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196 STATE AND LOCAL PUBLIC FACILITY FINANCING

TABLE 5.—Average number of bids?® for competitively offered issues: By size of
issue, 1957-65

Size of issue 2 (dollar amounts in millions)

0 to $0.25 $0.25 to $0.50 $0.5 to $1 $1to $5 $5 and over

1.87 (1,571) 2.12 (670) 2.47  (551) 3.85  (756) 3.01  (306)
2.26 (1,697) 2,68 (672) 3.36  (613) 4.29 (831) 2.76  (381)
2.58 (1,566) 3.19 (608) 3.79 (619) 4.90 (844) 3.27  (251)
2.56 (1,372) 3.52 (642) 3.89  (651) 5.07  (946) 3.50 (234)
2.30 (1,295) 3.12 (678) 3.7 (659) 4.53 (1,321) 3.32 (425)
2.45 (1,159) 3.22 (644) 3.67 (768) 5.08 (1,432) 3.92  (444)
2.64 (1,121) 3.41 (663) 4.19 (664) 5.82 (1,144) 4.20 (493)
3.13 (1,395) 4.21 (805) 4.44 (1,049) 5.60 (1,757) 5.87 (1,003)
3.06 (1,262) 3.92 (794) 4.40  (820) 6.27 (1,981) 4.97 (1,024)

1 Represents number of known bids. Actual number of bids higher but by an undeterminable amount.
2 Number of issues in sample shown in parentheses.

Source: Investment Bankers Association of America.

Two prominent relationships relating to the number of competitive
bids are demonstrated in table 5. First, the average number of bids
increases as the size of the issue increases up to $5 million but decreases
for the category $5 million or more. In all but one instance (1964
issues of $5 million or more) this relationship has held for all cate-
gories. Secondly, a pronounced trend of increasing number of bids
exists for all categories over the past 9 years. For all categories, the
average number of competive bids was at least 50 percent higher in
1965 than 1957.

Underwriting spreads—Underwriting spread is the difference (per
$1,000 value of bonds) between the underwriter’s purchase price and
the price at which he offers these bonds for sale. It is an average for
all of the bonds included in the issue, and will vary depending on the
rating, average maturity, and other factors of the issue. For com-
petitively purchased issues, it is the return to the underwriter for
risk, distribution, and overhead expenses associated with bidding.
For negotiated issues, it also includes a return for financial services
required to organize and plan the issue (when such services are required
for a )competitively sold issue, this cost is borne separately by the
issuer.

Spead represents the anticipated gross return to the underwriter if
all bonds are sold at the syndicate’s agreed upon price level. In a
favorable market all bonds are quickly sold and spread equals gross
profit. In an unfavorable market it may be necessary for the syndi-
cate to lower prices. In such a situation the hoped for spread will
not be realized. Because of this “one way” (downward) price adjust-
ing process, spreads tend to overstate gross profits.

Table 6 presents the average spread for the years 1958, 1959, 1963,
1964, and 1965 grouped by size of issue. The number of issues used
to calculate the average spread is included in parentheses. The
sample for the years 1958 and 1959 is particularly small but has been
included to provide information on the long-run trend in spreads.*®

18 Because different methods were used to record data for these two periods (1958 and
1959 versus 1963 through 1965) minor differences in the data may exist.
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TABLE 6.—Average spread’ for underwritten issues: By size of issue, 1958-59,
1963-65

Size of issue 2 (dollar amounts in millions)

0 to $0.25 $0.25 to $0.50 $0.5 to $1.0 $1.0 to $5.0 $5.0 and over

$24.56  (70) $17.31 (47) $15.68 (41) $16.25 (94) $13.99 (113)

22.29 (61) 19.50 (31) 22.90 (40) 16.61 (85) 17.98 (47)
12.46 (307) 11.80 (248) 11.84 (292) 11.62 (482) 10.46 (103)
12,33 (325) 11.99 (297) 11.05 (361) 11.31 (595) 10.07 (120)
11.60 (272) 11.82 (260) 11.70 (298) 10. 55 (580) 9.82 (118)

1 On those issues for which data were available. See text for discussion of spread.
2 Number of issues in sample shown in parentheses.

Nore.—Spread is stated in dollars per $1,000 of bonds.
Source: Investment Bankers Association of America.

The most noticeable relationship is the decrease in spread in all
categories between the time periods 1958-59 and 1963-65. Even with
the Iatter time period the trend remains downward. Thus, in 1958
a community borrowing $250,000 to $500,000 through the bond mar-
ket would have paid the investment banker (on the average) $4,327
to $8,655 for his services. In 1965 these services would have cost
$2,955 to $5,910.

A study conducted by the IBA in 1964 *° concluded that size was
unimportant in determining spread. The fact that the larger issues
are usually better rated accounts for much of the difference between
large and small issues shown in table 6.

Spread is also the price paid by the issuer for underwriting serv-
jces. Viewed from this perspective, the cost of these services to the
issuer declined 30 to 40 percent from 1958 to 1965.

19 IJBA Statistical Bulletin, occasional paper No. 7, June 1964.
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EXHIBIT 1

Typical Syndicate Agreement For an Undivided Account

GENTLEMEN:

We confirm the formation of an Account to bid for, and if such bid is accepted, to sell the above bonds subject to the
following terms and conditions:

‘The present members of the Account, including y elves; and their respective icipations .are set forth on the reverse
hereof; but the Managers may, at any time prior to the submission of the bid. make any change in th: membership of the Account
or in the of respective , and any such chnngg will become effective notwithstanding that notice thereof may

ot be received by any member or members: provided, that the participation of a member shall not be increased without his consent.
Your participation is for your own account and is not to be reoffered, subdivided, or transferred- ‘without the consent of the
Managers. Each member hereby authorizes the Managets to bid any amount up to and including such member's maximum bid
price, for the joint and/or several accounts of the members.

Should this Account be the successful bidder for the bonds, sales for the Account shall be made only by or through the
Managers.  Subject to fi the M bers may purchase bonds from the Account at the terms fixed as
hereinafter provided but any resales of bonds so purchased by a member shall be solely for his own account and not as agent
for the Managers or for the Account. All sales of bonds shall reduce the liability of the members for any bonds remaining in the
Account at its termination, proportionately to their participations in the Account. The terms of the offering, including concessions
or llowable to and to others, shall be determined by the Managers with the consent of the members having a
majority interest in the Account. Each member will be advised of such terms and of any changes therein and each member agrecs
to comply with the terms from time to time in effect during the life of the Account.

The undersigned will act as Account Managers, with the customary authority and di it including the right to

the Account in bidding for the bonds,. either directly or through a delegated agent. The Managers may require of the members
prior to bidding or thereafter their proportionate shares of the good faith deposit and the Managers are authorized, on behalf
of each member and either separately in his name or as part of like arrangements for other members, in the Account name or
otherwise, without notice and upon such terms as the Managers deem appropriate, to borrow money and/or effect other arrange-
ments, in order to pay for or carry such member’s share of the bonds and to pay or provide for his share of any losses and
expenses of the Account, and also to pledge any of the bonds as security and to sign any notes or loan agreements. Each member
for whose account such loan or other arrangements are made shall, without the necessity of any d ination, call or i
by the Managers, be unconditionally obligated thereon directly to the lender for the full amount of liability incurred for his
account and no more. At any time during the life of this Account the Managers may call upon each member to carry his propor-
tionate share.of any unsold or undelivered bonds or to margin his liability at a price and in the amount and manner as the
M may di i Upon ination of the Account the Managers may require the members .to take up and pay for
their proportionate shares of any remaining bonds at the net cost thereof to the Account. The net profits of the Account or the
liability for any net losses shall be divided among the bers in proportion to their icipati in the Account, regardless
of any purchases from the Account made by them.

If any member fails to perform in accordance with the terms of this agreement the Managers may, without legal proceedings,
demand or notice, t:rminate or transfer to others his interest in the Account and, in the event of termimation, sell, at public or
private sale and upon such terms as the Managers shall elect, all or a part of the defaulting member’s proportionate share of the
bonds in this Account, the Managers on behalf of the Account and each member reserving the right to be a purchaser at any such
sale; but such aztion on the part of the Managers shall not release any other member from obligations hereunder, and the
defaulting member shall continue liable for his default and for his other liabilities hereunder. Any loss or expense resulting
from any such default shall be charged to the Account and shall be borne by the ini bers in proportion to their
respective participations, being collectible therefrom by the Managers at any time after the occurrence of such default, without the-
prior necessity of legal proceedings against the defaulting member.

‘The Account shall run for days from the date the bonds are awarded to it, unless extended by mutual consent
or terminated prior thereto by the Managers with the consent of the members having a majority interest in the Account; provided,
however, that the members shall remain liable for their proportionate shares of any bonds sold for the Account until delivery
thereof out of the Account by the Managers; provided, however, that the Managers alone may terminate the Account at any time
after sale and delivery of all the bonds or extend the Account beyond the fixed or agreed date of termination to permit the delivery
of bonds sold prior thereto. Notwit} ding any ination or settlement of this Account the members will be and remain
liable in proportion to their respective participations for any further liabilities and expenses including any taxes which may from
time to time be assessed against the Account as such,

The Managers may publish advertisements for the bonds with the names of any or all members of the Account, unless
expressly requested by a member to omit his name. The Managers act hereunder solely as agent for the members and shall be
under no liability with respect to the validity or value of the bonds or the or of anything d therein
or in any advertisement, prospectus or any other document prepared or used by the Managers, or for the acts of any agent
selected with due care, or otherwise in connection herewith except for want of good faith. Members shall be liable for their
proportionate shares of all expenses incurred in connection with this Account, provnded‘l'hzt any member who withdraws from
the Account prior to the submission of the bid shall be liable in the d the for his proportic share of
expenses incurred prior to the time of withdrawal. No member other than the Managers may incur any liability or expense
for the Account without the consent of the Managers.

Please confirm your participation in and acceptance of the terms of this Account by signing and returning the enclosed
duplicate of this letter to

Very truly yours,

We confirm our participation in this Account.
Account Managers

Name:

By:
Vice President
By:

Authorized Signature

Date:

Form UG
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EXHIBIT 2.

Typical Syndicate Agreement For a Divided Account

GENTLEMEN:

We confirm the formation of an Account to bid for, and if such bid is accepted, to sell the above bonds subject to the
following terms and conditions:,

The present members of the Account, including yourselves, and their respective participations are set forth on the. reverse
hereof;; but the Managers may, at any time prior to the submission of the bid, make any change in the membership of the
Account or in the amounts of respective participations, and any such change will become effective notwithstanding that notice
thereof may not be received by any member or members: provided, that the participation of a member shall not be increased
without his consent. * Your participation is for your own account and is not to be reoffered, subdivided, or transferred without
the consent of the Managers. Each member hereby authorizes the Managers to bid any amount up to and including such member’s
maximum bid price, for the joint and/or several accounts of the members.

Should this Account be the successful bidder for the bonds, sales for the Account shall be made only by or through the
Subject to i y the M b may purch bonds from the Account at the terms fixed as
hereinafter provided but any resales of bonds so purchased by a member shall be solely for his own account and not as agent
for the Managers or for the Account. Purchases of bonds from the Account by a member shall reduce such member’s liability
for any bonds remaining in the Account at its termination, to the extent of the bonds so purchased. All sales of bonds for
Syndicate Account shall reduce the liability of the members for any bonds remaining in the Account at its termination, propor-
tionately to their participation in the Account. On elimination of any member's liability by purchases and sales as above provided,
any reduction of liability from the sale of bonds for Syndicate Account to which such member would otherwise have been
entitled shall reduce the liability of other members, proportionately to their participations in the Account. The terms of the
offering, including concessions or commissions allowable to members and to others, shall be determined by the Managers with
the consent of the members having a majority interest in the Account and may be changed during the life of the Account only by
unanimous consent. Each member will be advised of such terms and of any changes therein and each member agrees to comply
with the terms from time to time in effect during the life of the Account.

The undersigned will act as Account Managers, with the customary authority and discretion, including the right to represent
the Account in bidding for the bonds, either directly or through a delegated agent. The Managers may require of the members
prior to bidding or thereafter their proportionate shares of the good faith deposit and the Managers are authorized, on behalf
of each member and either separately in his name or as part of like for other b in the Account name or
otherwise, without notice and upon such terms as the Managers deem appropriate, to borrow money and/or effect other arrange-
ments, in order to pay for or carry such member’s share of the bonds and to pay or provide for his share of any losses and
expenses of the Account, and also to pledge any of the bonds as security and to sign any notes or loan agreements. Each member
for whose account such loan or other arrangements are made shall, without the necessity of any di ination, call or ing
by the Managers, be unconditionally obligated thereon directly to the lender for the full amount of liability incurred for his
account and no more. At any time during the life of this Account the Managers may call upon each member to carry his propor-
tionate share of any unsold or undelivered bonds or to margin his liability at a price and in the amount and manner as the
Managers may determine.  Upon termination of the Account each member shall take up and pay for any remaining bonds repre-
senting his undischarged liability at the established terms of the Account. The net profits of the Account or the liability for any
net losses shall be divided among the members in proportion to their participations in the Account.

If any member fails to perform in accordance with the terms of this agreement the Managers may, without legal proceedings,
demand or notice, terminate or transfer to others his interest in the Account and, in the event of termination, sell, at public or
private sale and upon such terms as the Managers shall elect,.all or a part of the defaulting member's proportionate share of the
bonds in this Account, the Managers on behalf of the Account and each member reserving the right to be a purchaser at any such
sale; but such action on the part of the Managers shall not release any other member from obligations hereunder, and the
defaulting member shall continue liable for his default and for his other liabilities hereunder. Any loss or expense resulting
from any such default shall be charged to the Account and shall be borne by the remaining members in proportion to their
respective participations, being collectible therefrom by the Managers at any time after the occurrence of such default, without the
prior necessity of legal proceedings against the defaulting member.

The Account shall run for ... ... days from the date the bonds are awarded to it, unless extended by mutual consent or
terminated prior thereto by the Managers with the consent of the members having a majority interest in the Account; provided,
however, that the members shall remain liable for their proportionate shares of any bonds sold for the Account until delivery
thereof out of the Account by the M ; provided, h , that the M. alone may i the Account at any time
after sale and delivery of all the bonds or extend the Account beyond the fixed or agreed date of termination to permit the delivery
of bonds sold prior thereto. Notwithstanding any termination or se((lerpent of this Accolgnt thg members will be and remain
liable in proportion to their respective participations for any further liabilities and expenses including any taxes which may from
time to time be assessed against the Account as such.

The Managers may publish advertisements for the bonds with the names of any or all members of the Account, unless
expressly requested by a member to omit his name. The Managers act hereunder solely as agent for the members and shall be
under no liability with respect to the validity or value of the bonds or the correctness or completeness of anything contained thetein
or in any advertisement, prospectus or any other document prepared or used by the Managers, or for the acts of any agent
selected with due care, or otherwise in connection herewith except for want of good faith. Members shall be liable for their
proportionate shares of all expenses incurred in connection with this Account, provided that any member who withdraws from
the Account prior to the submission of the bid shall be liable in the discretion of the Managers for his proportionate share of
expenses incurred prior to the time of withdrawal. No member other than the Managers may incur any liability or expense
for the Account without the consent of the Managers.

Please confirm your participation in and e of the terms of this Account by signing and returning the enclosed
duplicate of this letter to

Very truly yours,

We confirm our participation in this Account. Account Managers
Name:
By:
By: Vice-President

Authorized Signature

IDALE wermrmmeccesaensecaeasnssesmemansnasommes iof anr smmmeanen

Form DG
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APPENDIX

STATE AND LOCAL PUBLIC FACILITY FINANCING

TaBLE 1.—Distribution of underwritten issues: By type offering and dealer
[All bonds, 1957-65 (dollar amounts in millions)]

Competitive Negotiated Total
Amount | Number Amount Number | Amount Number
1957:
Top 10 dealers 1. $1,446 632 $367 41 $1,813 673
All dealers____ 2,921 3, 565 740 985 , 792 4,812
Top 10 banks 1,711 611 27 37 1,738 648
N banks. ... _ooao_] 2,029 1,139 53 102 2,082 1,241
117 ) S 4,950 4,704 792 1,087 5,874 6,053
1958:
Top 10 dealers ! _____.____| 1,935 689 206 45 2,141 734
All dealers_.._____ 3, 551 3,666 596 1,037 4,263 4,913
Top 10 banks 1____ 2,186 653 17 46 2,203 699
Allbanks_____.________.__ 2,959 1,218 37 113 2,999 1,333
B 01 ) E 6, 510 4,884 633 1,150 7,262 6,246
1959:
Top 10 dealers ! __________ 1,910 585 803 21 2,714 607
All dealers...._.._____.___. 3, 510 3, 550 1,244 775 4,785 4, 506
Top 1 2,188 524 57 27 2,245 551
All bank 2, 503 1,132 82 89 2, 590 1,225
17 6,013 4,682 1,326 864 7,375 5,731
1960:
Top 10 dealers !._____.____ 2,120 779 331 17 2, 451 796
All dealers._.. 3,628 3,694 953 685 4,608 4,489
Top 10 banks 2,133 622 3 21 2,158 645
Allbanks_ . oo .. 2,492 1,223 20 78 2, 533 1,303
6,120 4,917 974 763 7,141 5,792
1961
1,663 875 259 33 1,922 908
3,938 4,341 1,054 667 5,028 5,096
2, 621 850 3 15 2,625 865
3,044 1, 584 14 65 3,058 1,650
6, 982 5,925 1,067 732 8, 086 6, 746
2,105 1,137 162 23 2,266 1,160
4,117 4,497 753 453 4,895 4,962
2, 531 883 20 11 2, 551 894
3,028 1,707 24 32 3,052 1,743
7,145 6, 204 T 485 7,947 6, 705
1963:
Top 10 dealers 1. ___.__.___ $2, 497 763 $656 70 $3, 206 837
All dealers.._._._ , 599 3,490 1,786 1,117 6, 526 4,694
Top 10 banks ... 2, 579 724 5 20 2,764 744
Allbanks_________________ 3,384 1,583 18 86 3,403 1,672
Total. o eoooooeae 7,983 5,073 1,805 1,203 9,930 6, 366
1964:
Top 10 dealers 1 ____.__.__ 1,811 1,042 265 25 2,077 1,068
Alldealers________________ 3,802 3,943 956 803 4,824 4,838
Top 10 banks L. ___ 2, 810 947 4 6 2,814 953
ANKS. oo 3,899 2,285 14 62 3,012 2, 347
Total. oo 7,701 6, 228 970 865 8,736 7,185
1965:
Top 10 dealers t._____.____ 2, 500 793 195 34 2,721 831
All dealers__._. 4,785 3,494 ST 680 5, 681 4,306
Top 10 banks 1. 3,358 946 11 46 3,369 992
Allbanks. ... 4,812 2,395 69 68 4,941 2,468
Total. oo eooaeeoe 9, 597 5,889 841 748 10, 622 6, 774

1The 10 dealers and 10 banks ranked highest in terms of management of new issues.
Source: Investment Bankers Association of America.
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TABLE 2.—Distribution of underwritien issues: By type offering and dealer
[General obligation bonds, 1957-65 (dollar amounts in millions)]

Competitive Negotiated Total
Amount | Number | Amount | Number | Amount Number

1957:
Top 10 dealers ! _ooocnooo $869 474 $9 11 $879 485
‘All dealers. .ococcemmoanna- 1,865 3,041 165 732 2,084 4,016
Top 10 banks ... 1,674 604 27 37 1,170 641
All banks. oo ccammceaaaeas 1,987 1,125 52 98 2,039 1,223
L1 101 7Y S 3,852 4,166 207 830 4,123 5,239

958:
Top 10 dealers 1.coooaeeeo 1,204 531 7 7 1,211 538
All dealers_..__.. 2,297 3,083 162 735 2,525 3,998
Top 10 banks .. 2,154 650 17 46 2,171 696
Al banks. ocomcemeeee 2,924 1,207 37 110 2,960 1,317
Total. coccccocmcavmmmmnn 5,220 4,290 199 845 5,485 5,315

959:
Top 10 dealers L. cooo.e- 1,180 448 9 6 1,189 455
All dealers.-... 2,239 3,035 126 551 2,384 3,749
Top 10 banks 1. 2,188 524 57 27 2,245 551
NI ) — 2,502 1,131 76 85 2,578 1,216
4,741 4,166 202 636 4,962 4,965

960:
Top 10 dealers ! 1,377 625 1,382 631
All dealers_.... 2,407 3,139 118 457 2,536 3,601
Top 10 banks 1. 2,113 3 21 2,138 644
All banks. _camaooae 2,472 1,220 20 77 2,513 1,299
L 717 D, 4,878 4,359 138 534 5,048 4,990

961:
Top 10 dealers I..._.c..o 1,062 715 44 11 1,106 726
All dealers____ 2,555 3,651 156 394 2,721 4,125
Top 10 banks ! 2,614 848 3 15 2,617 263
Al DanKS. oo ccccmcaamaann 3,033 1,574 14 63 3,047 1,638
Total. . cceeacacecccaamae 5, 588 5,225 170 457 5,768 5,763

962:
Top 10 dealers ' ocoo--- 1,204 913 3 3 1,208 916
All dealers .. 2,493 3,679 90 221 2,585 3,910
Top 10 banks ! 2,514 20 11 2,535 889
Al banKks. oo coeocmmannnae 3,009 1,695 24 32 3,033 1,727
Total. mcmenccccccccaaman 5,502 5,374 114 253 5,618 5,637

63:
Top 10 dealers oo $1,277 527 35 5 $1,283 533
All dealers.._._. 2,429 2, 579 211 550 2,679 3,189
Top 10 banks 1. 2,706 718 5 20 2,710 738
ANl bankS. cooccocmcnnnean 3,328 1, 569 18 86 3,346 1,656
L 1017 7: ) P, 5,756 4,148 229 636 6,025 4,845

64:
Top 10 dealers ' cooaeooe- 1,037 848 0 0 1,037 848
All dealers.__..... 2,462 3,269 182 379 2,659 3,724
Top 10 banks L. 2,738 939 4 . 6 . 2742 045
All banks. 3,818 2,272 14 62 3,832 2,334
Total 6,281 5, 541 195 441 6,491 6,058

1965:
Top 10 dealers 1. 1,386 579 2 3 1,388 582
All dealers. ... 3,066 2,797 99 272 3,207 3,158
Top 10 banks ! 3,292 934 11 46 3,303 980
Al banks...ooco-o 4,715 2,369 66 67 4,841 2,441
L4 13172 DR 7,782 5,166 165 339 8,048 5, 599

1 Includes PHA issues.
Souree: Investment Bankers Association of America.



202

STATE AND LOCAL PUBLIC FACILITY FINANCING

TApLE 8.—Distribution of underwritten issues: By type offering and dealer
[Revenue bonds, 1957-65 (dollar amounts in millions)]

Competitive Negotiated Total
Amount | Number | Amount Number | Amount | Number
1957:
Top 10 dealers!______.__.. $573 157 30 $931 187
All dealers....... 1,030 489 581 248 1,678 756
Top 10 banks 1. 0 0 0 0 0 [
Al banks..eeameocmeaeoo 1 4 1 4 2 8
1,031 493 881 252 1,680 764
696 149 199 38 895 187
1,210 556 429 297 1,689 883
0 0 0 0 0 [
4 8 0 3 6 13
1,213 564 430 300 1,695 896
1959:
Top 10 dealers 1 730 137 795 15 1,525 152
All dealers...__. 1,272 516 1,118 224 2,402 757
Top 10 banks 1. 0 0 0 0 0 0
AN DaNKS oo 1 1 6 4 11 9
Totaleeaeo oo 1,272 516 1,125 228 2,413 766
1960:
Top 10 dealers ! 743 154 326 11 1,069 165
All dealers 1,219 563 835 228 2,069 796
Top 10 banks 1._ 20 1 0 0 20 1
ANKS. e ccmcameemee e 20 3 0 1 20 4
b 0171 1,239 556 835 229 2,089 800
1961:
Top 10 dealers \.____.._... 601 160 215 22 816 182
All dealers_.____ I 1,384 690 897 273 2,307 971
Top 10banks ! . _________ 8 2 0 [ 8 2
A DanKS oo 11 10 0 2 11 12
L1133 %) 1,394 700 897 275 2,317 083
962:
Top 10 dealers1.______.._. 900 224 158 20 1,059 244
All dealers_._._. 1,624 818 663 232 2,310 1,052
Top 10 banks 1 16 5 0 0 16 5
Al banks. oo vmeuacoaoe 18 12 0 0 20 16
L1 7:) S 1,642 830 663 232 2,320 1,068
1963:
Top 10 dealers .. ........ $1, 220 236 $652 65 $1,924 304
All dealers_... 2,170 911 1,576 567 3,847 1, 505
Top 10 banks ! 54 6 0 0 54 6
Allbanks. coceeonccaaana. &7 14 0 0 57 16
Total. ccemecccmencunenn- 2,227 925 1,576 567 3,904 1,521
64:
Top 10 dealers....o.oco..| 774 194 265 25 1, 039 220
All dealers...._. 1,340 674 774 424 2,164 1,114
Top 10 banks 1. 72 8 0 0 72
Al banks. ceeaeevnarecans 80 13 0 [} 80 13
Total. cvcremmcmccccnanan 1,420 687 774 424 2,245 1,127
65:
Top 10 dealers ... 1,114 214 193 31 1,333 249
Alldealers. .oceoemeoaeee- 1,719 697 674 408 2,475 1,148
Top1l0banks 1 __.ccua. 66 12 0 0 66 12
All banks. .- veeecemcaaann 97 26 3 1 100 27
L4111 7:) R 1,816 723 677 409 2,574 1,175

1 The 10 dealers and 10 banks ranked highest in terms of management of new issues. -
Source: Investment Bankers Association of America,



CuapTER 10
Municipal Financial Consultants™

NATURE AND FUNCTIONS

Municipal finance consulting as a profession has its roots in the
great depression of the 1930’s. Since many municipalities had predi-
cated borrowing during the late 1920’s on a never-ending boom, the
suddenly shrinking tax revenues of the early and midthirties brought
many to the brink of default. Debt reorganization and refunding
bhecame the order of the day as local governments sought to bring debt
service schedules in line with revenues. The municipal finance expert
was called in to act as liaison between the bondholder and the issuer
and work out a debt reorganization plan acceptable to both.

Since then municipal finance consulting owes its development to
the increasingly complex and competitive nature of the business of
marketing debt securities of State and local governments.

Scope or DuUTIES

The scope of duties performed by a municipal finance consultant
vary considerably depending on the nature of the issue, its size, and the
standing of the 1ssuer. Generally, however, the consultant provides
the following services:

(@) Surveys issuer’s debt structure and financial resources to deter-
mine borrowing capacity for future capital financing requirements.

(b) Gathers all pertinent financial statistics and economic data such
as debt retirement schedule, tax rates, overlapping debt, etc., that
would affect or reflect on the issuer’s ability and willingness to repay its
obligations.

(c) Advises on the time and method of marketing; terms of bond
issues, including maturity schedule, interest payment dates, call fea-
tures and bidding limitations.

(d) Prepares an overall financing plan detailing the recommended
approach and probable timetable.

(¢) Prepares, in cooperation with bond counsel, an official statement,
notice of sale, and bid form and distributes same to all prospective
underwriters and investors.

() Assists the issuer in getting local public acceptance and support
of the proposed financing.

(¢) Keeps in constant contact with the rating services to insure that
they have all the information and data they require to properly evalu-

ate the credit.

* Prepared by Arthur R. Guastella, executive vice president, Wainwright &
Ramsey, Inc.,, New York, N.Y., with minor editing by committee staff.
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(h) Is present when sealed bids are opened and stands ready to
advise on acceptability of bids.

(¢) Supervises the printing, signing, and delivery of the bonds.

(7) Advises on investment of bond proceeds.

(QUALIFICATIONS AND STANDARDS OF PERFORMANCE

In general, the municipal finance consultant should have a broad
knowledge of municipal government, laws, and practices. He should
also be fully conversant with the intricacies of underwriting and dis-
tributing municipal securities as well as investor preferences and prej-
udices. Finally, he must be capable of discerning and interpreting
developments in the bond and money markets.

While there are no standards in performance as such, the profes-
- sional services rendered must be of a consistently high caliber as the
major portion of new business originates from the referrals of satis-
fied clients. Experience, reputation, and integrity are the consultant’s
major assets. :
STRUCTURE OF THE INDUSTRY

At this point, a distinction should be drawn between the independent
financial consultant and the investment banking firm acting as a con-
sultant. The independent consultant renders professional service for
a fee and he represents and acts for the issuer who has retained him.
Investment banking firms, on the other hand, are primarily in the
business of underwriting and distributing securities for a profit. While
there is no question about the ability of a reputable investment bank-
ing firm to render competent advice and service—the two functions—
acting as agent for the issuer and underwriting the issuer’s bonds—
have often raised questions of a conflict of interest. Accordingly,
some investment banking firms, as a matter of policy, will not par-
ticipate in the underwriting of an issue, if they are acting as consultant.

Commercial banks, by and large, limit themselves to providing gen-
eral advice and guidance to governmental issuers. There are a few,
however, which offer full consultant services. Attorneys, engineers,
and accounting firms have also provided municipalities with advice
on bond financing.

NumsEr, S1zE, AND DistriBuTioN oF FIRMS

Research indicates that there are only six nationally recognized inde-
pendent municipal finance consultants. One is headquartered in New
York with branch offices in Florida and California and has a total of
20 employees. Another is headquartered in Chicago and serves gov-
ernmental issuers through the Middle West. It has eight employees.
Interestingly, there are three such firms in the Minneapolis-St. Paul
area operating in Minnesota, Wisconsin, and North and South Da-
kota, with an estimated 40 employees. There is one independent con-
sultant firm headquartered in California, with about four employees.

A similar tally of investment banking firms presents some problems
since every investment banking firm with a municipal bond department
is potentially a consultant. However, if consideration is limited to
those firms which have one or more individuals actively and consistent-
ly engaged only in consulting service then there are at least 30 invest-
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ment banking firms which would qualify. Most are headquartered in
New York with the bulk of the remainder in Texas and California.

ReraTioNsHIPS WITH OTHER SEGMENTS OF THE INDUSTRY

Financing consultants are employed as agents for the municipality
and render services for'a fee. The municipality looks to the consul-
tant for advice and guidance in all phases of financing municipal im-
provements. The consultant, acting as liaison between issuer and un-
derwriters should anticipate and provide for all of the prospective
underwriters’ needs in the preparation of the bid.

The consultant should work to stimulate interest in the issuers
securities among investors and also make sure that bondholders are
kept fully informed.

The consultant should work very closely with other technical ad-
visers such as bond counsel, engineers, and architects.

REMUNERATION

Just as the type of services provided will vary from issuer to issuer,
so too does the basis of contracts vary. The size and method of pay-
ment of fees will depend upon the type of issue, its size, and complexity.

An issuer who makes regular demands on the capital market may
contract with a financial consultant on the basis of an annual retainer.
The annual retainer is also preferred in the case of a unique or major
project which may involve many years of work before any bonds are
actually issued. The retainer may cover all services or it may be
credited against a per bond fee, or it may be in addition to per bond
fees. Such fees may or may not include expenses.

In a good many cases the fee is established on a per bond basis with
charges for revenue bonds generally higher than those on straight
general obligation bonds. Such fee schedules are on a sliding scale
with the per bond charge decreasing as the size of the issue increases.
On a $1 million general obligation issue for example, the fee might be
between $2 and $3 per $1,000 bond, while on a $10 million issue, it
would only be about $1 or $1.50 per bond.

Revenue bond consulting fees show considerable variation because
such issues are generally much more complex than issues backed by a
governmental unit’s full faith and taxing power. If the security pro-
visions are relatively simple the per bond fee might be only about 25
percent higher than on a general obligation issue of the same size. On
others, the fee schedule could be $5 per bond on the first $5 million and
$2.50 per bond over $5 million. In certain special instances a per diem
arrangement may be made.

As a practical matter, consulting fees can be fixed only after con-
sidering the individual bond issue and determining just how much
work is involved. There are no pat formulas for putting a bond issue
together. Governmental issuers are considerably diverse in their
makeup, borrowing powers, etc., and their financing problems are
equally diverse.

Furore Proseects

~ When a State or local government undertalkes to borrow for a capital
improvement, it binds its citizens to a financial obligation which will
enclure for a generation or more. Increasingly, State and local finance
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officers are discovering that the planning, preparation, and execution of
a bond issue creates responsibilities which cannot be superimposed on
an already burdensome workload. In today’s high-volume market,
with so many issues competing for investor acceptance, a sloppily pre-
pared or ill-conceived bond issue will result in unnecessarily high in-
terest costs.

Two factors—the heightened competition for the investor’s dollar
and the increasingly complex nature of the debt instruments them-
selves—have caused more and more harassed public finance officers to
take advantage of the specialized knowledge and broad experience
offered by the professional municipal finance consultant.

The industry, while relatively small, is dynamic. All participants
report heavy workloads but face one major impediment to expansion:
the lack of qualified personnel. ;



CHapTER 11
Municipal Bond Counsel*

INTRODUCTION

The practice of employing experienced attorneys to render approv-
ing opinions respecting the validity of municipal bonds* originated
as an aftermath to the disenchanting debacle of railway aid financing.
Many public agencies engaged in the dubious competitive effort to
attract railroad facilities by issuing municipal bonds to pay for sub-
scriptions to railroad stock and to make donations for railroad con-
struction. “This invention to aid the enterprises of private corpora-
tions,” the eminent Judge John F. Dillon has written, “has proved
itself baneful in the last degree * * * and has undeniably been at-
tended with very serious, and it is perhaps not too strong a state-
ment to add, disastrous consequences.” The Supreme Court of Illi-
nois has stated that this “mania” for extending such public aid in the
construction of railroads resulted in “poisonous byproducts” which
far outweighed the temporary benefits. Not the least of such poison-
ous byproducts were the heavy losses suffered by investors in munici-
pal bonds. Inevitably, the staggering burdens imposed on taxpayers
through such extravagant financing precipitated widespread defaults.
The lack of sound financial and legal advice in the issuance of the
bonds provoked repudiation and litigation voiding numerous bond
issues.

