accident or design, not subject to either federal or state
regulation are examined. Lastly, the report closes with a discussion of
recent developments such as the Federal Tax Reform Act of 1976
which affect various segments of the securities industry.

The registration and regulation of the various components of the
securities and financial industry are divisible into two categories; (1)
that which the federal government by virtue of the national and
interstate characteristics assumes jurisdiction and (2) the more
localized intrastate activities over which the federal government has
declined jurisdiction and has left to the states to create their own
governing laws, sometimes called “blue-sky” laws.

The cornerstone of federal regulation is the various securities laws
administered by the Securities and Exchange Commission. Commis-
sion purview of tax shelter syndications, the formation of limited
partnership interests, and mortgage banking activities depend
largely on the extent that the activity is similar to the broker-dealer or
financial adviser role as more commonly seen in the stock exchanges
and the transfers of the more conventional forms of equity interests
such as stocks or share certificates.

Securities and Exchange Commission
The Securities and Exchange Commission (SEC) was created by an

Act of Congress entitled the Securities Exchange Act of 1934 [l5
USC, s. 78(a) et seq.]. It is an independent, bipartisan, quasi-judicial
agency of the United States Government. Organized July 2, 1934, the
Commission is composed of five members, not more than three of
whom may be members of the same political party. They
appointed by the President with the advice and consent of the SenatdP
for five-year terms, being staggered so that one expires on June 5 of
each year. The Chairman is designated by the President.

CHAPTER 11.
FEDERAL REGULATION fc
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The laws administered by the Commission relate in general to the
field of securities and finance and seek to provide protection for
investors and the public in their securities transactions. They include
the Securities Act of 1933, the Securities Exchange Act of 1934, the
Public Utility Holding Act of 1935, the Trust Indenture Act of 1939,
the Investment Company Act of 1940, and the Investment Advisers
Act of 1940. The Commission also serves as an adviser to federal
courts in corporate reorganization proceedings under Chapter X of
the Federal Bankruptcy Act.

Securities Act of 1933
This “truth in securities” law has two basic objectives: (1) to

provide prospective investors with information concerning securities
offered for public sale, and (2) to prohibit misrepresentation and
other fraudulent acts and practices in the sale of securities generally.

Before a public offering of a security, a registration statement must
be filed with the Commission by the issuer, setting forth certain-
required information. When the statement has become effective the
security may be sold. The object of the registration is to disclose facts
upon which investors may appraise the merits of the securities.
Investors must be furnished with a prospectus or selling circular
containing the salient data set forth in the registration statement in
order to enable them to evaluate the securities and make a judgement
as to their investment value.

The registration requirement applies to securities of both domestic
and private issuers. There are, however, exemptions from the
registration requirement. Among these are: (a) private offerings to a
limited number of potential purchasers, (b) offerings restricted to the
residents of the state where the issuer is organized and doing business,
(c) securities of governmental instrumentalities, and (d) offerings not
in excess of certain specified amounts.

Regulation A. The principal exemption from the requirement of
registration was enacted by Congress as an aid primarily for small
business. The law provides that an offering of securities in an amount
under $300,000 may be exempted from registration. Under Regula-
tion A these smaller offerings are excluded provided certain specified
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conditions are met, including the prior filing of a simple “Notifica-
tion” with the appropriate Regional Office of the Commission and
the use of an offering circular containing certain basic information.

Registration does not insure the investor against financial loss, nor
does the Commission have the power to disapprove the security
because it does not consider the security to be worthwhile. The only
requirement in the registration of securities is an adequate disclosure
of the lacts relative to the securities and the company which proposes
to offer them. Assuming proper disclosure, the Commission may not
bar the securities from public sale on such points as the fairness of the
price or other terms of the securities or the capability of the issuing
company to achieve its goal. These are factors which the investor
must decide for himself and he assumes whatever risk there is in light
of the disclosures stated.

The registration does not guarantee theaccuracy ofrepresentations
in the prospectus or of the offering circular. However, the publication
of false and misleading statements therein will expose the offender to
criminal sanctions in the form of fines or imprisonment. In addition,
if the investor suffers a loss from the purchase of a security subject to
the registration requirement he or she may recover damages if an
incomplete or inaccurate representation in the registration statement
can be proved. This liability not only extends to the issuing company,
but to its responsible directors or officers, the underwriters, and the
sellers of the securities.

In general, registration requires information concerning (1) the
registrant’s properties and business; (2) the significant provisions of
the security offered for sale and its relationship to the registrant’s
other capital securities; and (3) the management of the registrant.
Certified financial statements must also be submitted.

The registration statement and prospectus become immediately
public upon filing but it is unlawful to sell the securities until the
effective date. After the filing of the registration, the securities may be
offered orally or by a summary of the information in the registration
statement. The Act provides that ordinarily the registration
statements shall become effective on the 20th day after filing.

The statements are examined by the Division of Corporation
finance to determine whether they appear to comply with the
disclosure requirements of the law. If a statement appears to be
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incomplete or inaccurate the registrant usually is given an opportuni-
ty to amend or clarify the statement. However, the Commission has
the power to suspend the effectiveness of the statement if it finds that
the statement is misleading or inaccurate. If it appears to the
Commission that there is a deliberate attempt to mislead, or conceal
relevant information, it may conduct a hearing to determine on the
evidence whether a stop order should issue refusing or suspending the
effectiveness of the statement.

The issuance of a stop order is not a permanent bar to the sale of
the securities. If the registration statement is clarified and amended
according to the terms of the stop order and to the satisfaction of the
Commission, the stop order may be lifted.

The Division of Corporation Finance also furnishes information to
the general public and prospective registrants, principally in the form
of administrative interpretations of the law and regulations
applicable to specific situations. This advice might consist of an
opinion as to whether a particular offering is subject to the
registration requirement or whether a statement or prospectus will be
deemed to comply with the disclosure requirements.

Securities Exchange Act of 1934
Congress extended the doctrine of disclosure for investor

protection to securities listed on registered securities exchanges by the
Securities Exchange Act of 1934. The law obligates issuers of
securities to file a registration statement both with the exchange
where the securities are listed and with the Commission. In addition,
the Act requires additional periodic reports to be submitted by the
issuer which update the information originally filed.. These reports
are subject to public inspection and are used extensively by brokers
and dealers, investment advisers, etc., and as a result there is a wide
distribution of the information. Penalties may be imposed for
including a false statement in a report and investors may bring an
action against the issuer if they suffer losses as a result of relying on a
false, fraudulent, or misleading statement contained in a report.

Another provision of the statute governs the solicitation of proxy
votes from holders of securities. Disclosure ofall pertinent facts must
be made in any such solicitation whether the effort is being made by
management or a minority group. Where a contest for control of the
management of a corporation is involved, the rules require disclosure
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of the names and interests of all the participants in the proxy contest.
Proposed proxy material must be filed in advance so that the
Commission may conduct its review prior to the dissemination of the
material.

Certain provisions in the Act are designed to prevent the misuse of
“inside” information, that is, corporate information not readily
available to the general public. Each officer or director of a company
who owns over a certain percentage of securities in the company must
file periodic reports with the Commission and the exchange listing the
security, showing his holdings of each of the company’s equity
securities and recent purchases and sales thereof.

The Securities Exchange Act also provides a system for regulating
trading practices in both the exchange and the over-the-counter
markets. Other provisions are designed to prevent fraud, deceit,
and market manipulation, and generally protect the interests of
investors. The Commission has adopted regulations which (1) define
acts or practices which constitute a “manipulative or deceptive device”
prohibited by the statute; (2) regulate short selling; (3) control the
pledging or hypothecation of customers’ securities; and (4) provide
safeguards with respect to the financial responsibility of brokers and
dealers in the over-the-counter market.

Broker and Dealer Registration
An important segment of the Act is the section relative to the

registration of brokers and dealers engaged in an interstate securities
business. Brokers and dealers must conform to the standards
prescribed by law and the Commission regulations. Violation of these
laws or regulations may result in a loss of registration with the
Commission and as a consequence the loss of the right to conduct an
interstate securities business. The broker-dealer registration require-
ment does not apply to firms engaged exclusively in the municipal
bond business.

