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LETTERS OF TRANSMITTAL

Drcemerr 21, 1966.
To Members of the J oint Economic Committee :

Transmitted herewith for the use of the Joint Economic Committee
and other Members of Congress is a study of State and local public
facility financing over the next 10 years. It is the second part of the
staff study prepared for the Subcommittee on Economic Progress with
the assistance of a number of experts from Government departments,
private industry, and trade associations. Only two of the many
organizations that were asked to help failed to respond and, while any
such omission is highly regrettable, neither, fortunately, was critical
to the value of the final report.

The first volume estimated capital requirements over the next
decade for essential public facilities. The present volume analyzes
the prospective sources of credit funds to finance construction of these
facilities. Tt was prepared independently of the first volume. The
massive challenge facing this Nation in respect to meeting growing
requirements for transportation, schools, health facilities, public utili-
ties, water pollution, and the many other needs, demands that our ex-
perts and scholars devote increasing attention to these problems.
Foremost among the relevant issues is the question of financing, which
obviously will have a basic effect on the success of the Nation’s efforts.
It is hoped that these two studies will stimulate inquiry and prove valu-
able to policymalkers, economists, public administrators, urban plan-
ners, scholars, and legislators.

The committee is grateful to the many experts who gave generously
of their time to help us in this important work, and, in particular, to
Dr. Arnold H. Diamond, Assistant Director, Office of Iconomic and
Market Analysis, Department of Housing and Urban Development
who, as consulting economist to the committee, undertook the major
responsibility for preparing and assembling this studly. We are also
grateful to the Department of Housing and Urban Development for
making him available to the committee. The views expressed in these
materials are those of the individual contributors and do not necessarily
represent the views of the agencies with which they are connected,
this committee, or its individual members.

WricrT PATAMAN,
Chairman, J oint Economic Commitiee.

Dzecemerr 19, 1966.

Hon. WrieHT PATMAN,
Chairman, J oint K conomic Committee,
Congress of the United States,
Washington, D.C.

Dear Mr. Parman: Transmitted herewith is a study of the prospec-
tive availability of credit to finance State and local public facilities
over the next decade. It was prepared by staff of the Subcommittee

III



v LETTERS OF TRANSMITTAL

on Economic Progress with the aid of a number of highly qualified
experts on the various types of institutions that provide funds for the
municipal bond market. The study also contains comprehensive de-
scriptive materials on the municipal bond market and the trends that
have affected it and are continuing to affect it. It represents the sec-
ond volume of the subcommittee’s comprehensive study of public facil-
ity needs and financing. The first volume projected public facilities
needs in the United States over the next 10 years. This volume an-
alyzes potential sources of credit.

The amount of State and local government obligations now out-.
standing is slightly more than $100 hillion. By 1975 this figure will
double according to our best estimates. Such massive credit require-
ments have tremendous implications for the economy and will warrant
increased study and attention in the coming years. While the indi-
vidual projections underlying this study indicated that sufficient funds
would be available for requirements projected, it is equally clear that
this is only possible through heavy and growing reliance on commer-
cial banks and to a lesser extent on two or three other specific sources
of funds, e.g., personal trusts and fire and casualty companies. Obvi-
ously it will be fruitful to explore this factor in relation to the broader
credit requirements of the economy and anticipated growth of the
public sector.

The individual chapters in this extensive study were prepared by
professional experts who have been unstinting in giving of their time
and energy. The committee is grateful to them and to their organiza-
tions for so graciously making available their time and talents. Par-
ticipating experts are identified at the beginning of each chapter and in
the table of contents.

The committee is particularly grateful to Dr. Arnold H. Diamond,
Assistant Director, Office of Economic and Market Analysis, Depart-
ment of Housing and Urban Development, who, as consulting econo-
mist to the committee, undertook the major responsibility for
planning the scope of research, editing, and coordinating this study.
Fleanor Aeschliman assisted with the editing. The study was under
the general supervision of John R. Stark, Deputy Director.

James W. KnowLgs,
Erecutive Director.
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STATE AND LOCAL PUBLIC FACILITY NEEDS AND FINANCING
Velume 2, PUBLIC FACILITY FINANCING
Introduction and Summary*

IxTRODUCTION

Volume 1 of this study focused on the Nation’s public facility
needs, providing detailed information on the existing capital plant,
costs and user charges, trends of capital outlays over the past two
decades, and estimated capital requirements during the next decade.
In a sense, the volume presented comprehensive data on the demand
for capital funds from the public facilities sector. :

In contrast, the present volume is concerned mainly with the avail-
ability of funds to finance State and local public facilities, especially
credit resources. The major emphasis of this volume is upon the
sources of financing of capital outlays by State and local public agen-
cies, with particular reference to the municipal securities market.
Because of its growing importance, some attention is given to the
financing of private nonprofit organizations. While most of the vol-
ume deals with the availability of private credit resources and the
structure and trends of private credit markets, there are also several
chapters describing State assistance programs.

A. PLAN OF THE STUDY
1. Objectives of Study
(a) Future Capacity of Capital Market

According to the material presented in volume 1, by 1975 State and
local public facility capital requirements are expected to reach a level
that is almost double the volume of capital outlays in 1965, especially
in the State and local public agency sector. If these capital require-
ments are to be met, there must be corresponding increases in available
financial resources, including a substantial step-up in private invest-
ments in municipal securities and in obligations of private, nonprofit
organizations.

Such expansions in credit resources will depend upon (a) whether
the various financial institutional groups are prepared to increase their
holdings of these securities or obligations (which, in turn, largely
depend upon net inflows of funds, alternative investments, and com-
parative yields) and (?) the capacity of the organizational frame-

* By Dr, Arnold H. Diamond, consulting economist, Joint Economic Committee.
1



2 STATE AND LOCAL PUBLIC FACILITY FINANCING

work of the respective sectors of the capital market to handle the
expected increasing volume of securities or obligations with minimum
strain.

Thus, the chief objective of the present volume is to ascertain the
likelihood that the requisite private credit resources will be available
to meet the anticipated capital requirements over the next decade. To
help answer this question, the various chapters present a wealth of
descriptive materials and statistics on the sources of funds, institu-
tional forces, and emerging trends in the municipal securities market
during the past 20 years. Particular attention is focused on such
ancillary matters as (@) which of the major pools of institutional
funds are likely to invest in municipal or private, nonprofit securities,
(5) whether the marketing machinery hitherto developed can expand
sufficiently to accommodate an increasing volume of securities, and
(¢) whether the credit instruments now in use, e.g., tax-exempt mu-
nicipal securities and the diversity of instruments employed by private,
nonprofit organizations, are best suited to meet future capital
requirements.

(b) Linkage of Statistical Data

Those who have occasion to study State and local government
capital outlays or review the municipal securities market are often
dismayed by the diversity of statistics available, each series seemingly
unrelated to the others. Major data inputs are provided by (1) the
Governments Division, Bureau of the Census (capital outlays, con-
struction expenditures, outstanding debt, new debt issued, debt re-
tired), (2) the Construction Statistics Division, Bureau of the Census
(construction put in place), (3) the Treasury Department (distribu-
tion of holdings of State and local government obligations), (4) the
Board of Governors of the Federal Reserve System (similar distribu-
tion), (5) the Bond Buyer (municipal bond sales), and (6) the In-
vestment Bankers Association (municipal bond sales and characteris-
tics of bonds sold). While each statistical series may be internally
consistent, they do not tie into each other or with other data? Thus,
the analyst has the unhappy choice of either using isolated statistical
series without bothering about consistency with other data or at-
tempting to reconcile the various series through “adjustment factors”
or “statistical discrepancy” notes.

Several efforts are made in this volume to link together some of
the disparate statistical series. Chapter 1 relates for State and local
governments (a) capital outlays to total expenditures, (5) construec-
tion expenditures to construction put in place, and (¢) borrowing
to capital outlays; and it also provides details regarding the composi-
tion of ecapital outlays, construction expenditures and long-term
borrowing. Chapter 5 provides newly revised comprehensive data
on new municipal bonds sold in 1957-65 by type of offering, bond,
maturity, issuer, use of proceeds, size of issue, and State distribution,
with appropriate cross tabulations. Supplement B of this chapter
traces the relationships of capital outlays to long-term bond sales (net
of refundings), bond retirements, outstanding debt, and net changes in
outstanding debt for State and local governments. Supplement C
presents a tabulation that links outstanding State and local govern-

1 Aggregate statistics on the asset holdings of financial institutions or public agencies.



STATE AND LOCAL PUBLIC FACILITY FINANCING 3

ment obligations to reported statistics on holdings of such obligations
by identifiable investor groups.

(c) Shedding New Light on Old Problems

Over the years, discussions on public facility financing bring forth
such questions as: 1. Why can’t we make greater use of private, non-
profit organizations? 2. Why can’t the State governments assume a
greater role in helping municipalities finance public facilities? 3. How
can we expand municipal bond sales without improving the secondary
market? 4. What are the effects of bond ratings in the municipal
securities market? 5. To what extent are there defaults (as to pay-
ment of interest or principal) on municipal securities? 6. What is the
availability (and price) of credit to small municipalities? 7. What
happens to municipal borrowing during periods of credit tightness?

Review of the available literature reveals a paucity of factual in-
formation on these matters, each of which has an important bearing
on the adequacy of financial resources for public facility capital re-
quirements. To overcome these data gaps, chapters have been pre-
pared on financing by private, nonprofit organizations; State aids for
public facilities; State credit aids for public facilities; secondary
market for municipal bonds; municipal bond ratings; postwar default
experience of municipal securities; availability of credit for small mu-
nicipalities; and credit effects on State and local government borrow-
ing. In the main, these chapters provide new information, not pre-
viously available, on these subjects to aid those within the Congress,
within the executive branch of the Federal Government and others who
may have reason to examine the aforementioned questions further.

(d) Comprehensive Review of Municipal Securities Market

The latest comprehensive study of the municipal securities market
was prepared by Roland I. Robinson in his notable “Postwar Market
for State and Local Government Securities.”? That study covered
the postwar market through 1956 when long-term bonds sold totaled
$5.4 billion. By 1965, municipal bonds sold rose to $11.1 billion,®
and within the intervening 9-year period there have been a number
of significant developments that warrant analysis.

Accordingly, part 2 of this volume examines the municipal securi-
ties market. There is a chapter detailing the characteristics of munie-
ipal bonds sold during the past decade and another that traces the
trends of municipal interest rates. There are also chapters describing
the emerging patterns of bond financing secured by general obliga-
tions, pledges of revenues, and lease rentals. Such institutional groups
as bond underwriters, financial advisers, bond counsel, and consulting
engineers, are covered in separate chapters. In later parts, there are
reports on several surveys of financial institution attitudes regarding
possible changes in the tax exemption accorded to municipal securi-
ties as well as'some new statistics on. the benefits and cost attributable
to such exemption.

2 Roland I. Robinson, ‘Postwar Market for State and Local Government Securities,”
a study by the National Bureau of Economic Research (Princeton, N.J.: Princeton Uni-
versity Press, 1960).

3 Bond Buyer statistics.
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2. Outline of Study

The study is divided into four parts, each containing a number of
chapters dealing with designated subjects. Part 1 (containing four
chapters) provides an overview of the trends in publie facility financ-
ing. Part 2 (containing 12 chapters) is concerned with the emerging
patterns, organizational structure, and certain problem areas of the
municipal securities market. Part 8 presents four chapters dealing
with municipal bond interest rates and the tax exemption accorded
to municipal securities. ,

Part 4 consists of 10 chapters, each covering a designated investor
group in terms of its interest in (2) municipal securities and (3) obli-
gations issued by private, nonprofit organizations. Past trends are
reviewed and prospective investments are projected or otherwise ex-
plored. In addition, the chapters contain a summary of views regard-
g portfolio considerations in making municipal security purchases
and investor reaction to possible Federal guarantees of municipal
securities.

8. Procedure

As indicated above, the chapters contained in this volume fall under.
two general classifications—those dealing with technical or special-
ized subjects, which appear in parts 1-8, and those dealing with specific
financial industry or investor groups, which appear in part 4. To
prepare the chapters on the technical or specialized subjects, arrange-
ments were made with various individuals or groups, who were be-
lieved to be best qualified, to write authoritatively on the designated
subject. In most instances those selected have established reputations
or are acknowledged experts in their respective fields.

With respect to the chapters on specific investor groups, efforts
were made to have the chapters prepared by the major trade associa-
tion (or associations) serving the particular industry, since they are
in the best position to elicit frank views from their memberships on
questions posed by the committee questionnaire. In addition, they
usually could provide from their cumulative knowledge, records, and
available statistics a comprehensive picture of the industry’s postwar
growth developments, investment activity, and assess its potential
participation in the expected credit expansion. Where there was no
such trade association, arrangements were made with a Federal agency
having comparable expertise to prepare the requisite chapter, i.e.,
Securities and Exchange Commission, in the case of “nonfinancial
corporations,” and Board of Governors of the Federal Reserve Sys-
tem, in the case of “individual investors.” In several instances, mul-
tiple authorship became the more feasible arrangement. Thus, the
chapter on commercial banks was prepared jointly by the Federal
Deposit Insurance Corporation (industry description and historical
trends) and by the American Bankers Association (surveys and pro-
jections). The chapter on life insurance companies was prepared
by the Life Insurance Association of America on the basis of a survey
conducted by committee staff. The chapter on fire and casualty insur-
ance companies was prepared by committee staff on the basis of surveys
conducted by the American Insurance Association, American Mutual
Insurance Alliance, and the National Association of Independent In-
surers of their respective memberships, plus other available data.

Selection of the subjects or institutional groups to be covered by
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chapters was governed by a desire to provide, to the extent feasible,
a complete picture of the current means of financing State and local
public facilities by State and local public agencies and by private, non-
profit organizations and their future prospects. Because adequate
published information is already available, it was decided that it would
be unnecessary to have chapters on such subjects as evaluation of
municipal securities, problems of underwriting syndicates, or com-
mercial bank underwriting of revenue bonds.*” The financial insti-
tution groups, for which chapters were arranged, comprise either
major pools of institutionalized loan funds or pools of funds that seem
likely to be significant investors in municipal securities.

Each chapter has been prepared on the basis of an outline of topies
or questions, developed by committee staff. To assure uniform cov-
erage, the chapter writers dealing with financial institution groups
(pt. 4) were requested to follow a standard outline, set forth in ques-
tionnaire form (see supplement A). Where appropriate, a list of
economic assumptions for the years 1966-75° was furnished to the
writers as a guide for any projections that may be made for these

ears.

Y The committee’s letter of request prescribed that the requested chap-
ter “should be limited to a factual account of the prevailing or his-
torical situation, supplemented by appropriate estimates and projec-
tions. It should omit recommendations, suggestions for changes, or
comments on existing or prospective legislation.” ¢ The chapters pre-
pared under these instructions were then reviewed and edited by com-
mittee staff to delete extraneous materials, or commentary (directly or
indirectly) on proposed legislation. Aside from these changes, the
materials presented in the various chapters are solely the viewpoints of
the respective chapter writers, identified on the first page of the chap-
ter, who presumably took into account all available data.

B. SUMMARY OF FINDINGS

1. Trends in Public Facility Financing
(a) State and Local Government Financing of Capital Outlays

Over the past 20 years State and local governments have expended
approximately $220 billion for capital outlays of which about half
havebeen financed by borrowing. During recent years capital outlays
have accounted for about one-fourth of all expenditures by State and
local governments. About four-fifths of these capital outlays is for
new construction, about 12 percent is for the purchase of land and
existing structures and the remaining 8 to 9 percent involves equipment
purchases (including replacements). In recent years slightly over
40 percent of capital outlays has been for highways, including urban
streets, local roads, and toll facilities, and nearly one-fourth has been
for educational facilities. Whereas expenditures for highways and
education have generally parallelled the overall growth of State and

1 Of. Gordon L. Calvert, “Fundamentals of Municipal Bonds” (Washington, D.C.: In-
vestment Bankers Association of America, 1963) ; Winn §. Curvin, “A Manual on Municipal
Bonds” (New York: Smith, Barney & Co., 1956) and prior books on municipal securities;
various articles on municipal securities appearing in the Jourmal of Finance, Municipal
Eii%‘zglce, a_nii the l?.(()lni!]1 Bu%eﬁtanfd h%girings alie‘::ftoret tt:he Hou’se Banking and Currency Com-

e on “Increase exibi or Financi nstitutions’ -
puttee on increased it y utions’ (88th Cong., 1st sess., Septem:

& Supplementary data to introduction and summary of vol. 1,
co:n Enx::&t;yof course, where a question in the chapter outline called for suggestions or
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local government capital outlays, the capital expenditures for health.
and hospitals have lagged considerably. Co

Total indebtedness of State and local governments at the beginning
of July 1965 was approximately $99 billion, or about 6 times greater
than 20 years before. Of the $110.1 billion borrowed during the 14
fiscal years 1952 through 1964-65, $101.4 billion, or 92 percent, was
used for capital outlays. Over the 8 fiscal years 1958 to 1964-65, long-
term debt issued financed about 50.4 percent of State and local govern-
ment capital outlays. About one-fifth of the capital outlays has, in
recent years, been financed by Federal grants-in-aid and the balance
has been financed by State and local governments from taxes and other
current revenues.

(b) Financing by Private, Nonprofit Organizations

In our pluralistic economy communities are free to choose whatever
organizational form or ownership pattern seems most suitable for
their needs. For most areas of activity private-investor-owned com-
panies (organized as corporations, partnerships, or individual pro-
prietorships) appear most suited. Where public services are involved
some form of public agency (State or local governments or instru-
mentalities thereof) operation seems more practical. However, for an
increasing number of functions communities have turned to what is
called a private, nonprofit organization. Traditionally, this organiza-
tional form has been employed for private hospitals, colleges, schools,
and church operations. During the past three decades it has been
used extensively for rural water supply systems, rural electrification
or telephone facilities (usually through a “cooperative association”).
In urban areas it is used as the form of organization for neighborhood
centers for recreation (settlement houses), nursing homes, museums,
and a growing number of theaters or community art centers. Finally,
in the housing sector it is increasingly being employed to provide hous-
ing for the elderly, the moderate-income families and now the low-
income families.”

Despite their rapid expansion, particularly in recent years, relatively
little 1s known regarding the means of financing of these private,
nonprofit organizations, especially their credit financing.® By and
large, loans to nonprofit organizations are obtained from (a) capital
market bond issues, (b) mortgage loans transacted with banks, insur-
ance companies, and other institutional lenders, and (c¢) loans from
the Federal Government. As evidenced by the commentary in the
chapters on financial institution groups that appears in part 4, most
lending institutions do not distinguish private, nonprofit organization
borrowers from other private borrowers, either with respect to their
holdings of bonds or mortgage loans. Yet, if we are to have a better
appreciation of the apparent growing importance of private, nonprofit
organizations, and if the relative costs of bond financing versus mort-
gage loan financing are to be appraised, some delineations by type of
borrower and loan instrument will be needed.?

7 Under _the sec. 202 elderly housing, sec, 221(d) (3) below market interest rate and the
rent supplement programs, respectively, all administered by the Department of Housing
and Urban Development. X X

8 As distinguished from the “public nonprofit corporations” that are used in some areas
to construct facilities that are leased to public bodies. See discussion in ch. 8,

9 According to the estimates presented in vol. 1, the public facility capital requirements
for private, nonprofit organizations for the decade 1966-75 are estimated at $53.5 billion.
These estimates do not include housing.
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As an initial step in overcoming this data gap, chapter 2 describes
the sizable bond market financing by private, nonprofit organizations.
The estimated volume of obligations issued by such organizations
expanded from $15 million in 1946 to $52 million in 1955, $138 million
in 1960 and $237 million in 1965. The loans are usually secured by a
mortgage lien on the borrower’s property, although there has been an
increasing trend in the use of unsecured notes. Repayment periods
have gradually lengthened from 10 to 15 years (usually arranged in
the immediate postwar years) to a 20-year period, that is now fre-
quently used. Most recently, terms up to 40 years have been arranged.
During the years 1946-65 about 42 percent of the funds borrowed
have been used to finance hospitals, 31 percent for educational institu-
tions, 20 percent for churches and synagogues, and the remaining 7
percent for nursing and retirement homes or other purposes.

(c) State Aids for Local Public Facilities

State aid to local governments for public facilities may take the
form of shared taxes, grants-in-aid, direct loans, issuance of State
bonds to finance local construction and assumption of responsibility
for construction and maintenance of certain facilities (roads, bridges).
State aids to local governments for capital outlays rose from $332
million in 1952 to $692 million in 1962 and $956 million in 1964, and
may well exceed $1,150 million by 1970. Of the $692 million of State
aid for local government capital outlays in 1962, $374 million was used
for educational facilities, $260 million for highways and $58 million
for other purposes (mainly for housing, urban renewal, and water
resource projects).

At the end of 1965 there were some 26 State credit assistance pro-
grams in 17 States to aid local governments in the financing of public
facilities. Of these 26 programs, 17 involved State direct loans, 5
involved State grants to cover debt service (all or part) on local gov-
ernment bond issues and 4 involved State guarantees of local govern-
ment indebtedness. If account is taken of debt service grants as well
as direct loans, between 1946 and 1965 total expenditures under the
State credit aid programs amounted to $3.2 billion, of which $2 billion
was for school construction and $1.1 billion for public housing. State
direct loans alone, including those with contingent repayments® for
public facilities only (excluding housing and business development
loans) totaled $1.8 billion during 1949-65.

State direct loans for public facilities, where repayment is firm, rose
from $24 million in 1949 to $75 million in 1965, and aggregated $297
million for the 17-year period ending in 1965. While State enactments
of credit assistance programs have grown slowly, there is reason to
expect such programs to become an increasingly important means of
State financial assistance to local governments.

9. Municipal Securities Market : Patterns, Structure and Problems
(a) Emerging Patterns

(1) Characteristics of Bonds Sold —New issues of municipal bonds
(long-term obligations issued by State and local governments and their

10 According to Census Bureau definitions, where repayment is contingent, such direct
loans are not counted as part of the local government indebtedness.
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political subdivisions) rose from 8,319 issues for $1.2 billion in 1946
to 6,059 issues for $11.1 billion in 1965. Over the 20-year period a
total of $122.8 billion of bonds were sold, of which $48.7 billion were
sold during 1961-65. A comprehensive study of municipal bonds sold
during 1957-65 finds that: (1) competitive bidding (as contrasted to
negotiated sales) accounted for a rising trend of general obligation
and revenue bond issues; (2) there is a heavy preponderance of general
obligation issues for the shorter maturities and a dominance of the
longest maturities by revenue issues; (3) there has been no marked
change in the distribution of purposes for which bonds have been
issued (aside from the volatile movements of bond refundings when
municipal interest rates were low; that is, 1962-63 fiscal year) ; (4)
while the proportion of borrowing accounted for by school districts
has been stable, there has been a pronounced rise in borrowings by
special districts and statutory authorities (from $1.3 billion in 1957
to $3.8 billion in 1965) ; and (5) among the regions, the South has
increased most rapidly in terms of dollar volume of bonds.

(2) General Obligation Bonds—The dollar volume of general obli-
gation bonds rose from $1 billion in 1946 to $7.4 billion in 1965, but as
a percent of total bonds issued, it has decreased from 83 to 67 percent
over the two decades. The declining relative use of general obligation
bonds may be attributed to (1) the narrow spread in interest costs
between general obligation and revenue bonds; (2) the growth of
public authorities that issue bonds payable solely from revenues of
income-producing properties; (3) constitutional, statutory, and home
rule charter limitations on general obligation indebtedness (usually
expressed as a percentage of the assessed valuation of taxable prop-
erty) ; and (4) the comparative ease of authorizing revenue bonds (no
apprc))val by the electorate required and no tax increase need be voted
upon).

(3) Revenue Bonds.—New issues of revenue bonds have grown from
$0.2 billion in 1946, or 17 percent of the total, to $1.7 billion in 1955, or
29 percent, and to $3.6 billion in 1965, or 33 percent. In the past two
decades the single most important development in revenue bond fi-
nancing has been the broadened concept of public purpose so that it now
embraces, in addition to the traditional water and sewer facilities, such
facilities as toll roads, bridges, airports, public parks, recreation areas,

ower projects, stadiums, rapid transit facilities, public markets, col-
ege dormitories, and port facilities. Other major developments have
been the growth of public authorities and, more recently, nonprofit
corporations; and the increasing use of advance refunding (designed to
replace high interest bonds with lower priced obligations). Signif-
jcant changes in prevailing attitudes regarding bond security require-
ments include: stricter debt service coverage requirements, provision
of a debt service reserve of at least 1 year’s debt service (interest plus
amortized principal), greater use of a reserve for repairs and replace-
ments, and stricter earnings’ tests governing the issuance of additional
pari passw revenue bonds. Other significant developments include
greater use of subordinated liens (in light of the stricter earnings’
tests), a gradual lengthening of the repayment period ; and more com-
mon use of capitalization of interest out of revenue bond proceeds.

(4) Lease Rental Municipal Bond Financing.—This is being carried
out in three ways: (1) industrial aid revenue bonds wherein a mu-
nicipality issues bonds to buy or build a plant and equipment that are
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leased to private enterprise (now permitted in some 30 States); (2)
lease rental authority financing wherein a nonprofit corporation is cre-
ated to issue bonds to build a school or other public building, which
is then leased to a school district or other local government unit; and
(8) public authority financing wherein an authority is established by
a city or county to 1ssue bonds for a civic building (courthouse, com-
munity center) or stadium, which facilities are then leased to the
creating city or county. Inall three instances, the lease rentals are set
at levels sufficient to repay the bond indebtedness.

(b) Organizational Structure

The four chapters on institutional factors in the municipal securities
market—bond underwriters, financial advisers, bond counsel and con-
sulting engineers—detail the nature and scope of their duties, quali-
fications and standards of performance, size and structure of the in-
dustry, relationships with borrowers, lenders and other institutional
factors, and bases of remuneration. Summarized below are the major
findings:

(1) Municipal bond underwriters purchase bonds from an issuing
public body (usually by winning a competitive bid) and, in turn, the
bonds are sold to ultimate investors. In fulfilling this distribution
function, the underwriter assumes the risk of possible changes in mar-
ket prices as well as the costs of distribution, for which he is compen-
sated by the spread (difference) between the underwriters’ purchase
price and the reoffering sales price to investors. In 1965 there were
388 managing underwriter firms, including 295 investment banking
firms and 93 municipal departments of commercial banks. In contrast,
there were 932 municipal bond dealers (firms that engage in short-run
trading and/or underwriting), including 809 dealer firms and 123
municipal departments of commercial banks.

Dealer syndicates (involving two or more underwriting firms) are
usually formed to bid for and distribute municipal securities. About
95 percent of general obligation bond issues and around 60 percent
of revenue bond issues are sold through competitive bidding. The
average number of competitive bids for new bond issues has exhibited
a rising trend during the years 1957-65 for various size bond issues
(by dollar amounts). In contrast, the average spread for under-
written issues has steadily declined between 1958 and 1965.

(2) Municipal financial consultants provide advisory services to
State and local public agencies concerning the planning, development,
and selling of a prospective bond issue, particularly the assemblage
of relevant financial and economic supporting data, specifications of
the bond issue (maturities, bidding requirements, repayment condi-
tions) and timing of the bond sale. Currently there are six nationally
recognized independent financial consulting firms; also, about 80
investment banking firms engaged in financial consulting work. Alto-
gether, the six independent firms have about 75 professional employees.
Financial consultants are compensated for their services by payment
of a fee by the employing municipality, determined either on an
annual retainer basis or on the basis of a bond issue, with somewhat
higher fees for revenue bonds, as compared to general obligation
bonds. Expansion of the financial consulting industry to cope with
heavy workloads occasioned by the rising trend of bond issues is
hampered by the lack of qualified personnel.
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(3) Municipal bond counsel renders approving legal opinions re-
garding validity of new bond issues upon initial sales offering, an
opinion most investors require before they will buy municipal bonds.
In connection with such an opinion, a bond counsel makes a detailed
examination of the constitutional provisions, statutes, court decisions,
and other legal proceedings relating to the issuance of the bonds
under review; and he prepares the requisite ordinances, resolutions,
and trust indentures governing the issuance of the bonds. He also
prepares, or reviews, the prospectus or official statement, notice of
sale, and attends to the other legal aspects of a bond sale. - In 1965
there were some 128 firms that were listed in a directory of bond
counsel, including 8 firms located in New York City. Many of these
firms concentrate in municipal bond work, while others perform other
legal functions as well. Approximately 500 partners and associates
of the law firms perform the work of bond attorneys, with 7 firms
having at least 10 bond attorneys each. Ordinarily, bond counsel is em-
ployed by the public agency issuing the bonds, with remuneration
generally related to the size and complexity of the bond issue.

(4) Consulting engineers provide a wide variety of services to pub-
lic bodies that undertake construction of a public facility, including
preliminary planning, feasibility studies, engineering design, plans
and specifications, construction coordination and supervision, and con-
sultation on special problems. There are about 7,000 to 8,000 firms,
employing about 40,000 to 50,000 professional engineers, offering
engineering services, including some firms with as many as 1,000 em-
ployees. Consulting engineers are usually hired on a firm basis for
a particular facility, irrespective of the dollar amount of the bonds
to be issued.

(¢) Problem Areas

(1) Secondary Market—Any sales of municipal bonds subsequent
to the original underwriting and reoffering by the bond underwriters
take place in what is called the secondary market. Institutional or
individual investors who, because of liquidity needs or for other
reasons, wish to dispose of their municipal security holdings can do
so in several ways: (1) sell the securities directly to a dealer, (2)
arrange with a municipal bond broker, usually through a dealer, to
sell the bonds at the best bid, or (3) contract with a dealer to advertise
the bonds for competitive bidding over the dealer’s name. Many
municipal bond dealers operate trading departments which buy, sell,
and trade bonds in the secondary market, with the purchases or sales
usually for cash. Most municipal bond trading departments operate
subject to a “position” limit which determines the maximum amount
of bonds which the department may hold at any one time. Brokers
never take a “position” in municipal bonds, but, instead, trade bonds
for a commission of one-eighth of a point ($1.25 per $1,000 bond) and
one-fourth of a point ($2.50 per $1,000 bond) on odd lots ($10,000
or less). For 1965, when new issues totaled $11 billion, the volume
of secondary market transactions is estimated at $22 to $25 billion.

(2) Bond Ratings—Confronted with a multiplicity of unfamiliar
municipal bond issuers, many investors have come to rely upon the
bond ratings assigned by the bond rating services. These bond ratings
are a graduated listing of bond issues according to an appraisal of
investment quality and reflect the considered opinions of the bond rat-
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ing services regarding the ability of an issue to withstand default and
capital loss over long periods of time. Two of the bond advisory serv-
ices use letter symbols to measure bond quality, with the highest grade
assigned a rating of Aaa, and the third makes qualitative judgments
on principal economic and financial factors affecting credit worthiness.
Bonds are appraised according to two basic risk factors—the risk that
bond quality will be diluted by an inordinate increase in debt and the
risk that ability to meet maturing bond principal and interest may be
impaired under depressed business conditions. One of the two bond
rating services employs 18 people in its municipal bond department and
the other employs 12. Of necessity, both rating services limit their
efforts to issuers with substantial bonded debt, at least $600,000 for
one service and $1 million for the other.

Ot the approximately 92,000 issuers of municipal bonds, ratings
have been assigned to about 20,000, leaving many issuers (generally
small) in the nonrated category. A survey of G.O. bonds sold during
1957-61 found that rated bonds accounted for 85 percent of their value,
but only 43 percent of the number of issues. Approximately 70 per-
cent of the issues rated by the two services have similar ratings, but
the other 30 percent have different ratings. The difference of a notch
in a rating, or between similar bonds, one rated and the other unrated,
is reflected frequently by 25 to 50 basis points in the interest rate pay-
able by the public borrower. In recent years there has been much dis-
cussion regarding (1) the undue dependence by financial institutions
upon ratings in determining municipal bond investments, (2) the
higher interest costs to borrowing municipalities because of a lowered
rating or the absence of a rating, (3) the lack of verified information
to support ratings (resulting from a lack of a uniform financial re-
porting system among the States, reliance upon the issuers to supply
their periodic financial data, and inadequate staff to ascertain com-
pleteness or biases), and (4) possible conflicts of interest wherein the
bond rating services also function as advisers to investors and as con-
sultants to governmental bodies.

(8) Postwar Default Experience of Municipal Bonds.—The record
of State governments, municipalities, and special districts in meeting
their debt obligations in the World War IT period has generally been
excellent. Two large defaults have occurred in connection with
toll revenue projects; and investor losses on other limited liability
municipals have resulted from faulty governing legislation and poor
planning. Though somewhat reassuring, the postwar experience
stands to be marred further by recent marginal financing and others
being planned.

(4) " COredit Problems of Small Municipalities—Small municipali-
ties tend to pay higher interest rates on their long-term bond issues
because of such factors as («¢) unfamiliarity by large investors, (b)
inadequate financial information supplied to investors and bond
analysts, (¢) failure to obtain expert advice regarding bond specifica-
tions and mechanics of sale, (d) absence of a bond rating, (e) high
overhead costs in bond marketing relative to the small size of issue,
and (f) relatively small bond size and infrequent sales that lead to
unfamiliarity, lack of technical know-how as to bond marketing and
comparatively high marketing and advisory costs on a per bond basis.
Earlier studies found that small municipalities need help in preparing

70-182—67—vol. 2——2



12 STATE AND LOCAL PUBLIC FACILITY FINANCING

economic and financial data to support bond sales, understanding bond
terms and comparative advantages of alternative financing techniques,
marketing a bond issue and scheduling or programing capital improve-
ments. Six State governments now provide some administrative super-
vision over municipal debt, borrowing, and fiscal operations; a number
of States prescribe minimum standards for notices of bond sale, and
filing of financial reports, and also assist in the preparation of capital
improvement programs. Federal assistance to facilitate the sale of
bond issues by municipalities has been minimal, and the authorized
program of technical advisory services to assist municipalities in budg-
eting, financing, planning and constructing public facilities has never
been put into effect.

8. Municipal Bond Interest Rates and Tax Ewxemption

(a) Trends in Municipal Inierest Rates

New issue yields of municipal bonds largely result from the inter-
action of (1) the prevailing yields at the time of similar taxable
bonds, (2) the effective income tax rates then applicable to each
investor group which determine the value of tax exemption to such
groups, (3) the volume of new investable funds flowing to each of
these investor groups, (4) the volume of new bond financing desired
by States and municipalities at around prevailing yields, (5) expec-
tations regarding future tax rates, volume of tax exempt financing,
and flows of new investable funds, and (6) institutional restrictions
(1aws, customs, liquidity needs) that influence investment decisions.

In the market prevailing in February 1966 tax exemption on
municipal securities was advantageous to investors with marginal tax
rates above 28 percent, e.g., commercial banks, fire and casualty in-
surance companies, business corporations, and higher income private
investors, which accounted for all of the net increases of municipal
bond holdings in recent vears. Since the end of 1961, commercial
banks have become the dominant buyer of municipal securities. As
compared to other net demands for credit, the net volume of new
municipal financing has been modest, accounting for about 10 percent
during the last 4 years. As compared to private borrowing, where
the interest cost is tax deductible (and, hence, partially pai?l for by
the Federal Government), States and municipalities are relatively
high cost borrowers.

A crucial yardstick influencing the purchase of tax-exempt bonds
is the ratio of municipal bond yields to corporate bond yields of
comparable maturity and credit quality, and the relation of this
ratio to income tax rates. Between 1946 and 1954 the municipal-
corporate yield ratio jumped from 40 percent to 80 percent and then
receded to around 75 percent, where it has remained since 1955.
Since 80 to 90 percent of all new credit instruments are taxable, it is
the taxable yields which dominate bond market trends, and municipal
yields adjust accordingly. If there is a rapid increase in the volume
of municipal credit demands, the funds of the investor groups now
buying might well become inadequate. If so, municipals would have
to be repriced—perhaps at yields up to 90 percent of corporate yields.
This would mean a 4.50 percent yield for prime municipals, if prime
corporates are yielding 5 percent.

Monetary policy action or related rule changes might divert com-
mercial banks away from municipal bonds and thereby would have
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an unfavorable effect on the municipal bond market that has recently
been dependent on banks for about three-fourths of its new funds.
If bank purchases were drastically reduced, it would be difficult to
find other buyers, resulting in efforts to sell more municipals to
investors in the 20-percent tax bracket. This would raise the munici-
pal-corporate yield ratio—now 75 percent—to perhaps 85 or 90 per-
cent. A rise in this ratio would increase the bonanza of after tax
income to investors—institutional, corporate business, or individ-
uals—in the higher income tax brackets.

Historically, rising prime bond yields have coincided roughly with
major wars and commodity price inflations. For the next decade,
assumptions of no major war, diminution of the Vietnam conflict and
related peace efforts, and an end to the superboom of the last 6 years,
could lead to a termination of the present bear bond market and a
secular trend toward more moderate yields could set in.

(b) Effect of Credit Conditions on State and Local Bond Sales and
Capital Outlays

Some analysts have concluded that interest rates paid on State and
local bonds affect the timing of gross new issues and may have an im-
pact on the amount of issues placed, in the long run. But the latter
effect is probably of moderate size, relative to total issues; and after
initial impact on borrowing, the States and municipalities tend to ad-
just their revenue resources to provide for changing interest costs,
rather than adjust the volume of their intended borrowing.

A regression model (detailed in ch. 18) explains up to four-
fifths of fluctuations in aggregate State and local bond issues around
a trend. The interest rate coefficients are interpreted to the effect that
State and local borrowers do form and act upon expectations of future
interest rates, while buyers of new issues are more influenced by cur-
rent changes in the spread between yields on municipal bonds and
yields on taxable securities.

Also influencing municipal borrowing are Federal grants-in-aid,
which have a positive effect, and an index of needs for new construc-
tion. The regression study found that the supply of credit funds is
positively affected by deviations in the wealth of individuals in the
high tax brackets (measured by the ratio of the Standard & Poor’s
stock price index to total wealth) and increases in the share of total
wealth held in the form of time deposits at commercial banks.

(c) Relative Tax Advantages to Different Investor Groups in Acquir-
ing or Holding Municipal Securities

The exemption from the Federal income tax accorded to the interest
income on obligations of State and local public bodies is of value to
investors in such obligations only where their marginal tax rates are
higher than one minus the ratio of tax exempt yields to taxable yields
of comparable securities. Six of the twelve investor groups reviewed
in part 4 frequently find tax exempt securities attractive. They are:
commercial banks, fire and casualty insurance companies, nonfinancial
corporations, personal trust funds, municipal bond investment funds
(which can “pass through” the tax exemption accorded to the interest
income) and individuals. Because their effective tax rates are appre-
ciably lower than one minus the ratio of tax-exempt to taxable yields,
such investor groups as mutual savings banks, savings and loan asso-
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ciations and life insurance companies have little incentive to acquire
or hold tax-exempt municipal securities. No tax benefit is derived
from investments in municipal securities by such groups as State and
local public retirement funds, State and local governments and quali-
fied noninsured pension funds because they are exempt from Federal
income taxation.

(d) Comparison of the Interest Cost Saving and Revenue Loss on
Taz-Evempt Securities

Based on the techniques developed by Ott and Meltzer,** it is esti-
mated that for early 1966 the yield differential between the yields on
tax-exempt securities and taxable securities of comparable maturity
and credit quality ranges between 133 and 186 basis points (one basis
point equals one one-hundredth of 1 percent). For gross issues of State
and local government securities sold in 1965 the aggregate total interest
payments over the life of the debt issued during the year are estimated
at $5 billion. If net interest cost for each issue were to be increased by
a minimum of 133 and a maximum of 186 basis points, the aggregate
interest payments by State and local governments over the life of the
debt would have risen by an estimated range of 37.8 to 52.8 percent, or
between $1.9 and $2.6 billion.

The aggregate average marginal tax rate (based on the approximate
average marginal tax rate for each investor group, weighted by the
1965 distribution of holdings of municipal securities) is estimated at
42 percent. This rate suggests that over the life of the municipal debt -
issued in 1965 the increase in Federal revenue (if the securities were
not tax exempt) would have been $2.9 billion (if the relevant yield
differential were 133 basis points) and interest payments would rise
by $1.9 billion because the interest were taxable. The additional rev-
enue would have been $3.2 billion (if the relevant yield differential
were 186 basis points) and the increase in interest payments would
have been $2.6 billion.?? These revenue consequences are based on an
assumption that the present distribution of holdings would remain
unchanged. If taxexemption were to be removed from new municipal
securities, accompanied by a rise in yields on such securities, investor
groups that now refrain from buying municipals because they find tax
exemption of little value, might instead step up their purchases (owing
to the higher yields), while some investor roups might withdraw from
municipal securities, unless they too find the yields attractive.

C. SOURCES OF FUNDS

To develop the requisite information on the availability of credit
resources for the financing of State and local public facility needs, spe-
cific chapters have been prepared for each of the major pools of invest-
ment funds or significant investor groups. These include : commercial
banks, mutual savings banks, life insurance companies, fire and casualty
insurance companies, State and local public retirement funds, State and
local governments, nonfinancial corporations, municipal bond invest-
ment funds, personal trust funds, and individuals. The only major

“David J. Ott and Allen H. Meltzer “Federal Tax Treatment of State and Local
Segugltlesl’l’ %Y(’)Vashington: Brookings Institution, 1963).
ee ch. 20.
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institutional investor groups for which there are no chapters are
savings and loan associations ** and noninsured pension funds.*

Each of the chapters review, to the extent data are available, the
patterns of investments in municipal securities and in obligations
issued by private, nonprofit organizations for the years 1946-65. In
addition, they provide some projections regarding future investments
in these securities during the decade 1966-75.

1. Relating Municipal Security Investments to State and Local Gov-
ernment Capital Outlays

Those who have had occasion to analyze the municipal securities
market and those who have endeavored to compare statistics on munie-
ipal bond sales with State and local government debt outstanding or
with capital outlays will appreciate that, while all sorts of data are
available on these subjects, very little has been done to link the statis-
tics together. Inasmuch as a systematic linkage of the available data
on State and local government capital outlays, outstanding indebted-
ness, municipal bond sales, and holdings of municipal securities by
investor group was needed for this study, supplements B and C (which
appear at the end of this chapter) have been prepared.

Supplement B presents four tables that trace the relationships of
State and local government capital outlays to State and local govern-
ment indebtedness and to the annual volume of municipal bonds sold.
The first table presents estimates of capital outlays that tie in with
construction put in place statistics, on a calendar year basis. The
second table relates data on annual municipal bond sales to long-term
debt issued by State and local governments, which, in turn, is linked
to State and local government capital outlays. The third table com-
pares annual long-term debt issued with estimated retirements and
outstanding State and local government debt (long term and short
term). On the basis of these three tables which deal with the decade
195665, the fourth table translates the projected public facility capi-
tal requirements for 1966-75, developed in volume 1, into estimated
long-term borrowings. These, in turn, are converted into estimated
net c}’lranges in State and local government debt for each of the years
1966-75.

Since the distributions of holdings of State and local government
obligations heretofore published by the Federal Reserve Board and
by the Treasury Department are not sufficiently broken down into iden-
tifiable investor groups that tie in with the groups surveyed in part 4
of this study, a “new” set of estimated holdings for the years 1946-65
is presented i supplement C. This distribution of holdings differs
from existing series in several respects. First, it shows separately the
municipal security holdings of such identifiable institutional groups
(that are significant investors in municipal securities) as fire and cas-
nalty insurance companies, personal trust funds, and municipal bond
investment funds. Second, it delineates the heldings of Federal credit
agencies and “other identifiable financial institufions” and removes
them from the residual category termed “Households and nonprofit
organizations.” Third, it distinguishes the holdings of State and

12 The U.S. Savings & Loan League did not comply with the committee’s request for a
chapter on savings and loan associations. ) .

1¢The Securities and Exchange Commission, which is the best source of knowledge on
such funds, indicated that it was unable to comply with the committee’s request for a
-chapter on private, noninsured pension funds.
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local public retirement funds from those of State and local govern-
ments.

2. Municipal Security Financing: 1946-65 -

() Trends

State and local government debt outstanding increased from $15.6
billion at the end of 1946 to $44.8 billion at the end of 1955, a rise of
$29.2 billion, and to $100 billion at the end of 1965, a further rise
of $55.2 billion.’* As detailed in the following two tables, among
identifiable investor groups commercial banks have become the largest
source of municipal security financing, accounting for 28 percent of
the net expansion of State and local government debt between 1946
and 1955 and for 47 percent of the growth during 1956-65. Fire and
casualty insurance companies accounted for 14 percent of the net
flows during 1947-55 and for 13 percent during 1956-65, personal
trust funds accounted for 12 percent during each of the decades, while
“individuals and others” (excluding personal trust funds) declined
in relative importance from 25 percent during 1947-55 to 17 percent
during 1956-65.

During the past 4 years, 1962-65, commercial banks materially
stepped up their acquisitions of municipal securities (to a large extent
attributable to the effects of the Federal Reserve amendments of Regu-
lation Q in 1961, 1963, and 1964, that raised the maximum interest rate
that may be paid on commercial bank time deposits) so that they
accounted for 74.9 percent of the net expansion of municipal debt
holdings in these years. Owing to the dominant role played by com-
mercial banks as a buyer of municipal securities during 1962-65, the
share of the market accounted for by “individuals and others” dropped
to 3.7 percent, and the share of fire and casualty insurance companies
declined to 9 percent. On the other hand, personal trust funds ac-
counted for 13.4 percent of the net increase in municipal debt outstand-
ing during 1962-65.