In the wake of such excesses, reform measures to prevent recur-
rences were invoked. Constitutional and charter provisions were
adopted and laws were enacted imposing upon States, counties,
cities, and other public agencies limitations upon the incurring of
indebtedness, the levy of taxes, the granting of aid to private persons
or corporations, and the use of public moneys for purposes not public
in nature. Election and other restrictive procedural requirements
were enacted, further augmenting the legal restrictions attending the
issuance of municipal bonds.

The need for the services of bond attorneys thus emerged. Invest-
ors required assurances as to the validity of the bonds. In order
to mitigate resistance to the purchase of municipal bonds, the
practice developed whereby bond dealers used house counsel or re-
tained bond attorneys to render approving opinions on bonds. Bids
for the purchase of bonds were conditioned upon the approving opin-
ion of a designated attorney. In such case the bond transcipt would

* Prepared by Joseph Guandolo, partner, Mitchell, Pershing, Shetterly &
Mitchell, New York, N.Y., with minor editing by committee staff.

1 Bonds issued by States and Puerto Rico and their municipal corporations and political
subdivisions and by authorities, districts, and other public agencies.
207



208 STATE AND LOCAL PUBLIC FACILITY FINANCING

be sent to the attorney after the award of the bonds had been made to
a particular bidder. Pending the completion of the legal examina-
tion of such transcript, there was always uncertainty as to whether
the bonds would be approved and delays in the delivery of the bonds.
Delays were experienced in compiling the transcript and in amending
and supplementing various papers and proceedings to meet the require-
ments of such attorney. Irregularities in bond elections discovered at
the last moment were embarrassing impediments. Litigation occa-
sionally resulted from efforts of public agencies to retain bid deposits
or enforce accepted bids in situations where such attorneys failed to
render approving opinions on the bonds. This early practice of
dealers’ employment of bond attorneys proved disadvantageous and
is now largely supplanted by the practice of having the public agency

_issuing the bonds retain bond counsel. It is now customary for the
issuing public agencies to offer approving opinions of bond counsel
on practically all municipal bond issues. Underwriters and pur-
chasers are thereby assured that the issuance of the bonds, from the
initial inception to final delivery, conforms to constitutional, statutory,
and charter requirements and that the bonds are otherwise valid and
binding. In a publication relating to municipal bonds, one of the
Nation’s largest banks comments as follows:

The importance of a municipal bond attorney must never be underestimated.
Because the procedure through which a unit of government may borrow for any
purpose is specifically prescribed by law, the prospective bond purchaser must
be assured that every step in the authorization process has been taken in strict
observance of the law. This assurance is given to prospective investors by
securing the unqualified approving legal opinion of a nationally recognized
bopq attorney. Municipal bonds are not generally marketable without such an
opinion.

In striking contrast, no similar opinion of counsel is required for
the sale of bonds of private corporations. The powers of private
corporations to issue bonds are extremely broad and are not subject
to substantive and procedural limitations of the type imposed upon
municipal corporations. The validity of municipal bonds generally is
dependent upon meticulous compliance with a maze of constitutional,
statutory, and, in some cases, charter provisions and judicial opinions
strictly limiting and circumseribing, both substantively and proce-
durally, the powers of public agencies to issue municipal bonds. In
addition, the authority to issue municipal bonds is subject to the
restrictive underlying legal principle that municipalities and other
public agencies of a State may exercise only such powers as are ex-
pressly granted by law or are necessarily implied from powers ex-
pressly granted.

1. NaTorRe aAND Founcrions oF Boxp CoUNSEL
(A) SCOPE OF DUTIES; SERVICES RENDERED

The branch of law in which bond counsels specialize comprises a vast
array of general statutes, special laws, charters, constitutional provi-
sions, opinions of State and Federal courts, and administrative and
other rulings, pertaining to the authorization, description, terms, con-
ditions, and procedures for the issuance of bonds of various types by
the States, Puerto Rico, and many hundreds of counties, municipali-
ties, and other public agencies. The scope of the duties of bond coun-
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sel is delineated by the expanding limits of the municipal bond indus-
try, now exceeding an annual volume of $11 billion. The ambit of
the bond attorney’s services has been progressively extended with the
changing scope, complexity, and increasing volume of municipal bond
financing. A

Specif%cally, the duties of bond counsel are broad as necessary to
establish to his satisfaction the legality of the bonds when they are
issued and delivered. He is expected to examine the applicable law
and to review the bond proceedings, resolutions, ordinances, election
documents, if any, and other documents to determine whether he can
render an approving opinion as to the validity of the bonds. This
basically and traditionally has been, and currently is, the principal
function of bond counsel.

However, the role of bond counsel in connection with many bond
issues, particularly revenue bond issues, is far more extensive. Popula-
tion increases, urbanization, technological advancements, industrial
and commercial expansion, educational, health, social and cultural de-
velopments and other factors have built up pressures for more and
better public facilities and public services. The functions of bond
counsel have expanded to keep pace with new methods and the added
complexities of financing the public facilities and services demanded
by a more sophisticated or, in any event, a more affluent citizenry. The
challenge of coping with such demands has called forth the specialized
knowlegge and experience of bond attorneys to develop new, or to adapt
old, legal concepts and techniques of public financing. In cooperation
with legislators, public officials, underwriters, investors, engineers, and
others, bond attorneys have engaged in drafting legislation, even con-
stitutional amendments, devising new methods of financing, creating
new public instrumentalities and preparing trust indentures, resolu-
tions, ordinances, contracts, and other documents that have contributed
to the acceptance by the investing public of an increasing volume of
municipal bonds.

When employed in the initial stages of a proposed bond issue, bond
counsel is in a position to offer suggestions for obviating delays and
perhaps costly errors. Through conferences with public officials, un-
derwriters, and financial consultants respecting the proposed financing,
bond attorneys may advise as to the nature of the financing that is most
suitable from a legal point of view and may outline the actions and
proceedings required to effectuate such financing. He may determine
that the enactment of additional legislation may be required, or that
certain legal questions may have to be adjudicated, or, in certain in-
stances, that a constitutional amendment may be necessary. IHe may
prepare the additional legislation or the constitutional amendment, if
found necessary, and in connection with any litigation to resolve legal
questions, may frame the questions that are to be submitted for judicial
determination and may prepare, or assist in the preparation of, plead-
ings, briefs, and other litigation papers and, occasionally, may appear
in court.

The work of bond counsel, more prosaically, is marked by searching,
meticulous, and detailed examinations of laws, legal instruments, and
proceedings—work occasionally disparaged as “the dotting of the i’s
and the crossing of the t’s” approach. Such deliberate approach and
circumspection stem from bond counsel’s overriding objective to estab-
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lish to his satisfaction the legality of the proceedings and the validity of
the bonds and also to minimize the risk of litigation on the bonds fol-
lowing their issuance. He recognizes that litigation, even if terminated
favorably, is prejudicial to the interests of bondholders and that no
buyer of bonds wants to buy a lawsuit.

Bond counsel’s initial consideration is whether there is legal author-
ity for the issuance of the bonds. This may entail a search for and a
study of general statutes, local laws, charter provisions and constitu-
tional provisions. The statutory or charter authority for the issuance
of the bonds must be consistent with constitutional requirements and
limitations. Journals of legislative bodies relating to the enactment
of legislation occasionally must be examined to ascertain whether the
enactment conforms to constitutional requirements. The opinions of
State and Federal courts bearing upon the legality of the bonds have
to be considered.

If satisfied that legal authority to issue the bonds is duly vested, bond
counsel then prepares (or, in certain cases, reviews), in the light of ap-
plicable legal requirements and limitations, the proceedings for the 1s-
suance of the bonds, including the legal instruments necessary to au-
thorize the issuance of the bonds and to describe the bonds and the se-
curity thereof. Ordinances, resolutions, and, particularly for revenue
bond issues, trust indentures are usually the bond authorizing instru-
ments.

In the preparation of such legal instruments, bond counsel is guided
by forms and precedents previously used, but each bond issue requires
a legal instrument, specifically tailored to fit the particular factual and
legal situtaion. Frequently, new and imaginative approaches to solve
unique problems which constantly arise must be devised. A trust in-
denture of over 150 printed pages is not unusual in revenue bond fi-
nancing. Its length, often facetiously attributed to the verbosity of
lawyers, is essential for the proper delineation of the security for the
bonds and for the protection of the interests of the public agency issu-
ing the bonds, the purchasers of the bonds and the trustee adminis-
tering the trust. Many of the provisions of the trust indenture have
been developed to meet specific problems that have arisen or to satisfy
suggestions of investors, underwriters, financial consultants, engi-
neers, trustees, public agencies, and others. The trust indenture, an
instrument that may remain in force for perhaps more than three or
four decades, long after the participants in its drafting are departed,
must specify clearly and in reasonable detail the description of the
bonds authorized, the security of the bonds, the custody and applica-
tion of the bond proceeds, the charging, collection, and administra-
tion of rates and charges, the creation of reserve funds and accounts,
the safeguarding and application of revenues, the covenants respecting
the operation, maintenance, repair, use, and insuring of the project
being financed, the remedies of the bondholders in the event of de-
fault, the rights and duties of the trustee, and other requirements
and procedures. .

Notwithstanding a certain rigidity respecting provisions deemed
fundamental, the form of trust indenture securing revenue bonds is
still in the process of development. It must always remain flexible
and readily adaptable to new conditions.
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If a revenue bond issue is not secured by 4a trust indenture, bond

counsel in drafting the bond ordinance or bond resolution may adapt

and include many of the provisions otherwise contained in a trust
indenture.

Following the initial preparation of the trust indenture, bond ordi-
nance or bond resolution, such instrument is submitted for review by
the interested parties. Conferences and discussions are usually re-
quired before bond counsel drafts in final form a legal instrument ac-
ceptable to all parties. When prepared in final form, the document is
submitted for approval, adoption, and, if required, proper execu-
tion.

Bond counsel may also draft agreements of lease when rentals there-
under are pledged for the payment of revenue bonds and contracts
for the purchase of existing facilities whose revenues are similarly
pledged. TIllustrative of bond counsel’s expanded services under the
complexities of modern day municipal financing are the services being
performed by one firm of bond attorneys as “project attorney” on all
the urban renewal projects in a State.

With respect to general obligation bonds payable from ad valorem
taxes, the work of bond counsel generally is not as time consuming
as that for revenue bonds. The %orms of legal instruments therefor
are not subject to the degree of continual revision typical for revenue
bond issues and, moreover, general obligation bonds, unlike revenue
bonds, offer little basis for discussions and agreements as to the secu-
rity and other matters. Trust indentures usually are not involved.
However, the constitutional and statutory limitations mentioned above
are applicable and bond counsel must be satisfied that the general
obligation bonds are within applicable debt limitations, that any appli-
cable tax limitation as to rate or amount is observed and that any re-
quired elections respecting the bonds or the project financed thereby
are called and held in conformity with law.

Special assessment bonds require a meticulous examination of a
maze of technical legal requirements designed to protect property
rights. Bond counsel must ascertain that the assessment or charges
against the property benefited by the improvement financed have been
duly assessed in conformity with the prescribed procedures, which
may include the giving of due notice and the holding of public hear-
ings. If such bonds under applicable law are additionally secured by
ad valorem taxes, bond counsel must be assured that the legal require-
ments for the authorization and levy of such taxes are observed.

Bonds secured, in whole or in part, through pledges of excise taxes,
such as motor fuel, cigarette or public utility taxes, or through rents
payable from funds, appropriated periodically, present additional
legal problems that must be resolved to the satisfaction of bond counsel.

Bond counsel’s duties may also embrace the preparation of addi-
tional ordinances and resolutions, forms of minutes, certificates, affi-
davits, statements, and other legal instruments necessary or desirable
to evidence the proper approval, authorization, and issuance of the
bonds in conformity with applicable legal requirements and, if perti-
nent, the understandings or agreements of the interested parties, and
to assure that the public agency can undertake, carry out, and finance
the project in the manner proposed, that the bonds are issued and
secured as permitted by law and will be marketable at reasonable rates
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of interest, and that the purchasers and holders of such bonds are
adequately protected. Bond counsel examines the rates of interest,
the maturity schedule, the date and denomination of the bonds, the
maturities, the registration privileges, the place of payment and also
the printer’s proofs of the bonds to make sure that they are properly
printed by a firm qualified to do the work and operating under proce-
dures of supervision and control as to eliminate duplicate or illegal
bonds and to prevent counterfeiting and forgery of bonds.

The public agency issuing the bonds usually provides a prospectus
or official statement relating to the bond issue and the agency issuing
the bonds. Oftentimes such prospectus or statement is prepared by
the financial consultant of the agency. Bond counsel must review the
prospectus or official statement to make certain that the legal informa-
tion is correct and that no material legal information has been omitted.
The bond attorney also examines the transcript of the proceedings
providing for the sale of the bonds to satisfy himself that the bonds
have been legally sold. If a public sale is required, bond counsel must
be satisfied that the sale has been properly advertised and that the bid
accepted is legally acceptable. He must also be satisfied that the
bonds are properly executed, and to that end he examines one of the
executed bonds of each series (if more than one series).

Prior to the delivery of the bonds, the bond attorney must hold
himself ready to answer inquiries respecting the bonds from rating
services, institutional investors, underwriters, trustees, paying agents
and others.

A date mutually satisfactory is set for the delivery of and payment
for the bonds. If on such date bond counsel is satisfied that the certifi-
cates and other closing papers are in good order and all conditions
precedent, have been satisfied, the bonds are delivered and evidence of
payment therefor in full is required. Simultaneously, the opinion of
bond counsel approving the bonds is released. )

Generally, it is the practice to deliver to a purchaser of municipal
bonds a copy of the legal opinion rendered on such bonds. The prac-
tice has developed, upon the basis of a recommendation made in 1958
by the Investment Bankers Association, to have the complete final
legal opinion, with the name of the attorney, printed on the back of
each municipal bond with a certification, signed with a facsimile or
manual signature by a paying agent or an official of the issuer, that the
copy is a true and correct copy of the original opinion. However, the
practice of printing a copy of the legal opinion on the back of munici-
pal bonds does not extend to opinions, such as those on certain revenue
bonds, that are too lengthy for such purpose.

The rendering of this final opinion may be the climax, but not neces-
sarily the end, of the bond attorney’s work on the bond issue. Ques-
tions may arise after the date of closing which the bond attorney is
expected to resolve. Prospective purchasers of the bonds in the sec-
ondary market, the trustee, the consulting engineers, the accountants,
the underwriters, and the issuing public agency often pose problems
that require additional legal services. Bond attorneys usually perform
such services as a part of their overall functions in connection with -
the bond issue.



STATE AND LOCAL PUBLIC FACILITY FINANCING 213

(B) BASIS OF CONTRACT

Bond attorneys, as indicated above, are generally employed by the
ublic agencies 1ssuing the bonds. However, in certain cases, particu-
arly in connection with large revenue bond issues, the underwriters
may employ bond counsel. Normally he works with the public agency
issuing the bonds in the same manner as if he were directly employed
by such agency. .

Arrangements for the services of bond counsel are rather informal.
An exchange of letters between the bond attorney and the client
usually suffices to consummate the attorney-client relationship. If the
public agency issuing the bonds employs the bond attorney, a resolu-
tion authorizing or approving the employment of counsel may be
adopted. If the bond attorney has represented the public agency with
respect to previous bond issues, there may not be any specific reference
to legal fees as it will be assumed that the fees will generally be in line
with previous charges. Oftentimes it may not be feasible to quote at
the initial stages of the bond proceedings a definite fee. In such case,
the determination of the fee is postponed until a proper evaluation of
the work and responsibility involved can be made or, if otherwise
necessary, the bond attorney may quote a maximum or minimum fee
or a minimum and maximum range, with perhaps some qualification
respecting unanticipated events, such as litigation. Fairly definite
fees may be quoted early respecting certain types of bonds Involving
established types of proceedings.

In certain cases bond counsel may be employed by the public agency
issuing the bonds subject to the requirement that the purchaser of the
bonds shall pay bond counsel’s fees. In such cases it is important that
the prospective purchasers of the bonds know the amount of the fees
prior to the submission of their proposals to purchase the bonds so that
the fees may be reflected in their bids.

Occasionally, advertisements for the sale of bonds (primarily obli-
gations guaranteed by the Federal Government) provide that bids
may be conditioned upon the successful bidder’s obtaining the approv-
ing opinion of recognized bond counsel of his choice, to be employed
and paid by the bidder. Under this procedure the public agency is-
suing the bonds loses the advantage of having bond counsel employed
early in the proceedings to assist In setting up the bond issue upon an
acceptable basis and ﬁelping to resolve ?egal questions early in the
proceedings. In addition, whether bond counsel is employed by the
1ssuing public agency or whether the issuing public agency pays the
fees of bond counsel directly, the ultimate result is that bond counsel’s
fees are reflected in the price paid for the bonds.

Many public agencies pursue the practice of employing the same
firm of bond attorneys year after year. Generally, neither changes
in the incumbency of office holders nor changes in the political affilia-
tions of the administration of a particular State, county, or city
affects the continuity of such employment of bond counsel. In con-
sequence, such public agencies have the benefit of the services of legal
specialists who have acquired a valuable background of knowledge
and have become familiar with the financial and legal aspects of the
financing of public improvements by such agencies.

The employment of bond counsel by an underwriter or the man-
agers of a group of underwriters may be effected quite informally,



214 STATE AND LOCAL PUBLIC FACILITY FINANCING

frequently by a telephone call or a letter. Fees may be agreed upon
at the time of employment in connection usually with general
obligation bonds sold through public bidding. As to certain bond
issues that are to be purchased through negotiations, the question of
fees may not be discussed until shortly before the actual purchase of
the bonds by the underwriters.

(C) QUALIFICATIONS AND STANDARDS OF PERFORMANCE

. The principal qualification of bond counsel is an established reputa-
tion in the municipal bond market. This is gained through high
standards of performance in the approval of many bond issues over a
span of years. Integrity, experience, a broad background in munici-
pal bond law, familiarity with the needs of public agencies and the
requirements of investors and underwriters, skill in drafting essential
legal instruments, and an ability to perform his functions with imag-
ination and at the same time with meticulous attention to detail, pre-
cision, and thoroughness—these are the attributes of a highly skilled
specialist in the field of municipal bonds.

Bond counsel must determine whether a bond issue has been legally
issued. The legality of the bond issue cannot be evaluated upon a
basis of gradation. It is either legal or illegal. Unless bond counsel
is fully satisfied that the bonds are legal, he will not render an approv-
ing opinion on such bonds.

Irrespective of who pays his legal fees, bond counsel bears the
responsibility of protecting the interest of the ultimate purchaser of
the bonds insofar as the legal aspects thereof are concerned. He
actually functions as the lawyer for the ultimate purchaser of the
bonds in the secondary market. Bond counsel recognizes that the
purchaser of bonds is primarily concerned with the payment of the
principal and interest on the bonds and that, accordingly, both the
legality of the bond issue and the technical aspects thereof bearing
upon. the payment of principal and interest and the enforceability
of the rights of the bondholders fall within bond counsel’s functions.

In so filling his responsibility to the ultimate investor, bond counsel
cannot, however, ignore safeguarding the rights and interest of the
public agency issuing the bonds and those of the underwriters. The
attainment of the objectives of the public agency and the marketing
of the bonds by the underwriters with reasonable expectation of success
cannot be subordinated. Bond counsel must balance equities among
the various parties and seek to protect the proper interests of each
party. Generally, there exists a compatibility of purpose among such

arties.

P 2. S1zE AND STRUCTURE OF INDUSTRY

(A) NUMBER OF FIRMS

The latest 1966 Directory of Municipal Bond Dealers of the United
States, as published semiannually by The Bond Buyer, contains an
appendix listing a total of 128 firms which are reported to have per-
formed bond attorney work in the preceding calendar year. It is
specifically stated therein that the list has been compiled upon the
basis of reports to The Bond Buyer to the effect that the bond attorneys
listed have rendered at least one legal opinion in the preceding calendar
year upon an issue of State or municipal securities.
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Several of the firms listed in such directory may be classified
as “nationally recognized bond counsel,” 1in the sense that
their opinions upon municipal bonds issued in any jurisdiction are
marketable; i.e., are acceptable to the investing public. The opinions
of many other bond firms listed are acceptable nationally by the in-
vesting public with respect to bonds issued n the particular jurisdiction
or region in which such firms are located. Many smaller issues are
sold locally with what is known as a local opinion rendered by a bond
attorney usually situated in the particular locality in which the bonds
are issued.

The public agencies issuing bonds are in competition to attract the
highest purchase price for their particular bonds. Each day many
issues of municipal bonds are offered. The bond issues which appear
most attractive and most desirable to the prospective purchasers will
be sold at a better price. The reputation of the bond counsel selected
to render the approving opinion on the bonds has a bearing upon the
marketability of the bonds and, therefore, upon the purchase price.
Larger bond issues supported by local opinions may encounter bidder
resistance and higher interest costs. An essential question in issuing
bonds is whether the opinion will be recognized as marketable.

Some issues may be marketed under the approving opinions of both
a firm of nationally recognized bond counsel and a firm of bond at-
torneys not so recognized. Certain public agencies follow the prac-
tice of offering in support of their bonds the opinion of their local
counsel and the opinion of nationally recognized bond counsel. Oc-
casionally, the opinions of two nationally recognized firms of bond
counsel may be rendered on a bond issue.

The law firms listed in the directory range from those which have
been recently established or which render only one or two opinions
upon the validity of bonds in a year to firms which have been es-
tablished for a half century or more and annually render opinions upon
scores of bond issues of various types and have rendered opinions dur-
ing their existence upon literally billions of dollars of bonds. Many
of the firms listed engage in other legal work in addition to municipal
bond work. Other I%rms devote their full time exclusively to muni-
cipal bond matters and engage in no other legal work.

Bond attorneys are specialists in a rather narrow field of law. Tt is
interesting to note, however, that many of the firms, through choice
or historical reasons, are actually specialists within the specialty of
municipal bond law. Certain firms confine their work solely to certain
types of bonds, such as special assesment bonds or general obligation
bonds. Other firms are specialists in revenue bonds, such as power,
water, turnpike and bridge revenue bonds. Some firms specialize only .
in the bonds of a particular jurisdiction or perhaps a few jurisdictions
and are unwilling to render opinions upon bonds issued in other juris-
dictions in order to avoid a dilution of their talents and resources.

(B) SIZE OF FIRMS (NUMBER OF EMPLOYEES)

Approximately 500 partners and associates of the law firms listed
in the directory are named as performing the work 6f bond attorneys.
It is apparent that many of such lawyers do not devote their full time
to municipal bond work. = Also, some of the firms listed have rendered
only one or two legal opinions on municipal bonds in the preceding
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- calendar year and, hence, the partners and associates in such firms
named in the directory did not devote their full time to bond counsel
work during such year.

Twenty-two of the firms listed in the directory have only one partner
or associate listed as performing bond counsel work. - One Illinois -
firm has 19 bond attorneys designated. An Ohio firm has 15 bond
attorneys designated. A California firm has 14 attorneys listed
as performing bond counsel work. Four other firms have 10 or more
bond attorneys listed. A 7

Aside from the listed firms of bond attorneys, bond work to a
greater or less degree is performed, in conjunction with bond attorneys,

vy many legal officers of public agencies, including attorneys general,
county attorneys, city attorneys, corporation counsel and general coun-
sel, solicitors and attorneys for authorities, school districts and other
special districts and political subdivisions.

(C) DISTRIBUTION BY STATES, MAJOR CITIES

The 128 firms of bond attorneys listed in the directory are located
in 87 States and the District of Columbia. According to this direc-
tory, in each of 10 States there are 2 firms, in each of 4 States there are
3 firms, and in each of 14 States there are 4 or more firms. The
Commonwealth of Pennsylvania with 21 firms listed in such Directory,
12 of them in the city of Philadelphia, leads the Nation in such cate-
gory. The State of New York has 8 firms of bond attorneys, all lo-
cated in the city of New York. Seven firms are located in Baltimore,
Md.

The distribution of such firms is as follows:

Number Number

States: of firms | States: of firms
Pennsylvania . _______ 21 Arizona, Colorado, Towa,
New York 8 Maine, Michigan, Missouri,
Maryland, TeXaS e 7 Nebraska, Tennessee, Utah,

California, Kansas, Louisiana. 5 and West Virginia..__._.._. 2
Connecticut, Georgia, Illinois, District of Columbia, Florida,
Kentucky, Massachusetts, Indiana, New Mexico, Ore-
Minnesota, Washington_____ 4 gon, South Carolina, South
Alabama, Arkansas, Ohio, and Dakota, Vermont, Virginia,

Oklahoma e ___ 3 and Wisconsin 1

3. RELATIONSHIPS
(A) WITH BORROWERS

Usually a close working relationship between bond counsel and the
public agency issuing the bonds is maintained. Such agency must
communicate to bond counsel as clearly and as fully as practicable its
objectives in issuing the bonds and the type of obligations to be issued
and must furnish bond counsel information and numerous bond tran-
script documents as requested by bond counsel. Depending upon the
type of bonds involved and the procedures and requirements under
applicable law, bond counsel may request certified copies of proceed-
ings, resolutions, ordinances, aflidavits, opinions, reports and other
documents and information. Oftentimes, the bond transcript is
voluminous.
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Bond counsel are very meticulous about details, and it is to the best
interests of the public agency issuing the bonds to satisfy the requests
for information and documents made by bond counsel, however unim-
portant that may appear to be to the layman. Bond counsel knows
that full and meticulous observance of the requirements of the law is
a protection to the public agency, the underwriters and the investing

ublic. .
P (B) WITH BOND UNDERWRITERS

Bond attorneys also maintain close working relationships with un-
derwriters. This is particularly true in connection with large revenue
bond issues. Bond counsel frequently attended conferences of under-
writers during the early stages of a proposed bond issue to discuss the
type of security and any proposed methods of financing from a legal
point of view. From these early stages to the final closing of the loan
and beyond, bond counsel collaborates with the underwriters in setting
up the bond issue to accord with the agreement of the public agency
and the underwriters. Representatives of the underwriters and bond
counsel from time to time confer with respect to provisions of the
proposed trust indenture, the official statement and other legal papers.
Bond counsel frequently attend underwriters’ information meetings to
discuss the legal aspects of the issue and to answer questions bearing
upon such aspects. Bond counsel also may prepare for the under-
writers other legal instruments pertaining to the bond issue, such as
the contract of purchase of the bonds submitted by the underwriters
to the public agency issuing the bonds.

(C ) WITH LENDERS AND INSTITUTIONAL INVESTORS

Banks, insurance companies and other investors by telephone or
letter often request bond counsel to furnish information or advice
respecting a proposed bond issue. Occasionally, changes in the trust
indenture are made at the suggestion of prospective investors. Addi-
tional transcript documents may be required in order to satisfy the
requests of an insurance company or a bank. Some of the larger in-
vestors examine the bond transcript which is provided by bond coun-
sel and occasionally raise questions respecting the sufficiency of the
transcript or the interpretation of certain instruments included in the
transcript. Bond counsel must at all times cooperate with such in-
vestors and provide the information desired to the fullest extent
feasible.

After the loan has been closed, purchasers of the bonds may raise
questions respecting the interpretation of some provision in the bond
itself or in the trust indenture or other legal instrument authorizing
the issuance of the bonds. In all such cases bond attorneys usually
provide such services without charge as part of their overall respon-
sibilities.

(D) WITH OTHER TECHNICAL ADVISERS——TFINANCIAL ADVISERS, CONSULTING

ENGINEERS

Bond attorneys work closely with the financial advisers of a public
agency. The financial advisers consult with bond counsel respecting
the legal aspects of projected plans of financing. Through such con-
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- ferences and discussions with bond counsel, the financial consultants
formulate a method of financing and recommend the type of bonds to
be issued. The legal instrument prepared by bond counsel for the au-
thorization of the bonds, such as the bond ordinance, bond resolution,
or trust indenture, is based on such recommendations, as accepted by
the public agency, and referred to such financial advisers for sugges-
tions and comments which, if legally acceptable, are incorporated in
the legal instrument. "

In connection with certain types of revenue bond issues two firms
of consulting engineers may be employed, one to design and supervise
the construction of the project to be financed and the other firm to
make estimates of revenues, such as toll revenues on a turnpike or toll
bridge, and other determinations and projections. Bond counsel may
confer with such engineers and review the engineering reports to make
certain that they mclude findings, determinations, and statements
consistent with the requirements of law and the trust indenture.

Bond counsel also maintain a close working relationship with local
counsel of the public agency. Bond attorneys normally are not substi-
tutes for local counsel. In fact, local counsel facilitate the work of
the bond attorneys. Such services as rendering day-to-day advice to
the issuing body, attending its meetings, preparing certain types of
legal papers, acquiring land, handling litigation, and otherwise guid-
ing the bond proceedings at the local level can be more effectively
performed by local counsel working in cooperation with bond counsel.

In drafting the trust indenture, bond counsel considers the sugges-
tions and comments of the trustee and its lawyers. The trustee may
frequently consult bond counsel respecting various legal aspects of the
functions of the trustee.

4. REMUNERATION

Bond counsel, like other attorneys, are compensated on the basis of
legal services rendered. The fees of bond counsel are not governed by
any schedule of fees suggested or agreed upon by bond attorneys or
by any other group of attorneys. The volume of such type of legal
work In any jurisdiction is so limited and the number of firms engaged
therein is so small that, to my knowledge, no bar association has at-
tempted to formulate a schedule of fees for bond counsel.

This, however, is not to say that bond counsel’s fees do not conform
to fair and reasonable standards. Foremost among the controlling
factors are the reasonableness and integrity of the bond attorneys and
the salutary effect of competition among them. Generally, their fees
are much lower than the charges that would be made by lawyers who
are not specialists in the field of municipal finance and are less experi-
enced. The fairness and reasonableness of such fees are evidenced by
the continuity of employment, as mentioned above, of a firm of bond
attorneys by a public agency. The several factors that determine legal
fees are the complexity of the work involved, the time devoted to the
performance of such work, and the degree of responsibility assumed by
the bond attorney. The degree of responsibility is related to the
amount of bonds that are approved under his legal opinion and the
complexities involved. The larger the bond issue, the greater is the
- lawyer’s responsibility. Where the bond attorney’s work consists
merely of examining a bond transcript which is provided to him cover-
ing a simple bond issue, lower fees can, of course, be expected. Much
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higher fees are justified for a more complicated or revenue bond type
of financing. Extraordinary or novel methods of financing may entail
extraordinary or unusual legal issues that have to be resolved by bond
counsel and other additional services.

Occasionally, bond attorneys perform their legal services upon a
contingent fee basis whereby the legal fees are payable only if the bond
issue in question is sold and delivered. Work upon a contingent fee
basis is performed in conformity with the prevailing code of ethics of
the American Bar Association. As is to be expected, legal fees pay-
able upon a contingency are larger than would be the case if no con- -
tingency were involved. Issuing authorities and underwriters usually
prefer that the legal work be performed upon a contingent fee basis.
If the bond issue is not sold in such case, no liability for the payment of
the legal services is incurred. Generally, the bond attorney then re-
covers only his out-of-pocket expenses for travel, telephone calls, and
similar disbursements.

The legal fees for opinions on general obligation bonds of the ordi-
nary type payable from ad valorem taxes are usually based upon a
certain amount per bond with a graduated scale providing for a lower
per bond fee as the principal amount of bonds involved increases. The
fees for such general obligation bond issues vary as among different
bond counsel in different localities. Differences in legal requirements,
such as election requirements, may account at least in part for such
variances in charges.

Historical factors also play a part in determining legal fees. A bond
attorney may be governed by fees that he may have charged a par-
ticular client for similar services over a long period of time, and he may .
be reluctant to increase such fees notwithstanding his increasing costs
of operation. :

In many instances bond counsel’s fees are subject to review and ap-
proval by various governmental agencies. Fees pertaining to bond
1ssues of public agencies in connection with loans made by the Federal
Government are subject to approval both by the respective local agency
issuing the bonds and by the Federal Government. Charges of bond
attorneys in connection with other bond issues not involving a Federal
loan are subject to approval by the appropriate officers or governing
hodies of the State, county, city, or other public agency issuing the
bonds. If the bond attorney is employed by the underwriters or the
purchasers of the bonds, the fees of the bond attorney must be accept-
able to such underwriters or purchasers. :

70-132—67—vol. 2——15



Cuarrer 12
Consulting Engineers*®
1. Nature Axp Fuxncrions oF CoNsULTING ENGINEERS

The consulting engineer is an individual or group of professional
engineers who offer professional services in specialized engineering
fields. The consulting engineer offers independent opinions and solu-
tions to problems based on training and experience. The consulting
engineer is available for engagement on engineering matters just as a
medical doctor or an attorney is available in their respective fields.

Consulting engineers offer a wide variety of services, including
preliminary reconnaissance and appraisal, planning and feasibility
studies, engineering design, plans and specifications, construction coor-
dination, supervision of operation, and consultation on special pro-
grams. These services are available under a wide variety of con-
tractual agreements from qualified consultants.