The law envisions that the associations or exchanges will be
basically self-regulatory, with the power and authority to discipline
their own members, but the Act also empowers the Commission by
order, rule, or regulation to change or supplement the rules of the
exchange or association in order to accomplish the desired objectives.
Generally, the rules of the exchanges reach their final form by a
cooperative procedure with the Commission and only rarely does the
need for formal proceedings occur.
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By a 1938 amendment. Congress provided for a self-policing body
for over-the-counter brokers and dealers (brokers and dealers
engaged in transactions in securities which arc not listed on any of the
national stock exchanges). Only one such association, the National
Association of Security Dealers, Inc. (NASD), is registered with the
Commission under this provision of the law. The creation and
enforcement of a voluntary code of business ethics are two of the major
contributions of the NASD.

There are many similarities between the usual activities of a
sponsor, so-called, in the tax shelter industry and the activities of a
broker or dealer in the securities industry. This situation raises
serious questions as to the applicability of the Securities Exchange
Act of 1934 insofar as it relates to the registration and regulation of
such sponsors.

The Securities Exchange Act of 1934 defines a broker as “any
person engaged in the business of effecting transactions in securities
for the account of others” [s. 3(a) (4)]. A dealer is defined as “any
person engaged in the business of buying and selling securities for his
own account” [s. 3(a) (s)].

Real estate limited partnerships are generally considered to be
issuers of securities within the meaning of the Act as defined by
section 3(a) (8). However, the view of the Commission is that as long
as the limited partnership restricts its business to the buying,
developing, and selling of parcels of real estate and the partnership
participates in no form of the securities business other than issuing its
own limited partnership interests, it will not be considered to be
engaged in the business of a broker or dealer, and thus will not be
subject to registration.

Another question arises as to whether the sponsor or general
partner should be classified as a broker in that he effects transactions
for the account of another, i.e., the limited partnership. Generally
speaking, the Commission takes the broad point of view that an
issuer of securities is not engaged in the business of selling securities
within the definition of “broker” or “dealer” when it is engaged in no
other securities activity. The Commission in its determination as to
whether a general partner (sponsor) is engaged in the securities
business uses the same criteria developed for corporate oflicers and
employees. A general partner may be considered a broker if, tor
example, (I) he was engaged specifically to sell the securities, per-
forms no other duties, and his employment will terminate after the
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securities are issued; (2) he was previously employed as a securities
salesman; or (3) his compensation is in the form of commissions
dependent upon the amount of the securities sold.

In one case, two of seven employees of the sponsor who were to be
engaged in selling limited partnership interests were former securities
salesmen. All ol the salesmen were to be compensated on the basis of
sales performance and their duties were exclusively sales activity.
Furthermore, the distribution was a “public” distribution rather than
a private offering pursuant to a registration statement filed under the
Securities Act of 1933 [SEC no action letter (Inland Realty Inv.)
available May 20, 1973], Thus, registration as a broker was required.

In another case, the interests of the limited partners were to be sold
by two officers of two corporate general partners. The partners,
however, devoted only a small part of their activities to sales and no
commissions were involved, but one of the officers, though never
having worked full-time as a securities salesman, had been involved
previously in six offerings of limited partnership interests. It appears
that the determining factor in characterizing this transaction as an
event requiring the registration of the sales organization as brokers
was the history of previous similar activity [SEC no action letter
(Ashmon & Grootemaat) available July 19. 1973],

A review of the Commission’s actions in various situations does not
reveal a clear-cut policy in requiring the registration of sponsors of
limited partnership as brokers. The resultant uncertainty coupled with
the potential liability for non-registration has prompted many
sponsors to register as brokers. This action, however, is not
satisfactory as it subjects the sponsor to several regulations such as
Regulation T which prescribes the rules governing the extension of
credit by brokers and dealers [Securities Exchange Act of 1934, s.
7( c )]> the net capital and financial responsibility requirements
[Securities Exchange Act, s. 15(c) (3)] and the financial reporting and
record keeping proscriptions (Securities Exchange Act. s. 17). These
requirements were designed to protect the investing public relative to
securities and stock exchange transactions. They offer little protection
to the purchaser of a real estate limited partnership interest and
demand ot the sponsor certain activities and conditions that make little
sense.

Registration of Exchanges
The law requires that those exchanges having a substantial trading
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volume must register with the Commission.
In order to register, the exchanges must demonstrate that their

organization has the capability to comply with the law and the
regulations of the Commission. In addition, the exchange must adopt
rules to further insure fair treatment and protection for investors,
such as provisions lor disciplining members for conduct which is
inconsistent with high standards of trade.

Enforcement
It is the responsibility of the Commission to investigate complaints

of possible violations in securities transactions, most of which arise
under the Securities Act of 1933 and the Securities Exchange Act of
1934. Investigation and enforcement is the primary responsibility of

the Commission’s regional offices. The Commission is empowered to
issue subpoenas requiring sworn testimony and the production of
books and records. Complaints from the general public constitute
one source of detection of violations of securities law. Another is the
surprise inspection of books and records of brokers and dealers by
the regional office to determine if they are conducting business
according to the prescribed rules and regulations. Also, a close watch
is kept on the market fluctuations, particularly in the case of stocks,
which appear not to be the result of known trends or market
developments. Other types of inquiries relate to the manipulation of
the market price of securities, the fraudulent purchase of securities
(when some material fact which the seller was entitled to know was
withheld from him), and generally actions of brokers and dealers
which are inconsistent with the right of the customer to be treated
fairly.

The difference in the fiduciary duty between the broker-customer
relationship and the dealer-customer relationship should be noted.
The broker is the customer’s agent. As such he owes the customer the
highest degree of loyalty and care and may charge only such
commissions and fees as have been agreed to by the customer. The
dealer on the other hand buys securities from a customer and sells to
another customer. The dealer’s compensation is the difference in price
between what he buys a security for and the price for which he sells.
Normally a commission may not be charged in these transactions as
the dealer is operating for his own account. But even in these so-
called “arms length” transactions, the Commission and the courts
have decided that the customer must be treated fairly and that the
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prices at which the dealer buys or sells will be prices seasonably
related to the market.

The Commission's inquiry is basically fact-finding in nature and the
only purpose of the proceeding is to determine whether a violation of
law may exist. When the evidence indicates that fraud or other
violation has been committed, the law provides several courses of
action which the Commission may pursue. Among them are:

(1) Civil Injunctions. An action for an order enjoining
those acts or practices which violate the law may be
commenced in the United States District Court.

(2) Criminal Prosecution. If the facts indicate criminal
activity has taken place the matter may be referred to the
Department of Justice for prosecution. The United States
Attorney may then seek indictments by presenting the facts
to a federal grand jury.

(3) Administrative Remedy. The Commission may
conduct a hearing and on the basis of the hearing issue an
order revoking privileges of registration to the broker or
dealer, or it may expel members from the exchanges or the
over-the-counter dealers association.

Investment Advisers Act of 1940
Similar in many respects to the provisions of the Securities

Exchange Act governing the conduct of brokers and delaers. the
Investment Advisers Act requires that persons or companies who are
in the business of advising others in securities transactions register
with the Commission and conduct their activities according to stand-
ards acceptable to the Commission (15 USC, s. 80b-1 et seq.).

The Commission may deny, revoke or suspend registration when
the Commission believes it would be in the public interest to do so. In
addition to these powers, the Commission may seek injunctive relief
in the courts to prohibit violations of the Securities Act or Securities
Exchange Act. It may also refer matters to the Department of Justice
for prosecution when there is evidence of wilful, fraudulent
misconduct or other possible criminal behavior.

Under the terms of the statute an adviser must disclose to clients
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any possible conflict of interest in transactions. The law also requires
the maintenance of proper books and records and authorizes the
Commission to conduct inspections of such books and records.

The term “investment adviser” is defined statutorily as “any person
who, for compensation, engages in the business of advising others,
either directly or through publications or writings, as to the value of
securities or as to the advisability of investing in, purchasing, or
selling securities [lnvestment Advisers Act of 1940, s. 202(a) (11)].

As shall be noted later in this report a sponsor of real estate limited
partnerships generally deals with a highly sophisticated investor. The
distribution of the offering circular is generally routed through the
potential investor’s accountant or attorney who in most cases is the
adviser. The offering circular omits recommendations and any
comparison between the investment at hand or any other type of
investment. Although the sponsor receives compensation, it generally
is considered to be payment for structuring, organizing, and
conducting the business of the limited partnership, and not for acting
as an investment adviser under the definition included in the
Investment Advisers Act.