Over the past two decades commercial banks have experienced a
steady increase in the proportion of loans and investments represented
by holdings in municipal securities, with the ratio rising from 8.8
percent in 1946 to 12.1 percent in 1964. Analysis of the municipal
security investments by commercial banks ¢ finds (2) a growing inter-
est in revenue bonds, (5) a rising trend (especially in recent years) in
investments in long-term (maturities over 10 years) municipal securi-
ties, and (¢) a decline since 1960 in the proportion of municipal
security holdings " represented by holdings of speculative issues or
issues in default.

Owing to their predominant orientation toward mortgages, mutual
savings banks have not purchased many municipal securities. Their
greatest postwar activity in municipals occurred during the mid-
1950’s, when municipal securities accounted for about 2 percent of
assets. Since then, there has been a marked decrease so that by the
end of 1965 mutual savings banks held $320 million, or only 0.55 per-
cent of assets. Analysis of their investments in municipal securities

15 Supplement table C4 traces yearend holdings of State and local government obligations
by significant identifiable investor groups for each of the years 1946-65.

10 Detailed in ch, 21,

2; Of commercial banks subject to examination by the Federal Deposit Insurance Corpo-
ration,
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finds (@) a favoring of revenue bonds and (b) a preference for high-
grade bonds with long maturities.*®

Life insurance companies have evidenced a somewhat larger invest-
ment interest in municipal securities, which accounted for 3.1 percent
of assets in 1961. But since, then there has been a noticeable dropoff in
both municipal security investments and year-end holdings, with the
latter falling to 2.2 percent at the end of 1965.* Most life insurance
company acquisitions of municipal securities have been in the form of
revenue bond purchases (because of the higher yields), with most of
the maturities in the 20 to 40 year range. A survey of individual com-
panies indicated that bond ratings do not have a major influence on
their municipal security purchases, nor do intended use of proceeds or
geographical location of borrower.

TaBLe 1.—Holdings of State and local government obligations by investor
groups, 1946-75

[Dollar amounts in billions]

Yearend holdings Percent change
Investor group

1946 1955 1965 1975 | 1946-55 | 1955-65 | 196575

1, Commercial banks_ _ ... $4.4 | $12.7 | $38.7 | $107.5 189 205 178
2. Mutual savings banks. .1 .6 .3 .4 500 | (—50) 33
3. Life insurance companies. .6 2.0 3.5 3.8 233 75 9
4, Fire and casualty insurance companies._._ .2 4.2 11. 4 21.4 | 2,000 171 88
5. State and local retirement funds._ .8 2.7 2.6 .5 238 (—4)] (—81)
6. State and local governments______ 1.6 2.5 2.1 11 56 | (—16)| (—48)
7. Munieipal bond investment funds O] ) .2 2 N P I 1,200
8. Personal trust funds.._._ 3.0 6.7 13.2 33.0 123 97 150
9. Other financial instit .8 .9 1.6 2.2 13 78 38
10. Other corporations. . .3 1.2 3.6 6.0 300 200 67
11. Federal credit agencies_ . ooocuoomvamnon .4 .7 2.8 5.4 75 300 93
12. Individuals and others. . ___ . ... _ 3.4 10.6 20.0 27.1 212 89 36
Total 2. 15.6 44.8 100.0 [ 211.0 187 123 111

1 Nonexistent, 1946-60.
2 Totals may not equal sum of figures due to rounding.

Source : Supplement tables C4 and D1.

18 See ch. 22,
19 See ch. 23.
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TABLE 2—Net flows in Siate and local government obligations by invesior
groups, 194675

[Dollar amounts in billions]

1946-56 1955-65 1965-75
Investor group
Amount | Percent | Amount | Percent | Amount | Percent
1. Comrmercial banks $8.3 28 $26.0 47 $68.8 62
2. Mutual savings banks. e ooeacaoaaoo .6 2 (—~.3) (1) .1 (O]
3. Life insurance companies_.___... 14 5 L5 3 .3 )
4. Fireand casualty insurance comp 4.0 14 7.2 13 10.0 10
5. State and local retirement funds.....__ 1.9 7 (~.1) [O) (—2.1) (—2)
6. State and local governments........... .9 3 (—4) (—1) (~10) (-1)
7. Municipal tond investment funds 3.2 [O) 2.4 2
8. Personal trust funds_ oo omcemeooeoo 3.6 12 6.5 12 19.8 18
9. Other financial institutions. .1 @ .7 1 .6 1
10. Other corporations.__._.. .9 3 2.4 4 2.4 2
11. Federal credit agencies_ .3 1 2.1 4 2.6 2
12. Individuals and others. e ceu-oeeeo.. 7.2 25 9.4 17 7.1 [
Total 4 29,2 100 55.2 100 111.0 100

1 Under 1 percent.

2 Between 0 and — 1 percent,

3Municipal bond investment funds began to operate in 1961.
4 Total may not equal sum of figures due to rounding.

Source : Supplement tables C4 and D1.

For fire and casualty insurance companies, municipal security in-
vestments have become increasingly important, accounting for 30
percent, of their assets in 1962. Since then, municipal securities as a
percentage of assets have decreased to 27.4 percent in 1965. Analysis
of municipal security investments by fire and casualty insurance com-
panies finds (@) a rising proportion of such investments in revenue
bonds (almost 50 percent in 1965), (b) a tendency to purchase longer
maturities (over 10 years), (¢) that, while bond ratings are considered
by some, many companies prefer to perform their own credit analysis
of municipal borrowers, and (&) that intended use of bond proceeds
does influence purchases, but geographical location of borrower has
little effect.

Through 1960, State and local government public retirement funds
continued to increase their holdings of municipal securities, but, since
then, municipal holdings have decreased, while assets continued to rise.
At the end of 1965 municipals accounted for less than 9 percent of total
assets. Analysis ?* of public retirement fund investments in municipal
securities finds (¢) they are mainly in general obligation issues, with
revenue bonds accounting for about 15 percent of investments, (b)
a preference for medium-term and long-term issues, (¢) neither bond
ratings nor intended use of proceeds have been material factors in-
fluencing investment decisions, and (&) purchases were made primarily
of bonds issued by local municipalities, due to pressures to induce
investments in local projects. State and local governments have also
experienced a steady decline in municipal security holdings, both in
absolute amounts and as a percentage of assets, in recent years. To
some extent, these declines have been offset by a rise in State govern-
ment direct loans to municipalities.??

20 See ch. 24,
2 See ch. 25,
22 Detailed in ch. 26,
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A recent innovation in municipal security financing has been the
development of municipal bond mvestment funds. These are regis-
tered Investment companies, the assets of which are invested in
municipal securities.?* The tax exemption of the interest income on
the municipal securities is “passed through” to the holders of the
shares in these bond funds, which by the end of 1965 aggregated $249
million.

While personal trust funds have expanded their holdings of munici-
pal securities over the past two decades, municipal securities as a per-
centage of assets have varied but little, rising from 10.4 percent in
1946 to 13.2 percent in 1955 and to 13.7 percent in 1965. However, In
recent years many of the commercial banks (that administer these
personal trusts) have established common trust funds for investments
in municipal securities, with the number of such “tax-exempt” funds
rising from 24 in 1962 to 104 in 1965. Analysis of personal trust hold-
ings of municipal securities > finds () an increasing trend in revenue
bond investments, (») considerable investments in maturities of 10 to
20 years, with some investments in maturities over 20 years, (¢) while
there is some reliance upon bond ratings, most trust departments
prefer to do their own credit analysis, and (&) neither intended use of
proceeds nor geographical location of borrower have much influence on
municipal security investment decisions.

To round out the picture, chapters 29 and 30 present materials on
“nponfinancial corporations” and “individuals” as sources of funds for
investments in municipal securities. As shown in table C4, “other
corporations” have expanded their holdings of municipal securities
(mainly short term) from $0.8 billion in 1946 to $1.2 billicn in 1955,
and to $3.6 billion in 1965. “Individuals and others” (a residual
calculated by subtracting all identifiable investor groups from total
holdings shown in column 1 of table C4) have grown from $3.4 billion
in 1946 to $10.6 billion in 1955 and to $20 billion in 1965.

(b) Portfolio Considerations

Most of the foregoing investor groups buy municipal securities be-
cause they find the tax-exempt yields more attractive than the “after
tax” yields obtainable on investments where the income is taxable.
These comparative yield considerations come into play after appro-
priate allowance has been made for what may be called “portfolio
considerations.”

Commercial banks must necessarily consider their liquidity require-
ments, the demand for loans from business and consumer borrowers
and their legal needs to hold Government securities as collateral for
Government accounts. Funds that remain after these needs have been
accommodated are then invested in “bonds,” with municipal security
investments depending upon a comparison of the tax-exempt yields
with the bank’s particular tax situation (income subject to tax). Dur-
ing periods of credit tightness, since commercial banks generally seek
to accommodate their business and consumer customers first, their net
expansion in municipal security investments tends to diminish.

Fire and casualty insurance companies similarly have to review
their cash flows and income picture as well as comparative yields in

23 See ch. 27 for a description of these funds.
24 See ch, 28,
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determining whether to buy municipals. These companies necessarily
consider whether their insurance underwriting is at a profit (or loss)
and the amount of their taxable portfolio income before seeking
municipal securities that yield a tax-free income. When, as in recent
years, underwriting losses are heavy, many of the companies have
less need for tax-exempt income and their purchases of municipals
have fallen off correspondingly.

In the case of personal trusts (and, as appropriate, individual in-
vestors), comparative yields as contrasted to marginal tax rates is
the principal determination governing investments in municipal secur-
ities, after due allowance has been made for the expenditure require-
ments of the income beneficiary (or individual). The higher the tax
bracket of the personal trust (or individual investor), the greater is
the need for tax-exempt income. Many nonfinancial business cor-
porations, after considering their cash flow requirements, invest a por-
tion of their cash balances in municipals so long as the tax-exempt
yield compares favorably to the after tax returns on alternative short-
term investments.

For institutional investors such as life insurance companies or
mutual savings banks (which have appreciably lower marginal tax
rates than high income individuals, most nonfinancial corporations,
commercial banks or fire and casualty insurance companies) the prime
consideration is a comparison of tax-exempt municipal yields with
taxable investment yields. Generally, these institutions have less im-
mediate liquidity or expenditure requirements. In the case of life
insurance companies, as detailed in chapter 23, investments in munici-
pals take place if their yields are from 60 to 90 percent of taxable
yields (mainly if the ratio is above 80 percent) or if the tax-exempt
yield is 50 to 100 basis points lower than the taxable yield.

State and local public retirement funds and State and local govern-
ments, because of their tax-exempt status, have little reason to acquire
municipal securities when their yields are lower than those on taxable
securities. Since the restrictions on investments by these public funds
are increasingly being relaxed, there has been a corresponding decrease
in their holdings of municipal securities, with an even sharper fall off
in new investments. So far, private noninsured pension funds, which,
if qualified, are also tax-exempt, have not invested in tax-exempt
municipal securities.

3. Projected Municipal Security Financing : 196675

According to the materials presented in volume 1, State and local
public agency capital requirements for public facilities for the decade
1966-75 are estimated at $327.8 billion, of which $31.6 billion is esti-
mated for 1970 and $40.7 billion for 1975. With interpolations for
the remaining years of the decade, assuming an annual rate of increase
of about 5.5 percent, and assuming that the financing patterns during
1956-65 will continue in the following decade,? supplement B trans-
lates these capital requirements into estimated annual net changes in
State and local government debt outstanding. Such annual net
changes in debt are projected to rise from $8.5 billion in 1966 to $11.3

2 Long-term borrowing will account for about 50 percent of capital outlays; long-term
borrowing for capital outlays represents 92 percent of all long-term borrowing; and the
rate of annual debt retirements will rise gradually each year at an incremental rate of
0.05 percent per year from an estimated level of 5.60 percent in 1965. Evaluation of
these and other assumptions appear later-in the text.
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billion in 1975 (see col. 1 of table 3), and by 1975 the outstanding debt
is projected at $198.8 billion.

On the basis of the data furnished in chapters 21 to 30 concerning
future holdings of State and local obligations by various investor
groups, supplemented by discussions with the respective chapter writ-
ers and the analysis of heldings of State and local obligations by
investor groups during 1946-635 set forth in supplement C, projected
yearend holdings of such obligations for 1966-75 are presented In
supplement D. As detailed in table D1, these holdings are projected to
rise from $100 billion at the end of 1965 to $211 billion at the end of
1975. Annual net changes of these projected holdings (shown in col.
9 of table 8) rise from $8 billion in 1966 to $14.3 billion in 1975.

TABLE 3.—Projected net demand for, and net supply of, State and local govern-
ment obligations, 196675

[In billions of dolars]

Projected Projected Projected
supply ! demsand demand
Year A23 Bz4

@ @ @

1966 8.5 8.0 7.2
1967__ 8.7 8.8 8.0
1968 9.0 9.3 8.6
1969 9.3 10.2 9.3
1970 9.7 10.8 9.9
1971 10.0 11.2 10.3
1972, 10.3 12.1 1.1
1973 10.9 12.6 1.5
1974 11.1 13.7 12.6
1975 11.3 14.3 13.0

1 Represent State and local government borrowing requirements (col. 10 of table B4).

2 Represent funds available for municipal securities.

3 Annual net change derived from col. 1 of table D1.

+ Adjustment of commercial banks, personal trust funds, and “individuals and others” (per footnote 28).

In effect, these two sets of projections provide (a) estimated net
additions to the supply of State and local government obligations that
would be generated by the estimated State and local government pub-
lic facility capital requirements, and (b) estimated net demands for
municipal securities by various investor groups that reflect expected
growth patterns of their assets and the proportions to be invested in
municipal securities.?* Comparison of the projections shown in col-
nmns 1 and 2 of table 8 indicates that during the decade 1966-75 the
demand for municipal securities by various investor groups is expected
to be higher than the supply arising from projected public facility
capital requirements.”

Between 1965 and 1975 State and local government, indebtedness is
projected to increase by $111 billion. As shown in the last two col-
umns of table 2, $68.8 billion, or 62 percent of the expansion, is ac-
counted for by commercial banks; $19.8 billion, or 18 percent, is ac-
counted for by personal trust funds; $10 billion, or 10 percent, by fire
and casualty insurance companies; and $7.1 billion, or 6 percent, by
“individuals and others.” All told, these four investor groups account
for 96 percent of the projected increase in municipal securities.

2 While annual aggregate gross long-term borrowings by State and local governments
are also projected, gross acquisitions by each investor group could not be developed owing
to the limitations of financial institution data. At the present time municipal security
gross acquisitions are available only for life insurance companies and municipal bond
investment funds.

27 Except in 1966.
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Conceivably, each of the projections developed in supplement D may
be unduly optimistic as to likely municipal security investments by the
respective investor groups. Accordingly, the projections for com-
mercial banks, personal trust funds and “individuals and others”
(three of the largest) have been revised on the basis of less optimistic
assumptions.?® Under these revised projections, outstanding State and
local government debt is projected at $201.5 billion in 1975 and the
annual net demand rises from $7.2 billion in 1966 to $13 billion in
1975 (shown in col. 8 table 8). Comparison of the revised annual pro-
jected demands with the projected annual net supplies of municipal
securities finds that over the 10-year period the demand will still be
slightly greater than the supply, but not during 1966-70. Under the
revised projections commercial banks would account for $61.3 billion.
of the net expansion, or 60 percent of the total, and personal trust
funds would account for $14.8 billion, or almost 15 percent.

From these projections it would seem that long-term borrowing by
State and local governments for public facilities during 196675 can be
successfully financed by capital market resources, if commercial banks
continue to acquire most of the municipal securities generated. How-
ever, if for any reason * there is a slowdown in commercial bank asset
expansion or 1f commercial banks find alternative investments more
attractive,® then a shortage of credit resources for State and local
government debt financing seems likely to develop. As detailed in
chapter 17, such a shortage could be alleviated by increasing the yield
on tax-exempt municipal securities to a ratio higher than the current
75 percent of the yield on taxable securities, say, to 80-90 percent.

4. Taw Exemption and Federal Guarantees

Municipal securities differ from all other credit instruments in one
major respect in that the interest income arising from municipal debt
isexempt from the Federal income tax. Much has been written or said
on whether this tax exoneration is constitutional or statutory, the
value of tax exemption to borrowing State and local governments and
the revenue losses to the Federal Treasury,® the equity effects of such
exemptions upon the Federal income tax, and the debilitating effects
upon State and local governments, if snch exemptions were to be ter-
minated. FEach side in the long-continued debate on tax exemption for
municipal securities has marshaled an imposing array of arguments,
statistics, and related analysis in support of its views; and little pur-
pose would be served in reexamining them in this volume.

Nonetheless, there appears to be one aspect of the tax exemption
accorded to municipal securities that has not been thoroughly explored
before; namely, the effects of Federal gnarantees upon such tax exemp-
tion. To shed some licht on this subject, the committee questionnaire
that served as the outline for chapters 21 to 30 included several ques-
tions on the relationships of Federal guarantees to tax exemption for
municipal securities. The questions inquired as to the effects of a

2B Tor commercial banks the 1975 municipal security holdings are projected at $100
billion, instend of $107.5 billion (the lower projection in ch. 21) and for personal trust
funds the 1975 holdings are projected at $28 billion. instead of $33 billion (the lower
proiection in ch. 28). In licht of the revised statistics presented in supp. C. the annual net
expansion of municipal security holdinas of ‘‘Households” are projected at 0.375 of 1
percent of annual personal income (instead of the 0.4 percent employed in ch. 80).

2 Such as restrictive credit policies that affect bank reserves or money supply or cur-
tailed exnansion of time deposits reflecting changed patterns of savings flows.

30 Business loans, consumer loans. or mortgage loans.

& Current estimates of such benefits and costs are presented in ch. 20,
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Federal guarantee in addition to the tax exemption or in lieu of tax
exemption. Six® of the ten chapters contain commentary that re-
spond to the questions raised.

Each of the six chapters concluded that a Federal guarantee added
to tax exemption would increase the credit quality of municipal
securities and reduce the yield on the securities. According to the
chapter on commercial banks, Federal guarantees might lower munici-
pal interest rates by about 0.25 percent (ranging from 0.11 percent
for AAA rated municipal bonds to 0.42 percent for BAA rated bonds).
Most of the respondents advised that a reduction of municipal security
yields due to a Federal guarantee would make municipal securities less
attractive as investments. Confronted with such lower yields many of
the surveyed institutions intimated that they would probably turn
to alternative invesments in taxable securities.

Interestingly, each of the investor groups to whom tax exemption
has a value % expressed a preference for continuation of the present
arrangements without a Federal guarantee so that investors can make
their own judgments regarding credit risks and thereby obtain the
necessary yield differentials to compensate for such risks. Some re-
sponding institutions even contended that a Federal guarantee “would
do more harm than good.”

With respect to substitution of a Federal guarantee in lieu of tax
exemption, each of the responding private investor groups expressed
opposition to such an exchange, with the greatest hostility voiced by
the commercial banks. According to the canvass of investor reactions

(detailed in the respective chapters), if municipal securities were to
be guaranteed by the Federal Government, and the interest income
were to be taxable, the resultant yield on municipal securities would
be around the yield of Federal agency securities or perhaps somewhat
higher. Investor groups such as fire and casualty insurance companies
and life insurance companies would find yields at these levels unat-
tractive, causing them to turn to alternative investments. On the
other hand, public retirement funds would find the higher yields (on
“taxable” municipal securities) more attractive, as might mutual
savings banks.®* However, commercial banks and personal trusts, the
major sources of municipal credit in the current market, would turn to
alternative investments where yields are more attractive.

As might be expected, the investor groups that benefit most from the
tax exemption accorded to municipal securities voiced the strongest
objections to any intimation of possible removal of such exemption.

The committee questionnaire also inquired as to how municipal
securities could be made more attractive to investors. The most em-
phatic responses called for retention of tax exemption of interest in-
come as the most important attraction. Other suggestions include
State guarantees of municipal obligations, more complete economic
and financial information to be furnished by borrowing State and
Jocal public agencies, uniform municipal accounting and reporting
and codification of State laws governing the issuance of municipal
securities.

s2 Chapters on commercial banks, mutual savings banks, life insurance companies, fire
and casualty insurance companies, public retirement funds, and personal trusts.

38 A1] of the investor groups responding, except public retirement funds.

3 By analogy, one might infer a similar reaction on the part of noninsured pension funds
and savings and loan associations, the remaining major pools of loan funds.
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5. Obligations of Private, Nonprofit Organizations ,

As detailed in supplement A, several questions posed for the chapters
on sources of funds dealt with the obligations issued by private, non-
profit organizations. It was hoped that quantitative information
could be developed on the extent of investments in such obligations by
the major investor groups, coupled with some description of the factors
influencing their investments. Unfortunately, aside from life insur-
ance companies and mutual savings banks, such data are not available
because the various investor groups do not distinguish obligations
of private, nonprofit organizations from other investments.

survey of 18 life insurance companies found that during 1946-65
they had acquired $875 million of obligations of private, nonprofit or-
ganizations, including $129 million in 1965. The obligations are being
used to finance hospitals, churches, schools, colleges, nursing, retire-
ment or rest homes, college dormitories, office buildings, YM and
YWCA’s, community buildings, and seminaries. Mortgage notes have
been the usual instrument for many of the companies, with bonds less
frequently used. The major factors influencing investment decisions
?avebbe-en yield, security of debt service, credit standing, and project

easibility.

During 1950-63, mutual savings banks in New York made $234
million of mortgage loans to private organizations to finance hospitals,
houses of worship, schools, libraries, and fraternal buildings. Some
of the fire and casualty insurance companies reported that they buy a
few church and hospital bonds. The chapters on public retirement
funds and personal trust funds advise that they make some purchases
of nonprofit organization obligations, while the chapter on commercial
banks advises that data are not available on bank acquisitions of such
obligations.

6. Appraisal
- According to the data presented above, during the decade 1966-75
the demand for municipal securities by identifiable investor groups is
expected to be higher than the supply of State and local government
debt obligations that would be generated by the projected public fa-
cility capital requirements of such public agencies during these years.
Such a conclusion rests on the following major assumptions: (a) That
public facility capital requirements developed in volume 1 fully reflect
the Nation’s public-facility needs, (b) that housing and urban renewal
capital outlays of State and local governments will expand by 5.5
percent per year, (c) that 50 percent of total State and local govern-
ment capital outlays will continue to be financed by borrowing, (d)
that commercial banks will account for over 60 percent of the increased
demand for municipal securities, and (e) that all other investor groups
will actually acquire municipal securities to the extent projected.s
Although considerable data are presented in volumes 1 and 2 to
support these assumptions, it does not necessarily follow that they will
actually materialize during the next decade. The reader, of course,
is free to make alternative assumptions and to adjust the estimates ac-
cordingly. In this connection, the following commentary may be
helpful. ‘

35 Other assumptions include: (@) That long-term borrowing for capital outlays will
continue to account for 92 percent of all long-term borrowing, and (b) that the rate of
%rbr%ual debtt retirements will rise gradually each year at an annual incremental rate of

.05 percent.
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(a) The aggregate public facility capital requirements presented in
volume 1 reflect the considered opinions of a Jarge group of experts,
with the underlying assumptions explicitly stated and historical trends
fully documented. While one may feel that some of the projections for
specific facility categories are either too high or too low, it is con-
ceivable that there may be offsetting adjustments among other cate-
gories so that the aggregate capital requirements are hardly changed.
Thus, unless it could be shown that there has been a coincidental bias
among the over 50 experts, or groups of experts, who prepared the
chapters in volume 1, it would seem that the projections developed are
reasonable.

(b) To permit this study to be manageable yet sufficiently detailed
to serve adequately its intended purposes, it became necessary to dis-
tinguish between “public facilities” capital outlays and other capital
outlays of State and local public agencies, such as those for public
housing and urban renewal.?* But any meaningful analysis of State
and local government indebtedness and the municipal securities market
must in some way take into account capital requirements for public
housing and urban renewal. Accordingly, an allowance has been made
for these capital requirements by assuming that they will grow at the
same annual rate as that projected for GNP, i.e., 5.5 percent per year
(in current dollars). This growth rate for public housing and urban
renewal may be too high or far too low, considering the tremendous
needs of the Nation’s cities. Or it is conceivable that, while urban
development outlays may expand more rapidly, a larger portion may
be financed from sources other than borrowing; e.g., State and local
government tax resources or Federal grants.

(e¢) Tt remains to be seen whether or not State and local governments
continue, as they have during the past 14 years, to finance 50 percent
of their capital outlays by borrowing. On the one hand, constitutional
and statutory limitations on general obligation indebtedness and legis-
lative reluctance to increase taxes may impede the growth of general
obligation debt, but rising incomes, sales, and property valuations (and
at times higher ratios of assessment) may nonetheless enlarge the debt-
incurring capacity of State and local governments. Moreover, the
rising trend of revenue bond financing lends further support to the
projected growth in borrowing.

As will be recognized, this study did not examine the growth pros-
pects of State and local government tax revenues nor did it consider
the possible expansion of Federal grant assistance. Instead, it was
assumed that together these resources will continue to finance 50 per-
cent of State and local government capital outlays, with the relative
proportions to be determined. To do otherwise would have required
a comprehensive analysis of State and local government fiscal re-
sources and alternative ways of providing Federal financial assist-
ance—categorical grants-in-aid, block grants (for broad groups of
purposes) or tax sharing. Such analyses were beyond the terms of
reference set for the present two-volume study.

3 Public housing and urban renewal activities are best examined within the context of
“housing and other real estate” inasmuch as public housing is one of several alternative
ways to meet our housing needs and publicly financed urban renewal is but one of several
routes to achieve urban development (or redevelopment),
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(d) The plentiful demand for municipal securities projected largely
depends on projected holdings for commercial banks, the dominant
force in the municipal securities market. Given the severe jolt to this
market occasioned by periods of credit tightness, one may be justifi-
ably concerned about this heavy reliance upon commercial banks. If
for any reason commercial banks were to become less active in the
municipal market, the apparent sufficiency of demand for municipals
could be turned overnight into a shortage.

It should be recognized that by focusing attention upon municipal
security holdings and developments within the municipal securities
market, this study may have unwittingly induced the participating
analysts to lose sight of the credit needs of the other sections of the
capital market. While the materials presented in the respective chap-
ters on financial institutions evidence that these alternative needs were
considered, it is conceivable that little allowance was made for any
large expansion of credit for housing, business, or consumers, or per-
haps by the Federal Government, such as might have been made had
there been a comparable detailed analysis of these other sectors. Large
credit requirements for these other purposes could “crowd out” munici-
pal securities in commercial bank portfolios.

Aside from these alternative loan considerations, there is the possi-
bility that commercial bank asset expansion may be less than projected.
Or, 1t is conceivable that the credit authorities may be reluctant to
permit large-scale commercial bank credit expansion, if a sizable
portion of the expansion were to be invested in tax-exempt municipal
securities.

(e) Similar conjectures may be raised regarding the future invest-
ment activity of other investment groups. Or one may inject the
possibility of lower Federal income tax rates, which would cause 2
wholesale reexamination of the value of tax-exempt income to the
respective investor groups.

Making projections is a hazardous occupation, albeit necessary, if
our economic planners and policymakers are to have some notion of
what to expect as the economy continues to grow. But our economy
has become so large, and there are so many variables to contend with,
that, if we are to study economic forces in detail, we must necessarily
do so through a sector-by-sector approach, while making certain as-
sumptions regarding the other sectors.

The present study has endeavored to explore the prospects of the
relatively small but vital sector relating to the needs and credit
financing of the Nation’s infrastructure of State and local public
facilities. It is hoped that similar studies will be undertaken for other
delineated sectors so that policymakers and economic planners, be they
in government, business, labor, or in the academic community, will be
able to assess meaningfully their intended decisions or recommenda-
tions before they are put into effect, rather than await judgments from
subsequent historical reviews,



SurPLEMENT A

Financial Institutions

In order to assure uniform coverage, the writers submitting chapters on
financial institution groups in part 4, were requested to follow the standard
outline set forth below.

CHAPTER OUTLINE

InTRODUCTION

Describe briefly the nature of the financial institution to be covered
in terms of purpose, functions, number of firms and assets, sources of
funds received and relative quantities, and major categories of loans
and investments. For this introductory section, 1964 statistical in-
formation should be used to the extent available.

A. SUPPLY OF CAPITAL FUNDS

1. Trace the annual dollar volume of loans and investments made
during the years 1946 through 1965 to finance State and local public
-works through acquisitions of—

(a) §tate and local government bonds (municipal securities) ;

(b) Obligations of private, nonprofit organizations issued to
finance such facilities as private hospitals, schools, colleges, nurs-
ing homes, community buildings, and other local buildings or
facilities operated not for profit.

Nore—Acquisitions should be shown on a “gross basis;” and if
“gross acquisitions” are not available, use “net change in holdings”
of such securities.

2. 'With respect to the municipal securities acquired—

(¢) What were the relative proportions of (1) general obliga-
tion bonds, (2) revenue bonds (secured solely by tolls, leases, or
user charges), and (8) other bonds (special assessment or limited
tax bonds% during these years? If the relative proportions varied,
explain the changes.

() What maturities are generally purchased—(1) under 1
year, (2) 1to 5 years, (8) 5 to 10 years, (4) 10 to 20 years, (5) 20
to 40 years? Why?

(¢) To what extent are bond purchases influenced by the
availability and level of bond ratings assigned by the municipal
bond rating services? Are unrated bonds purchased? Are bonds
with ratings below the top four ratings purchased? Can these
responses be quantified ?

(d) To what extent are bond purchases influenced by the in-
tended uses of the bond proceeds? Are there any notable prefer-
ences or prejudices?

(¢) To what extent are bond purchases influenced by the geo-
graphical location of the borrowing city, county, district, or
State?

27
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8. With respect to obligations of private, nonprofit organizations—
ga) What types of facilities or buildings are generally financed ¢
b) How are the loans evidenced—in the form of (1) bonds,

(2) mortgage notes, (3) other (identify) ¢
(¢) To what extent are purchases of such loans influenced by
(1) availability of bond ratings, (2) intended use of proceeds, (3)
geographical location of borrower, (4) public relations

considerations.

B. PORTFOLIO CONSIDERATIONS

1. Provide annual statistics for the years 1946-65 showing the
proportions of the yearend holdings of loans and investments repre-
sented by (a) obligations issued by States and local governments:
(municipal securities) and (b) obligations issued by private, non-
profit organizations.

(¢) Explain the variations, if any.

2. With respect to municipal security holdings,

(@) Are there any guidelines established regarding the pro-
portion of such holdings to the holdings of other loans and
mvestments ¢

(6) To what extent are municipal securities competitive with
mortgage loans in portfolio determinations?

3. Inasmuch as the 1nterest income on municipal security holdings
is tax exempt, whereas the interest income on other security holdings
is not tax exempt, at what interest rate levels, as compared to the
interest rates on taxable loans and investments, are municipal securi-
ties attractive as prospective investments?

(@) What is needed to make municipal securities more at-
tractive as investments?

(5) Considering the negligible amcunt of defaunlts among
municipal borrowers, aside from clearly speculative loans, would
a Federal Government guarantee of municipal securities make
them more attractiveas investments? Why?

(¢) If a Federal Government guarantee of municipal securi-
ties were available in exchange for making the interest income
on such securities subject to the Federal income tax, would such
guaranteed securities be attractive as investments? At what
Tevel of interest rates—yields obtainable on Federal agency obli-
@ations, yields obtainable on AAA rated corporate bonds, or other
level (for comparable maturities) ? Why?

C. PROSPECTIVE LOANS AND INVESTMENT

1. A large part of the capital requirements of the Great Society
over the next decade is expected to be financed by security flotations
by State and local public bodies and by private, nonprofit organi-
zations.

(@) On the basis of past experience and emerging trends, what
amounts (in hundreds of millions of dollars) are likely to be
invested during each of the next 10 years, 1966-75, by the institu-
tions under review in (1) municipal securities and (2) obliga-
tions issued by private, nonprofit organizations ?

(b) What is the basis for these projections?

(¢) Under what circumstances can these investments be ex-
panded ?



SvrrLEMENT B

Relationship of Indebtedness to Capital OQutlays for State and
Local Governments

At the present time there are no internally consistent statistics
relating to State and local government capital outlays, bond sales, and
outstanding indebtedness. Instead, there are independently com-
piled series on (&) capital outlays and construction expenditures (col-
lected by the Governments Division, Bureau of the Census, on a fiscal-
year basis) ; (b) construction put in place (collected by the Construe-
tion Statistics Division, Bureau of the Census, on a calendar-year
basis) ; and (¢) bond sales and refundings (two different series, both
on g calendar basis; one compiled by the Bond Buyer, and the other by
the Investment Bankers Association), and debt outstanding, new debt
issued, and retirements (collected by the Governments Division,
Bureau of the Census, on a fiscal-year basis).

The purpose of this supplement is to ascertain the relationships, if
any, among the aforementioned statistical series in order to provide a
basis for translating the public facility capital requirements of State
and local public agencies for the years 1966-75 into estimated required
annual net changes of State and local government indebtedness.
Availabiltiy of such estimated required annual net changes of in-
debtedness, when compared to the annual sums of projected net
changes of holdings of State and local government obligations de-
veloped in supplement D, would provide a measure of the extent to
which the capital requirements can be financed by borrowings in the
capital market given the existing complex of tax rate, alternative mar-
ket yield, and mstitutional portfolio considerations.

This supplement consists of four tables, with appropriate explana-
tion regarding data sources, methodology, and assumptions. These
tables are: (1) Estimated Annual Capital Outlays of State and Local
Governments, Calendar Years 1956-65; (2) Municipal Bond Sales
Related to Capital Outlays, 1956-65; (3) Relationship of Long-Term
Debt Issued to Outstanding Debt, 1956-65; and (4) Projected Net
Increases in Debt Qutstanding, 1966-75.

1. ESTIMATED ANNTUAL CAPITAL OUTLAYS, CALENDAR-YEAR BASIS

Table B1 shows the relationship of State and local government con-
struction expenditures to capital outlays for the fiscal years (of the
reporting governments) 1956-65, as collected each year by the Bureau
of the Census. According to the material presented in chapter 1, the
annual censtruction expenditure figures, as compiled by the Govern-
ments Division, and the construction-put-in-place figures, as compiled
by the Construction Statistics Division, showed a high degree of his-
torical consistency for the decade 1954-63, after the latter ha< been
converted into annual data for years ending June 30.

! Beginning in 1963, the construction-put-in-place statistics for State and local govern-
ments have been based on construction expenditures data collected by the Governments
Division, Bureau of the Census.

29
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Because the data presented in this volume are largely calendar-year
figures, it became necessary to develop capital outlay figures for calen-
dar years. This is done in table B1 by (a) determining the average
ratio of construction expenditures to capital outlays for the 2 fiscal
years falling in each calendar year, and (%) applying the reciprocals
of such average calendar-year ratios to the annual construction-put-in-
place data. %ince these capital outlay figures embrace public housing
and urban renewal as well as the various public facility categories, the
estimated proportions of capital outlays accounted for by public
housing and urban renewal are also shown.

2. MUNICIPAL BOND SALES RELATED TO CAPITAL OUTLAYS

During the years 1956-60 the annual long-term municipal bond
sales figures published by the Bond Buyer were higher than those

ublished by the Investment Bankers Association. Since then, the

nvestment Bankers Association annual bond sales figures have been

higher. Inasmuch as both series are based entirely on reported in-
formation, there is reason to_believe that throngh 1960 the Bond
Buyer data were more comprehensive, and since then IBA data have
been more comprehensive. Accordingly, columns 1 to 8 of table B2
show gross bond sales, estimated bond refundings, and net bond sales
for the years 195665 on the basis of the annual bond sales that are
the most comprehensive (larger figures) 2

Municipal bonds sold toward the end of a calendar year frequently
are not delivered until sometime in the next year. To adjust for this
timelag, the long-term bond sales, net of refundings, are compared
to the annual bond delivery figures, compiled by the Investment Bank-
ers Association,® and the resultant figures are shown in column 5 as
“net long-term bond issues.” :

Owing to underreporting to both the Bond Buyer and the Invest-
ment Bankers Association, the net long-term bond issue figures do not
fully reflect the total volume of long-term indebtedness incurred each
year by State and local governments. A measure of this underreport-
ing is revealed by column 6 which shows the annual difference between
net long-term bond issues and estimated long-term debt issued (col.
7). The latter figures represent the annual averages of the long-
term debt issued for the 2 fiscal years falling in the respective calendar
year, as compiled by the Bureau of the Census.* The annual difference
reflects nonreported (to IBA and the Bond Buyer) competitive bond
sales, negotiated sales or private placements (for example, to public
rotirement or trust funds), and Federal Government loans. For the
9-year period 195664 these unreported differences accounted for about
11.5 percent of total long-term debt issued.’

Table 6 of chapter 1 provides Census Bureau estimates of the long-
term debt issued applicable to capital outlays for fiscal years 1958
through 1964-65. These fiscal-year figures were converted into cal-

2 For purposes of internal consisteney, the bond refunding figures shown are derived
from the same respective source as the hond sales data. Refunding bonds are necessarily
subtracted from gross sales, since such bonds merely replace existing bonds and therefore
do not constitute new capital.

3 Discontinued by IBA beginning in 1966.

¢ Reported on a fiscal-year basis in Government Finances (table entitled “Indebtedness
and Debt Transactions of State and Local Governments’).

5 Average of the annual ratios obtained by dividing col. 6 by col. 7.
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endar-year figures by averaging the two fiscal-year figures falling in
the respective calendar year; and the respective calendar-year figures
are entered in column 8. The differences (col. 9) between total
long-term debt issued and long-term debt issued for capital outlays
represent long-term debt issued to finance veterans’ bonuses, State
direct loan programs (for example, for housing) and other noncapital
outlay purposes, including increases in undistributed bond funds.
For the 7-year period 1958-64 ¢ long-term debt issued for capital out-
lays accounted for 92.6 percent of total long-term debt issued.” This
relationship ties in with the materials presented in chapter 1, which
showed that of the $110.1 billion of long-term borrowing by State and
local governments during the 14 fiscal years from 1952 through 1964—
65, $101.4 billion, or 92.1 percent, was issued to finance capital out-
lays.

Comparison of the “long-term debt issued for capital outlays”
(col. 8) with “estimated capital outlays” (col. 10) for each of
the years 1958-64 results in an average ratio of 50.1 percent; that is,
about half of State and local government capital outlays are financed
by long-term borrowing. This average ratio is fairly close to the 50.4
percent average ratio of capital outlays accounted for by long-term
borrowing, reported in chapter 1 (table 6).

3, LONG-TERM DEBT ISSUED COMPARED TO OUTSTANDING DEBT

The only reported data on retirements (repayments) of State and
local government debt are those compiled by the Census Bureau on a
fiscal-year basis. On the assumption that the debt-outstanding figures,
as of the beginning of the fiscal-year period (as reported by the
Census Bureau), and the reported annual retirements are reasonably
consistent with each other,® it is possible to derive estimated annual
rates of debt retirement (col. 3 of table B3). These fiscal year
rates of retirement were then converted into calendar-year rates by
averaging the two overlapping fiscal-year ratios (col. 4).

Columns 5-8 of table B3 provide a simple gross flow compilation of
State and local government indebtedness on a calendar-year basis.
Debt outstanding at the beginning of the calendar year (col. 5) repre-
sents the estimates shown in the Federal Reserve “Flow of Funds
Accounts.” Estimated retirements (col. 7) reflect application of the
annual rates of retirement (col. 4) to the beginning of year outstand-
ing debt figures and net changes of outstanding debt (col. 6) are
derived by subtractions of column 5 data. The annual sum of “net
%ha{lgei” plus “debt retirement” equals “estimated new debt issued”

col. 8).
~ By definition, “estimated new debt issued” equals new long-term
debt issued plus the net change in outstanding short-term debt.® Con-

¢ The figures for long-term debt issued for capital outlays for 1956, 1957, and 1965 were
estimated by the writer by applying 92.6 percent to the respective annual figures on total
long-term debt issued.

7 Average of the annual ratios obtained by dividing col. 7 by col. 8.

8 Comparison of annual net change of long-term debt outstanding of State and loeal
governments (by subtraction of successive annual outstanding-debt figures) with derived
annual net-change figures (long-term debt issued less long-term debt retired) finds a num-
ber of disparities. Similar disparities are found when the comparisons are made for
State governments or local governments separately.

? There is no Bureau of the Census tabulation of new short-term debt issued.
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ceptually one might except that total new debt issued each year would
exceed new long-term debt issued by a small amount—reflecting slight
increases in outstanding short-term debt. However, this has not
always been the case over the past 10 years. Comparison of long-term
debt issued (col. 9) with total new debt issued (col. 8) results in dif-
ferences that range from $1 billion to a negative $1.2 billion (col. 10).
To some extent, fluctuations of these annual differences reflect increases
or decreases in outstanding short-term debt and, to some extent, the
fluctuations are due to statistical discrepancies that arise from the
manner of Census Bureau tabulations.* :

Be that as it may, the algebraic sum of the differences between total
new debt issued and new long-term debt issued for the entire 10-year
period 195665 is calculated as a negative $1.7 billion (algebraic sum
of col. 10). A discrepancy of about $170 million per year would seem
to be reasonable, considering the magnitudes of the new debt issued
each year and the margins of error allowable because many of the
Census Bureau figures are based on sample surveys.

4, PROJECTED NET INCREASES IN DEBT OUTSTANDING, 1966—75

The capital requirements for public facilities by State and local
public agencies for the decade 1966-75 are estimated * at $327.8 billion,
of which $31.6 billion is estimated for 1970 and $40.7 billion for 1975.
Estimates for the remaining years of the decade have been inter-
polated, assuming an annual rate of increase of about 5.5 percent.
These estimates are shown in column 1 of table B4. Since by definition
public housing and urban renewal are excluded from “public facili-
ties,” an appropriate allowance has to be made for public housing and
urban renewal capital requirements in order to obtain total capital
requirements of 'gta,te and local public agencies. This is done in
column 2 by assuming an annual rate of increase of 5.5 percent from
the 1965 level of capital outlays for housing and urban renewal (per
table B1). Total capital requirements of State and local governments
are shown in column 3. :

On the basis of the experience during 1958-64, it is assumed that
long-term borrowing (col. 4) will account for about 50 percent of
annual capital outlays (requirements). Conversely, it is assumed that
50 percent of the rising trend of capital requirements will be financed
by increases in State and local government tax and other revenue re-
sources and in Federal grants-in-aid (the mix being indeterminate).

It is further assumed that long-term borrowing for capital outlays
will continue to account for about 92 percent of total long-term borrow-
ing and that the discrepancy between long-term borrowing and total
new debt issued will average $170 million per year. Application of
these two assumptions results in estimates of total long-term borrowing
(col. 5) and new debt issued (col. 6). The rate of annual debt retire-
ments Is expected to rise gradually each year at an incremental rate of
0.05 percent per year, i.e., 5.60 percent in 1965, 5.65 percent in 1966,
5.70 percent in 1967, etc. ’

- 10 Adjustments are not made in prior yearn tabulations for debt, that had been previously

outstanding, but is reported for the first time in the current year.
11 See introduction and summary chapter of vol. 1.
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Columns 7-11 of table B4 present estimated gross flows of State and
local government debt for the years 1966-75, based on the assumptions
set forth above. As will be noted, total new debt issued, reflecting the
estimated capital requirements, is expected to rise from $14.2 billion
in 1966 to $22.7 billion in 1975 and the net change in outstanding debt
is estimated to grow from $8.5 billion in 1966 to $11.3 billion in 1975.
Outstanding State and local government debt is estimated at $198.8
bil(liiort} at the end of 1975, compared to $100 billion estimated for the
end of 1965.