A. SCOPB OF DUTIES, SERVICES RENDEREﬁ

(1) Preliminary reconnaissance and appraisal.—The consulting
engineer provides independent and expert analysis of specific prob-
lems both for preliminary and for more detailed feasibility surveys
to develop a definite course of action. The preliminary engineer report
to the client may include estimates of construction costs, descriptions
and sketches of various plans contemplated, and a review of the site.
This phase is important to the client to assist in reaching a decision,
but does not include broad comparisons or investigations.

(2) Planning and feasibility studies—The consulting engineer’s
studies determine possible solutions to the engineering problems and
the most economical solutions in terms of both short- and long-range
planning as the needs of a situation require. The various engineering
solutions available to the client are developed after careful analysis of
the present and future needs, detailed costs and benefits, and financial
capability of the client. The choices of possible solutions are explained
to the client and a recommendation of the best choice is made based
upon all relevant factors. Estimates for economical comparisons in
these studies, including operating costs, overhead, financing considera-
tion and rates, or expected revenue, may require extensive analysis of
historical data and the projection of statistical estimates for future
years. Long-range planning, functional studies, and analyses to deter-
mine the possibilities of future development are important parts of
this phase of the consulting engineer’s service.

(8) Engineering design.—Preparation of design plans and specifi-
cations involves the translation of brief outlines and sketches into

*Prepared by the Council of Consulting Engineers with minor editing by com-
mittee staff. )
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working drawings, and details and specifications for the guidance of
constuction. The design includes basic layout concept and develop-
ment, calculations to determine strength and capacity requirements,
and selection of equipment and materials. These engineering services
insure safe, smooth, and effective construction.

(4) Construction coordination.—Coordination of construction
includes engineering assistance and administration, as the agent of the
client, in preparing contract documents, obtaining and evaluating con-
struction contract %ids, reviewing schedules and progress during proj-
ect inspection, checking materials and equipment purchased, inspect-
ing contractors’ shop and working drawings, outlining test procedures,
reviewing and approving changes, checking costs and payments, super-
vising final tests and inspection, and preparing record drawings.
Engineering supervision may be on occasion an intermittent basis but
is generally on a continuous basis for the entire construction period.

(5) Supervision of operations—The consulting engineer provides
this serviee for structure and facilities as well as for operating systems
such as production lines, process plants, automated control installa-
tions, and other systems. The service may be necessary for several
years after completion of the project. It combines experience gained
in operating comparable equipment in other plants with related oper-
ating techniques.

(6) Consultation on special problems—The consulting engineer
offers services in such areas as utility rate studies, value of property,
patents, technical expert testimony in litigation, research on methods,
review of operating procedures, and assistance in financing.

B. BASIS OF CONTRACT

Professional services may be obtained by the client under a wide
variety of contractual arrangements. These can be tailored to suit the
particular requirements of the client or project.

Many public agencies and private organizations require professional
advisory services on a continuing basis and find it advisable to enter
into annual retainer agreements with professional services firms.
The client is thus assured of a continuing contact with an engineering
organization thoroughly familiar with operation and procedures ad-
visory services available on short notice. The annual retainer agree-
ment generally provides for a certain amount of professional service
at a set rate, agreed to in advance.

The client may prefer to select a consulting engineer for a specific
project, or bond 1ssue, when and as needed. In either case, the individ-
ual consultant or consulting firm should be selected on the basis of
past experience, available organization personnel, and other profes-
sional qualification. Several engineering organizations may be con-
sidered for each assignment, however, final negotiation should be
limited to the individual or firm felt to be most qualified for the
undertaking.

C. QUALIFICATIONS AND STANDARDS OF PERFORMANCE

Qualifications are demonstrated by professional registration and by
the record of past accomplishments and extent of available profes-
sional personnel and experience in the fields involved.
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Professional engineering registration is administered by the States.
Registration of professional engineers, who have established qualifica-
tions and competence, is designed to protect the public health, safety,
and welfare. The engineer in responsible charge of planning, design,
and other engineering services is required, by law, to have obtained
professional registration as a condition precedent to performing, or
offering to perform, these services publicly.

Standards of performance are established by the profession itself.
The nature and scope of services are established through negotiation
between the engineer and the client, and are set forth in the terms of
the professional services agreement. These services may include any
or all of the following:

Long-range or master planning.

Investigations and technical reports.

Expert witness services.

Patent preparation assistance.

Assistance with financing applications and sale of debt
securities.

Engineering and economic feasibility.

Valuation of property.

Municipal, urban, or land planning.

Rate studies, ratemaking.

Industrial process analysis.

Time and motion studies.

Materials testing, evaluation.

Operations management.

Market research.

Project planning and design.

Contract management.

Engineering design details.

Specifying processes, material, equipment.

Assistance with permits, codes, right-of-way.

Location studies.

Soil analysis, foundation design.

Surveying, mapping, photogrammetry.

Drainage, water control.

Materials testing and analysis.

Ethics demand that the professional engineer agree to undertake
only those assighments which he is qualified by virtue of training and
experience. To each phase of the assignment the engineer is obligated
to bring complete and impartial review and analysis of all factors
and considerations, employing all available and pertinent informa-
tion. His recommendations, based on impartial consideration of rela-
tive costs, safety, performance, appearance and other results, are then
presented to the client.

Standards of performance permit only a complete evaluation of
each assignment in the light of all available information, followed by
recommendations which will serve the needs of the client, considering
safety, economy, and the desired end result.

9. Sizm AND STRUCTURE OF INDUSTRY

Consulting services in a wide range of engineering fields are offered
by a number of firms and individuals distributed throughout the
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United States. Joint ventures, when required, may provide expanded
engineering capability.
A. CATEGORIES OF FIRMS
Firms provide a wide range of services covering all of the basic

disciplines. Engineering firms may serve in one or more of the fol-
lowing fields: '

Civil Chemical
Mechanical Industrial
Electrical Metallurgical
Structural Surveying

In addition, some firms provide architectural and other advisory
services.
B. NUMBER OF FIRMS

It is estimated that there are 7,000 to 8,000 independent organiza-
tions offering engineering services.

C. SIZE OF FIRMS

Firms range in size from individual practitioners to organizations
with more than 1,000 employees. Total employment in the private
sector of the profession is estimated at 80,000 to 85,000 including an
estimated 40,000 to 50,000 professional engineers.

D. DISTRIBUTION OF FIRMS

Consulting engineering firms are generally distributed evenly,
throughout the United States, following general population distribu-
tion., There is some concentration of larger firms in the major cities.

E. DEGREE OF SPECIALIZATION AND INTERCHANGEABILITY

Many firms are highly specialized in such fields as chemical process
engineering, industrial plant layout, metallurgy, structural design,
power production, water supply, and sewerage. Others provide a com-
plete range of services embracing all phases of project planning, eco-
nomic and valuation studies, engineering and architectural design, and
construction management.

There are few barriers to the participation of firms in projects with
respect to size. Where project requirements are beyond the scope of
a given firm, joint ventures involving two or more firms with the re-
quired capabilities may be formed. Consulting firms may work as
associate professionals with other engineering firms or architects, and
the same firms may act as prime professionals.

3. TaE RrraTioNsurr oF THE CoNSULTING ENGINEER IN THE
MUNICIPAL SECURITIES MARKET

The marketing of municipal securities requires the efforts of a team
of specialists. It requires the attorney, with experience in legal mat-
ters on security issues, who assures that the legal and statutory require-
ments are met and that covenant provisions incorporated are satisfac-
tory both to the borrower and to the prospective investor. It certainly
requires the consulting engineer, who is an informed specialist with
technical training and experience to allow proper evaluation of the
project, including projections of growth and ability to repay debt.
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‘T{:also requires the bond underwriters, who have a vital interest in the
conditions and feasibility of the issue, and who are actually the bidders
for the securities. It requires the institutional investors and lenders—
these are the investors who will purchase the securities from the bond
underwriters, and in the interest of the buyer requires the evaluation of
the merits of the securities by standards set in the market and through
experience. There may also be other technical advisers such as finan-
cial consultants, who make available experience with similar matters,
and who advise as to conditions of the issue, such as the scheduling
of terms and amounts of payment, to fit other financial programs of
the borrower.

The consulting engineer is responsible for the engineering concept
and planning of the project, its design, and estimates of cost. He is
also an informed specialist with experience and responsibility for
growth projections and anticipated revenues over the life of the secu-
rity issue. The experience and reputation of the consulting engineer
is very important in connection with the given issue, since the other
members of the team, and particularly those in connection with the pur-
chasers, must be able to rely upon the consulting engineer’s opinions.

A, ATTORNEY FOR THE BORROWER

It is the obligation of the attorney for the borrower to prepare con-
tract documents in compliance with statutory requirements and prac-
tice which will be in the best interest of, and provide protection for
both the borrower and the investor. The attorney must properly bal-

_ance the many matters involved in the preparation of the contract to
the best interests of all, and in so doing he will operate to the benefit of
the issue and to the best sale of the security. The consulting engineer,
as a member of the team of the marketing group, is available to furnish
information and advice to the bond attorney, as an informed specialist
in connection with engineering and economic matters entailed in pre-
paring the bond contract. Experience has shown that it is advisable
that the consulting engineer review the draft of the bond contract with
regard to the effect of specific provisions from an engineering and
economic standpoint. The engineer complements the attorney’s legal
expertise in matters in which the attorney cannot be expected to be
informed. Matters of protective funds, life of the facility to be
financed, anticipated availability of revenues, operating expenses, and
other matters, are items in which the engineer should be consulted
prior to completion of contract documents.

B. THE BORROWER

The borrower, prior to marketing a security issue, must have avail-
able a capital improvement program, the estimated cost of the im-
provements, a feasibility report outlining the necessity of the financing,

~and a comprehensive financial program. The borrower must make
available in the information for bidders, or bond prospectus, an im-
grovement and financial program as well as a presentation of his
nancial and legal position. The borrower looks to the consulting
engineer for the preparation of the engineering and economic portions
of these items. The consulting engineer generally prepares the origi-
nal concept which brings about the scope of capital needs to be financed
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and he prepares the economic studies of the feasibility of financing the
project. The consulting engineer also recommends the basis and spe-
cific methods of obtaining revenues and other supporting sources of
funds.

In serving the borrower the consulting engineer stakes his reputa-
tion on his representations in connection with the marketing of the
issue. It is the engineer who presents the project and its cost and
the part that the security issue plays in financing the project. If the
engineer’s estimates of capital improvements, or his projections of
growth and subsequent revenues, expenses, maintenance, and other
obligations, fail to materialize to the detriment of the ability of the
security issue to pay out, then the engineer’s reputation is affected.
No other agent of the borrower can accept this responsibility, and the

borrower looks to the consulting engineer for this purpose.
C. BOND UNDERWRITERS

Since the consulting engineer is the agent responsible for costs and
economic projections indicating the feasibility of the issue, the bond
underwriter looks to the engineer for information in the prospectus
which will determine the marketability of the bonds and the risk
element, and which will affect the rating which will be given to the
bonds. The consulting engineer is often asked to furnish supplemen-
tal information, or to develop and explain points in regard to the
showings in the prospectus. The underwriter’s viewpoint of the issue
is influenced by the experience and the reputation of the engineering
firm certifying to the feasibility of the project.

D. LENDERS AND INSTITUTIONAL INVESTORS

The lenders and institutional investors are staffed with analysts of
security offerings, or engage such services through rating agencies, and
others. The analyst is particularly concerned with the elements mak-
ing up the marketability of the bonds. TLegal matters are highly
important, and are expected to conform to practice in such matters.
The engineering information offered is the variable which is a most
important factor to the analyst, and again the degree of competency
and reliability of the engineering information furnished will have a
great deal to do with the marketability of the security issue in the eyes
of the lenders and institutional investors.

The consulting engineer is often asked to meet with the representa-
tives of the rating agencies, bond underwriters, and the institutional
investors, to furnish additional information and to present facts and
estimates with regard to the engineering economics of the issue.

E. OTHER TECHNICAL ADVISERS OR FINANCIAL ADVISERS

Where other advisers are involved, such as a financial adviser, the
consulting engineer again is in the position of offering consultation on
engineering matters which will supplement the financial or other capa-
bilities of such advisers. In all of these matters the consulting engi-
neer is an independent expert in his own field offering services of
mutual benefit to others of the team to assist his client in making the
best possible presentation of the security issue.
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4. REMUNERATION FOR CONSULTING ENGINEER’S SERVICES

Remuneration for engineering services in connection with security
issue financing may be on various bases, depending on the circum-
stances. Where the project may be clearly defined, and the extent of
work is known, the fee for the consulting engineer’s services may be
on a lump-sum basis. Often the engineer is engaged to prepare feasi-
bility studies and data for security issue financing at a time when the
extent of the project and the amount of services to be rendered cannot
be fully defined.

In such instances it is advisable that the engagement be on a
fee basis commensurate with the amount of service performed. In
this instance, either a per diem or a cost-plus fee may be used, with or
without a maximum limit, depending upon the situation.

The consulting engineer is often asked to review a project and offer
opinions and recommendations with regard to the feasibility of a
project which is being offered. At the initiaton of the engagement,
such reviews are not definable as to extent of services required since
some reviews of work well prepared and well conceived may require
comparatively little time on the part of the consulting engineer, but in
instances of a marginal project extensive surveys, analysis, review,
and revision may be required. On such occasions a variable cost basis
will be of benefit of both the client and the consulting engineer.

The fee for consulting engineering services related to bond feasi-
bility and financial studies is seldom tied to the bond fee, nor is it a
percentage of the project construction cost, or of the amount of the
security issue. Ordinarily, cost of engineering services bear little
relationship to the amount of dollars involved in the financing. The
fee will ordinarily be influenced by the complexity and scope of the
project.

The consulting engineer’s services should not be furnished on a
contingent fee basis such such a basis of remuneration would give the
engineer an interest in the feasibility of the project and could, at least
in the eyes of others, affect his objectivity. “For this reason, the basis
of fees should be independent of the project feasibility or consumma-
tion. Consulting engineering services, taken on a firm basis, should
result in lower fees than would be possible for the same engineer to
undertake work on a contingent basis, since over a period of time the
engineer’s average fee basis would have to reflect the costs of con-
tingent work, as well as engagements where the project sale was
consummated.



CHAPTER 13
The Secondary Market in Municipal Bonds*

1. INTRODUCTION

The purchase of a new issue of municipal bonds from the issuer by
an investment banker (or by a group of investment bankers in a syndi-
cate) and the resale of the bonds by the investment banker or securities
dealer constitutes the primary or new issue market. Any subsequent
sale of the bonds by an investor or dealer is in the secondary market.

Like any other security there are times when the municipal bond
must be disposed of before maturity. Heirs sell, institutions have dif-
ferent securities needs, and commercial banks see deposits and com-
mercial loans rise and fall cyclically and so on. A change in money
rates often will see an underwriting syndicate forced to break up and
divide the unsold bonds among its members. What ever the reason,
the bond returns to the market to be offered to the investigating public
for the second time.

Hence, the term “secondary market.” This secondary market is al-
most without exception far more voluminous at any given date than the
primary (new issue) market.

2. Size AND OPERATIONS OF THE SECONDARY MARKET

There are no accurate estimates of the annual volume of secondary
market transactions in print but a check of many thoughtful and seri-
ous dealers and dealer banks who are active in this market leads us
to the conclusion that approximately $22 to $25 billion is a reasonable
estimate. When one considers that there are close to $100 billion of
municipal bonds outstanding and last year’s new issue financing totaled
$11 billion this seems quite feasible.

An investor desiring to dispose of a block of bonds has a choice of a
number of methods. If the amount is not large, his best method may
be simply to sell the bonds to the investment banker from whom he
purchased the bonds or to some other reputable dealer at a mutually
satisfactory price. If the amount of bondsinvolved islarge,the owner
may prefer: (1) to give a selling order to a dealer with instructions
to place the bonds with a municipal bond broker to sell at the best bid ;
(2) to give a selling order to a dealer to sell the bonds on an agency
basis at a stated price; or (3) to contract with a dealer to advertise the
bonds for competitive bidding over the dealer’s name.

Municipal bond traders could be called secondary market specialists
because traders are simply investment bankers who buy, sell, and trade

* Prepared by John J. Kenny, president of J. J. Kenny Co., with minor editing
by committee staff. Grateful acknowledgement is made for the assistance ren-
dered by Mr, Henry Milner, R. S. Dickson & Co., Inc., Mr. Joseph F. Vandernoot,
R. W. Pressprich & Co., the Blue List, and the Daily Bond Buyer.
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municipal bonds in the secondary market. Trading transactions are
usually purchases or sales of bonds for cash.

The bond trader must have an accurate knowledge of the location
of blocks of particular bonds, both new issues and bonds available in
the secondary market; current bond prices and local credit informa-
tion, general market factors and recent developments affecting prices;
the trend of the market; and the locations of buying interest for cer-
tain maturities or issues. The trading department of an investment
banking firm usually trades alone, but occasionally a group of firms
form a joint trading account to handle a large block of bonds which
makes it desirable to spread the risk among two or more firms. Such
joint trading accounts in the secondary market operate similarly to an
underwriting account for a new issue, except that the agreement is
often much less formal and in some cases is simply a verbal agreement.

Most investment banking firms with a municipal bond trading
department fix a “position” limit which determines the amount
(“position”) of bonds which the department may hold at any one
time. In small firms where the new issue underwriting and secondary
market trading functions are handled by the same people a general
“position” limit may be fixed on the aggregate amount of municipal
bonds which the firm can hold in new issues and trading positions.
These positions or holdings in the secondary market range from
$200,000 to well over $25 million in the larger dealers and dealer banks.

Most of the dealers who maintain trading positions are capable and
willing to bid their clients for their own accounts. They also bid other
dealers and brokers competitively on blocks or even odd lots. This is
one of the greatest contributions to the underlying strength in the
municipal bonds secondary market.

The municipal bond broker confines his business solely to dealers and
dealer banks. He never takes a position in municipal bonds, that is,
he never buys municipal bonds for his own account, but always acts
only as a broker for a commission. By accepted practice brokers
trade bonds for a commission of one-eight of a point ($1.25 per $1,000
bond) and one-fourth of a point ($2.50 per $1,000) on odd lots ($10,000
or less) unless a different commission has been agreed upon previously.

It would not be unreasonable to assume that brokers trade 10 to 15
percent of the total volume in the secondary market or $214 to $3 bil-
lion per annum.

Since both the trader and the broker must have up-to-the-minute
information on current offerings of bonds and proposed new issues,
they rely heavily on certain trade publications and rapid communica-
tion facilities. Many years ago most bond houses prepared a daily or
weekly offering list of the bonds they owned and offered for sale, and
traders and brokers were confronted with the task of tabulating the
available bonds. Today the “Blue List” is published every business
day carrying most of the current offerings of all dealer subscribers.
The offerings (with prices) are listed under the general headings of
each of the States with subheadings for certain special bonds. Thus,
the “Blue List” is a central listing of all available municipal bonds
that dealers are publicly offering, and it also carries advertisements of
new issues. This of course includes unsold balances of recent new
issues. Each day the “Blue List” carries the total of par value of all
bonds listed the previous day and this figure is accepted as the best
estimate of the floating supply of municipal bonds (although it is
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recognized that dealers may withhold a part of their bond inventory
from listing in the “Blue List”).

The average daily volume offered in the “Blue List” for the first 4
months of 1966 was $692 million.

The “Daily Bond Buyer,” also published every business day, serves
a similar purpose in presenting detailed information regarding pro-
posed bond issues and the results of sales of new issues of municipal
bonds, together with other statistical information regarding interest
rates on municipal and U.S. Government bonds.

The “Daily Bond Buyer” has also offered on a subscription basis a
wire service called “Munifacts.” Via a private teletype circuit it helps
to keep traders as well as underwriters advised on current news of
pertinent importance in the municipal bond market.

One municipal broker maintains an extensive private teletype sys-
tem for the simple purpose of exhibiting bonds which he has for bids
to interested dealers. While this system covers over 200 dealers and
dealer banks throughout the country, in reality it supplements the
telephone and teletype calls which the broker generally must make
ifn order to give complete service on the blocks of bonds which they have

or sale.
3. CHANGES IN THE SECONDARY MARKET

How has the secondary market changed during the past 20 years?
Using the same ratio exhibited in the first presentation, the new issues
in 1946 comprised 1,876 issues with a dollar total of $819 million;
therefore it is not unreasonable to assume that the volume in the
secondary was approximately $1,800 million compared with our esti-
mate of today’s volume of $22 billion or more. Incidently, in 1965
new issues comprised 7,977 issues totalling a dollar volume of $11,084
million. The number of firms advertising in the “Blue List” has
risen from a total of 416 in 1946 to 664 in 1965 and we feel there are
probably 100 additional firms who do not advertise in the “Blue List”
and are active only in their own geographical areas. Once again their
willingness to risk their own capital and effort to support the market
on issues originating in their sections of our country are also strong
factors contributing to the underlying strength of our market.

It is difficult once again to conduct any price research in the munici-
pal bond secondary market since the tremendous number of issues,
coupons and maturities prohibit any dollar price comparison. The
range of “yields” or interest return (according to the “Bond Buyer
Index”) to the investor goes from a low of 1.35 percent in 1946 to a
high of 3.56 percent in 1965.

Remember that “yields” go in inverse order to dollar prices.

The spread or profit margin on municipal bonds in the secondary
market has declined from an average of $12.50 per bond in 1946 to
less than $7.50 in 1965, in some cases as low as $2.50. One should
bear in mind that:

1. This is a potential gross profit and generally would be reduced by
a reallowance to another recognized dealer of a fair commission for
the latter’s retailing bonds. This commission would in many cases be
one-third or one-half of the potential gross profit.

2. Most municipal bonds are issues to be matured annually over a
period of years. These “serial” issues are marketed at prices which
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will return a specified yield to these maturies when bonds are offered
in the secondary market they are usually offered for sale at prices
competitive with current offerings of similar quality, quantity, and
maturity.

4. ENLARGING THE SECONDARY MARKET

. The secondary market in municipal bonds time and again has given
ample demonstration of its ability to support any liquidation from
whatever source. Recently, in a period of steadily rising interest rates
and no great cessation of new issues coupled with really substantial
selling by larger holders it has absorbed this selling in orderly fashion.

‘We feel that perhaps the best way to expand the secondary market
for municipals is to educate the investing public as to the liquid quality
of this type of security, i.e., almost without exception State and mu-
nicipal bonds can be sold on any given business day in a matter of
minutes or if the customer prefers, in a few hours. In many cases
“cash” trades can be effected thus arranging actual transferral of
securities and funds as of the same date. A number of dealers have
already taken steps in advertising by direct mail, newspaper, and mag-
azine advertising in order to acquaint the public in this direction.
The IBA through its education committee on municipal bonds has
contributed greatly in fostering individual advertising.



CHAPTER 14

Municipal Bond Ratings*

1. Narure—TFuNcTIoNS oF Boxp RATINGS

In 1955 the volume of the tax exempt securities outstanding was $42.8
billion. As of June 80, 1965, the total had reached $97.8 billion.
Annual new issue sales of $10 or $11 billion are now taken for granted.

Ratings have become indispensible as more issues come to the market.
Each year, the dealer and investor in tax exempts is confronted by
hundreds of unfamiliar names. They need to know the quality of a
bond before they will purchase it. In 'some cases, firsthand infor-
mation is readily obtainable. A simple issue, such as the tax secured
bonds of a central school district in New York State, may be offered
and explained through a nontechnical one-page circular. Many issues,
however, because of their size, technical aspects and unusual security
provisions require more study and detail. When an issue of Rocky
Reach Hydro-Electric System revenue bonds was offered some 10 years
ago, the offering was accompanied by a 68-page official statement, a
65-page volume of basic documents, three separate engineering reports
totaling 130 pages covering the economic and financial feasibility and
construction of the project, and a 40-page brochure describing the
Northwest Power Pool. Clearly, few investors would have been will-
ing or able to carefully investigate and evaluate the credit of the Rocky
Reach offering. Rather, investors have come to depend upon the
“quality” ratings issued by a number of major investment advisory
services.

Ratings for municipal bonds are basically an outgrowth of corporate
bond ratings. The first ratings for corporate bonds appeared in 1909
when Moody’s began rating railroads. In 1914, Moody’s expanded its
services to cover public utilities and industrials. In 1922, Poor’s began
rating all industries, Standard Statistics and Fitch followed in 1924.
Thus, four ratings were available for most large issues from 1924
through March 1941, when Poor’s was merged with Standard Statis-
tics. Three ratings were then usually available. Ratings were often
not assigned by the agencies to small issues of little public interest, to
private placements or situations in which sufficient information was
not available.

Since 1909, when Moody’s Investor Service began rating corporate
bonds, ratings assigned by the various investment agencies have con-
stituted an 1mportant device for evaluating the quality of corporate
bonds. In the period 1924-35 ratings were assigned to over 98 percent
of the total par amount of all straight corporate bond issues outstand-
ing. Thereafter, with the growth of private placements (not usually
rated by the agencies), the extent of coverage declined. Nevertheless,

“Prepared by James F. Reilly, partner, Goodbody & Co.
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as late as 1944, more than 92 percent of the total par amount of all
issues outstanding was rated by one or more of the agencies.

Moody’s began rating municipal bonds in 1919; Standard & Poor’s
not until 1950. Until the great depression, Moody’s rated most issues
Aaa or Aa. Large numbers of defaults during the 1930’s caused
Moody’s to reevaluate its standards and adopt a more conservative ap-
proach. It has been estimated that during the 1930’s approximately
214 percent of a total of 160,000 local governmental bodies were in
default on some part of their interest or principal requirement. The
aggregate loss of principal sustained by bondholders was approx-
imately $100 million, or two-thirds of 1 percent of total public debt.
Of these, 48 percent of the number of defaulting issues in the 1930’s
were rated Aaa in 1929 and 78 percent of the defaulting issues were
rated Aa or Aaa. The art of municipal bond analysis has come a long
way since the predepression days when the rule of thumb was the num-
ber of railroads passing through a town. One railroad called for a
single A, two for Aaand so forth.

Today, a determination of ability to pay involves analysis of a host
of economice, social, political, and historic factors tempered in large
measure by the analyst’s own subjective, or even intuitive assessment.

Agency ratings are, in effect, graduated listings of bond issues ac-
cording to investment quality; they are long run appraisals of the
intrinsic quality of bond issues and reflect the ability of the issue to
withstand default and capital loss over long periods of time in the
future. Moody’s ratings of municipal bond issues take the form of
the same alphabet symbols as, and are thought to be comparable to,
those which Moody’s applies to corporate bonds. These range from
Aaa—judged to be the finest quality—through Aa, A, Baa, Ba, B, Caa,
Ca and finally C—issues regarded as having extremely poor prospects
of ever attaining any real investment standing.

Though agencies do not divulge in detail the particular factors and
weights used in assigning the individual ratings, it does appear from
the manual descriptions that attention is given to such matters as
earnings, coverage, lien. position, capital structure, and growth and
stability of earnings. The primary aim of the ratings is to rank issues
in the order of their relative freedom from default and capital losses
arising therefrom. Thus, issues with the highest rating are those on
which default is adjudged least likely to occur; issues with the lowest
ratings are those already in default or on which default is imminent.

Moody’s does not rate issues of less than $600,000, nor obligations of
enterprises without established earnings records, projects under con-
struction, or issues where current financial data are lacking. More
than 16,000 public bodies and 20,000 issues are presently included in
Moody’s Municipal and Government Manual.

The second major advisory service which rates municipal credits
is Standard & Poor’s Corp. S. & P. began rating municipals in 1950
and rates governmental bodies having at least $1 million of debt out-
standing, provided the availability of adequate information. Stand-
ard & Poor’s also categorizes bonds into letter groupings. They are
AAA (prime); AA (high grade); A (upper medium grade) ; BBB
(medium grade) ; BB (lower medium grade) ; B, CCC and CC denote
speculative issues with varying degrees of risk; C, DD, and D denote
defaults. The investing public has come to consider Standard &
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Poor’s rating categories to be comparable to those of Moody’s. Thus,
Aaa is thought to be equivalent to AAA, Baa equivalent to BBB.
Both Standard & Poor’s and Moody’s publish weekly booklets with
data pertaining to municipal bonds. Unlike Moody’s, Standard &
Poor’s does not publish a comprehensive annual volume of data, but
does frequently issue publications of summarized financial data and
ratings. Today Standard & Poor’s rates in excess of 7,000 issues.

Dun & Bradstreet, Inc., does not rate municipal bonds per se. For
many years, however, they have issued a series of credit surveys of the
major issuers of tax secured bonds. In addition, the post-World War
II growth of revenue-secured public bonds has been extensively an-
alyzed by Dun & Bradstreet. In 1965, current information was avail-
able for more than 225 issues. Both tax and revenue-secured bonds are
labeled either “above average,” “favorable,” “fair,” “poor,” etc., ac-
cording to principal factors. For tax secured bonds these factors in-
clude economic or social characteristics, administration, debt obliga-
tions, and current operations. Revenue-secured bonds are examined
according to the nature of the enterprise, sources of supply, debt obli-
gations, debt structure, bond security, provisions, debt service cover-
age, debt history, rate structure, and policy operating trends, financial
conditions, economic factors, and management. Numerical or al-
phabetical ratings are not given. Itis Dun & Bradstreet’s policy only
to provide fullest information possible, and allow the investor to draw
his own conclusions concerning an issue’s overall quality.

Fitch Investor Service issues municipal bond ratings on a specific
request basis.

Other agencies exist throughout the United States which either rate
municipal bonds or provide detailed information on municipal credits,
but each confines its activities within prescribed geographic areas.
Among these agencies are the North Carolina Municipal Advisory
Service, the Texas Municipal Advisory Council, and the Oklahoma
Municipal Advisory Council.

2. Errect or Boxp RaTiNGs
(A) ON INVESTORS

Ratings are usually given to large, widely known issues of munici-
pal bonds prior to public sale by the issuer or underwriter. So attuned
are investors to ratings, that almost automatically the rating will de-
termine within rather broad limits, the interest rate the issuer must
pay on its bonds. (For simplicity, all rated bonds are assigned to very
few categories. As a result, there can be wide differences in yields
available even within each category.) It is hardly necessary to note
that the underwriter must keep this in mind. Many investors are
bound by procedures and regulations which narrowly describe the
breadth of Investments possible. As the underwriter is aware of these
requirements he can attempt to calculate his market for a particular
issue. When a bond is not rated it becomes the task of the underwriter
to evaluate the credit and convince his market that the bond is, in fact,
comparable to one which has received a particular rating.

It is, of course, highly unlikely that all parties concerned with a
bond will agree with the verdict of a rating agency. lssuers are often
of the opinion that a rating is too low and interest costs unjustifiably
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high. Underwriters investigate situations themselves, and commonly
dispute ratings thought to be too low as well as these viewed as too
high. The investor, once a purchase is made, only hopes the rating
will not be lowered, for he too remembers the 1930’s when events
caused so many issues to be devalued and rating agencies adopt their
lingering conservative attitudes.

Investor preferences are usually guided by ratings. In general,
there is greatest demand for those issues rated A or better; unrated
issues are preferred to those rated Ba or lower (unrated issues will
usually carry higher yields than those rated issues believed to be
comparable). A bonus awaits the analytical investor if he can take
advantage of unrated issues or those which seem to be rated lower
than justified by careful analysis.

As of June 80, 1965, commercial banks held more than $31 billion of
public bonds. One must, therefore, be careful to consider the prefer-
ences of investment officers and understand the rules and regulations
under which banks are charged to operate by examining authorities.

National and State banks, which are members of the Federal Re-
serve System and Federal Deposit Insurance Corporation, must ad-
here to rules and regulations set forth by the Comptroller of the
Currency. State banks which are not members of the Federal Reserve
System are regulated by the FDIC. State banking authorities also
examine banks within their States, and Federal Reserve banks may
look into the affairs of State member banks within their respective
districts. Most often, difficulties which could result from these over-
lapping jurisdictions are fortunately avoided by close cooperation
among the several regulatory authorities.

In 1949, the Comptroller of the Currency, the FDIC, the Federal
Reserve System and the Executive Committee of the National Asso-
ciation of Supervisory of State Banks issued a statement in which
investment securities purchased by banks were divided into four
categories:

Group I securities are marketable obligations in which the investment char-
acteristics are not distinctly or predominantly speculative. This group includes
general market obligations in the four highest grades and unrated securities of
equivalent value.

Group II securities are those in which the investment characteristics are dis-
tinctly or predominantly speculative. This group includes general market obli-
gagions in grades below the four highest, and unrated securities of equivalent
value.

Group I1I securities are those securities in default.

Group IV securities; stocks.

In an opinion of the Comptroller of the Currency it is stated that:

Although the rating services and investment counselors play an important part
in the intelligent and informed acquisition of securities by banks, management
may not under any circumstances delegate its responsibilities for maintaining a
sound investment account to a rating service or any other individual or entity.
Therefore, it is incumbent upon management to use all necessary and available
sources of information to keep informed and the data obtained should be re-
tained for ready reference.

Another opinion from the Comptroller regarding ratings states
that:

Responsibility for proper investment of bank funds rests primarily with each
bank’s directors and this responsibility cannot be delegated to the rating services
of others or be considered as having been fully performed merely by ascertain-
ing that a particular security falls within a particular rating classification.
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On the other hand, where securities are not included in one of the rating
manuals, but the bank has evidence that the securities meet requirements as to
marketability and are not distinctly and predominantly speculative, and the di-
rectors are satisfied that they meet the requirements of the statute and invest-
ment securities regulations, this office will not take exceptions to the securities
merely from the standpoint of their rating (or absence of rating) in a rating
manual. In the last analysis the burden of proof of eligibility rests upon the
bank and such proof of eligibility should be on file in the bank and available to
the examiner. However, it must be borne in mind that in determining the eligi-
bility of securities not rated in one of the first brackets of recognized rating
manuals, there will be a correspondingly greater burden upon the bank to satisfy
the examiner that the particular security is in fact eligible.