Nonetheless such sponsors come within the jurisdiction of the
Investment Advisers Act and are subject to registration because of the
need to oversee their compensation [s. 203(a)], The Act prohibits an
investment adviser covered under the Act from accepting compensa-
tion based on the capital appreciation of the client’s funds [s. 205(1)].
A sponsor or general partner of a real estate limited partnership
generally takes at least part of his compensation in the form of an
equity interest in the property acquired. If a sponsor receives for his
services an equity interest in the property which increases in value,
and the sponsor is deemed to be an investment adviser, he is in
violation of the Act. Thus, probably the most important and lucrative
form of compensation for a sponsor is denied to him under these
circumstances.

It would appear that sponsors of real estate limited partnerships
seek to avoid coming under the jurisdiction of either the Securities
Exchange Act of 1934 or the Investment Advisers Act of 1940 not so
much as to immunize themselves against any form of regulation but
to avoid the requirements of these Acts which pertain to an allied but
different aspect of the securities industry and which impose onerous,
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and, in the opinion of many, useless and unnecessary burdens on the
creation of real estate limited partnerships.

The reluctance on the part of the Securities and Exchange
Commission to specifically assume jurisdiction either by rules or
regulations over the real estate tax shelter aspect of the securities
industry and the concomitant reluctance of the industry itself to
structure situations which would place it within the purview of the
Commission create a great dela of confusion. This problem has been
mitigated somewhat by the passage of statutes in some states which
ordain registration and the promulgation of related rules and
regulations on this score.

Uniform Securities Act
The Uniform Securities Act was drafted and approved by the

Conference of Commissioners on Uniform State Laws and the
American Bar Association on August 25, 1956. The Act resulted from
a two-year study of states’ securities regulation conducted by, among
others, the American Bar Association, the National Association of
Security Administrators, the Securities and Exchange Commission,
the Investment Bankers Association of America and the National
Association of Securities Dealers.

The Act may be divided into four sections. The first three parts
reflect the basic tenets of state“blue sky” laws, i.e., the prohibition of
fraudulent practices, the registration of brokers, dealers, and
investment advisers, and the registration of securities. The fourth part
contains several general provisions concerning judicial review,
investigation, and injunctive and criminal proceedings.

The Act was drafted in such a manner that adopting states could
accept various parts of the proposed law without incorporating the
entire Act. The first three parts are designed to stand alone or in any
combination.

As indicated in the following table, 32 jurisdictions 30 states, the
District of Columbia, and the Commonwealth of Puerto Rico —have
adopted the Uniform Securities Act, either entirely or major
provisions thereof. New Mexico was the first state to do so while
lowa reflects the most recent favorable action in the area with a 1975
legislative enactment.

CHAPTER 111.
STATE REGULATION
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Table 1. Adoption of Uniform Securities Act

Effective
Jurisdiction Laws Pale Statutory Citation
Alabama 1959, p. 1319 1-1-1960 Code of Ala,, Tit. 53, ss. 28-50.
Alaska 1959, c. 198 5-9-1959 AS 45.55.010 et seq.
Arkansas 1951, Act. No. 248 7-1-1959 Ark. Stats, ss. 67-1235 to 67-1263.

1961, c. 232 7-1-1961 C.R.5.’73, 11-51-101 to 11-51-129.ziist, of Columbia P.L. 88-503 8-30-1964 D.C.C.E. ss, 2-2401 to 2-2418.
Hawaii 1957, Act. 314 6-7-1957 H.R.S. 485-1 to 485-25.
Idaho 1967, c. 394 4-10-1967 I.C. s. 30-1401 et seq.
Indiana 1961, c. 333 7-1-1961 I.C. 1971, ss. 23-2-1-1 to 23-2-1-25.
lowa 1975, H.F. 825 1-1-1976 I.C.A. ss. 502.101 to 502.614.
Kansas 1957, c. 145 7-1-1957 K..S.A. 17-1252 to 17-1275.
Kentucky 1960, c. 110 1-1-1961 KRS 292.310-292.550, 292.991.
Maryland 1962, c. I 6-1-1962 Code, Corporations and Associations,

ss. 11-101 to 11-805.
Massachusetts 1972, c. 694 11-1-1972 M.G.L.A. c. 110A, ss. 101 to 417.
Michigan 1964, No. 265 1-1-1965 M.C.L.A. ss. 451.501 to 451.818.
Missouri 1967, p. 611 1-1-1968 V.A.M.S. ss. 409.101 to 409.418,

Montana 1961, c. 251 7-1-1961 R.C.M. 1947, ss. 15-2001 to 15-2025
Nebraska 1965, c. 549 8-18-1965 R.R.S. 1943, ss. 8-1101 to 8-1124.
Nevada 1963, c. 318 7-1-1963 N.R.S. 90.010 to 90.210.
New Jersey 1967, c. 93 7-1-1967 N.J.S.A. 49:3-47 to 49:3-76.
New Mexico 1955, c. 131 1953 Comp. ss. 48-18-16 to 48-18-36.

North Carolina 1973, c. 1380 4-1-1975 G.S. ss. 78A-I to 78A-65.
Oklahoma 1959, p. 325 7-1-1959 71 Okl. St. Ann. ss. 101 to 504.
Oregon 1967, c. 537 O.R.S 59.005 et seq.
Pennsylvania 1972. P.L. No. 284 1-1-1973 70 P.S. ss, 1-101 to 1-704.
Puerto Rico 1963, No. 60 12-19-1963 10 L.P.R.A. ss. 851 to 895.

South Carolina 1961, p. 185 4-14-1961 Code 1962, ss. 62-4 to 62-319.
Utah 1963, c. 145 3-21-1963 U.C.A. 1953, 61-1-1 to 61-1-30.
Virginia 1956, c. 428 1-1-1957 Code 1950, ss. 13.1-501 to 13.1
Washington 1959, c. 282 3-24-1959 RCWA 21.20.005 to 21.20.940.

«t Virginia 1974, c. 128 6-7-1974 Code, ss. 32-1-101 to 32-4-418.
:onsin 1969, c. 71 1-1-1970 W.S.A. 551.01-551.69.

Wyoming 1965, c. 160 3-1-1965 W.S. 1957, ss. 17.117.1 to 17.117.29.

Source: West Publishing Co., Uniform Laws Annotatrd. Vol 6. p. 691
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Massachusetts Uniform Securities Act
Massachusetts incorporated the provisions of the Uniform

Securities Act with the passage of Chapter 694 of the Acts of 1972.
This chapter struck out the former Chapter 110 A of the General Laws
entitled “Promotion and Sale of Securities” and inserted a new
chapter. However, the state did not accept the Act verbatim nor in its
entirety. The most notable variation is the complete omission from
the statute of any references to “investment advisers.” Secretary of thdft
Commonwealth Paul Guzzi and Representative Antone S. Aguiar,
Jr. have submitted a proposal in the current legislative session to
place investment advisors under the Uniform Securities Law (House.
No. 2308). This measure seeks to incorporate those provisions of the
Uniform Securities Act which regulate and require registration of this
segment of the industry. As of this writing, the bill is awaiting action
before the legislative Committee on Banks and Banking.

Other variations from the Uniform Securities Act are, in general,
procedural and ministerial in nature, e.g., Massachusetts requires
that any applicant for registration as broker-dealer be duly registered
with the Securities and Exchange Commission and the Secretary of
the Commonwealth is the administrator of the Act as opposed to the
State Department of Public Utilities under the previous law. To assist
in the implementation of the Act the staff of the Division of
Investigation of Securities within the DPU was transferred to the
Secretary’s office.

The Act authorizes the State Secretary to make, amend, and
rescind rules, and to develop the forms necessary to carry out the law.

The first rules and forms went into effect in May of 1973. Since
then, the Office of the Secretary has revised the rules and forms to
incorporate several innovations adopted by the Securities and
Exchange Commission and several states including (a) uniform
procedures pertaining to the registration of securities, broker-dealers,
and agents, (b) a uniform net capital rule, and (c) uniform standards
for reporting broker-dealers financial condition.