TApLE Bl.—Estimated annual capital outlays of State and local governments,
calendar year basis, 1956-65

[Dollar amounts in millions]

Fiscal year data ! Calendar year data
Year Capital Construc- Ratio Ratio 2 Construc- | Estimated | Housing
outlays tion ex- (percent) | (percent) tion put capital and urban
penditures in place 3 | outlays¢ | renewal s
(€] 2) 3) ) (5) ) Y]

$11, 407 $9, 355 82.0 82.2 $10, 006 $12,173 $260
12,616 10, 386 82.3 83.0 11,086 13, 357 330
13, 986 11,704 83.7 83.3 12,069 14, 489 380
15, 351 12,723 82,9 82.4 12, 346 14,933 470
15,104 12,352 818 82.0 12, 241 14,928 580
16, 091 13,214 82.1 8L.6 13, 269 16, 261 700
16,791 13,625 811 80.9 13, 956 17, 251 810
17,946 14, 481 80.7 80.7 15, 356 19, 029 780
19, 087 15, 389 80.6 79.8 16,485 20, 658 760
20,771 16,417 79.0 679.0 18,046 22,843 4780

hl E‘i)scal year basis, approximately for year ending June 30, as reported in Governmental Finances. (See

2 Average of ratios in col. 3 for fiscal years overlapping in calendar year.
8 As reported in Construction Review (compiled by Construction Statistics Division, Bureau of the
Census). Beginning in 1963 data based on new definitions and data source.
4 Col. 5 divided by col. 4.
g%v{gmgg (()1[ capital outlays for “Housing and Urban Renewal’” (per ch. 1) for overlapping fiscal years.
stimated.
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Tasie B2—Long-term State and Tocal government capital outlays related to
municipal bond sales, calendar year data, 1956-65

[In millions of dollars]

Long-term bond sales Long-term debt issued
Net Other Esti-
Gross Esti- Sales | Adjust-| long- long- For For mated
bond | mated | netof | menis2| term term Total 8 | capital | other | capital
Year sales | refund- | refund- bond debt 4 outlays?® ur- |outlays?®

ings ings issues 3 pgses 7
(1) ) 3 @ (5) ©) (Y] ® 9) (10)

5,446 76 5,370 300 5,670 1,141 6,811 | 96,307 504 12,173
6,958 60 6,808 —390 6, 508 813 7,321 | 96,779 542 13,357
7,449 143 7,306 259 7,565 441 8, 006 f 322 14,489
, 681 59 7,622 —258 7,364 687 8,051 7,414 637 14,983
7,230 53 7,177 —128 7,049 969 8,018 7,383 635 14,928
8,498 103 8,395 -197 8,198 540 8,738 7,915 823 16, 261
8,737 280 8, 457 =5 8,452 1,228 9, 680 8,871 809 17,251
10,331 1,409 8,922 165 9, 087 1,517 { 10,604 | 10,187 417 19,029
10, 646 646 | 10, 000 —577 9,423 1,823 | 11,246 | 10,120 1,126 20,658
11, 265 585 | 10, 680 273 | 10,9563 | 91,423 | ® 12,376 | ° 11,460 916 22,843

11956-60, Bond Buyer data; 1961-65, Investment Bankers Association (IBA) data.

2 Adjustments for issues offered in calendar year before issuance; differences between col. 1 and bond de-
liveries (IBA data).

3 Algebraje sums of cols. 3 and 4.

4 Difference between cols. 7 and 5. .

5 As reported in Governmental Finances (table entitled “Indebtedness and debt transactions of State
and local governments’), figures are averages for fiscal year data overlapping in respective calendar year..

o For 1058-64, ch. 1, table 6, converted into calendar year figures by averaging fiscal year data overlapping
in respective calendar year.

7 Difference between cols. 7 and 8.

8 Col. 5 of table B1.

¢ Estimated.

TasLE B8.—Relationship of outstanding State and local debt to net long-term:
) debt issues, 1956-65 .

[Dollar amounts in millions]

Fiscal year data ! Calendar year data
- Long- Col. 8
Year Debt Debt Esti- Esti- term minus
outstand-| Retire-| Ratio | Ratio 3| outstand-| Net | mated | mated debt col. 98
ing? ments | (per- (per- ing 4 |change| retire- [newdebt| issued?
cent) | cent) ments s | issued ¢
@ @ @ @ (3) ) @ @® © (10
1056____| $44, 267 | $2,351 5.3 5.0 | $44,800 | $5,100 $2, 240 $7,340 $6,811 $529
1957...| 48,868 , 315 4.7 4.9 , 41 , 600 2,421 7,021 A —300)
1958....| 53,039 | 2,716 5.1 5.0 58,900 | 4,500 2, 695 7,195 , 006 —811)
1959..-.| 58,187 | 2,839 4.9 5.0 58,800 | 4,900 2, 940 7,840 8, 051 —211)
1960....| 64,110 | 3,222 5.0 5.0 63,700 | 4,900 3,185 8,085 8, 018 —~67)
1961....| . 69,955 | 3,458 4.9 4.9 68,700 | 5,000 3,366 8, 366 8,738 (—372)
1962_...| 75,023 | 3,695 4.9 5.1 75,500 | 6,800 3,851 10, 651 9, 680
1963_...| 80,802 | 4,227 5.2 5.3 82,500 | 7,000 4,373 11,373 10, 604 769
1964. . . 87,451 | 4,643 5.3 5.4 88,000 | 5,500 4,752 10, 2562 11, 246 (—994)
1965....| 92,222 | 5,045 5.5 95.6 93,900 | 5,900 5, 258 11,158 12,376 | (—1,218)

1 As reported in Governmental Finances.

2 Qutstanding at beginning of fiscal year.

8 Average of ratios in col, 3, for fiscal years overlapping in calendar year.

4 Outstanding at beginning of calendar year (Federal Reserve ‘“flow of funds” data).
5 Col. 4 times col. 5.

¢ Sum of cols. 6 and 7 (represents all State and local government debt).

7 Col. 7 of table B2.

8 Net changes in short-term debt plus statistical diserepancys

¢ Estimated.
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TapLe Bd.—Translation of estimated capitel requirements for public facilities
into estimated State and local government debt, 1966-75

[In billions of dollars]
Public | Hous- Long-
facility | ing Total | term | Long- | Total | Begin- | Esti- | Total Year-
capital | and | capital |debt for] term new ning | mated | new Net end
Year {require{ urban |require-| capital] debt debt bal- | retire- | debt [change?| bal-
ments!| re- |ments3| out- |issueds|issued®| ance? |ments?|issued?® ance '
newal? layst
m 2 ® @ ) ©) Y] ® @ an an
25,5 0.8 26.3 13.2 14.4 14.2 | 100.0 5.7 14.2 8.5 108.5
26.9 .9 27.8 13.9 15.1 14.9 | 108.5 6.2 14.9 8.7 117.2
28.3 .9 29.2 14.6 15.9 15.7 | 117.2 6.7 15.7 9.0 126.2
29.8 1.0 30.8 15.4 16.7 16.6 { 126.2 7.3 16.6 9.3 135.5
31.6 1.0 32.6 16.3 17.7 17.6 | 135.5 7.9 17.6 9.7 145.2
33.5 1.1 34.6 17.3 18.8 18.6 | 145.2 8.6 18.6 10.0 155.2
35.1 1.1 36.2 18.1 19.7 19.5 | 155.2 9.2 19.5 10.3 165.5
37.4 1.2 38.6 19.3 22.0 20.8 | 165.5 9.9 20.8 10.9 176.4
39.0 1.3 40.3 20. 2 22.0 21.8 | 176.4 10.7 21.8 11.1 187.5
40.7 1.3 42.0 21.0 22.8 22,7 | 187.5 11.4 22.7 11.3 198.8

1 Per vol. 1, interpolated on assumed annual rate of increase of 5.5 percent.
2 Assumed annusl rate of increase of 5.5 percent of 1965 volume.

3 Sum of cols. 1 and 2.

4 Caleulated at 50 percent of col. 3 (per table B2).

s Caleulated by multiplying col. 4 by reciprocal of 92 percent.

6 Col. 5 less $170,000,000.

7 Computed through gross flow tabulation.
$ 5.6 percent in 1965; thereafter annual rate

9 Col. 6.

of retirement increased by 0.05 percent per year.
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SvrpLeMENT C

Holdings of State and Local Government Obligations

The basic source for all statistics on total State and local government
debt outstanding is the annual compilation made by the Governments
Division, Bureau of the Census of the Department of Commerce. The -
total debt outstanding figure represents indebtedness of all State and
local governments, including cities, towns, special districts, and public
authorities; that is, what is commonly called “municipal securities.”
Included within the total debt figure are both long-term and short-
term debt, interest-bearing and non-interest-bearing.

Data on State governments are based on reports from all 50 States
and data on lecal governments are based on reports from a sample of
local governments now numbering over 10,000 units, classified by type
and size, including complete coverage of cities with populations in
1960 exceeding 25,000 and special districts with debt of $1 million or
more in 1962. Aside from the sampling variability possibility,* these
Census Bureau data are subject to'a major weakness in that there is
no common reporting date. Instead, all of the data, including the debt
statistics, relate to the reporting government’s fiscal year that ends
within the period of review. Through 1963 the period of review was
prescribed as the calendar year and since then it has been the 12 months
ending June 30. - ’

Data received by the Census Bureau cover all indebtedness of State
and local governments, whether to private lenders, to the Federal
Government, State government, or to public trust funds. In its tabu-
lation, however, the Census Bureau excludes certain items that upon
examination are not really indebtedness in the sense of being a firm
commitment to repay. Loans where repayment is conditional are
thus excluded. Accordingly, the total debt figures do not include De-
partment of Housing and Urban Development advances for public
works planning (where repayment is required only if construction is
started) or for urban renewal planning (where repayment is required
only if the project is undertaken). Similarly, California State loans
for school buildings are excluded because repayment is contingent
upon an assessment of ability to pay.2

The Bureau of the Census furnishes an annual total State and local
government debt figure to the Treasury Department and to the Office
of Business Economics, adjusted to June 30. The figure supplied to
Treasury excludes non-interest-bearing debt and the figure supplied
to OBE includes the non-interest-bearing debt. The Flow of Funds
Section of the Board of Governors of the Federal Reserve System
converts the Census compiled total debt figure into a calendar year-
end figure by adding the net new issues of municipal securities (gross
sales less estimated refinancings and retirements) for the third and
fourth calendar quarters. The Capital Markets Branch of the Securi-
ties and Exchange Commission employs a similar technique to esti-

1¥rom time to time Census reports uncover debt referred to for the first time that had
been outstanding in previous years. 'These figures are incorporated into the current year
tabulation, but corresponding adjustments are not made in earlier year total debt figures.
2 According to “Moody’s Municipal and Government Manual” (1966 issue), of the
$448.4 million of debt service paid by the State through June 1965 on bonds issued for
ich;)&)} bl;ilding loans, $198.2 million, or 41 percent, came from repayments of school
uilding loans.
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mate a yearend State and local government debt figure (used internally,
especially for the quarterly estimates of savings by individuals).
Table C1 contrasts the four published ° estimates of outstanding State
and local government debt.

Holdings of municipal securities (State and local government
debt) by type of institution are estimated by the Treasury Depart-
ment, Federal Reserve Board and the Securities and Exchange
Commission (the latter unpublished). The Treasury-estimated dis-
tribution of holdings, as of June 30, shows holdings of (a) commercial
banks, (b) U.S. Government investment accounts, (c) individuals
(including personal trust accounts), (d) insurance companies,
(e) mutual savings banks, (f) corporations (excluding banks and
insurance companies), (g) State and local governments (including
retirement funds) and (h) miscellaneous investors (including savings
and loan associations, noninsured pension funds, dealers and brokers,
foreign investors). At the request of the Joint Economic Committee,
several of these ownership groups were broken down into components;
for example, (1) State and local government retirement funds as dis-
tinguished from other State and local governments, (2) life insur-
ance companies as distinguished from fire and property insurance
companies, (3) a notation that municipal bond investment funds are
included under “other corporations” and (4) estimated 1964 holdings
by personal trust accounts and savings and loan associations. The
Treasury estimates for 1946-65 are presented in table C2. Under the
Treasury system of estimation there are three residual categories:
other corporations, individuals, and miscellaneous.

As part of its flow of funds accounts, the FRB-estimated dis-
tribution, as of December 31, shows holdings of (a) households and
nonprofit organizations, (b) business corporations, (¢) commercial
banks, (d) mutual savings banks, (e) life insurance companies, (f)
other insurance companies (including fire and property insurance
and fraternal orders), (g) brokers and dealers (termed “finance
n.e.c.”),and (h) State and local governments (including public retire-
ment funds). The FRB estimates for 1946-65 are presented in table
(3. Under the FRB system of estimation, there is one residual cate-
gory—households and nonprofit organizations. Inasmuch as there is
no separate category showing municipal security holdings by Federal
credit agencies, it follows that they are included in the residual
category “households and nonprofit organizations.” The SEC
method of distribution of municipal security holdings has not been
published, but it is understood that it follows the methodology used
by FRB; that is, to allocate the estimated total outstanding debt
among identifiable groups and to assign the residual, including any
statistical discrepancy, to “individuals.”

The 1946-65 trends and projections of municipal security acquisi-
tions during 196675 called for by the Joint Economic Committee
study relate to 12 categories of investor groups: (#) commercial banks,
(b) mutual savings banks, (¢) savings and loan associations, (&) life
insurance companies, (¢) fire and casualty insurance companies, ( )
State and local public retirement funds, (¢) State and local govern-
ments, (h) noninsured pension funds, () personal trust funds, (j)

s Published respectively in “Governmental Finances,” ‘“Annual Report of the Secretary of
the Treasury,” “Federal Reserve Bulletin,” “Survey of Current Business” (May issue).
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municipal bond investment funds, (%) nonfinancial corporations, and
(2)_individuals. Since the distributions estimated by the Treasury
or FRB are not sufficiently broken down to fit the foregoing 12 cate-
gories, it became difficult to appraise the data presented in the chapters
of the study dealing with sources of loan funds. Accordingly, a tabu-
lation was made of municipal security holdings of identi%a,ble insti-
tutional groups that fit the categories used in the study, Federal credit
:agencies, and other identifiable groups.# This tabulation is presented
in table C4.

One objective of table 4 is to relate, as much as possible, to published
- Teported data. Inasmuch as the balance sheet data for most private
financial institution groups relate to the end of the calendar year,
table 4 has been prepared on a calendar-year basis. For the public
agencies that hold municipal securities (State and local public retire-
ment funds, State and local governments and Federal credit agencies),
their fiscal year data has been converted into December 31 figures on
the basis of reported statistics or by straight-line interpolation.
‘Where the year-end figures represent reported information, they are
stated to the nearest $1 million. Where the year-end figures represent
interpolations or estimates based on samples, they are stated to the
nearest $10 million (except “other corporations” where the figures
are estimated to the nearest $100 million).

Table C4 comprises three elements: () total year-end holdings of
State and local government obligations, as estimated in the FRB
“Flow of Funds Accounts,”? (b) year-end holdings for significant
identifiable financial institution or public agency groups, the sum of
which when subtracted from the year-end total results in (¢) a residual
grouping termed “individuals and others.” Although it is believed
that “individuals” account for most of the residual category, it should
berecognized that the category also includes investor groups for which
there is presently inadequate definite information such as college en-
dowment funds, noninsured pension funds, savings bank life insurance
companies, and others.®

Because of their different fund resources, treatment under the Fed-
eral income tax law, and consequent portfolio policies, life insurance
companies and fire and casualty insurance companies are shown sep-
arately.  Similarly, municipal bond investment funds (where invest-
ment decisions are made by the fund managers) and personal trust
funds (where the investment decisions are largely made by the trust
departments of commercial banks) are shown separately, as compared
to “individuals” (many of whom invest on their own account).

As explained in the source note, the holdings of Federal credit
agencies are based on reports of the respective credit agencies, includ-
ing the Departments of Housing and Urban Development, Interior,

. *Nine of these institutional groups appear in the Bankers Trust Co. Investment Outlook
annual tabulation of municipal security net flows. Many of them also are used in the
sources and uses of funds tabulations prepared by Salomon Bros. & Hutzler and by the
Life Insurance Association of America.

5 The only publicly available estimate of total calendar year-end holdings of State and
local government obligations, including non-interest-bearing obligations, as collected by the
Census Bureau,

¢ According to a June 30, 1963, survey conducted by the Office of Education, Department
of Health, Education, and Welfare, college endowment funds held $257.8 million of seeuri-~
ties issued by State and local governments, Federal agencies and foreign borrowers. Accord-
ing to Goldsmith, Lipsey, and Mendelson “Studies in the National Balance Sheet of the
United States” (vol. II), noninsured pension funds, savings bank life ingurance companies
g}rlxd gﬁ)dlﬁp J}Jlgeg(l)f’jh insurance companies held minor amounts of municipal securities during

em e 8.



STATE AND LOCAL PUBLIC FACILITY FINANCING 39

Agriculture, and Treasury. The aggregate figures shown in column 12
materially differ from the “Government investment accounts” figures
in the Treasury estimated distribution (table C2), mainly because the
Treasury does not count as part of State and local government debt
(¢) non-interest-bearing obligations (owed to the Bureau of Reclama-
tion) and (d) borrowing for college housing by State universities and
colleges (owed to the Department of Housing and Urban Develop-
ment).?

De%inea.tion of State and local public retirement funds from “State
and local governments” facilitates appraisal of two essentially dis-
similar sources of loan funds. Public retirement funds, like nonin-
sured pension funds (or insured pension funds) are concerned prin-
cipally with longer term investments. In contrast, “State and local
governments” comprise (@) treasury funds, undisbursed bond pro-
ceeds, and bond sinking funds (which are primarily concerned with
short-term investments), (b) other insurance, endowment and trust
funds (which are concerned, to a considerable extent, with longer
term investments) and (¢) State government direct loan programs to
municipalities. State government direct loans have risen from about
$30 million in 1950 to about $150 million in 1960, and to about $240
million in 1965.5

There are a number of financial institution groups, which hold
relatively small amounts of municipal securities, on which there are
fairly good statistics. Rather than show each separately, they are
combined under a heading “Other identifiable financial institutions”
and include: fraternal orders, brokers and dealers, face amount in-
vestment companies, and savings and loan associations. As future
research uncovers good statistics on municipal security holdings of
other identifiable financial institutions (i.e., college endowment funds),
they can be transferred from the residual category to this separate
category where the holdings have been reasonably approximaied.®

7 C.f. Treasury Bulletin (June 1966), p. 141.

8 Detailed in ch. 4. Where the funds for these “State and local government” resources
result from capital market borrowing, there is a double counting problem, e.g., (¢) the
private holders of the bonds financing the construction funds or the direct loans and (b)
the public funds or agencies that hoid municipal securities or loans.

9The distribution of bond holdings of fraternal orders is based on a sample, as reported
to the New York State Department of Banking. Holdings of “brokers and dealers” are
based on the total offerings shown in the Blue List. Municipal security offerings in the
Blue List ordinarily are by investment banking dealers, but sometimes include offerings
by commercial banks, According to an official of the Blue List, offerings by dealers are
generally of their own holdings (in which they have a ‘“position” or unsold inventory),
but may include holdings of other investors. Moreover, a dealer may not offer in the
Blue List all that he holds, especially during periods of credit tightness when heavy capital
losses could occur in selling bonds with coupon interest rates appreciably lower than
prevailing market yields. Data for savings and loan associations are available only for
1964 and 1965 (June), Data for earlier years are based on straight line interpolation.
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TaBLE Cl.—Comparative estimates of outstanding State and local government
debt

{In millions of dollars]

Census ! Treasury 2 Federal OBE ¢
Reserve 3
15,917 15, 626 15, 600 15,900
16,825 186, 529 17,008 16, 800
18, 656 18,354 19, 000 18,700
20, 875 20, 481 21, 700 20,900
24,115 23,722 24,700 24,200
27, 640 26, 592 27, 200 27,060
30, 100 29,111 29, 900 29, 600
33,782 32,200 34,200 32,700
38,931 37,300 39, 700 37,900
44, 267 42, 600 44,800 43, 200
48, 868 47,400 49, 400 48, 000
53, 039 51, 840 53, 900 52, 500
58,187 56, 500 58, 800 57,200
64,110 61,675 63, 700 62,400
69, 955 66, 425 683, 700 67,100
75, 023 71,730 75, 500 72, 500
80, 802 80,131 82, 500 80, 900
87,451 85, 900 88, 000 86, 700
92, 222 91,300 93, 900 92,200
99, 512 97, 800 100, 000 98, 700

1 For fiscal years ending in calendar year (1946-63); thereafter for fiscal years ending in year ending June 30
2 Interest-bearing debt, as of June 30.

3 As of Dec, 31.

4 Interest plus non-interest-bearing debt, as of June 30.

TaBLE C3.-—Holdings of State and local government obligations—Flow of funds
accounts data

[In billions of dollars]

Corpo- State Com- | Mutual | Life in- | Otherin-| Security | Total
House- | rate non-|and loeal | mercial | savings | surance | surance | brokers hold-
holds ! | financial | govern- | banks banks | compa- | compa- and ings

business?| nents 3 nies nies 4 dealers

7.2 0.3 2.4 4.4 0.1 0.6 0.2 0.3 15.6

7.6 .4 2.5 5.3 . .6 .3 .2 17.0

8.5 .4 2.6 5.7 .1 .9 .5 .3 19.0

9.3 .5 3.1 6.5 .1 11 .8 .3 21.7

9.6 .5 3.6 8.1 .1 1.2 L1 .4 24.7
10.4 .6 3.8 9.2 .1 1.2 1.4 .4 27.2
1.5 W7 4.0 10.2 .3 1.1 1.9 .2 29.9
13.5 .8 4.3 10.8 .4 1.3 2.6 .4 34.2
15.2 1.0 4.7 12.6 .6 1.8 3.4 .3 39.7
18.6 1.2 5.1 12,7 .6 2:0 4.2 .3 44.8
21.6 1.3 5.6 12.9 7 2.2 4.9 .1 49.4
23.6 15 6.1 13.9 7 2.4 5.6 .2 53.9
23.8 2.0 6.6 16.5 .7 2.7 6.2 .2 58.8
25.7 2.6 7.0 17.6 .7 3.2 7.2 .3 63.7
1287 2.4 7.2 17.6 .7 3:6 81 .4 68,7
3L.6 2.2 7.3 20.3 7 3.9 9.1 .3 75.5
34.2 1.8 6.8 24.8 .5 4.0 9.8 .5 82.5
33.8 2.7 6.0 30.0 .4 3.9 10.6 .5 88.0
36. 4 2.9 5.3 33.5 .4 3.8 10.8 .7 93.9
37.2 3.6 5.0 38.5 .3 3.5 11.4 .5 100.0

1 Includes nonprofit organizations serving individuals.

2 Includes holding companies and closed end investment companies.

3 Includes State and local retirement funds, trusts, and sinking funds.

+ Includes fire and casualty insurance companies and insurance activities of fraternal orders.

Source: 1046-51, ‘‘Flow of funds; assets and liabilities, 1945-65" (May 3, 1966, version), table 24; 1952-65,
Federal Reserve Bulletin (October 1966) pp. 1539-1546.
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SUPPLEMENT D

Projected Holdings of State and Local Government Obligations,
1966-75

Materials presented in chapters 21 to 30 provide an array of projec-
tions and related commentary concerning the future holdings of State
and local government obligations by various investor groups. Some
are stated in terms of estimated holdings in 1975 (commercial banks
and personal trust funds), some are stated in terms of annual net flows
(mutual savings banks, fire and casualty insurance companies, and
“individuals”), and some are suggestive as to the likely course of hold-
ings (downward), but they do not present quantitative data (State and
local public retirement funds, State and local governments). Where
the materials in the respective chapters do not deal with future hold-
ings, subsequent discussion with the chapter authors or trade associa-
tion officials provided a basis for this writer to make appropriate pro-
jections (life insurance companies, municipal bond investment funds,
and other corporations).

Altogether, these various sources furnish a framework of investor
group data, which could be woven into a projected structure of hold-
ings of State and local government obligations for the years 1966-75
by these 10 investor groups. Essentially, the projections involve,
where there are projected holdings in 1975, an annual proration of the
computed net change in holdings between 1965 and 1975, assuming an
annual rate of increase of 5.5 percent, or estimates of annual net ex-
pansion of holdings during the years 1966-75, based on extrapolations
of recent expansion (or contraction) experience. The actual method-
ology for each investor group is described in the text below. The
projected holdings of the Investor groups for the years 1966-75 are
presented in table D1.

Tt should be noted that the projections for each investor group were
made independently of the other projections. While each may be in-
ternally consistent with respect to growth trends and distributions of
assets invested in municipal securities, it is conceivable that in the ag-
gregate they result in total holdings of municipal securities that are
more optimistic than might otherwise be projected, had there been 2
comprehensive projection of sources and uses of capital funds for all
investor groups.

1. COMMERCIAL BANKS

At the end of 1965 commercial bank loans and investments totaled
$306.1 billion, of which $38.7 billion, or 12.6 percent, were accounted
for by municipal securities. According to the materials presented in
chapter 21, by 1975 total loans and investments are expected to increase
to $475 billion, including $115 billion of municipal securities, or 24.2
percent of total loans and investments, on the basis of performance
during the years 1944-64. If, however, projections are based on the
experience of 195464, by 1975 total loans and investments would be
$5925 billion, and municipal securities would be $100 billion. Averag-
ing these two projections, it is estimated that by 1975 total loans and

1To round out the picture, it is assumed that “other identifiable financial institutions”
and Federal credit agencies will expand their holdings by the same annual amounts ex-
perienced in 1961-65.
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investments would amount to $500 billion, of which $107.5 billion, or
21.5 percent, would reflect holdings of municipal securities.

During the years 1961-65, when commercial banks experienced a
considerable expansion of savings inflows and lending activity, the
average annual rate of increase of loans and investments was 8.9 per-
cent and holdings of municipal securities grew at an average annual
rate of 17.1 percent. If the commercial bank situation at the end of
1975 were to be projected at these annual rates of increase, total loans
and Investments would amount to $659 billion, of which municipal
security holdings would be $160 billion, or 24.3 percent. On the other
hand, during the years 1956-60 the average annual rates of increase
for commercial banks were more moderate, with a 4.4-percent annual
rate for total loans and investments and 6.9 percent for municipal
securities. At these annual rates of increase, by 1975 total loans and
investments would amount to $471 billion and municipal securities
would be $75 billion.

Assuming that these two spans of recent experience provide a rough
approximation of the upper and lower limits for projections to 1975,
the projections provided in chapter 21 appear to be reasonable, and the
averages of the two projections have been used accordingly. It should
be recognized that implicit in these projections are certain assump-
tions regarding the flow of savings (assumptions that were made prior
to the recent legislative and administrative actions concerning interest
rates paid on savings), the extent to which our economy becomes a
“checkless society” (which would affect the volume of demand
deposits) as well as rates of growth and alternative lending opportu-
nities.

2, MUTUAL SAVINGS BANKS

Since 1958 mutual savings banks have progressively reduced their
holdings of municipal securities so that at the end of 1965 they
amounted to $320 million (compared to $729 million in December
1958). In the first 9 months of 1966 the banks reduced their munic-
ipal security holdings further by another $50 million. According to
the material presented in chapter 22, for mutual savings banks munic-
ipal bond flows will continue to average below $100 million annually.
In light of these factors, it is estimated that mutual savings bank
holdings of municipal securities will grow very slowly over the next
decade to reach $400 million at the end of 1975 ($300 million in 1970).
In part, this increase is attributable to the effects of the 1962 change
in the Internal Revenue Code as it affects these banks. Should these
tax considerations become more important, mutual savings banks
might acquire more municipal securities.

3. LIFE INSURANCE COMPANIES

At the end of 1965 assets of all U.S. life insurance companies aggre-
gated $158.9 billion, of which $3.5 billion, or 2.2 percent, were invested
in municipal securities. Analysis of the growth trends of life insur-
ance company assets indicates that by 1975 total assets may reach $300
billion. Some informed analysts believe that, owing to the attrac-
tiveness of alternative investments, the proportion of life insurance
company assets accounted for by municipal securities will decline to
about 1.3 percent.
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During the years 1963-65 life insurance companies have decreased
their holdings of municipal securities by an annual average of $165
million, and during the first 6 months of 1966 their holdings of munici-
pal securities declined by another $315 million. Given the tight money
situation for many insurance companies in the balance of 1966 and
during much of 1967, there is reason to expect that by the end of 1967
their holdings of municipals will have dropped to $2.9 billion. Be-
cause of alternative investment opportunities, further decline in hold-
ings of municipals may be expected through 1969, but thereafter life
insurance companies are expected to step up their acquisitions of
municipal securities (because of comparatively more attractive yields)
so that their holdings are expected to total $3.8 billion at the end of
1975.

4. TIRE AND CASUALTY INSURANCE COMPANIES

According to the materials presented in chapter 24, stock fire and

casualty insurance companies may be expected to increase their hold-

ings of State and municipal securities at an annual rate of about 6
percent, or by amounts ranging from almost $470 million in 1966 to
$790 million In 1975. In the case of the mutual companies, estimated
purchases of municipal securities were stated in terms of “$10 million
per year, or 5 percent of admitted assets will go each year into tax-
exempt municipals, or that about 30 to 50 percent of their portfolios
would be invested in muniecipals.” Of the independent companies, 14
companies responded that “they would be likely to invest in excess of
$100 million each year for the next 10 years, and our members could
purchase between $500 and $750 million of municipal securities in
each of the next 10 years.”

During the decade 195463 fire and casualty insurance companies
added to their holdings of municipal securities at an average annual
rate of $822 million. In 1964 and 1965, owing to heavy underwriting
losses, the average annual rate of increase in holdings of municipal
securities fell to $271 million. Taking into account the complex of
projections set forth above, and assuming a resumption of a more nor-
mal underwriting loss experience, it is estimated that the net expan-
sion in holdings of municipal securities by fire and casualty insurance
companies will rise progressively from about $0.7 billion in 1966 to
$1.3 billion in 1975.

5. STATE AND LOCAL PUBLIC RETIREMENT FUNDS

Holdings of municipal securities by State and local government pub-
lic retirement funds rose progressively to reach a high of $4.4 billion
in 1961, and thereafter they have steadily decreased to a level of $2.7
billion in 1965. Significantly, municipal security holdings as a per-
centage of total assets have declined moderately during the 1950’s,
from 26.3 percent in 1952 to 23.4 percent in 1960, but since then the
ratio has fallen sharply to 8.6 percent in 1965. Asexplained in chapter
925, “this ratio has steadily declined as the funds broadened their invest-
ment authority, particularly those of larger size, extending its scope
to include corporate bonds, federally insured and conventional mort-
gages and equities.”

As chapter 25 further notes, “present indications are that further
.decreases will occur in State and municipal securities held by these
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funds. These decreases will be due to the cessation of -additional
investments in these bonds and by a conversion of municipal securities.
into other types and higher yielding securities, a continuation of the
trend in effect during the last 10 years. * * * We may look for a con-
tinuance of the downward trend 1n the holdings of the bonds by these-
funds resulting from sales or maturities.” Thus, while assets of the
public retirement funds are expected to rise from $32 billion in 1965
to $85 billion in 1975, their holdings of municipal securities may be-
expected to decrease by about $0.2-0.3 billion per year during most of
the coming decade. :

6. STATE AND LOCAL GOVERNMENTS

Between 1955 and 1965 total assets of State and local governments:
(excluding public retirement funds) expanded from $32.9 to $53.4.
billion, a rise of 62 percent. Over the same period total security hold-
ings (total assets less unemployment compensation funds, cash and

“deposits) of these State and local governments grew from $14.2 bil-
lion, or 43 percent of total assets, to $26.5 billion, or 50 percent of total
assets. During this decade total security holdings increased by 87 per-
cent. In contrast, holdings of municipal securities rose from $2.5 bil-
lion in 1955 to $2.7 billion 1n 1960, but declined thereafter to reach $2.2
billion in 1965. The ratio of municipal securities to total assets de-
creased over the decade from 7.5 percent in 1955 to 4.1 percent in 1965,
while the ratio of municipal securities to total security holdings.
dropped from 17.3 to 8.3 percent over the same period.

Over the 6-year period, 1960-65, total assets of ‘State and local gov-
ernments (excluding public retirement funds) grew at an average
annual rate of 7.4 percent, and total security holdings expanded at an
average annual rate of 8 percent. Assuming the same rate of growth.
over the decade, 1966-75, it is estimated that State and local govern-
ment assets may reach over $100 billion at the end of 1975, of which
over 50 percent will be accounted for by holdings of securities. De-.
spite these large expansions of asset and security holdings, it is be-
Lieved that relatively little, if any, will be invested in municipal
securities, because the tax exemption accorded to these securities is of’
no value to State and local governments. (See discussion in ch. 26.)

Over the past 5 years, State and local government holdings of State
and local government obligations declined at an average annual rate of'
$124 million. When allowance is made for the fact that during these-
5 years State direct loans to local governments expanded by about $100
million, the average annual rate of decrease in holdings of marketable
municipal securities was thus about $150 million. After allowance is.
made for a moderate expansion of the State direct loan programs, it
is estimated that State and local governments will decrease their hold-.
ings of State and local government obligations by about $100 million.
per year during the decade 1966-75.

2Daniel M. Holland, “Private Pension Funds, Projected Growth" (Occasional Paper 97"
of the National Bureau of Economic Research, 1966) estimates that in 1975 total assets.
will amount to $74 billion,
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7. MUNICIPAL BOND INVESTMENT FUNDS

Since their inception in 1961, municipal bond investment funds have
-grown rapidly to reach $229 million at the end of 1965, including
sales of $80 million in 1965. In 1966, sales of these funds are expected
to total $60 million, the decline attributable to the prevailing tight
money situation. But, according to the author of chapter 26, under
more normal conditions sales in 1966 might have increased to $100
million. Forthe years 1967-71 he estimates that bond investment fund
sales would increase at an annual rate of 25 percent, and during
197275 sales would grow at an annual rate of 20 percent to reach a
level exceeding $600 million in 1975. Redemptions of the investment
funds, which amounted to 0.5 percent in 1964 and 1 percent in 1965,
:are expected to grow at an incremental rate of 0.5 percent per year
until 1973 when they would level off at 5 percent. Taking into account
these rates of growth for sales and redemptions, municipal bond
investment funds outstanding at the end of 1975 are estimated at $2.4
billion, an increase of $2.2 billion during the decade of 1966-75.

8. PERSONAL TRUST FUNDS

Holdings of municipal securities by personal trust funds rose from
'$3 billion In 1946 to $6.7 billion in 1955 and $13.2 billion in 1965.
According to the projections presented in chapter 28, “by 1975 the
holdings of personal trusts should be somewhere between $28 and $38
billion, meaning an increase of from $1.4 to $2.3 billion per year.
"The average of these two projections (each reflecting extrapolation of
a trend) suggests that by 1975 personal trust funds may be expected to
hold $33 billion of municipal securities.”

As explained in the chapter, “between 1955 and 1963 there was a
‘91-percent increase in the number of taxpayers in the $25,000 to $49,999
income class and a T1-percent increase 1n the number of taxpayers in
the $50,000 to $99,999 class. This increase in the number of individuals
in the higher income tax brackets will very likely continue and per-
haps accelerate. This, of course, will mean that the tax-exempt
feature of State and local government bonds will be important to more
and more taxpayers. It is reasonable to assume also that as personal
incomes rise and the number of persons in the higher brackets in-
«creases, there will be an increase in the number of personal trusts
created and, therefore, more funds will come under the investment
direction of trust departments.”

9. OTHER IDENTIFIABLE FINANCIAL INSTITUTIONS

Over the 5-year period 1961-65 other identifiable financial institu-
tions (fraternal orders, brokers and dealers, American Express Co.,
face amount investment companies, and savings and loan associations)
together increased their holdings of municipal securities at an annual
rate of $60 million. For the purpose of this 10-year projection, it
is assumed that a similar rate of increase will be experienced during
1966-75 to bring the total holdings of these collective groups to about
$2.2 billion at the end of 1975.
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10. OTHER CORPORATIONS

At the end of 1965 “other corporations” held an estimated $3.6 bil-
lion of municipal securities. According to informed analysts, after
taking into account alternative investment possibilities for corporate
funds, these “other corporations” can be expected to increase their
holdings of municipal securities to $4.8 billion in 1970 and to $6 billion
in1975. The resultant net increase in holdings of municipal securities
projected for the decade 1966-75 equals the net increase in holdings
of municipal securities by “other corporations” during the decade
1956-65. The expected increase in holdings have been prorated for
the intervening years on a straight-line basis; i.e., $240 million per
year.

11. FEDERAL CREDIT AGENCIES

Over the 5-year period 1961-65 Federal credit agency holdings of
obligations of State and local governments increased at an average
annual rate of $260 million. For the purposes of this 10-year projec-
tion, it is, therefore, assumed that Federal credit agency holdings of
State and local government obligations will expvang by $260 million
per year to reach about $5.4 billion at the end of 1975.

12. INDIVIDUALS AND OTHERS

During the years 1952-65 the net change in holdings of State and
local government obligations by the households and nonprofit sector
(in the flow of funds accounts) ran at the rate of 0.4 of 1 percent of
annual personal income. According to chapter 30 (and subsequent
discussion with its author), this pattern may be expected to continue.
Annual personal income can be estimated by the equation ¥=3.752+
0.7827 GNP.2 Gross national product, in turn, under one of the basic
assumptions governing this study is assumed to increase at an annual
rate of 5.5 percent (in current dollars). These relationships and
assumptions are reflected in the following table:

{In billions]
Net change
. QGross Personal of holdings
Year national income by house-
product holds of
municipal
securities
1966 $718.7 $566. 3 $2.3
1967 758.2 5§97.2 2.4
1968 799.9 629. 9 2.5
1969. 843.9 664.3 2.7
1970 890.3 700. 6 2.8
1971 - 939.3 739.0 3.0
1972, 991. 0 779.5 3.1
1973 1,045.5 822.1 3.3
T 1974, 1,103.0 867.1 3.5
OB et mm i m e ———————————amemama————— 1,163.7 914.6 3.7

3 Ch. 1'of vol. 1.
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By definition, the households and nonprofit sector comprises three
groups of holders of municipal securities, as developed in supplement
C, municipal bond investment funds, personal trust funds, and “in-
dividuals and others.” As detailed above, independent estimates have
been made for the first two groups regarding their future holdings
of municipal securities. Subtraction of their respective net change
figures from the figures in the last column of the above table result
in estimated net change in holdings of municipal securities by “indi-
viduals and others.”
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CHAPTER 1

‘State and Local Government Finaneing of Capital Outlays,
1946-65*

INTRODUCTION

State and local governments have expended approximately $220
billion for capital outlay during the past 20 years, or about $1,135 per
person of the present population of the United States. The following
pages summarize trends in such expenditure, and provide some back-
ground and estimates with respect to its financing.

The data given here are mainly from annual surveys of govern-
‘mental finances conducted by the Bureau of the Census, or from the
1957 or 1962 Censuses of Governments. There was no regular survey
to provide comprehensive annual data on local government expendi-
tures before 1952, although earlier Census Bureau surveys did deal
‘with finances of State governments and of some municipalities. Ac-
cordingly, most of the historical comparisons given here are limited
to the period since 1952. It should be noted that, except for the census
years 1957 and 1962, the local government amounts included are esti-
mates subject to sampling variation. (See also the concluding sec-
tion, “Sources and Limitations of Data”.)

The financial scale of State and local governments has increased
dramatically during the past two decades. As illustrated by table 1,
below, the rise in expenditure and indebtedness of these governments
has markedly outpaced related trends in Federal Government finances.

TasLe 1.—Selected items of governmental finances for specified years, 1946 to

196465
1946 1952 1957 1962 1964-65
PER CAPITA AMOUNTS

‘Total expenditure:

Federal Government. ..o cecemnann 472.93 457. 62 477.74 610. 19 671, 04

State and local governments. o eomeeaaaen 99. 99 197.34 277.78 379.51 448.68
Capital outlay:

TFederal Government._ ) 111,49 94,93 99, 14 68. 15

State and local governments 9.28 47. 55 73.70 90. 33 107.17
Debt outstanding:

Federal Government. 1,915.06 | 1,656.76 | 1,580.30 | 1,604.18 | 1,636.97

State and local governments 113.14 192. 46 309, 83 437.24 513.43

INDEX OF PER CAPITA AMOUNTS (1952=100)

‘Total expenditure:

Federal Government. 103 100 104 133 147

State and local governments 51 100 141 192 227
‘Capital outlay:

Federal Government._ O] 100 85 89 61

State and local governments 20 100 155 190 230
Debt outstanding:

Federal Government. 116 100 95 97 99
" State and local governments 59 100 161 227 267

1 Not available.

*Prepared by Allen D. Manvel, Chief, Governments Division, Bureau of the
Census, Department of Commerce, with minor editing by committee staff.
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Caprrar Ourray v Revation To Torar State-Locar EXPENDITURE

Capital outlay has made up about one-fourth of all expenditures of
State and local governments during recent years. For example, total
expenditure of these governments in their fiscal years that ended be-
tween July 1964 and June 1965 amounted to $87.0 billion. Of this
sum, $20.8 billion, or 23.9 percent, was for capital outlay, including
$16.4 billion for new construction, $2.5 billion for the purchase o
land and existing structures, and $1.8 billion for the purchase of
equipment,

Also included in the 196465 expenditure total was $5.0 billion of
benefit and withdrawal payments by “insurance trust systems” of
State and local governments, principally employee retirement systems
and State unemployment compensation systems. Because of the spe-
cial nature of such expenditures, and especially the strong responsive-
ness of unemployment compensation payments to business cycle
changes, insurance trust amounts are best omitted when one reviews
trends in the relation of capital outlays to aggregates of State-local
ex%)engiture, as summarized in table 2, which is based on appendix
table A.

TaBLE 2.—Capital outley of State and local governments in relation to total State
and locel government expenditures, 1946 to 1964—65

Capital outlay (millions of dollars) Percent of total expenditures (ex-
cluding insurance trust amounts)
Fiscal year !
State and Local gov- | State and Local gov-
local gov- States ernments | local gov- States 2 | ernments 2
ernments ernments
20,771 9,175 11, 596 25.3 22.2 21,0
19, 087 8,820 10, 267 25.3 23.1 20.3
17,946 8,110 9, 836 25.4 23.0 20.7
16, 791 7,214 9, 577 25.6 22,4 21,5
16, 091 6, 865 9,226 26.1 22.9 219
15,104 , 607 8,497 26.5 23.5 22,1
15, 351 7,059 8,292 28.5 26.3 23.2
13, 986 5,946 8, 040 28.2 24.4 24. ¢
12,616 5,163 7,454 28.2 23.6 24.3
11, 407 4, 564 6, 28.0 23.2 24.5
10, 706 3,992 6,713 28.5 22.2 25.9
9,125 3,347 5,778 26.7 20.2 24.6
, 905 2, 847 5, 058 25.3 18.4 23.7
7,436 2,658 4,778 25.5 18.4 24.0
6, 047 2,237 3,810 23.7 17.3 22.6
3,725 1,456 2,269 18.6 14.3 17.2
1,305 368. 937 10.2 6.2 | 10.5

1 For the periods shown up to ‘“1963,” these data relate to fiseal years of State and local governments that:
ended during the calendar year indicated. Beginning with ‘1963-64,” the local government amounts are
for local fiscal years ended between July and June of the respective designated years.

2 Computed for each level of government by reference to expenditure totals which include payments to.
other levels of government (State-to-local and local-to-State).

Wartime restrictions caused a drastic cut in State-local capital out-
lay during World War II, from a prewar annual level of about $2.5
billion to a low of $0.7 billion in 1944. By 1948, such expenditure
had revived to a new annual high (in current dollar terms) of $3.7
billion. The subsequent rate of growth has been less striking, but
with only one exception (1959 to 1960), Census Bureau surveys have
each year indicated a material rise in State-local capital outlay. The
annual rate of increase averaged 8.5 percent between 1953 and 1968,

This strong upward trend in capital outlay has roughly paralleled
the rate of growth in State and local government expenditure as a
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whole. Accordingly, as indicated by table 2, the proportion of all
State and local government spending (other than insurance trust
amounts) that is represented by capital outlay has been practically
the same in recent years as it was in the early 1950’s. During the
interim, however, somewhat higher proportions prevailed. This re-
flects the fact that capital outlays rose more rapidly than other State
and other local government expenditures up to 1959, while the reverse
has been true in recent years. Thus, the year-to-year rise in all State-
local expenditure (other than insurance trust amounts) averaged 7.4
percent from 1958 to 1963, as against an average annual rise of 5.1
percent in the capital outlay of these governments.

Trexps 1N THE ComrosiTioN oF Carrran OuTLAaY

About four-fifths of all capital outlay of State and local govern-
ments is for new construction, and about 12 percent of the total is
for the purchase of land and existing structures. The other 8 to 9
percent 1nvolves equipment purchases (counted on a gross basis, in-
cluding replacement items). There has been an increase in the pro-

ortion for the purchase of land and existing structures, as indicated
y the following summary distribution for selected fiscal years:

Percent of capital outlay of State and local governments

1952 1957 I 1962 1964-65
Construction.....__ - 85.9 82.3 81.1 79.0
Land and existing structures, - R 6.3 9.5 111 12,1
Equipment - .o oo e oo 7.9 8.2 7.8 8.8

This trend can be more sharply indicated by pointing out that
amounts applied by State and local governments to the purchase of
land and structures went up 272 percent, or 14 percent annually, be-
tween 1953 and 1963-64, while their construction expenditure was
rising 114 percent, or about 8 percent a year.

Changes have also occurred in the relative amounts of capital outlay
undertaken by States and local governments, respectively. The State
government portion has rather consistently risen, from less than 30
percent of the State-local total in 1946 to 36 percent in 1952, 41
percent in 1957, 43 percent in 1962, and over 44 percent in the latest
years. This development is related to the strong rise in State highway
outlays during the 1950’s and the even more rapid increase (although
involving lesser sums) in capital outlay for institutions of higher edu-
cation, which mainly involves direct State government spending.

A little more than four-tenths of all capital outlay of State and
local governments during recent years has been for highways—includ-
ing urban streets, local roads, and toll facilities as well as regular
State-provided highways. Nearly one-fourth of all State-local capital
expenditure is for education. The remaining one-third of the total
pertains to a great variety of governmental functions, of which only
two (sewerage and water supply) respectively account for as much
as 5 percent of all capital outlay of State and local governments.