In August 1957, the Comptroller of the Currency issued a ruling
concerning bank investment in public bonds which :

(1) Specifies that an “investment security” must be a market-
able obligation, i.e., it must be salable under ordinary circum-
stances with reasonable promptness at a fair value, and there
must be present one or both of the following characteristics:

(@) A public distribution of the securities must have been
provided for or made in a manner to protect or insure market-
ability of the issue; or,

(b) Other existing securities of the obligor must have such
a public distribution as to protect or insure marketability of
the issue under consideration ;

(2) Provided, however, that special revenue obligations of
States or local governments or of duly constituted public au-
thorities thereof which possess a high degree of credit soundness,
so as to assure sale under ordinary circumstances, with reason-
able promptness at a fair value may also be considered to con-
stitute investment securities even though they may not meet the
above distribution standards;

(3) Prohibits the purchase of investment securities in which
the investment characteristics are distinctly or predominantly
speculative, or the purchase of securities which are in default,
whether as to principal or interest;

(4) Requires that all investment securities shall be supported
by adequate information in the files of the bank as to their invest-
ment quality. The Comptroller’s Digest of Opinions states that
retaining adequate financial information “is just as important
with respect to general obligations of municipalities even though
exempt ?rom the restrictive provisions of Revised Statute 5136.
The minimum information to be retained and analyzed in sup-
port of a proper credit judgment of municipal obligations is as
follows:

(@) Statement of debt, including overlapping, floating and
full faith, and credit obligations;

(b) Assessed valuation, including basis of assessment;

¢) Property tax rates;
d) Tax collection record;
e) Receipts and disbursements;

() Sinking fund operation and requirement;

(g) Future debt service requirement;

h) Population (whether well balanced or otherwise) :
§i) Economic background;

(j) Default record;

(%) Per capita debt.

70~-132—67—vol. 2——16
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Revenue bonds are not treated differently from general obligations,
with the exception that not more than 10 percent of a bank’s capital
and surplus can be invested in the revenue bonds of a single issuer.
According to the Comptroller, revenue bonds qualify as investment
securities on the basis of actual earnings records. Where no historical
earnings record exists, revenue bonds are ineligible for bank portfolios.

It would obviously be impossible for bank examiners to be familiar
with the many thousands of public bond issues outstanding. It is,
therefore, quite natural that, despite the Comptroller’s exhortations,
examiners should rely heavily upon the opinion of rating agencies.
As a matter of expediency all public bonds rated Baa (BBB) or higher
by either Moody’s or Standard & Poor’s have come to be eligible for
bank investment as are all unrated but tax-secured bonds. All bonds
rated below Baa and all unrated revenue bonds are ineligible for bank
investment unless the banker has a file sufficient to convince a care-
fully scrutinizing bank examiner. Most large banks, as well as the
major insurance companies are adequately staffed to make justifiable
investment decisions independent of the rating agencies. The smaller
bank must rely upon the rating agency. But, in any event, experience
seems to indicate that most issues rated below Baa by both agencies are
rejected out of hand for bank investment. The burden of proof is
just too difficult to bear. ‘

(B) ON INTEREST RATE

The differences of a notch in a rating, or between similar rated and
unrated issues is usually between 25 and 50 basis points. This, of
course, depends upon prevailing market conditions. The following
table shows the spread of yields on comparable new issues for six
randomly selected days in 1966:

Rating date | Years to Issue Rating Yield
maturity i
Jan. 10,1966 20 | Los Angelessewer-.....-.- Aa 3.50
DOeceama- 20 | Burlington, Mass,, varioUS. -« oacoceomeemcccccccecenee A 3.60
20 | Fairfax County, Va., school office facilities_. --| Baa 3.66
20 | State of Maine, various._.. .. .- ceceooaeo o .- Aaa 3.35¢
20 | State of California, construcetion. .. ... Aa 3.60c
20 | State capital construction and improvment commission, | A 3.80¢
Louisiana, sales tax revenue,
20 | Las Vegas Valley Water District, Nevada, water revenue_| Baa 4.10¢
20 | Durham, N.C., various ---| Aa 3.50
20 | Brandywine Area School Authority, Pennsylvania A 3.85
20 { San Antonio, Tex., airport revenue.. Baa 4.15¢
20 | Riverside, Calif., electricity revenue Aa 3.60
20 | King County, Wash., limited tax... A 3.75¢
20 | North Bergen Township, N.J, sewer. - .| Baa 4.00
20 | Los Angeles County Flood Control District, Calif. _.| Aa 3.55
20 | Hempstead, N. Y., varions - cccoeoocmmmmamanan | A 3.60
20 | State of Connecticut, highway _ el Aaa 3.37
20 | Western Kentucky State College, construction, education | Baa 4. 00c
building, services D and E.
20 | East Lansing School Distriet, Michigan. ... _.__ emm———— Aa 3.50
20 | Fairfield, Ohio, sewer system. . .o N.R. 4. 00c
20 | Washington Suburban Sanitary District Maryland, gen- | A 3.60c
eral construction, 1966, and water supply.
20 | Consumers Public Power District, Nebraska, Consoli- | Baa 3.90c

dated Eastern System, issue of 1966, revenue,
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3. Facrors Taren Into Account 1N AssieNine RATINGS

“Ratings are not a reflection of bond maturity or marketability ex-
cept in rare cases where the combination of maturity and marketability
itself has a direct bearing on the prospects of payment. Security, or
safety (relative certainty of the payment of interest and principal)
remains as the principal, almost the sole ingredient of the ratings.”*
A gency ratings are not derived through the use of statistical formulas.
Though statistics are used, great weight is given to numerous economic
and nonfinancial factors which can effect the long-term future per-
formance of the bonds. Ratings are reviewed periodically and changed
whenever the rating agency is convinced that long-term risks have
diminished or increased.

Bonds are appraised according to two basic risk factors. They are:

(1) The risk that bond quality will be diluted by inordinate in-
crease in debt—In recent years many States have come to relax or
expand legal debt limits; special taxing districts and authorities are
more frequently being used to finance projects beyond municipal
limitations. For example, Moody’s will be satisfied that bond quality
will not be diluted by inordinate debt increases, only when municipal
debt is modest and governmental facilities adequate for immediate and
prospective needs.

(2) The risk that ability to meet maturing bond principal and inter-
est may be impaired under depressed business conditions—The inves-
tor wants assurance not only that a community is able to pay today, but
also that it shall be able to meet obligations in the future. Though
debt service may be secured by law, the whole community budget struc-
ture must be sound if a high credit standing is to be provided.

An appraisal of the role of management is still another important
factor considered by rating agencies before a final rating is given.
Management administers present day policies and forms plans and
policies which are to be foﬁowed in the future. Management’s role is
that of executor of debt proceeds and developer of the economy.

A city’s history of debt policy and administration is a key to credit
standing. How willing is management to face its responsibilities ?
How aggressive and how capable? Economic development very much
depends upon the governmental environment created by city managers.
To maintain and improve credit, agencies look to how well management
attracts new business and residents and instills in them a social con-
sciousness which can be called upon to shoulder community respon-
sibilities. Communities must not be targets for exploitation. Business
and residents will come when a community is known to give fair, equit-
able property assessments, provide adequate facilities, and insure that
spending (and taxing) results only after careful and complete analysis.

Moody’s expects effective management to be a good public relations
officer. Information provided by managers is relied upon by bond-
holders, and for them, by Moody’s. A former top Moody’s official
has stated, “Management is appraised by how well its reports tell its
story, as well as by the story itself.”

Moody’s, particularly, asks management to tell its story through
municipal records, histories, and statistics, as well as all documents

1D, M. Ellinwood, former vice president, Moody’s Investor Service, “Bond Ratings and
Bond Prices,” Public Works magazine, October 1965.
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relating to the proposed bond issue. In addition, questionnaires are
sent to municipal authorities which request figures on such things as
assessed value of realty, personal property, net direct debt, tax col-
lections over periods, etc. With this information, it is hoped that
questions, such as the following, may be answered :

(1) Is'the population actually there, or is it only hoped for?

(2) Is the total debt supportable by the present inhabitants under
any foreseeable business conditions?

(8) What additional financing is to be expected, either from the
units under consideration or from any other unit taxing the same
properties?

(4) Are securities payable from unlimited taxes on all property in
the community, or are there limitations which might prove troublesome
at some future date?

(5) Isthere heavy dependence on a single plant or a single industry #

(6) How vulnerable is the community to economic unsettlement?

(7) Are there nearby towns in which the residents can find work?

(8) Are industries likely to migrate and if so, are there factors that
suggest the attraction of replacements?

%9) Has the attitude of the administration been prodebtor or pro-
creditor?

(10) Do the laws and traditions lend themselves to debt evasion?

Since agency representatives have not been able to visit all of the
many thousands of communities rated, these questionnaires and other
information returned from the community must often form the basis
for an eventual rating of that community’s credit. Moreover, as the
rating agencies readily admit, impressions and judgment, factors not
susceptible to numerical measurement, always constitute an important
part of that analysis which ultimately is transformed into a rating.

4. Bonp Ratine OPERATIONS

Bond ratings are disseminated by the major rating services through
their own publications as well as through the Bond Buyer and the
Wall Street Journal. The publications prepared by Moody’s and
Standard & Poor’s are as follows:

Moody’s:

Municipal and Government Manual, published annually. Up-to-
date information on financial characteristics and data on municipali-
ties showing ratings where applicable. Also has descriptive para-
graphs of municipalities. '

Municipals and Government News, published biweekly. Includes
details and ratings on securities offered, prospective offerings, Gov-
ernment and municipal calls, and a complete list of new calls.

Bond Survey, pull))lished weekly. Subjective opinions and analyses
of corporates, municipals and foreigns.

Bond Record, published monthly. Covers outstanding issues and
situations, and gives essential facts and statistical background.

Standard & Poor’s:

Weekly Bond Outlook, published weekly. Subjective opinions and
analyses of bond markets and trends, with respect to corporates, mu-
nicipals and foreigns. Also includes list of current and proposed
offerings with Standard & Poor ratings.
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Municipal Bond Selector, published bimonthly. Gives essential data
and statistics on outstanding municipal issues. Provides data_on
States, counties, and municipalities—population, debt, etc. In addi-
tion, historical and economic data are given. Such data provides for
appraising bonds and comparing issues in various States or with sim-
ilar characteristics.

Bond Outlook, published weekly. Covers only stocks and corporate
bonds in subjective manner as well as market analyses and trends.

Moody’s employs 13 people in its municipal bond department;
Standard and Poor’s employs 12.

Moody’s charges subscribers $150 per year for the Blue Book of
Ratings (manual) and the Bi-Weekly Letter. The Bond Survey and
Bond Record can be had for an additional $150 per year.

Standard and Poor’s charges $240 per year for the Bond Outlook,
the Weekly Bond Outlook, and the Municipal Bond Selector.

5. RELATIVE InPORTANCE OF BoxND RATINGS

Almost despite the rating agencies, rulings from the Office of the
Comptroller of the Currency, and their subsequent administration by
bank examiners, have caused an overreliance to be placed upon rating
agencies. Commercial banks are among the largest purchasers of
municipal bonds and have increasingly bought according to ratings,
spending less time evaluating issues themselves. This has caused some
embarrassment to the rating agencies for, unwittingly, they have come
to be looked upon by banks as well as by the public at large as “official
agencies” serving a public rather than private purpose. But they are,
of course, not official agencies. They receive no compensation from
the U.S. Government nor from any of the communities rated. The
cost of ratings is mainly covered through subscriptions and fees paid
by customers for other services provided by the agencies. It is, there-
fore, natural that first responsibility be to these clients and not to the
investing public. A high official at Standard & Poor’s has said that,
“since the amount which can be charged against any single rating is
distinctly limited, we can only apply ourselves to those issues which
are of interest to a number of clients or subscribers.”

Moody’s does not rate bonds outstanding in amounts less than
$600,000 nor bonds payable solely from special benefit assessments,
bonds payable from the earnings of a hospital, university or other
public, nonprofit institution which does not have an historical earnings
record, or bonds in which there is a minimum of public interest.
Moreover, bonds are not rated if sufficient information is not available.
This includes bonds of municipalities which have failed to provide
current information as well as bonds which are payable from the
earnings of a project which has no earnings record. This last group
includes all new construction projects, for engineers’ estimates are not
considered sufficient information. ,

Moody’s and Standard & Poor’s have, of necessity, limited their
efforts to issuers with substantial bonded debt—a minimum of $600,-
000, in the case of Moody’s and $1 million in the case of Standard &
Poor’s. It becomes apparent that as useful and important as these
services are, a significant segment of the market is excluded by defini-
tion. There are over 92,000 issuers of municipal bonds. Moody’s,
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which considers more names because of its lower bonded debt require-
ment, had assigned approximately 20,000 ratings as of a recent date.
This leaves thousands of issuers in the nonrated category.

The value of general obligation bonds sold in the 5-year period 1957
through 1961 amounted to $26,752,648,000, with 29,019 issues. Approx-
imately 70 percent of all issues rated by both Moody’s and Standard
& Poor’s have similar ratings. These situations present no difficulties.
But 20 percent of all issues receive higher ratings from Standard &
Poor’s, whereas 10 percent of all issues are given higher ratings by
Moody’s. Rated bonds accounted for 85 percent of the value but only
43 percent of the number of general obligations sold during this time.
Thus, three out of five issues were not rated.

It might be assumed that the number of nonrated issues would de-
cline in light of the increased volume mentioned previously. The fact
that the average size of general obligation issues rose from $868,000
in 1957 to $1,102,000 in 1965, would give support to this theory. Asa
matter of fact, no such trend is apparent. The year to year variations
are irregular; 1960, for instance, showed a higher percentage of non-
rated issues than the 3 prior years. In 1965 nonrated bonds accounted
for 12 percent of the dollar volume and 47 percent of the number of
new issues.

' 6. AppratsaL orF RaTtiNGgs

Although professionals realize that the NR symbol beside a bond is
in no way a reflection on its investment quality, the nonrated bond
does pose special problems. Generally speaking, the nonrated bond is
not as readily marketable as a rated bond. This consideration affects
the issuer, the dealer and the investor. The average coupen on a non-
rated bond usually falls between the “A” and “Baa” groups.

Municipal bonds sold by issuer—I1965

Amount Percent
(thousands)

States. $2, 287, 654 20
COUNIOS - o e cian 715, 807 ’ 6
Municipalities_ 2, 534, 297 23
Townships. 23,102 2
School districts, - 1,828,130 16
Special Aistricts. . oo oo e emermmmmamccccce oo anoaee 986, 992 9
Statutory authorities . ..o e o am oo 2,765, 094 24

Total 11,141,176 100

Source: IBA Statistical Bulletin, No. 38, March 1966.
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Municipal bonds sold, by type—1965

[Thousands—par value)

Type Amount Number of
issues
G.0.—unlimited tax. - - $6, 730, 575 4,515
G.0.—limited tax. e mmmmmmme—mmemmmm 429, 830 311
Total G.0.’s_. —- 7,160, 405 4,826
Utility revenues. - 1,143, 610 594
Quasi-utility TeVeNUeS . oo oo oo 1, 542, 050 340
Special tax revenues. 205, 062 56
Rental revenue . _- 626, 004 260
Total revenues.. 3,516, 726 1,250
New Housing Authority 464, 045 127
Grand t0ta) - - e mccc e mmmmmmmmmmmm e 11,141,176 6, 203

Source: IBA Statistical Bulletin No. 38, March 1966,

Recently, agency ratings have come under close scrutiny by various
members of the financial community. A major criticism has con-
cerned the thousands of issues not rated each year. An official at
Standard & Poor’s has estimated the cost of rating a community to be
in the neighborhuod of $2,000. It is understandable that Moody’s
and Standard & Poor’s must make arbitrary decisions about which
credits are to be rated. The rating agencies are not public institu-
tions and are not supported as such. Unfortunately, however, they
have come to be looked upon by the public as official agencies, for they
do perform a public function. Often, the lack of a rating can seri-
ously jeopardize a communities credit position. Funds may not be
as readily available or as inexpensive to the unrated town as they are
to its neighbor whose bonds do have a rating. A higher cost of
borrowing is necessarily equated with a lesser amount of services a
community may provide. Many feel that the agencies have neither
the staffs nor the money necessary to insure that public financing
always assured to qualified borrowers at equitable interest costs.
Proper ratings will not alone determine this assurance, but no rating
at all will certainly have a detrimental effect.

The rating agencies have also been ecriticized for the kind of in-
formation upon which ratings are based. The agencies are con-
stantly asking municipalities to supply complete and current informa-
tion. In the course of a year Moody’s receives reports from over
12,000 municipalities. Ratings are not given and are withdrawn
when information supplied is not complete enough so that an evalua-
tion can be made. The agencies must, in large measure, rely upon
fiscal officers. Unless an agency representative visits each commu-
nity personally (an almost impossible task under present agency
procedures), there can be no assurance that information supplied 1s
complete and not biased, if only for lack of any uniform system for
financial reporting among the several States. Two questions arise:

(1) With so many thousands of reports to cover and so few staft
men to review them, can the agencies be sure that the information
received is complete? Or can some information be left out and a
rating still given ¢
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(2) Can the agencies be sure that information judged complete is
accurate?

A third criticism concerns possible conflicts of interest. Though
Moody’s and Standard & Poor’s rate municipal bonds, this is not
their primary function. Both are primarily investment advisory in-
stitutions. Thus, a conflict of interest may arise when a rating
agency also acts as a financial consultant to governmental bodies.
Moody’s is known to operate in the dual capacity of rating agency
and financial consultant.

Since public rather than private interests are involved, and since
municipal finance is growing daily at increasing rates, the whole field
of bond ratings deserves to be more closely studied to determine its
proper value. As a first step, a group might be set up to develop
a uniform municipal finance credit analysis. Such a group should
include all interested segments of the market so as to produce an
objective evaluation. The expected large volume market of tomor-
row needs new ideas and new approaches today. We must be pre-
pared to meet that expected larger volume. It is quickly coming
upon us.
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Postwar Default Experience of Municipal Bonds*

Post World War II experience with municipal bond defaults in the
overall has been good. Prosperity, with some recessions, mild com-
pared with the prewar period, and greatly improved municipal
financial and debt management practices have made significant con-
tributions to the generally favorable record. And this record has been
achieved despite a rapid increase in the annual volume of municipal
borrowing and a steadily mounting total of municipal bonds out-
standing.

Even so, there have been municipal bond defaults, two monument-
ally big ones and a number of smaller ones. Unfortunate State legis-
lation, poor planning, and unsound choice of a financing vehicle appear
to lead the list of causes when there have been payment difficulties sub-
sequent to the bond financing. Because these root causes remain, be-
cause of a continuing pressure on State and local governments to pro-
vide the services, and because of increasing experimentation in the
invention of new and untried bond financing techniques, the likelihood
is that municipal bond defaults will continue and, possibly, increase
in numbers, if not in the relative portion of dollar value of municipal
bonds outstanding.

GrowTH OF STATE AND LocaL CariTarn FiNANCING

In the post World War II period bond financing by State and local
governments has grown rapidly. Spurred by over a decade and a half
of postponed capital construction and the demands of a prosperous
economy, State and local units increased their annual borrowing from
just under a billion dollars in 1946 to over $10.3 billion in 1965, both
amounts excluding refunding issues. These increases amounted to an
average annual rate of growth of municipal bond issues of nearly 12.4
percent, considerably above the average annual growth of less than 4
percent in gross national product and well above the 5.3 percent aver-
age annual growth of corporate bonds. This rate of emission in new
municipal securities brought the total volume of long-term debt out-
standing to over $92.4 billion by mid-1965, according to the Depart-
ment of Commerce. With the increase in volume and number of issues
the possibility of difficulties and defaults rose.

Pointing to possible future trouble was the change in the nature
of security. From 1962 to mid-1965, for example, the volume of full
faith and credit issues of State and local governments outstanding
increased from $48.3 billion to $56.4 billion, an increase of 16.8 per-

*Prepared by Jackson Phillips, Assistant Director, and Roger Baum, Munici-
pal Research Service, Dun & Bradstreet, Inc.,, with minor editing by committee
staff.
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cent. On the other hand, nonguaranteed issues outstanding increased
from $29.2 billion to $37.8 billion, a rise of 29.4 percent. This shift,
in evidence over the entire post World War IT period, produced a mix
of 60 percent full faith and credit obligations and 40 percent non-
guaranteed obligations by 1965, compared with a mix of 62.8 percent
full faith and 87.7 percent nonguaranteed in 1962. The persistence of
this trend over a 20-year period is attributable to debt limitations and
tax restrictions combined with continuing strong demand for capital
construction. By devising means of nonguaranteed debt issuance,
many State and local governments, and their elected officials, have
found a way to satisfy their voters without unduly arousing their
taxpayers. The significance of this practice for the future will be
discussed later.
Waar Is o Deravrr?

In general, a default is a failure to do what is required by law
or by peculiar function, an omission of what ought to be done. More
specifically, it is a failure to pay financial debts. Sometimes default
is extended to mean any failure in fulfilling a contract or agreement.
Thus, if a toll road agency agrees with its bondholders in a trust
indenture to set toll rates at levels to produce a specified level of
revenues, and does not do so, technically it is in default, even though
it continues to meet all of its financial obligations. As used here,
however, a default is the failure of a State or municipal government
or other local subdivision to pay the principal of or the interest on its
debt obligations at the time of maturity.

Information on State and local government bond defaults is not
easy to obtain. Because of the generally good record of these bonds
there has been little effort in the postwar years to compile compre-
hensive data on the subject, as was the case in the 1930’s. So each
default, by its very nature, is a secretive matter. If it is reported,
details are minimized. Consequently, this discussion cannot be com-
Plete or pretend to be comprehensive. It covers only the better known
situations and fragments of others.

Deravrr EXPERIENCE IN THE POSTWAR PERIOD

A search of primary sources of default experience reveals that in
the postwar period there have been 30 instances of failure to pay
principal or interest or both when due. By State, the reported de-
taults are as follows:

Arizona 2 | Michigan 1
California 7 | Nebraska 2
Florida 3| New Mexico. 1
Idaho -_ 1| South Carolina 2
Illinois 1| Tennessee 2
Kentucky 2 | Vermont 1
Louisiana 2| West Virginia 3

In nearly every instance of default the bonds that were issued were
special purpose, limited liability obligations. In several cases there
was no loss to the bondholder as the cause of the difficulty was cured,
or, in one instance, moneys were appropriated by a legislature to pay
off the defaulted obligations. Most of the issues were relatively small
in size and involved obscure, unknown issuers. Among the defaulting
issuers at least two cases of alleged fraud were involved.
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By purpose for which the bonds were originally issued the leading

instance is toll road or toll bridge facilities. Classified by purpose or
type of issue the defaulting situations were as follows:
Toll facilities (revenue) ________ 7 | Industrial aid (revenue) .- 2
Irrigation districtS-o———o———— _ 6| Natural gas systems (revenue)... 2
Cities or counties..—___. 4 | Fire distriet
Marina facilities (revenue) -- 3| College dormitory (revenue) ...-.
Water systems (revenue).------- 31| Aerial tramway (revenue)___.__..
The two major defaults in terms of dollar volume are the West Vir-
ginia Turnpike Commission, which issued a total of $133 million
revenue bonds, and the Chicago Skyway, which issued $101 million.
All of the other issues in difficulty were much smaller in size, all
excepting a marina facility in California, the aerial tramway, and a
toll bridge facility in West Virginia being under $5 million in total
amount of bonds 1ssued. By far the type of security experiencing the
most difficulty was the revenue bond, one supported solely by the
revenues of a public or quasi-public service enterprise.

As to the seriousness of the defaults, 14 of the 30 cases cited resulted
in the issuer filing for debt composition in the courts and loss to the
bondholder on principal. All of the others, including so far the
West Virginia Turnpike and the Chicago Skyway, represent failure
to pay interest or principal when due. Some of these defaults in the
latter category were only temporary in nature and have since been
cured by resolution of the problem creating revenue insufficiencies.
Others, including the West Virginia Turnpike and the Chicago Sky-
way, are situations in which some bondholders continue to nourish
hope for an eventual cure. In these cases to date the bondholder has
suffered little dollar loss, unless he was forced to liquidate his hold-
ings at depressed market prices. Most of the temporarily defaulted
issues pay interest on interest past due when paid.

e

MAJOR DEFAULTS

The major defaults in municipal securities in the postwar period
have been associated with vehicular toll facilities and with revenue
bond financing. Most conspicuous have been the West Virginia Turn-
pike, involving a dollar magnitude exceeded only by previous Russian
and German Government bond defaults, and the Chicago Skyway. In
both cases, high costs, limited liability financing, and low usage levels
have combined to create the existing difficulty.

The West Virginia Turnpike is an 83-mile toll road extending from
Charleston, W. Va., to Princeton, near the Virginia border. Financed
by $133 million revenue bonds payable solely from net revenues of the
toll road, it was opened in 1954. By 1958, revenue deficiencies and
complete absorption of financial reserves led to the postponement of
the payment of the interest coupon due June 1, 1958, to October 1 of
that year. Subsequent coupon maturities were also delayed, and now
earning about 0.74 time interest requirements, the turnpike is behind
on its last seven interest payments. Planned as a part of long distance
route from the Great Lakes industrial area to the south, the turnpike
serves its function only in small part. The hope is that eventual con-
nection with Federal Interstate System will cure the basic difficulties
of the turnpike.
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The Chicago Skyway is a 784-mile facility, essentially a toll bridge,
extending from the western terminus of the Indiana Toll Road into
Chicago. It was financed by the issuance of $101 million revenue
bonds, payable solely from net revenues. In one instance the city of
Chicago advanced $2 million as a loan to prevent default, but the inter-
est coupon due July 1, 1963, was not paid until October 25 of that year.
Subsequent, coupons have been delayed, and early in 1966 the city was
behind in the payment of three coupon maturities. The skyway, now
earning about 0.57 time interest requirements, suffers from competition
from federally financed alternate routes and additionally bears the
burdens of its high cost and low traffic generating capacity.

Other toll facilities which have suffered temporary default in the
postwar period include two Nebraska-sponsored bridges across the
Missouri River. In one case the approach routes were inadequate, in
another the approach was nonexistent, the bridge having been built
over dry land after the river shifted its course. Subsequent, but de-
layed, correction of the river’s course cured the fundamental difficulty.
A causeway in Florida suffered payment difficulties because of lack of
development at one end, but this was eventually cured with the eco-
nomic development of the area. Two toll bridges in West Virginia
have also suffered payment difficulties because of limited liability
financing, low usage, and economic depression in the local area.

In one State the basic law governing special district financing
proved inadequate in preventing financial abuse and led directly to
several instances of default. The charge was made, and probably
justifiably, that “tax-exempt bonds are being used to give windfalls
to promoters by paying for improvements which formerly have been
considered an appropriate cost of a developer.” This condition is
not unique to this one State, and in varying degrees a number of
States potentially face future difficulties from overly permissive legis-
lation governing issuance of municipal bonds.

CoxcLusioNn AND OUTLOOK

A complete listing of local government bond defaults in the United
States in the postwar period is not economically obtainable. A rea-
sonable sampling, however, shows an excellent record for this type of
security. Where there have been payment difficulties two major
.causes appear to prevail. One, there has been poor planning of the
facilities constructed relative to the actual need for them. Two, judg-
ment has been defective in the selection of the method of financing.
The use of a limited liability obligation to finance economically
marginal projects has been the cause of most difficulties. Tax-sup-
ported, general obligation financing has an unsurpassed record in the
postwar period of prosperity. In a few cases default has resulted
from allegedly fraudulent actions, but these are relatively few.

There are in the United States a number of State and local govern-
ment bond issuers of a marginal nature, including general obligation
issuers. These could be affected with financial stress and probable
default in the event of a recession of any severity. Assuming the
continuation of the general level of prosperity prevailing in the post-
war period, however, difficulties of this kind appear minimal. More
likely, municipal defaults will continue as they have in the postwar
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period, few in number, scattered geographically, and usually trace-
able to a fairly obvious flaw in legislation or planning.

Difficulties with marginal projects financed through limited lia-
bility obligations very likely will continue and may worsen. Though
not 1n default now and still possessing some financial reserves, three
projects each with substantial debt ure now considered by some to
have a dubious financial future. Again these are net toll revenue
bonds and include facilities in Massachusetts, Virginia, and New
Jersey. Continued financing of high cost marginal facilities by use
of limited liabilities and without adequate safeguards is certain to
create additional burdens.

Continued experimentation with new types of financing could pos-
sibly add a new dimension of defaults at some future date. Indus-
trial aid financing by local governments has increased markedly in
the last few years. And a real danger could arise with a future
extension of this device, particularly with the use of revenue bonds.
The practice has become an increasingly competitive one, and when
revenue bonds are employed, the municipal security essentially is only
as sound as the company for which the plant is built. Borderline
companies, then, could pose real future difficulty for a local government
eager to expand its economic future and unable to assess properly the
company’s future.



CuartER 16
Credit Problems of Small Municipalities*

Tae Margrr ror BonNDp Issues oF SMALL MUNICIPALITIES

Long-term municipal debt outstanding totals in excess of $29 bil-
lion* In the 9-year period 1957-65, such debt increased by approxi-
mately $1.4 billion a year, and there is every indication that municipal
debt outstanding will continue to increase at no less a rapid pace in
the future.

With few exceptions, the Nation’s cities, like its citizens, are com-
‘pelled to borrow in order to obtain funds for the construction and
acquisition of capital facilities. However, unlike private citizens who
can secure loans with relative ease at fixed interest rates, small munici-
palities, particularly those having less than 10,000 inhabitants, often
are penalized, solely on the basis of their size, in the rate of interest
they must pay. This occurs in spite of the fact that the degree of
credit risk involved is not an intrinsic characteristic directly attributa-
ble to size alone.

The average annual net interest costs of bonds in the A, B, and un-
rated categories for municipalities having less than 10,000 inhabitants
and for municipalities having 10,000 to 250,000 inhabitants are com-

ared for the 5-year period 1961-65 in table I on the following page.

n each year, the average annual interest costs paid by smaller munici-
palities exceeded the average costs paid by the larger municipalities.?
Application, on a monthly basis, of the Bond Buyer index to the vari-
ous categories of bonds shows that the time of sale is not a significant
factor contributing to the consistently lower net interest costs enjoyed
by the larger municipalities. Table IT shows the difference, expressed
in basis points?® between the average annual interest costs of small-
and medium-sized municipalities as a deviation from the Bond Buyer
index. In each case, the adjusted interest costs for the medium-sized
municipalities are less than those for the small municipalities. The
difference varies from 4 to 79.9 basis points, depending upon the year
and the type of bonds.

*By David R. Berman and Lawrence A. Williams of the National League of
Cities (formerly the American Municipal Association), with minor editing by
committee staff.

17U.S. Burean of Census, “City Government Finances in 1964—65,” Governmental Fi-
nances/GF No. 5 (Washington, D.C.: U.S. Government Printing Office, 1966), p. 6. Total
long-term debt outstanding for all local government units amounted to $68 billion in 1965.
U.S. Bureau of the Census, “Governmental Finances in 1964~65,” Governmental Finances/
GI' No. 6 (Washington, D.C.: U.S. Government Printing Office, 1966), p. 28.

2 The Investment Bankers Association of America very kindly provided the raw data, on
a monthly basis, for the preparation of table I. The data was converted to an annual basis
because the number of issues marketed in some months provided too little material upon
which to base conclusions, (See app. A at the end of this chapter for a presentation of
the data on a monthly basis.)

3 A “basis point” is one-hundredth of 1 percent of the bond yield. Each basis point
constitutes $0.10 in interest per year on a $1,000 bond. On a $500,000 bond issue,
maturing serially over 20 years, an increase of 25 basis points in the interest rate increases
interest payments by $13,125.

248
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TasLE L-—Average ennual net interest costs of A, B! and wunrated bonds for
small- and medium-sized municipalities, 1961-65

Average maturity
Under 10 years 10 to 19 years
Year and type of
bonds
Popula- Popula- Popula- Popula-
tion Number tion Number tion Number tion Number
under | of issues | 10,000 to | of issues | under | of issues | 10,000 to | of issues
10, 000 250, 000 10, 000 250, 000

1961~-A 3.023 60 2. 967 428 3. 451 126 3.335 658
B 3.149 26 3.115 345 3.788 115 3.635 792

3.338 141 3.127 75 3.816 181 3.721 7
1962—A. 2.767 36 2. 668 371 3.086 91 3.030 541
3. 543 26 2,749 290 3.386 99 3.188 598
3.128 175 2. 906 78 3.453 186 3.326 68
2. 861 42 2,732 407 3. 066 92 3.021 611
3.036 41 2.832 374 3.361 104 3.176 761
3.047 204 2. 808 76 3.439 277 3.279 68
1964—A. 3.038 2,944 357 3.234 118 3.180 589
3.3156 26 3. 055 267 3. 50y 118 3.339 651
3.287 181 3.168 93 3. 598 267 3.429 104
19 3.169 48 3.003 332 3.335 77 3.233 613
3.376 36 3.184 203 3. 503 89 3.386 666
3.434 151 3.289 84 3.659 289 3.501 141

1t Bonds rated Aaa, As and A and Baa, Ba and B, respectively.
Source: Investment Bankers Association of America.