On January 1, 1977, the Secretary of the Commonwealth, in
compliance with the provisions of the State Administrative
Procedure Act (G.L. c. 30A), promulgated regulations which
included the above procedures. 1 In addition, the 1977 regulations

1. Secretary of the Commonwealth. Securities Division. Rules and Regulations. December 29. 1976.
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recodify the organizational format of the existing rules to harmonize
with the format of the Uniform Securities Act. This development
simplifies finding the rule which corresponds to a particular section of
the Act.

All broker-dealers and issuer firms selling any type of securities
must register with the Division of Securities. During 1976 over 600
firms and the 9,000 agents they employ registered with the Division.
The Division also cooperated in a pilot project with the Securities and
Exchange Commission and three other state jurisdictions to create a

' single filing place and a central data source for Uniform Registration
Forms for brokers.

During 1976, the enforcement section of the Division examined the
activities of 116 broker-dealer offices, issued 28 official orders for
violations of the Securities Act, and responded to 54 investor
complaints. As of this date, 52 of these complaints have been resolved
and two are pending. 1

Pennsylvania Uniform Securities Law
In 1972, the State of Pennsylvania adopted the provisions of the

Uniform Securities Act with the enactment of the Pennsylvania
Securities Act (Act No. 284). This comprehensive statute regulates
the offer, sale, and purchase of securities in the Commonwealth of
Pennsylvania and provides for the registration and regulation of
broker-dealers, their agents, and investment advisers doing business in
the state. Administrative responsibility has been vested in the
Securities Commission which is charged with protecting the public
from fraudulent practices and with investigating and initiating civil
and criminal prosecution of persons who have violated provisions of
the Act.

The Commission has three basic functions, each of which is
administered by a separate staff section.

Division of Corporation Finance. All securities sold in Penn-
sylvania including securities which have been registered under the

Securities Act of 1933 must be registered with the
unless exempt therefrom by statute. Filings submitted

pursuant to registration are reviewed by the Division and arc checked
for full and accurate disclosure of all relevant information. Post-

I. See 1976 Annual Report of the Secretary of the Commonwealth, pp. 7 and 8.
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effective filings are also usually required by the Division. The purpose
of these is to make information concerning the current condition of the
company available to the investor and the public. Approximately
2,000 such filings are reviewed each year.

Tax shelter syndications and the sale of limited partnership
interests are subject to the Pennsylvania Securities Act. Under section
102 (N), a “person” includes a syndicate and section 102 (T) extends the
definition of a “security” to a limited partnership interest. The Division
is responsible for the examination of such offerings.

Division ofLicensing. All persons acting as broker-dealers, agents,
or investment advisers must be licensed by the Commission. The
following statistics reflect the activities of the Division of Licensing for
fiscal years 1974 and 1975.

Table 2. Licensing of Securities Dealers in Pennsylvania
(Fiscal Years 1974 and 1975)

1974 1975

Broker Investment, Broker Investment
Dealers Advisers ! Agents Dealers Advisers Agent:

Registrations in effect
beginning of year 521 135 9,893 494 144 9,744

Registrations granted
during fiscal year 48 15 2,193 30 11 2,016

569 150 12,086 524 155 11,760

Less:
Registrations revoked,
suspended, or cancelled 52 6 1,882 40 15 1,757
Registrants who did not
apply for renewal 23 0 460 33 22 327

75 6_ 2,342 73 37 2,084

Registrations in effect
end of year 494 144 9,744 451 118 9,676

Source: Pennsylvania Securities Commission, 51st Report, January 30, 1976,
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Division of Enforcement. The responsibility for investigating
possible violations of the Pennsylvania Securities Act lays with the
Division ol Enlorcement. Ihe Division makes recommendations to
the Commission lor action and prosecutes alleged violations in
administrative hearings before the Commission and in both the civil
and criminal state courts. As of June 30, 1975, the Division of
Enforcement had over 225 investigations pending in various stages of

disposition. In addition to investigation and prosecution of individual
violations, the Division also looks into matters of general concern to
the public which include security issuance practices of loan
companies and of agricultural cooperatives.

As illustrative of developments among the states which chose not
to adopt the Uniform Securities Act, the following text summarizes
the salient features of the Florida Sale of Securities Act. Within that
classification of states, the Florida law is considered one of the better
statutes on the regulation of the securities industry.

The registration and regulation of brokers, dealers, and financial
advisers and other superintendence over the securities industry are
accomplished in Florida by the Division of Securities under statutory
power granted to it in 1931 by the Florida Securities Act (Fla. Stat., c.
517). The enactment of this law which established the three-member
Florida Securities Commission and its administrative arm, the
Division of Securities, recognizes the principle of reasonable
responsibility to the investing public and makes it part of the public
policy of the state. The statute has withstood a challenge to its
constitutionality, the Florida Supreme Court ruling that it reflects a
valid exercise of the police power of the state (McElfresh vs. Slate of
Florida, 151 Fla. 140).

The Florida Securities Act attempts to protect the investing public
M four ways: (1) by requiring the registration of securities (with

exceptions) before such securities may be offered for sale to
the public; (2) by licensing and regulating dealers and salesmen in
securities, including investment advisers; (3) by providing civil
remedies to purchasers of securities sold in violation of law; and (4)
providing disciplinary penalties, preventive measures, and in some
cases criminal penalties for the participants in the unlawful sale of
securities.

The registration process affords and requires a lull disclosure to the

Florida Statutes
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prospective investor of all material facts concerning the securities
offered so that the investor can exercise an informed judgment as to
whether to purchase such securities. Registration does not imply an
endorsement of the security by the Division and it is acriminal offense
for a seller to infer such. Similarly, the fact that the security is exempt
from registration is no assurance that it is a safe investment.

The purpose of the Florida Securities Act is to protect investors
from fraud, not from financial loss. Registration of itself does noPr
guarantee the accuracy of the facts represented in the registration
statement, prospectus, or offering circular, but the statute makes the
use of false and misleading statements therein subject to a penalty of
fine and imprisonment upon conviction (Fla. Stat., 517.302).

Section 517.02(d) of the Florida Sale of Securities Law defines an
“investment adviser” as a dealer and therefore places such advisers
under the same regulation and registration requirements that are set
out for dealers of securities. The Florida Legislature considered in
1976, but did not pass, a complete revision of the statute, which

would have deleted the provision for registration of investment
advisers. However, the issue of whether investment advisers should or
should not be registered as dealers was not specifically considered. In
1976, the Florida Division of Securities urged unsuccessfully that the
current law be amended to exempt selected investment advisers from
registration (H.B. 2304 and S.B. 1415).

Florida has no specific legislation dealing with the tax shelter
syndication or the sale of real estate limited partnership interests
other than their inclusion when applicable under the Securities Act.

A limited partnership is a creature of statute. It may be defined as a
business venture formed by two or more persons having as members
one or more general partners and one or more limited partners, and
the limited partners are not bound by the obligations of
partnership. A limited partnership may be organized for any purpose*
for which a general partnership may be formed.

The prime reason for the adoption of the limited partnership form
other than the pass-through and tax shelter features is to give to a
potential investor an opportunity to share in the profits of a venture
free from the risks and obligations inherent in a general partnership
arrangement. A limited partner shares with the general partners in the

Uniform Limited Partnership Laws
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distribution of profits but his liability for losses is limited to the
amount of his investment.

The first limited partnership law was enacted by the State of New
York in 1822. Most of the other industrial states adopted similar
statutes during the ensuing 30 years, following the New York
approach with little alteration. Because these statutes substantially
modified the traditional concept of a partner’s liability, the courts
construed them very strictly. Failure to follow the statutory
requirements in the creation of the limited partnership or any
participation in the conduct of the business would convert the limited
partner into a general partner, according to the various decisions.
Support for such findings is forthcoming from the express verbiage of
the statute. For example, all the statutes demanded that all partners,
limited and general, sign the certificate of limited partnership and
almost all state that “If any false statements be made in such
certificate all the persons interested in such partnership shall be liable
for all the engagements thereof as general partners.” 1

Another factor motivating states to adopt a Uniform Limited
Partnership Act with less stringent penalties for lack of absolute
conformity was the difficulty encountered by limited partnerships
under the existing limited partnership acts in securing investment
capital. This forced many organizations into the corporate form
which was ill-suited to many business situations.