A functional distribution of State-local capital outlay for selected
recent years is provided by table 8, which is based on appendix table B.
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TABLE 8.— Percent distribution of capital outlay of State and local governments,
by function; selected years, 1952 to 1964—65

Function 1952 1957 1962 1964-65
Total. 100.0 100.0 100.0 100. 0
Highways. 3 36.3 41.3 41.7 40.1
Regular State highways woveeeooooomooo 21.5 25.1 31.3 3.2
State toll facilities. 3.6 6.6 .9 T LL
Local government streets and highways..__ 1.2 9.6 9.5 7.8
Education 23.0 25.8 23.9 24. 4.
Local schools. 19.1 215 18.0 17.0
Institutions of higher eduecation____________ 3.6 4.1 5.7 7.0
Other. .3 .2 .2 .4
Sewerage. 5.9 5.1 5.3 5.3
Water supply..-_... 55 5.9 5.4 5.5+
Housing and urban renewal____________________ 8.5 2.2 4.7 3.8
Electric utilities 2.6 3.4 2.7 3.7
Natural resources. _ _ ; — 2.5 17 2.0 2.4
Health and hospitals. 5.2 2.8 2.4 2.4
Airports. .7 1.3 1.5 1.3
Local parks and recreation. ___.______._________ .8 1.2 1.6 L7
Local transit utilities. .9 1.0 .5 1.2
Water transportation and terminals_._______.__ 1.0 .8 1.1 .8
Other and unallocable (including multipurpose
general public buildings). aeeeeeeeeeoo 7.1 7.4 7.3 7.5

Although all functions have shared in the upward trend in capital
outlay, they have differed considerably in rates of change. For ex-
ample, highway outlay grew considerably faster than other capital
expenditure from 1952 to 1958, and has since then generally paralleled.
the overall trend. Capital outlay for local schools has increased less.
rapidly than other State-local outlays, so that the fraction of the total
applied to schools dropped from about one-fifth in the early 1950’ to-
about one-sixth in 1964-65. However, with the stronger-than-average.
rise in capital outlay for institutions of higher education, the fraction.
of all capital expenditure of State and local governments going into-
education as a whole has been relatively unchanged. Rates of growth.
in capital outlay for sewerage and water supply facilities have gen-
erally paralleled the trend in total State-local outlays.

The most striking departure from the usual pattern involves capital
outlay for health and hospitals. Such spending went up only 19-
percent between 1953 and 1958, while aggregate annual capital outlay-
of State and local governments was increasing 77 percent; and since
1958 health and hospital outlays of these governments have been rela-
tively stable, even though their total capital spending was continuing-
to rise about 5 percent a year. If this functional class had kept pace
with the prevailing trend, there would have been nearly $10 billion of”
State-local capital outlay for health and hospitals during the period.
1952 to 1965, instead of the $5.6 billion that was actually so applied.

The functional class “housing and urban renewal” also reflects an
unusual historical pattern. Capital outlay of State and local govern-
ments for this purpose dropped steadily between 1952 and 1956, and’
did not regain its 1952 level until after 1961. Since then it has con-
tinued upward, but only to a 1964-65 level about one-fourth above the-
1952 level, while total capital outlay of State and local governments:-
nearly tripled during this 13-year interval.
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Fuwnorionan ComMposiTION OF CONSTRUCTION KXPENDITURE

Construction expenditure, as already noted, makes up about four-
fifths of all capital outlay of State and local governments. It is not
surprising, therefore, that the functional distribution of construction
spending, as summarized in table 4 (based on appendix table C) gen-
erally resembles the percentage allocation of capital outlay among
various functions, as shown for the same years in table 3. However,
some differences between the two sets of figures may be noted. Two
components—sewerage and water supply—generally account for larger
percentages of construction expenditure than of capital outlay, indi-
cating that purchases of land and of equipment make up a less-than-
average proportion of all capital outlays for these particular functions.

The reverse is true for three other functions—housing and urban
renewal, and natural resources (each involving a relatively large part
of all capital outlay for acquisition of land) and transit utilities (with
relatively large sums for the purchases of equipment, as distinct from
construction).

TABLE 4.—Percent distribution of construction expenditure of State and local
governments, by function: Selected years, 1952 to 196465

Function 1952 1957 1962 1964-65
Total. - el 100.0 100.0 100.0 100.0
Highways... - R 36.7 41.8 42,7 42.4
Regular State highways._...__.._._.______. 23.0 25.5 32.2 33.2
State toll facilities. 3.6 7.1 10 1.2
Local government streets and highwa; 10.1 9.2 9.5 8.0
Education. .o 22,7 26,5 23.6 23.5
Localschools_._____________________________ 18.9 22.8 18.1 16.5
Institutions of higher education_ ___________ 3.6 3.6 5.4 6.6
Other__.__ R 0.3 0.2 0.2 0.5
Sewerage. 5.9 5.8 6.3 6.5
Water supply - 5.5 6.2 6.0 6.4
Housing and ur 8.8 15 2.8 2.3
Electric utilities.... 2.6 3.9 3.0 2.9
Natural resources........... 2.3 15 2.0 2.3
Health and hospitals I 6.0 3.0 2.5 2.5
Adrports........ 0.6 1.4 1.7 1.4
Local parks and recreation. __. ... _____.__.__ 0.8 1.1 15 1.6
Local transit utilities..____________ R 0.8 0.7 0.2 0.5
Water transportation and terminals. . __.__..___ 1.0 11 1.2 0.9
Other and unallocable (including multipurpose
general public buildings)...... ... ... .._. 6.0 5.6 6.5 6.7

RevatioNn To Oraer Data ox Pusric CoNsTRUCTION

The statistics summarized in table 4, and the related figures detailed
in appendix table C, pertain to amounts expended by State and local
governments for construction, as assembled for annual Bureau of the
Census reports which provide governmental finance data on a fiscal-
year basis. Another statistical series, which has been regularly pub-
lished for many years in the Construction Review (issued by the
Business and Defense Services Administration of the Department of
Commerce) supplies monthly and cumulative annual estimates of the
dollar value of “construction put in place,” including separate figures
on construction of facilities owned by State and local governments.
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Until very recently, the construction put-in-place series was based
upon figures concerning public contract awards, and applied a classifi-
cation pattern (by type of facility) which differed materially from the
functional classification used in Census Bureau reporting of State and
local government finances. Nevertheless, annual aggregates of State
and local government construction, as indicated by these two in-
dependent series, showed a relatively high degree of historical con-
sistency during the past decade, as illustrated in table 5.

TABLE 5.—Comparison of construction evpenditure of State and local yovernmemfs'
in the fiscal years 1954 through 1963 with State-local construction put in place
during corresponding periods

[Amounts in millions of dollars]

Construe- Construc- Difference (with
tion tion put construction expenditure
Fiscal year ! expenditure in place § as the base)
(Aa) (B)
Amount Percent
1963 14,481 14,441 —40 —0.3
1962, e e e amma e e e 13,625 13, 613 —12 —-.1
1961 . 13,214 12,755 —459 -3.5
1960 12, 352 12,294 —58 -5
1959 12,723 12, 208 —515 —4.0
1958, - 11,7 11, 578 —126 1.1
1957 10,386 10, 546 160 1.2
1956, 9, 355 9, 584 229 2.4
1955 e e e e mmma 9, 048 8, 819 —229 -2.5
1954 7,738 7,860 122 1.6
10 years, 195463 - oeooee o ocecaanan 114, 626 113,698 —928 —.8

1 Since the diverse fiscal years which are covered comprise approximately, on a weighted average basis,
the 12 months ending with June of the respective specified years, the amounts shown for *‘construetion put
in place” are also for such 12-month intervals.

Early in 1963, the Bureau of the Census initiated a quarterly sam-
ple survey of State and local government expenditure for new con-
struction, which provides national estimates by level of government
and by function.” Findings from this survey are now being used as
the primary basis for the published current data on State-local con-
struction put in place. The subclassification of the latter series has
also been modified, beginning with the year 1963, and now incorporates
(with some limited differences of terminology) the functional cate-
gories which are reflected in regular Census Bureau statistics on fi-
pances of State and local governments. A detailed explanation of
the present relationship between these two sets of data appear in a
Census Bureau publication (construction reports, series C30-655)
Value of New Construction Put in Place, 1962-65, issued in January

1966.
BorrowiNg 1N Rerarion To Caprrarn Ourray

Total indebtedness of State and local governments at the beginning
of July 1965 was approximately $99 billion, or about 6 times as much
as 20 years before. Most of this development has resulted from the
issuance of debt to finance capital outlays.

Annual Census Bureau reports show $110.1 billion of long-term
borrowing by State and local governments during the 14 fiscal years
from 1952 through 1964-65. Of this sum, $2.2 billion involved long-
term debt for purposes other than capital outlay—mainly for vet-
erans bonuses, but including also debt issued to finance a sizable vet-
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erans home loan program of the State of California. Not all of the
other $107.9 billion was fully applied to capital outlay during this
period; a portion of it was reflected in the growth of bond fund hold-
ings—i.e., proceeds from borrowing not yet disbursed. Census Bu-
reau reports indicate a $4.4 billion increase in such holdings (from
85.4 billion to $9.8 billion) between 1957 and 1965, and bond funds
had also probably grown by at least $2 billion during the preceding
5 years, when no such specific measure was being developed for census
reports. Deducting these amounts from the $107.9 billion of long-term.
debt issued for capital outlay would indicate approximately $101.4
billion as being actually so applied from 1952 through 1964-65. This
is a little more than half of the $194 billion total of State-local capital
outlays during the 14-year period. When corresponding calculations
are carried out on an annual basis for the eight most recent fiscal years
(those for which the necessary detailed figures are available), the
results summarized in table 6 are obtained.

TABLE 6.—Long-term debt issued for capital outlay in relation to capital outlay
expenditure of State and local governments, fiscal years 1958 to 1964—65

Issues of long-term debt applicable Applicable long-term debt issued

to capital outlay 1 (million dollars) as percent of capital outlay
Fiscal year
Total t State gov- | Local gov- Total State gov- | Local gov-
ernments 1| ernments ernments | ernments
9, 258 2,658 6, 600 44.6 20.0 56.9
10, 982 2,796 8,186 57.5 3.7 79.7
9,391 2,152 7,239 52.3 26.5 73.6
8, 351 2,225 6,127 49.7 30.8 64.0
7,479 1,773 5, 706 46.5 25.8 61.8
7,286 1,918 5,368 48.2 29.0 63.2
7, 542 2,119 5,423 49.1 30.0 65.4
7,825 2,136 5,690 55.9 35.9 70.8
8 years, 1958 to 1964-65__ 68,114 17,777 50, 339 50.4 29.7 66.8

h llégxcluding State bonds issued for purposes other than capital outlay, and minus increases in bond-fund
oldings,

In considering table 6, it should be noted that State debt issuance is
being compared with direct State government expenditure for capital
outlay, without any specific allowance for some State payments to
local governments for capital purposes. Most State intergovern-
mental expenditure is not of that nature, and no basis is available for
estimating closely the debt-financed amounts that may be involved.
However, from statistics developed in the 1962 Census of Govern-
ments, it can be determined that State payments to local govern-
ments for educational purposes included about $271 million specifi-
cally for construction or capital outlay. Presumably, also, the bulk
of State intergovernmental expenditure for local highways ($1,327
million in 1962 ; $1,630 million in 1965) is used or available for capital
outlays; in addition, relatively minor sums are distributed by various
States to help finance local capital outlay for various other functions.
Not all such distributive amounts, however, are financed by State bor-
rowing. Even if it were possible to develop data in which all State-
financed capital outlay by local governments were counted as State
rather than local expenditure, the States would still show a consid-
erably lower percentage relationship of debt issued to capital outlay
than would the local governments. This is mainly because highway

70-132—67—vol. 2——5
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amounts, with considerable financing from Federal grants, make up
such a large part of all State capital outlay.

FepeRAL A1 For STATE-LocAL CarrraL Outrays

About one-seventh of all general revenue of State and local govern-
ments during recent years has been received through Federal grants
or other distributive payments. However, of the numerous programs
of Federal intergovernmental expenditure, there are only a few which
are designed primarily to help finance construction or capital outlays.
By far the largest of these is the Federal highway program, which
accounts for about one-third of all Federal payments to State and local
governments. Another sizable component involves distributions for
urban renewal and public housing. (The housing payments do not
specifically finance construction but subsidize low-rent housing opera-
tions undertaken by local governments, and thus indirectly foster
capital outlay for such public housing.) During recent years, Fed-
eral grants specifically for construction or capital outlay purposes .
have amounted to a significant fraction of all capital outlay of State
and local governments for four functions—highways, housing and
urban renewal, hospitals, and airports. For other functions, however,
grants of this sort have represented only a relatively minor percentage
obeSt,?te-local capital spending. These relationships are shown in
table 7. -
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TasLE T.—Federal intergovernmental expenditure specifically for capital outlay
purposes, in relation to capitel outlay of State and local governments, by
Function, 1952 to 1964—-65

Amounts (millions of dollars)

Period (fiscal years) Hous- | Health
Total | High- |ing and] and | Sewer-|{ Air- Edu- Al
ways | urban | hos- age ports | cation | other

renewal| pitals

3,983 675 161 75 71

3,615 543 115 66 65

2,951 359 64 51 52

2,748 309 60 42 57

2, 586 275 66 44 63

2,906 223 58 40 56

2, 580 182 51 36 56

1,477 125 45 17 42

944 112 30 1 19

733 84 24 16

5389 93 30 8

517 58 49 17

517 31 59 27

1952 ... 578 420 9 61 33
1952 to 1964-65 (14 years) 32,487 | 26,566 [ 3,078 873 582
1952 to 1963-64 (13 years) 27,452 | 22,583 1 2,403 712 511
1958 to 196364 (7 years)- 22,435 | 18,863 | 2,016 459 301
1952 to 1957 (6 years)...... ... 5,007 | 3,720 387 253 120

Percent relation to State and local capital outlay for corresponding
functions

Period (fiscal years)
Hous-_| Health
Total | High- |ing and] and | Sewer-| Air- Eduo- All
ways | urban | hos- age ports | cation | other
renewal| pitals

1964-65__ ... 24.2 47.8 85.0 32.6 6.8 27.2 0.6 0.9
196364 23.3 45.4 74.5 27.5 6.0 29.8 .9 .2
19.7 39.1 43.2 15.3 4.8 23.1 1.3 .1
19.4 39,4 39.6 14.7 4.7 22.5 10 feeo
19.2 39.9 45.5 17.4 6.1 20.1 15 (.
22.2 45.8 40.0 14,3 5.2 23.0 1.9 4
19.3 38.8 48,1 1.2 5.1 24.3 L7
12,7 25.6 34.2 9.9 2.6 15,3 2.0 |-
9.3 18.1 39.6 8.5 0.2 11.3 2.0 |-
8.3 15.7 35.4 7.9 13.4 2.7 |-
7.8 13.9 30.5 9.0 1.8 3.9 |
8.2 15.0 13.2 12.5 24.6 4.1 |
9.3 17.3 6.4 15.4 46. 6 5.1 .
1962 o 7.8 15.6 1.4 15.8 67.3 3.2 .
1952 to 1964-65 (14 years) . __.__ 16.7 33.5 415 15.6 27.8 2.0
1952 to 1963-64 (13 years) _ . 15.8 31.8 36.3 14.0 22.3 2.2
1958 to 1963-64 (7 years) . .. 19.6 39.5 47.5 15.6 22.2 14
1952 t0 1957 (6 years) - o ... 8.5 16.0 16.3 1.7 22.6 3.4 oo

1 Less than 0.05 percent.
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Tapry 8—DBstimated distribution of major sources of finamcing of State end
local government capital outlay, selected periods, 1952 to 1965

Amounts (millions of dollars)

Long-term debt issues | Federal intergovern-
applicable to capital mental expenditure

Period (fiscal years) outlay 1 specifically for capital | Other
Total outlay purposes finane-
capital ing
outlay sources 2
State | Local For
Total | debt | debt | Total | high- | Other
ways

1964-65__ ... 20,771 | 9,258 | 2,658 | 6,600 [ 5,035 | 3,983 | I, 052 6, 478
1963-64_. - 19,087 | 10,982 | 2,796 | 8,186 | 4,453 | 3,015 838 3,652
1963... 17,946 | 9,391 | 2,152 | 7,239 | 3,533 | 2, 951 582 5,022
1962. .. 16,791 | 8,351 | 2,225 6,127 | 3,257 | 2,748 509 5,183
1961.. 16,091 { 7,479 | 1,773 | 5,706 { 3,008 | 2, 586 507 5,519
1960. - 15,104 | 7,286 1,918 | 5,368 3,353 | 2,906 447 4,465
1959. .. 15,351 | 7,542 | 2,119 5423 [ 2,969 | 2, 580 389 4,840
1958 . 13,986 | 7,825 2,136 | 5,600 1,777 1,477 300 4,384
1052 to 1964-65 (14 years) _co-ma--me-v 194, 303 {102, 541 (® ®) 32,487 | 26,566 | 5,921 | 59,275
1952 to 1963-64 (13 years). ----|178,551 | 92,141 ) ) 27,452 | 22,583 | 4,869 | 53,958
1058 to 1963-64 (7 years)... ~T|114,356 | 58,865 | 15,119 | 43,739 | 22,435 | 18,863 | 3, 572 | 33,065
1952 to 1957 (6 years)... -] 59,195 | 33,285 3 3 5,017 | 3,720 | 1,297 | 20,893
1058 to 1964-65 (8 years) —cccammammaee 135,127 | 68,114 | 17,777 | 50,339 | 27,470 | 22, 846 | 4,624 | 39,540

Percent distribution

Long-term debt issues | Federal intergovern-
applicable to capital mental expenditure

Period (fiscal years) outlay ! specifically for capital | Other
Total outlay purposes financ-
capital ing
outlay sources 2
State | Local For
Total | debt debt | Total | high- | Other
ways

196465 - - ccemcceimmmemmmm e 100.0 44.6 12.8 31.8 24.2 19.2 5.1 3.2
1963-64. .- .| 100.0 57.5 14.6 42,9 23.3 18.9 4.4 19.1
1963. - 100.0 52.3 12.0 40.3 19.7 16. 4 3.2 28.0
1962. - -} 100.0 49.7 13.3 36.5 19.4 16. 4 3.0 30.9
1961._. -| 100.0 46.5 11.0 35.5 19.2 16.1 3.2 34.3
1960. - 100.0 48.2 12.7 35.5 22.2 19.2 3.0 29.6
1959 .. 100.0 49,1 13.8 35.3 16.3 16.8 2.5 3L 5
1958.... -| 100.0 56.9 15.3 40.7 12.7 10.6 2.1 3L3
1952 t0 196465 (14 Y€ars) ccomeeae—-- 100. 0 52.8 ®) ) 16.7 13.7 3.0 30.5
1952 to 1963-64 (13 years).. 100. 0 53.1 3) (3) 15.8 13.0 2.8 3L1
1958 to 1963-64 (7 years)... 100. 0 51.5 13.2 38.2 19.6 16.5 3.1 28.9
1952 to 1957 (6 years)...--- .| 100.0 56,2 [©)] ®) 8.5 6.3 2.2 35.3
1948 t0 1964-65 (8 Yars)cococmeummne-- 100.0 50. 4 13.2 37.3 20.3 16.9 3.4 29,

o1 Exclutdintg long-term debt issued for other than capital outlay, and net of increases in bond fund hold-
ings; see text.

7 Galeulated as a residual for the various periods reported.

3 Not available.

OTHER SOURCES OF FIiNANCING

As indicated by the foregoing discussion, long-term borrowing has
in recent years financed slightly more than one-half of all capital out-
lay of State and local governments, and Federal grants for capital
purposes have equalled about one-fifth of the outlay total (or some-
what more than this after 1963). Accordingly, other means of financ-
ing have typically accounted for somewhat over one-fourth of all State-
local capital spending. A summary of these several financing com-
ponents appears in table 8, which provides data for various groups
of years since 1952 and on an annual basis from 1958 to 1965.
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There is no basis for estimating in detail the origin of the “other
financing sources” shown in table 8. It is reasonable to presume that
a considerable portion came from tax collections, in view of the im-
portant place of taxes in the revenue structure of State and local gov-
ernments. However, nontax revenue sources are relatively more sig-
nificant than seems often to be recognized, and these have also, direct-
ly or indirectly, financed an indeterminate portion of State-local capi-
tal spending.

Some background on this score is provided by table 9, which sum-
marizes State and local government revenue in 1963-64 by source.

TABLE 9.—Revenue of State and local governments, by source, 1963—64

Amount Percent
(in millions distribution
of dollars)
Total 81,455
Insurance trust revenue. _. 7,038
Federal grants for capital outlay ! 4,453
Allother__. 69, 964
Federal intergovernmental revenue (other than grants for capital outlay,
shown above)__ .. 5, 549 7.9
Taxes. ... 47,785 68.3
State-imposed 24,243 34.7
Locally imposed 23, 542 33.6
Current charges. 7,491 107
Miscellaneous general revenue 3,164 4.5
Utility revenue 4,616 6.6
Liquor stores revenue. . . 1,359 19

1 As so classified in table 7.

The several revenue components appearing in table 9 which pertain
to receipts from current charges or the sale of services and commodi-
ties can be associated with particular governmental functions. For
these, accordingly, table 10" provides a comparison of revenue and
expenditure amounts, by function.

The figures in table 10 illustrate the very wide range in the extent
to which particular services of State and local governments involve an
element of “self-support.” Receipts from charges or sales represent
only a relatively minor financing source for most functions. However,
for local utilities, publicly operated liquor stores, and certain other
functions, such revenue actually tends to equal or exceed current ex-
penditure and thus to provide surplus resources, available to meet
capital requirements of the particular function involved or to help
finance other spending. These variations illustrate why it is not fea-
sible to estimate closely, in detail, the origins of the “Other financing
sources” for capital outlay of State and local governments, as shown
on a summary basis in table 8. :
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TasLe 10.—Revenue of State and local governments from current charges and
utility and liquor store sales in relation to expenditure amounts, by function:
1963-64

[Amounts in millions]

Percent relation of
Revenue Expenditure charges or sales
from revenue to—
Function current
charges
or sales Current Total Current
Total only expendi- expendi-
ture ture

Total 13,466 75,486 56,399 17.8 23.9
General government functions....-.co-—-.. 7,491 89,302 51,847 10.8 14.4
Educstion 2,811 26, 533 21,959 10.6 12.8
Highways... 1499 11,664 3,705 4.3 13.5
Hospitals. 1,206 4,171 3,768 28.9 32.0
Sewerage . ——— 468 1,515 420 30.9 111.4
Sanitation other than sewerage__._.... 174 752 699 23.1 24.9
Local parks and recreation._... 143 1,022 690 14.0 20.7
Natural resources o ~wee-- 212 1,835 1,143 11.6 18.5
Housing and urban renewal 414 1,142 413 36.3 100.2
Alrports.. oo 234 359 141 65.2 166.0
‘Water transport and terminals... 171 201 118 58.8 144.9
Parking facilities. . . ..___..._. 152 114 49 133.3 310.2

All other or unaliocable 2. __ 1,007 19,904 18, 742 5.1 5.4
YLocal utilities 3__ 4,616 5, 06 3,436 9.1 134.3
Water SUpPPlY---ccemmeeanan 1,917 2,255 1,307 85.0 146.7
Eleetric power. 1,718 1,614 1,123 106.4 |, 153.0
Transit 716 048 793 75.4 90.2
Gas supply. 266 251 213 106.0 124.9
Liquor stores. 1,359 1,117 1,116 121.7 121.8

1 State governments only; mainly from toll highway charges.

2 Includes public welfare, police, fire protection, correction, and various other functions for which
“charges revenue”’ data are not separately available.

3 Expenditure amounts shown include interest on debt for utility purposes.

Sources AND LiMITatIoNs oF Data

The statistics shown in this study with respect to capital outlay and
other expenditure, revenue, and indebtedness of State and local gov-
ernments are nearly entirely from publications of the Bureau of the
Census: primarily the annual reports Government Finances in [year],
and Compendium of State Government Finances in [year], and a re-
port of the 1962 Census of Governments (vol. VI, No. 4) entitled
“Historical Statistics on Governmenial Finances and Employment.”

All the fiscal-year amounts which are shown or included for local
governments are estimates subject to sampling variation, except
amounts for 1957 and 1962, which are based upon the comprehensive
Censuses of Governments conducted for those years.

The data shown in table 5 concerning State-local construction put
in place are from the Construction Review, and are based upon Census
Bureau data derived from figures on public construction awards.

The fiscal-year amounts shown for 1963 and earlier periods pertain
to governmental fiscal years which ended during the respective calen-
dar years specified. A shift was initiated in Census Bureau financial
reports after 1963, whereby local governments are grouped in terms
of fiscal years ended in June or the 11 previous months. As thus
grouped, the local amounts included here for 1963-64 and 196465 are
for a period averaging about 3 months earlier than on the previous
reporting basis.
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The coverage layout of various tables has necessarily been influenced
by differencesin the extent of data available for various prior periods.
Some presentations are limited to the period from 1958 on, and some
to the years beginning with 1952, with only a few series shown for the
alternate (even-numbered) years from 1946 to 1950. Similarly, limi-
tations in the amount of information available in earlier intervals have
been taken into account in the summarization of data for various
groups of years in certain tables.
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CHAPTER 2
Financing by Private Nonprofit Organizations*
A. NaTture oF MARKRET

Private, nonprofit organizations during the past several decades
have benefited substantially through the expanded interest among
lenders in providing practical, economic loans for needed expansion
of facilities. Today the market for such loans includes underwriting
for public distribution and direct loans by insurance companies, banks,
pension funds, labor unions, and so forth. Sound underwriting prac-
tices by underwriters specializing in the field has contributed to out-
standing performance on issues sold publicly for an extended period
of years. This exemplary performance record obviously influenced
large unit buyers to accelerate an increase in their holdings in this
classification by larger participations in publicly distributed issues and
by becoming direct lenders. Thus for a period of years there has been
very active competition among underwriters and lenders to acquire
the obligations of nonprofit organizations whenever the quality of the
credit could be established.

The quality of each specific loan has had a direct bearing on _the
breadth of its marketability. Obligors with a good past record of
earnings and a showing of ability to comfortably service the proposed
indebtedness have usually been pursued by several lenders. At the
other extreme there have been some loan proposals where the absence
of performance or the uncertainty of future potential resulted in a
general lack of lenders’ enthusiasm for the project. Since the great
majority of private nonprofit organizations are well managed, the
" overall general experience nevertheless has been favorable for
borrowers.

1. SIGNIFICANT INVESTOR GROUPS

From the beginning of institutional financing right up to the present
time, the participation of the private, individual investor has been of
great importance. Sales of $500 bonds and an annual average unit
sale of less than $2,500 was the general experience of pioneer dealers in
church bonds. Today, individuals buy in much larger units; $25,000,
$50,000, or $100,000 purchases by one person are fairly frequent. Cur-
rently, with the addition of large block sales to insurance companies
and other institutional accounts, the average unit sale has increased
substantially, Thus the total dollar volume of securities purchased by
individuals has increased constantly and very substantially. For most
of the past 20 years individual investors have accounted for more than
50 percent of the total volume of nonprofit-organization securities sold.

*Prepared by Arnold H. Moeller, secretary-treasurer, B. C. Ziegler & Co., West
Bend, Wis., with minor editing by committee staff.
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70 STATE AND LOCAL PUBLIC FACILITY FINANCING

. Banks have a long record of participation in publicly distributed
.issues of securities in the “church, hespital, private school, and homes:
for the elderly” classification. Since most issues are set up with
required serial retirements, banks investing their own discretionary
-funds find the vehicle well adapted to their requirements and at rates
that are usually somewhat higher than they would be able to procure
elsewhere for the same term and with comparable marketability.
Owing to certain classifications by some bank examiners in some areas,
less-aggressive bank officers have become reluctant buyers, or even non-
participants. However, this has not been a major deterrent in
distribution. :

" The volume of securities in this classification sold to insurance com-
panies shows substantial growth during the past two. decades. Also,
some direct lending has been done by insurance companies particularly
in.the last decade. The success of publicly distributed issues attrib-
utable to some degree to sound underwriting practices has contributed
to the broadening market in the insurance company investment port-
folio. Since the investment of insurance company funds is to a large
degree controlled by State or Federal regulation, underwriters have
also found it expedient to set up many of their larger offerings so that
they 'adequately. meet the prescribed insurance portfolio investment
requirements. Participation by pension funds, labor unions, and other
similar investor accounts has to a large degree followed the pattern
of insurance company participation, except that the aggregate total
dollar volume has not yet been developed to any large extent.

2. UNDERWRITERS AND DISTRIBUTORS

Church and hospital financing through underwriting securities issues
is' centered in the Midwest. Other houses in various sections of the
country participate in the distribution of church, hospital, and private
school bonds.. Dealer participation can be summarized in these three
classifications: '

1. Underwriters specializing in underwriting and distributing
publicly offered issues of bonds and notes for private, nonprofit
organizations,

9. Underwriters who occasionally enter the field either as part
of a syndicate or as sole underwriter, and ;

8. Securities dealers who participate in distribution, without

- making any substantial advance commitment. ,

-In the Middle West there are about 10 underwriting firms which
definitely specialize in originating, underwriting, and selling securities
for religious, educational, and other not-for-profit organizations.
Their service is extended to borrowing institutions from coast to coast.
The volume of dollars provided annually by these underwriters for
local public facilities probably exceeds the total dollars loaned to such
institutions through any other specific source. These underwriters by
careful selection of loans, by employment of sound underwriting prac-
tices, and by persistent publicity, popularized these securities as invest-
ments for the wide variety of accounts now holding this type of bond
or note. . : .

Distribution of larger issues sometimes is accomplished by the joint
efforts of several securities houses. Included in the selling group there
occasionally are houses whose principal distribution lies in other fields
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such as municipals, stock or mutual funds. There are within the 50
States-of the United States no less than 500 offices of licensed securities
dealers who serve an investor clientele by providing obligations of non-
profit organizations for the investment of available funds. A dealer’s
investor clientele will include individuals, banks, insurance companies,
and all other investor classifications included in the specializing under-
writer’s various participants.

B. VoLuMe axD CHARACTERISTICS

1. VOLUME OF ANNUAL SALES

The volume of obligations issued by private, nonprofit organizations
during the years 1946-65 can only be approximated. There is no
known authoritative source of comprehensive information on the sub-
ject. The figures presented here are estimates made by the author of
this chapter from separate and incomplete information studied care-
fully in compiling these facts:

EBstimated volume of obligations issued by private nonprofit organizations
during the years 1946-65

Year Number Amount Year Number Amount

30 $15, 200, 000
30 19, 250, 000
40 18, 200, 000
48 20, 500, 000
60 25, 000, 000
60 28, 000, 000
60 28, 000, 000
62 36, 000, 000
76 34, 000, 000
95 52, 000, 000

100 | $47, 000, 000
105 69, 000, 000
120 90, 000, 000
110 | 105,000, 000
120 | 138,000, 000
150 | 134,000, 000
160 | 181, 000, 000
160 | 200, 000, 000
180 | 235,000, 000
206 | 237,000, 000

2. FINANCIAL CHARACTERISTICS OF LOANS

Borrowing by private nonprofit corporations has been frequently,
but not exclusively, secured by a first mortgage lien on the primary
properties of the borrower. In recent years financing through issu-
ance of unsecured notes has been employed in situations where bor-
rowers have exhibited a strong financial situation. Catholic dioceses,
large religious orders, and national organizations of Protestant denom-
inations have been served frequently by negotiation and sale of unse-
cured loans. The trend has been in the direction of wider use of
the unsecured note type of lending. This trend is illustrated in the
following tabulation compiled from the records of one large under-
writing firm:
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Issues underwritten and distributed

1st mortgage Unsecured 1st mortgage Unsecured
loans ) notes loans notes
Year Year
: - {Percent| Num- |Percent} Num- Percent| Num- | Percent| Num-
of ber of ol ber of of ber of of ber of
dollars | Issues | dollars | issues dollars | issues | dollars | issues
loaned loaned loaned loaned
79 13 21 1 63 40 37 13
92 11 8 3 83 48 17 14
97 21 1 58 37 42 17
72 21 28 3 39 37 61 24
79 28 21 2 7 64 29 26
93 28 7 2 50 44 50 34
74 27 26 3 43 48 57 24
79 27 21 4 55 56 45 35
68 29 32 9 87 59 33 37
67 33 33 16
79 39 21 12 60 720 40 280

- -Concurrently there has been a tendency to lengthen out the term of
loans made to this broad classification of borrowers. Several decades
ago loans were made principally for a maximum period of 10 years.
By 1946 the most commonly used amortization period was 15 years.
Recently conventional loans have been frequently set up for serial
retirement over a 20-year period. Within the past 3 years a small
number have been arranged with terms up to 40 years. The increasing
participation of insurance companies and pension fund portfolios in

ublicly offered issues of this classification and the preference of these
investors to put their funds out for long periods of time are factors
which have made it practical to offer longer term loans to nonprofit
organizations. The following schedule indicates the very modest
changes in this direction through 1962, and the perceptible change

within the past 3 years:

Sample of issues underwritien

Term Term
Year Year
11010 |11 to 20 | 21t0 30| Over 30 1t010 {11t020]21t030 | Over30
years years years years years years years years
54,5 | 455 57.0
56.0 44,0 |oecmccecfemamcene 51.0
4.0 56,0 - 50.0
67.0 33.0 50.0
55.0 45,0 Jocceacanfecemnnnn 52.0
64.0 36.0 47.0
70.0 30.0 50.0
66.0 35.0 42.0
56,0 44.0 37.0
56.0 44.0 - 36.0

3., PRINCIPAL BORROWERS AND PURPOSES OF ISSUES

Churches and synagogues issued the greatest number of loans in the
rivate nonprofit corporation classification during the past 20 years.
owever, hospitals and educational institutions borrowed a larger
amount of money than churches and synagogues during this period.
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By classifying 1,000 units of financing underwritten during the years
1946-65, the following comparative figures were developed:

Proportion

Number of of total

issues dollars
borrowed -
Hospitals 286 42,2
Churches and synagogues... - 452 20.5
Edueational institutions, 204 30.'5
Nursing and retirement homes. . . 49 5.7
Other.__ 9 1.1
Total 1,000 100.0

The concept that church and state should exist as independent in-
stitutions has historically been an important factor in the growth and
development of many private nonprofit organizations. Church mem-
bers have supported their denominations with a fervor and zeal that
made church building projects feasible. A high percentage of the
Nation’s voluntary nonprofit hospitals are church affiliated. Many
other institutions such as homes for the elderly, nursing homes, or-
phanages and homes for the handicapped and underprivileged trace
their origin to the work of some religious denomination. Statistics
published by the American Hospital Association show a substantially
higher number of patient admissions into voluntary nonprofit hospitals
than to any other class of hospital facility. Care of the sick and
needy is accepted by many religious denominations as both an oppor-
tunity and a duty. '

Religious considerations are involved also in financing church-.
related institutions. Some large denominations avoid financial and
other types of assistance which may be available through local, State,
or Federal agencies. A strong competitive situation among lenders
specializing in lending to this classification has been of continuing
benefit to these organizations.

‘While lender and investor motivations for serving private nonprofit
organizations have been and should be largely economie, there is
a consistent and growing participation which transcends economics.
Private people investing their own funds include altruism with eco-
nomics in making a selection. Many want their invested funds to
not only earn a reasonable rate of interest and to be repaid at maturity,
but they want their investment to assist in some project which the
regard as beneficial to some segment of society. Earlier in this arti-
cle reference was made to the experience of pioneer underwriters and
the growth of personal investments over the ensuing years. Undoubt-
edly private investors will provide the most consistent source of addi-
tional fundsin the yéars ahead.

C. Forure ProspecTs

The outlook for the future in private financing for private nonprofit,
religious, educational, and charitable organizations 1s very favorable.
The three essentials for this traffic are (1) availability of loans, (2)
availability of investable funds, and (3) the facilities for serving
both the borrower and the investor.
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1. AVAILABILITY OFVLOANS‘

There is every indication that borrowing of substantial amounts of
money will be done by churches. Population is increasing, church
membership in many areas and in many denominations is increasing
more rapidly than total population. Thus places of worship will
be enlarged, replaced, and supplemented by organization of entirely
new congregations. Likewise funds will be sought for building
parochial schools at thie primary, secondary, and college levels. In
some very sizable religious denominations church instruction is con-
centrated into Sunday school and/or Bible class program. KEduca-
tional plants for these programs, too, will require expansion.

The pressure to build more hospitals and to enlarge existing hos-
pitals is evident through study of these and other factors:

1. The Nation’s increasing population; o L

2. Broadening of the scope of health services performed in
hospitals; : , .

3. Popular acceptance of techniques performed by doctors in
hospitals; ’

4. Hospital insurance;

5. Medicare; :

6. Health education—Preventive medicine; and

7. Lengthening lifespan.

The Hill-Burton grants of Federal funds to hospitals, usually for
one-third of the cost of a hospital building project has assisted ma-
terially in keeping available hospital facilities reasonably current with
the need. In connection with most hospital building projects bor-
rowed funds are required, whether or not a Hill-Burton grant was
involved. It has been a very satisfactory combination, and an effec-
tive method of accelerating expansion of available hospital facilities.

Still other loans will be required for the building of nursing homes,
homes for the elderly, public rental housing, etc.” In the past some
projects in these relatively newer public facility fields have been
obliged to search diligently for loan funds unless the obligation was—

1. Insured by an agency of the Federal Government;
2. Guaranteed by an agency of the Federal Government;
3. Guaranteed by a strong religious denomination
4. A satisfactory past performance record ; or ‘
5. Based on a recent demonstration of strength such as par-
*ticipation in a building fund campaign.

2., AVAILABILITY OF INVESTABLE FUNDS

_Asthe Nation’s economy expands, the opportunities for savings are
simultaneously expanded. Large portions of the savings can and
usually are productively invested for extended periods of time.
Selection of the specific vehicle for investment various among types
of investors and with further changes related to trends in economic
conditions. The past record of performance of a general investment
classification, the relative rate of return which it offers, and the con-
tracted term of arrangement are all factors which determine relative
popularity of a specific type of investment at a particular time.

Since the overall performance record of church, school, and hos-
pital bonds and notes of private nonprofit organizations has been for
an extended period of time far better than the average for all debt
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securities, it seems very probable that the future market for this class
of securities will tend to broaden. While there have recently been a
few scattered instances of promotional lending, it is assumed that
unworthy loans are not likely to interest the careful and informed in-
vestor. Historically securities in the religious and nonprofit corpora-
tion category have yielded the investor a somewhat higher interest
return so that individuals, banks, insurance companies, pension funds,
etc. have found it profitable to participate in these issues. It is as-
sumed that future financing will have a similar relative degree of varia-
tion in yield and return. The practice of providing for serial retire-
ment of loans is almost universal with religious and nonprofit orga-
nization loans. It has long been a characteristic of this type, and the
practice may thus have contributed substantially to the excellent per-
¥ormance record. The serial mechanics have, moreover, been an im-
portant factor in marketing. Some investors require liquidation at
certain dates and prefer to hold an obligation that matures at the ap-
propriate time ratl})xer than rely on the marketability of some security
which is due and payable at a later date. Church, school, and hospital
loans are usually written for a shorter term of years than other cor-
porate or utility obligations. Thus the combination of serial maturi-
ties and relatively shorter maximum term and a fair rate more ideally
meet the requirements of investors than many other types of invest-
ment opportunities.

The continuance of sound lender and underwritingilpractices, the
continuing excellent performance of loans and issues in the private non-~
profit organization group, adequate competitive rates, and mechanics
tailored to meet the investor’s preferences and requirements are of
importance to all segments of the securities market. As the total
volume of individual savings grows, the volume of purchases in the
group under study should grow. Likewise in periods of healthy
economic climate participations by institutions should grow. How-
ever, it is likely that the underwriting industry will not be content to
rely merely on normal volume increases. This has been a fairly com-
petitive and aggressive field, and there is every likelihood that effective
promotion of the product will further expand its total volume.

3. FACILITIES FOR SERVICE

Church, school, and hospital financing in volume is currently feasible.
largely because the field was soundly developed by securities under-
writers. Persistent education and selling for more than a half cen-
tury was involved in getting recognition from investors over a wide

geographic area and in getting recognition among financial analysts
for larger institutional accounts. Many issues are listed in the reports.

of the valuation committee of the National Association of Insurance
Commissioners as being “Eligible for Amortization” when included
among insurance company investments. A goodly number of the
larger issues have been rated by Fitch Investors Service, New York.

There is keen competition among the top underwriters in the field.
During recent years several large insurance companies, metropolitan
banks, labor union treasuries and pension funds have been interested
in direct loaning. The outlook for the future is that sound institutions

with a sound building or expansion project will be well served. Unique.

70-1832—67—vol. 2——=6
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in this specialized field of finance is the combination of several strong.
motivations; namely, (1) the usual and customary desire to produce
a profit, (2) betterment of facilities and environment for mankind,
and (3) preservation of a virile religious influence through nnprove—
ment of churches and church institutions.



CHAPTER 3

State Aids for Local Public Facilities*

INTRODUCTION

In the years since World War II growth in population and the
movement of people from citiesto suburbs have created a great demand
for public services and public facilities. The newly populated suburbs
have required new schools, new roads, new libraries, new sewerage
facilities, new fire stations, and so on. At the same time, in the cen-
tral cities especially; but also in the rural areas, the inadequacies of
public facilities constructed before the 1980’s became apparent. Over-
crowded, antiquated schools, and narrow streets unsuited to postwar
traffic flows cried for attention as did the lack of facilities for such di-
verse public services as recreation, public health, and sewerage. This
demand for public construction often far outran the ability of the local
government to finance it.

To what extent have the States come to the aid of local government
in building public facilities? This study investigates the functional
areas in which localities receive State aid for capital outlay, the cri-
teria for distributing such aid, and the growth of State aid in the
postwar period. Italso attempts to arrive at some conclusions as to the
possible future course of State aid for capital outlay.

The accurate assessment of State aid for capital outlay has been ham-
pered severely by lack of adequate data. Only in the area of highways
is detailed annual data by State available and the nature of highway
financing necessitates estimation of that portion of aid going for con-
struction purposes. In the area of education, not only is some con-
struction aid hidden in general aid programs, but also the national
total of aid for capital outlay is reported only biennially.! Data on
other aid is available only in census of governments years. Since there
is great variation in capital outlay expenditure and in aid for capital
outlay from year to year, the conclusions drawn from just 3 years may
be misleading.

The 1962 Census of Governments is at present the most recent source
of fairly comprehensive information on State payments to local
governments. The detailed discussion of the range of State aid pro-
grams is thus based on that year, and primarily upon the data from
that publication. Where necessary, data originating in publications

*This report prepared by Carol S. Adams and Eugene P. McLoone, with minor
editing by committee staff. It draws on the work of the State-local finances
project under the direction of Selma J. Mushkin—a project of research and
education supported by a special grant from the Ford Foundation to the George
‘Washington University.

1Tn U.S. Office of Education, Statistics of State School Systems, biennial survey of
education in the United States.
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of the Bureau of Public Roads, U.S. Public Health Service, U.S. Office
of ]é?ducation and the Council of State Governments also have been
‘used.

This investigation has been concerned only with the State govern-
ments. In the past, most of Federal aid to local governments has been
channeled through State governments. Thus, under the census defini-
tion of State payments to local governments, these Federal funds would
have appeared as State aids. Because the census does not for some
States report separately Federal and State contributions to local
programs, it was necesary to exclude some entire programs in some
States from our totals. The major Federal programs which were
affected to some extent by this treatment are return of Federal grazing,
mineral, and forest revenue to county of origin for roads and schools,
and Federal aid programs for hospital construction and airport con-
struction.

The dollar amounts cited in the tables apply only to aid by States.
to local government for public facilities. In addition, in some func-
tional areas, some States have aided private facilities. When possible.
such programs are mentioned ; however, data on the amounts of such.
aid are not available nor is information on criteria for distributing it.

THE SCOPE OF STATE AID

In contrast to the Federal Government, whose initial aid program in.
a functional area is often for construction purposes, State govern-
ments have concentrated aid for current operations. Only a little over-
6 percent, of all State aid in 1962 was specifically for capital outlay.

State aids for construction of local facilities are widespread how-
ever, in two functional areas—highways and education. In the fiscal
year 1962 State aid financed 16 percent of municipal and county road
and street construction, and some 12 percent of local school construc-
tion. All other functional areas receive relatively small State con-
tributions for local public facilities and accounted for only about 10
percent of State aid for capital outlays in the fiscal year 1962. Table
1 shows the aid for capital outlay for each function given by each
State in 1962. Table 2 shows total capital outlay and State aid for
capital outlay for each functional area. , )
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TABLE 1.—State aid for capital outlay, by function and by State, 1962

{In thousands}

Education
State Total Highways Local schools Other
Junior
colleges
Grants Loans

Alabama. .o looooooooo. $8, 924 $6, 401 $1,995 488 | oo

Alaska 884 | __ Fi5% 72 (U R, $352
Arizona. 2,749
Arkansas 2,683
California......_....______ 118,935
Colorado , 120
Connecticut... 14,221
Delaware 12,491
Florida. 34,877
Georgia. 32,943
Hawaii_ 11, 631
Idaho. 1,701
Tlinois. 22,572
Indiana_. ... ___________ 13,973
Towa. oo oo - 9, 944
Kansas. .o cococcccimomacans 1,491
Kentucky _ _..__________ 437
Louisiana_.._..______. 2,833
Maine__.__...o..... 1,813
Maryland - ________.___ 38, 348
Massachusetts ... 22,933
Michigan_____________ 34, 598
Minnesota. 7,054
Mississippi. 12,377
Missourio_-.oo_____ 2,960
807
4,419
524
New Hampshire 1,375
New Jersey.__.--- 19,147
New Mexico.. 799
New York.__._.__ 75,101
North Carolina._. . 1, 505
North Dakota. ... 1,617
hio_ oo 27, 326
Oklahoma.____.___. 7, 406
OTegon _ - _noovvammnn 5, 521
Pennsylvania.._.._. 56, 996
Rhode Island._..___. 1,675
Bouth Carolina__... 3,814
South Dakota______ 1,459

“Wisconsin. .
Wyoming. ... ...