TasLe IL.—Average annual deviation of wmet interest costs from bond buyer’s
index for A, B, and unrated bonds for small and medium-sized municipalities,
1961-65

Average maturity under Average maturity 10 to
10 years 19 years
Year and type of |
bonds Difference ! Difference 1
Population | Population Population | Population
under 10,000 10,000 to under 10,000 10,000 to
250,000 250,000
1961—A. —0.421 —0.493 7.2 0. 008 —0.121 12.9
B —. 305 —.374 6.9 .328 .178 15.0
U —. 079 —.334 25.5 .372 .280 9.2
1962—A. —. 384 —. 470 8.6 —.070 —. 115 4.5
B 408 —.391 79.9 . 242 .040 20.2
—. 019 —.153 13.4 . 303 .215 8.8
1963—A. —. 327 —. 427 10.0 -~ 087 —-.127 4.0
—, 141 ~. 327 18.6 L2138 .025 18.8
—. 111 —.340 22.9 .278 .133 14.5
—. 182 —. 265 8.3 .018 —. 039 57
085 —. 149 23.4 . 288 .131 15.7
076 —. 047 12.3 .385 .214 17.1
1965—A. -, 091 —.170 7.9 . 059 . 000 5.9
101 —.072 17.3 .47 .153 9.4
145 —.024 16.9 .398 . 246 15.2
1 Expressed in basic points.

Source: Caleulations based upon data provided by the Investment Bankers Association of America and
from the Bond Buyer’s Index of 20 Municipal Bonds.

FACTORS CAUSING DISCRIMINATORY TREATMENT

Several interrelated factors tend to cause such discriminatory treat-
ment. First, small municipalities market bond issues at infrequent
intervals, and these issues usually involve only a limited number of
bonds of relatively small total dollar amounts. However, overhead
costs incurred in marketing an issue of small dollar amount is not
proportionally less than the cost incurred in marketing a sizable issue.
As a consequence, market costs per bond are higher for small issues,
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because the “spread” ¢ is greater for a small issue than it is for a
large issue. Major bond buyers, such as insurance companies and com-
mercial banks, usually prefer to purchase bond issues that are large
in total dollar amounts because larger issues are generally easier to
trade. Thus, bond issues of small municipalities are relatively more
costly to market, and less attractive to investors, than are the issues
of large municipalities. Second, large municipalities generally can
provide quickly and accurately the detailed financial information
needed by bond dealers and buyers for an analysis of investment pos-
gibilities. Third, small municipalities usually cannot afford to employ
the experienced legal and financial advisers necessary to guide the
bond issue through the intricacies of the bond market smoothly and
effectively. Finally,the influential bond rating services, that evaluate
municipal fiscal responsibility, usually will not rate bonds of political
subdivisions unless such units have at least a specified minimum of
debt outstanding® This policy probably reflects the general lack of
interest in the bond issues of small municipalities, and the difficulty in
securing detailed financial data from such units. The absence of a
rating tends to decrease still further bond buying interest.

The lack of interest by the large, nationwide investors forces small
municipalities to seek a market for their bonds in the immediate area,
competing for the limited amount of local investment capital with
other investments that yield greater returns than do tax-exempt munic-
ipals. A large number of small issues are sold to local bankers who
feel that their local government should “get at least one decent bid.” ¢

At other times:

A local investor with little expert investment knowledge and considerable
mistrust of the central capital markets may be quite willing to invest in local
municipal obligations even though his use of tax exemption is slight. Local
pride and sentiment may support such action. * * *7

Usually only a few people in the community are in a high enough
income bracket to take advantage of the tax-exempt feature. Thus,
issues marketed locally frequently must offer a yield approximating
the yield offered by taxable securities.?

THE NEED FOR ASSISTANCE

Certain factors affecting the sale of municipal issues, such as the
availability of investment capital, the relative attractiveness of munic-
ipal bonds vis-a-vis common stocks, etc., are beyond the direct con-
trol of local officials. At the same time, several steps to improve
the marketability of their bond issues can be taken by smaller munici-
palities. For example, accurate compilations of municipal credit and
related financial data over extended periods of time should be main-
tained and made available to the bond market. A capital improve-

+The “spread” is the difference between the amount offered for the issue by the under-
writers and the price of the issue to the issuer, and serves as compensation to the under-
writers for the costs and risks of floating the issue.

5 Moody’s has followed a policy of not rating debt of governmental subdivisions unless
debt outstanding totals $600,000 or more, Standard & Poor’s does not rate governmental
subdivisions having less than $1 million debt outstanding.

® Roland I. Robinson, “Postwar Market for State and Loecal Government Securities,
I;Igg(i)(;nal ]l_%lareau of Economiec Research’” (Princeton, N.J.: Princeton University Press,

! s Po 104,
7 1Ibid., p. 80,
8 Ibid., p. 104.
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ments program, backed by a sound financial plan, should be developed
and utilized to schedule and to coordinate expensive and long-lasting
public works projects. In addition, small municipalities should at-
tempt to time the sale of bond issues to favorable market conditions
and to advertise any special characteristics that may indicate that
the community is stable and a “sound” credit risk:

“Smaller units of local government seldom have staffs versed in the
specialized techniques involved in preparing and selling bond issues.
Being a governmental official in a small municipality is often a part-
time job. Many small localities do take advantage of consulting en-
gineers and architiects, bond counsels, and financial advisers. Others,
however, do not enjoy ready access to these qualified advisers, or fail
to recognize their importance.

There are many ways in which State and Federal Governments
could assist small municipalities market their securities. A survey
conducted in 1961 by the National League of Cities (then the Ameri-
can Municipal Association) pointed up that most municipalities felt
that such assistance would be of value in: (1) preparing economic and
financial data to support bond sales; (2) explaining terms and con-
ditions governing loan repayment, establishment of reserves, and
issuance of additional bonds; (8) comparing advantages of revenue
and general obligation bonds, term and serial bonds, and factors af-
fecting annual debt service costs; (4) explaining techniques and pro-
cedures involved in marketing bonds; and (5) scheduling and pro-
graming capital improvements.®

State and Federal Government responsibility for providing assist-
ance and for strengthening the position of small local governments in
the municipal bond market has often been expressed. The Advisory
({oxdllugission on Intergovernmental Relations, for instance, has con-
cluded:

States have an inescapable interest in and concern with the quality of the
debt management practices of their local governments. Each community’s
practice is a matter of statewide concern because a blemish on its credit stand-
ing, perhaps on only a single bond issue, could affect the money markets’ judg-
ment of local bond issues in that State. The dramatic increase in local bor-
rowing since the end of World War II also underscores the need for State concern
with local debt practices.

Federal assistance has been chiefly given through the public facili-
ties loan program which, as amended in 1961, authorizes the establish-
ment of technical advisory services to assist municipalities and other
political subdivisions and instrumentalities in budgeting, financing,
planning, and constructing community facilities.”*

The remainder of this chapter will focus on what State and Federal
Governments have done, and could do, to aid small municipalities
prepare and market their bond issues.

o 0.8, Congress, House Subcommittee on Housing of the Committee on Banking and
Currency, Housing Act of 1961, 87th Cong., 1st sess. (Washington, D.C.: U.S. Government
Printing Office, 1961), pp. 878-884.

10 Advisory Commission on Intergovernmental Relations, “State Technical Assistance to
{Jgﬁc%% Deblt Management” (Washington, D.C.: U.S. Government Printing Office, January

nSecl.J 501(i) of Public Law 87-70, which added sec. 207 to the public facility loans
legislation, title II of the Housing Amendments of 1955.

70-132 0—67—vol, 2-——17
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Tar RoLE oF THE STATES

STATE CONCERN WITH MUNICIPAL CREDIT

State concern with municipal credit historically has been of a nega-
tive nature as evinced by the general imposition of constitutional and .
statutory restrictions. These restrictions generally involved estab-
lishment of municipal debt limits at fixed percentages of the assessed
valuation, and requirements for voter approval of bonded debt, often
by an extraordinary majority. Problems created by restrictive debt
limits have been adequately treated elsewhere,’® and, therefore, are
not included in this discussion. It is sufficient to say that these debt
restrictions frequently have impeded efforts by municipalities to pro-
vide needed community facilities. As a consequence, such restrictions
have tended to encourage proliferation of independent, overlapping
single-purpose districts, and utilization of costly and circuitous fi- .
nancing methods.

STATE ADMINISTRATIVE SUPERVISION

Several States have attempted to provide guidance and assistance to
municipalities by assigning responsibility for exercising administrative
supervision over municipal debt, borrowing, and related fiscal opera-
tions to specific State agencies or officials. In such cases, the desig-
nated agencies, or officials, are responsible for examining, on a routine
basis, the legality of proposed issues, and for assisting municipalities in
eliminating inadequate or defective local borrowing procedures.® This
a%)roa»ch can be constructive and flexible; in some States it has pro-
vided positive assistance to small municipalities attempting to market
bond issues. The total kind and degree of supervision and assistance
provided municipalities by such agencies varies from State to State.
The following examples describe the assistance provided by six such
State agencies with respect to municipal borrowing.

Michsgan—The Michigan Municipal Finance Commission was
created in 1948 to “protect the credit of the State and its municipali-
ties.” ** The commission has been given the power to—

1. Approve or deny proposed municipal loans;

2. Aid, advise, and consult with municipalities relative to pro-
posed or outstanding indebtedness;

3. Examine municipal books and records to determine if they
comply with debt provisions established by the commission, by
statute, by charter, or by ordinance;

13 See, for examtple, Advisory Commission_on Intergovernmental Relations, “State Con-
stitutional and Statutory Restrictions on Local Government Debt” (Washington, D.C.:
U.S. Government Printing Office, 1964),

32 The attorney general's office in Arizona, Kansas, New Mexico, Oklahoma, Texas, West
Virginia, and Wisconsin perform this function. In Louisiana and Michigan, the State
attorneys general are called upon to examine the legality of local issues in special cases,
and in Missouri and Nebraska the State auditor has this responsibility. The same re-
sponsibility is assigned to the tax commissioner in Connecticut; the local finance office,

epartment of finance, in Kentucky ; director of accounts, department of corporations and
taxation, bureau of accounts, in Massachusetts; the State bond attorney in Mississlpt)i;
the local government commission in North Carolina; the bureau of municipal affairs.
department of internal affairs, in Pennsylvania ; and the division of local and metropolitan
government, department of administration in Rhode Island.

4 Act 202, Public Acts of 1943.
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4. Adopt rules and regulations and enforce compliance with
such orders and with provisions of State law, charters, ordinances,
and resolutions with respect to indebtedness, including the levy
and collection of taxes for debt purposes, and the segregation,
safekeeping, investment, and application of money for the pay-
ment of debt.*?

Local units are advised with respect to the comparative advantage of
revenue and general obligation bonds, factors affecting debt service
costs, and techniques and procedures in marketing of bonds. .

The commission collects data relative to interest rates, maturities,
number of bids, and bond ratings on each bond issue. This informa-
tion is not currently available for distribution.*® )

New Jersey—The division of local government in the department
of the treasury has general regulatory control over the fiscal affairs,
_including borrowing, of local governments in New Jersey. The duties
of the division include: )

1. Receiving and filing copies of annual audits of all munici-
palities and counties;

2. Receiving, filing, and certifyingall local budgets;

3. Receiving, filing, and certifying all annual and supplemental
debt statements;

4. Preparing an annual report of comparative financial statis-
tics of local government units.”

The division and the local government board, a semiautonomous
agency within the division, undertake studies in the field of municipal
finance; publish reports, guides, and statistical data on local govern-
ment finances; hold hearings on the extension of credit for school dis-
tricts and municipalities; and give formal financial advice on written
request from local units.

The primary activity of the division with respect to the marketing
of municipal bond issues is the promulgation of rules and regulations
for use by registered municipal accountants licensed by the State
board of public accountants. Such accountants are employed by local
units to prepare annual reports and to serve as financial advisers.
They assist in the preparation of brochures prepared in connection
with the sale of bonds and in the establishment of sound debt service
retirement schedules.

Small municipalities in New Jersey have had little difficulty market-
ing bond issues. Usually such units receive bids from several bidders,
and interest rates received generally compare favorably with those
received by other jurisdictions.’®

North Carolina.—The North Carolina Local Government Commis-
sion has two major responsibilities with respect to marketing munici-
pal bond issues.” First, the commission must approve all municipal
bond issues and notes before issuance, and, second, it is responsible, by
law, for marketing all municipal securities.

15 See Municipal Finance Commission, Municipal Finance Acts and Rules and Regulations
(Lansing, Mich., no date), ch. II.

16 Tetter from E. Boomie Mikrut, director of Michigan Municipal Finance Commission,
Mar, 29, 1966. In addition to the services provided by the Michig&n Finance Commission,
the Michigan Municipal League offers to all municipalities in the State a financial consult-
ing service on a fee basis. The service includes a complete advisory program with respect
to marketing bond issues.

17 George C, Skillman, division of local government, “New Jersey .Municipalities,” vol.
XLI, No. 7 (October 1964), p. 11. Mr. Skillman was director of the division of local
government.

18 Letter from W. G. Coward, acting director, division of local government, Apr. 5, 1966.
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Proposed municipal bond issues are reviewed by the commission
with respect to both legality and fiscal burden imposed upon the mu-
nicipality. In the investigation to determine the economic ability of a
local unit to support a proposed bond issue, the commission staff gath-
ers and analyzes data on all local financial matters, including existing
local debt, tax levies, and assessments. The investigation seldom leads
to the rejection of a proposed bond issue due, in large part, to the fact
that municipalities, in anticipation of this review, consult frequently
with the commission in the preliminary planning stages.’®

State law requires that marketing of municipal securities shall be
performed by the local government commission. In this connection,
the commission publishes the prospectus providing extensive informa-
tion about the local securities, and maintains financial files from which
prospective buyers can secure additional information. Centralized
control over the sale of bond issues is reported to result in substantial
savings to municipal units because—

1. Bond issues can be held for sale until market conditions
appear to be most favorable;

2. Bond issue sales can be given wider publicity by a State
agency than is usually possible by a small municipality ; and

3. Coordination of sales and wider publicity facilitates maxi-
mum participation of interested prospective buyers.z

The commission, in addition to these activities, offers assistance on
capital improvements programing, regulates sinking fund manage-
ment, oversees refunding operations and default adjustments, and su-
pervises municipal accounting and reporting.

Pennsylvania.—State law in Pennsylvania requires that general ob-
ligation bonds be approved by the department of internal affairs before
they may be delivered to the purchaser. The bond division of the
bureau of municipal affairs within the department examines all fea-
tures of the bond issue to determine whether provisions of the State
constitution and municipal borrowing act have been met. If the re-
quirements have not been met, approval is withheld until the defects
are corrected. ' '

The bond division assists municipalities in all legal matters relative
to the issue, including the preparation of ordinances, resolutions,
model proceedings, and related documents, and distribution of such
material to municipal attorneys upon request. The division prepares
a comprehensive checklist of all of the proceedings that must be sub-
mitted by the municipality for approval. The checklist and the model
proceedings provide guidelines for local solicitors in the preparation
of bond issues and prospectuses. These items are included in a publi-
cation prepared by the bond division entitled “A Guide to Pennsyl-
vania’s Municipal Borrowing Act,” as are an analysis of State laws
related to borrowing and sample election notices, bonds and bond
coupons, and financial statements. In addition, the division will re-
view drafts of proceedings, upon request, for errors or omissions before
enactment, and before aévertising costs are incurred. Most local
solicitors are reported to take advantage of this offer, and, as a con-

19 See Advisory Commission on Intergovernmental Relations, footnote 6, supra, pg.
21-22. A detailed account of the activity of the commission may be found in Robert S.
Rankin, “The Government and Administration of North Carolina” (New York: Thomas Y.
Crowell Co., 1955).

20 Rankin, op. cit., p. 386.
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sequence, embarrassing and untimely delays in the delivery of bond

issues to purchasers are avoided. Although the division is prepared
to assist in any legal problems, it does not have the facilities or man-
power to advise municipalities on marketing techniques or to prepare
prospectuses. o

The bond division maintains records of all general obligation bonds
sold in Pennsylvania together with information relating to net interest
costs, maturities, and conditions of sale. However, this information
is not, published in a report form. :

The assistance offered by the bond division of this Pennsylvania
department can be supplemented readily by access to private counsel.
A number of law firms in Philadelphia and Pittsburgh specialize in
marketing municipal issues. One or the other of these cities is accessi-
ble from any part of the Commonwealth, and, therefore, professional
assistance is readily available if required, or sought, by a municipal
solicitor. -As a consequence, most bond issues marketed by Pennsyl-
vania municipalities are done so under the supervision of a bond
counsel.?

Tennessee—Financial assistance in Tennessee is provided local units,
on request, by the division of local finance in the office of the comp-
troller of the treasury. Services provided by the division, for a very
nominal charge, include the preparation of economic and financial
daita, resolutions, notices of bond issue sale, prospectuses, and related
technical assistance. Also, the division staff will (1) advise and assist

with respect to debt retirement programs, (2) attend each bond sale, .

and (8) assist in arranging for the printing and delivery of bonds.
The division emphasizes to local officials the importance of making
available to the investment community accurate and complete financial
reports and other requested data in order to sectre high credit ratings
that result in reduced costs.??

Virginia.—The Virginia State Commission on Local Debt offers
substantial assistance to local units. It is empowered to advise local
governments, on request, with respect to “all matters relating to the
planning, preparation, and marketing” of local bonds, and to “assist
the political subdivision in the sale of such bonds.” * The commission,
at no charge to the municipality, offers aid in all preliminary financal
planning, including a determination of the ability to retire general
obligation bonds from a tax levy and revenue bonds from the income
of self-sustaining enterprises. It assists in the preparation of bond
maturity schedules, prepares and prints bid forms, advises on the best
time to offer bond issues for sale, handles the sale of the bond issue,
and recommends acceptance or rejection of the best bid. In addition,
the commission prepares, prints, and distributes a comprehensive
brochure setting forth all information relating to each bond issue to
approximately 300 investment bankers east of the Mississippi; and
answers all inquiries from investment bankers relative to bond issues.

The commission, however, does not provide architectural, engineer-
ing, or legal services, nor does it extend financial aid for the perform-
ance of such services. Bach political subdivision must pay the cost

2 Letter from Ellen Marie Coggins, Esq., chief of bond division of bureau of municipps;l
aA%t;ir‘sl, (llg%%rtment of internal affairs, Commonwealth of Pennsylvania, Harrisburg, Pa.,

9262'Le'tter from W. R. Snodgrass, comptroller of the treasury, State of Tennessee, Apr. 12,
"2 Ch, 177 of the acts of the assembly, 1950.

¥
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of these services, as well as the costs connected with the publication
of the notice of sale in a newspaper and the printing of bonds.**

With respect to Virginia, the Advisory Commission on Intergovern-
mental Relations found: -

Local governments have profited from the activities of the Virginia Commission
on local debt in the form of better prices for their bonds and some savings in
consultants’ fees. The centralization of local bond sales intensifies the competi-
tion for the offering, and the availability of detailed information on local finances
tends to upgrade credit ratings.®

OTHER FORMS OF STATE ASSISTANCE

Standards for notices of sale—~A number of States prescribe mini-
mum standards for data to be included in official statements on local
debt offerings. New Jersey, for example, requires that the notice of
sale for a bond issue contain the following basic data: (1) the principal
amount, date, denomination, and maturities of the bonds offered for
sale; (2) the rate or rates of interest to be borne by the bonds; (3) the
terms and conditions of public sale; and (4) such other information
as may be required by the governing body.” New Jersey law further
provides that:

A public sale of bonds shall be advertised at least once * * * seven days
prior * * * [tothesale] * * * in a newspaper qualified for publication of a bond
ordinance of the local unit and in a publication carrying municipal bond notices
and devoted primarily to financial news or the subject of State and municipal
bonds and published in the City of New York and New J. ersey.”

New York statutes assign to the State comptroller responsibility for
regulating the form, publication, and mailing of bond issue sale notices.
Minimum information required by law to be contained in such notices
includes: designation of the place where bids will be received and
opened, the maximum rate of interest to be paid, conditions of sale, and
method of bidding.  Additional information may be required by the
comptroller, if he deems it advisable.” In addition, the comptroller

‘prescribes the standards and basic information that local governments
must embody in a bond issue prospectus. Basic facts to be contained in
each such prospectus include: a description of the community, financial
experience for the preceding 5-year period, detailed information on
tax collection, a summary statement of the assets of various city funds,
a schedule of bond maturities, descriptive analysis of the finances of
overlapping and coterminous government units, and related historical
financial data.

Publication of data—Approximately half the: States require local
governments to file debt reports as part of the auditing process. How-
ever, with few exceptions, States that do gather audit and financial
reports fail both to “prescribe standard reporting classifications * * *
and to “** * disseminate the information they gather in any meaning-

24 “State Aid to Counties and Municipalities in Debt Services.” address by J. Gordon
Bennett, Virginia auditor of public accounts and member of the Virginia State Commission
on Local Debt, municipal finance commission, annual seminar, Lansing. Mich.,, May 8, 1962.

% Advisory Commission on Intergovernmental Relations, supra, note 5, p. B8.
mi“l\;evgl..]'ersey Statutes Annotated,” 1965 cumulative supplementary pamphlet, title

4 + 2—-31.,
27 Thid., title 40A : 2-30,
28 “Consolidated Laws of New York Annotated,” book 33, secs. 57.00-59.00.
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ful way on a current basis.” * Leading examples of sound reporting
systems are found in California, New Jersey, and New York. These
States not only require local governments to file detailed financial re-
ports on standard forms, but they publish local financial data in detail.
In California, for example, annual financial reports for local govern-
ments are issued by the State comptroller and contain detailed infor-
mation on bonded debt, assessed values, capital outlays, and such other
fiscal data as an investment analyst might require.

Capital improvements programing.—A capital improvements pro-
gram constitutes an effective tool for a municipality to employ in
financial planning and debt management, and for underwriters, in-
vestors, and security analysts to utilize in evaluating anticipated
municipal expenditure patterns and fiscal capacity. Assistance in the
preparation of capital improvement programs is available to munici-
palities in several States.®® New Jersey goes so far as to make the
adoption of capital improvement programs mandatory. Since June
15, 1964, all municipalities and counties in that State undertaking any
capital 1mprovements have been required to adopt and file a 6-year
capital budget—capital improvements program—with the State divi-
sion of local government.

A model form for reporting capital improvement programs has been
drawn up by the division for the guidance of local units. Following
this form, local officials establish a schedule of capital construction
for each of the next 6 years, complete with cost estimates, identifica-
tion of financing methods, and an analysis of the effect of the program
on the credit rating and financial capacity of the unit. Discretion with
respect to the procedures to be followed in preparing this program, and
to determining project priorities is left to the local government units,
but the program must be approved by the governing body. The re-
quirement for capital improvements programs, and division assistance
to local units in their preparation, have gone far toward providing
information and planning necessary to support the marketing of bond
issues.®

Training—Few States have made serious efforts to promote local
official training in bond marketing and debt management. State train-
ing programs for local government personnel usually have been con-
fined to special functional areas in which the State has a direct finan-
cial and administrative interest, such as public health, welfare, and edu-
cation.? State sponsored training programs offered through State
universities often are of only limited usefulness. Finance officials of
small municipalities, concerned primarily with a “how to do it” ap-
proach, frequently find that the university, or its extension division,
does not offer the desired type of instruction, or that the local govern-
ment will not, or cannot, finance the cost of mstruction. The univer-
sity sponsored training programs found in North Carolina and Ten-
nessee have been of demonstrated value, however. The Institute of
Government at the University of North Carolina provides assistance to
local government units in the full range of services, including account-
ing and finance. In addition to answering inquiries and providing

2 Advisory Commission on Intergovernmental Relations, supra, note 5, p. 31.

% See p. 254 above,

s Data based on interviews with George C. Skillman and William G. Coward of the
division of local government, Feb. 5, 1965, and documents supplied by the division.

33 The International City Managers’ Association, ‘“Post-Entry Training in the Local
Public Service” (Chicago: the International City Managers’ Association, 1963), p. 22.
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field assistance to the various municipalities, the finance specialist on
the institute staff conducts annual courses and prepares guidebooks for
municipal and county finance officials.* In Tennessee, at the request
of the Tennessee Municipal League and its member cities, the munici-
pal technical advisory service was established in the University of Ten-
nessee Extension Division. MTAS employs a number of staff special-
ists in the fields of finance and accounting, municipal management,
codes and ordinances, and engineering. By law it is to furnish “* * *
technical, consultative, and field services to municipalities in problems
relating to fiscal administration, accounting, tax assessment and collec-
tion, law enforcement, improvements and public works, and any and
all matters relating to municipal government, * * *” and to expend
funds for “* * * studies and research in municipal government, pub-
lications, educational conferences and attendance thereat * * ¥ 34
Finally, State governments could alleviate this problem still further
by encouraging participation of local finance officials in the programs
sponsored by State municipal leagues and professional associations
such as the Municipal Finance Officers Association.

POSSIBLE STATE ACTION

The mechanics of the bond market are exceedingly complex, and
the public interest can best be protected by technically competent spe-
cialists experienced in its operations. Small and medium size munic-
ipalities cannot efficiently retain such specialists on their staffs. The
need for State assistance to the Nation’s municipalities, therefore, is
generally recognized. A few States, notable examples being New Jer-
sey, North Carolina, and Tennessee, have established effective pro-
grams of assistance in debt management.®®> Most States, however, have
made no real constructive effort to provide small municipalities with
much needed guidance in this field.** Various groups such as the
National League of Cities, the Council of State Governments, and the
Advisory Commission on Intergovernmental Relations have recom-
mended for several years State enactment of legislation designed to
improve local credit through positive programs of assistance in debt
management practices. Such legislation would provide for modern-
ization and codification of debt laws to remove obsolete restrictions
imposed upon municipal governments, and for the establishment of an
adequately staffed and financed agency to assist municipalities in the
marketing of municipal bond issues. Such an agency would be em-
powered to—

1. Establish standard classifications and procedures for report-
ing essential minimum finance data, including current and his-
torical records of revenues by source, expenditures by function
and character, assessed valuation and true value of taxable prop-
erty, tax rates, tax collections, and delinquencies, and deb$ out-
standing and retired.

3 Willlam L. Frederick and Marilyn Gittell, “State Technical Assistance to Local Gov-
ernments” (Chicago: the Council of State Governments,.1962), pp. 41-45,

aAIbid.,(f)p. 38-41.

% In addition to the State previously discussed, Delaware and Kentucky have established
agencies to assist municipalities market their securities.

36 Correspondence from officials in Alabama. Arizona. Connecticut, Florida. Georgia,
Massachusetts, . Mississippi, Montana, North Dakota, Oklahoma, South Carolina, South
Dakota, and Washington indicates that these States have no established agencies respon-
sible for providing positive assistance on a regular basis to municipalities attempting to
market bond issues.
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2. Maintain a central file of municipal finance data and dis-
tribute such data to bond underwriters, investors, and security
analysts.

3. Provide, on request, technical assistance with respect to bor-
rowing practices, methods of financing, size of bond issues, matur-
ity schedules, timing of bond issue sales, and other matters related
to debt management.

4. Establish standard forms for the preparation of bond issue
prospectuses. ‘

5. Make available to municipal officials and employees trainin
in debt management procedures and practices in cooperation wit.
State municipal leagues and professional associations.

6. Market, on request, municipal bond issue offerings in order to
obtain the best terms available in a continually changing money
market through advantageous timing and extensive advertising.

7. Review proposed municipal bond issues in terms of legality,
and to conduct studies to determine economic ability to support
the proposed debt burden. (The agency should not have authority
to reject a proposed bond issue on the basis of economic sound-
ness—a negative advisory report would provide, in most cases, a
serious deterrent to the incurring of indebtedness.)

Adoption of these recommendations by the various States should
contribute substantially to improvement in debt management and
credit standing among the Nation’s small municipalities.

FEDERAL A SSISTANCE
THE PUBLIC FACILITY LOAN PROGRAM

Federal assistance to facilitate the sale of bond issues by municipali-
ties has been minimal. The only significant Federal program designed
to assist municipalities market their securities is the public facility
loan program, administered by the Department of Housing and Urban
Development.®” The Housing Act, as amended,*® authorizes the De-
partment to purchase the securities and obligations of, or make loans
to, cities, fowns, villages, townships, and counties with populations
under 50,000, if such political subdivisions cannot secure credit at
“reasonable terms and conditions” from private lending organiza-
tions.** Loans can be made for a variety of public works, including
water, sewer, and gas distribution systems. Loans may be made for

terms up to 40 years and up to 100 percent of the project cost, including

land, right-of-way, site improvement, planning, construction, and
engineering, architectural, and legal fees. The period of the loan is
governed by the applicant’s ability to pay and the estimated useful

37 The Farmers Home Administration makes loans to public bodies and nonprofit orga-
nizations primarily_serving rural residents to develop domestic water supply and waste
disposal systems. In comnection with this program, the Administration offers assistance
to the applicants in determining the engineering feasibility, economic soundness, cost
estimates, organization, financing, and management matters in connection with a proposed
improvement. The recently organized Economic Development Administration, Department
of Commerce, also offers. or plans to offer, technical assistance that will strengthen the
bond issues of smaller local governments. The public facility loan program, however,
hfaig%efn most active in this area, particularly since the amendments of the Housing Act
0. .

s Public Law 345. 84th Cong.. 69 Stat. 642 42 U.S.C. 1941, A

3 Political subdivisions havin poBulatlons up to 150,000 may qualify if located in a
redevelopment area designated by the Public Works and Economic Development Act of
1965. . Population limits do not apply to communities located near a research or develop-
ment installation of the Natiopal Aeronautics and Space Agency.
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life of the project. Applicants are required to show that income will
be available to repay the loan.

After a loan commitment from the Department of Housing and
Urban Development has been received, the applicant political sub-
division is required to secure the services of a bond counsel and to
advertise its bond issue in financial publications to maximize the possi-
bility of securing private financing. When possible, Department of
Housing and Urban Development staff assist in the preparation and in
the review of prospectus, advertising notices, and essential financial
data related to the political subdivision. Department of Housing and
Urban Development will purchase those portions of a bond issue for
which there is no bid by private underwriters at interest rates deemed
to be reasonable. Interest rates charged for public facility loans
since 1962 are presented on the following page.

TABLE III.—Interest rates under pudblic facility loan program

Interest rate
Regular in designated
Fiscal year interest redevel-
rate opment
counties 1
1962 3.7 3.50
1963. . 3.875 3.625
1964. .. 4.00 3.75
1965._ —— 4.00 3.75
1966 - 4, 3.7

1 Counties, or county equivalents (including, Indian reservations, independent Virginia cities, terri-
tories, and cities of 250,000 meeting specified income emyi)lloyment, or outmigration conditions), designated
as redevelopment areas under the provisions of the ‘Public Works and Economic Development Act.

EVALUATION OF THE PUBLIC FACILITY LOAN PROGRAM

The public facility loan program has proved beneficial to a limited
number of local government units. Approximately a thousand loans
have been made through this program since it began in fiscal 1956.
These loans have been concentrated in the 16 Southern and South-
western States in the Department of Housing and Urban Development
regions III and V, as indicated in table IV below. Political sub-
divisions in these two regions have received approximately 80 percent
of the loans approved since the program was inaugurated.

TasLe IV.—Geographical distribution and amount of aziprwed loans from 1965

to date?
Region 2 Number Amount of
loans

I... 1 $366, 000
II. . 37 20, 913, 000
Tl - e m e mmmm - ———————m en 510 214, 820, 000
IV 74 32, 013, 000
\2 313 65, 113, 000
VI 89 54, 104, 000
vII 2 330, 000
TOtaL. o e e m— e~ ;—————————— - 1,026 387, 659, 000
1 Unofficial data obtained from the Public Facility Loan Division, Department of Housing and Urban

Development. :

2 Distribution of States among the Department of Housing and Urban Development regions is as follows:
Region I: Connecticut, Maine, Massachusetts, New Hampshire, New York, Rhode Island, and Vermont;
region II: Delaware, Maryland, New Jersey, Pennsylvania, Virginia, West Virginia, and the District of
Columbis; region III: Alabama, Florida, Georgia, Kentucky, Mississippi, North Carolina, South Carolina,
and Tennessee; region IV: Illinois, Indiana, Iowa, Minnesota, Nebraska, North Dakota, Ohio, South
Dakota, and Wisconsin; region V: Arkansas, Colorado, Kansas, Louisiana, Missouri, New Mexico, Okla-
homa, and Texas; region VI: Alaska, Arizona, California, Hawaii, Idaho, Montans, Nevada, Oregon, Utah,
‘Washington, and Wyoming; and region VII: Guam, Puerto Rico, and the Virgin Islands.
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Table V, below, shows that in the last 5 fiscal years 707 Joans, totaling
just under $300 million, were made to local political subdivisions.
This number of loans is equal to only 1.25 percent of the number of
municipalities, counties, townships, and special districts located by
the 1962 U.S. Census of Governments. The amounts loaned each year
through this program constitute less than 4 percent of the annual
increase in long-term debt incurred in any of these years by all such
political subdivisions.

TABLE V.—Number and amount of loans made wnder the pubdlic facility loan

program.*

Percent of

Fiscal year Number of | Amount of | increase in

S loans loans long term

debt

196 | $88,657, 000 3.35
242 60, 400, 000 1.48
121 45,210, 000 2.47
79 75,2171, 000 1.98
69 29,400,000 |--coemeaoao
L 017 O 707 | 298,938,000 |--cooeooaaaoo-

1Data obtained from the Public Facility Loan Division, Department of Housing and
Urban Development and U.S. Bureau .of Census, “Governmental Finances,” Governmental
Finances G-GF61-No. 2, G-GF62-No. 2, G-GI'63-No. 2, G-GF64-No. 1, and GI' No. 6
(Washington, D.C., U.S. Government Printing Office (1:962-66).