A revised Uniform Limited Partnership Act was approved by the
National Conference of Commissioners on Uniform State Laws in
1976. It supercedes the original Uniform Limited Partnership Act
approved by the conference in 1916. The new act, among other
changes, made refinements in sections dealing with (a) the filing
requirements, (b) the designation of an agent for acceptance of service
of process, and (c) the establishment of an office wherein the books
and records of the partnership must be kept and made available to
members of the partnership. It also includes provisions which are

M similar to the procedure for corporate organization and reporting
such as the procedure whereby a partnership name may be reserved
for a period of time prior to the funding of the limited partnership
agreement.

The following table lists those jurisdictions which have adopted the
Uniform Limited Partnership Act. Louisiana is the only state which
has not adopted the Act.

Act
See “Official Comment*’ Section I, I
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Uniform Limited Partnership ActsIah

Statutory CitationtiiWS
1971. No. 1512
1917, c. 71

Jurisdictu
Alabama Code of Ala., Tit. 43, ss. 27(1) to 27(31)

AS 32.10.010 to 32.10.290Alaska
Arizona
Arkansa:

A.R.S. ss. 29-301 to 29-329.
Ark. Stats, ss. 65-301 to 65-330

1943, c.60
1953, Act 243
1949, p. 668
1931, c. 128
1961, No. 79
1973, c. 105

West’s Ann. Corp. Code, ss. 15501 to 15531
C.R.5.’73, ss. 7-61-101 to 7-61-130

California
Colorado
Connecticut
Delaware

C. ss. 34-9 to 34-38
6 Del. C. ss. 1701 to 1733
D. ss. 41-401 to 41-4291962, P.L. 87-716,

76 Stat. 655
Dist. of Columbia

West’s F.S.A. ss. 620.01 to 620.32
Code, ss. 75-401 to 75-431

1943, c. 21887
1952, p. 375
1943, Act 162
1919, c. 151
1917, p. 569
1949, c. 121

Florida
Georgia
Hawaii
Idaho

HRS ss. 425-21 to 425-52
I.C. ss. 53-201 to 53-232
S.H.A. eh. 106-1/2, ss. 44 to 73
I.C. 1971, 23-4-2-1 to 23-4-2-30
I.C.A. ss. 545.1 to 545.58

Illinois
Indiana
lowa 1924, 40 Ex. G.A,

H.F. 74, ss. 1-58
1967, c. 302 K.S.A. 56-122 to 56-151

KRS 362.410 to 362.700
31 M.R.S.A. ss. 151 to 181

Kansas
1970, c. 97
1969, c. 324
1918, c. 280

Kentucky
Maine

Code, Corporations & Associations,
ss. 10-101 to 10-129

Maryland

M.G.L.A. c. 109. ss. 1 to 31
M.C.L.A. ss. 449.201 to 449.231
M. ss. 322.01 to 322.31
Code 1972. ss. 79-13-1 to 79-13-57
V.A.M.S. ss. 359.010 to 359.290
R.C.M. 1947, ss. 63-701 to 63-911
R.R.S. 1943. ss. 67-201 to 67-232
N. 88.010 to 88.310
RSA 305:1 to 305:30
N.J.S.A. 42.2-1 to 42.2-30
1953 Comp. ss. 66-2-1 to 66-2-30

1923, c. 112
1931, No. 110
1919, c. 498
1964, c. 271

Massachusetts
Michigan
Minnesota
Mississippi
Missouri 1947, Vol. 2, p. 311

1947, c. 252Montana
Nebraska
Nevada

1939, c. 87
1931, c. 73
1937, c. 101
1919, c. 211
1947, c. 120
1922, c. 640
1941, c. 251
1959, c. 326
1957, p. 447
1951, p. 144
1971, c. 594
1917, P.L. 55
1930, c. 1571
1960, p. 1970
1925, c. 251
1919, c. 120
1955, c. 133
1921, c. 88

New Hampshire
New Jersey
New Mexico
New York McKinney’s Partnership Law, ss. 90 to 119

G.S. ss. 59-1 to 59-30North Carolina
North Dakota
Ohio

NDCC 45-10-01 to 45-12-04
R.C. ss. 1781.01 to 1781.27
54 Okl. St. Ann. ss. 141 to 171
ORS 69.150 to 69.470

Oklahoma
Oregon
Pennsylvania
Rhode Island
South Carolina
South Dakota
Tennessee

59 Pa. C.S.A. ss. 501 to 545
Gen. Laws 1956 ss. 7-13-1 to 7-13-31
Code 1962, ss. 52-101 to 52-130.
SDCL ss. 48-6-1 to 48-6-64
T.C.A. ss. 61-201 to 61-230

Texas
Utah

Vernon’s Ann. Civ. St. art. 6132a,
U.C.A. 1953, 48-2-1 to 48-2-27
II V.S.A. ss. 1391 to 1419Vermont 1941, No. 145

Virgin Islands
Virginia

1957, Act. No. 160
1918, c. 216

26 V.I.C. ss. 201 to 228
Code 1950, ss. 50-44 to 50-73
RCWA 25.08.010 to 25.08.300
Code. 47-9-1 to 47-9-30

1945. c. 92
1953, c. 140
1919, c. 449
1971, c. 86

Washington
West Virginia
Wisconsin W.S.A. 179.01 to 179.30
Wyoming W.S. 1957, ss. 17-263 to 17-293

Source; West Publishing Co., Uniform Laws Annotated. Vol. 6, p. 83,
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Massachusetts Uniform Limited Partnership Law
The Massachusetts version of the Uniform Limited Partnership

Act is substantially similar in virtually all respects to the model
Uniform Limited Partnership Act (G.L. c. 109; c. 112 of the Acts of
1923). The present act repealed the former Chapter 109 of the
Massachusetts General Laws which had been in effect since 1835.

Although 80% of the filings with the Division of Securities in
involve corporations, the limited partnership entity is

increasing in popularity as an investment vehicle. In December 1976,
there were 45 formations of limited partnerships filed with the
Secretary of State and 86 amendments (an amendment to the original
certificate is the procedure by which additional investor-limited
partners are admitted and recorded as members of the original
limited partnership).

Officials in the Division of Securities stress that the Massachusetts
Uniform Securities Act to which investment-oriented limited
partnerships are subject is a “merit” statute and goes beyond the
“disclosure” law characterization of the federal securities act. In
respect to the registration of a prospective offering of securities, the
Division must not only inquire into the truth and accuracy of
representations made by the issuer but must also examine the merit of
the offering. If, for example, investigation reveals that the broker-
dealer commission is excessive, registration may be denied. More so
than in the past, the Division looks into the possible issuance of cheap
stock (stock issued to the promoters for no capital contribution). The
size and proportion of the promoter’s investment (a sponsor or
general partner in the case of a limited partnership) is also
scrutinized. The Division feels that with the enactment of the
Uniform Securities Act it can now guarantee the investor not only full
disclosure of pertinent information but also insure the reasonableness
of the promoter’s compensation as well as protect investor interest and

( jJarticipation.
"

The registration procedure takes approximately 60 days in a
Massachusetts intrastate offering. Generally, the state procedure is
considered less cumbersome than a registration with the SEC.

Whether syndications must be registered as broker-dealers in
Massachusetts depends on the purpose or function for which the
syndicator is compensated. Division staff indicate that if the
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compensation awarded can be characterized as a syndication or
organizational fee, no broker-dealer registration would be necessary
for the sponsor or general partner. If, however, the syndicator’s
compensation is determined to be a sales commission, registration as
a broker-dealer is required.

Limited Partnership as Tax Shelters
Syndications in real estate may be defined as the formation of |p

group for the purpose of ownership in real property. Corporations,
general partnerships, limited partnerships, tenancies in common, and
joint ventures are five of the forms of ownership which may be
utilized in a syndication. Public syndications are regulated by both
the Securities and Exchange Commission and state securities or “blue
sky” laws. However, private syndications if they qualify may be
exempted from regulation.

The most common form of ownership entity in a real estate
syndication is the limited partnership. Properly drawn, a limited
partnership can combine the business attributes of a corporation with
the tax attributes of a partnership. Under most state laws, the limited
partnership provides for limited liability for the investors, continuity
of interest despite the death of a limited partner, and centralized
management in the general partners. Nonetheless, the limited
partnership agreement must be carefully drawn so as not to give it too
many other features of a corporation such as freely transferrable
interests or full continuity of life. If the Internal Revenue Service
finds too much corporate similarity, the partnership will be subject to
taxation as a corporation, with the resulting loss of depreciation
benefits, and the imposition of double taxation, once at the corporate
level and again at any distribution to investors which would be
characterized as dividends.