691, 527

259, 300

247,944

111, 939

1 Estimated.

2 States have programs, but 1962 expenditures not available.
3 States have programs, but gave no aid in 1962.

Source: U.S. Department of Commerce, Bureau ofjPublic Roads, “Highway Statistics,” 1962; Bureau
of the Census, “State Payments to Local Governments, Census of Governments,”” 1962, vol. VI (topical
studies), No. 2; U.S. Office of Education, Bureau of Educational Research and Development, Public School

Finance Programs, 1962-63.




{0 STATE AND LOCAL PUBLIC FACILITY FINANCING

TaBLE 2—Capital outlay by function, by level of Government, and State aid, 1962

[In millions]
Total State direct | Local direct | State aid

Education_._.__... $4, 009 $988 $3, 021 $374

Higher education. .. 949 854 95 14

Local schools.. 3,026 100 2,926 360
Highways.... 6,978 5,403 1,575 258
Hospitals__.. 382 176 207 9
Sewerage..__. 886 [-aecemeee o 886 6
Local parksand recreation._ ... .. ... __ 269 [ . 269 1
Natural resourees .. ooooooeoo.o - 344 161 183 15
Housing and urban renewal._.___ 781 2 779 32
Alir transportation 253 26 227 . 215
Water transport and terminals, 185 52 133 ® .
Correction._ .. 128 81 47 |ceieaeiam

1 Includes flood control.
2 Includes Federal aid.
3 Aid amounted to only $400,000.

Source: U.S. Bureau of the Census, “State Payments to Local Governments,”” Census of Governments,
1962, vol. VI (Topical Studies) No. 2; “ Compendium of Government Finances,”” Census of Governments,
1962, vol. IV (Government Finances) No. 4.

Hicaways

More States have programs of aid to localities for highways than
for any other purpose. In the fiscal year 1962, some $1.3 billion of
aid was given to local governments for county and city roads and streets
by 47 States; all States except Alaska, Montana, and West Virginia.
West Virginia has taken direct responsibility for local roads, so that
comparable outlays appear as direct expenditures in the West Vir-
ginia accounts.

In the fiscal year 1962, States gave $830 million in aids to counties,
$400 million to municipalities, $93 million to townships, and a very
small amount ($0.15 million) to special districts. In this year, coun-
ties and townships together devoted a total of $814 million of local
receipts for highways, while municipalities devoted $1,145 million
of local receipts for highway purposes. Thus, while State grants to
counties and townships constituted about half of total receipts, State
grants to municipalities amounted to only one-fifth of total receipts.
Table 3 shows major sources of highway finance and State aid for high-
way construction over the period from 1946 to 1962.

The amount of State funds used for capital outlay can be estimated,
although the moneys of all but a few State aids are placed in the gen-
eral highway funds, not earmarked for specific purposes. We estimate
that in 1962, $258 million or 20 percent of total State aid was used for
capital outlay. In addition, some $327 million was spent directly by
the States for capital outlay on local roads.

There are four general categories of State aid for highways:

1. Shared taxes.

2. Grants-in-aid.

3. State bonds for local road construction.

4. Reimbursement of local governments for work done on State
highways.
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SHARED TAXES

Thirty-six States have earmarked a portion of State revenue, total-
ing $886 million in 1962, to be returned to local governments for high-
ways. The taxes so earmarked are diverse, although most of the reve-
nue devoted to highways comes from the taxing or licensing of auto-
mobiles or gasoline. The rationale for earmarking these revenues for
highways is that the highway users are thus paying for highway main-
tenance and construction. '

In 26 States the motor fuel sales tax is shared with counties
and/or cities. In 12 States, motor vehicle license revenue is
shared ; in some of these States only fees from commercial vehicle li-
censes are shared. Eight States return a portion of “highway user
revenue,” (which includes one or more of gasoline tax, registration
fees, weight taxes, and other taxes pertaining to highway users).
Colorado diverts part of its motor vehicle property tax to local govern-
ments and Florida shares its auto transportation mileage tax.

Other States devote portions of taxes not closely connected to high-
way use to local roads. Arkansas, North Dakota, and Oklahoma share
their severance taxes with local governments; Mississippi, part of its
general sales tax revenue; and South Dakota, its fish and game license
revenue.

TABLE 3.—The role of State aid in the financing of local roads and streets, 1951-63

[In millions]
. Ratio of State aid
Year State aid Federal | Borrowing Total State aid Capital | for capital
aid receipts to net outlay outlay
receipts 1

$696. 0 $9.0 $304.2 $2,122.0 0.385 $715.0 $154.7
762.0 17.7 550.3 2, 540.8 386 860. 0 112.7
823.2 18.7 353.5 2, 506. 0 386 956. 0 225.3
888.0 18.7 405. 4 2,685. 4 393 1,016. 0 232.6
921, 4 16.8 614.6 3,015.8 386 1,089. 0 176. 6
991. 9 21.3 492, 8 3,068.0 388 1,037.3 203.0
1,084.1 28.3 571.5 3,344.0 396 1,132.5 208.6
1,126.7 26.3 513.8 3,397.4 . 394 1,204.5 261.8
1,176.3 20.9 686, 7 3,654.0 .399 1,142.4 173.5
1,234.9 30.3 622. 4 3,720.1 403 1,156. 4 203.0
1,226.0 30.9 635.7 3,928.3 .376 1,224.7 209.8
1,317.0 3L1 598. 0 3,957.8 .395 1,284.6 2569.3
1,396.5 34.8 633.6 4,181.9 .397 1,312.6 255.7

1 Receipts exclusive of Federal aid and borrowing.
Source: U.8. Bureau of Public Roads, Highway Statistics, 1951-63.

GRANTS-IN-AID

Eleven States make direct grants to counties for rural roads, some-
times designated as “farm to market roads.” Fourteen States make
grants to cities for streets, usually for all streets although a few States
Iimit their aid to “connecting streets” or “arterial roads.”

-In addition to these broad grants, several States give aid to local
governments identifiable for specific purposes. Massachusetts and
Wisconsin give aid for bridges; in Wisconsin the aid is limited to
swing and 1ift bridges. Several States give flood aid. In Mississippi
aid is given to “seawall counties” for construction of seawalls to pro-
tect the highways from flood damage; Wisconsin gives aid for repair
of flood damage to roads; and in California aid is given for repair
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of storm damaged roads. New Jersey gives aid for lighting of local
roads.

A form of State aid which facilitates local road construction is aid
for debt service, given by six States, although in two States, Mississippi
and Missouri, such aid is given only for specific bridges.

CRITERIA FOR ALLOCATION OF SHARED TAXES AND GRANTS

The States have employed a multitude of formulas for distribut-
ing the shared taxes and/or the grants among local governments.
Most. States divide the amount to be distributed into two, three, or
four parts, each to be allocated according to a different criterion. The
combinations of criteria used differ from State toState.

Most ‘States employ some concept of need or road use to allocate
part of State aid funds. Four States employ some measure of road
use: Colorado and Nevada use vehicle mileage, while Arizona and
Louisiana use motor fuel sales. This latter measure conforms less
closely to road use but approximates the return of a portion of the
gasoline tax to county or city of origin. Five States distribute funds
according to motor vehicle registrations, and four, according to motor
vehicle license revenue, which is a slightly different measure of number-
and kind of vehicle in use. Fighteen States use road mileage, an
uncomplicated measure of need, to allocate funds and States use
(county or city) area as a criterion for aid. :

A second portion of aid funds may be distributed according to
criteria other than road use or need for roads. In 11 States part of
State aid is distributed equaly among the counties or cities and in
15 States some aid is distributed according to population.

In addition, particularly in allocating aid funds, States have taken
into account the local contribution to the project and local ability to
finance roads. Four States distribute grant funds in fixed ratio to
local expenditure, while Illinois and Massachusetts require a minimum
local effort. Kansas, Massachusetts, and Missouri allocate a portion
of nid according to assessed valuation. Louisiana and Minnesota give
aid for approved projects according to need. I

Finally, Massachusetts and New Jersey leave some aid to be dis-
tributed at the discretion of the State highway authority, and Georgia
and Nebraska leave the distribution of some kinds of aid to special
statute.

STATE BONDS FOR LOCAL ROADS

In eight States? the proceeds of highway bonds issued by the
State have been distributed to participating local governments to fi-
nance the construction of local roads. Typically the State then with-
holds from the local government’s share of highway user taxes an
amount sufficient to pay the annual debt service on the bonds. This
method of financing is necessary due to restrictions on debt incursion .
by counties in Hawaii and Maryland ; it is also a notably useful aid
to local units in other States which have come close to their debt
limits for purposes of road construction.

2 Georgia, Hawaii, Maryland, Massachusetts, New Jersey, Tennessee, Vermont, and
‘Washington. .
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On December 31, 1962, approximately $162.5 million in such bonds
was outstanding. Two States, Georgia and Maryland, issued bonds
equaling some $24.4 million in 1962. :

In addition, bonds to finance county roads are issued by the Florida
Development Commission since neither the State nor the counties can
issue bonds for this purpose. The debt service is paid from the county
shares of the gasoline tax. In 1962 the Florida Development Com-
mission issued $26.8 million in such bonds.

REIMBURSEMENT FOR WORK ON STATE HIGHWAYS

Twelve States include among their intergovernmental payments to
local governments reimbursement to cities or counties for construction
or maintenance work performed on State-owned highways. Such
payments should not really be classified as State aid to the local gov-
ernments even though they are intergovernmental transfers of funds,
since they are essentially payments for services performed by the local
governmernts.

STATE RESPONSIBILITY FOR CONSTRUCTION AND MAINTENANCE OF
LOCAL ROADS

A final form of State assistance to local governments for roads, which
does not show up on lists of State aids, is the direct assumption by
the States of the responsibility for construction and maintenance of
local roads, bridges, etc. In West Virginia, a State which gives no
aid for highways, the State has taken over the complete task of road-
building, and in other States, for example, Delaware, Kentucky, and
Virginia, the State has taken over a portion of the task. Such expen-
ditures are then shown along with direct expenditures on State high-
ways in the State budget.

EpucaTioN

The largest dollar volume of State aid to localities for capital out-
lay is given for education. In 1962, an estimated $374 million was
given to local governments for local school or junior college construc-
tion by 32 States. Specific aids for construction of school facilities
account for almost all of these funds. In a few States relatively
minor amounts for capital outlay are distributed as part of general
grants for local public elementary and secondary schools. In most
Instances, separate determination of these amounts was possible.

State aid for school construction takes two forms: grants-in-aid
and loans.

GRANTS-IN-ATD

In 1962, 23 States had programs of grants for local school construc-
tion, amounting to almost $248 million, while 5 States made grants of
$14 million for junior college construction.

In some States the funds for capital outlay grants for education
are derived mainly from earmarked taxes. Usually the main taxes
earmarked for this purpose are fairly broadly based. In Michigan
and South Carolina, for instance, the major earmarked tax from which
funds for school construction are obtained, is a portion of the general
sales tax. Alabama has earmarked portions of several taxes, includ-
ing the general sales tax and the income tax, for schools. In 1962,
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Alaska earmarked all of its tobacco tax for schools with about 30
ercent allocated to school construction. In other States, the funds
or aid for local school construction are appropriated each year.

In addition, a number of States give ai(f for construction purposes
to private colleges and universities; however, sufficient data are not
available to assess the extent of such aid.

LOANS

In 1962, some $112 million in loans was made available to local
schools by 15 States for capital outlay. Of this $112 million, Cali-
fornia’s loan program amounted to $79 million or 70 percent of all
loans.  Actually, in 1962, California authorized over $219 million in
loan funds, of which only $79 million was spent in that year. This
form of aid, which is usually bond financed, in effect allows local
governments to use State borrowing power for school construction.
The loans are usually repaid by the levying of a special local property
tax, with various forgiveness provisions for the financially weaker
localities.

The size of the loan program is much more variable from year to
year than is the grant program since individual States usually float
only one bond issue in a multiyear period and make loans over a short
number of years while the money lasts. A few States have revolving
loan funds. In one such State, Virginia, in 1962, approximately $15
million of school building projects were “lined up” waiting for more
funds to become available through the repayment of previous loans.

CRITERIA FOR ALLOCATION OF GRANTS AND LOANS

The distribution of State aid for education has been based on a
number of criteria, although considerably fewer than are used for aid
for highways. Aid is most commonly allocated according to the size
of the school district as measured by number of pupils in average daily
attendance, teachers, or teacher units. The first two measures differ
as class size varies. The use of teacher units as a measure attempts to
take class size into account.

In allocating funds, about half of the States take account of
approved expense for school facilities providing matching funds for
approved construction. The criterion for aid is the willingness of the
local government to provide funds, with the shares depending on
assessed valuations.

A third commonly used criterion is the need for new facilities.
Measures of this need have included the number of pupils in over-
crowded or in substandard school buildings, with allowances for
rapid growth in school enrollment.

Some of the loan programs reserve eligibility to those school dis-
tricts which have approached the limits of their borrowing power,
either in terms of a constitutional debt limitation or in terms of a
given millage rate for debt service. In a few States, aid is restricted
to those school districts in which at least a. certain percent of students
are State wards or children of State employees.
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OtHER AIDS

The magnitude of State aid payments for the range of public
facilities, exclusive of education and highways, is quite small. Federal
aid programs, such as the Hill-Burton aid for hospital construction,
finance capital outlay, and most States seem to prefer not to supplement
these programs, but rather to put what aid they do offer into current
operations.

In 1962, States gave about $58 million of aid for miscellaneous types
of capital outlay, of which $32.8 million went for housing and urban
renewal and slightly over $15 million went for water resources
projects—about %6 million for pollution control, and $9 million for
flood control.

Seven States account for over 90 percent of “other” aid with New
York and Pennsylvania accounting for more than 60 percent of “other”
aid. New York granted about $23 million in aid for capital outlay
for “other” purposes, and Pennsylvania granted about $11 million;
California and Massachusetts granted about $5 million each, while
Connecticut, Florida, and Georgia each granted over $2.5 million.

In addition to the $58.2 million listed here, there is State aid
amounting to some $7.4 million for purposes which include some
capital outlay. Some $5.6 million of this is for California’s aid to
county fairs and for juvenile homes and camps. Most of the rest is
for aid for airports. ’

There is further another $2 million or so consisting of combined
State and Federal funds for capital outlay. Most of these funds,
again, are for airport construction.

HOSPITALS

As of January 1, 1964, 12 States had active programs of State
grants-in-aid for hospitals. In addition, 7 other States have had
active programs at some time since 1945. The dollar volume of the
aid has been relatively small. The Department of Health, Educa-
tion, and Welfare has identified approximately $175 million of State
funds appropriated for State grants-in-aid for hospitals in the 1946-
63 period—of which California accounts for $75 million. In 1962,
about $10 million of aid was given by States to local governments and
private hospitals. The size of State programs varies from that of
California which exceeded $10 million annually by 1963-64, to Mis-
souri which, since 1949, has appropriated a total of $60,000 for six
county hospitals.

Four of the States having programs as of July 1, 1964, offered grants
to nonprofit private hospitals and/or nursing homes as well as to
public facilities, while the other eight States limited themselves to
public hospitals. )

All of the States, except Hawaii and Missouri, provide for some
form of matching of local and/or Federal funds. Hawaii and Mis-
souri make direct grants to hospitals. Missouri grants are $10,000
per county memorial hospital and the Hawaii Legislature makes
appropriations direct to specific projects. In North Carolina, the
State provides the difference between the total cost and the combined
Federal aid and a local share based on fiscal capacity.
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In addition to giving State grants, Hawaii has allowed counties to
use the State’s borrowing power in financing medical facilities
projects. ‘

ATRPORTS

Fifteen States augment the Federal program for construction, main-
tenance, and operation of local airports with State programs.

One form of aid for airports is the return of aviation fuel taxes to
county or city of origin. However, one cannot assume that all of the
county or city share does indeed go to the airport or further that that
portion which does go to the airport is used for capital outlay rather
than current operation. In 1962, shared aviation tax revenues
amounted to $1.2 million.

There are also direct grants for airport construction. These grants
usually supplement Federal funds, and are distributed in fixed ratio to
local expenditures. The total amount of these grants for airports in
1962, including the Federal portion, was almost $15 million.

LIBRARIES

Again State aid to libraries usually, although not necessarily, takes
the form of a supplement to the Federal program of aid to libraries.
In 1962, 19 States had programs of aid to local libraries. The total
amount of aid to libraries in 1962, both State aid and Federal admin-
istered through the States, was $13.7 million. Probably only a very
small portion of this amount actually went into library building (al-
though the Michigan and Virginia programs call for “aid to new
libraries” up to a fixed amount).

Federal aid for libraries is distributed in fixed ratio to local ex-
penditure. Four States also give aid in ratio to local expenditure,
while most of the others distribute funds according to population with
some requirement of minimum effort on the part of local governments.

HOUSING AND URBAN RENEWAL

Massachusetts and New York give State aid to local governments
for urban renewal programs. In 1962 New York’s aid, which includes
housing, amounted to some $20.4 million and Massachusetts aid
amounted to about $200,000. Massachusetts distributes its aid in fixed
ratio to local expenditure, while New York has financed projects
through State loans and since 1961 has had the option of making capital
grants up to one-half the net cost of urban renewal programs over and
above Federal aid. ’

Hawaii, Massachusetts, and Pennsylvania also offer aid for housing
construction. In 1962, Pennsylvania aid amounted to $6.9 million,
Massachusetts aid (earmarked specifically for the elderly and for vet-
erans) amounted to $4.6 million, and Hawaii aid amounted to $116,000,
making a total for all three States of $11.7 million. The distribution
criterion for Massachusetts and Pennsylvania (elderly) was a fixed
ratio to local expenditures, and for Hawaii and Massachusetts (vet-
erans) it was essentially reimbursement for local costs.
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SEWERS, SEWAGE TREATMENT, AND FLOOD CONTROL

Four States offer aid for sewage treatment works, and California
gives aid to the local units who provide sewer service to the State fair
site. The total amount of aid in 1962 was about $6 million. In Penn-
sylvania, distribution of aid was determined by the secretary of health,
while in the other three States aid was distributed in fixed ratio to local
expenditures.

Connecticut and Florida have grant programs which distributed
some $4.3 million in 1962 for flood control. Connecticut provided one-
half the cost of the project over that covered by Federal aid and Flor-
ida provided for reimbursement of local governments.

PORTS AND NATURAL RESOURCES

Three States, Illinois, Maine, and Washington, gave a total of
$409,000 to localities for ports in 1962. Illinois and Maine distributed
the funds on an “as required” basis. Washington returned 75 percent
of the proceeds from lease of tidelands, harbor areas, and waterways to
the county of origin for harbor improvement.

Colorado, Hawaii, and North Dakota gave a total in 1962 of $322,000
of aid to localities for natural resources. In North Dakota the aid
was expressly for water conservation projects and distributed in fixed
ratio to local expenditures. In Colorado and Hawaii the aid was dis-
tributed by their respective departments of natural resources.

New York and Virginia had programs for aid for parks. New York
gave some $1.4 million in fixed ratio to local expenditure and Virginia
gave some $62,000 as appropriated.

OTHER

Three States, California, Oregon, and Tennessee, aid county agri-
cultural fairs. California, in addition to returning part of its pari-
mutuel tax for fair operating expenses, makes grants for construction
of “approved projects.” California also has district fairs which are
financed out of direct State expenditures. Tennessee provides aid in
fixed ratio to local expenditure, while Oregon distributes funds accord-
ing to assessed valuation.

A unique class of local facilities is given State aid in California.
California gives aid to juvenile homes and camps, part of which goes
for reimbursement of costs and equipment in fixed ratio to local ex-
penditure up to a maximum amount per project.
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TasLE 4.—State aid for capital outlay, by function, 1951 to 1962

[In millions]
Education
Year - Eduecation Highways an Other Total
highways

1951 $124.2 $151.7 $275.9
1952 192.0 112.7 304.7
1953 208.0 225.3 433.3
1954 180.1 232.6 412.7
1955 163.0 176.6 339.6
1956 195.7 203.0 398.7
1957 246.6 208.6 455.2
1968 2327.4 261.8 599. 2
1959 (6] 173.5 [O]
1960 2370.0 203.0 573.0
1961 O] 209.8
1962 3714.0 259, 3 633.3
1963 () 320.0
1964 2523.7 357.5 881.2
1965 O] 376.8 [O)

1 Not available.

2 Minor differences in coverages for 1958, 1960, and 1964,

8 Estimated.

" Source: U.8. Office of Education, “Financing Public School Facilities,”” Mise. No. 32, 1959; U.S. Office
of Education, “Statistics of State School Systems,” biannual reports; Bureau of Public Roads, “Highway
Statistics, 1951 to 1962”; U.S. Bureau of the Census, “State Payments to Local Governments,” Census of
Governments, 1952, 1957, and 1962, vol. VI (Topical Studies) No. 2.

TaE GROWTH IN STATE AID

Table 4 shows the amounts of State aid for capital outlay from 1951
to 1962.  Total State aid for capital outlay purposes has doubled
from 1952 to 1962, financing a slightly increased proportion of local
capital outlay (8.5 percent in 1962 as compared to 6.9 percent in 1952),
while local capital outlay increased by 70 percent in the 10-year period.

The rate of increase of State aid for capital outlay has been slightly
less than the rate of increase of all State aids to localities, and in 1962
aid for capital outlay comprised 6.3 percent of total aid while it
amounted to 6.6 percent of total aid in 1952.

Looking at the role of State aid for capital outlay within the
broader picture of the total State budget, we find that while State
capital outlays aids increased at about the same rate as total State
direct expenditure, total State direct capital outlay increased at an
even greater rate. Table 5 indicates these relationships.

A closer look at State aid shows that in the 10-year period from 1952
to 1962 the proportion of aid for education going for school construc-
tion has decreased, although the absolute amount of aid for school
construction has increased. The rate of school age population growth
has slowed in recent years and the pressure for school construction
programs to accommodate the “baby boom” has relaxed. Increments
1n State aid are now devoted mainly to improvement of school pro-
gram and to debt service for school districts rather than to school
construction.

A recent projection ® indicates that total capital outlay for local
schools will not increase in 1970 beyond the present rate of 65,000
classrooms per year. If construction costs remain constant until 1970,
capital outlay expenditures might actually decline. The projections of
State aid in 1970, shown in table 6, are based on that study. Illustra-

8 “Local School Expenditures: 1970 Projections,” Selma J., Mushkin and@ Eugene P.
McLoone, RM 382, Council of State Governments, 1966.
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tion I assumes no change in construction costs, the experience of the
recent past. State aid for school construction is estimated to approach
$600 million if the conditions of illustration IT prevail and to decline
slightly if the conditions of illustration I prevail. If State aid pro-
grams concern themselves only with expansion of school facilities
rather than with renovation and replacement, State aid will fall even
farther (construction costs remaining constant). Aid would also be
lowered if Federa] aid for school construction replaces State payments
rather than local shares.

From 1951 to 1953 State aid for highways (including shared taxes)
has formed a fairly constant proportion of local receipts for highway
purposes other than Federal aid and bond finance. Just under two-
fifths of such receipts has come from State aid.

TasLr 5—~State aid for capital outlay by function, in emounts and as ¢ percent
of total State aid, total State and local capital outlay, and total State and local
direct expenditures, 1952, 1957, and 1962

[Dollar amounts in millions]

Percent increase
1952 1957 1962
1952-57 { 1952-62
State aid for capital outlay . $332 $483 $692 45.5 108. 4
(@) Education 192 247 374 28,6 94.7
(b) Highways. 113 209 259 84,9 129.2
(c) Other._ 27 28 58 3.7 114.8
Total State aid. 5,044 7,196 10, 906 42.7 116.2
(2) Education 2, 523 4,087 6,474 61.9 156. 6
(b) Highways_ 728 1,082 1,316 48.6 80.7
Total State capital outlay . 2, 658 5,163 7,213 94.2 1714
Total State direct expenditure.__.. . ... .. 10,790 16, 921 20, 375 56.8 88.8
Total local capital outlay. 4,778 7,453 8, 096 55.9 69. 4
Total local direct expenditure _ ... _.__ 20,073 30, 621 39,831 52.5 08.4
EXHIBIT
State aid for capital outlay as a percent of—
Total State aid. 6.6 6.7
Total State capital outlay . .. ___________ 12,4 9.4
Total local capital outlay_.... - 6.9 6.5
Total State direct expenditure__ - 3.1 2.9
Total local direct expenditure. - 16 1.6
State aid for capital outlay for educa
of total State aid for education._. .. 7.6 6.0
State aid for capital outlay for highw
of total State aid for highways.__ - 15.5 19.3

Source: U.S. Bureau of the Census, ‘“State Payments to Local Governments,” Census of Governments,
1952, 1957, and 1962, vol. VI (Topical Studies) No. 2; “Compendium of Government Finances,” Census of
Governments, 1952, 1957, and 1962, vol. IV (Government Finances) No. 4.

TABLE 6.—State aid for capital outlay, by function, 1957, 1962, and 1970

(projected)
[In millions of dollars}
1970 (projected)
1957 1962

Illustration I |THustration IT

Loecal school $246. 6 $374.0 $515 $598
Highways 208. 6 259.3 330 {400
Other. 27.9 58.2 110 160
Total. 483.1 691. 5 955 1,158

Source: U.S. Bureau of the Census, ‘“‘State Payments to Local Governments,”” Census of Governments,
1957 and 1962, vol. VI (Topical Studies) No. 2; Selma J. Mushkin and Eugene P, Mc¢Loone, “Local School
Expenditures: 1970 Projections,” Council of State Governments, November 1965; Selma J. Mushkin and
Robert Harris, ‘“T'ransportation Outlays of States and Cities; 1970 Projections,” Council of State Govern-
ments, May 1965.
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On the whole the amounts of capital outlay financed by State aid
have increased, but in a rather erratic fashion. There were variations
in total capital outlay and in borrowing over the interval. In a year
when local governments borrow heavily, State aid for capital outlay
would be relatively low (for example, see 1955 and 1959).

In projecting State aid for highway construction, we have derived
our lower estimate of $330 million from a recent study* that made
projections of transportation outlays and of highway user receipts
from which most State highway aid comes. This estimate is shown in
table 6 as illustration I.

Tlustration II shows an estimate developed from Bureau of Public
Roads projections of capital outlay by local governments and of
revenue sources. The Bureau of Public Roads projections assume a
lower proportion of bond financing than do the other projections. The
estimate derived from these projections calls for approximately $400
million in State aid, with a possible variation of perhaps $10 million
in either direction, depending upon the proportion of projected bor-
rowing done by local governments.

Finally, State aid for “other” capital outlay has more than doubled
since 1952. This increase has resulted mainly from an expansion in
programs which were in operation in 1952 rather than from the insti-
tution of new aid programs. Almost all of this expansion has occurred
since 1957.

Projection of State aid for “other” public facilities is extremely diffi-
cult, if not impossible, due to the polyglot character of the category
and the uncertainty as to future State action in these areas. We set as
the lower limit (illustration I) represents an absolute annual increase
approximately the same as that from 1957 to 1962. In this projection
the implicit assumption was of moderate growth only of present pro-
grams similar to recent past experience. As the upper limit (illustra-
tion IT) we have projected a rate of growth similar to the 1957 and
1962 experience. However, if more States should develop sizable pro-
grams of aid for local government—for example, in the areas of broad
unmet needs, such as water pollution abatement, housing and urban
renewal or parks and recreation, “other” State aid could be larger.
For instance, in November 1965 New York State voters approved a $1
billion bond 1ssue for State aid to communities over a 6-year period for
the construction of sewerage facilities. The State will provide 30 per- -
cent of the total cost, and local government 40 percent, with the re-
maining 30 percent provided by grants under Federal Water Pollu-
tion Control Act.

If more States embark on such programs, State aid for capital out-
lay could increase markedly the slower growth in aids, resulting from
the lessening of demands for school facilities as the rate of growth of
school-age population declines, would be more than offset. These de-
velopments are difficult to prediet as they depend on a new program to
meet a statewide need. Even the high estimates of State aid for capital
outlay may be an understatement as no allowance is made for States
moving into new areas of concern.

¢ “Transportation Outlays of States and Localities to 1970,” Selma J. Mushkin and
Robert Harris, RM 375, Council of State Governments, 1965.
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#In summary, from the limited data available it is possible to discern
that State aid for capital outlay has been small and is not likely to
increase considerably without a significant change in the role taken by
the States with respect to local governments. The two major areas in
which aid has been given are not areas which can continue construction
at current rates for an extended period. If aid in “other” areas con-
tinues only in programs currently in operation, it is not likely to more
than double in the next 5 years, an increase which, because of the small
proportion of aid now devoted to “other” capital outlay, will not offset
the projected slower growth in aid for education. If, however, the
States undertake sizable new programs in hitherto neglected areas,
such as urban renewal and recreation, State aid for public facilities
could expand at a faster rate than in the recent past.

70-182—67—vol. 2——7



CuAPTER 4
State Credit Aid for Public Facilities*®
INTRODUCTION

This is a study of State credit aid programs to assist municipalities
and other local public bodies in the provision of public facilities and
works. State credit assistance is a means of securing lower interest
rates and easier terms on loans for local governments. For this reason,
it, encourages local public bodies to undertake projects for the con-
struction of public facilities. It is not a substitute for local expendi-
tures and is distinet from direct State grants to local bodies.

To date, 17 States have credit assistance programs to aid local gov-
ernments in the financing of public facilities. There are several varie-
ties of credit assistance: (1) direct loans, wherein the State govern-
ment loans money to the local jurisdiction, enabling the local unit to
avoid private lenders and obtain favorable interest rates and repay-
ment schedules; (2) guarantees of debt service payment, wherein the
State pledges to pay principal and interest on local bond issues should
the local unit be unable to do so; and (3) grants to cover debt service,
wherein the State contributes in part or in whole to the local payment
of debt service. This latter is, in effect, a variation of a grant-in-
aid, whereby the payment is made over the life of the bond issue rather
than during the period of construction.

Credit assistance programs, numbering 26, are in effect in 17 States.
The direct-loan type is used in 17 cases, payments of debt service in 5,
and guarantees of debt service in 4.

Assistance is granted most often for the construction and repair of
public school buildings and facilities. Eleven States—California, In-
diana, Maryland, Minnesota, New Hampshire, North Carolina, North
Dakota, Ohio, Pennsylvania, Rhode Island, and Wyoming—provide
credit aid for this purpose. In addition, Connecticut, Massachusetts,
and New York have credit assistance programs for moderate rental
housing projects; Maryland, New Hampshire, New Jersey, Ohio, and
Wisconsin for water and sewerage facilities; Indiana for public works;
Indiana, Minnesota, and Pennsylvania for industrial development;
California for small craft harbors; Indiana for flood control; Mary-
land for airport and airport facilities; Rhode Island for library con-
struction; Washington for reclamation projects; and Wyoming for
irrigation projects.

Since 1947, 11 States have provided the aggregate sum of $2,008,-
095,850 to aid local governments in financing school construction. Of
this amount, the major portion, $1,329,700,000, has been authorized
by California since 1953. Amounts provided in other States range

#Prepared by Carol Krotzki, under the direction of George A. Bell, Council of
State Governments, 1966, with minor editing by committee staff.
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from $325,402,150 in Pennsylvania and $190,024,000 in Maryland to
$1,469,294 in Wyoming. From 1947 to 1958, Hawaii expended $34,-
709,000, which was to be repaid by local districts. This program has
been superseded since statehood by direct State school construction.

The number of States undertaking credit assistance programs for
school construction has increased steadily from the inauguration of
Maryland’s program in 1950 to the most recent enactment—Rhode
Island in 1961. California and Pennsylvania programs, which have
developed into the largest, began in 1953. Programs also were ini-
tlated In North Dakota, in 1954; Indiana, in 1956; New Hampshire,
Ohio, and Wyoming, in 1957; and Minnesota, in 1959. All of these
were preceded by the Hawaiian territory program in 1947. Since
1961, however, no new school construction credit assistance programs
have been adopted.

The trend in expenditures for school construction credit assistance
has continued upward depsite the recent lack of additional States.
The average annual spending by the States in 5-year periods has been
$50,315,195 from 1951 to 1955, $153,280,087 from 1956 to 1960, and
$196,445,887 from 1961 to 1965.

It 1s difficult to predict future expenditures for school construction
credit assistance. However, with few exceptions, most agencies agree
that credit assistance programs in their States will increase as demands
for public school construction outstrip the amount of money available
to local governments for this purpose.

Washington and New York had credit assistance programs for
reclamation and public housing in 1946. Since 1950, in each biennium
one or two additional States have established such programs in vary-
ing functional areas. The latest was the New J ersey sewerage pro-
gram in 1965.

The second largest expenditure for credit assistance has been in
public housing. Three States with such a program are Connecticut,
Massachusetts, and New York. Led by New York’s $952,574,548, they
have provided $1,115,222,634 in funds. The next greatest total ex-
penditure, $62,314,145, was for economic development programs.
Of this amount, Pennsylvania is responsible for $61,266,606. The
other States involved are Indiana and Minnesota.

The sum of $26,605,201 has been expended for the remaining pro-
grams. Thus a total of $1,204,141,980 has been spent for all pro-
grams except school construction. Since 1946, the average annual
spending in 5-year periods in toto has been $44,259,968 from 1946 to
1950, $58,442,670 from 1951 to 1955, $55,298,173 from 1956 to 1960,
and $82,827,583 from 1961 to 1965. Total expenditures for all pro-
grams, including school construction, have been $3,212,237,830.

State enactments of credit, assistance programs have grown slowly
but constantly. The most recent enactment is Wisconsin’s program
for water pollution control in 1966. If the trend continues, more
States will adopt such programs in the future; and expenditures will
continue to rise. Such programs, therefore, promise to become an
increasingly important means of State financial assistance to local
governments.



94 STATE AND LOCAL PUBLIC FACILITY FINANCING

CALIFORNIA

Purpose : Acquisition, construction, and purchase of equipment for public
schools ; s¢hool construction (school building aid law, 1952).

Type of credit assistance: Direct loan.

Eligible borrowers: School districts.

Maximum interest rate: Interest rate has ranged from a low of 2% percent
to a high of 4 percent since 1952 ; current rate is 314 percent.

Repayment' period: 30 years, repayment of loans made for multipurpose
facilities is extended for an additional 10 years.

Maximum loan-to-value ratio: Up to 100 percent.

Other conditions: Any school district which has exhausted its legal bonding
capacity and has unhoused pupils by a preseribed formula is eligible for assistance.

Purpose: Construction, maintenance, and operation of small craft harbors
(Public Resources Code, sec. 5827).

Type of credit assistance: Direct loan.

Eligible borrowers : Cities, counties, and distriets.

Other conditions : The loan must not provide a debt liability exceeding 1 year’s
revenue, and provisions must be made for interest payments and for a sinking
fund to pay principal in not more than 40 years; unless, at an election, two-thirds
of the qualified electors voting have authorized the governing body to accept,
expend, and repay the loan; such a loan shall not be made if written protest
thereto ‘is signed by owners of one-half or more of the assessed valuation of
taxable property in the city, county, or district.

Mazximum interest rate: 4 percent in 1966.

CONNECTICUT

Purpose : Construction of moderate rental housing projects (sec. 8-70 of the
General Statutes of the State of Connecticut).

Type of credit assistance: Direct loans.

Bligible borrowers: T.ocal housing authorities.

Maximum interest rate: Not less than par and accrued interest.

Repayment period: 50 years.

Maximum loan-to-value ratio: 100 percent.

Determinations regarding soundness of loan: Predicated upon the State’s
supervision and direction of site selection, construction design, and inspections
during process of construction, including a yearly review and approval of oper-

ational statements.
INDIANA

Purpose: Preparation of surveys, plans, and specifications for the construction
of public buildings and facilities undertaken to provide employment during period
of industrial dislocation and unemployment (Burns Indiana Statutes Annotated
53-601).

Type of credit assistance: Direct loan.

Eligible borrowers: Governing bodies of the State, counties, cities, towns,
townships, and school cities.

Maximum interest rate: None.

Repayment period: Not to exceed 3 years.

Other conditions: No political or municipal corp
to an account in the aggregate exceeding 2 percen
property within such corporation.

oration may become indebted
t on the value of the taxable

Purpose : Industrial development. The program includes the construction or
extension of streets, sidewalks, sewerlines, waterlines; the lease or purchase of
property (Burns Indiana Statutes Annotated 53-6063.

Type of credit assistance: Direct loan.

Eligible borrowers: Municipalities.

Maximum interest rate : 2 percent.

Repayment period : Any period not to exceed 19 years.

Maximum loan-to-value ratio: 100 percent.

Other conditions: The amount of any such loan to any one municipality shall

not exceed $100,000.
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Purpose: Flood control. Program includes the cleaning and straightening of
channels, ot streams; the building or repairing of dikes, levees, or other flood
protective works; the establishment of floodways (Burns Indiana Statutes An-
notated 27-1125).

Type of credit assistance : Direct loan.

Eligible borrowers: Municipalities.

Maximum interest rate: 134 percent per annum.

Repayment period : Not to exceed 10 years.

Maximum loan-to-value ratio: 75 percent.

Other conditions: The amount of any such loan to any one municipality shall
not exceed $100,000; loans in the aggregate cannot exceed $2 million annually.

Purpose: School construction (Burns Indiana Statutes Annotated 28-163). -

Type of credit assistance: Direct loan.

Eligible borrowers: Local school corporations.

Maximum interest rate: 4 percent.

Repayment period : 20 years.

Other conditions: In order to qualify for an advancement under the provisions
of this act, the consolidated school corporation is required to raise, either by a
bond issue or by a cumulative fund tax levy, or, by both, a sum of money equiv-
alent to not less than 2 percent of the adjusted assessed valuation of its geograph-
jeal district; advancement must not exceed the sum of $2,000 per pupil accom-
modated in the new structure less the sum of any money raised by and made
available to the corporation. .

Purpose: Emergency school construction (Burns Indiana Statutes Annotated.
28-175). ;
Type of credit assistance: Direct loan.
Eligible borrowers : School corporation or public school. [
Maximum interest rate: 1 percent.
Repayment period: 20 years.
Other conditions:

(1) School corporation or school has issued its bonds for the purpose of
constructing, remodeling, or repairing school buildings in 90 percent of the
maximum amount allowable under the constitution and laws of Indiana.

(2) School corporation or school has established and maintained a tax
levy of at least 50 cents on each $100 of taxable property for school buildings
for 3 years prior to the time when application is made for loan.

(3) No advance shall be made to a school corporation whose average res-
ident enrollment in grades 1 through 8 is less than 30 per grade in proposed
school buildings to be built and to a school corporation whose average resi-
dent enrollment in grades 1 through 12 is less than 270 in proposed school
buildings to be built.

MARYLAND

Purpose : Construction of water and sewerage facilities (ch. 719, acts of 1963).
Type of credit assistance: Direct loan.

Hligible borrowers : Municipal corporations or sanitary districts.

Maximum interest rate: 4 percent.

Repayment period: 14 years.

Maximum loan-to-value ratio: 25 percent.

Purpose : Public school construction (ch. 1, acts of 1949 ; ch. 609, acts of 1953 ;
ch. 80, acts of 1956; ch. 86, acts of 1958; ch. 25, acts of 1962; ch. 542, acts of
1963 ; ch. 635, acts of 1965).

Type of credit assistance: Direct loan.

HEligible borrowers : Counties and mayor and city council of Baltimore.

Maximum interest rate: 5 percent per annum.

Repayment period: 15 years.

Other conditions: The amount of State funds that can be loaned to any distriet
is limited to the amount which could be amortized by 90 percent of the total
funds distributed to districts under provisions of State laws relating to income
tax, racing tax, recreation tax, amusement tax, license tax, and incentive fund
for school construction.
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Purpose : Construction, improvement, and development of airports and airport
facilities (ch. 117, acts of 1964).

Type of credit assistance : Direct loan.

Eligible borrowers: Counties, municipalities, and city of Baltimore.

Maximum loan-to-value ratio: 25 percent.

Other conditions: Airport must be included in the Federal airport plan.

Maximum interest rate: 234 percent.

Repayment period: 20 years.

MASSACHUSETTS

Purpose: Housing project for veterans and their families (ch. 200, acts of
1948).

Type of credit assistance: Guarantee of debt service payment, annual grants
to cover debt service.

Eligible borrowers: Housing authority.

Other conditions: The total amount of notes and/or bonds so guaranteed shall
not exceed $225 million in the aggregate; the total amount of annual grants to
cover debt service for any 1 year shall not exceed $5,625 million.

Purpose : Housing for elderly of low incomes (ch. 668, acts of 1953).
Type of eredit assistance: Guarantee of debt service payment.
Eligible borrowers: Housing authority.
Other conditions: The amount of bonds and/or notes guaranteed shall not
exceed $125 million.
MINNESOTA

Purpose : Planning and financing economic development by private enterprise
(MS-472).

Type of credit assistance: Direct loan.

Eligible borrowers: Local or area redevelopment agencies.

Maximum interest rate: 314 percent.

Repayment period: 20 years.

Maximum loan-to-value ratio: Not in excess of 20 percent of the cost of such
redevelopment project.

Determinations regarding soundness of loan: Local or area redevelopment
agency must hold funds in an amount equal to or property of a value equal to
not less than 10 percent of the cost of establishing the project; the redevelop-
ment agency must obtain from other sources a firm commitment for all funds
over and above the State ageney’s loans.

Purpose: School construction; sites for schoolhouses and for acquiring, bet-
tering, furnishing, or equipping school districts (MS-124.42, as amended by laws
of 1965, ch. 875; MS-124.43, as amended by laws of 1965, ch. 875).

Type of credit assistance: Debt loan service; direct loan.

Tligible borrowers : Any school district.

Maximum interest rate: 31% percent.

Repayment period: 30 years.

Other conditions: Required levy for debt service in any year must exceed the
school district’s maximum effort debt service levy by 10 percent or by $5,000,
whichever is less; to qualify for direct loan district must have a net debt in
excess of 98 percent of its debt limit or within $20,000 of such limit.

NEW HAMPSHIRE

Purpose : School construction, enlargement, or alternation (RSA-195-B).

Type of credit assistance : Guarantees of debt service payments.

Eligible borrowers : Receiving districts under area school plan and cooperative
school districts.

Other conditions: Guarantee cannot exceed the total aggregate sum for the
entire State of $10 million ; the outstanding amount of principal and interest
cannot exceed $10 million. :
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Purpose : School building aid (RSA-198:15). .

Type of credit assistance : Annual grant to cover debt service.

Eligible borrowers: School districts, city maintaining a school department,
and cooperative school districts. .

Maximum interest rate : Rate determined by local district and lending institu-
tion.

Repayment period : 20 years.

Purpose: Construction of sewerage systems, sewage treatment and disposal
plants, or other facilities necessary for pollution control (RSA-149.5, as
amended).

Type of credit assistance : Guarantee of debt service payments.

Tligible borrowers : Municipalities, towns, cities, counties, or districts.

Other conditions: Guarantee cannot exceed the total aggregate sum for the
entire State of $35 million.

NEW JERSEY

Purpose : Public sanitary sewerage facilities (regional) (ch. 121, laws of 1965),

Type of credit assistance: Direct loans for the preparation of preliminary
engineering plans, detail design, engineering drawings and specifications, and
contract documents for the construction of a new or the expansion of an existing
sewerage facility.

Eligible borrowers: Counties, municipalities, or any public agency established
for constructing or operating a regional public sanitary sewerage facility.

Maximum interest rate: Loan is repaid without interest unless construction is
not started within 3 years of loan’s date in which case the loan is repaid with
2 percent interest per annum ; entire loan shall be repaid on or before the date
when contracts have been awarded for construction of the proposed sewerage
works.

Maximum loan:to-value ratio : 100 percent of engineering.

NEW YORK

Purpose : Public housing (secs. 70 and 73, public housing law).

Type of credit assistance: Direct loan; State subsidy; i.e., annual grants for
debt service.

Eligible borrowers : Public housing authority or municipalities.

Maximum interest rate: Loans made at the rate of interest paid by the State
for the funds loaned plus a proportionate share of the actual direct cost of the
borrowing.

Repayment period : 50 years.

Maximum loan-to-value ratio: Not to exceed 2 percent of the project cost or
$100,000, whichever is less.

Other conditions : Municipality in which project is located must at least match
the subsidy made by the State.

NORTH CAROLINA

Purpose: The retirement of school bonds issued by the county (SB-262,
ch. 1079).

Type of credit assistance : Annual grants to cover debt service.

Eligible borrowers : Counties or city administrative units.

Other conditions: Leftover funds from grants-in-aid (provided by the State
to various counties for the construction, reconstruction, enlargement, and im-
provement of public facilities) may be used for the retirement of school bonds
issued by the county.

NORTH DAKOTA

Purpose : construction and improvement of public school buildings (ch. 15-60,
Century Code).

Type of credit assistance : Direct loan.