The limited use of the public facility loan program by the Nation’s
local governments can be attributed to several factors. First, the
program is not well known among potential users. The National
League of Cities (American Municipal Association) survey referred to
earlier, found that more than one-third of the municipalities respond-
ing had not heard of the program. This situation existed because
neither the Washington nor the regional offices have made more than a
minimum effort to publicize the program’s existence. Second, finan-
cial limitations imposed act as constraints on the usefulness of the pro-
gram. A total of $650 million has been appropriated for the public
facility loan revolving fund. Excluding $50 million allocated for
transportation facilities, and loans outstanding, there is now only $233
million, approximately, available for future loans. The use of these
funds was curtailed in 1966 by an allotment established by the Bureau
of the Budget which could not be exceeded. However, probably a
greater deterrent to the usefulness of the program is the fact that
funds can generally be borrowed at more reasonable rates from private
investors. Comparison of the average annual net interest costs
charged small- and medium-size municipalities with interest rates
charged political subdivisions under the public facility loan program *
indicates that program rates, even those established for designated
redevolpment counties, have been higher than the rates available in
the public bond market for all categories of bonds during the last 5
years with the exception of the 1961 “B” and unrated bonds having
an average maturity of 10 to 19 years.

40 See tables T and III.



ArpEnDIX A

Average monthly net interest costs of A, B, and unrated bonds for small- and
medium-sized municipalities in 1961

AVERAGE MATURITY UNDER 10 YEARS

A bonds B bonds Unrated bonds
Month
Pogulation, Population, | Population, | Population, | Population, | Population,
under 10,000 ,000 to under 10,000 10,000 to under 10,000 10,000 to
250,000 250,000 250,000
3.000 ()| 2.803 3.011 529) 3.4056 (7)| 2.865 (4)
3.161 (8)| 2.873 3.006 (13)| 3.336 (14; 2.853 (11)
2.890 (4)| 3.009 3.254 (23)| 3.431 (12) 3.082 (8)
3. 289 ga) 3.160  (29) - 3.185 (27) 3.439 (5| 2.648 (3)
2.918 6)| 2.890 (58)| 3. ] 3.044 (30)] 3.239 (14)| 2.798  (8)
3.006 (5)| 3.071 552) 3.043 3)| 3.123 39)| 3.461 (5)| 3.191 (2)
2.958  (7)| 3.042 (20)| 2.827 3)| 3.147 (22) 3.740 (11)| 3.303 (3)
3.094 (2)| 3.016 (40)| 3.572 3)| 3.308 (34)| 3.149 (19)| 3.358 (13)
3. 556 (2)] 2.941 (35| 3.350 (1)| 3.136 (18)| 3.265 (31)| 3.494 (17)
2.840 (9)| 2.858 §25) 2.683  (3)| 3.062 €33) 3.580 (12)| 2.687 (3)
2 991 7| 2.936 40)! 3.239 (7| 2.998 33)| 3.988 (7)| 3.091 (3)
3.112 5)| 2.98¢ (32)| 3.481 (2)| 3.089 (44)] 3.237 (4)|-cocoeno- (0)
Average._..| 3.023 (60)| 2.967 (428)| 3.140 (26)| 3.115 (345)| 3.388 (141)| 3.127 (75)
AVERAGE MATURITY 10 TO19 YEARS
January_.._.______ 3.475 (16) 3.349 (48)| 3.7 (12)| 3.627 (52)| 3.689 (20; 3.722 (9
‘February_ -| 8.300 (12)f 3.157 (51) 3.701 (11)| 3.385 (64)| 3.627 (31)| 3.585 (10)
March_.__ 3.350 (10)| 3.300 (70; 3.496 (8)| 3.635 (38)| 3.663 ' (20)| 3.720 (21)
April 3.449  (5)| 3.430 (67) 3.856 (13)| 3.514 (92)| 3.823 (9)| 4.010 (1)
3 (12)| 3.248 (57)| 3.698 (12; 3.430 (83)| 3.676 §14) 4. 257 4)
(15)] -3.364 (67)| 3.840 (20)| 3.498 (88)| 3.931 (11)| 3.944 (2)
(6)| 3.42¢ (45)| 3.801 (10; 3.541 (58)| 3.907 (11)| 4.178 (2)
(11)| 3.397 (40)| 3.855 (10)| 3.609 (54)| 3.936 519) 3.801 - (8)
(4)] 8.427 (62)| 3.859 (5)| 3.530 (40)| 4.043 (18)| 3.682 (13)
(14)] 3.320 (41)| 3.728 §7) 3.649 (67)| 3.887 (13)| 3.745 §4)
(13)| 3.335 (59) 3.738 . (6)| 3.504 (82)| 3.789 (8; 2. 861 4)
8)| 3.273 61)|  3.814 (4)] 3.412 (74)| 3.956 ()] P—— (0)
Average....| 3.451 (126)| 3.335 (658)| 3.788 (115)| 3.635 (792)| 3.816 (181)| 3.721 (78)

NortE.—Figures in parentheses denote number of issues.
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Average monthly net interest costs of A, B, and unrated bonds for small- and
: medium-~sized municipalities in 1962

AVERAGE MUTURITY UNDER 10 YEARS

A bonds B bonds ] Unrated bonds

Month
Population, | Population, | Population, | Population, [ Population, | Population,
under 10,000 10,000 to under 10,000 10,000 to under 10,000 10,000 to

250,000 250,000 250,000
2.875 (4 525) 3.400 (| 2.881 ()
2.875  (2) 24)| 3.160 (19)( 2.690 (10)
2,771 (2) (18)| 3.021 (21 2.727 (6)
2.600 (3) (43)] 3.231 (18 2.831  (6)
2.802 (6) (45)| 3.063 - (10, 2.983 (10)
3.080 (4) (25)| 3.226 (§)] 3.030 (4
2.885 (2) (15)| 3.264 (16)| 3.348 (5)
2.560 (1) 19)[ 3.171 (19)| 2.835 (8)
2,730 (2) (14| 2.917 (10)( 3.181 (8)
2,713 (3) ®)) 3.165 (D} 2713 (3)
2.408 (3) (33)| 2.920 (14)] 2.904 (2)
2.593 (4) @1} 3.032 (25)| 2.847 (15)
2.757 (36) (200)| 3.128 (175)] 2.906 (78)

AVERAGE MATURITY 10 TO 19 YEARS

3.258 (14)| 3.167 (45 3.479 (10)| 3.366 (63) 3.683 (13 3.397 (5)
2,009 (4)| 3.086 (85)| 3.487 (13)} 3.220 (99)| 38.505 (35 3.333 (6)
3.004 (4) 3.061 (88)| 3.636 (8)| 3.167 (96) 3.406 (32 3.310 (9)
2,062 (12)| 2.969 '+ (78)| 3.403 (9) 3.104 (77)i 3.309 (21 .3.278 (9)
3.014 (14)| 2.974 (63 3.265 (21| 3.210 (78)| -3.627 (6)| 3.450 (8)
3.208 (12)| 3.096 (36)] 3.565 (6)] 3.236 '(43)| 3.516 (16 3.219 (2)
3.246 (5§ 3.152 (18)| 3.440 §4) 3.340 7)| 3.280 (2 3. 579 23)
3.232 (2)] 3.100 (17)| 33818 (3)| 3.162 (14| 3.641 (1L 3.662 (2)
3.040 (7| 2925 (16)] 3.338 (7)| 3.083 (17)} 3.356 (6) 3.150 (2)
2,837 (4)| 2.847 (16)| 3.003 (3) 3.000 (14)| 3.488 5 2.680 (1)
2,015 (4)| 2922 (29)| 3.142 (4| 3.040 (34)( 3.229 8)| 3.086 (6)

051 ()] 2.952  (50)| 3.412 (11)| 8.160 (57)| 3.363 (31)| 3.339 (18)
3.086 (91)| 3.030 (541)| 3.386 (99)| 3.188 (5990)| 3.453 (186); 3.326 (68)

Note.—Figures in parentheses denote number of issues.
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Average monthly net interest costs of A, B, and unrated bonds for small- and
medium-sized municipalities in 1963

AVERAGE MATURITY UNDER 10 YEARS

Month

A bonds

B bonds

Unrated bonds

Population,
under 10,000

Population,
10,000 to
250,000

Population,
under 10,000

Population,
10,000 to
250,000

Population,
under 10,000

Population,
0

250,000

2,573
2.778
2.667
2. 765
2.637

2.810
2.927
3.357

pw

Average.._..

gENpgzensy
8 - D © QO g

s
&

NoOTE.—Figures in parentheses denote number of issues.
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Average monthly net interest costs of A, B, and unrated bonds for small- and
medium-sized municipalities in 1964

AVERAGE MATURITY UNDER 10 YEARS

A bonds B bonds Unrated bonds
Month
Population, | Population, | Population, | Population, | Population, | Population,
under 10,000 0,000 to under 10,000 10,000 to under 10,000 10,000 to
250,000 250,000 250,000
2.942 (5)| 2.837 (20)| 3.460 (3)| 3.190 (8)| 3.268 6)| 3.458 9
2. 866 (2)] 2.923 (18)f-coemm-a- (0)| 3.029 (21)| 3.090 (13)] 2.894 (6)
3. 033 8)] 2.892 (13)|-cceecm-- (0)] 3.151 (13)| 3.443 (14)| 3.020 (8)
2.971 (9)| 2.938 (31)| 3.230 (8)| 3.108 (14)| 3.351 (26)| 2.871 (9
3.118 (7)| 3.013 (15| 3.340 (1)} 3.069 (20)| 3.309 (13)|--cece-m-
3.036 (4)| 2.865 (27)| 3.349 @3)| 3.090 (1) 3.271 (25)| 3.217 (11)
3 3 3.333 (13)] 3.095 (8)
3.217 (12)| 3.315 (9)
3.148 (10)| 3.314 (
3.195 (13)] 3.176 (12)
3.375 (15)| 3.259 9)

3.302 (21)| 3.136  (6)
3.287 (181)| 3.168 (93)

Average....| 3.234 (118)| 3.180 (589)| 3.509 (118)

NotE.—Figures in parentheses denote number of issues.
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Average monthly net interest costs of A, B, and unrated bonds for small- and
medium-sized municipalities in 1965 ’

AVERAGE MATURITY UNDER 10 YEARS

A bonds B bonds Unrated bonds.
Month
Population, | Population, | Population, | Population, | Population, | Population,
under 10,000 ,000 to under 10,000 10,000 to under 10,000 0,000 to
) 250,000 250,000
January..__.._... 2,965 (8)] 2.902 (19)|-cooeeo- (0)] 2.914 (10)} 3.674 (5)| 2756 (1)
February. 2.974 (4| 2,902 (8)| 3.243 (2)| 3.103 (25)| 3.331 (9)| 3.170 (2)
March__._ . 148 (2)| 2.907 (33)] 3.207 (2)| 3.106 (24)| 3.188 (13)| 3.193 (2)
April.__ 3.036 (3) 2.990 (22)| 3.221 (4)| 3.062 (25)] 3.405 (9)| 3.189 (3)
aY---- 3.077 (1) 3.018 (35)| 3.085 (4)| 3.075 (30) 3.484 58) 3.248 (8)
June.... 3.106 (4)] 3.006 (41) 3.343 (7)| 3.186 (37)| 3.179 8)| 3.392 (4)
July...... 3.191 (10)| 3.067 (37)( 3.525 (3)] 3.125 (44)| 3.261 (18)] 3.148 (1)
August. .. 3.055 (1)| 3.060 (3)f..o_____. (0)] 3.158 (14)] 3.386 (18)| 3.171 (15)
September. | 3.139 (2) 3.173 (30)] 3.4156 (3)| 3.256 (24)| 3.475 (15)| 3.262 (10)
October. 3.440 (1) 3.280 (30){ 3.537 (2)| 3.811 (3)| 3.482 (15)| 3.371 (31)
Novembe: 3.380 (8)| 3.244 (27) 3.518 (7)| 3.356 (36)] 3.629 (23) 3.218 (2)
December. .. 3. (4)] 3.376 (19)] 3.750 (2)| 3.455 (21)| 3.722 (10)] 3.476 (6)
Average....| 3.169 (48)| 3.093 (332)| 3.376 (36)| 3.184 (203) 3.434 (151)| 3.280 (84)
AVERAGE MATURITY 10 TO 19 YEARS
3.001 (65)| 3.495 (6)| 3.242 (60)| 3.414 (28)| 3.251 (13)
3.042 (65)| 3.686 3)| 3.135 (67)| 3.434 (18)| 3.355 (9)
3.185 (65)| 3.602 (12)| 3.324 (87)| 3.617 (32)| 3.476 (8)
3.162 - 538) 3.473 (7)| 3.276 (46)| 3.520 (11)| 3.474 (8)
3.185 47)| 3.452 (6)| 3.347 (63)| 3.567 229) 3.344 (21)
3.245 (63)| 3.580 (11)| 3.360 75)| 3.731 19)| 3.55¢ (13)
3.240 (54)| 3.682 (12) 3.393 57)| 3.709 (20)| 3.529 (10)
3.176  (69)| 3.575 (6)| 3.361 52)| 3.608 (21)| 3.274 (V]
3.363 (44)| 3.628 (8)| 3.633 (34)| 3.805 (34)| 3.554 (16)
3.405 (32)| 3.594 (6)| 3.539 (16)| 3.753  (31)| 3.698 (18)
3.446 (56)| 3.731  (7)| 3.599 (71)| 3.787 (27; 3.611 (11)
3.587 (25)| 3.868 (5)| 3.774 (38)| 3.857 (19)| 3.972  (7)
3.233 (613)| 3.503 (89)f 3.386 (666) 3.659 (289)| 3.501 (141)

Nore.—Figures in parentheses denote number of issues.
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CHAPTER 17

Factors Determining Municipal Bond Yields*

THE NEW ISSUE YIELDS OF MUNICIPAL BONDs are the result
largely of the interaction of four groups of measurable
market forces, as follows:

1. The prevailing yields at that time of similar taxable
bonds.

2. The effective income tax rates then applicable to
each of the various investor groups which regularly make
fixed interest investments. These rates determine the
value of tax exemption to each investor group.

3. The volume of new investible funds flowing to each
of these investor groups. This determines the potential
significance to the municipal market of the tax rates
applicable to each investor group.

4, The volume of new bond financing desired by all
states and municipalities at around prevailing yields.

To the above list of four specific measurable market
forces must be added two more groups of forces which are
far less specific and measurable. :

5. Expectations. For example, the market might expect
higher or lower tax rates generally or for specific types
of investors. Alternatively, specific individuals or institu-
tions might expect that their own brackets will rise or
fall due to a change in their earnings. Again a change
in the volume of tax-exempt financing might be expected
or a change in the flow of new investible funds.

6. Institutional restrictions. Laws, customs, and liquid-
ity needs limit the free interflow of investible funds
from one department of the investment market to another
solely for yield advantage. The best net after tax yield
is an important guide to the allocation of loanable funds,
but is far from the sole guide.

The market forces will first be discussed separately to see
how they affected recent yields, and then in combination
over a long period of years. First of all it will be useful
to illustrate the effect of each at one recent point of time.

* Prepared by Sidney Homer, partner, Salomon Brothers & Hutzler, with minor editing by
committee staff.
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Bond Yields in February 1966

This date was picked because prime long new corporate
bonds early in the month came to market to yield as much
as 5% for the first time since 1960, and this is a good
round number. Simultaneously, primé¢ long municipals
were selling to yield 3.60%. (In July 66, these yields are
5.50% and 3.85%, respectively.)

The following table shows the net after tax yield of
these prime corporate bonds on that date to.all principal
investor groups. All those groups above the double rule
probably preferred municipals on that date, and all those
within and below the double rule probably preferred the
corporate bonds. The two markets equated at the 28%
(July 30%) bracket where both would give the same net
yield if tax rates, or individual tax brackets, never changed
(a big if).

TABLE 1

Net After Tax Yield of Prime New Corporate Bonds and Municipal Bonds
to Various Investor Groups in February 19668

Gross Het Net
Yield of Tax Yieldof  Yield of
Corporates Bracket Corporates - Municipals

Top Bracket Private Investors . 5.00% ~ 70%  150%  3.60%

Corporate Bracket: .......... 5.00 48 2.60 3.60
Com’l, Banks ............ ‘
Fire & Casualty Ins. Co. ... ‘
Business Corporations ....

Medium Bracket Investors ... 5.00 40 3.00 3.60
Low Bracket Priv. investors .. 5.00 28 3.60 3.60

Low Bracket .............. 5.00 20 4.00. 3.60
Many Life Ins. Cos. ......
Many Savings Institutions ..
Many Small Private Investors

Non-Taxpayers ............. 5.00 0 5.00 3.60

Pension Funds ...........
Public Retirement Funds ..
Foundations .............
Endowment Funds ........
Political Agencies ........

Municipal Yield as a % of Corporate Yield 72% (July, 70%)
Municipal Yield Equated to Corporate Yield at the 28% bracket (July, 30%)
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Prime long bonas are, of course, only one segment of the
municipal bond market. Different sets of calculations
would apply to lower quality or shorter maturity bonds, but

the principle illustrated would be the same. Prime long.

bonds are used as an illustration of trends and relationships
throughout the first part of this study because they are
uniform in quality and maturity and their past yield history
is readily available. Lower quality bonds and shorter
maturity bonds are discussed at the end of this study.

Savings Flows According to Tax Bracket

The above table suggests that municipals were and are a
veritable bonanza for all investor groups in the corporate
bracket or higher. To understand why the net yield of
municipals was so high when tax exemption was seemingly
so valuable to many investors, it is necessary to look at the
volume and direction of the flow of new savings in recent
years through the capital markets in terms of the applicable
tax brackets. This is summarized in Table II below.

TABLE |1

Net New Funds Invested in Bonds and Mortgages by Investor
Groups Arranged by Tax Bracket

1960-64 Annual Average: Billions of Dollars

Above
No 20% Corporate 48%
Tax Bracket Bracket Bracket Total

Foundations and Endowment Funds ? ?
Public Retirement Funds ....... $2.3 $23
Pension Funds ................ 1.8 .18
Savings & Loan Associations .... 10.2 10.2
Mutual Savings Banks .......... 29 29
Life Insurance Companies ...... 5.4 5.4
Fire ' & Casualty Insurance Com- :
panies ...........iieieenn. . 9 98
Total Non-Bank Institutions . 4.1 185 9 0 235
Com'l. Banks (Long-Term Funds
Only) eovvnnieiiiiieneninens _ 74 74
All Institutions ........... 4.1 185 83 0 309
Private Investors & Misc. (Direct
Inv. in Bonds & Mortgages) ... ? ? ? ? 5.0
(1] 7| $35.9

(The tax brackets used are estimated averages. Within such groups as life insurance
companies, savings banks, etc., there is a great variety of effective tax brackets,
some h{ghe)r and some lower than the estimated averages; some in these groups
pay no tax.
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The table reveals the extraordinary consequences of our
complicated tax laws. We start with a high graduated
income tax and then enact a series of reductions or exemp-
tions in order to avoid or soften double taxation on the
individual saver who saves through pension funds, insur-
ance companies, or savings banks. These complex laws,
and the tendency of Americans to save through institutions,
have resulted in an extraordinary concentration of savings
in institutions which are subject to no tax or to a bracket
less than half of the corporate bracket.

The table shows that of $23.54- billion of annual non-
bank institutional savings flowing into bonds and mort-
gages, less than $1 billion was subject to as much as the
full corporate tax bracket. Out of the grand total of $35.9
billion of annual bond flow only $8.3 billion, or a fourth,
was identifiably taxable at above 20%. Furthermore, almost
all of this $8.3 of fully taxable flow of savings was accounted
for by commerical banks which in some years in the past
have shown very little appetite for municipal bonds and
whose investment funds are highly variable from year to
year. Statistics unfortunately do not break down private
investor savings by bracket, but it is probable that most
dollar savings accrue to those in low or medium brackets.

Who Buyé Municipals

Table I and Table II, taken together, show why only a
small part of our big annual flow of new bond investment
money in recent years has been attracted to municipal
bonds and why, therefore, municipal yields equate to
taxable yields at a bracket as low as 28%. At the Febru-
ary 1966 yield ratio (municipals yielding 72% of corpo-
rates) corporate bonds (or mortgages) were much more
attractive to pension funds, retirement funds, foundations,
life insurance companies, savings banks, and savings and
loan. associations. Municipal bonds at this yield relationship
were of interest only to three investor groups: commercial
banks, fire and casualty insurance companies, and higher
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bracket private investors. (Business corporations also would
buy some short municipals at times when their reserve
funds were growing.) The effect of these preferences on
the municipal market is brought out clearly in Table III
below.

TABLE 111

The Total Volume of Net New Issues of State & Municipal Bonds and
the Volume Bought By Each Principal Investor Group

) (Billions of Dollars)

1960 1961 1962 1963 1864 1965 Est.
Net New Issues of Municipals 40 50 53 63 56 638
Net Purchases of Municipals by:

Pension Funds .............. 0 0 0 0 0 0
Public Retirement Funds ...... 3 dl —4 —6 —6 —4
Mutual Savings Banks ........ 0 0 -2 -1 0 -1
Savings & Loan Associations .. 0 0 0 0 0 0
Life Insurance Companies .... .4 3 d -2 -1 -3
Fire & Casualty Ins. Companies 1.0 9 J 8 4 4
Commercial Banks ........... 6 28 45 51 36 50
Business Corporations (Est.) ... .2 3 1 4 4 2
Individuals & Misc. .......... 15 6 5 9 19 20
Total ...covvvvnvnnnnn.s 40 50 53 63 56 68

Table III above starts with the total net volume of new
money raised by states and municipalities each year since
1960. In 1964, for example, gross new issues were $10.5
billion, retirements were $5.5 billion, other debt was $.6
billion, and the net of these figures was an increase in
outstandings of $5.6 billion. The table also shows by how
much each investor group increased or decreased its port-
folio of municipals during each of these years.

Several groups which used to buy municipals have
become net liquidators in recent years, and the reason,
~apparent from Table I, is that municipals now yield less
than corporates to these investors; these are Retirement
funds, Savings banks, and Life insurance companies. The
table also shows that during recent years Commerical Banks
have come to dominate the municipal market. Prior to 1961,
when Regulation Q was changed, commercial banks rarely
bought a dominant volume of municipals. In the 1950,
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the chief buyers of municipals were fire and casualty insur-
ance companies, private investors, state and local retirement
funds (many of these were then restricted to municipals
and Treasuries ), life insurance companies, and only in easy
money periods, commercial banks. Today the sources of
funds are radically different; commercial banks and private
investors together account for more than the entire net
volume of new issues.

The Volume of Municipal Financing
Compared with Other Credit Demands

Since most of the institutional investor groups in the
United States have little or no interest in tax-exempts, it is
fortunate for the municipal yield structure that the net
volume of new municipal financing during recent years has
not been very large. Each year the gross of new municipal
issues sets a record and it is spoken of in the press as
enormous, but in fact, considering the size of our capital
markets, our economy, and of our municipal expenditures,
net municipal capital requirements, as shown in the table
below, can be called modest.

TABLE IV
Principal Net Demands for Credit in the_ United States

(Billions of Dollars)
1960 1961 1962 1963 1964 1965

Real Estate Mortgages .... $14.8 $189 $24.9 $30.2 $30.2 $29.4

Corporate Bonds ......... 5.0 5.1 49 5.6 6.6 8.1
Term Loans (SB&H Estimate) 0.9 1.0 14 2.0 2.8 5.3
State and Local Bonds .... 4.0 5.0 53 6.3 5.6 6.8

Foreign & Int'l. Bank Bonds 0.6 0.5 0.9 1.0 0.7 0.9
Total Long-Term Demands $25.3 $30.5 $37.4 $45.1 $459 $50.5

Other Bank Loans ........ 5.1 4.6 8.6 91 108 150
Treasury & Agency Debt
(Publicly Held) ......... =27 5.8 6.1 25 32 0.5

Grand Total of Demands $27.7 $40.9 $52.1 $56.7 $59.9 $66.0
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The Cost of Borrowing

One reason why the volume of municipal debt expansion
has lagged economic growth is probably that municipal
borrowing is not cheap and painless. The fact that the
gross interest rate usually paid on tax exempts is well below
other interest rates is often misinterpreted as an inducement
to borrow large sums. However, when municipalities or
states borrow they often have to find additional revenues
to meet debt service — immediately, not 30 years hence.
And they cannot deduct their interest payments as corpo-
rations can so that Uncle Sam pays half. They pay it all.

Table V below shows the net cost of borrowing after
tax deductions to issuers of a variety of credit instruments.
Looked at in this peculiar way it seems that Uncle Sam
is the highest cost borrower on the list, and states and
municipalities are the second highest cost borrowers.

TABLE V
The Net Cost of Borrowing After Tax Credits; February 1966
Net Cost
) Gross Tax Rate  After Tax

U. S. Treasury Notes .............. 500% O 5.00%
Prime Long Municipal Bonds ..... . 3.60 0 3.60
Medium Quality Municipal Bonds .... 4.00 0 4.00
Prime Long Corporate Bonds ....... 500 48% 2.60
Medium Quality Corporate Bonds .... 550 . 48 2.86
Savings Banks .................. 450 20 3.60
Commercial Bank c/d's ............ 500 48 2.60
Conventional Mortgages to Individuals} 5.75 32 3.90
70 1.72

Neither Table I (net after-tax yield to investors) nor
Table V (net cost of borrowing to borrowers) tells a full
story. I would not want to press these comparisons too far.
For example, it can be argued that Uncle Sam recaptures
some part of his interest expenditures in tax receipts while
other borrowers do not. It can be argued that corporations
not only deduct interest, but also wage payments and all
other expenses and, therefore, to the extent that they op-
erate as though labor is costing, say, $3 an hour, money is
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costing the full 5%, and just this would be true if opera-
tions were unprofitable. Nevertheless;, Table V suggests
that municipal interest payments are not relatively cheap.
Furthermore prmmpal must be repaid as well as interest.

Almost every real estate taxpayer knows that municipal
borrowing is not painless. Uncle Sam can borrow and re-
fund at maturity and, thus, carry a constantly rising debt
provided it does not rise too fast. (The postwar rise of
publicly held Treasury debt has in fact been very mod-
etate.) States and municipalities on the contrary usually
sell serial issues and start repaying principal next year.
These principal repayments may come to 3% or 5% of the
new debt and total debt service thus may thus run 6% to
9% a year on the sum borrowed. In contrast, utility com-
panies borrow at lower net cost for 20-30 years and enjoy
the use of the money for this full period of time, taking
care only to provide thru depreciation for ultimate repay-
ment.

" Thus, a new school, or a new sewer costs taxpayers
dearly, and they know it. No doubt, this explains why
municipal debt has not grown much faster than it has and
why it probably. will not soar.

A basic rule of economics is that “human wants are
infinite.” -Nobody thinks of estimating next year’s Gross
National Product by adding up everything that everybody
will want. Similarly it can be said that “Capital require-
ments are infinite,” or that “State and municipal require-
ments are infinite.” The determining factor of the volume
of new facilities that will be created is not need; the limit-
ing factor always is somebody’s ability and willingness
to finance new facilities and somebody else’s ability and
willingness to service the debt. Facilities are very ex-
pensive. Taxes are already high. Construction on credit
costs vastly more than pay-as-you-go construction. There-
fore, in explaining the moderate volume of state and mu-
nicipal financing in recent years and in estimating its future
volume, a catalogue of needs or wants (while useful) is
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not as important as an estimate of the future taxability of
* the community and the cost and availability of credit.

We will now turn to the history of tax-exempt yields
over a long period of years, the ratio of tax-exempt yields
to taxable yields, and the reasons for changes in this ratio.
Next we will consider the future of this ratio and say a
word about the future of the entire yield structure. Finally

we will discuss the yields of lower quality and shorter ma- »

turity municipals.

The History of Municipal Bond Yields.

Appendix A shows the history of high grade long-term
municipal bond yields from 1900 to 1966 as estimated by
several acceptable sources. These are annual averages or
annual highs and lows.

Chart I on page 12 summarizes prime long municipal
yields in terms of annual averages from 1900 to date.
Yields are inverted so that the line provides a price index
of constant 30 year bonds. Chart I also summarizes the
yields of prime long corporate bonds m the same way so
that the eye can quickly compare these two markets. Since
these are all annual averages, the chart obscures or mini-
mizes important inter-year and cyclical fluctuations, but it
shows the major trends clearly enough.

The chart shows that all yields tended to rise from 1900
to 1921. They then fell most of the time until 1946. They
then rose most of the time until 1960, stabilized for five
years, and then recently started to rise again.

The chart shows that municipal yields almost always
fluctuated in the same direction as corporate bond yields,
but between 1930 and 1955 the municipal yield fluctuations
were much larger than the corporate yield fluctuations.
This was, no doubt, due to the growing effect of the tax
structure. In the 1940’s the bull market in municipals far
exceeded the bull market in corporates. Again after 1946
the bear market in municipals far exceeded the bear market
in corporates. Since 1955 however, the two markets have
fluctuated similarly. :
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. 'Fhe chart shows that early in the century prime munici-
pals and prime corporates usually yielded about the same.
This was before the income tax. As tax rates grew the
mumclpal index pulled away from the corporate index and
when tax rates became. very high a huge yield gap de-

veloped.

" However, we cannot explain the changing differential
between these two markets entirely in terms of tax rates.
For example, from 1946 to 1952 the -differential narrowed
strikingly, but during those years tax rates did not come
down. The explanation of these large shifts in municipal
yields relative to taxable yields requires an examination of
the money flows into the bond market according to tax -
bracket in a manner similar to that discussed under Table II.

The History of the Ratio Between Municipal
Bond Yields and Taxable Bond Yields

Chart II on page 13 shows the ratio of the prime long
municipal bond yields to the yields of prime long seasoned
corporate bonds annually since 1900.°* The data are from
Appendix B. The chart also shows the history of two im-
portant income tax rates. These are inverted so that the
line traces the per cent of the corporate bond yields re-
tained by two taxpayer groups: full corporate taxpayers
and top bracket private investors.

The heavy ratio line shows that early in the century, when .
there was little or no income tax, the municipal yields were
about the same as the corporate yields and for a spell
around 1913 rose to be slightly higher than the corporate
yields. During World War I, when corporate income tax
rates rose to 12% and individual top bracket rates to 75%,
a spread developed in favor of corporate yields and by 1930
the mumclpal-corporate yield ratio had declined to 90%.

(® Note that Chart 11 and Appendzx B are based on a comparison
of seasoned corporate bond yields with new maunicipal bond yields
and thus the yields and ratios are slightly different from those in
Table I, which compares new issues with new issues.)
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The ratio has never been higher since that time. Com-
parison of this municipal yield ratio with the tax ratios
shows that in the 1920’s municipals usually gave corporate
taxpayers a small advantage over corporate bonds, but
gave top bracket private investors an enormous advantage
over corporate bonds. Tax free institutions, nevertheless,
continued their established practice of buying municipals.

When tax rates rose in the 1930’s, the chart shows that

the municipal-corporate ratio tended downward as might -
be expected. In fact the ratio followed the inverse of the

corporate tax rate closely, so that it was usually a matter
of indifference to corporate taxpayers whether they bought

taxable or tax-exempt bonds. By 1941 both ratlos had

“fallen to about 60%.

‘During World War II a remarkable distortion developed. |

Although corporate tax rates rose no higher (except for
the excess profits tax), the municipal-corporate yield ratio
fell to 41%. This was when municipals had their own

special bull market and'rose far faster in price than all

other types of high grade bonds. Long prime municipal
yields then actually fell below 1% and short municipal
yields fell to around .25% or lower. Municipals became
highly unattractive to many corporate taxpayers and many
- of them sold out, as did insurance companies and savings

- This extraordinary fluctuation occurred, no doubt, be-
cause during the war years new municipal financing virtu- -
ally ceased, maturing bonds were paid off, and total debt

‘actually declined. Nevertheless, some trustees and a few

top bracket private investors thought it worthwhile to
buy long municipals at 1% instead of long corporates or

. -Governments at around 21%£% which equated to less than
25% after tax. Also the acute scarcity of new tax-exempt
bonds contrasted with a flood of new taxable Treasury
~bonds. Thus, analysis only of tax rate changes does not
- explain this extraordinary market episode. Its cause must
. be sought in a flow of funds analysis similar to that 1llus-
+ trated in Tables I, II, and IIIL.
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From 1946 through 1954, as Chart II shows, the municipal-
corporate ratio again swung violently, this time up from
41% to 79%. Furthermore, during these years corporate
tax rates actually increased. Here we see positive proof
that tax trends are not enough to explain the municipal--
corporate yield ratio. The following flow of funds analysis,
however, makes the events understandable.

In these postwar years the volume of net new municipal .
financing grew from below zero to over $5 billion a year.
As early as 1947 the flood of new municipal issues swamped
the new funds of high-bracket private investors. Bond
dealers had to seek lower bracket investors and especially
institutions. By 1948 the municipal ratio was up from 40%
to above 62%, and this equated to the prevailing 38% cor-
porate tax rate, the point of indifference for fire and casualty
insurance companies and banks. But this was not enough to
attract a large enough volume of such institutional funds
into the municipal market and municipal prices continued
to plunge much faster than corporate bond prices. By 1954
the ratio had reached 79% and this large differential from
the 48% corporate tax residual was enough. Municipals
were then (as now) a bonanza for all corporate taxpayers
and for many medium bracket private investors. Medium -
grade municipals were attractive even to low tax bracket .
life insurance companies.