In the limited partership all the gains and losses are passed
through to the investors. This pass-through enables the
partners to share in the benefits derived from the method by whic"
losses of the partnership, most notably depreciation, are treated
under standard accounting principles.

For tax purposes, depreciation is a paper deduction. It does not
represent an actual expenditure of funds but instead reflects a decline
in the underlying value of the investment. It is an accounting tool
which has little relationship to the actual market value of the building
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or object, but is used to allocate the cost over the useful life of the
physical property.

I here are two basic types of depreciation, straight line depreciation
and accelerated depreciation. The straight line method is the simplest
method of computing depreciation. It consists of taking an equal
annual deduction over the useful life of the asset. The computation is
done simply by taking the useful life of the asset and then dividing
that number into the cost of the asset. Thus the depreciation loss is
the same in each year. The advantage of straight line depreciation is
that it gives a flat amount of tax shelter each year.

There are several methods of computing accelerated depreciation,
the more popular being the double declining balance method and the
sum of the years digits method. The purpose of these methods and
other accelerated depreciation techniques is to allow a much higher
precentage of depreciation write-off in the early years of the
investment. The Internal Revenue Service has recognized the
proposition that the greatest obsolescence in a project occurs early in
the life of a project and thus authorizes a higher proportion of loss
write-off at that stage.

While tax shelters defer or postpone taxable income, the character
of the income may be changed, for instance ordinary income can
sometimes be transformed into capital gains.

The amount of the tax shelter will decrease over time both in the
straight line and accelerated depreciation methods. In the case of
straight line depreciation, the depreciation deduction will be off-set
by the ever-increasing amortization of the mortgage and decreasing
interest deduction which is considered income for accounting and tax
purposes even though it is not realized. In the case of acceleration
depreciation, the same increase in amortization and decrease in
interest deduction serves to diminish the depreciation deduction. In
addition, the nature of accelerated depreciation is to take larger
amounts of depreciation in the early years and less in the later years
of the investment life.

Depreciation reduces the tax basis of the asset. Thus, if a real estate
investment is sold for its original cost or more, the depreciation is
recaptured either as ordinary income or as capital gains.

A sponsor (general partner) of a limited partnership is a
corporation or individual who is in the business of organizing and
operating real estate ventures, the owning entity of which is a limited
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partnership. The sponsor structures the partnership by preparing the
partnership agreement, subscription form, offering circular and other
necessary documents.

Limited partnership interests are normally sold in such a manner so
as to comply with one of the exemptions from registration provided
by the Securities Act of 1933, usually the “private placement”
exemption [s. 4(2)]. Under this exemption the offering may be made
only to a limited number of fairly sophisticated investors and no
advertising or general offering to the public is made.

Regulation ofLimited Partnership Sponsors
Illinois. Illinois does not regulate the sale of tax shelter syndicates

or real estate limited partnership interests. Although many reinvest-
ment agencies, real estate investment trusts and other types of
syndicates have been formed recently to take advantage of the
federal income tax “tax shelter” provisions, the Illinois General
Assembly has apparently felt that tax shelter syndicates and limited
partnership interests affect so few people that no legislation has been
proposed within the last five years to regulate them.

However, in 1957 the General Assembly passed legislation
requiring the licensing of financial planning and management services
by the Director of the Department of Financial Institutions (111. Rev.
Stat. (1975), c. 16-1/2, ss. 251 to 272). Exempt from licensing are
attorneys, banks, fiduciaries, lending institutions, title insurers,
abstract companies, judicial officers, non-profit organizations giving
debt management services, employers offering planning services for
their employees, associations offering these services for their
members, and employees of agencies licensed under the act. Due to
the statute’s broad exemptions only 25 firms are licensed under the
law and it is estimated that only about 7,500 people in the entire state
are affected or have any contact with a licensed planning and
management service.

An investigation fee of $25 must accompany the application for
licensure; if approved, a $7,500 bond is required. The law provides for
a five-member Advisory Board appointed by the Governor. The board
has only recently started to hold meetings after having been inactive for
five years.

Another statute permits the incorporation of a non-profit
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consumer credit counseling service. The corporation must obtain a
license under the financial planning act even though is does not act as
a business [lll. Rev. Stat. (1975), c. 32, ss. 360.1 to 360.12], This law
affects about five agencies in the State.

The Department of Financial Institutions believes that these two
acts are unduly burdensome from the point of implementation and
administration. Department officials indicate that financial planning

.services and consumer credit service corporations could be banned
and that the public’s need for such services could be satisfied by the
various and diverse sources which are exempt from the financial
planning act. In general, the Illinois General Assembly has not been
actively interested in regulating these activities and has deferred
confirming the governor’s appointments to the Advisory Board.

Maryland. Uncertainty surrounding the issue of regulating
sponsors (general partners) as broker-dealers in Maryland prompted
their Division of Securities to issue the following statement of policy in
1974:

In response to this need [for objective guidelines], and
until such time as a more definitive rule is promulgated, the
following presumption will be used by the Division in
determining the applicability of such (broker-dealer)
registration requirements to persons who offer for sale or
sell limited partnership interests:

A general partner or affiliated person who engages in the
offer for sale and/or sale of limited partnership interests
for three or more limited partnerships during any
consecutive twelve months period will be presumed to be a
broker-dealer and hence subject to the broker-dealer
registration provisions of the Act.

4 ...The following factors, among others, will be con-
sidered by the Division in determining if the presumption
of broker-dealer status has been rebutted:

1. Does the general partner have substantial managerial
duties respecting the operations of development of the
partnership property? In the event that the general
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partner’s participation in the operation of the limited
partnership involves directing the development of the
projects as well as arranging for institutional financing for
each of the limited partnerships, then the presumption of
broker-dealer status may be rebutted. In contrast, the fact
that the general partner has only perfunctory managerial
functions to perform may indicate that the general partner
is a broker-dealer.

#

2. Is the general partner involved in the offerand sale of
securities on only a non-recurring basis? This factor would
tend to diminish the thrust of “in the business of effecting
transactions” language.

3. What is the basis for the general partner’s compensa-
tion? In this regard, if compensation is based upon actual
managerial duties performed, the presumption is weakened.
If, however, compensation is based directly or indirectly on
a sales commission from the sale of limited partnership
interests, the presumption is confirmed. 1

The burden of proof is on the general partner to convince the
Division of Securities that he need not register as a broker or dealer.

The Mortgage Market
The term “mortgage market” refers to those funds which are

available to finance the acquisition or construction of real property.
The mortgage market falls into two broad categories: the primary
market and the secondary market. The primary market consists of
those lenders who originate loans directly with a borrower.
secondary market refers to a sequence of events whereby a mortgage
changes ownership, often by prearrangement, even before the
mortgage is placed. Through this process an originating or primary
lender assigns the mortgage to a secondary lender. The availability of
a secondary source or “take out” mortgage money brings money from

CHAPTER IV.
MORTGAGE BANKING

1. Maryland Division of Securities, Maryland Securities Act Release, No. 18, May 10, 1974
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areas where there is a surplus of capital to areas where lendable
money is in demand. This situation has a stabilizing effect throughout
the country on market conditions. The policies of, and restraints on,
both primary and secondary mortgage lenders determine what
amount of money will be available at any given time.

Mortgage Bankers
Mortgage bankers or mortgage companies are essentially

middlemen rather than investors. They originate the loans with
individuals or business interests who wish to acquire or construct
property and subsequently sell the loan to banks, insurance
companies, the Federal National Mortgage Association (FNMA) or
the Government National Mortgage Association (GNMA).

Before World War II the mortgage company was virtually
unknown. Today there are more than 1,000 mortgage companies who
broker over 15 billion dollars in mortgages annually. A
mortgage company generally depends on short term credit to finance
the origination of mortgages for resale on the secondary market,
either as a speculative venture or on the basis of a prior commitment
from a secondary purchaser. Marshalling mortgages prior to a
contemplated sale is known in the trade as warehousing.