Eligible borrowers : School districts.

Maximum interest rate : 2% percent.

Repayment period : 20 years.

Maximum loan-to-value ratio: 10 percent; not to exceed 15 percent in emer-
gencies.

Other conditions: School districts must be levying the maximum mill levy
for the maintenance of a building fund and must have an existing bonded in-
debtedness to the maximum limit permitted by law.
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OHIO

Purpose: Purchase of classroom facilities (8318.01-3318.20, Revised Code).

Type of credit assistance : Direct loan.

Eligible borrowers: School districts.

Maximum interest rate: None.

Repayment period : 23 years.

Other conditions: Prior to the approval of State funds, the bonded indebted-
ness of the school district must be brought to within $5,000 of the total bonding
capacity of such district ; the voters in such districts must approve a one-half mill
levy against the tax duplicate to run for 23 years or until the capital outlay
(without interest) by the State has been repaid.

Purpose : Water and sewer facilities (1525.11, Ohio Revised Code).
Type of credit assistance : Direct loan.
Rligible borrowers : Boards of county commissioners.

PENNSYLVANIA

Purpose: Industrial development projects. Program includes the construc-
tion or acquisition of industrial buildings or land for industrial districts (Penn-
sylvania laws 537, 1956).

Type of credit assistance: Loans to community nonprofit industrial fund
agencies.

Eligible borrowers : Industrial development agencies.

Maximum interest rate: None.

Repayment period : Usually not more than 20 years.

Maximum loan-to-value ratio: In areas whose average unemployment is 6
percent or higher for the 60 months. prior to the application, 40 percent; in areas
whose average unemployment is 4 to 6 percent for the 60 months prior to the
application, 30 percent; if the industrial development project is exclusively a
research and development facility, the authority may contract to loan the indus-
trial development agency 45 percent of cost of the industrial development project.

Determinations regarding soundness of loan: Borrowing agency must have a
“responsible” tenant.

Determinations regarding availability of private financing: Commitment by
first mortgage lending institution.

Purpose : School construction and facilities (sees. 2572, 2574, 2575, and 2575.1 of
the Public School Code of 1949).

Type of credit assistance: Annual rental payments to reimburse school dis-
tricts for construction costs.

Eligible borrowers : Approved school dlstncts

RHODE ISLAND

Purpose: School housing (title 16-7-41, General laws of Rhode Island).

Type of credit assistance: Annual grants to cover debt service; and construe-
tion costs.

Hligible borrowers: Communities.

Other conditions: To be eligible to receive impact aid, community must be
bearing a tax of $3 per thousand on equalized weighted assessed valuation.

Purpose: Library construction and capital improvement (H-1716, laws of
1966).

Type of credit assistance : Annual grants to cover debt service.

Eligible borrowers : City, town, or any free public library.

Other conditions : Recipient city or town must match State grant.

WASHINGTON

Purpose: Reclamation and development of arid, swamp, overflow, and logged
lands for development as agricultural lands (RCW-89.16.020 to RCW-
89.16.050).

Type of credit assistance : Direct loan.

Eligible borrowers : Reclamation districts.

Maximum interest rate: 8 pereent ; current rate 4 percent.

Repayment period: 15 years.
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WISCONSIN

Purpose : Financing of pollution prevention and abatement facilities.
Type of credit assistance : Annual grants to cover interest costs.
Eligible borrowers : Municipalities.

Repayment period : Not less than 15 years ; not more than 30 years.
Maximum loan-to-value ratio: Up to one-third cost of the project.

WYOMING

Purpose: Irrigation projects; the construction of water development projects
(secs. 11-653 and 11-656, Wyoming Statutes).

Type of credit assistance : Direct loan.

Eligible borrowers: Legal subdivisions of Wyoming; irrigation distriets and
public power and irrigation districts.

Maximum interest rate: 4 percent.

Repayment period: 40 years.

Maximum loan-to-value ratio: 100 percent.

Determinations regarding soundness of loan: Feasibility report by engineers
of natural resources board.

Determinations regarding availability of private financing: Where financing
is unavailable and upon refusal of all other lending agencies in area where loan
is being requested.

Other conditions: Loan must be adequately secured by mortgage on improve-
ments or by assessment of benefits where allowed by law.

Purpose: School building (seecs. 21-100 through 21-108, Wyoming Statutes).

Type of credit assistance: Direct loan.

Eligible borrowers: School distriets.

Maximum interest rate: 3 percent.

Repayment period: Indefinite. One-fourth of 1 percent must be paid on
original principal each year during first 10 years; 7 percent of original loan must
be paid on principal beginning the 11th year and for duration of loan.

Maximum loan-to-value ratio: 100 percent.

Determinations regarding soundness of loan: Architectural feasibility and
assessment of benefits for repayment.

Other conditions: School district must be at maximum bonded indebtedness
and not able ito float additional bond issues.
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CHAPTER 5
Characteristics of the Municipal Bond Market for New Issues®
INTRODUCTION

This chapter has been prepared to present a summary of the volume
of municipal bond * financing in the postwar era and to describe this
activity in terms of many of its characteristics. No particular attempt
is made to explain reasons underlying the form of financing: such an
exposition is far beyond the scope, time, and space allotted to this sub-
ject. In order to accomplish this objective, the chapter has been
divided into three groups: (1) aggregate measures of market activity,
(2) characteristics of new issues, and (3) characteristics of the issuing
body. Statistics for the first section were obtained from the Daily
Bond Buyer and the Treasury Department, and cover the entire post-
war period. The need for a multitude of compilations (many pre-
viously unavailable) dictated that the second and third sections be
limited to the period 1957 through 1965, since basic statistics main-
tained by the Investment Bankers Association of America are available
for only these years.

Statistical data are presented in the chapter primarily through the
use of bar charts. A more detailed compilation of data 1s provided in
the statistical appendix.

AGGREGATE MEASURE oF MARKET ACTIVITY

State and local governments and their political subdivisions have
steadily grown in importance as borrowers of funds. In the first post-
war year, 1946, 3,319 new issues of municipal bonds, with a total value
of $1.2 billion, were brought to the market. Over the next two decades,
this activity was increased, until 6,059 issues (valued at $11.1 billion)
were brought to market in 1965.

* Prepared by John B. Walker, Research Director, Investment Bankers Asso-
ciation of America, with minor editing by committee staff.
1 “Municipal” bonds are bonds issued by State and local governments and their political

subdivisions. These bonds are often referred to as ‘‘tax exempts,” since interesf on such
bonds is exempt from Federal and often State income tax.
105
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TABLE 1.—New issues of State and municipal bonds and notes

[Amounts in millions]

Long-term bonds Short-term notes (maturities
of 1 year or less)
Year

Total General Public Total - Public
obliga- | Revenue | Housing Housing

tion Author- Author-

Number | Amount : ity Number | Amount ity

6,059 | $11,084 $7,445 $3, 639 $464 1,918 $6, 537 $1,865
6, 314 10, 544 6, 886 3, 658 636 1,824 5, 423 1,892
6, 577 10,107 6,070 4,037 254 1,997 5,481 1,961
6, 515 8, 558 5,892 2, 666 382 2,174 4,763 1,727
6, 400 8, 360 5,762 2,598 189 2, 000 4,514 1,469
6,529 7,230 5,035 2,195 383 1, 868 4, 006 1,283
6, 711 7,681 5,160 2, 521 310 1, 857 4,179 1, 563
6, 855 7,449 5,725 1,724 182 1, 668 3,910 1,675
6, 888 6, 958 4,933 2, 025 65 1,354 3,274 1, 599
6, 495 5,446 3,776 1,670 199 1,194 2,706 1,759
6, 660 5,977 4,245 1,732 474 1,072 2, 593 1,668
6, 526 6, 969 3,755 3,214 374 1,221 3,350 2,433
5,795 5, 558 3,991 1, 567 496 1,468 2,757 2,041
5,313 4,401 2,938 1,463 305 1,097 , 04! 1,206
5,281 3,278 2, 548 730 328 1,637 974
5,861 3,694 3,134 560 59 672 1,611 887
5,107 2, 995 2,312 683 143 687 1,333 770
4,706 2,990 2, 440 550 66 472 1, 005 496
3,803 2,354 1,968 386 4 535 958 413
3,319 1,204 998 206 19 567 741 339

Source: The Daily Bond Buyer.

Table 1 presents a yearly record of this financing providing a break-
down between long- and short-term issues and type of security (gen-
eral obligation, revenue, and Public Housing Authority guaranteed
issues).? The figures show that the dollar volume of all security types
has grown substantially, with the major increase resulting from gen-
eral obligation issues. The percentage increase for PHA’s has been
very great, as is the case for revenue bonds as well.

The increase in short-term financing has met the pace of the longer
term bonds, increasing from $741 million in 1946 (567 issues) to $6,537
million (1,918 issues) in 1965.

Another measure of the activity of State and local units in the fi-
nancial markets is the volume of outstanding debt. Table 2 presents
annual data on the amount, of privately held municipal and Federal
Government debt from 1946 through 1965. The Federal debt has re-
mained relatively stable at about $200 billion, whereas State and local
debt has increased from $16 billion to $91 billion over the same time
interval. ;

The large increase in outstanding municipal debt has increased the
market for outstanding securities, and coupled with the improved and
increased tools and functions of brokers has improved the liquidity
of municipal bonds. This, of course, is an important consideration in
assessing the ability of the market to absorb additional securities.

2 General obligation bonds are secured by the full faith, credit, and taxing power of the
issuer. Revenue bonds are secured by revenues from the facility or facilities owned by the
jssuer of the bonds. Public Housing Authority bonds are revenue bonds which are addi-
tionally secured by pledges of funds by the Public Housing Authority of the Department
of Housing and Urban Development. .



STATE AND LOCAL PUBLIC FACILITY FINANCING 107

CHARACTERISTICS OF NEW Issums

Starting in 1957, yearly data are available in sufficient detail to per-
mit an examination of some of the characteristics of new issues. Of
particular interest is the method used by the governmental unit to sell
the issue (type offering), the maturity distribution of new issues, and
the uses for which the bonds are issued. Only long-term debt (ma-
turity greater than 1 year) is considered.

TABLE 2.—Privately held outstanding public debt?

[Amounts in billions]
State and municipal . U.S. interest bearing
Year Amount Year Amount - Year Amount Year Amount
$92.0 $197.6
85.1 194.5
78.9 191.6
72.4 189.6
64.0 188.9
59.0 199.0
54.6 193.1
49.9 192.9
45. 8 200.4
41.9 215.2

1 Includes U.S. interest-bearing securities not held by U.S. Government investment accounts and Federal
Reserve banks. Also State and local securities not held by Federal agencies and trust funds; Federal
Reserve banks; and State and local sinking funds, trust funds and investment funds.

Sources: The Daily Bond Buyer and the Treasury Bulletin: U.S. Treasury Department.

1. Tg(/ipe offering—Almost without exception, new issues of bonds
are sold by the issuing body to investment bankers® and only this
form of financing is considered in this chapter. Investment bankers
purchase bonds in order to distribute them to a large number of
mvestors, including individuals, commercial banks, and insurance
companies.

Basically, bonds are sold either through negotiation or by advertise-
ment and subsequent bidding by prospective purchasers. Competitive
bidding is required for issues guaranteed by the Public Housing Au-
thority (commonly referred to as PHA’s), most issues of general
obligation bonds, and to a lesser extent also for revenue bonds.

Chart I shows separately the dollar volume of those new issues sold
by competitive bidding and those sold by negotiation. Within each
category a division is made between general obligation and revenue
bonds.t Most apparent is the steady growth of both revenue and gen-
eral obligation Il?)onds sold as the result of competitive bidding and,
with the exception of 1963, the rather constant level of bonds issued
through negotiation.®

2 Investment banker is a term applied to a security dealer or a dealer bank who under-
writes securities (limited to municipal general obligation bonds in the case of dealer banks).
It is the function of the investment banker to bring together those who wish to borrow
funds by issuing securities and those who wish to lend funds, or invest by purchasing
securities. Additionally, the investment banker assumes some market risk in this opera-
tion. Because of his knowledge of the markets and efforts to locate investors, the invest-
ment banker is able to purchase bonds at a price attractive to the issuer, sell bonds at a
price attractive to the investor and normally profit from the transaction himself. See ch.
9 for a more complete discussion of the investment banker,

4 Public Housing Authority bonds are not included,

5The very large dollar size and the small number of some revenue issues introduces
large fluctuations in the dollar volume of such financing when the volume is measured for
short periods of time (such as a year).

70-132—67—vol. 2——38
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Chart II is similar to chart I but is expressed in terms of the num-
ber of new issues rather than the dollar volume. Other than a slight
decrease in the number of general obligation bonds offered competi-
tively and the larger (on a percentage basis) decrease of the same
bonds offered through negotiation, this chart depicts relative stability
3111 ﬂ(lle number and distribution of new issues sold during the past

ecade.

A comparison of chart I with chart IT shows that the dollar value
of general obligation issues sold by negotiation is, on the average,
much smaller (averaging $242,000 in 1957 and rising to $464,000 in
1965) than the value of issues sold by competitive bidding (the latter
averaging $908,000 in 1957 and $1,575,000 in 1965). No readily ap-
parent relationship of a similar nature exists for revenue bonds.

Chart ITI presents the data of charts I and II in percentage form.
No discernible long run trend is present. The volume of general obli-
gation bonds sold by competitive bidding held steady at about 96 per-
cent as measured by value, and fluctuated between 80 percent and 90

ercent as measured by the number of issues. New issues of revenue

onds sold by competitive bidding demonstrate more variability rang-
ing from 52 percent to 71 percent as measured by value and 59 percent
to 77 Fercent as measured by the number of issues. Additional sta-
tistical information is presented in table 1 of the appendix. (See
page 134.)
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2. Maturity ¢ distribution—One of the most important aspects of
new debt is the period over which that debt is repayable. Since serial
bonds which mature at intervals are normal for general obligation
issues, and term bonds which all expire at the end of one period are
more prevalent for revenue issues,” the maturity distribution for these
two types of securities may be expected to vary considerably. That
variation is shown on charts IV through VI. In comparing maturi-
ties, the heavy preponderance of general obligation issues for the short
maturities and the dominance of revenue issues for the longest ma-
turities is apparent.

Examining each chart separately, several facts stand out. Chart
IV shows the rather constant level—with the exception of 1965—from
1957 to 1965 of the dollar amount of general obligation issues with
average maturities from 1 through 14 years, accompanied by a pro-
nounced decline in the number of 1ssues in this category. The volume
of revenue financing was too small for time changes to be significant.

Chart V illustrates the large growth during the past 9 years in the
dollar volume of revenue financing with an average maturity of from
15 to 30 years. Although general obligation financing still is larger
in this category—about equal in 1965—the growth of financing has
largely been in the form of revenue issues. The average size of both
general obligation and revenue issues has increased during this time
span. For maturities of 30 years or more years (chart Vf), revenue
financing dominates the picture. The dollar volume of both general
obligations and revenue bonds of this maturity range has been er-
ratic—due to the large dollar size of the issues and the small number
involved—and obscures any trends if such are present. On the aver-
age, issues of this maturity are about $10 million, but with wide
variability.

¢ Maturity has been calculated by weighted average—the method most commonly used
to measure bond maturity. Weighted average maturity refers to the average time period
the debt is outstanding, weighted by the dollar amount of the debt. For example, a serial
bond issue retiring $1 million in § years, $2 million in 6 years, and $3 million in 7 years
would have an average maturity of 6% years reflecting the large amount due in 7. years.
A term bond maturing in 10 years would have an average maturity of exactly 10 years, no
matter how measured or weighted. The availability of funds for use by the issuer would
be less because of sinking fund requirements.

7Term bonds are particularly used—and useful—in situations where the uncertainties

of net revenues are higher than normal (e.g., new projects). Under such circumstances
the use of serial maturities would increase the risk to both the issuer and the investor.
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Charts VII and VIII concentrate on the proportion of bond fi-
nancing by maturity grouping. As presented in chart VII, the aver-
age maturity distribution of general obligations has, with the excep-
tion of year-to-year fluctuation, changed very little during the past 9
years. There has been some decrease in the percentage in the 10
through 14 year range offset by increases in the 20 through 29 year
and over 30 year brackets.

The proportion of revenue financing, chart VIIT, in the ranges of
5 through 9 years and over 30 years has noticeably declined. This de-
cline has primarily been offset by issues in the 20 to 29 year group.
Additional statistical information is presented in table 2 of the ap-
pendix.

3. Use of proceeds—In the main, the purposes for which bonds are
issued have not changed markedly in recent years. Although data are
available for more than 50 classifications of use, for the purpose of
this study these have been aggregated into six basic categories (edu-
cation, transportation, utilities and conservation, social welfare?® re-
funding,® and miscellaneous).

8 Includes such items as public housing, hospitals, poor relief, recreational facilities, and

civic centers.
% Financing the purpose of which is to retire (at that time or at a later date) an
existing issue or issues,
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Information concerning these categories for the period 1957 through
1965 is presented in charts IX and X. Chart IX shows the dollar
value of new issues classified by use of proceeds. Readily apparent is
a pronounced increase in refunding, reflecting the following two fac-
tors: First, late 1962 and the first half of 1963 constituted a period
of low-interest rates, a favorable time to exchange existing debt for
less costly debt. A second factor explaining the continued large vol-
ume of refunding is the legal necessity to refund certain issues before
new debt may be issued. This requirement is frequently found in rev-
enue bond issues, although it has been relaxed over the past several
years as revenue bond financing techniques have evolved and investor
acceptance has increased. The chart shows also the increase in issues
to obtain funds for social welfare. The increase in miscellaneous is-
sues reflects the trend toward consolidated financing and general pur-
pose bond issues. Education and utilities and conservation also have
increased whereas transportation has remained at the same level.

Chart X demonstrates the percentage of borrowing used for each
purpose. Particularly noticeable is the large increase in the percent-
age of funds used for refinancing, and the decrease in percentage of
funds used for transportation. The relative share used for education
has slightly decreased, while the opposite is true for social welfare.

One of the more spectacular developments in this area has been the
rise of industrial aid financing. In this form of financing, the bor-
rowed funds are used to construct and sometimes equip a production
facility, which the governmental unit then leases fo a private firm.
Although the volume is not large, relative to the other categories, the
growth rate has been rapid. The present annual rate of this type
of financing is about $600 million, which compares with totals of $7
million in 1957, $72 million in 1961, and $214 million in 1965. This
topic is discussed in detail in another chapter. Additional statistical
information is presented in table 8 of the appendix.

CHARACTERISTICS OF BORROWING AcENcIES

The past decade has been characterized by rising levels of new debt
issues and outstanding debt. This section presents information de-
scribing the relationship of the issuer of new municipal bonds to the
bond market. This is done by compiling market data in terms of the
following characteristics of the issuer: (1) the type of public body
(State government, city, school district, and special districts), (2) the
geographical location, and (8) the population size.
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1. Type of public body.—Chart XTI presents a record of the dollar
volume of new issues of municipal bonds by type issuer. As would
be expected because of the rather constant level of borrowing for edu-
cation, the dollar value of bonds issued by school districts has re-
mained stable at given level. The amount issued by cities, counties,
and townships has increased steadily at a moderate rate, while the
amount issued by States has varied appreciably. The most pronounced
trend is that for special districts and statutory authorities. The
volume of borrowing by these forms of government has risen steadily,
from $1.3 billion in 1957 to nearly $3.8 billion in 1965, reflecting the
increasing use of these governmental bodies.

Charts XII and XIII provide additional information about the
nature of this increase for special districts and statutory authorities.
In Chart XII, the dollar value of bonds issued by these issuers is
categorized by the use of proceeds. Social welfare, refunding, and
miscellaneous account for most of the increase; each having expanded
substantially from 1957 to 1965. Education also expanded substan-
tially, due in part to leasing arrangements necessitated by debt limita-
tions imposed on general obligation issues.

Chart XIIT provides a breakdown on the basis of type of security
sold by this form of issuer. Increases in revenue issues accounted for
most of the dollar amount of additional financing, although on a per-
centage basis general obligation issues also increased substantially.

Additional statistical information is presented in tables 3 and 4
of the appendix.

2. Geographic location~—With an overall increase in the volume of
municipal bond issues between 1957 and 1965 of approximately 50
percent, it would be normal to expect an upward trend by individual
States as well. Such is indeed the case.

70-132—67—vol. 2 9
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New lssues of Municipal Bonds, 1957-1965

CHART XIV

STATE AND LOCAL PUBLIC FACILITY FINANCING

PSR X AR
Retatetedeleteteletsl

@ West

THE VALUE OF BONDS BY REGION]OF ISSUE

D North Central

Northeast ﬁ South

)

1959 1960 1961 1962 1963 1964 1965
Source: Investment Bankers Association of America.

1958

1957

1. Bureau of the Census, census regions.
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Using a general measure of change—the variability is so great in
some cases that any measure of change must be general—somewhat
less than half of the States did not establish a significant trend—plus
or minus about 50 percent—in the level of new debt issues between
1957 and 1965. Four States—Alabama, Arkansas, New Mexico, and
Utah—exhibit a definite trend of significantly increasing volume, and
Connecticut has definitely reduced its volume of new issues. The
remaining States, about half, have established a trend of increasing
volume, but less than the four States listed above.

Chart XIV has been constructed to show the regional pattern of new
issue growth.® All regions showed growth in the dollar volume of
bonds issued therein, with the South increasing most rapidly. The
Northeast increased nearly as rapidly, followed by the west and north-
central regions.

Additional statistical information is presented in table 6 of the
appendix.

3. Size of borrower.—Even before examining any statistical data
about the size of issuer (borrower) one would expect certain relation-
ships to exist. It would be expected that small issuers would borrow in
small amounts, that population trends and school consolidation would
increase the size of 1ssuing agencies, and that the increasing role of
the State in aiding its subdivisions financially would result in a
noticeable growth in the percentage of borrowing by the larger units.
Not all of these relationships are corroborated by the data presented.
Chart XV shows the percentage of the dollar volume of new issues
by population category of issuer. Many issuers cannot be assigned
a population (e.g., statutory authorities which perform a function
not associated with a fixed population, such as a turnpike authority)
and such information was not available for others. These have been
combined into the classification “population unavailable.” The share
of the market attributable to this category has noticeably increased,
which is understandable in view of the large growth in importance of
“special districts and statutory authorities.” The chart shows the
offsetting decline distributed among all other groups, but particularly
among the large issuers.

Chart XVI presents the same basic data with percentages caleulated
on the number of issues rather than value. The pronounced increase in
the value of financing in the “unavailable” category is not carried
through to the number of issues, denoting a sizable increase in the
dollar value of individual issues. If the large increase in percentage
of new issues by the smallest population group in 1958 and 1959 is
ignored, the percentage distribution has remained very stable over the
vears.

10 Using the Bureau of the Census definition of census regions.
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A comparison of chart XV with chart X VI bears out the suggestion
that small issuers borrow by selling bonds in relatively small issues.
The other two assumptions about the increasing importance of the
large issuer are not borne out unless the increased volume by those
issuers for which no population was available represents the larger
issuers—which it is in some cases. The evidence is not sufficient to
make this judgment, however. ‘

Charts XVII through XIX were constructed to present more de-
tailed information about the issuer. Chart XVII presents data for
issuers whose population is 10,000 or less (the smallest available di-
vision with the IBA statistics). The shift, within this population
bracket, from school districts to cities is most pronounced and un-
doubtedly the result of school consolidations.

The most significant relationship for the group of issuers 10,000 to
1 million in size (chart XVIIT) is the almost complete lack of change
over the past 9 years. The only changes are a slight decrease in the
share issued by special districts and an increase for cities.

Among the largest issuers, chart XIX, States dominate the picture.
Somewhat surprisingly, the most noticeable change has been in the
increased percentage of the number of issues by States, offset by a
decrease by cities.
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APPENDIX

STATE AND LOCAL PUBLIC FACILITY FINANCING

TaBLE 1.—New issues of municipal bonds by type offering and issue, 1957-65

{Dollar amounts in millions)

Competitive Negotiated Total
Year and type issue
Amount Number | Amount Number Amount Number
1957:
General obligation.....__. $4, 525 4,983 $210 869 $4, 808 6,104
Revenue. ...ceoo oo 1, 267 444 644 259 1,976 721
Public Housing
Authority . ___________ 66 10 | 66 10
Total. oo 5,858 5,437 855 1,128 6, 850 6, 835
1958:
General obligation......._ 5,247 5,023 198 874 5, 515 6,089
Revenue..._____..____.._... 1,207 534 434 328 1,693 893
Public Housing
Authority___.___.._.___ 185 44 | - 185 44
Total oo 6,639 5,601 633 1,202 7,394 7,026
1959:
General obligation__...... 4, 592 4,866 197 652 4,817 5, 682
Revenue_________________. 1,283 515 1,127 295 2,430 836
Public Housing
Authority_ ... ... 335 (T P PR, 335 7
6, 209 5,457 1,324 947 7,581 6, 594
1960:
General obligation._._.... 4,629 4, 961 136 565 4,775 5,626
Revenue_.._.....___.__... 1,242 550 838 315 2,095 881
Public Housing
Authority..oo oo 281 68 | 302 | 69
1) 6,153 5, 579 973 880 7,712 6, 576
1961:
General obligation_...___. 5, 601 5,132 126 487 5,739 5,705
eVenue. ... . _..__. 1,458 655 962 292 2,444 954
Public Housing
Authority - oo 315 J S LI S 315 116
Totals oo eaoee 7,374 5,902 1,088 79 8,498 8,775
1962:
General obligation.....__. 5,437 5,238 121 277 5,590 5, 526
evenue. . __.____.__.... 1,912 821 774 242 2,711 1, 069
Public Housing
Authority_.__...._... 437 122 | 437 122
Total. . . 7,786 6,181 895 519 8,737 6,717
1963:
General obligations....... 5, 527 4, 609 264 663 5,831 5,333
Revenue.._....._._..._.__ 2,362 904 1,783 572 4,246 1,500
Public Housing
Authority._ ... __..____ 254 B4 | iieaeees 254 64
1172 D, 8,143 5, 877 2,047 1,235 10,331 6,897
1964: .
General obligations 6,194 4,592 195 470 6, 402 5,136
2,181 789 1,377 468 3,608 1,274
637 163 637 163
9, 012 5, 544 1,57 938 10, 646 6,573
1965:
General obligation. .. ... 6, 989 4,438 167 360 7,266 4,915
Revenue....___.____....... 2,410 767 1,025 455 3,521 1,267
PublicHousing
Authority._........._. 478 129 | e[ iaee 478 129
L\ 9,877 5,334 1,192 815 11, 265 6,311

Nore.~Subtotals may not add to totals due to rounding and inclusion in the total of small amounts not
classifiable as competitive or negotiated.

Source: Investment Bankers Association of America.
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TABLE 4.—New issues of municipal bonds by type issue and issuer, 1957-65
[Dollar amounts in millions]

Type issuer

School distriets..—
Special distriets. .-

City, etc
School district.
Special distriet_.._

Cityete_.._..
School districts. -
Special distriet.__-

City, etc
School distriet..--.
Special distriet_. ..

Type issue
T . Total
General obligation Revenue Pulﬁg:thg(i)&?mg
Amount | Number | Amount | Number | Amount | Number | Amount Number
$993 89 $413 37 0 0 $1, 407 126
1,891 3, 240 673 506 0 0 2, 565 3,746
1,594 2,411 4 7 0 0 1,598 2,418
329 364 885 171 $66 10 1,281 545
4,808 6,104 1,976 721 66 10 6,850 6,835
1, 524 148 386 74 0 0 1,910 222
2, 099 3,244 574 569 0 0 2,673 3,813
1,471 2814 |ocoeemofemcoeae 0 0 1,471 2,316
421 382 733 248 185 44 1,339 674
5, 515 6, 089 1,693 863 185 44 7,394 7,026
1,229 123 325 54 0 0 1,554 177
1,821 3,011 633 530 105 34 2, 560 3,575
1,345 2,221 9 16 0 0 1,354 2,237
421 327 1,462 236 229 42 2,113 605
4,817 5, 682 2,430 836 335 76 7,581 6, 594
857 93 156 28 0 0 1,012 121
1,836 2, 870 573 503 281 68 2,690 3,441
1,491 2,160 3 6 0 0 1,495 2 166
591 503 1,364 344 20 1 1,975 848
5,626 2, 095 881 302 69 7,172 6, 576
113 256 52 63 2 1,829 167
3,110 692 585 60 45 3,085 3,740
1,987 21 9 0 0 1,425 1,996
495 1,475 308 192 69 2,160 72
5,705 2, 444 954 316 116 8,498 6,775
90 267 92 55 2 1,307 184
2,887 725 572 80 22 3,242 3,481
2,070 Jooeaeao 2 0 0 1,578 2,072
479 1,718 403 302 98 2,609 980
5, 526 2,711 1, 069 437 122 8,737 6,717
121 3€0 87 0 0 1, 450 208
2,921 1,109 807 0 0 3 727 3,728
1,797 2 7 0 0 1, 569 1,804
494 2,776 599 254 64 3, 580 1,157
5,333 4,246 1, 500 254 64 10, 331 6, 807
126 198 70 0 0 1, 496 196
2,602 2,602 1,072 648 0 0 3,674 3,250
1,693 1,793 1 2 0 0 1,694 1,795
809 615 2, 336 554 637 163 3,783 1,332
6, 402 5,136 3, 608 1,274 637 163 10, 646 6,573
2,053 125 230 78 0 0 2,283 203
2, 406 2,578 9(:4 608 0 [ 3,37 3,186
1,838 1,700 0 0 1,840 1,703
968 512 2, 325 578 478 129 3,772 1,219
7,266 4,915 3,521 1, 267 478 129 11, 265 6,311

NorTE.—Subtotals may not add to totals due to rounding.
Source: Investment Bankers Association of America.
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TaBLE 6.—The volume of new issues, by State of origin and type issuer, 1957-65

[In miliions of dollars]

State and type issuer 1957 | 1958 | 1959 | 1960 | 1961 | 1962 | 1963 | 1964 | 1965
AlaDama - oo 7 77| 188 161 | 147 ( 118 | 120 | 228 369
State._ I T 21 2 L 3 R 9 3 10 foo__
Cities and counties 43 31 61 49 91 52 46 94 83
Sechool districts. .. _..____ - [ E— i ) 3 PR P 1 ) )
Special districts, public authorities_ ____._ 31 5 74| 108 55 57 69 | 122 285
Alaska_... - - 2 20 16 18 36 29 34 26 12
SEALE - o e e b PR 14 7 8 |3 PO
Cities and counties 15 11 10 16 1 15 2 12
School districts._. . 3 4 7 5 10 2 17 1
Special districts, public authorities . .. ._| . j-o___|.co__ 1 2 1 10 femmo[ccaaee
Arizona 51 26 65 65 58 96 50 86 100
]2 £SO 0 (R— 1 1 2 3
Cities and counties 17 28 58 32 23 41
School districts. .o.o________._ - 27 28 21 1 22 26
Special districts, public authorities_ _.._._ L2 P— 20 19 2 18 6 39 34
Arkansas_____ - 15 11 19 15 21 18 51| 101 49
State . e memmmmme e e |l ) S PR
Cities and counties 14 11 14 10 6 11 29 76 19
School distriets____. 7 PR 4 4 11 5 9 9 11
Special distriets, public authorities_ .| |ocoo|enooi|aaaal 4 2 12 16 19
California . - oo caaaan 888 11,081 | 953 {1,081 |1,317 | 877 |1,103 {1,349 | 1,642
SEALE - o e oo 300 | 400 | 250 393 | 591} 207 | 200 644 535
Cities and counties_ _..........___ 208 | 242 | 188 ) 216 | 212| 225 | 205 177 236
Sehool districts. oo ococcoooonoo_o 280 [ 239 | 240] 232 | 316 | 251 | 209 | 254 249
Special districts, public authorities_ __.__. 92| 199 { 275 | 241 | 198 194 | 489 | 273 622
Canada.
State_. ..o

Cities and counties. ...

School distriets . _____________._.._._.
Special districts, public authorities. ..
Colorad0. oo e

State. - el 16 5 L2 PR SRR O 28 6 1
Cities and counties 32 43 20 21 20 30 47 53 57
School distriets. .. .._... 18 24 15 12 26 35| 107 46 48
Special districts, public authorities.... .| . .. |-co.__l__.. 2 1 6 22 45 31
Connecticut. - ccaan 263 | 232 209 132 185 205 117 187 189
[ 721 7 S U 149 127 140 64 95 102 49 94 91
Cities and counties 77 96 62 56 81 95 61 81 94
School distriets - . feoo-- 5 1 7 1 b2 EOSE PR P
Special districts, public authorities.....___ 37 4 6 4 8 7 8 12 4
DelaWATe . - o oo e 41 56 42 32 23 74 21| 170 59
Stabe - o o e 32 38 29 16 11 38 12 49 3
Cities and counties. _ 5 6 11 16 5 1 7 6 1
School districts - 4| 12 N 7 4 1 12 8
Special districts, public authorities. ... | | o] o ]enee 32 1| 104 3
District of Columbia... .. ... 1] 185 | 110 35 b 28 DR 14 8

School districts
Special districts, public author

3 (03 T ORI

Cities and counties.
Schootl distriets. - ...
Special distriets, public authorities........

(872703 . YN

State. - e
Cities and counties.
School districts. ... _____._.
Special districts, public authorities...._.__

267 | 167 | 159 | 240 | 320 | 248 | 297 | 499 364
______ 20 19 18 8 b {020 IR SN PR
132 | 101 74| 119 94 | 122{ 193 | 171 169
54 12 21 14 34 13 23 57 48
80 33 45 89 | 184 [ 104 81| 271 147
120 | 108 56 49 | 183 | 212 | 137} 171 204
,,,,,,,,,,,,, RURVRIS VRN SRS 1) J PRI FRE R PR (R
55 45 6 44 40 66 68 46 65
14 7 18 3 10 11 28 8 7
51 56 2 2| 104 | 135 41 | 116 132
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TaBLE 8.—The volume of new issues, by State of origin and type issuer,
1957-65-~Continued

[In millions of dollars]

State and type issuer 1957 | 1958 | 1959 | 1960 | 1961 | 1962 | 1963 | 1964 | 1965
Hawaii_.____. 48 36 65 23 32 29 76 55 58
State_. . 34 21 53 7 10 10 66 30 32
Cities and counties. ..o coocovmoama o 15 15 12 16 22 18 n 20 10
School ASETietS - oo oo cmem e cm e [ e e e m e m e e e fe e e
Special districts, public anthorities.... .|« oo[oooofoeeo | i fcenn- ) N 5 16
Idaho. ——- 4 11 10 10 11 11 10 8 11
[]7:3 2 YU C PSR OLPRIS) S 1 1 2
Cities and counties. .o vooomcmeeaaoo 1 7 1 2 5 2 2 2 4
School distriets_ - oo oot - 2 4 3 8 6 8 7 4 4
Special districts, public authorities...._...|-cceofoacaos L2 O S ) I O 3 1
Tlinois. - 336 | 379 | 425 | 324 | 424 | 426 | 564 | 344 354
State.. 4 3 8 18 124 | 106 | 183 24 8
Cities and counties_ ..o 206 183 | 281 | 182 ( 143 | 130 70 83 90
School districts. 98 78 77 75 61 75 | 109 82 110
Special districts, public authorities. ... 28| 115 59 49 96 | 115 202} 155 146
Indiana. 71| 145 133 78 119 143 | 107 | 137 187
3 70 USRI R 43 7 6 8 10 -3 I 2
Cities and counties. ... . enooo. 33 50 40 31 52 71 33 25 40
School districts. voooooooo o 15 8 17 14 15 8. 8 2 5
Special districts, public authorities_ ...... 24 45 69 26 43 54 58| 110 146
Towa._. 38 68 49 48 50 59 52 53 58
State o e 25 |oeeaan 7
Cities and counties. .o aos 16 22 20 23 32 27 14 17
School districts_ 21 21 28 25 19 28 21 15 21
Special districts, public authorities_ ... SR PRSI (RSP S 4 17 21 1
Kansas_ 133 56 42 55 52 69 62 64 104
State._ . 1 1 1 1 1 -
Cities and counties. . .o ocooaomaes 76 33 21 32 28 42 22 35 71
School districts. 16 21 20 20 19 15 9 7 8
Special districts, public authorities. ... 41 1 2 4 11 31 23 25
Kentucky.- . 72 60 371 102] 415 138 | 228 | 147 155
State.. 35 35 3 411 169 42 85 56 21
Cities and counties_ - ooonn 29 25 34 50 79 55| 122 65 87
School districts.. O RSRSEN OSSO IO S SRR PO [ I A
Special districts, public authorities_ . ... - 2% PR D 10| 166 40 21 25 47
Louisiana. 151 | 140 | 123 | 140 | 105 288 | 306 | 190 299
State. 12 21 31| .52 61 | ____. 2
Cities and counties. oo ceemaenao 47 35 35 48 49 94| 116 59 104
School distriets. 50 66 40 21 14 30 22 41 44
Special distriets, public authorities..._.... 43 18 17 19 42| 165 107 90 149
Maine 5 16 21 17 24 19 28 20 17
[5 72 UUPU SRS UOU U UPURIGI (SO 6 10 7 10 3 18 12 5
Cities and counties... ..o -ocoomomoaceeon 3 4 7 [ 6 12 5 6 7
School distriets ) S, 2 2 4 2 1 1 4
Special districts, public authorities....._.- 1 7 3 2 4 2 3 2 1
Maryland 120 | 176 | 137 | 124 ] 189 | 247 | 263 | 223 228
State.... 24 41 12 37 37 34 64 37 69
Cities and counties. ... ocomcooomoccannns 68 87 86 30 96 97 | 135 | 106 99
Sehool distriets. oo e e JEUURY (SRR ISR A
Special districts, public authorities...._._. 28 47 39 57 55| 116 63 80 61
Massachusetts. .. oo iiimeaeean 256 | 308 | 324} 172 | 231 | 383 | 219 | 447 251
State 129 | 159 84 35 109 40 76 62 93
Cities and counties 108 | 122 97 | 104 | 102 | 134 117 | 206 111
School districts. - - ooooaacoe - 5 17 11 10 1 2 3 8 17
Special districts, public authorities........ 13 11| 133 23 91 207 2¢ | 171 31
Michigan 267 | 350 | 3731 349 | 307 | 349 | 288 | 392 380
State__ .. 52| 103 75 93 | 102 86 8 6 5
Cities and counties. ... coumemmmcanan 80 | 103 | 135 95| 147 | 124 | 147} 180 133
School distriets. . oovoeeeooaoo 136 | 123 | 141 | 140| 103} 121 | 111} 150 185
Special districts, public authorities.......[------ 21 22 21 45 19 22 56 57
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TaBLE 6.—The volume of new issues, by State of origin and type issuer,
1957-65—Continued

[In millions of dollars]

State and type issuer 1957 | 1958 | 1959 | 1960 | 1961 | 1962 | 1963 | 1964 | 1965
MiINNesota . - - oo oo 155 | 154 | 165 | 180 | 118 | 142 | 296 | 233 283
State.. .- 12 47 38 49 |- 123 7 68
Cities and counties 56 57 67 66 67 75 93 81 95
School districts. . __________ 60 50 56 56 45 59 63 | 104 109
Special districts, public authorities....___. 27 |eceeee 4 9 6 7 17 42 11
B TS TSI 1) o) M 49 75 | 103 79 81 81 77| 113 119
State..__ 18 30 56 15 17 22 14 30 23
Cities and counties. 20 27 24 35 39 37 41 56 47
School distriets. - oo ooooom oo oo 9 15 14 8 11 10 12 14 13
Special districts, public authorities_...._._ 1 3 9 21 14 10 9 13 36
Missouri- - 140 | 154 73 81 89 | 125 | 140 | 121 137
State. oo 428 55 | feeeo- 1| 1 b3 P
Cities and counties.__ 67 58 45 49 48 72 57 66 81
School districts 31 40 28 31 37 38 43 24 30
Special districts, public authorities._._..__ 19 1. 1 4 15 39 28 26
Montana - 17 18 11 18 12 20 19 8 22
State e [ R R NP S RO E—— 9
Cities and counties._ 10 6 5 4 4 5 9 2 4
School districts_ .. 7 6 6 11 6 13 6 2 7
Special districts, public authorities_._.____|-.____ ) N 2 1 2 4 4 2
Nebraska . - e 23 34 45 22 40 62 60 62 45
State . - e e 5 2 N I 10 |||t
Cities and counties 13 8 6 9 12 19 14 13 18
School districts. 2 9 10 8 8 22 40 4 6
Special districts, public auth 8 16 25 5 20 12 6 46 21
NeVAAA o o o o oo oo 9 18 6 17 26 16 59 50 47
State. RIS PIURU U RURY (UPRVRRIRY FRUSPRPI FVSU SRR IR B 2 | 6
Cities and counties________ 4 6 2 3 6 3 21 18 11
School distriets. ... 4 11 1 12 5 10 23 27 23
Special districts, public authorities....____|.__.__|-.___ 3 3 15 3 12 4 7
New Hampshire__.___________________________ 7 34 28 10 28 14 40 20 55
State 29 12 [ 16 |.ooo_- 23 oo 25
Cities and counties._ . 4 12 7 7 9 8 9 16
School districts 2 3 2 5 3 7 9 10
Special districts, public authorities. .- .| | || 2 1 2 4

Cities and counties. -
School districts
Special distriets, public authorities____.___

North Carolina. .- .

Cities and
School districts. - -
Special districts, pu

North Dakota.

145 | 169 | 644 | 500 | 355 | 337 | 556 | 572 | 428
58| 83| 66| 91| 93| 59| 94| 87| 149
22| 27 | b - 28
66| 61| 52| 67| 74| 85
2TETT] 8| u|TE
16| 8| 6| 20| 13| 16| 7 17
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TaABLE O0.—The wvolume of new issues, by Stdte of origin and type issuer,
1957-65—Continued

[In millions of dollars]

State and type issuer 1957 | 1958 | 1959 | 1960 | 1961 | 1962 | 1963 | 1964 | 1965
Ohi0. e 472 | 396 | 306 | 305 | 312 | 281 318 | 345 416
State . o 220 155 65 17 i 7 3 2 90
Cities and counties 139 139 132 125 130 127 178 102 148
School distriets. . .- 114 102 100 153 100 116 103 117 124
Special distriets, public authorities ... | .____f--__ 8 10 12 31 35 | 124 54
Oklahoma. - 48 69 42 98 | 204 82 | 182 89 150
________________________ 36 2 6 1 15

26 18 25 16 45 44 58 49 7
18 23 17 16 11 24 28 34 26
3 27 |- 66 113 13 90 6 34
91 55 95 59 | 136 79 | 101 | 125 57
52 24 63 1 81 30 11 61 |_____.
15 12 11 39 18 16 53 18 19
School districts - 19 14 16 15 21 23 24 25 31
Special districts, public authorities.....--- 5 6 5 5 17 11 12 22 7
Pennsylvania. oo 208 | 384 | 485 | 395 | 406 [ 588 | 768 | 649 675
S o 11 24 | 131 [_____|_____ .- 27 22 | 27
Cities and counties 74 91| 105 | 139 72 71 102 | 109 105
School distriets__ _- 32 38 34 31 11 32 29 27 74
Special districts, public authorities....---- 181 | 232 | 215 | 225 | 323 | 458 | 615 | 514 469
Puerto RiCo - - - oo 37 69 | 102 94 95 | 147 | 101 | 122 155
State. .. oo 10 27 55 17 40 25 30 53 54
Cities and counties 5 1 14 35 7 38 27 17 11
Scehool distriets . - - oo oo e |
Special districts, publie aut! 22 40 33 43 49 84 43 53 90
Rhode Island - oo 43 44 15 10 29 40 59 49 84
S8 e e 27 19 | 2 11 19 38 23 24
Cities and counties 16 24 13 7 14 20 21 22 30
School distriets. - oo oo oo 1 1 ) P N I 2
Special districts, public authorities. ... ... ) U PR 4 |\ |- 4 28
South Carolina. - -« oo eeeeeae 44 63 44 27 36 32 46 23 63
B < | 7 - TR 21 46 17 5 6 5 L3 — 17
Cities and counties 14 11 15 10 15 12 21 13 30
School distriets. . _...-.--- 2 1 9 5 7 5 18 5 8
Special districts, public authorities..-....- 6 4 3 8 8 9 3 5 8
South Dakota. - - - eocmeomoe e 10 6 8 5 7 3 7 13 12
[ 721 73RN UVUOISOUpUS USRS OSSR NSRRI (NSRRI SRR (NSRS (RS NS MO R
Cities and counties 2 4 4 3 4 1 2 3 4
School distriets. ...~ - 7 1 4 2 3 2 5 8 7
Special districts, public authorities. .- .- -|- oo |oco | e ||| P2
TeNNESSL. - - - e oo e e 59 92 91| 106 | 125 | 156 | 301 | 157 149
15 16 14 25 18 25
84 | 106 122 156 121 103
12728 IS B RS (RN
5 3 20 | 120 18 21
308 | 422 | 444 | 440 | 471 657
1 79 10 1 3 3
158 | 197 | 217 | 201 [ 244 227
School districts. . - - 102 97 | 136 | 169 | 141 208
Special districts, pu 47 30 36 47 49 81 70 82 218
Utah - e 8 26 16 19 21 48 21 43 102
State oo || || e 2 5 79
Cities and counties_ _ 1 5 4 5 8 19 3 19 3
School distriets. - .o 10 12 9 7 27 15 18 18
Special districts, public authorities..._..__ 7 10 1 5 7 2 |- 1 3
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TABLE 6.—The volume of mew issues, by State of origin and type issuer,
1957-65—Continued

[In millions of dollars]

State and type issuer

Vermont_____ ..