At the 79% ratio the large volume of new municipals
met with excellent demand, and the ratio soon declined
to around 75%. It remained close to 75% ever since .
(July 66 —75% ) which means that municipals since 1955
have fluctuated closely in line with corporates. (Very
recently corporate new issue yields have risen faster than
new municipal yields.) At these ratios the chart shows
that municipals are still a bonanza to corporate taxpayers.
As a result commercial banks in recent years, as we saw
in Table IV, stepped in and bought most of the available
new volume; recently however with money very tight
their volume of purchases has declined.
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The Future of the Ratio of Municipal
Yields to Taxable Yields

The future of municipal yields will be discussed in four
parts: 1) The outlook for the ratio of prime long municipal
yields to similar taxable bond yields; 2) The outlook for
prime long taxable bond yields; 3) The outlook for the
municipal risk factor; and 4) The outlook for the muni-
cipal yield curve according to maturity.

Since 80-90% of all new credit instruments are taxable
(see Table IV), it is the taxable yields which dominate
the trends of the bond market as a whole. Municipal
yields adjust to taxable yields. The size of the adjustment

depends partly on the volume of new municipal financing,

partly on tax rates, but most importantly on the volume
and direction of savings flows — whether they flow to
higher bracket investors or to lower bracket investors, and
by how much.

It seems reasonable to believe that in the decade ahead
the volume of new municipal financing will continue to
grow, but it will not grow as fast as the economy as a
whole or as the total of capital market expansion. This
lag is assumed partly because it has been noticeable for
several years and partly because municipal financing will
continue to be high cost financing and, therefore, politi-
cally unpopular. There will continue to be efforts to find
easier ways to finance desirable projects.

Furthermore, the tables seem to show clearly that if by
chance there is a rapid increase in the volume of muni-
cipal credit demands (for example, from an increase in
industrial issues), the funds of the investor groups who
are now buying would soon be inadequate. If so, muni-
cipals would have to be repriced —maybe up to 90% of
corporate yields. This means 4.50% for prime municipals
if corporates are 5%, and probably 540% for second
grades if second grade corporates are 6%. These higher
yields would be necessary to attract large funds from
lower bracket life insurance companies and savings insti-

70-132 O - 67 ~ vol. 2 - 19
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tutions. But these higher yields would themselves dis-
courage many municipal projects and, thus, reduce the
volume of demand. Therefore, volume is not apt to increase
dynamically.

I shall make no effort to forecast changes in tax rates.
Let us suppose they decline. At present the two markets
equate at the 30% bracket, while the corporate bracket
is a long way off at 48%. Therefore, reductions in the tax
rate would still leave municipals far more attractive to
corporate taxpayers than taxables. For this reason, moder-
ately lower tax rates probably would not by themselves
divert much funds, or raise the ratio much.

Suppose tax rates increase. This- would, of course, en-
hance the attractiveness of municipals to corporate tax-
payers, but the margin of attraction (tax rate vs. yield
ratio) is today so great that these institutions are already
putting all the bond funds they very well can into muni-
cipals. Therefore, tax increases by themselves probably
would not lower the ratio importantly.

More important than tax rate changes probably will be
changes in the volume and direction of the flow of new
savings and the related question of internal revenue regu-
lations. Monetary policy action or changes in the rules
which would divert commercial banks away from muni-
cipal bonds would have an unfavorable effect on the muni-
cipal market which has recently been dependent on banks
for three fourths or so of its new funds. If bank purchases
were reduced from $5 billion a year to $1 billion, for
example, other buyers for the $4 billion of bonds would
be hard to find. This could mean seeking to sell more
municipals to the 20% ‘bracket investors. This would
raise the ratio to 85% and probably to 90%.

I seriously doubt that our regulatory authorities would
find it advantageous to place municipal financing under
such a permanent handicap. However, monetary authori-
ties, in times of inflationary expansion of total bank credit,
will find it necessary for temporary periods to force banks
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to curtail all investments. Something like this is now act-
ually happening. Nevertheless, at present ratios municipals
are so attractive to banks that they are apt to return to
the municipal market as soon as monetary policy permits,
and stringent monetary policies are not apt to last for long
periods of time. Therefore, I expect banks will in the aver-
age year be large municipal investors over the decade

ahead.

Who else is apt to increase their purchases of tax-ex-
empts? At present yield ratios, not life insurance com-
panies or the other 20% bracket savings institutions and
certainly not the tax free pension and retirement funds.

There is one important investor group that could become
large purchasers of municipal bonds — namely, medium
bracket private investors. High bracket private investors do
not ordinarily command a large enough annual new money
flow to play a major role in the $6-$7 billion municipal
market, but the army of medium bracket individuals do
command vast and growing sums. Much of it is today
flowing into institutions. Savings accounts are very con-
venient to such people while security purchase programs
are mysterious and cumbersome and seem risky. New tech-
niques, such as tax-exempt common trust funds or tax-
exempt mutual funds (if managed funds were legalized),
could ultimately divert a vital $2 billion or more a year
into municipals. Finally experience shows that with any
large step up in yield private investors as a group buy
municipals in volume. Just this is happening on a large
scale today.

I must conclude that the municipal-corporate yield ratio
is apt to remain in a bonanza area where it exerts a strong
attraction ‘on corporate taxpayers. I can see no solid reason
to forecast an important lasting decline in the ratio over
the next decade. On the contrary I believe it should rise
again to 80%. This means that pricewise municipals will
decline more or advance less than taxable bonds. Neverthe-
less like all prime bonds, prime municipals today are in a
very attractive range.
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The Future of Taxable Bond Yields

The yields of high grade long-term bonds in a free econ-
omy are the end product of thousands of separate decisions
by an army of borrowers and an army of investors. These
decisions are influenced by every important political and
economic event the world over. For example, an elderly
politician in Asia with a beard called Ho Chi Minh probably
had more to do with the recent sharp rise in bond yields
than any other single individual in the world; far more,
for example, than Chairman Martin.

Short-term interest rates are often closely controlled by
monetary or fiscal policy, but long-term yields are only
influenced by policy, not controlled. Long-term yields can
only be controlled by policy in wartime when controls are
also extended over wages, prices, the allocation of scarce
materials, and investment.

Looking back over the history of prime bond yields we
find two interesting correlations which should be helpful
in judging the future:

L. Since 1790 all of the great sustained periods of rising
yields have roughly coincided with major wars — just
before, during, or just after. One centered around the
War of 1812, one centered around the Civil War, one
centered around World War I, while the most recent bear
bond market (still underway) was postponed by controls
during World War II, but followed soon after and was
accentuated by Korea and Viet Nam. In periods of real
peace, yields have usually declined. They declined in
the 1880’s and 1890s, and in the 1920’s in spite of great
growth and prosperity during those decades.

2. Also since 1790 all of the great periods of commodity

price inflation have coincided with the same major wars.

There have been no peacetime inflations in the sense of

a sustained rise in commodity prices. Therefore, the

great bear bond markets have coincided roughly with the

great commodity price inflations.

It has been argued from this coincidence that the destruc-
tion of major wars creates inflation and that inflation raises
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interest rates. There are many reasons to believe that such
a sequence of cause and effect is valid.

If so, a forecaster of the level of interest rates in say
1975 must have a clear pre-vision of the state of world
politics — war or peace, or neither. Little else really counts.
Therefore, right here I must make some assumptions and
in doing so really beg the whole question. I will assume
1) no major war; 2) a gradual discouragement and diminu-
tion of the type of fringe warfare which we now see in
Viet Nam; 3) reasonable success for American international
policies of peace, cooperation, and trade; 4) a successful
defense of the dollar; 5) a reasonable degree of political
unity within the United States.

I have thus removed, by the simple process of assump-
tion, the chief forces which are just now pushing up com-
modity prices and hence interest rates. But of course,
although we have never had a sustained peacetime inflation
and hence a sustained peacetime bear bond market, we
could have both in the years ahead. Many believe, for
example, that the Great Society program promises peace-
time inflation. I do not believe that the present obvious
overheating of our economy can be said to prove this point.
This is the sixth year of the greatest of all business booms
and we are in a war at the same time. Thus, it may turn
out that we are now experiencing only a cyclical rise in
commodity prices and a cyclical fall in bond prices, both
without too much long range significance.

A key question affecting broad interest rate trends in the
decade ahead will be the degree of cyclicality in the econ-
omy. Before World War II we had great cycles. Every
few decades we had a runaway boom followed by a deep
depression. We also had small cycles in between, but no-
body remembers them. Since World War II we have had
a succession of small cycles and no real superboom or de-
pression. Now, however, with the “new economics” we are
told that even minor recessions are to be prevented.
Naturally with such a rosy outlook businessmen are hasten-
ing to complete their expansion plans in as short a time as
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possible. They are borrowing all they can and trying to
buy each other out. This is the very stuff of booms and if
long continued could lead to major depression. Fortun-
ately, however, our Government is already putting on the
brakes.

Now, therefore, I will make one more optimistic as-
sumption: the brakes will be applied in time, this boom
will not go to great excess, and it will, therefore, be fol-

‘lowed (whenever there is peace) not by a major depression

but rather by a recession. If so, the decade ahead will be
marked by several more small cycles and no great boom
and bust. This is optimistic because it may already be too
late to check this boom without serious trouble.

With the benefit of these cheerful assumptions, I think
we can draw some conclusion on interest rate trends. The
present bear bond market is already 20 years old. It has
carried yields up to a very high level: they have averaged
higher than at present in only two years since 1880. For
the time being nevertheless they are trending higher and
money is getting even tighter. My assumptions suggest
that the great forces behind this bear bond market (the
aftereffects of World War II, the effects of the Viet Nam
War, and the effects of this superboom) will weaken or
vanish in the years ahead. If so, a trend towards more
moderate yields could set in. Present pressures and ten-
sions seem too acute to last indefinitely.

It is argued, however, that mere peacetime prosperity
and economic growth, will promote high yields. I do not
think so. Peacetime growth is in a sense self-financing.
This is a heavy saving economy with vast and growing
productivity, an abundance of labor, and a high degree of
political stability. We can see today that our productivity
is not enough to sustain a boom on top of a war, but ac-
cording to my assumptions this coincidence of forces is
not to be typical of the economy over the next decade. If
my assumptions are wrong, if this is to be a mobilized
decade, then interest rates may be held down by capital
market rationing. If it is to be a decade of increasing peace,
interest rates should return to more moderate levels.
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The Yields of Lower Quality Municipals

The above analysis has been based entirely on the yields
and yield prospects for long-term prime municipals. Most
bonds, however, are rated less than prime and many are
of distinctly secondary quality. Lower grade municipals
naturally yield more than prime municipals of the same
maturity. However, this quality differential is highly
variable, :

Table I in Appendix C reports the estimated yields for
new issues of two quality groups of municipal bonds in

all of the principal maturities. These quality groups are ’

primes and so-called “good grades.” These latter are, gen-
erally speaking, the best medium grade bonds. Table II
in Appendix C lists the differentials between these two
‘quality groups. It will be seen that, for the longest matur-
ity, the primes have at times yielded 50 basis points less
than the good grades, whereas recently this quality differ-
ential has come down to only 15 basis points. For the short
maturities, the differential has been as wide as 30 basis
points and as narrow as 5 basis points. Chart III on Page
29 shows the 30 year maturity quality differential over a
period of years. It is apparent that the quality differential
has declined almost steadily since 1957 and by 1965 it had
almost vanished.

The decline in the quality differential is, no doubt,
attributable largely to two factors: 1) Long years of pros-
perity have caused investors to forget the financial
problems which many communities suffered in earlier
times. After all for several decades the debt payment
record of mediocre credits has been exactly as good as
the debt payment record of prime credits. 2) During the
past four or five years there has been intensive competi-
tion between institutional investors, mostly commercial
banks, for maximum yield in order to offset the high cost
of deposit money. This has led portfolio managers to ac-
cept progressively lower yield differentials in order to
improve their current income performance.
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CHART 11l
Municipal Yield Spreads — Good Grade vs Prime
' {in basis points)
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The yield comparisons made by Chart III, however, do
not extend to truly second grade municipal bonds, but
are confined to two quality groups within the broad field
of quality investments. However, there are many muni-
cipals of quality well below the “good grade,” and these
yield still more. Nevertheless, even in the case of outright
second grades the differentials haye narrowed strikingly
in recent years. In the depression years of the 1930’s for
example, there were times when the bonds of shaky cities
sold to yield 6% or more, while simultaneously the bonds
of prime credits were selling to yield below 3%. At one
time New York City (medium grade) long 4’s were selling
at 60, while simultaneously New York State (prime) long
4’s were selling at twice the price, i.e., 120.

For the future, it seems probable that the differentials
between prime and lower quality municipals will again
widen. Furthermore, if municipal debt increases too rapidly
in the years ahead, it is certain that at least a few
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municipalities will become dangerously overextended. In
such an event, it would only take one large default to
bring about a drastic revision of investor sentiment adverse
to all types of lower quality municipals. This would quickly
result in drastic repricing of lower and medium quality
municipals to wider or perhaps very wide spreads from
prime municipals. In this way the new issues of industrial
bonds or risky revenue bonds could damage the market
for a very wide range of general obligations.

Medium quality and low quality municipals will in the
years ahead be importantly influenced by the fluctuations
discussed above for prime municipals, but they will also
be influenced by changes in the market’s appraisal of the
risk factor. Since at present the risk differential is at a
minimum, it is apt to widen. This means that the market
for medium grade and second grade municipals should do
distinctly worse than the market for primes.

Shorter Maturity Municipals

The yields of municipal bonds differ not only because of
differences in quality but also because of differences in
maturity. This is again illustrated by Table I in Appendix
C, while the yield spreads according to maturity are tabu-
lated in Table III of Appendix C and are charted in Chart
IV on page 24.

It will be seen that prime 30 year maturity municipals
have usually sold to yield 100-185 basis points more than
one year municipals of the same quality and that this
differential was usually spread over the entire yield curve
so that two year bonds yielded more than one year bonds,
and five year bonds more than two year bonds, etc. It will
also be seen in Table III that this differential by maturity
has come down sharply during the past two years and has
now all but vanished. The table also shows that the
differential by maturity for good grade bonds has usually
been even larger than the differential for prime bonds and
it has also come down sharply during recent years.
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. Thus, the basic pattern of the entire municipal market -
has usually been: the longer the maturity, the higher the
yield. However, the slope of this “yield curve” is highly
variable. The curve tends to become flatter when money
is tight and all yields are rising as, for example, in 1957,
1959, and currently, while it tends to become steeper in
periods of easy money. This shift in the slope of the yield
curve is due to the fact that short yields are much more
sensitive to changes in the money market than are long
yields and, therefore, fluctuate over a wider area. When
all yields are rising, short yields usually rise more than
long yields; when all yields are falling, short yields fall
more.

Chart IV shows the history of the yield curve for prime
municipals in terms only of the differential between the
shortest and the longest maturities. It also shows the
history of the U. S. Government yield curve, net after

" income tax. The chart shows that in the case of Govern-
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ments the differential actually became negative in 1957,
1959, and currently when money was very tight; a negative
curve meant that the shorts actually yielded more than
the longs. The municipal curve, on the other hand, until
very recently, was always positive. The chart also shows
that the ups and downs of these two yield curves, ie.,
municipals and Governments, have been closely syn-
chronized most of the time, but that the municipal differ-
ential between longest and shortest has always been sub-
stantially larger than the Government differential net after
tax. Evidently at all times and even in periods of intensive
money market pressures, there has been a greater investor
preference for shorter maturities in the municipal market
than has been the case in the Government market.

These tables suggest that the analysis of long prime
municipal yield trends contained in the first part of this
study should in general terms also be applicable to shorter
maturity municipals with this qualification: shorter maturity

yields should fluctuate with long maturity yields, but should |
cover a wider range. This means that if yields rise further

shorts will yield more than longs and if and when the pres-
ent intense pressures on the money market relax and long
prime municipal yields decline, shorter prime municipal
yields will decline even more to levels far below long yields.

This history of the yield curve provides the investor with
important guidance for his maturity selection: the best time
to buy the long maturities is when the yield curve is flattest,
i.e., when longs yield very little more than shorts (or even
yield less than shorts). This pattern is typical of high yield
low priced markets. The worst time to buy long maturities
is when they yield far more than shorts; this pattern is typi-
cal of low yield high priced markets.
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APPENDIX A— High Grade Municipal Bond Yields, 1900-1965

New England Standard & Poors Bond Buyer, High Grade
Annual Annual Annual
Year Average Average Low High Average
1899
1900 3.15 -3.12 308 313 3.25
1901 312 3.13 308 319" 310
1902 3.21 3.20 315 325 318
1903 3.37 338 326 349 330
1904 3.45 3.45 339 352 340
1905 3.43 3.40 337 344 348
1906 3.60 3.57 344 370 343
1907 3.90 3.86 3.68 4.17 3.67
1908 4.02 3.92 479 417 3.87
1909 3.85 3.79 372 38 376
10yr.
av. 3.51 348 344
1910 400 3.97 387 404 391
1911 4.00 3.98 39 401 3.98
1912 4.07 4.03 399 409 401
1913 440 4.22 408 436 445
1914 437 412 408 417 416
1915 4.16 402 423 424
1916 3.93 38 399 405
1917 4.21 38 451 4.23
1918 4.50 436 459 A57
1919 4.46 443 453 450
10-yr.
av. 15 4.21
Prime New Issues Moody's Aaa Bond Buyer, High Grade
Annual Annual Annual
Year Average Low High  Average Low High  Average Low High
1920 480 4.8 497 453 5.25
1921 470  5.00 502 448 5.16
1922 380 430 419 405 437
1923 380 415 423 410 438
1924 370 415 4.19 4,07 4.35
1925 375 4.05 409 398 423
1926 380 410 408 405 413
1927 370  4.00 397 391 4.10
1928 365 395 398 383 415
1929 395 410 429 413 447
10yr. av. 397 4.2 430
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Prime New Issues Moody’s Aaa Bond Buyer, High Grade
Annual Annual Annual
Year Average Low High Average Low High Average Low High
1930 365 410 408 392 425
1931 320 3.8 38 360 423
1932 315 395 433 402 466
1933 305 3.8 430 381 490
1934 290 3.85 373 338 450
1935 235 3.00 299 279 330
1936 2.25 2.65 2.63 235 284
1937 235 300 250 218 281 2.67 235 290
1938 230 260 224 214 245 258 242 275
1939 175 210 207 190 232 242 226 294
10-yr. av. 270 330 3.36 B
1940 160 2.00 1.83 156 206 220 182 266
1941 1.60 135 1.80 1.52 1.39 171 1.80 1.57 213
1942 1.82 1.70 2.00 1.63 1.54 1.84 1.88 1.72 2.19
1943 1.47 1.25 1.75 1.38 1.25 1.56 158 135 1.80
1944 1.15 1.10 1.20 1.16 1.14 1.21 1.34 1.30 1.44
1945 1.05 0.95 1.20 1.08 0.95 1.22 1.21 1.06 143
1946 1.12 0.0 1.50 1.10 0.91 1.38 1.23 1.04 1.66
1947 1.46 1.35 1.80 1.45 1.35 1.69 1.63 1.56 1.85
1948 191 170 215 1.87 1.75 1.96 216 200 225
1949 1.65 1.60 1.70 1.66 1.61 1.71 1.92 1.84 1.99
10yr.av. 150 1.47 1.70
1950 1.52 1.40 1.65 1.57 1.42 1.66 1.74 158 1.86
1951 1.79 140 200 1.60 1.30 1.78 1.75 143 202
1952 2.02 1.85 2.25 1.79 1.67 1.99 1.98 1.84 2.20
1953 245 2.25 2.75 231 2,04 2.64 2.50 2.21 2.85
1954 2.32 2.15 2.45 2.03 193 218 224 2.10 2.37
1955 2.34 2.25 240 2.17 2.06 2.29 2.33 2.24 2.50
1956 254 230 285 250 219  3.04 262 234 310
1957 3.05 2.70 3.25 3.10 2.79 343 3.15 2.89 343
1958 2.87 265 330 292 269 328 3.05 280 3.51.
1959 331 310 365 335 306 . 360 343 315 370
10-yr.av. 242 2.33 248
1960 340 3.10., 365 3.26 299 353 337 -312 365
1961 338 325 340 327 312 337 335 316 34
1962 3.21 310 335 3.03 288 326 310 292 328
1963 3.19 3.10 3.30- 3.06 293 3.18 3.10 2.95 3.24
1964 326 320 335 3.09 299 316 315 306 325
1965 328 315 350. 3.15 294 340 320 299 347
July '66 3.85 3.717 3.85
Sources

New England municipals from Macaulay’s “Bond Yields, Interest Rates and Stock Prices,” National

Bureau of Economic Research, 1938, page A 142ff.

Standard & Poor’s, Moody’s Aaa, and Bond Buyer averages are
issue yields are derived from a privately prepared series reflectin
of all substantial prime new iss

thirty-year maturity yields of the same.

from those publications.” The new
g the twenty-year maturity yields
ues that sold reasonably well through 1950 and, thereafter, the
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APPENDIX B—A Comparison Between Long-Term Prime Municipal Yields and
Long-Term Prime Corporate Bond Yields

Long-Term Municipal Long-Term Municipal

Bonds* vs. Prime 30-Year Bonds* vs. Prime 30-Year
Corporate Bonds, Corporate Bonds,
Annual Averages : Annual Averages
Year Year
Municipal Municipal -
Yield Yields : Yield Yields
Spreads, as % of Spreads, as % of
Basis Points cnYri%‘l,Ete Basis Points Co;?:ll;’aste
1900 - 6 98 1934 — 46 87
O I . A
1903 — 25 93 1937 — 44 86
s~ 3 % %% & %
1906 - 22 94
1907 — 25 93 10-yr. av — 65 82
1908 - 3 99
s -2 % o % &
104r. av - 13 96 1942 — 8 68
1910 + 4 101 1503 1% »
1911 + 5 101 1945 —149 41
1912 + .8 102 1946 —133 46
1913 + 31 108 -
1912 + 5 102 1947 111 57
ws 46 7 S B
1917 — 18 96 . —
1918 — 2 95 10-yr. av. 111 58
1919 — 34 93 1950 —110 58
b -3 w B ¢
- 1953 — 82 75
12 ¥ & 1954 Z & 79
1922 — 44 91 1955 — 76 76
1923 — 53 88 1956 — 81 76
1924 — 59 87 1957 — 88 78
1925 — 60 87 1958 — 94 78
1926 - 41 91 1959 —105 76
1927 — 33 92
1928 — 39 01 IO-yr. av, — 91 73
1929 — 45 90 1960 — 99 77
10yr. av — 15 90 %gg% - 1?‘1‘ ;g
1930 — 44 90 1963 —104 75
1931 — 62 85 1964 —110 75
1932 —106 78 1965 —115 74
1933 - 74 82 July '66 —128 ' 75
*Sources

Corporate yields are 30-yr. Durand Basic Yields (National Bureau of Economic Research). Municipals
(are BAond %qye;,) High-Grade to 1920; New York State to 1940; thereafter, long-term prime new issues
see Appendix A).



STATE AND LOCAL PUBLIC FACILITY FINANCING 297

APPENDIX C
TABLE |
Annual Averages of Municipal Yield Scales
PRIME GOOD GRADE
Maturity in Years Maturity in Years
f{ 2 s 10 22 3 1 2 5 10 2 3
1950 J5 .80 1.00 120 155 1.70 80 95 120 150 1.90 210

1951 1.00 105 1.20 140 1.60 1.80 110 110 140 160 1.95 215
1952 1.00 1.05 1.20 145 1.75 200 110 115 140 170 210 235
1953 130 135 155 1.80 220 245 145 150 185 225 270 295
1954 G75 090 115 1.50 200 230 085 100 130 175 230 260
1955 115 125 155 180 215 235 135 145 180 215 250 265
1956 170 190 210 225 240 255 190 210 240 265 280 295
1957 215 230 255 275 295 3.05 245 260 295 325 345 355
1958 130 150 200 240 2.80 295 150 1.75 230 2.80 3.30 3.40
1959 220 235 265 295 320 335 245 255 295 335 365 3.80
1960 205 230 260 290 320 340 230 250 290 330 3.65 3.80
1961 150 175 220 275 315 335 170 195 250 3.05 355 3.70
1962 160 175 215 255 3.00 3.20 175 190 230 275 3.20 345
1963 175 190 225 260 3.00 3.20 1.85 2.00 240 280 3.20 3.40
1964 210 225 255 280 3.05 325. 220 235 275 295 330 3.50
1965 235 250 275 290 310 3.30 240 255 285 3.00 3.25 345
July'66  3.60 3.60° 360 3.65 3.75 3.85 3.70 3.70 380 3.85 3.95 4.00

TABLE 1

Yield Sprea]ls Between Annual Averages of Good Grade
and Prime Municipal Scales

Maturity in Years

. 1 2 5 10 20 30
— in basis points —
1950 15 15 20 30 35 40
1951 10 5 20 20 35 35
1952 10 10 20 25 35 35
1953 15 15 30 45 50 50
1954 10 10 15 25 30 30
1955 20 20 25 35 35 30
1956 20 20 30 40 40 40
1957 30 30 40 50 50 50
1958 20 25 30 40 50 45
1959 25 20 30 40 45 45
1960 25 20 30 40 45 40
1961 20 20 30 30 40 35
1962 15 15 15 20 20 25
1963 10 10 15 20 20 20
1964 10 10 20 15 25 25
1965 5 5 10 10 15 15

July '66 10 10 20 20 20 15
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TABLE 111

Yield Spreads Between Maturity Groups of Municipal Yield Scales
Annual Averages

PRIME GOO0D GRADE
Maturity in Years Maturity in Years
2to Sto 10to 20te 30to 30to 2to 5to 10to 20to 30to 30 to
1 2 5 10 20 1 1 2 5 10 20 1

1950 5 20 20 35 15 95 5 25 30 40 20 120
1951 5 15 20 20 20 80 0 30 20 3B 20 105
1%2 5 15 25 30 25 100 5 25 30 40 25 125
193 5 20 25 40 25 115 5 35 40 45 25 150
1954 15 25 35 50 30 155 15 30 45 5 30 175
1955 10 30 25 35 20 120 10 3% 35 35 15 130
1956 20 20 15 15 15 &5 20 30 25 15 15 105
1957 15 25 20 20 10 90 15 3% 30 20 10 110
1958 20 50 40 40 15 165 25 55 50 S50 10 190
1959 15 30 30 25 15 115 10 40 40 30 15 135
1960 25 30 30 30 20 135 20 40 40 35 15 150
1961 25 45 55 40 20 185 25 5 55 50 15 200
1962 15 40 40 45 20 160 15 40 45 45 25 170
1963 15 35 35 40 20 145 15 40 40 40 20 155
19¢4 15 30 25 25 .20 115 15 40 20 35 20 130
1965 15 25 15 20 20 95 15 3 15 25 20 105
July’'sé 0 ] § 10 10 25 6 10 5§ 10 5 30




CuarTER 18

The Effect of Credit Conditions on State and Local Bond Sales
and Capital Outlays Since World War II*

INTRODUCTION AND SUMMARY

This paper is divided into two sections. The first reviews the litera-
ture on postwar interactions among overall credit conditions, State and
local borrowing, and State and local capital outlays. The second sec-
tion explains in nontechnical language the writer’s own regression
model and findings on the market for State and local bond issues since
1951. The regression model is based on two theoretical models, one for
borrowers and one for lenders. It tests indexes of State and local needs
for structures, interest rates and rate spreads, and “institutional” varia-
bles such as fluctuations in the wealth of high-tax-bracket savers for
their power and reasonableness in explaining State-local bond sales.
A technical appendix presents the model in the manner familiar to eco-
nometricians and explains certain deviations from what may already be
called the classical lagged stock adjustment model.

Findings may be summarized as follows. The literature reviewed
agrees, in general, that interest rates paid on State and local bonds af-
fects the timing of gross new issues and may have an impact on the
amount of issues placed in the long run. But the latter is probably of
very moderate size, relative to total issues, and may well be of a one-
shot nature (after initial changes in borrowing, States and municipal-
ities adjust their tax rates to provide for changing interest costs rather
than permanently raising or lowering their borrowing targets). The
evidence for a significant impact of interest rates on State and local con-
struction is wealk, but this may reflect deficiencies in the very few studies
focusing on this variable rather than the “true” state of affairs.

The writer’s regression model explains up to four-fifths of fluctua-
tions in semiannual State and local bond issues (including federally
guaranteed ones) around a trend of wealth and taxing power which is
represented by permanent income. The lagged stock-adjustment co-
efficient, which 1s the mean of the unknown actual ones for borrowers
and for lenders, is of the correct negative sign and of a size according
quite well with reasonable assumptions on the reaction speeds of bond
buyers and State and local borrowers. The interest rate coefficients
are interpreted as meaning that State and Jocal borrowers do form and
act upon expectations on future interest rates, while buvers of new is-
sues are more influenced by current changes in the spread yields on

* Prepared by Paul F. McGouldrick. Division of Research and Statisties, Board
of Governors of the Federal Reserve System, with minor editing by committee
staff. The author wants to acknowledge the stimulating criticisms and sugges-
tions offered bv Frank deLeeuw and Edward Gramlich of the Board of Governors
of the Federal Reserve System. HEditorial assistance was also provided by Mrs.
Mary Ray of the Board of Governors and by Paul McGann. The author, of course,
takes responsibility for all errors of omission and commission.
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State-local bonds and yields on taxable securities (for which the U.S.
Government bond yield is a proxy).

Also influencing the demand for borrowed money are Federal grants-
in-aid (having a positive effect) and an index of needs for new con-
struction. The supply of funds has been positively affected by spe-
cial movements in the wealth of high-tax-bracket individuals (meas-
ured by the ratio of the Standard & Poor’s stock price index to total
wealth) and by increases in the share of total wealth held in the form
of time deposits at commercial banks. A possible weakness in the
model and therefore in the findings may be the inadequacy of the
variable used to measure total human and nonhuman wealth as well
as the tax base (permanent income).

(1) Review orF THE LITERATURE

In a Journal of Finance article written in 1960, Frank Morris found
a definite, although moderate, inverse cyclical association between
interest rates on State and local securities and State and local bond
issues, for the 1952-59 period. A more uncertain inverse relationship
was also found between the same interest rates and the start of State
and local outlays measured by contract awards. However, two types
of bond sales and contract awards were found to be cyclically insensi-
tive to interest rate fluctuations: those for educational buildings and
facilities and those for water and sewer systems. Countercyclical
fluctuations in sales and awards were therefore concentrated in the
“other” category of each, which includes highways and bridges, hos-
Elt?(ljls and other social welfare institutions, and administrative

uildings.

Thesgf:onclusions were derived by comparison of fluctuations around
trend in centered 12-month moving averages of bond sales, contract
awards, and construction put in place, on the one hand, and fluctuations
around trend in the Moody’s index of AAA bond yields (not smoother
by a moving average), on the other hand. The upward trends in the
three smoothed series were ascribed to the growth of needs for State
and local services, so that interest rate impacts could be measured by
examining their correspondence with deviations from trends. Mov-
ing averages were used to isolate cycles in bond sales and contract
awards because of the very large irregular components of both monthly
series. On charts 1, 2, and 8, the two series plus construction put in
place are updated to 1965, using contract award and construction data
revised since this article. These series are then compared with his
index of interest rates (Moody’s AAA municipal bond yields).

Morris’ implicit model—that factors underlying the demand for
funds by State and local governments are cyclically insentitive, while
the supply of funds and State and local adjustments to that supply
are cyclically sensitive—is quite defensible as a rough approximation
to a complex reality. Such indexes of “real” needs for publicly owned

1 Frank Morris, “Impact of Monetary Policy on State and Local Governments: an
Empirical Study,” Journal of Finance, May 1960,



301

STATE AND LOCAL PUBLIC FACILITY FINANCING

(CIHIOONE JON STTAIX ANOY ¢ SEDVEIAY DNIAOJ CETALNI) HINOW-ZT) S96T OL GG6T ‘SININNIIA0D
TVOOT-ALVIS AS EOVIJ NI 10J NOLIDNEISNOD GNV ‘STIVAY IOVEINOD ‘SITVS aNOg TVIOL ‘T Z4VHD

§961 961 €961 2968 1961 0961 6561 8661 £561 9s61 G661 vs61 €661 2561
1 | 1 ] | ) i ! ' | [ i l 1 - 00€

- 00¥%
sajes puog
- 00S
.
- 009
- 00L
sajes puog ~ 008
- 006
o - asejd uy Ind uonINIISUOY - 000"
go — SPreme enuoy
or- - cor't
st -
¢ - - 0021
5T - oWk y-adisy.
o€ - 00E'T
St -
ey * (saeliop 10 Suoyu)

spuoq y-aidu} uo pPIAIA SMO3



STATE AND LOCAL PUBLIC FACILITY FINANCING

302

(STIAIX ANSHT MEAN TANOH HNIANTON] XATIVOLIIOUIS ‘SEHOVEIAY DNIAO AIRLINGD) HINOW-ZL) SO6T
Ol ZG6T ‘SINTWNUIAOY) TVOUT-ALVIY X4 HOVIJ NI I0d NOLIONUISNO) ANV ‘SAIVAY IOVEINOD ‘STIVE ANOT NOLLVONA[ ‘7 JAVHD
o1 S961 | ¥961 | €961 | 2961 | 1961 | 0961 | 661 | 861 | (96T | 9G6I ss61 | vs6l €s61 | 2561

I | [}

0 - 05

“(sanjeA a3esane

uirow paisjuad) sales

., PIRIA BNSSt MU JBWOH
o€ - -0 oot

sajes puog
(124 0o - -0S 0st
s - -0t o002z
sajes puog
001~ ~0St 0S2
0ST - =002 00
Spieme yoriton

00e - ~0SZ 0SE
0se~ soejd up nd uononssUC) =00t oot
008~ : sajes
SpiaIk ansst . Spiemy  puog
M3U JBWIOH  UOIDNASUO) “SJe1I0p uONIN



303

STATE AND LOCAL PUBLIC FACILITY FINANCING

(SENIVA XTHINOJ ¢ SIOVIEAY DNIAOW QIIIINID HINOW-ZL) G961 OL ZC6T
‘QINENNTAAQY) TVOOT-EIVIY X& BOVIJ NI I0J NOITONEISNOD ANV ‘SIVAY IOVIINO] ‘SHTVS ONOF TAIVAL ANV WIMIS ‘g JUVHD
GO61 V96T £961 2961 1961 0961 6561 8561 2561 9561 6561 561 €661 2661

(A ) ] ] ] ] ] ) ] 1 1 t 1 ] [} | 02
sajes puog
or - - o
09 - -0
speme
WEHUD
08 - - 08
001 - - 001
sajes puog
ozt - - 021
ovi - - oft
doeid ug 3nd uondNAsUC)
091 - - 91
081 ~ - Otl
o0 - - 02
240190p s4D110D
fo fo

SUONNA SUONN



304 STATE AND LOCAL PUBLIC FACILITY FINANCING

capital goods as the number of people in schools and passenger cars
on the road have shown either very steady upward trends (people in
schools) or mild fluctuations (cars on the road) which have not cor-
responded with postwar cycles in credit conditions. His implicit
assumption that changes, not levels, of interest rates matter is sup-
ported by the postwar growth of real per capita income (helping offset
the long postwar rise in interest costs) and the plausible hypothesis
that shock effects of increases in rates ultimately vanish.