National Housing Act of 1934
The National Housing Act of 1934 established a federal program to

foster home ownership (12 USC, s. 1715). The Federal Housing
Administration (FHA), created to administer the program, provides
insurance protection to private lenders who furnish mortgage
financing to prospective home buyers (Title 1, s. 203b). In 1968 the
Department of' Housing and Urban Development (HUD) was
established to provide cohesive controls over FHA and other
governmental programs designed to improve the quantity and quality

Aof housing stock (42 USC, s. 1410 et seq.). Among the latter are the
programs for the elderly and low and moderate income

families wherein the tenant’s rental payment is subsidized by the
federal government.

FHA’s primary purpose is to administer the mortgage insurance
program. The program’s capability to pay claims as a result of a
default on the part of a mortgagor is guaranteed by the full faith and
credit of the United States Government. It is a self-sustaining
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operation as the income derived from fees, the sale of foreclosed
properties, and insurance premiums has been sufficient to pay all
claims and at the same time allow the FHA to acquire substantial
reserves.

FHA insured mortgages are available to prospective purchasers of
one to four family housing units. The purchaser is not required to
meet any special qualifications. The maximum insurable mortgage is
based on certain calculations involving loans to value ratios
approximately 95 per cent.

The underwriting procedures of the FHA involve a thorough
analysis of mortgagor credit, the value of the mortgaged premises,
and architectural review. These appraisal of risk safeguards
contributed greatly to the success of the program and to the
confidence placed in the insured mortgages by the secondary market,
resulting in a greater liquidity.

Because of the different degree and types of risk in the various
FHA insurance programs, Congress established separate insurance
funds as different titles (mortgage insurance programs) came into
existence. In setting up the various programs Congress recognized
that there would be different loss experiences because of the inherent
nature of the diverse insurance programs.

Under the Housing Act of 1954 most insurance authorizations were
consolidated on a revolving basis in a single account called the
Insurance Fund, with recurring yearly increases in maximum
authorizations to allow for new activity. In 1961 the maximum
limitations were removed and most programs were extended to
October 1, 1965.

The Housing and Urban Development Act of 1965 extended all
insurance programs to October 1, 1969 and further consolidated most
of the Insurance Fund. Excluded from this consolidation were two
funds designated to operate on a mutual basis, the Mutual Mortgage
Insurance Fund and the Cooperative Management Housing
Insurance Fund. The separate fund arrangement which facilitated
determination of program experience was replaced administratively
by the maintenance of separate financial records.

Interest rates on FHA insured mortgages fluctuate, particularly on
mortgages insured under Section 203 (the basic single family or two to
four unit multi-family, owner occupant program) which account for
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over 60% of the total commitments. Congress has traditionally set
maximum interest rates at a realistic figure to allow for an increase or
decrease by regulation depending upon market conditions.
Traditionally lenders have been writing FHA insured mortgages at a
rate of about 1/4 to 1% below the conventional mortgage market
rate. 1 Institutional lenders are attracted to FHA mortgages because
the credit of the United States Government stands behind them.

the strict underwriting standards of the FHA protect the
lender by requiring the mortgaged property to be of high quality.

Most of the major lending institutions are active in the field of
FHA insured financing. The dominant position is taken by savings
banks and insurance companies. Next in order of total FHA holdings
come the commercial banks and savings and loan institutions.

The two major achievements of the FHA mortgage insurance
programs have been to make available a low down payment,
government, guaranteed mortgage opportunity to the prospective
owner-occupant buyer, and to provide a liquid lending instrument
which lenders may buy or sell on the secondary market depending
upon their situation at any particular time.

Through its mortgage insurance program, the FHA has been the
greatest single force in providing financing for home acquisition
20% of housing starts were built with FHA approval and mortgage
insurance. Total mortgage insurance has exceeded a value of 100
billion dollars. The FHA has been largely responsible for making the
self-liquidating mortgage the basic instrument of finance in the
residential home industry with a broader distribution geographically
of mortgage capital. Through the secondary financing market,
principally the Federal National Mortgage Association, the capital-
rich areas of the United States are now able to invest in mortgages in
those areas whose capital supply is limited.

v National Mortgage Association
”

The first attempt to establish a government financial market
surfaced in 1935 with the creation of the Reconstruction Finance
Corporation (RFC). That agency, however, was not geared to
function in the field of housing construction credit. On February 10,
1938, the Federal National Mortgage Association (Fanny Mae) was

1 The effective rate to the borrower is usually about the same as ona conventional loan because theinsurance
premium of 'A of 1% is paid by the borrower in addition to his debt service requir
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chartered by the Federal Housing Administration. Its purpose was to
provide a market for eligible FHA insured mortgages (12 USC, ss.
1716-1721). Later its jurisdiction was extended to embrace Veterans

Administration mortgages.
Fanny Mae did not become a factor in the national mortgage

market until the post World War II years. Through 1945 its total
purchases of mortgages did not exceed S3OO million. But in the five-
year period from 1946 through 1950, FNMA purchased close to 3$
billion of FHA and VA mortgages and sold approximately $5OO
million. The agency purchases such instruments from any mortgagee
approved by the FHA. These include “supervised lenders” (in-
stitutions such as savings banks, commercial banks, and savings and
loan associations which are supervised and regulated by some other
agency of federal or state government) and private institutions. To
earn FHA approval these latter sources are obliged to maintain an
annual net worth of $lOO,OOO.

The original concept of FNMA as a private enterprise entity
concerned only with the operation of a secondary market was finally
realized with the passage of Title VIH of the Housing and Urban
Development Act of 1968. That legislation opened up new fiscal
vistas for FNMA by authorizing the acquisition of capital from the
sale of common stock, from borrowing, and from the undistributed
earnings of its mortgage portfolio.

In 1968 Fanny Mae instituted an “auction” or “free market”
mortgage commitment system in the operation of its secondary
market. Prior to this development, it was FNMA policy to
set periodically the discount or price at which it would purchase
mortgages, and then purchase all the mortgages offered at that price,
if funds were available. Under the revised system FNMA announces
each week the total volume of forward commitments it will make, for
delivery at the seller’s option, within (a) three months; (b) six months;
and (c) from twelve to eighteen months. In each auction FNMA
accepts the price of the lowest bidders. *

FNMA has consistently run a profitable secondary market
operation averaging a 6.5% yearly return on its capital. The major
sources of profits are the differentials (I) between the interest received
by FNMA on its mortgage portfolio and the interest paid on its
debentures and other borrowings, and (2) between the prices received
for mortgages sold and the cost of mortgages purchased.



HOUSE No. 563819771 43

Government National Mortgage Association
The Government National Mortgage Association (popularly called

Ginny Mae) was created in 1968 as a spin-off from the Federal
National Mortgage Association (Fanny Mae) when the latter went
public. Established as an agency of the United States Government
under the Department of Housing and Urban Development, its prime
responsibility is to perform the special assistance functions that had
formerly been assigned to FNMA. GNMA has two primary

(1) the purchase and sale of certain FHA and Veterans
' Administration (VA) mortgages pursuant to various Tandem Plan

programs for the support of the housing market; and (2) the
guarantee of most mortgage backed securities issued against pools of
FHA and VA mortgages. Thus, the agency is a major tool for the
implementation of federal housing policy and, through the timing of
its purchase and sale of mortgages under the Tandem Plans, can
affect the federal budget deficit by as much as several billion dollars a
year.

The Attorney General of the United States has issued a standing
opinion that the GNMA mortgage backed securities are supported by
the full faith and credit of the United States. This makes them similar
in investment quality to government bonds. GNMA can borrow
without limitation from the United States Treasury to meet its
obligations under the guarantee. After acquiring mortgages pursuant
to its responsibilities under the Tandem Plan, the agency sells them
by auction in the open market. The agency can issue and guarantee
fixed maturity mortgage backed bonds as well as “pass-through”
securities. The most popular security arrangement is the so-called
modified “pass-through” security where all the principal and interest

payments due on the pooled mortgages are passed through to the
security holder whether or not the payments have actually been paid by
the mortgagors.

The most frequent used program is the pool of single family home

mortgages. Under the single family plan new 30-year FHA and VA

Thorne loans are pooled to back the issuance of a security which
carries a coupon rate of 1/2 of 1% less than the rate on the pooled
mortgages. The difference goes to pay GNMA’s guarantee fee and the

issuer’s servicing fee. Mortgage bankers, commercial banks and some

savings banks that originate FHA and VA mortgages are the

I principal issuers of GNMA securities.
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The profit motivation for a mortgage company or mortgage banker
lies not so much in the origination fee of 1% of the mortgage amount
but in the fee allowed for servicing the mortgage through its life
(usually 3/4 of 1% per annum on the unpaid balance). Because of the
ceilings imposed on interest rates of VA and FHA mortgages, loans
are usually made incorporating discount points paid by the
mortgagor. The amount of discount is geared to bring the rate of
return on the mortgage in line with the current market interest rate
and this may greatly vary depending on market conditions.