State_ ...
Cities and counties

State
Cities and counties
School districts
Special districts, public authorities..._....

Virgin Islands. -« oo

State_ ..

Cities an unties
School districts
Special districts, pub:

Washington _ _________________________________

Special districts, public authorities.

1957 | 1958 | 1959 | 1960 | 1961 | 1962 | 1963 | 1964 | 1965

16 15 15 17 8 12 16 20 22
12 13 14 5 10 6 17 10
1 1 1 2 1 o P— 4

2 3 1 1 3 2
53 67 | 308 | 119 | 128 | 114 | 110 166
________________________ 1 7 2 2 34
69 47 62 58 82 98 96 i 65
2| b 20 (RO (SR BRI B 3 1
...... 7 1| 250 36 23 17 27 66
__________________ 2 E— [ I 9

85 13
33 51
54 25

West Virginia_ _ .. 4 23 56 17 24 27 16 61 84
18 10 3 14 4 21 63
35 1 12 7 10 14 9
3 ) A FSURUREN PSSR J, L R
Special districts, public authorities..__ .| |- |- 4 9 6 1 21 12
Wisconsin. . o 128 100 92 113 182 164 133 160 222
State e e oo e 15 |
Cities and counties 93 74 78 91 122 83 90 103 124
School districts 31 17 14 | 422 24 56 42 41 22
4 8 | 36 10 1 16 77
7 8 17 13 21 4 16 10 16
____________ 9 b 2 D P [0 PSOR P

3 1 2 1 11 2 5 5
School districts 3 7 6 8 9 2 5 4 2
Special districts, public authorities_ B R A PO RS 2 12

NotE.—Subtotals may not add to totals due to rounding.
Source: Investment Bankers Association of America.
TABLE T.—New issues of muwicipal bonds, by region® of issue
Region
Year Northeast South North-central West
Amount 2| Number |Amount? | Number |Amount 2| Number | Amount ?| Number

$1, 749 1, 511 $1, 584 1, 692 $1,789 2,438 $1, 691 1,184
2,181 1, 594 1,798 1,863 1,849 2,363 1, 496 1,177
2,493 1,347 1, 636 1,832 1,717 2, 262 1,633 1,144
1,953 1,459 1,932 1, 698 1,579 2,145 1,611 1, 253
2,229 1,418 2, 510 1,821 1,804 2,323 1, 860 1,203
2,870 1,454 2,350 1,903 1,840 2,211 1, 520 1,137
3,022 1, 529 2, 694 2,153 2,035 2,024 2, 480 1,176
3,162 1, 461 2, 854 1,679 1,935 1, 954 2, 573 1,166
3,053 1, 380 3,271 1,991 2,216 1,789 2, 559 1,137

1 Bureau of the Census, census region.
2 Millions omitted.

Source: Investment Bankers Association of America.




CHAPTER 6
Patterns of General Obligation Bonds*

INTRODUCTION

In the following discussion concerning the present availability of
general obligation bond issues as a credit resource for financing State
and local public facilities, consideration is given only to the type of
bond issue which has traditionally been known in the municipal bond
market as “general obligations,” to wit: bonds to the payment of
which is pledged the full faith and credit of the issuer and which are
payable from and primarily secured by ad valorem taxes upon all of
the taxable property within the boundaries of the issuer, subject to
taxation by the issuer, without limitation of rate or amount. Not in-
~ cluded are revenue bonds, assessment bonds, special excise tax bonds,

or bonds for the payment of which the full faith and credit of the
issuer is pledged, but for the payment of which the issuer has either no
power or limited power to levy ad valorem taxes.

1. HistoricAr,. DEVELOPMENT

A. PRIOR TO WORLD WAR IT

During this period practically all of the State and municipal long-
term financing was through the medium of general obligation bonds.
The next largest volume of municipal financing (prior to the financial
crisis of 1929) was through bonds payable from assessments on prop-
erty specially benefited from the improvements constructed from the
proceeds of such bonds. In the early 1980’s, about $2 billion or ap-
proximately 9 percent, of all municipal bonds then outstanding, in-
cluding the bonds of at least one State, went into default, a situation
which, together with very high delinquencies in tax and assessment
collections, resulted in a substantial reduction in public borrowing
and increased interest costs to issuers. There was practically no mar-
ket for assessment bonds, as the real estate development boom had
burst, and this type of new issue became only a trickle mostly locally
absorbed. This was a period when States and local agencies curtailed
their borrowing only to provide ultraessential public facilities, and
the so-called “frills,” or luxury items, were abandoned.

B. DURING WORLD WAR II

At or shortly prior to the outbreak of World War II the Capital
Issues Commission was created with regional committees established
in various parts of the country to implement the rules set by the Com-

*By John B. Dawson, partner, Wood, King, Dawson & Logan, with minor edit-
ing by committee staff.
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mission governing public financing. Without going into detail, the
general purpose of the Commission was to limit borrowing by public
agencies to those purposes closely associated to health and safety, ex-
cept to provide services for rapidly growing populations in defense
areas. The regional committees were very strict in examining and
approving proposed bond issues for capital improvements, and the
voluntary cooperation of the underwriters and dealers in municipal
bonds was remarkable. As a result the amount of bonds of every type
issued for new projects during this period was at a minimum, and the
total amount of general obligation bonds outstanding had declined
at the end of the war to approximately the same as existed in 1930, due
in great part to the accelerated retirement of bonds outstanding at the
beginning of the period. The drought in tax exempts caused prices
of all types of bonds of public agencies to increase substantially, and
many millions of dollars of outstanding debt were refunded at lower
interest rates. Refunding bonds were not subject to Capital Issues
Commission’s approval.
C. POSTWAR PERIOD

As a result of the curtailment of construction of public facilities
during the 1930’ and to the end of World War I, a tremendous back-
log of postponed requirements was built up. This backlog included
every category of municipal requirements; schools predominantly,
streets, highways, sewers, hospitals, airports, and public buildings for
various public uses. Upon the lifting of the restrictions upon the
creation of new debt, a great many local public agencies initiated
plans to proceed with the construction of postponed facilities. The
impact on the market for tax exempts was not felt immediately, as
preliminary to the actual issuance of the bonds it was necessary to
employ architects and engineers, prepare plans and specifications,
select building sites, all preparatory to calling elections on the propo-
sition of issuing bonds, publishing notices of elections and conducting
and canvassing the returns thereof. It was not until 1946 that the
volume of tax-exempt bonds brought to market showed a substantial
increase, jumping from 1,876 new issues in 1945 aggregating $818 mil-
lion, to 3,319 new issues in 1946 aggregating $1,203 million. There
was no substantial increase in the volume of general obligation bonds
during those 2 years, and the ratio of general obligation bonds issued
to the total amount of tax-exempt financing in each year has declined
as shown by the following table compiled from information pub-
lished by the Bond Buyer of New York.
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[Dollars in millions])

New State and municipal bond issues

Number of Aggregate General Percent of
Year issues amount obligation total
issues
3,819 $1,208.6 $997.7 82.90
3,803 2,353.8 1,968.1 83.61
4,706 2,980.7 2,440.2 81.62
5,107 2,995.4 2,312.5 77.20
5,861 3,693.6 3,003.7 83.76
5,281 3,278.2 2,548.1 77.73
5,313 4,401.3 2,937.9 66.75
5,795 5,557.9 3,990.6 71.80
6, 526 6,968, 6 3,754.3 53.87
6, 660 5,976.5 4,244.1 71,01
6, 405 5,446.4 3,775.9 69.33
6,888 6,958.2 4,933.2 70.90
6,855 7,448.8 5,724.9 76. 86
6,711 7,681 1 5,159.7 67.17
6, 529 7,229.5 5,034.7 69. 64
6,400 8,359.5 5,761.5 68.92
6, 515 8, 558.2 5,892, 2 68.85
6,577 10,106.7 6, 069.2 60. 05
6,314 10,544.1 6,836.3 65.31
6, 059 11, 084. 2 7,445.0 67.76

2. Facrors ArrrcTiNG UsE oF GENERAL OBLIGATION BoONDS

There are many elements affecting the issuance of tax exempt securi-
ties which account for the declining percentage of general obligation
bonds issued when compared to the total amount of tax-exempt bonds
brought to market. These elements should probably be considered
separately.

(@) Demand and interest costs—So long as the demand for tax-
exempt bonds and resulting spread in interest costs between general
obligations and revenue or other public agency bonds is relatively
narrow, the public bodies will naturally turn to financing which does
not require a vote of the electorate or an increase in the levy of ad
valorem taxes to pay such bonds. However, when the demand for tax
exempts dries up, and interest costs increase, the trend is to issue more
general obligation bonds percentagewise as the spread between interest
costs on general obligation and revenue bonds becomes wider. The
latest figures available which substantiate this observation are reported
in the Investment Bankers Association statistical bulletin for the first
quarter of 1966 which shows that of the 1,341 new issues during that
period, aggregating $2,859 million, there were 988 general obligation
bond issues totaling $1,908 million, or approximately 74 percent of the
total volume. '

() Authorities—Many public functions formerly exercised by
States and local subdivisions which were supported by taxes and gen-
eral obligation bonds are now being carried on by means of quasi-public
agencies such as authorities, commissions and, lately, nonprofit cor-
porations, existing pursuant to law, and authorized to issue bonds
the interest on which is exempt from Federal income taxes. The bonds
of such agencies are generally payable solely from the revenues of
mcome producing facilities, but in a few instances some of the authori-
ties and commissions are authorized to levy limited taxes, or portions
of existing taxes or excise taxes have been allocated or dedicated to
them for debt service. Another chapter of this study reports in more
detail upon bonds of the character referred to in this paragraph.
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(¢) Debt limitations.—There are three methods of imposing limi-
tations upon the power of States and local governmental units to incur
general obligation indebtedness: constitutional, statutory, and home
rule charters. As a footnote to this chapter there is appended a table
of constitutional debt limits contained in the constitutions of all 50
States. The limitations therein referred to have, in almost all in-
stances, been in effect for generations, and have been found difficult,
if not 1mpossible, to change, although in many instances, bonds of
States have been authorized for specific purposes and for stated
amounts by constitutional amendments adopted by the people at elec-
tions held for that purpose. Notable examples are State issues for
veterans’ bonuses, although many of these are not general obligations
but are payable from dedicated excise taxes such as cigarette tax, beer
tax, soft drink tax, etec. There is a definite reluctance on the part of
State and local government officials to tamper with or enlarge long-
standing constitutional limitations upon the creation of general obliga-
tion indebtedness. Thisisnot the case, however, with statutory limita-
tions upon local subdivisions which have been increased from time to
time, as such lHmitations are merely authorization to local agencies to
create debt up to the new limitations, and the burden of the actual
inerease in indebtedness is the responsibility of the local officials and
electorate. Limitations in home rule charters are more difficult to
change, but such limitations seem to be of little effect, as most such
charters require a vote to issue any bonds, and it would seem that as
long as a vote is required, no limitation is necessary, as the limitation
could be raised or exceeded by the vote of the same electorate.

The traditional constitutional debt limit is expressed as a percent-
age of the assessed valuation of the taxable property within the
boundaries of the issuer, and is so expressed in the subjoined table.
Originally this method of limiting the creation of indebtedness was
adopted as practically all of the revenues of the States and their
subdivisions was derived from ad valorem taxes. This is not the
case today with the advent of a wide variety of taxes such as the
income tax, sales tax, gasoline tax, cigarette tax, beer and liquor taxes,
and many other excise and occupational taxes. It can be argued with
considerable force that debt limitations based upon ad valorem taxes
are no longer the true measure of ability to pay. As a matter of fact,
the Commonwealth of Puerto Rico and the State of Delaware have
abandoned the traditional percentage of assessed value limitation
and have adopted a limitation based upon a ratio of debt service to
gross revenues experienced in prior years. This method has received
general acceptance by investors, although many feel that there is
danger in possible recessions over an extended period, and that the
only true measure of security is the value of the real property behind
the debt. Many investors require information with respect to the
ratio of true value to assessed value, the latter being almost uni-
versally lower than true value. However, due to the necessity for
additional revenues, the gap between the two valuations has been
narrowing to a limited extent, which permits the issuance of addi-
tional bonds within debt limits based upon a percentage of assessed
valuation. The debt limitations have not seriously impeded general
obligation borrowing except in a very few instances where the per-
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centage is so low (Indiana, for example) as to be unrealistic in this
modern era. Local public agencies in many cases have circumvented
such limitations by means of authorities, lease-purchase agreements,
etc., which result in higher costs to the taxpayers.

The population explosion has changed the pattern of general ob-
ligation financing to a considerable extent. Educational facilities
at all levels are of prime concern, and most of the indebtedness in-
curred by States and their agencies in recent years has been for that
purpose. The issuance of dormitory revenue bonds has relieved the
necessity for issuing State bonds for that purpose, but buildings for
classrooms, laboratories, and hospitals for medical colleges still are
financed by State bonds. There has also been a rise in borrowing
for parks, playgrounds, and other recreational facilities. Over-
crowding of streets has resulted in a rise in municipal debt for the
construction, or widening of arterial streets. The Federal Inter-
state Highway System has not of itself increased the necessity of
borrowing for highway purposes, but the narrow, outmoded State
and county highways existing at the close of World War IT required
heavy financing immediately following that period to widen, modern-
ize and correct the dangerous condition of those highways and to care
for increased traffic.

The increasing use by cities and towns of revenue bond financing
for water, electric, gas, parking, and sewer purposes has caused a
decline in general obligation bond issues for those purposes. There
is no uniformity in the decisions of the courts of the various States as
to whether revenue bonds are exempt from constitutional debt limits.
The so-called special fund theory has been adopted in full in the
majority of the States and revenue bonds are not considered “debt”
within the meaning of the constitutional limitations. Fifteen States
originally rejected the theory in whole or in part, those that have
rejected 1t in part permit the exclusion of bonds payable from the
revenues of the facility constructed from the proceeds of the bonds,
but do not permit the exclusion if revenues from the existing facilities
which were being added to or extended are also pledged.

Constitutional limitations upon indebtedness do not take into con-
sideration the debts of overlapping jurisdictions, with the exception
of South Carolina, which has an overall debt limit of 15 percent of
the assessed valuation of the property included in the overlapping ter-
ritory, and Louisiana where parishwide and local school districts have
an overall limit of 25 percent on overlapping territory. However,
there are, in a few States, limitations on the maximum rate of taxes
which may be levied on property which has the effect of limiting
indebtedness payable from ad valorem taxes. Many sophisticateﬁ
investors require information on overlapping debt before purchasing
any bonds of a political subdivision.
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CHAPTER 7
Patterns of Revenue Bond Financing*

1. Tae Growixg Imrorrance or Revenue Bonp Finawciveg,
1946-65

Prior to World War II, revenue bond financing by municipal and
other public instrumentalities enjoyed only a limited acceptance.
While municipal public utility revenue bonds had been known since
the turn of the century, this type of public financing of revenue
projects in the prewar years was not extensive, particularly through
the medium of independent instrumentalities such as public authori-
ties. Among such projects in 1946 were the Hudson and East River
crossings of the Port of New York Authority and the Triborough
Bridge Authority and the toll road constructed by the Pennsylvania
Turnpike Authority.

In the immediate years before the war, public authority revenue fi-
nancing received an important impetus from decisions of the Federal
courts affirming the status of the Port of New York and Triborough
Authorities as political subdivisions entitled to exemption from
Federal income taxation of interest on their bonds. Commissioner of
Internal Revenue v. Shamberg’s Estate (1944), 144 F 2d 998, Cert.
denied, 323 U.S. 792; Commissioner of Internal Revenue v. White’s
Estate et al. (1944), 144 F 2d 1019; Cert. denied, 323 U.S. 792. With
the termination of the war in 1945, the demand for public improve-
ments, long subordinated to military requirements, became vocal.
The elimination of price controls and the need for higher taxes to fi-
nance ordinary municipal operations led State and municipal officials
to seek new means for raising capital for needed public improvements
without a corresponding rise in the tax level. They turned to
revenue bond financing, which offered a welcome combination of
primary expense to the user and primary risk on the investor without
a corresponding drain on the general funds or (in most cases), a
charge against the debt limit. With an increasing awareness on the
part of the courts of the expanding nature of public purpose, the
acceptance by State legislatures of revenue bond financing of self-
liquidating projects was swift.

In 1946, new issues of revenue bonds by municipal and public
agencies accounted for $205,860,000, or 17 percent of the total munici-
pal bonds issued. In 1947 this ratio fell to slightly more than 16 per-
cent. In 1954, the peak year of toll road financing, revenue bonds
accounted for $3,214,381,100, or 46 percent, of total municipal bonds
issued ; 1963 saw the largest annual volume of revenue bonds, amount-
ing to $4,087,470,000, or nearly 40 percent of the total municipal

* Prepared by Frank . Curley, partner—Hawkins, Delafield & Wood, New
York, N.Y., with minor editing by committee staff.

156



STATE AND LOCAL PUBLIC FACILITY FINANCING 157

bonds issued. This peak figure was occasioned in part by the large
number of refundings which were authorized by issuers in order to
take advantage of improved market conditions. In 1965, the volume
of new issues of revenue bonds amounted to nearly 33 percent of the
total of municipal bonds.

The following is a statement of municipal general obligation and
revenue bonds sold during the years 1946-65:

Year General Revenue Total Percent
obligations bonds revenue
$997, 697, 600 $205, 860, 000 | $1, 203, 557, 000 17.1

1, 963, 081, 600 385, 690, 000 | 2,353, 771, 000 16. 4
2, 440, 230, 000 549, 501, 000 | 2, 989, 731, 000 18.4
2,312, 471, 799 682,953,250 | 2, 995, 425, 049 22.8
3, 093, 680, 965 599,923,200 | 3, 693, 604, 165 16.2
2, 548, 057, 853 730, 095, 200 | 3, 278, 153, 053 22.3
2, 937, 866, 967 1,463, 460,500 | 4, 401,317,467 33.3
3,990, 639,799 | 1, 567,256,570 | 5, 557,887,369 28.2
3, 754, 260,796 | 3, 214, 381,100 | 6, 968, 641, 896 46. 1
4,244, 089,370 [ 1,732,414,450 | 5,976, 503, 820 20.0
3, 775,931,126 1, 670,488,445 | 5, 446,419, 571 30.7
4,933, 240, 520 | 2, 024, 911, 625 6, 958, 152, 145 29.1
5,628, 086, 000 | 1,772,281,000 | 7,400,367, 000 23.9
5,159, 656,123 | 2, 521,397,500 | 7, 681, 053, 623 32.8
5,034, 679,948 | 2,194, 820, 411 7, 229, 500, 359 30.4
5, 761, 504, 589 | 2, 598, 007, 545 | 8, 359,512,134 311
5,892, 188,262 | 2, 666,012,400 | 8, 558, 200, 662 31.2
6,069, 195,364 | 4, 037,470, 000 | 10, 106, 665, 364 39.9
6,879, 923,836 | 3, 650, 752, 608 | 10, 530, 676, 444 34.7
7,444, 968,995 | 3, 639, 219, 720 | 11, 084, 188,715 32.8

2. SieNrFIcANT DuEvELOPMENTS IN REVENUE BonNp FinvaNcing, 1946-65

Probably the single most important development in revenue bond
financing 1n the past two decades has been the broadened concept of
public purpose—the object for which such bonds may lawfully be
1ssued by a municipal or public corporation. Prior to 1946 certain
municipal utility services, such as electricity and water, were recog-
nized in a number of States as legitimate purposes for municipal reve-
nue bond financing. Toll roads and bridges, though not yet widely
financed by this means, were generally accepted. With the increasing
demand following the war for public services and improvements with-
out a corresponding increase in the tax burden, legislatures have au-
thorized and courts have approved as public purposes a variety of
facilities and undertakings scarcely contemplated in prewar years.
Airports throughout the country have been constructed or expanded
through the issuance of revenue bonds secured by long-term leases
with participating airlines. Public parks and recreation areas and
facilities have been successfully financed with revenue bonds, as have
stadiums and public sports facilities. Huge power projects have been
erected on the Nation’s major rivers as a result of revenue bond finane-
ings, in many cases by public authorities or corporations. Rapid
transit facilities, public markets, college dormitories, port facilities, a
world trade center in New York City, and various other public im-
provements are being financed through revenue bonds.

Industrial development by States and municipalities, commenced 30
years ago in Mississippi, has been increasingly accepted in recent years
by numerous State courts as a public purpose for the issuance of reve-
nue bonds. The vast majority of the States have enacted legislation
authorizing State or local governments to promote and develop new
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industry in order to revitalize areas suffering from unemployment and
economic recession. With limited exceptions, the courts have held
that the economic objectives of such development justify the issuance
of revenue bonds by municipal corporations. In a typical case, the
proceeds of these bonds are used by the municipality to acquire and
construct, an industrial plant which is leased to a company on a long-
term basis. The rentals are sufficient to pay the debt service on the
bonds and are unconditionally guaranteed by the company. The op-
erating costs are usually assumed by the company. In most cases the
credit of the municipality is not involved since the bonds are secured
solely by the revenues derived from the leasing of the plant.

Another development in revenue bond financing during the past
two decades has been in the nature of the issuer. Prior to World War
I, a Jarge amount of revenue bond financing was by municipalities,
particularly with respect to electric, water, and other utility services.
Public authorities and special districts were active—Port of New
York, Triborough, Pennsylvania Turnpike, Consumers Public Power
District, among others—but they had not attained the importance
which they acquired during the 1950’s. In that decade most of the
toll road authorities were created and issued their bonds. Power
authorities and districts, such as Power Authority of the State of
New York, became active and financed their great revenue projects.
Several regional compact agencies with revenue bond-issuing powers
were created during this period and issued bonds. In addition, the
period saw the creation of nonprofit corporations as governmental
subdivisions for the purpose of issuing revenue bonds and construct-
ing public improvements.

The year 1954 witnessed the second largest annunal volume of revenue
bond issues, in large part due to the toll road financings. Public au-
thorities in New York, New Jersey, and Illinois financed turnpikes
through giant revenue bond issues. These and others proved finan-
cially successful. The successful financings of this period far out-
weighed the few disappointments. These latter included toll roads in
VV}est Virginia and Illinois, bridges on the Missouri River, and a few
others.

A development in revenue bond financing during the period 1946-66
was the increased use of advance refunding. Refunding of revenue
bonds is, of course, not new. Bond resolutions and trust indentures
ordinarily provide for the issuance of bonds to refund outstanding
revenue bonds when subject to redemption. During the past 5 years,
issuers were anxious to replace outstanding high-interest bonds with
more moderately priced obligations. In addition, some issuers felt
the need to modify or eliminate restrictive conditions in outstanding
bond resolutions, particularly with respect to the issuance of addi-
tional bonds. In many cases, the bonds to be refunded were not
callable for several years. Accordingly, advance refundings were
developed, whereby the issuer sold refunding bonds and placed the
proceeds in escrow pending the redemption of the outstanding bonds
on the first call date. Where the resolution securing the outstanding
bonds contained adequate defeasance provisions, the placing of suffi-
cient funds in escrow to retire the outstanding bonds on the redemp-
tion date had the effect of discharging the outstanding bond resolu-
tion or indenture. Where such provisions were absent, interest on
the refunding bonds was paid from investment income until the out-
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standing bonds could be redeemed and the old resolution discharged.
This method of advance refunding, which could be justified either
because it offered savings in overall interest cost to the issuer or
because it aided in removing onerous bond restrictions which pre-
vented additional financing of public improvements, reached its peak
in 1963 and accounts in part for the record volume of revenue bond
issues in that year.

A development which has affected revenue bond financing is the
controversy as to whether national banks may lawfully underwrite
certain revenue bonds as general obligations under the Glass-Steagall
Banking Act of 1933. The Comptroller of the Currency has ruled
that revenue bonds issued by certain public authorities—e.g., the Port
of New York Authority—are general obligations within the meaning
of the Federal law, even though not supported by a pledge of tax
funds, and are therefore eligible for underwriting by national banks.
The question is presently before the courts.

3. SieNIFICANT CHANGES IN PREVAILING ATTITUDES REGARDING
CerTaAIN REVENUE BoxND SrCURITY REQUIREMENTS

There have been important changes since 1946 in revenue bond
security requirements contained in bond resolutions, trust indentures,
and similar instruments securing the issuance of revenue bonds.
These changes reflect an increased market for revenue bonds, partic-
ularly among institutional investors and fiduciaries, and this expand-
ing market has resulted in a greater demand for reasonable assurance
against falling off of revenues which might lead to a default on the
bonds. Also, as they became more experienced with revenue bonds as
a vehicle for financing public improvements, responsible issuers, bond
counsel, and underwriters, have sought to strengthen and improve
upon the instruments securing the bonds in order to afford greater
protection both to the public and the investor in the application of
many hundreds of millions of dollars of bond proceeds and revenues.

Debt service coverage requirements are stricter in 1966 than they
were in 1946. In many resolutions and trust agreements in the 1946
period, it was not uncommon to require an issuer to maintain tolls or
other revenues sufficient only to meet operating expenses and debt serv-
ice as it became due. Today it is generally customary to require that
tolls shall be maintained at a rate sufficient to provide revenues equal
to operating expenses and debt service plus a margin of safety, de-
pending upon the nature of the issuer, the project, and the certainty
of the flow of revenues. A hydroelectric power project financed by
revenue bonds secured by long-term power contracts with responsible
purchasers may not need a margin greater than 10 or 20 percent.
Water and sewer revenue bond issues, with their assured consumer
demand, do not ordinarily require large coverage margins. However,
a toll road or bridge, dependent upon motorists’ needs and subject to
competition with federally financed free roads of comparable stand-
ards, may require a margin of 25, 30, or 50 percent of net revenues over
debt service.

Related to the debt service coverage requirement is the requirement
for debt service reserves. Provision for this reserve is customarily
contained in the flow of funds established by the bond resolution and
often follows immediately upon the allocation of revenues for current



160 STATE AND LOCAL PUBLIC FACILITY FINANCING

interest and principal payments. The amount required to be deposited
in the bond reserve is greater today than it was in 1946. Having ex-
perienced isolated revenue bond defaults in recent years resulting from
a failure of estimated revenues, investors now frequently demand a
reserve large enough to meet both interest and principal payments for
at least a year beyond a point of temporary cessation of revenues.
Often this reserve requirement is tied to the maximum annual interest
and principal requirement during the term of the bonds.

Reserves for repairs and replacements have become more important
in bond instruments during the past 20 years. In the earlier years of
revenue bond financing, there was often no distinction between the
payment of revenues for ordinhary operating expenses and extraordi-
nary maintenance expenses of a type that did not recur annually.
This was often because the earlier revenue bonds were secured by a
pledge of gross revenues, which meant that debt service was paid
ahead of operating expenses, and the distinction between ordinary and
extraordinary maintenance expenses was a matter of little concern
to the investor. However, with the trend from a pledge of gross
revenues to a pledge of net revenues, the difference took on an obvious
significance. The investor was not prepared for extraordinary repair
expenditures, such as the costly resurfacing of a toll road, to take
precedence over the payment of his interest and principal. Hence,
the reserve for repairs and replacements was created, often following
the bond reserve n the flow of funds, and subject to restrictions and
conditions designed to prevent extravagance in the application of the
reserve. The amount of the reserve is frequently based upon the
issuer’s annual budget requirements.

Earnings tests governing the issuance of additional revenue bonds
which are pari passu with outstanding bonds are stricter today, both
as to-the earnings base and the required ratio or coverage of net earn-
ings over debt service. With the exception of additional bonds re-
quired solely to complete the project, an earnings test is today required
for the issuance of additional parity bonds under the same bond resolu-
tion in order to minimize the dilution of the revenues available to
service the outstanding bonds. In the earlier years of revenue bond
financing, it was often believed sufficient if the earnings base of the
test was limited to estimated future revenues. In other words, addi-
tional parity bonds could be issued if the future net earnings from the
project, as estimated by the issuer’s consulting engineer, would cover
debt service plus a margin of safety. Itisraretoday when an earnings
base does not include a showing of actual net revenues during the
preceding year or period in relation to debt service. Frequently, the
actual, or historical, earnings test stands above, unadulterated by the
estimate of earnings for future years. One reason for this is the in-
sistence of at least one of the rating agencies that the authority to
issue additional parity revenue bonds—even completion bonds—with-
out a historical earnings test is cause for refusal to rate the bonds.
The second part of the earnings test—the times coverage—has also
become stricter in recent years. The margin required depends again
upon the nature of the issuer and the project but percentages of 135
and 150 are not uncommon today. In all of these earnings tests, more
thought is given today to reflecting possible adverse conditions, such
as the effect of construction or threatened construction of competitive
facilities, as well as eliminating speculative elements wherever possible.
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There has been an increased interest during the past two decades
in the use of subordinate liens in the field of revenue bond financing,
in part because of the inability to issue additional pari passu bonds
because of strict earnings tests. The use of the subordinated lien in
temporary or interim financing is fairly common. However, it is also
recelving wider acceptance today as a means of creating new bonds
without disturbing the prior pledge of revenues securing the out-
standing bonds. Sometimes this is done with the consent of the pre-
scribed percentage of holders of the outstanding bonds, as in the case
of the New Jersey Turnpike Authority in 1952. It may also be ac-
complished without requiring bondholders’ consent where the existing
bond resolution authorizes the use of surplus revenues for general cor-
porate purposes. In that case, the surplus revenues may be made
available to the subordinated lien bonds, and upon the retirement or
payout of the prior lien bonds the new bonds will succeed to the posi-
tion of the first lien. Where the coverage was insufficient to support
an entire issue of first lien bonds, projects have also been financed
initially through the use of first and second lien bonds, and in some
cases third lien bonds.

The maximum repayment period for revenue bonds, while regu-
lated largely by market conditions prevailing and the time of issuance,
has probably lengthened on the average in the past 20 years, subject,
of course, to the statutory limits which may be prescribed in each case.
This is due in part to a market demand for long-term investments.
Tt is also due in part to the desire of the issuer to spread its debt service
burden in order to accommodate future possible Eond issues for other
projects or improvements which share in the same revenues.

Capitalization of interest out of revenue bond proceeds is more com-
mon today than it was 20 years ago. In the case of new projects with
a lengthy construction period, it is almost essential to provide for
funded interest during the period before the project becomes revenue-
producing. In addition to the security provided by funded interest,
it is also a source of investment income during the initial period.
Most revenue bond laws provide for capitalization of interest during
the construction period and a reasonable time thereafter, and most
issuers financing new projects take advantage of its benefits.



CHAPTER 8
Patterns of Lease-Rental Financing*
A. Inpustrian A FINANCING
1. NATURE OF INDUSTRIAL REVENUE BONDS

Industrial development bonds are issued by local government
bodies—city, State, county, municipality, etc.—to buy or build plants
and equipment to be leased to private enterprise. The most common
variety of industrial development bonds is a revenue bond, which is
supported solely by rents derived from the facility. Some issues, how-
ever, have been general obligations which pledge the credit and taxing
power of the issuer in addition to rents from the project.

The primary purpose of industrial development bonds is to attract
new industries to areas by offering lower costs than would be incurred
through traditional methods of corporate bond financing. Since the
interest on municipal bonds is exempt from Federal income taxes, local
governments are usually able to borrow funds in the capital markets
at interest rates lower than those available to private borrowers.

Typically, a municipality will sell bonds to purchase a site and build
a plant for a particular company, usually to the company’s specifica-
tions. It is then leased to the company for a period of time sufficient
for rental payments to cover principal and interest on the bonds.
Should the tenant default, he is subject to eviction and another com-
pany is then sought to fill the premises. If the plant was financed by
revenue bonds, any loss must be stood by the bond holders.

The first industrial aid bond was issued in the State of Mississippi in
1936. Authority for the issue came from Mississippi’s then new “bal-
ance agriculture with industry” (BAWI) plan which was State spon-
sored and legislatively approved, and made industrial aid financing
available to all Mississippi’s communities. The first issue originated in
Durant, Miss., for the construction of a factory for the Realsilk Hosiery
Mills. The amount of the issue was $85,000. Between 1936 and 1950
only Mississippi and Kentucky had authorized the use of industrial de-
}'elop(inent bonds, but during that period very few such bonds were
issued.

In 1952, the city of Florence, marketed an issue of bonds convertible
into stock.

The first issue of industrial development bonds by Durant, Miss.,
was of the general obligation type. Today only Mississippi uses gen-
eral obligation bonds extensively, though Tennessee, Arkansas, and
Louisiana have made some use of this technique. Both revenue bonds
and general obligation bonds are tax exempt, but they differ in the
credit standing behind the issue. Since general obligation bonds

* Prepared by James F. Reilly, Partner, Goodbody and Co., with minor editing
by committee staff,
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pledge the full faith and credit of the municipality they have the ad-
vantage of being easily marketed. However, most States limit the
amount of local bonded debt to the value of local property. Commu-
nities are often restricted to small scale financing and one issue may
exhaust the possibility of further general obligation financing for
mMany years.

Thirty States have authorized the use of industrial development
bonds, although in some States the authorization is not statewide.

The following table lists the States allowing industrial development
bonds and the year such enabling legislation was passed.

TABLE 1.—States allowing industrial development bonds

Mississippi ——o———__ 1943 | Wisconsin  ________ 1957 | Virginia __________ 1962
Kentucky —_—_______ 1948 | Arkansas ___._____ 1958 [Towa . ______ 1963
Alabama __________ 1951 [Georgia . _____ 1960 | Michigan __-______. 1963
Iinois o 1951 | Maryland . ___ 1960 | Arizona ... _____ 1963
Tennessee . _...___._ 1951 | Missouri ——————___ 1960 | West Virginia._____ 1963
Louisiana __._____.__ 1953 [ Nebraska . ______. 1961 [ Wyoming _________ 1963
New Mexico_______ 1955 | Oklahoma . _____ 1961 (Hawail —_________ 1964
North Dakota—_—__.. 1955 |Kansas . _________ 1961 | South Dakota______ 1964
Vermon{ —_._______ 1955 | Minnesota _________ 1961 | Montana __________ 1965
Washington _______ 1955 | Maine ____________ 1962 | Rhode Island._____ 1965

Four States—Arkansas, Mississippi, Alabama, and Kentucky—ac-
counted for 80 percent of total industrial development bond financing
a%complished during 1964, and 90 percent of the total in the first half
of 1965.

Of the 30 States allowing the use of industrial development bonds,
only Louisiana has limited itself to general obligation bonds, although
the authority to issue revenue bonds exists. All other States use rev-
enue bonds which are not subject to the restrictions placed on general
obligations.

Of all Government sponsored plans to aid industry, industrial de-
velopment bond financing has become the most popular type of State
and local industrial financing. Through the first half of 1965, the In-
vestment Bankers Association estimates $729 million of municipal
industrial bonds have been issued. This exceeds the combined total
of all other forms of State and local industrial aid financing.

TABLE 2—Volume of industrial development bonds*

Year Amount
Before 1951 _ o e $5, 715, 000
1951 6, 920, 000
1952 ____ e 8, 790, 600
1988 e ——————— e 9, 300, 000
1954 e S 4, 759, 000
1955 oo e e 11, 790, 000
1956 e 6, 421, 000
1957 U 7,612, 000
1958 e 12, 740, 000
1959 .- e n 22, 946, 000
1960 e 486, 867, 000
196 71, 771, 000
1962 — e e 89, 342, 000
1963 __ - e 143, 535, 000
1964 e 178, 627, 000
1965 e e e e e e e e e 211, 531, 000

1 Investment Bankers Association.
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The volume of industrial development bonds issued has risen
sharply in the last few years. Since 1960, issues have averaged more
than $100 million a year. The great increase in dollar amount of
industrial development bonds is largely attributable to their use by
large national companies for new buildings and equipment.

Further impetus to the growth of industrial development financing
came in 1963 when the Internal Revenue Service ruled (63-20) that
nonprofit corporations may, under certain conditions, issue tax-exempt
industrial bonds. This has allowed municipalities in States which do
not have legislation authorizing industrial development bonds to make
use of this type of financing. Thus far, several issues have been made
under the ruling in North Carolina and Arizona, the largest for the
American Sugar Co. ($22,250,000 first mortgage bonds, series A of the
Industrial Development, Corp. of Maricopa County, Ariz., August 1,

1964).
2. BOND YIELDS

Buyers are attracted to industrial development issues for two basic
reasons: (1) they are a good credit risk, and (2) they yield a high
interest rate (some of the smaller issues having found local markets).
Assuming reasonable credit, the most outstanding attraction of indus-
trial development bonds has been their high yields. These rates have
served to break down many objections to this form of financing. The
spread between good general market bonds and good industrial devel-
opment, bonds has been decreasing, but the difference is still substan-
tial, as shown by the following table.

TABLE 3.—Comparative yields (sclected Alabama issues)

Rate 20-year | Bond buyer
Date Issue bond 20 bond Differential
average

Percent Percent
5.00 3.

August 1957 ___._____ Decatur-Fruehanf_ ... 57 1.43
March 1961. . ___._.____| Cherokee-Armour. . ........ccoo.. 4.75 3.48 1.27
September 1962_ _ _ -| Opelika-U.8. Rubber___ - 4,25 3.10 1.15
November 1962. Mobile-Diamond Alkali 4.15 3.05 1.10
May 1963_ _-. Decatur-Fruehauf_._._____. 3.08 .92
August 1963__ Carbon-Hill-Cluett Peabod 3.80 3.12 .68
August 1965_.._ Scottsboro-Revere Copper. _______._ 3.36 .64

Bond dealers have been very successful in creating markets for this
type of paper. More than one-third of all industrial development
bonds issued have been placed with insurance companies. A good part
of the remainder has gone to banks. As these issues have become
more widely known, private individuals have also become an important
group of buyers.

3. LEGAL ASPECTS

Industrial development bonds have caused little difficulty in Federal
courts for they easily satisfy the requirements of the 14th amendment.
The problem has been more difficult in State courts. All States
require that the borrowing and taxing powers of the State conform
to the public service doctrine, but more importantly, almost all States
prohibit the use of State or local funds to aid a private party.
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For example, the Alabama constitution states:

“The legislature shall not have the power to authorize any county,
city, town, or other subdivision of this State to lend its credit, or to
grant public money or thing of value in aid of, or to any individual
association, or corporation whatsoever, or to become a stockholder in
any such corporation, association, or company, by issuing bonds or
otherwise.!

Objections to industrial development bonds swere overcome in
Mississippi when the highest court, and later the U.S. Supreme Court,
ruled for the defendants in the case of Albritton v. Winona. The
Mississippi court stressed that a constitution could not be a static docu-
ment; it had to change as times and conditions dictated.

In 1950, the Kentucky Court of Appeals, upheld the State’s
revenue bond act? The court in this instance, avoided discussion
of public purpose, concluding instead that revenue bonds do not con-
stitute a use of municipal money or taxing power. The court stated
that it was, in fact, unconstitutional for a city to lend its credit for use.
However, the opinion continued, the use of a city’s name and the per-
formance of services as a trustee alone was not a loan of credit.

Other State courts’ decisions in favor of industrial development
bonds have basically followed the precedents set in the two cases just
discussed. There have, however, been decisions which were against
industrial development programs.

In 1952, the highest court of Florida held that a proposed revenue
bond issue 3 was unconstitutional on the grounds that the State con-
stitution specifically prohibited the lending of public credit for private
use. In contrast to the Kentucky decision, the Florida court held that
the proceeds of the bond issue would be public funds and, as such,
could not be used to aid private enterprise.

Decisions in Nebraska ¢ and Idaho  followed the reasoning of the
Tlorida court. The Nebraska court stated that allowing revenue bonds
for industrial development involved “fundamental fallacies of reason-
ing” which would constitute a death blow to the private enterprise
system and reduce the constitution to a shambles insofar as its pro-
tection of private enterprise is concerned.® The Idaho court felt that
earlier decisions which allowed revenue bonds were apologies dictated
by expendiency. The Nebraska decision was overridden by a constitu-
tional amendment in 1960.

Georgia presents an interesting situation. There is no statewide
authority for the issuance of industrial development bonds. However,
in 1952 the State constitution was amended to allow for local con-
stitutional amendment. Under this system a proposed amendment to
the constitution is reviewed to determine if if is of general and local
application; if it is only local then it is voted on by the citizens of the
political subdivision affected ; if ratified it becomes a local constitutional
amendment. In this way many Georgia counties have been authorized
to issue revenue bonds or revenue anticipation certificates for indus-
trial development purposes.

1 Alabama constitution, art. 4, sec. 94.

2 Faulconer v. City of Danville, 313 Ky. 468, 232 S.W. 2d 80 (1950).

3 State v. Town of North Miami, 59 So. 2d 779 (Tla. 1952).

4 State ex. rel. Beck v. City of York, 194 Neb. 223, 82 N.W. 24 269 (1957).

s Village of Moyie Springs v. Aurora Mfg. Co., 82 Idaho 2337, 353 P. 2d 767 (1960).
682 N.W. 24, p. 274,
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Decisions for industrial development programs, or against them,
have resulted from those points the court chose to emphasize—either
public funds aiding private enterprise or, on the other hand, private
enterprise benefiting the community. The question of cause and effect
in this area will continue to be debated in the courts.

The Internal Revenue Code provides that interest on obligations of
a State or any of its political subdivisions is not included in gross in-
come.” This includes revenue bonds and bonds issued by municipally
owned corporations regardless of the purpose for which the bonds are
issued.® In 1957, the Internal Revenue Service ruled that bonds issued
by an industrial development board authorized by a State would be
considered as issued on behalf of a political subdivision of the State
and therefore exempt from Federal tax.*

In a 1963 ruling,'® the Internal Revenue Service showed its disap-
proval of the “abuse of privilege” by some industrial corporations and
acted to prevent the use of industrial development bonds as a means to
circumvent the law. The IRS set forth specific requirements for tax
exemption. The ruling stated that bonds issued by a nonprofit corpora-
tion formed under the general corporation laws of a State for the pur-
pose of financing the acquisition, lease, and sale of industrial facilities
would not be considered as having been issued on behalf of a political
subdivision within the meaning of the code where: (1) the munici-
pality did not have a beneficial interest in the corporation while its
bonds were outstanding; (2) although the articles of incorporation
provided that the corporate property would be transferred to the
county, upon retirement of the bonds or dissolution of the corporation,
there would not necessarily be a vesting of full legal title in the county
since the corporation may never be dissolved or the bonds retired; and
(3) neither the State nor any political subdivision had approved the
specific bonds issued by the corporation even though they may have
anthorized the creation of the corporation and approved its general
objectives.

B. Lease RENTAL AND AUTHORITY FINANCING

1. NATURE OF FINANCING

When World War IT ended in 1945, State and local governments
were faced with a huge backlog of needed public facilities. Funds for
these projects would have been expected to have come from State and
municipal bond issues. But most States, as a result of excessive bor-
rowing in the 19th century, had constitutional and statutory restric-
tions on the issuance of debt. These debt restrictions took the form of :

1. Prohibitions against public aid to private enterprise.

2. Debt limitations fixed as a percentage of property valuation.

3. Requirement of a referendum for all bond issues.

4, Maximum periods beyond which debt could not run.

5. Mandates that a direct tax be levied at the time the bonded debt
is incurred and annually thereafter to pay the interest as it acerued
and the principal at maturity.

7 Int. Rev. Code of 19534, sec. 103.

8 Rev. Rul. 54-106, Cum. Bull. 19541, p. 28,
% Rev. Rul. 57-187, Cum. Bull. 1957-1, p. 65.
1 Rev. Rul. 63-20., Cum. Bull. 1963-1, p. 24.
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As an illustration, Kentucky provides an excellent example. The
present constitution of Kentucky was adopted in 1891 and represents
the natural reaction at that time to the fiscal irresponsibility of the
Reconstruction era which followed the Civil War. Attempts to revise
or amend it have been generally unsuccessful.

The constitution prescribes very low general obligation debt ceilings
for cities, counties, school districts, and all other public bodies having
the power of taxation. No district may incur in any year debt exceed-
ing the income and revenue provided for such year without the assent
of two-thirds of the voters thereof. School districts may incur
indebtedness only up to 2 percent of the assessed value of taxable prop-
erty within the district.

Thus, even if a school district is able to marshal a two-thirds majority
to authorize general obligation indebtedness, the 2-percent limit. is so
low that the building needs of most school districts would not be
satisfied.

The dilemma was resolved when, during the 1930’s, a school board
devised a plan which was approved by the Kentucky Court of Appeals.

A nonprofit corporation was created and the school board conveyed
the site to the corporation, and the corporation then constructed the
desired school building, sold bonds to pay for the construction, and
simultaneously leased the building to the school board for only 1 year
at a time—at such rentals, if renewed from year to year, as would
amortize the bonds and still not cause the school board to exceed its
budget in any year. It wasagreed that after the bonds were retired,
the building would be deeded back to the school board.

This, then, is authority or lease-rental financing.

Lease-rental financing has been used primarily for two major
purposes:

(a) For construction of school buildings.
(b) For construction of other public buildings.

School buildings have been built under lease-rental plans in the fol-
lowing States: Georgia, Indiana, Kentucky, Maine, and Pennsylvania.

Most lease-rental projects have financed school building programs
in States whose constitutions impose debt limitations. Through this
method of financing, adequate school systems have been provided.
This method of bypassing constitutional restrictions has also been
successfully employed for the construction and maintenance of State
office buildings. In this case, an authority is established which issues
bonds to construct or acquire a building to be leased to the State (or
municipality or appropriate agency). Bond principal and interest
are secured by the pledge of rental payments from the State.

States in which authorities have constructed public buildings on
a lease-rental basis include: California, Colorado, Georgia, Illinois,
Indiana, Kentucky, Michigan, Missouri, Pennsylvania, West Virginia,
and Wisconsin.

THE AUTHORITIES

CALIFORNTA

Lease-rental financing has been used extensively in California on a
citywide or countywide basis (i.e., a city or county, but not the State
became lessee). Its major function has been the construction of civic
buildings (courthouses, community centers, etc.) and stadiums, such
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as Candlestick Park in San Francisco. The largest issues outstanding

today follow:
SAN DIEGO STADIUM AUTHORITY

Created through agreement between the city of San Diego and San
Diego County as an agency for borrowing funds for construction of a
multipurpose stadium to be leased to the city or county.

April 7,1966, authorized and issued $27 million.

LOS ANGELES MEMORIAL COLISEUM COMMISSION

An agency existing under article 1, chapter 5, division7, title 1 of the
Government Code of California to acquire and construct and maintain
exhibition building coliseums, sports arena, and other buildings for

sporting events.
Commission owns and operates Los Angeles Memorial Coliseum and

Los Angeles Sports Arena and receives rental payments from the city.
Outstanding June 1964, $6,300,000.

ANAHEIM (CITY) STADIUM, INC.

Incorporated June 18, 1964, under provision of general nonprofit
corporation law of State, established to provide financial assistance for
and on behalf of city of Anaheim. Stadium leased to city.

October 1, 1964, $21,500,000.

ANAHEIM (CITY) AND ANAHEIM UNION HIGH SCHOOL DISTRICT
COMMUNITY CENTER AUTHORITY

Created March 1, 1965, by agreement between city and school dis-
trict for purpose of construction of a convention center, leasing it to
‘the city for 35 years beginning in 1965.

- Issued and outstanding, $14,500,000.

FRESNO CITY-COUNTY COMMUNITY AND CONVENTION CENTER AUTHORITY

Created by joint exercise of powers agreement between city and
.county of Fresno. Authority empowered to do all things necessary to
Afinance and construct a center to be leased to the city.

May 1, 1964, $8,500,000.

OAKLAND-ALAMEDA STADIUM, INC.
Bonds issued April 1, 1964, $25,500,000.
CoLORADO

State Highway Department Office Authority organized June 21,
71951, under Colorado Statutes Annotated 1935, to acquire land and
-erect buildings for lease of same to State highway department for
.offices and for housing highway equipment.

Authorized, $2,388,000.

Outstanding June 30, 1965, $593,000.
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(GEORGIA

Certain authorities and agencies are allowed to issue bonds sup-
ported by lease-rentals from the State under a 1960 constitutional
obligation placed on legislature to meet such rentals (art. VIL, sec. VI,
par. I(a) of the constitution of the State of Georgia as amended
(Georgia Laws, 1960, pp. 127 3-1276) and ratified by voters Novem-
ber 8, 1960, and proclaimed by the Governor November 29, 1960.

On October 15, 1962, U.S. Comptroller of the Currency ruled that
bonds of the Georgia State authorities are exempt securities within the
meaning of section 5136 of the Revised Statutes and may be under-
written by national banks, and portfolio holdings are not subject to
limitation.

GEORGIA STATE SCHOOL BUILDING AUTHORITIES

Public bonds created by 1951, Georgia Legislature:

(1) To acquire, construct, and operate self-liquidating projects
embracing school buildings, classrooms, laboratories, etc., for students,
etc., of any institution under control of State board of education or
governing bodies forming part of the State school system.

(2) To execute leases of such facilities with various county boards of
education, city boards of education or independent distriets.

(8) To issue revenue bonds of the authority payable from revenues,
rents, and other funds of the authorities; to pay costs of such projects
and authorize collections and pledging of revenues and other charges
for payment of such bonds and for maintenance costs of the projects.

In 1952, the State began a program of school construction. From
1952-55 $157 million bonds were issued. In 1960, new surveys showed
that more funds were needed. An additional $70 million was gutho-
rized in 1961-62 followed by a continuing annual allottment of $5.5
million beginning in the year ended June 30, 1961, for capital outlay
to provide funds to pay annual rentals in lease agreements between the
authority and local school units (State board of education became joint
lessee).

Total authorized to June 30, 1965, $270,134,000.

Outstanding, $164,657,000.

GEORGIA STATE OFFICE BUILDING AUTHORITY

Created by General Assembly of the State of Georgia at the 1951
session as amended in 1953. Organized to (1) construct, acquire, own,
equip, and manage self-liquidating office building projects and lease
them to State departments or agencies; (2) issue and service bonds of
the authority to finance cost of projects.

Rentals charged to the State departments and agencies are calculated
to pay bond principal, interest, and costs of operation and maintenance
of buildings.

Total authorized, $26,600,000.

Outstanding, $12,644,000.

CITY OF ATLANTA AND FULTON COUNTY RECREATION AUTHORITY

The authority was created by the General Assembly of the State of
Georgia at its 1960 session. In'1964 bonds were issued by the authority
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to acquire and construct a multipurpose athletic stadium and related
facilities. Principal and interest on the bonds would be had through
rental payments by the city of Atlanta.

May 1, 1964, authorized and oustanding, $18 million.

ILLiNors
ILLINOIS BUILDING AUTHORITY

Created by act of 1961 (amended 1963) to provide hospital, housing,
classrooms, laboratories, offices and other such facilities for the State
of Illinois.

Bonds may be issued, secured by revenues from projects or combina-
tions for which they were issued, including rent from State agencies,
departments, and universities.

Authorized and outstanding, $25,000,000, for :

University of INlinoiS-—— e $11, 224, 646

Department of Public Safety___ o ___ 6, 320, 930

Teacher’s College Board e 5, 354, 308

Southern Illinois University . ___._________________ 1, 388, 020

Department of registration and education_ . _..______________ 712, 096

Total S - _ -~ 25,000, 000
INDIANA

INDIANA STATE OXFFICE BUILDING COMMISSION

Created in 1953 by the general assembly (amended 1957) to construct
a State office building.

Issued, $30 million, July 1,1958.

Outstanding, June 80, 1965, $28,525, 000.

Payable from and secured by pledge of net income and revenues of a
13-story State office building (rentals from 50 departments of State).

Local school building corporations—In Indiana (all organized under
act of 1947, as amended).

Total bonds issued, $223,591,000, divided among 103 school corpora-
tions.

KenTUCKY

KENTUCKY STATE PROPERTY AND BUILDINGS COMMISSION

Created to acquire real estate and buildings projects for any State
agency—to purchase, lease, rent, or acquire by condemnation real
estate needed for use of State or State agencies.

Total bonds authorized, $17,255,000.

KENTUCKY PUBLIC SCHOOL AUTHORITY

Created by H.B. 273, general assembly re session 1960, as instru-
ment of the Commonwealth to assist the board of education of county
and_independent school districts in financing school projects.

The authority can issue bonds payable solely from rentals received
from the board of education (as lessee).

- No bonds have been issued.—Local and county school district author-
ities have issued more than $200 million in revenue bonds payable from
rents received from the boards of education.
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Maine
MAINE SCHOOL BUILDING AUTHORITY

Created by chapter 405, Maine laws of 1951, to build and lease pub-
lic school facilities.

Debt limited to $25 million—outstanding at any particular time.

Asof August 1, 1965, total of all issues was $8,810,000. This amount .
has been divided among 28 issues.

Micnican
MICHIGAN STATE OFFICE BUILDING AUTHORITY

Incorporated under provisions of Act 31 Public Act of Michigan
1948 (first extra session), as amended. Issued April 5,1966, $2,150,000
to acquire a building and site in the city of Grand Rapids for the use
of the city as an administration building.

Mi1sSOURI
MISSOURI BOARD OF PUBLIC BUILDINGS

Board of public buildings created under 1959 legislation and author-
ized to acquire sites and construct buildings for use by State agencies
in any city of 10,000 population and to issue revenue bonds. February
17, 1966, issues were $5 million for State office building in Kansas City.

PENNSYLVANTA
GENERAL STATE AUTHORITY OF THE COMMONWEALTH OF PENNSYLVANIA

A public corporation and instrument of the government created by
the general State authority—act of 1949 (Act 34; Public Law 372,
subsequently amended).

The authority can, among other things, lease to the Commonwealth
any project and property ot the authority.

Authorized in 1949 to borrow up to $175 million. By 1963, author-
ization had risen to $1,092,734,600.

Bonds are direct and general obligations of the authority secured
by the full faith and pledge of rentals (sufficient to meet annual
prineipal and interest payments).

Completed projects, 897—cost I $456, 961, 365

Projects under construction, 200—cost_ . 383, 916, 860
Planned projects, 296—cost —— 216, 203, 662

Departments benefited :

Public welfare. Agriculture.

Public instruction. Justice.

State-aid colleges. Military affairs.

Forest and waters. Pennsylvania State Police.
Pennsylvania Historical and Museum., Property and supplies.
Health. Revenue.

Penn State University. Fish commission.

PENNSYLVANIA STATE PUBLIC SCHOOL BUILDING AUTHORITY

Created by act of July 5, 1947, Public Law 1217 (as amended) to
construet, improve, and operate public schools and collect rentals for
the use thereof.

70-132—67—vol. 2——12



172 STATE AND LOCAL PUBLIC FACILITY FINANCING

Bonds of the authority are not obligations of the Commonwealth
but of the school districts—payable only from rentals—constitution-
ality of act was upheld by the Supreme Court of Pennsylvania.

ATl lease rentals are calculated to produce 120 percent of principal
and interest requirements.

Through 1965 the Commonwealth appropriated (through legislative
act) $469,608,136 as subsidy to school districts—portions are to reim-
burse rental payments.

From beginning of the authority in 1949 to June 30, 1965, 586 proj-
ects were completed or begun.

PUBLIC AUDITORIUM AUTHORITY OF PITTSBURGH AND ALLEGHENY COUNTY

The authority was incorporated in 1954 by the county of Allegheny
in the city of Pittsburgh, pursuant to the public auditorium author-
ities law (act of July 29, 1953, Public Law 1034), to acquire, construct,
improve, maintain and operate public auditoriums. TIssued October 9,
1961, $15 million (rental payments are made by both the city and the
county).

‘WesT VIRGINIA
WEST VIRGINTA STATE OFFICE BUILDING COMMISSION

The commission maintains and operates a State office building which
is leased to three State agencies. The building was constructed with
an authorized bond issue of $1,700,000. Amount outstanding July 2,

1965, $874,000.
WISCONSIN

WISCONSIN STATE AGENCIES BUILDING CORP.

Organized under Wisconsin nonstock corporation law, chapter 181,
Wisconsin statutes, as a nonstock, nonprofit corporation to construct,
equip and furnish buildings, structures, and facilities and other perma-
nent improvements for university, State college, and general State
purposes. :

Thus far, bonds totaling $125,680,000 have been issued. They are
payable from rental revenues and other funds to be derived from lease
of certain buildings and facilities.

WISCONSIN STATE PUBLIC BUILDING CORP.

Organized as above to construct, equip, and furnish buildings for
general purposes including housing for State offices.

Seventeen million dollars in bonds have been issued and are out-
standing.



CHAPTER 9
Municipal Bond Underwriting™!'
INTRODUCTION

Underwriting of municipal bonds is the process by which an invest-
ment banker purchases bonds from the issuing city or other govern-
mental unit and, in turn, distributes them to the ultimate investor.
The underwriter both assumes the market risk during this period and
fulfills a distribution function.

As indicated in a previous chapter, the vast preponderence of new
municipal bond issues are distributed through the underwriting efforts
of investment dealers and dealer banks. Relatively few municipal -
issues are privately placed with investors or sold to investors through
a dealer acting as agent for the issuer.

The purpose of this chapter is to describe briefly (1) the nature and
function of the investment banker, (2) the industry within which he
operates, and (3) selected characteristics of new issues of municipal
bonds which partially reflect the structure and evolution of the under-
writing process. As with any study that artificially dissects its sub-
ject, this examination was plagued with the lack of information in the
form required. And as with similar studies, indirect measures were
used in lieu of the preferred but unavailable direct measures. This
necessary substitution is noted where appropriate.

Toe INnvesTMENT BANKER
GENERAL CHARACTERISTICS

In acting as an underwriter, the investment banker * performs his
primary function by purchasing bonds from the “municipality” and
selling them in turn to his investor clients. As a catalyst in the mar-
ketplace, he is responsible for obtaining the best terms possible for
both the buyer and seller and his business success is dependent on this
ability.

The investment banker also may act at different times as a dealer
in the secondary market, buying and selling bonds for his own ac-
count; as a broker, buying and selling for the account of investors
and being compensated by fee; or as a financial consultant.

#Prepared by John E. Walker, research director, Investment Bankers Asso-
ciation of America, with minor editing by committee staff.

17The author is indebted to the Research Committee of the IBA and in particular to
Mr. Winthrop S. Curvin of Smith, Barney & Co., Inc., for their extensive comments and
help. Almost needless to say, the prerogatives of the author were maintained and errors
beyond the control of the committee have been included.

2In speaking of “investment banker” in municipals, the term must include not only
dealers but also dealer banks, inasmuch as, under Federal banking laws, banks are per-
mitted to underwrite municipal “general obligation bonds.”

173
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When acting as either underwriter in the primary market or dealer
in the secondary market, the investment banker contemplates making
a profit by marking up his merchandise in much the same manner as a
wholesale or retail merchant in commodities. He invests his own
capital—or borrowed funds—in bonds, assumes all of the risks in-
herent in ownership thereof, and if in the judgment of the market
provides a valuable product, is able to pay his overhead and carrying
costs, compensate his salesmen, and make a profit.

As a dealer in the secondary market where the “float,” or inventory,
of bonds will at any particular time measure several hundred million
dollars, the dealer provides a means for the orderly exchange of sea-
soned bonds among investors. Since the municipal market is almost
exclusively an over-the-counter market, the services of the hundreds
of dealers operating on a nationwide basis assure the marketability of
bonds—the ready conversion of bonds to cash and vice versa—which
is so vitally important to all investors.

As a broker the investment banker provides a further service to his
clients by undertaking to seek out the best market for a particular
bond and to enable an investor to purchase or sell bonds at a reason-
able commission,

Operating in the primary market as an underwriter, the investment
banker provides a necessary service to municipalities. He stands
ready to risk his capital in bidding for bonds offered in blocks by the
issuer and distributes the bonds to his clients who are seeking profit-
able investments. It is thus through his efforts that the hundreds
and thousands of investors of all sizes and types funnel their resources
to municipalities which need funds for schools, civic improvements,
public utility enterprises, roads, ete.

SOURCES OF FINANCING

The inventory required in order to effectively conduct business is an
important consideration for the investment banker. Because of the
almost infinite variety of bonds available for sale (rating, maturity,
coupon rate, type security, and issuer are all important considerations
for the investor), municipal bond inventories are large relative to
inventories of other securities.®* The method of financing of these
Inventories is thus an important aspect of the business.

Inventories of municipal bonds are financed basically in the follow-
ing three ways: (1) by use of the investment bankers’ own capital,
(2) by commercial bank loans, and (8) through repurchase agree-
ments.

The most common form of financing is through use of the invest-
ment bankers’ own capital. This is true whether the firm is a dealer
bank or a dealer, or whether the firm is a partnership or a corporation.
Additionally, the size of the firm is not of great significance.

3 As evidenced by a survey conducted by the Wharton School of Finance and Commerce
of broker-dealer inventory practices for the first quarter of 1962. Although the variability
among individual firms was great, inventory-sales ratios for new issues ‘‘averaged 4 per-
cent for common stock, 9 percent for corporate bonds, and 29 percent for munieipal bonds ;
for outstanding issues, the figures were 8 percent for common stock, 11 percent for U.S.
Governments, 24 percent for corporate bonds, and 30 percent for municipals.” Irwin
Friend, “Investment Banking and the New Issues Market—Summary Volume,” University
of Pennsylvania, 1965.
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Very few firms have so much excess capital that all fluctuations in
the demands for capital can be met internally. Investment bankers
are no exception. Commercial bank loans are an important source of
short-term funds for use in carrying peak inventories. The use of
commercial bank loans can be, however, particularly costly. Since
investment bankers cannot deduct such interest charges for carrying
municipal bonds in inventory as a business expense, the effect is that
the firm may be paying 6 percent from after tax funds to carry bonds
which are yielding tax free (and thus after tax) income of only 4
percent—a loss of 2 percent.

Repurchase agreements at one time were a rapidly increasing
method for financing. At present this is not widely used. Under
such a system the investment banker sells the bonds to a short-term
investor with an agreement to repurchase within a specified time. The
effect of such an agreement is to provide the investor with a short-term
tax exempt investment and enables the dealer to minimize his cost of
:arrying inventory.

RISK

In assuming his role as an underwriter of municipal bonds, the in-
vestment, banker is obviously faced with certain risks against which
he attempts to protect himself to the greatest extent possible, and for
the acceptance of which he expects to receive a reasonable compensa-
tion. He is operating in an intensely competitive market in which
the difference between the winning and second bids is normally a
minute fraction of 1 percent of the principal amount of the bonds
being offered for sale and in which the margin of gross profit—irom
which all of his costs must be paid—is usually in the range of 1 to
2 percent of the price of the merchandise. He is faced with delicate
decisions of judgment as to the acceptability by investors of the par-
ticular bonds for which he is bidding. He must weigh the effect that
a myriad of sensitive factors can have upon the markets in general
and upon the particular bond issue in question. His objective is a
rapid turnover of his capital at a small profit margin; he is not volun-
tarily a long- or intermediate-term holder of the bonds for which
he isbidding. Thus, if he is to be successful, he must bid aggressively
for new bond offerings but at the same time be constantly alert to
assure that he does not set so high an offering price on his merchandise
that it is unsalable or unattractive in relation to the hundreds of other
comparable bonds which may at the time be offered either in the pri-
mary or secondary market.

As an example of the narrow margin between profit and loss and
the risks involved in this underwriting operation, consider the hypo-
thetical instance of a $1 million bond issue. For simplicity, assume
that these bonds mature in 25 years and bear interest at 4 percent.
In underwriting this issue, a dealer might bid par ($1,000 per bond)
hoping to offer the bonds at a price of 101 ($1,010 per bond), making
a gross profit of 1 percent or $10,000. At the proposed offering price
the bonds would yield aproximately 3.94 percent to the investor.
Should the dealer find that investors are unwilling to purchase the
bonds unless the vield is 4 percent, then the dealer would have to
cut his offering price to that level or down to $1,000 per bond—a price
equal to his own cost. His loss would equal those costs which he
could not avoid. If the best price acceptable to investors should be
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4.04 percent—a mere 0.10 percent away from the dealer’s market ap-
praisal, he would then receive only about 99% ($993.75 per bond) and
suffer a loss of some $6,250 in capital plus whatever costs he incurred.

THE DECISION TO UNDERWRITE ALONE OR WITH OTHERS

In considering a bond underwriting, the dealer must appraise the
state of the market, his own inventory position, the quality and accept-
ability of the bond itself, and other factors which may have an
immediate bearing upon his bidding capabilities and then determine
whether he will bid for the issue alone or ask another dealer or other
dealers to join with him in a group—or syndicate—to spread the risk
of the venture and to share price ideas and selling potentials. This
sort of decision is faced every day and often several times a day by
the investment banker.

Obviously, the size of the bond offering has a decided bearing upon
the deciston as to whether to bid alone or 1 concert with others acting
as a syndicate, and, just as obviously, the size of the offering will have
a material bearing upon the number of members in a syndicate.
Whereas an investment banker may feel comfortable in bidding alone
for a $500,000 issue, he may want, say, two joint partners in bidding
for a $1 million issue, and he may form a group—or join a group—
consisting of 100 or more dealers in bidding for a $50 million issue.

Thus, the system of syndicate bidding—or syndication—has grown
in the municipal bond industry. By means of the syndicate arrange-
ment, dealers of all sizes and of all geographical locations may be
brought together in a group to participate in bidding for and offering
bond issues of all sizes and types. At any one time a dealer may be
a member of as many as 10 to 20 syndicates which, depending upon
market conditions, may have undistributed balances varying from a
few bonds to several million dollars worth of bonds. Without the
syndicate method the full underwriting strength of the investment
banking industry could not be brought to bear in an orderly fashion
in the distribution of the myriad of issues of varying amount, quality,
maturity range, and geographical diversity.

SYNDICATE MANAGEMENT

The organizer of the syndicate is termed the “manager.” In many
instances two or more firms may be “joint managers.” The presence
of joint managers may come about by reason of several factors. For
example, if a municipality offers for sale a $20 million issue, two (or
more) firms may commence the formation of a syndicate and de-
termine to combine their efforts. Again, two complete syndicates
may be formed but, during the process of determining the bid price,
they may decide that they can have a stronger syndicate and make a
higher bid if they merge the two syndicates into a single group prior
to bidding.

Once a manager has formed a syndicate to bid for the bonds offered
by a particular municipality, he will normally invite the same group
to join him when that municipality sells a like amount of bonds at a
subsequent, sale. Although the members thus invited are at liberty,
of course, to make other arrangements, there is a tendency to continue
with the same group. Should this municipality at some other time
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offer, say, twice as many bonds as it had in the past—a not infrequent
occurrence—then two (or more) syndicates may merge for that partic-
ular sale and submit a single bid. In extreme cases, all of the groups
formed to bid for an issue may, for one reason or another, determine
to merge together into a single large syndicate and submit one bid to
the issuer. In modern competitive markets this seldom oceurs unless
there is some special consideration such as the unusual size of the
offering or the presence of an unusual degree of risk involved in the
underwriting.

In the formation of syndicates the primary goal of the managers is
to form as strong and competitive groups as possible. The manager
invites firms with strong underwriting and strong selling potentials.
Many times in a single week dealers A, B, and C may bid against each
other in syndicates, or dealers A and B may be together bidding against
0, or dealers A and C may be in a syndicate bidding against B. In
short, the composition of the syndicate for a particular issue—e.g. Port
of New York Authority—may be entirely different from that formed
by the same manager for, say, State of North Carolina.

PARTICIPATION AND UNDERWRITING LIABILITY WITHIN A SYNDICATE

In forming a syndicate, the manager assigns to each participant a
definitive number of bonds which that participant will underwrite.
These amounts are assigned on the basis of size of firm, underwriting
and selling potential, historical and known ability to distribute a
certain issue or type of bonds, and in part upon the request of the
participant. Each group contains one or more “major underwriters,”
including the manager, who take the largest participations. Follow-
ing this group are other underwriters in various groups or categories
appropriate to their underwriting and distributing capabilities. Dur-
ing the pricing process, changes in participations may occur as mem-
bers withdraw and participations must be revised. After the submis-
sion of the bid, the participations are frozen.

With respect to individual liability of the members of a syndicate,
two types of agreements exist—the “eastern or undivided account”
and the “western or divided account.” In the undivided account, each
member is liable for his proportionate share of any bonds remaining
unsold in the account at any time, regardless of the number of bonds
which such member may have sold himself. In the divided account, the
liability of each member is limited to his participation in the account
at the time of purchase of the bonds; a member may sell a volume of
bonds equal to his participation and eliminate his liability, even though
bonds remain unsold in the syndicate. Both forms are prevalent,
although the undivided account is more widely used, particularly in
underwriting serial bond issues. Divided accounts are customarily
formed for term bond issues, and occasionally part of an issue may be
on an undivided liability basis and part on a divided liability basis.
Examples of the typical syndicate agreement forms for each type of
account are found m the appendix.

SYNDICATE PRICING

Having formed a syndicate to bid for an issue, the manager (s) then
proceeds to determine what price should be bid. The usual pro-
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cedure is to ask the members present at the syndicate price meeting.
In many instances a single meeting is sufficient to reach agreement
among the members as to the bid, but if the issue is large and/or com-
plex, two or three meetings may be required. At the meeting the
manager discusses the issue and any unusual problems involved and
inquires as to the price ideas of each of the members—some of whom
may be represented by proxies if unable to attend the meeting. Each
member, of course, is free to express his ideas of offering price(s),
profit margin, and bid price, and each is free to withdraw from the
syndicate if he believes the price to be bid is higher than merited by
his own appraisal of the issue, the demand therefor, and the condition
of the market. To the extent that members withdraw, other mem-
bers must be willing to increase their own participations in the syndi-
cate so that at the time of bidding the issue is fully underwritten.
Should it appear that the group lacks sufficient underwriting at a given
price, the price will be lowered until agreement is reached that the
best possible bid is obtained. Oeccasionally a minority in an under-
writing participation may feel that a better bid should be made and
this group may attempt to merge with the strong elements of another
bidding group to form a new syndicate.

The procedure in pricing bonds is to determine the highest price
‘at which a majority interest in the syndicate believes the bonds may
be reoffered to investors.. Having determined this price, the group
then determines the spread or gross profit margin which they wish to
wor}l; il:or. Deduction of the spread from the offering price results in
the bid.

COMPENSATION FOR UNDERWRITING AND SELLING EFFORTS

The syndicate compensates the member who actually sells the bonds
through a mechanism called the takedown concession. If it is as-
sumed as a typical case that the gross spread expected by the syndi-
cate is $10 per $1,000 bond, a portion of this amount will be considered
as underwriting profit and a portion selling profit. Assuming an
offering price of $1,010 per bond, a bid of $1,000 per bond, and a gross
spread of $10 per bond, $5 of this spread may be determined as “sell-
ing compensation” or “takedown.” The selling dealer, then, would
withdraw bonds from the syndicate account at the offering price less
the takedown or at $1,005, and in selling the bond (at $1,010) will be
compensated to the extent of $5 per bond. Of this amount, the syndi-
cate member may reallow a portion—say $2.50 per bond—to other
dealers who are not members of the syndicate but who, nevertheless,
may wish to sell bonds to their own investor clients. In this event the
syndicate member would sell the bond to the nonmember at $1,007.50
retaining $2.50 as his selling compensation, and the nonmember would
earn $2.50 upon selling the bond to his client at $1,010.

After all of the bonds have been withdrawn (or “taken down”) by
syndicate members or otherwise sold by the manager for the benefit
of the syndicate, there remains in the syndicate the difference between
the gross spread and the takedown. This amount, less syndicate ex-
penses, is distributed by the manager to the various syndicate members
in proportion to their participations in the account as underwriting
compensation. (Of course, if the syndicate operation results in a loss,
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each participant is assessed in proportion to his participation for
such loss.)

THE STRUCTURE OF THE INVESTMENT BANKING INDUSTRY TFOR
MuxnicrpaL BoNDs

The municipal underwriting industry consists, for the most part,
of elements of municipal bond departments (the departments per-
forming other related functions) which are themselves part of an
organization which operates in other securities or money markets. Be-
cause of the interrelation of these areas, single operations (such as
municipal bond underwriting) are rarely considered alone. Tt is neces-
sary, therefore, to consider entire securities firms which coincide more
realistically with the actual operations. Thus, this section describes
the industry in terms of: (1) the number of municipal bond dealers,
(2) personnel within the securities industry, (3) the membership in
the Investment Bankers Association, and (4) the managing under-
writers of new municipal issues.

MUNICIPAL BOND DEALERS

The “Directory of Municipal Bond Dealers of the United States” *
provides a good measure of the number of firms that actively partici-
pate in the underwriting and distribution of new and outstanding
municipal bonds. A compilation of the number of main and branch
offices has been made from the 1965 midyear edition of this directory,
and the results are presented in table 1. Few branch offices of com-
mercial banks are listed, and this understates the municipal bond ac-
tivity conducted by such branches.

4 Published 3 times a year by the Bond Buyer, New York City.
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TABLE 1.—Main and branch offices of municipal securities dealers: 1965

[By type dealer and geographic location]

Main Branch

State
Dealers Dealer Dealers Dealer
banks » banks

Alabama_._
Alaska.__________ ...
Arizona_
Arkansas
California._
Colorado._.
Connecticut.
Delaware_ oo
District of Columbia
Florida. I
Georgia._..

Massachusetts. . ____._.__

Michigan____ ...

Minnesota. . ...
18818SIpP1

New Hampshire.
New Jersey... ..
New Mexico. ...

Virginia.
‘Washing
West Virginia,
Wisconsin...
‘Wyoming

TObAl - e 809 123 895 9

Souree: “Directory of Municipal Bond Dealers of the United States,”” 1965 midyear edition, the Bond
Buyer, New York City.

The table shows that a main office of a municipal securities dealer
i« present in all but 5 of the 50 States; 35 of the States have 7 or more
main offices of dealers. A total of 932 main offices existed in 1965.

A listing of branch offices has been included to present a more accu-
rate picture of the municipal underwriting capability by individual
State. Branch offices allow many dealers to effectively operate on a
national or at least an interstate basis. Thus, active municipal secu-
vities dealers are present in all States, with 39 States having 10 or
more offices.
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PERSONNEL WITHIN THE SECURITIES INDUSTRY

With the exception of a very few specialists, personnel engaged in
the securities business are involved in nearly all types of negotiable
securities. The most up-to-date and complete survey of the number
of securities representatives was published by the Midwest Stock Ex-
change’ Table 2 is reproduced in part from this newsletter and pre-
sents a tabulation of the number of registered representatives, or sales-
men, by State. In 1966 the total number of registered representatives
is 177,000 which is 49 percent above the level of 1960.°

Although the number of representatives is most directly related to
fransactions in outstanding corporate securities, this measure provides
some information on the size of the industry and the ability to attract
personnel to distribute the increasing volume of securities of all types.

TARLE 2.—Securities salesmen by State*

Number of Number of
State salesmen State salesmen
Alabama _ _ *1,050 ) Nebraska 1, 167
Alask oo 140 | Nevada _ - 176
Arizona __ 22, 584 | New Hampshire_________.____ 525
Arkansas _ 724 | New Jersey 15,675
Oalifornia oo 214,447 | New Mexico_ . 448
Colorado - 22 037{New York___.______________ 260, 000
ConnectiCut o e 3,408 | North Carolina 1,462
Delaware $473 | North Dakota 410
District of Columbia_________ #1773 | Onio . 4,430
Florida 24,025 | Oklahoma - 21,600
Georgia 21,500 | Oregon - 1,171
Hawaii —_ 972 | Pennsylvania o~ 7,599
Idaho 420 | Rhode Island 814
Illinois - __  B5,800|South Carolina_.____________ 2650
Indiana _ 22 750 | South Dakota_ e 574
Towa — 23, 000 | Tennessee 21,012
Kansas 1, 580 | Texas 8,178
Kentucky —ve—eeceocmmmm e 1,159 | Utah 860
Louisiana - 1, 608 | Vermont - 395
Maine 2600 | Virgimia oo __ 2,509
Maryland 29 550 | Washington — . oo _———_ 22,400
Massachusetts ——meoecceemeeeeo 4, 828 | West Virginia 687
Michigan .- 2, 617 | Wisconsin 2, 049
Minnesota oo 2,084 | Wyoming - 453
MissisSippl - ccmm e 2577 _—_
Missouri - 24,500 Total number of sales-
Montana 2597 MeN oo 177, 027

1 Source : Midwest Stock Exchange News, vol, II, No. 2, September 1966.
2 [istimate by State commissioner.
3 News estimate.

ﬁll\gicé\vest Stock Bxchange News, vol. IT, No. 2, September 1966.
id.
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The IBA is an association which represents, primarily, the under-
writing element of the securities industry. An examination of the
membership of the Investment Bankers Association of America with
respect to admissions of new members and losses through dissolutions,
consolidations, and mergers provide some indication of mobility into
and out of the industry. Table 8 is a tabulation of this information
for the association accounting years” of 1957 through 1965. The
column of the table listing mergers is self-explanatory with the
majority of mergers occurring between investment bankers. The
column listing dissolved firms consists primarily of firms which ceased
to exist. Some firms still operate, but not as investment bankers.
Additions of new firms represent, in the majority of cases, relatively
new firms to the investment banking industry either through the
addition of underwriting functions by existing securities dealers or
through creation of new firms.

MEMBERSHIP IN THE INVESTMENT BANKERS ASSOCIATION

TABLE 3.—Changes in the number of members of the Investment Bankers Asso-
ciation resulting from mergers, consolidations, dissolutions, and additions of
firms )

Consolida-
tion or Dissolution | Addition of
Year merger of | of member | new firms
existing firm
members
1967. . —12 ~16 25
1988 . el e -2 —-17 18
1959 _ . ._ -7 ~11 22
1960. . -7 —18 20
1961 . P, —~14 -11 20
1962. —6 —12 22
1963 _ . —— -24 -14 9
1964 _______ - -15 —10 19
1965, ... —13 —-12 16 -
Total....- S R -~100 -121 171

Source ;: Investment Bankers Association of Amerieca.
NotE.—Membership in the IBA was 732 at the end of the 1965 association year.

Except for the year 1959 and 1962, the number of firms within the
industry ® has constantly declined accompanied by a continuous inflow
and outflow of firms. Although the figures given are for all types
of investment banking firms, imncluding some who do not engage in
the municipal business, the tabulation gives a general picture of de-
velopments in the investment banking industry which is applicable to
the municipal sector as well.

MANAGING UNDERWRITERS OF NEW ISSUES

The Bond Buyer’s Directory ? for mid 1965 lists over nine hundred
active municipal bond dealers. Virtually all of these dealers under-
write bonds at some time or another but unfortunately no record of
this activity exists. The Investment Bankers Association does, how-

7The association figures are for years ending approximately the first of each December.
3 As measured by Investment Bankers Association of America membership.
9 See footnote 4.
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ever, collect and maintain data on managing underwriters ** of new
issues. As a measure of the number of firms underwriting new issues,
these data are an understatement in view of the many firms that fre-
quently underwrite but never manage. From the IBA files for 1965,
a compilation was made of the number and identity of managing under-
writers for that year. Table 4 is a tabulation of managing under-
writers in 1965 by type of dealer and geographic location. The 388
managing underwriters listed for that year ! in the IBA files were
distributed among 40 States and Puerto Rico.

Firms which do not underwrite periodically are not identified by
code number in the IBA data and are thus not included with tabula-
tions based on the 388 underwriters which were coded.

TABLE 4—Managing underwriters ' by type dealer and geographic location, 1965

Number of dealers Number of dealers

State State
Dealer Dealers Dealer Dealers
banks banks

Alabama__ ...
Arizona._ __
Arkansas__
California_
Colorado____
Connecticut_
TFlorida._._
Georgia.
Illinois__
Indiana_
Towa___

Kansas.

Kentucky-
Louisiana_

New Mexico. ... ________| ___________

~3
—
—
w
o
O =

RO D ST O O O O R U100 D T Ha G0 RO W = 00

Oregon._.____
Pennsylvania.
Puerto Rico___

T 00 bt e e b
N

NN Y

Mississippi.
Missouri. -
Nebraska.
Nevada_ _________._______ 1|

e

[
©
52

1 Based on all managing underwriters of new issues in 1965 about which the Investment Bankers Associae
tion had knowledge.

Source: Investment Bankers Association of America.

Table 5 lists the number of managing underwriters by type of secu-
rity underwritten and type of dealer. Of the 93 managing dealer
banks in 1965, 79 managed only general obligation issues, no banks
managed only revenue issues, and 14 managed both general obligation
and revenue 1ssues.’? Of the 295 dealers listed, 196 managed only gen-
eral obligation issues, 43 managed only revenue issues, and 146 managed
both general obligation and revenue issues.

10 The classification “managing underwriters” in.the IBA statistics includes those dealers
who underwrite the entire issue themselves, or who coordinate the activities of a syndicate
(in which case comanagers may exist). The duties of the manager are many and varied
but include bookkeeping, preparation of advertising, preparation of bids, poiling members
to obtain a syndicate bid, etc.

1 During the 10-year period that data have been maintained by the IBA, more than
1,200 firms have at some time or another been the syndicate manager or sole underwriter
of a municipal bonds issue.

12 Pederal banking laws limit banks in their underwriting of *“municipal” bonds to
“general obligations” of a State or of any political subdivision thereof (12 U.S.C.A. 24).
The term ‘‘general obligation” has been variously interpreted by the banking authorities.
Thus, some banks have underwritten bonds which are classified ‘“‘general obligations” by
their appropriate authority but which are classified as “revenue” bonds by the definition
employed in this chapter.
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Chart I is a distribution of the number of managing underwriters
for 1965 by the number of issues managed. The majority of firms
managed fewer than 25 issues, with nearly half of the firms managing
fewer than 5 issues.

It was possible to obtain net worth data for 157 of the 295 dealers,
who were managing underwriters, from Finance magazine.”* One
hundred and thirty-eight dealers who managed jssues in 1965 are not
listed in the survey conducted by Finance magazine either because they
did not respond to the survey, or because their nst worth was less than
$100,000. Chart IT presents the results of this tabulation and itself
encompasses a wide range of capitalization, from the smallest firm
at $100,000 to the largest firm with a net worth of over $133 million.
Nearly 40 percent of the firms reported net worth of from $1 to $5
million.

As a measure of change within the industry, a similar tabulation
was made for 1957. Of the 413 managing underwriters, 148 were
listed in Finance’s survey for that year. Chart III is a distribution
of this tabulation. Only about 30 percent of the firms reported net
worth of $1 to $5 million. The overall level of capitalization was
definitely lower with over three times as many firms in the smallest
category and less than one-third as many firms in the largest category.
Although even the largest firms in the investment banking industry
are not particularly large when compared with large firms of other
industries, the two charts indicate that the industry has been able to
attract over the past decade the capital needed to meet the needs of
an ever increasing volume of business. This is particularly note-
worthy in view of the sharp decline of profit margins from 1958 to
1965 (see next section). ‘

TABLE 5.—Managing underwriters” by type dealer and issues underwritien

Type issue
Type dealer
General General ob-
obligation Revenue ligation and Total
revenue
Dealer banks_ - . ) P 214 93
Dealers s 106 43 146 295
Total o 185 43 160 388

1 Based on 2ll managing underwriters of new issues in 1965 about which the Investment Bankers Asso-
ciation had knowledge.
2 See footnote 12, of text.

Source: Investment Bankers Association of America and Finance magazine, March 1966.

13 Pinance magazine, March 1966, which reports the results of a survey of firms reporting
$100,000 or more of net capital. Commercial banks are not {ncluded. The capital figures
apply to the entire reporting organization and do not represent the capital available for
underwriting (a figure which is unobtainable).
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CHART 1

DISTRIBUTION OF MANAGING UNDERWRITERS
BY NUMBER OF ISSUES MANAGED, 1965

No. of 200
Managing
Underwriters -
150 -
100
50 7]
/-
1-4 5-24 25-49 50-99 106G~
Number of Issues Managed
Source: Investment Bankers Association of America.
CHART Nl
DISTRIBUTION OF NON-BANK MANAGING UNDERV\'RITERS‘
BY CAPITALIZATION, 1965
No. of
Manoging
Underwriters (63)
60
50
40
30 A
20
10

A £
Capital (in $ Millions)
.10-.25 .25-.50 .5-1.0 1-5 5-10 10-25 25-

Sources: Investment Bankers Association of America and Finance magazine, March, 1966.
1. Bosed on all managing underwriters of new issues in 1965 about which the Invéstment

Bankers Association of Americo has knowledge and for which net worth figures were
published in Finance magazine.
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CHART 11}

DISTRIBUTION OF NON-BANK MANAGING UNDERWRITERS'I

BY CAPITALIZATION, 1957

(55)

40 -

30 H

(3

Capital ( in $ Millions)
.10-.25 .25-.50 .5-1.0 1-5 5-10 10-25 25~
Sources: lInvestment Bankers Association of America and Finance magozine, March, 1938.

1. Based on all managing underwriters of new issues in 1957 about which the Investment
Bankers Association of America has knowledge and for which net worth figures were
published in Finance magozine .

Tar Municirar, BoNp MARKET

This section focuses on those aspects of the bond market that reflect
directly the underwriting process. As such, the examination is con-
cerned with underwriter ** specialization and method of purchasing
bonds (by competitive bidding or negotiation), the extensiveness of
competitive bidding, and the spread (gross fee) received by the under-
writer for his services. The statistics used are taken from the data file
maintained by the IBA and cover the period 1957 through 1965.
Statistical information is available on spreads only for the years 1958,
1959, 1963, 1964, and 1965.

Underwriting management—Due to legal requirements and the
demands of the market, specialization has developed among the under-
writers of municipal bonds. This specialization, to a limited extent,
is investigated by separating underwriters into four groups: (1) Lead-
ing dealers, or those 10 dealers who managed the largest dollar vol-
ume—among dealers—of bonds in a given year (this group varied
from year to year) ; (2) remaining dealers; (3) leading banks, or those
10 dealer banks who managed the largest dollar volume—among
banks—of bonds in a given year (this group also varied from year to
year); and (4) remaining banks. Additionally, the bonds underwrit-
ten by each type of dealer are separated by type of issue (general obli-
gation and revenue) and offering (negotiated or competitive bidding).

bl Ag:}in, for lack of underwriting participation data, underwriting management figures
are used.
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The data in this section are taken from the underwriting manage-
ment file maintained by the IBA.*® In this file, dealers who are sole
underwriters of an issue or managers of a syndicate are credited with
the entire dollar amount of the issue. For co-managers, the amount of
the issue is equally divided among the co-managers and each is credited
with one issue. Due to incomplete information, some records were not
used. Additionally, a few new issues of municipal bonds are not un-
derwritten and thus are not included in the compilations. These two
factors account for the difference in yearly totals when compared with
the data in chapter 1.

15 The tabulations used as basic information are contained in the appendix.

T0-132—67—vol. 2——13
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Chart IV is the percentage distribution of the dollar value of all
bonds by type underwriter (dealers or dealer banks) and offering
(competitive or negotiated). The left bar for each year is a distribu-
tion of competitively offered issues and the right bar is a distribution
of negotiated issues.

Management of competitively bid bonds is equally divided (not by
design, of course) between banks and dealers. Banks other than the 10
leading banks have grown in importance as underwriting managers of
competitive issues. All dealers, as a group, have declined in this area.
These relationships do not hold true for negotiated issues, however
(the large increase for remaining banks in 1965 is not statistically
significant). With the exception of 1965, dealers managed more than
90 percent of these issues. From 1957 through 1965, leading dealers
declined in importance as the remaining dealers managed more of this
form of financing.

Chart V compares the same characteristics but is measured by num-
ber of issues instead of dollar volume. The share of the market man-
aged by other (remaining) banks of competitive issues has markedly
increased during the past decade offset by a decline in management by
other dealers. A comparison with chart IV shows that while leading
dealers and banks manage much less than half of the competitively
offered bonds, their percentage of the dollar volume is much larger.
Thus, leading dealers and banks on the average manage larger issues
than those issues managed by other dealers and banks.2¢

Other dealers have consistently managed a large majority of nego-
tiated issues.

Chart VI examines the distribution of the dollar volume of general
obligation bonds. A similar relationship exists for competitively bid
issues of general obligation bonds as did for competitively bid issues
of all bonds (chart III). This was to be expected due to the dominant
role played by general obligations in a total listing of competitive
issues. The variability within negotiated issues results from the rela-
tively small volume in this category (less than 5 percent of general
obligations) and, therefore, the large influence of a change in the
management of a few issues.

16 Of course, they, as well as other underwriters, participate in many other issues both
large and small in a capacity other than managerial.
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Chart VII measures the management of the number of issues of gen-
eral obligation bonds rather than the dollar volume. It reflects the
same pattern as chart V (all bonds) with respect to competitive issues.
Minor changes in the distribution of negotiated issues are not
significant.

With the exception of a few issues, banks are not permitted to under-
write bonds classified in this chapter as revenue bonds (see footnote
12). Leading dealers have managed 50-60 percent of the dollar
volume of competitively offered revenue issues with little change over
the years (chart VIII). With respect to negotiated issues, however,
the share of this group has declined noticeably.

As with negotiated issues of all bonds, other dealers manage the
great majority of the issues of negotiated revenue bonds, averaging
nearly 90 percent (chart IX). Again, on the average, leading dealers
manage issues which are large relative to those managed by other
dealers.

Competitive bidding.—Chapter 1 presented detailed information
on the method of sale of new issues of municipal bonds. This informa-
tion showed that competitive bidding accounts for about 95 percent of
the dollar value of general obligation bonds and over 60 percent of
revenue bonds sold. Overall, about 85 percent of new issues are sold
through competitive bidding.

Table 6 is a tabulation of the average number of competitive bids
per bond issues, based on available data maintained by the IBA. The
information is grouped by dollar size of issue and covers the years
1957 through 1965. Much of the IBA data represents at least one
less than the minimum number of bids.** As a result, the averages in
the table are known to be too small. Because of the nature of data
collection, the understatement should be greatest in those categories
containing the greatest number of bids. One additional bias in the
data concerns the number of issues. Due to data recording and proc-
essing procedures, a duplication in the number of issues appears to a
limited extent in all categories, but more for the larger issues. There
ils no reason to believe that this affects the average number of bids,

owever.

17 In recording the number of competitive bids, only the known bidders are utilized.
Frequently it is known that there was at least one (usually more) additional bidder.
Rather than estimate the additional number of bidders, only the known number is recorded.
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