The GNMA program makes it possible for the mortgage banker to
pool mortgages and issue securities which represent an individual
interest in the mortgages so pooled rather than relying on being able
to sell these mortgages on an individual basis to investors. Thus, the
impact of the program has been to give the mortgage banker a viable
alternative to being a somewhat dependent correspondent for a bank,
insurance company or other institutional investor. The GNMA
guarantee which insures payment to the investor whether or not the
money is received from the mortgagor makes the security an
attractive investment vehicle and allows mortgage bankers to issue
mortgages even in times of tight money.

Curiously, savings banks and savings and loan institutions have
traditionally been major investors in GNMA (or FNMA) securities.
This activity is undoubtedly encouraged by a ruling of the Internal
Revenue Service proclaiming that for federal income tax purposes
such securities are considered an investment in mortgages. Thus,
banks with a high percentage of their assets in mortgage loans may
gain a considerable tax advantage.

Federal Tax Reform Act of 1976
The principal effect of the Tax Reform Law of 1976is the provision

relative to the recapture of deprecitation (P.L. 94-455). Under
depreciation recapture gains realized from real property sales or other
transfers are treated as ordinary income when attributable to
depreciation deductions during the period of ownership. The new tax
laws apply stricter standards relative to the use of depreciation

CHAPTER V.
RECENT DEVELOPMENTS
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recapture in the instance of residential real estate and low income
housing.

Under the 1969 income tax law depreciation in excess of straight
line rates would be recaptured fully at the ordinary income rate if the
property had been held for less than 100 months. For each month the
property was held over 100 months, the recapture rate drops 1% per
month. Thus, there would be no recapture after sixteen years, eight

(This is in contrast to the pre-1969 rule that property held
over ten years completely escapes recapture.) Under the 1976 law any
gain realized on commercial real estate or non-subsidized residential
housing is treated as ordinary income to the extent depreciation is
taken in excess of the straight line formula. In the case of subsidized
or low income housing, prior to the 1976 Act a first user (owner) of a
low income housing project would not recapture excess depreciation
as ordinary income if the project were to be held for ten years. Now,
beginning with 1976, depreciation gains on projects sold within 100
months of acquisition are subject to full recapture; thereafter
recapture is reduced at a rate of 1% a month.

Among other changes, the 1976 law limits the use of immediate
deductions for the payment of real estate taxes and mortgage interest
during the construction period. The 1976 statutory changes decree
that these deductions be capitalized and amortized over a ten year
period. This new rule is to become effective in stages with the
amortization period gradually lengthening to ten years in 1982.

Two elements of the new law apply to limited partnerships.
Formerly it was possible to take an immediate deduction for the
syndication costs and organizational expenses incurred in creating
the limited partnerships. Now syndication fees must be capitalized
and organizations! fees must be amortized over a five year period.
Also, effective January 1, 1976 partnership losses will only be
available to a partner for that percentage of the year that he is a

of the partnership. Formerly an investor who became a
on the last day of the year could take his share of the

partnership loss for the entire year.
Despite the new statutory restrictions on tax losses, real estate still

remains an attractive investment because of the impact of the “at
risk” limitation of the 1976 law. The attractiveness in investments
designed in part for tax shelter is that the investor borrows most of
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the money for the investment on a non-recourse loan basis, that is,
without personal liability. However, the investor’s tax write-off will
be based on the entire cost of the investment including the borrowed
money. Frequently the tax write-offs exceed by a high multiple the
amount of money the investor has contributed or has “at risk.” The
new law limits the deductions to a computation based on the amount
of money actually “at risk” or invested. However, this provision does
not apply to real estate investments. The impact of the change will
felt dramatically in oil and gas investments, equipment leasing, and
ventures in motion picture production. Thus, it is expected that much
of the investment capital which formerly went into other tax shelter
investments will be directed to the real estate industry.

Massachusetts Home Mortgage Finance Agency
The Massachusetts Home Mortgage Finance Agency (HMFA),

authorized by Chapter 846 of the Acts of 1974, is charged with
developing a neighborhood stabilization and home improvement
program to assist home ownership.

Section 2 of the statute contains a statement of purpose, pointing
to the problems of the rising costs of home ownership and the
depletion of existing housing stock and proclaiming the necessity of
new construction and rehabilitation. The statement indicates that the
Legislature considers the major cause of the housing crisis to be the
lack of funds at interest rates which low and moderate income
persons can afford. To remedy these conditions, a corporate agency
has been created within the Department of Community Affairs to
(1) acquire capital from private investors for distribution by mortgage
bankers to potential home purchasers of low and moderate income;
(2) insure such mortgages subject to regulations promulgated by the
Commissioner of Insurance; and (3) provide technical assistance to
applicants for such mortgages.

The law confers on the agency broad general powers to make loaiu
to mortgage lenders, to contract with the Massachusetts Housing
Finance Agency, to invest funds, to borrow money, to foreclose in the
event of default, to maintain an insurance program, to adopt rules
and regulations, and to do all other acts necessary to execute its
statutory responsibilities.

Notes and bonds issued by the agency shall not constitute a debt of
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the Commonwealth but must be paid solely from the proceeds of
loans made under the statute. The legislation calls for a Capital
Reserve Fund to underwrite the payment of principal, interest, or
redemption premiums on the agency’s obligations.

The HMFA has the potential of becoming an important source of
new investment capital, particularly in the area of the rehabilitation
of older neighborhoods. To date, the HMFA has been inoperative
but organizational efforts are underway. The agency is currently in

process of hiring a staff and developing program guidelines. Some
funds are currently available in the Technical Assistance Fund within
the Department of Community Affairs and the Governor has
recommended an appropriation of $lOO,OOO for the Mortgage
Insurance Fund in the fiscal 1978 budget.

Chapter 843 of 1974
Because Massachusetts is an area where the population is not

expanding at the same pace as other areas of the country and the
demand for mortgage loans is not greatly taxing the supply of
available funds, the role of the independent mortgage company has
been limited. The “middleman” between an institutional lender and a
prospective mortgagor is frequently a loan correspondent represent-
ing a single bank or insurance company, usually on a fee basis.
Another form is that of the individual or company which will prepare
a mortgage loan application for a client or customer and submit it to
a lender or lenders with whom there is some formal or informal
association. This is done on a fee basis or more usually pursuant to a
real estate transaction where the preparer is involved as the broker.

There are several mortgage firms in Massachusetts which do write
mortgages for their own account. They warehouse them and
eventually dispose of them in the secondary market. These firms deal
predominantly in FHA insured or VA guaranteed mortgages. The
general feeling is that mortgage companies may become more
important in the local market for several reasons: (a) the cumbersome

associated with the processing of FHA or VA loans has
reduced their attractiveness to banking institutions; (b) the number of
prospective home buyers who, because of limited economic means,
may be unable to meet the large down payment and the stringent
credit tests for a conventional mortgage is increasing; and (c) savings
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institutions are being urged to invest in neighborhoods where the
quality of risk may be substandard. In the latter instance (c),
institutions may satisfy their obligation to the community by
acquiring from mortgage companies the federally insured home
mortgages after they have been written and processed.

Additional funds for the mortgage banking industry may result from
the enactment of Chapter 843 of the Acts of 1974. That legislation
relaxes some of the statutory restrictions imposed on the borrowing
power of savings institutions. Specifically, the limitation that
borrowings be from an institution regulated by state and federal
authorities has been removed. Savings banks and cooperative banks
may now issue securities representing units of interest in specific
mortgage loans or pools of mortgage loans. The Commissioner of
Banks and Banking is empowered to determine the terms and
conditions of their issuance.

In 1976 the Legislature considered a bill filed by Senator Chester
G. Atkins, Allan R. McKinnon, and others which would permit
public employee retirement systems and banks to invest in securities
backed by real estate mortgages (Senate, No. 1189). After a hearing
on March 25, the Committee on Urban Affairs issued an unfavorable
report which was accepted by the Senate on April 21.
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