One puzzling feature of his procedure is his comparison of centered
12-month averages of variables thought to be influenced by interest
rates with unsmoothed monthly values of the rates themselves. Liter-
ally, this implies that a change in the AAA bond rate affects bond
sales or contract awards or construction equally, month by month, dur-
ing the preceding as well as the following half year. Rather compli-
cated patterns of anticipations and behavior lags would be needed to
justify this very special postulated relationship.

An alternate interest rate series is plotted on chart 2 in order to test
whether the conjunction of a more simple time relationship between
interest rates and borrowing and an alternative measure of the cost of
borrowed funds would still show the same broad relationships as those
found by Morris. Since issues of State and local units of less than
unassailable financial stren%il;h may be more exposed to tight money
impacts than issues by very high-rated units are, the series is of bonds
rated as “good” rather than “prime” in quality.? Since new issue-
yields may be more relevant to borrowing decisions than are the sec-
ondary market yields measured by the Moody’s interest rate series,? the
series 1s of the Sidney Homer series on standardized new issue yields
(for “good” rated municipals).* And since a change in interest rates
may affect most strongly State and local borrowing during the month
in which it occurs, new issue yields are smoothed by the same 12-month
centered moving average as that used to eliminate irregular fluctua-
tions in bond sales.®

In fact, this alternative, smoothed interest rate series supports Mor-
ris’ explanation better, after 1959, than his own series does. The long,
gradual decline of smoothed new issue yields starting in early 1950
and ending in early 1963 corresponds more closely with the initially
slow and then accelerating rise in smoothed bond 1ssues than does the
A AA bond yield series on chart 1. Before mid-1959, the two interest
rate series have about the same turning points, making the unsmoothed
AAA yield series used by Morris a reasonable proxy for the smoothed
new issue one.

2The series ig given in “An Analytical Record of Representative Municipal Yield Scales”
by Quality and Maturity, 1950-65" (Solomon Brothers and Hutzler) and is of bonds of 20
-years maturity. These new issue yields are estimates of the yield of a bond with standard
characteristics, made judgmentally from the characteristics of actual yields of new issues
during the same time period.

30n the other hand, it could be argued that the Moody’s AAA, Aa, A, and Baa yield
series are more relevant to 'State and local financial decisions because they are widely
known and are less subject to irregular fluctuations (including disturbances due to par-
ticiuliar issue features) than are quoted new issue yields. This writer inclines to this
opinion. .

4 Throughout this paper, “municipals” means long-term security issues of State as well
as local governments. This usage conforms to that in financial markets.

5In other words, average bond sales (or contract awards, or construction put in place)
for a 12-month period are compared with average bond yields during the same period.
This gives the same weight to each month for any observation in each series.
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But the linkage between interest rates and contract awards, which
was somewhat uncertain in the Morris study, becomes even more
dubious in the revised and updated series shown on charts 1 through 3.
During the last half of 1953 and in 1954, awards for all purposes did
not respond at all to credit ease; and charts 2 and 3 show that thislack
of response was not due to_special movements in sewer-water and
education contract awards. While awards did rise during the 1957-58
period of credit ease and fall up to mid-1959, as the interest-sensitivity
hypothesis would specify, they rose sharply during a period of very
high interest rates (July 1959 to June 1960). The subsequent long
decline of bond yields to early 1963 also had no immediate impact on
yields. Of course, the accelerated growth of awards after mid-1962
could be designated as a lagged response to earlier bond yield declines;
but this would not be consistent with the unlagged covariation of bond
sales and awards in 1958 and early 1959, or with the absence of either
a current or a lagged covariation during and after the 1953-54
recession.

In short, the simple time series coincidence between interest rates and
contract awards, which approximate the start of construction, appears
to be uncertain, unstable, or both. Construction put in place, which
is a moderately good proxy for capital spending, lags decidedly behind
contract awards. This is to be expected, for both technical reasons ®
and the derivation of the series prior to 1963 as a weighted average of
current and past contract awards and sitarts. But this also suggests
that any interest rate effects on State and local construction will be
felt for many months after a change in rates occurs.

In a multiple regression study of State and municipal borrowing

“between 1953 and 1960, Michael Tanzer found that interest rate
changes had a statistically significant and negative effect on State
gross debt issues, with other influences on borrowing being explained
by capital expenditures and a liquidity variable expressed as the
difference between actual and required balances of cash, U.S. Govern-
ment securities, and other liquid assets.” His preliminary analysis
of State and municipal ® gross debt issues and interest rates led him
to suspect that nearly all countercyclical movements in combined
State-local debt were concentrated at the State level. In order to
make a stringent test of the interest rate sensitivity of such State
issues, he eliminated a type known to be interest-sensitive—toll road
issues—from these and tested only the residual. Capital expenditures
were thought to have a positive effect, and the lagged difference be-
tween actual and trend values of liquid asset holdings a negative
effect, on debt issues. In his equation explaining municipal debt
issues, capital expenditures and his index of interest rate changes were
included as independent variables but not his liquidity variable.

¢ According to “Construction Review” (December 1965, p. 4), technical planning and
obtaining voter approval financing many types of construction takes normally about 1 year.
Bonds are generally sold between 2 and 3 months after approval. The lag between the
%nitza} dezslgn of projects and the midpoint of work underway, for most projects, is approx-
mately 2 years.

7Tanzer, “Review of Bconomics and Statistics,”” August 1964, pp. 237-244. Required
balances were defined as those shown by a trend fitted to actual balances over the time
period of his study. 3

8 All units of government except States. The local issue series thus includes issues by
townships, counties, special districts, and municipal aid bond districts as well as municipal
issues proper. The two debt issue series exclude Federal Government loans and toll road
issues. Both are gross of retirements.
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Interestingly enough, the index of interest rate changes had the
theoretically expected negative effect of municipal as well as State
borrowing, despite the absence of a simple association between the
two in the time series data. The respective sizes of the rate change
partial regression coefficients ® for the two levels of government, when
applied to levels of borrowing, imply much the same moderate effects
of tight money as Frank Morris found for his study of combined bor-
rowing classified by functional purposes. Tanzer’s results also are not
inconsistent with Morris’, since the latter found outlays for education
and sewer-water systems to be interest-rate insensitive and these pur-
poses have a much larger weight in total municipal than in total State
borrowing. .

A defect in Tanzer’s article is that he does not discuss an objection to
his procedure: that capital outlays are influenced by borrowing as
well as borrowing being influenced by capital outlays, and that the
use of ordinary least squares model using unl%ged outlays may con-
sequently generate significant biases in the coefficients. There are an-
swers to this objection, among which a long lead of borrowing prior
to capital outlays—making current outlays insensitive to current bor-
rowlin -i-is appealing. But the objection needs to be discussed
explicitly.

n a goctorial dissertation,’ Charlotte Phelps used cross section
data 1 to investigate the impact of interest rates on municipal capital
projects at different points between initiation and completion. She
was able to do this because she limited her study to municipalities
keeping capital budgets. Her time period was a short one character-
ized by a tightening monetary conditions, 1956 and 1957. In the first
stage of her regressions, actual interest rates paid were explained by
bond quality attributes, size of issue, call status, level of government,
and the long-term rate of U.S. Government bonds at time of issue. In
the second stage, the gap between authorized and actual expenditures,
as a percentage of the former, was regressed against only one variable,
percentage changes in interest rates calculated from the first stage
regression. Results of this second stage, as Miss Phelps emphasized,
should be viewed cautiously because of the small number of her obser-
vations—21 municipalities—and associated problems of possible re-
sponse bias—less than a fifth of the municipalities she had originally
sent questionnaires to replied with data on authorized and actual
ca]'i‘ital outlays.

he second stage regression results state that a rise in the municipal
bond rate induces a decline in actual but not in authorized expendi-
tures. This follows because the dependent variable is the difference
between lagged authorized and current actual expenditures, as a per-

9 A partial regression coeflicient shows by how many units the dependent variable changes
as a result of a unit change in the independent variable with which the coefficient is asso-
ciated. For example, let the dependent variable be bond sales expressed in billions of
dollars, one off the independent variables be the average interest rate paid on bonds sold,
and the partial regression coefficient for the interest rate variable be an illustrative —0.8.
This coefficient signified that a rise of 1 point in the interest rate; e.g., from 3 to 4 per-
cent, will reduce bond sales by $0.8 billion. If other variables influencing bond sales are
also changing during a period, as is usually the case, their joint impact on bond sales is
measured by multiplying each of these causative variables by its own partial regression
coefficient and summing algebraically the products of all such multiplications.

0 For Yale University. The findings discussed in this paper are only those published -
in “Yale Economic Essays” (fall of 1961) and abridges in “Impacts of Monetary Policy”
(Commission on Money and Credit, 1963).

11 Cross section studies are those analyzing different units within a single time period.
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centage of lagged authorized expenditures; and because the sign of
the interest rate change coefficient is positive. Thus; interest rates
affect the backlog of public works awaiting completion, increasing it
when they go up and reducing it when they decline. But the operative
variable 1s the flow of actual outlays, not the flow of projects approved
for starting sometime in the future.

Phelps’ findings cannot be extended mechanically to total State and
local, or even total municipal, capital outlays, because of the atypical
nature of her sample and the response of only about one-fifth of that
sample to her questionnaire. And even for the presumably sophisti-
cated borrowers in her sample, effects of tightening credit were mod-
erate by her results; a 7-percent cutback of actual capital outlays in
1957 and a 4-percent cutback in 1959 (extrapolating her results based
on 1956 and 1957 data).

An earlier set of unpublished studies by the Federal Reserve, con-
ducted and written by Richard Pickering from 1957 to 1961, also
investigated the effect of credit conditions on accelerations and post-
ponements of debt financing and capital outlays. The method used
was to survey State and local officials in charge of financing, with
written questionnaires followed up by personal interviews conducted
by Federal Reserve staff members. Questions focused on postpone-
ments and accelerations of bond sales and whether these shifts had
been due to changes in the cost of borrowing, to other factors, or to
both. One survey covered experience during 1957 and 1958, a second
that of 1959 and 1960.12

The results of both showed a definite effect of interest rate changes
on both accelerations and postponements of bond issues. Thus, 9
percent of total issues (by dollar volume) during the first 6 months of
1958 represented issues which had been postponed earlier because of
high interest rates prevailing then. An additional 2 percent consisted
of issues made earlier than originally planned because of low interest
rates. Similar results were found in the 1960 survey: about 6 percent
of issues originally planned for 1959 had been postponed because of
high interest rates.

owever, the survey findings also indicated that the effects of
changing interest rates on capital outlays were very much smaller than
those on the timing of bond financing. Inthe first half of 1958, finance
officers indicated that only one-sixth of earlier postponements of bond
issues had resulted in delays in construction expenditures. This was
less than 2 percent of actual bond financing. None of the financing
which was accelerated during the first half of 1958 resulted in any
acceleration of construction outlays; nearly all proceeds were invested
temporarily in short-term securities or time deposits.

There remains for discussion an empirical study of the determinants
of State and local capital outlays by Albert Ando, E. Cary Brown, and
Earl Adams, Jr.,”® in the context of a study of all Federal, State, and

12 The surveys obtained responses from small and unsophisticated governmental units
as well as large units with capital budgets. For example, the 1959 survey included 3,744
out of 7,497 governmental units which were of some financial importance ; and the sampling
rate for large and frequent borrowers was 100 percent. Virtually all State and Iocal
borrowing was accounted for by the universe of small, medium, and large governmental
units from which the samples were drawn. '

13 Albert Ando, E. Cary Brown, and E. W. Adams, “Government Revenues and Expendi-
tures,” chapter in the “Brookings Quarterly Econometric Model of the United States”
(Duesenberry, Fromm, Klein and Kuh, ad editors), Rand McNally & Co., Chicago, 1965.
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local revenues and expenditures which is part of the “Brookings Quar-
terly Econometric Model of the United States.” Ando-Brown-Adams
(A-B-A) limited their direct investigation of factors affecting State
and local capital outlays to the outlays themselves, not attempting to
explain borrowing separately. Disaggregating, they used separate
equations to explain capital outlays for education, hospitals, admin-
istrative and service facilities, highways, sewer and water systems, and
all other nonresidential construction. :

However, A-B-A used an interest rate (Moody’s long-term municipal
bond yield) as an explanatory variable in only one of the six equations:
that explaining education capital outlays. Even in that equation, the
interest rate was entered twice (once as its own level and once as the
product of itself times population), and no theoretical justification for
including the second variable is given. Hence, the result of a negative
regression coefficient for the interest rate times population term but a
positive coefficient for the rate itself is difficult to interpret. The other
five categories of nonresidential capital outlays* are explained en-
tirely by indexes of real needs, spending, and current revenues. Inso-
far as the gross coefficients of determination *° are moderately high
(between 77 and 95 percent of capital outlay levels are explained), the
results tend to show, by implication, that interest rate effects on capital
outlays have been very small, very hard to measure, or perhaps both,
for years prior to the mid-1960’s.

(2) A MopeL oF THE STATE AND LocArL BoNp MARKET

State and local governments seek borrowed funds in a market
dominated by the consequence of one feature of our laws: the Federal
income tax exemption privilege for interest received by investors.
Institutional and individual adjustments to the longstanding feature
have been well described by Roland Robinson in his volume footnoted
elsewhere and by Sidney Homer and other contributors to this present
volume. These adjustments and the growth of needs for capital out-
lays have resulted in the following structural features of this security
market, features which should be taken explicitly into account by
any empirical study of trends and fluctuations in municipal ** yields
and issues:

(1) Other than a diminishing number of State and local govern-
ments and public retirement funds, lending institutions which do not
pay substantial income taxes on their earnings, relative to the size of
the latter, are excluded from this market for all practical purposes.
As a result, institutional demand for municipals is uniquely exposed to
cyclical and irregular shifts in demand by the remaining institutions.

(2) Among these remaining institutions, commercial banks are
dominant in Z%oth the average level of takings over credit cycles and
shifts in demand during such cycles. The priority given by banks to
business loans, and hence the residual nature of their demands for
municipals, is well known. But less noted in the literature has been
the stimulative effect of rising time and savings deposit liabilities on

; u R(lesi.(i!fntlul outlays are not explained by A-B-A, because of their smallness and
rregularity.

15 This coefficient, for which the symbol is R square, shows the proportion of variation
around the mean of the dependent variable (that being explained) which is accounted for
by all the independent variables together.

18 This noun is used henceforth as a synonym for State and local securities together.
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bank demand for municipals. A shift from demand to time deposits
does not alter the absolute spread between after-tax bank earnings on
taxable and tax-exempt investments, other than through indirect and
probably small alterations in noninterest costs of operations.!” But
this shift does alter the relative spread between earnings on long-term
investments to the advantage of tax exempts, and bank portfolios have
shown large increases in tax-exempt holdings after each amendment of
regulation Q beginning in 1957.*® Thus, bank demand for municipals
have fluctuated both inversely to business demand for loans and pos-
itively with movements in time deposits related to the business cycle,
impacts of monetary policy on the public’s demand for time and check-
ing deposits, and one-time developments like Federal Reserve amend-
ments to regulation Q.

(3) Demand by individuals is concentrated among those subject to
high marginal income tax rates. Such individuals are financially
sophisticated when taken as a group, so they would presumably re-
spond to small alterations in the spread between after-tax earnings
on taxable bonds and tax-exempt municipals. And this has happened,
in-fact, as shown by Federal Reserve flow of funds estimates on net
acquisitions of State and local securities by all households. But fac-
tors other than this spread also play a part in demand, including fluc-
tuations in the wealth of high-tax-bracket individuals. We might
speculate that fluctuations in stock market values would have a positive
wealth effect on their demand for tax exempts which might well be
stronger than the negative effect on their demand from the resulting
inverse fluctuations in common stock and tax-exempt bond yields.

(4) We have few facts and even less theory on which to construct
hypotheses on the demand for construction and other capital goods by
States and local governments and the resulting derived demand for
long-term borrowed funds. A theory based on cost-minimizing beha-
vior postulates would have to deal with the collective nature of costs
as well as benefits from public work and with difficulties posed by the
generations problem analyzed by Prof. James Buchanan.’®* Never-

7 Let r; be the yield of tax-exempt bonds, r. be the average yield of taxable loans and
investments, rs be the average rate paid on time and savings deposits, and the letter “a”
be the marginal tax rate (stated as a fraction of taxable profits). We will further assume
that banks always have taxable income against which interest paid on time and savings
deposits has its full tax value (equal to interest paid times the marginal corporation
income tax rate). Taking noninterest costs of operation as fixed, the marginal effect on
after-tax profits of a dollar of deposits invested in different ways is as follows :

Demand deposits, invested in taxable investments______________________ =(1-a)r.
Demand deposits, invested in tax exempts_____________________________ =r;

Time deposits, invested in taxable investments__________ e = (1-a)«(rz-T3)
Time deposits, invested in tax exempts__.____________________________ =r—(1-a)r;

Hence, a shift from demand to time deposits lowers after-tax profits per dollar of total
deposit liabilities by the same amount, i.e., by (1-a)r; points, whether that dollar had been
invested in taxable or in tax-exempt investments.

18 Any reasonable allocation of operating costs among tax exempts, taxable bonds and
mortgages, and business loans in the aggregate portfolios of commercial banks would
indicate that since 1952 at least, tax exempts have been more profitable than the other
two classes of investments. Banks have presumably not followed a strict profit-maximiz-
ing policy because of institutional constraints as well as the need to have taxable income
against which to write off interest costs on time and savings deposits. Given this positive
spread between tax-exempt yields and other yields after tax, any shift of funds from demand
to time deposits would cause a relatively larger decline in net earnings from taxable invest-
ments than in net earnings from tax-exempt investments, favoring a bank portfolio rear-
rangement into tax exempts. For example, suppose that a bank earned 4.0 percent from
tax exempts and 3.0 (after tax) from taxable securities. If the deposit liabilities which
financed these investments are shifted from demand to time status by their owners, and
if the time deposit rate of interest paid is 3 percent, bank earnings on tax exempts net of
interest cost drog from 4.0 to 1.0 percent, i.e., by 75 percent of the former level. But
earnings on taxable securities net of interest cost drop from 3.0 to O percent, i.e., by 100
percent of the former level.

1 James Buchanan, Public Principles of Public Debt, Homewood, Ill., 1958 and “Con-
fessions of a Burden Monger,” Journal of Political Economy, vol. 72 (October 1964).
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theless, several characteristics of the two demands—for construction
and for long-term borrowed funds—stand out in postwar experience.
One is the weight of evidence in the empirical studies reviewed in
part 1 that interest cost fluctuations affect administrative decisions *
on at least the timing of bond issues. Another is the impact of Federal
grants-in-aid on at least one major component of State and local capital
spending (highways and bridges) in periods like 1957-58 when the
interstate highway program was getting underway. A third is an
apparent lack of influence of long-run changes in interest rate levels
on State and local contract awards and construction put in place. A
fourth is the difficulty of empirical measurement of real stocks of State
and local capital facilities and of relating them to flows of services
provided, suggesting that some other variable might be preferable in
any model attempting to relate State and local borrowing (or borrow-
ing and taxation) to adjustments between desired and actual flows of
services from capital goods and currently consumed factors of
production.

(5) State and local borrowing is only a small part of total borrow-
ing. "If we confine our attention to the long-term side of the market
and look at borrowing net of retirements, we find that net State and
local bond issues were only 16 percent of the sum of net bond issues,
mortgage lending, and term loans made by all domestic and foreign
borrowers in the American market in 1965. Because more than four-
fifths of State and local borrowing is always long term, this percent-
age would be lower if total net borrowing were compared.”* Because
of this low percentage and the unique tax-exemption features of State
and local bonds, we might hypothesize that influences flowing from
interest rates in general to State and local borrowing would be very
much stronger than influences running in the opposite direction.

(6) The market for State and local securities is to a large extent a
perfect market, if the latter is defined as one in which funds can always
be raised at a price. Most borrowing, measured by volume, is not
affected during periods of tight money by the nonprice rationing which
is frequently alleged to exist in the market for business loans by com-
mercial banks and other institutional lenders. Evidence for these con-
clusions is: The similarity of fluctuations in Aaa and Baa municipal
bond yields during periods of tightening and easing credit conditions,*
the absence of effective legal constraints on interest rates such as usury
laws to preclude voters and officials from raising funds; # the marked

2°Andl voter decisions, insofar as interest rate ceilings are included in bond referendums
proposals.

2The numbers behind the percentage are taken from Sidney Homer, “Factors Deter-
mining Municipal Bond Yields” (Solomon Bros. & Hutzler).

22 In four periods of rising and four periods of falling interest rates on long-term State
and local securities, between the end of 1951 and the first quarter of 1966, the Aaa and
Baa bond yield indexes (Moody’s) changed by much the same number of basic points in all
but one case, if account is taken of the long decline in the risk differential since the late
1950’s. Only in the first upswing of interest rates (first 1952 quarter to the third 1953
quarter) did the Baa yield rise appreciably more than the Aaa bond yield. Because of the
structurally higher level of Baa yields, this indicates that Baa yields fluctuated somewhat
less, in percentage terms, than did Aaa yields.

2 State constitutional and other interest rate ceilings on general borrowing have been
high enough, up to recently at least, as not to constrain demand by most lenders. Of
course, this does not apply to the frequent specification of interest rate maximums for spe-
cific bond issues, in bond referendums or by administrative authority. But such ad hoc
decisions on specific bond issues should be viewed as part of the decision mechanism
rather than as a given constraint. If voters or officials decide that a project to be financed
by a bond issue is undesirable at a rate of more than @ percent, they should not be sur-
prised that their action may inhibit sale of the issue when it is negotiated.
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upsurge in issues of relatively high-risk industrial aid bonds during
the first half of 1966, a tight period ; the additional leverage for over-
coming lender risk-aversion which the tax-exemption feature gives to

ield differentials; and the impersonal nature of relationships between
{;orrowers and ultimate lenders in a market dominated by public offer-
ings of securities. Each of these statements is subject to some modifica-
tion ; one thinks, for example, of the many symbiotic ties among local
governments, banks, and individual large investors. But many of these
modifications, upon further examination, would seem to favor rather
than inhibit fund raising by low-rated or unrated State and local bor-
rowers. Others, such as the lack of a positive association between size
of issue and interest cost of borrowed funds which was found by
Roland Robinson and Charlotte Phelps,?* give small borrowers more
leeway during tight-money periods. The general conclusion is still
that price factors are dominant in State and local security markets.

‘The foregoing characteristics of postwar borrowing and capital
outlays by %ta)be and local governments and of the investors purchas-
ing their obligations suggested a model explaining State and local
bond sales which is reviewed step by step in the technical appendix
For the nonspecialized reader, the following description of the model
maylloe adequate for him to appraise the multiple regression findings
in table 1.

(1) Institutional peculiarities affecting the behavior of both State
and local borrowers and individual and institutional lenders are not
overlooked. Instead, variables expressing their impacts on borrowers
and lenders are included in the model.. -

(2) During any given period (the writer hypothesizes), borrowers
and lenders in the municipal bond market attemipt to change their
respective long-term debt and municipal bond holdings to new levels
because of changing conditions and (possibly) changes in expectations.
If, for example, Federal grants-in-aid generally have a positive effect
on the willingness of State and local governments to go into debt (be-
cause they find it more convenient to borrow to finance a part of the
matchings sums required), an increase in these grants-in-aid will
raise the desired stock of debt for State-local borrowers.

As this example may suggest, we hope that we can infer what the
average of the desired levels of debt (for borrowers) and bond hold-
ings (for lenders) is, even if we cannot directly observe it, by means
of putting observable variables explaining that average into the
regression explanation of bond sales. The writer interprets all vari-
ables in the left column stub of table 1 except the lagged stock variable
(8St.1) as helping to explain, in any given period, the level of State and
local debt desired jointly by borrowers and lenders.

(3) But during any given time period, the adjustment process de-
scribed in the preceding two paragraphs is necessarily incomplete
because of administrative and bond referendums lags on the State
and local borrower side and inertia, brokerage costs of switches, and
uncertainty on the lender side. A portion of the adjustment caused
by given-period changes in the financial and economic environment

24 Roland Robinson, “The Postwar Market for State and Local Securities,” 1960, table 18.
The_ Phelps finding was that size of issue was positively related to the interest rate on
bonds. One reason for this surprising result is that increasing the size of a bond issue
generally necessitates bringing more partners into a bond underwriting syndicate, In
addition, syndicates have to reach out for more buyers, because of the general preference
of both individuals and financial institutions for diversification of portfolios.
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is thus carried over to succeeding periods. The particular model
used, a variant of the classic Metzler inventory model, theorizes that
the largest portion of the ultimate, full adjustment to given-period
changes in desired levels of debt is accomplished during the given
period itself. In the following and subsequent periods, remaining
adjustments become smaller and smaller and are finally insignificant.

Thus, both borrowers and lenders are always reacting to past as
well as current changes in desired levels of debt and bond holdings.
That is, past as well as current conditions influence current lending
and borrowing. o

(4) While the writer’s model can be developed into one explaining
the separate effects of credit and other conditions on lenders and State
and local borrowers, this is not done in this paper. The writer plans
to use a procedure, known technically as the two-stage least squares
method, to identify separate borrower and lender behavior charac-
teristics in a future study. But the partial regression coeflicients **
in table 1 reflect the combined actions of borrowers and lenders for
such variables as interest rates which influence both groups’ behavior.
Other variables, such as Federal grants-in-aid, affect borrowers but
not lenders; while still others affect only lenders. The interpretation
of regression findings requires a judicious combination of dcquaint-
ance with economic theory, knowledge of the market being explained,
and commonsense. And the attribution of influences on bond sales
to borrower and lender sides of the bond market is no exception to
this general principle. .

(5) The reader can interpret the following findings in ways dif-
ferent from what the lagged stock adjustment model would indicate,
if his experience or intuition suggests that both borrowers and lénders
behave differently. One alternative interpretation would be that bor-
rowers and lenders adjust very quickly to changing circumstances. If
so, the partial regression coefficients in table 1 should be interpreted
straightforwardly, so that an illustrative coefficient of 0.6 means that
a unit change in the variable with which it is associated induces six-
tenths of a unit change, and no more, in the dependent variable. By
this interpretation, the negative coefficient for the lagged stock would
mean that high stocks of debt (for borrowers) and bond holdings
(for lenders) inhibit further borrowing and lending more than low
stocks do. And in any case, the reader should still read each coeffi-
cient literally for measuring what actually happens in any given pe-
riod as a result of a given-period change in, say, the spread between
U.S. Government and State-local bond yields during that period. If
the coefficient of this spread is 0.6, a unit change in the spread induces a
six-tenths of a unit change in bond sales during the current sales.

(6) For technical reasons, all variables except ratios and a special one
(called a dummy variable) * are divided through by a weighted aver-
age of current and past GNP (in current dollars) called permanent
income. The nonspecialized reader can interpret this step as a means

% See footnote 9 in sec. 1 for a definition of this term.

2 A dummy variable is designed to show the effect of a one-time shift in the economic
environment which affects the dependent variable. The effect is simply measured by the
coefficient itself for periods where the dummy variable is coded as 1. For example, an
illustrative coefficient of 40.99 means that during periods when the dummy is coded as 1
the dependent variable rises by 0.99 units. For other periods, when the dummy is coded
as zero, the effect is naturally zero since any number times zero equals zero.
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of removing effects of growth from the explanation so that observa-
tions for 1965 become comparable with those from 1952 or 1953.
Otherwise, for example, growth in employment in Indiana steel mills
might be “explained” very well by the rising number of bars in the
city of Gary. . . .

Table 1 presents findings for two multiple regression equations ex-
plaining State and local bond sales gross of retirements by semiannual
data (seasonally adjusted, except for interest rates) from 1952 through
1965 inclusive. Results are broadly typical of those in other equations
which were run by the author on the Federal Reserve computer. In
these other runs, State and local bond yields also tended to have posi-
tive signs and be highly significantly,?” while the coefficient of the yield
on a competing but taxable security (U.S. Government bonds) showed
up with negative signs. This also carries over to coeflicient for the
interest rate spread g:s — Iy ) in the first column of table 1. Itsnega-
tive sign means literally that an increase in municipal bond yields
favors such bond sales.

These findings do not imply that State and local finance officers
should be overjoyed at the thought of rising State and local bond yields
relative to yields on U.S. Government securities. It only signifies, if
the equation is correctly specified for measuring the combined effects
of borrower and lender behavior, that the positive effect of rising
yields on willingness to buy bonds more than offset the negative effect
of rising yields on the willingness of State-local governmental units to
2o into debt during the 1952-65 period. And this is obviously only a
first step in explaining the combined behavior of such borrowers and
lenders, since changes in municipal and other bond yields are both in-
fluenced by and influence expectations of future yields. Since most
State and local bonds sold are of intermediate to long maturity, we
might hypothesize that a rise in State and local bond yields above their
expected value would induce potential borrowers to delay bond issues.

The writer attempted to measure expectational effects by specifyin
four alternate definitions of State-local bond yield expectations an§
trying each in different regression runs using the same other variables.
The variable, in all four cases, is expressed as the spread between the
expected bond yield and the actual bond yield.?® The coefficients for
(r¢*=7)4 in table 1 indicate that a fall in the actual rate relative to
the expected one encourages bond sales while a rise in the actual rate
relative to the expected one (as happens in a tight money period) de-
presses bond sales. This was not a quirk of these particular regression
equations; the regression coefficient for the expected-actual spread
turned up with a positive sign and a magnitude much larger than
chance variation could explain almost regardless of the other inde-
pendent variables used or not used in a regression run.

These regression coefficients for the actual municipal yield and the
spread between expected and actual municipal yields suggest that

# At the 5-percent level. At this level, “significant” means that there is only a 5-
percent chance that sampling errors were great enough to produce a coefficient of a given
sign when the true value is zero or has the opposite sign.

2 A spread was used for technical reasons (to minimize collinearity between the actual
and expected yield variables).
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TABLE 1.—Regression parameters for equations explaining bond sales as percent

of permanent income

Partial regression coefficients Amount Amount
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(. 249)
Standard error_ _ _ oo eeemmem .11 .11
2 o e mmmm—— e m e . 82 .82
Durbin-Watson ratio.. - oo 2. 55 2.13
Constant term_ _ . oo . 977 1. 54
15=1
2i= )
REGRESSION EQUATION SyMBOLS IN TABLE 1

B Bond sales.

Yoo Permanent income. This is always lagged 14 year, whether the variable with which it is com-
bined is lagged or current. .

S.__.____ State and local debt minus debt repayments during the following period. Excludes miscella-
neous aceruals, trade debt, and debt to U.8. Government.

[/ Time and savings deposits at commercial banks.

B ... Compensation of employees plus “other purchases” of State and local governments, in national
income and product accounts. (E thus equals expenditures on goods and services less con-
struction, in the same accounts).

Fonee Federal grants-in-aid to State and local governments. .

P "7 Construction cost index (Department of Commerce composite) as percent of implicit GNP

deflator. (The former is converted to the same base as the latter.)
=ru... Interest yield on long-term U.S. Government bonds minus the Moody's triple-A municipal

yleld. .
(rei=r),;. Expected interest rate on municipals, by the ith definition of expectations, minus the actual

interest rate  on municipals (i==1, 2, 3, 4).
follows:

The i definitions of expected interest rates are as

i=1 Expected rate equal the sum of the current and past 2 half-year values with weights

of 0.25, 0.67, and (.08 going back in time.

i=2 Expected rate equals trend values for 2 trends, one for 1952-59 and the other for 1960-65.
i=3 Expected rate equals the average rate during the preceding half year.
i=4 Expected rate equals the past half-year rate plus its change from the preceding

half year.

Reg. Q... Dummy variable for the amendment to Regulation Q at the beginning of 1962 (coded O for

for 1952-61, 1 for 1962-65, half years.)
Contract awards by State and local governments.
Stock price index (Moody’s 500 shares) with a 1958 base.

C.
V.

Norte.—All dollar magnitudes are seasonally adjusted, including the st
All percentages and rates (including interest rate spreads) are scaled in Y

ock of State and local debt(s).
oo of & point; for example, the

municipal bond yield, 338, should be read as 3,38 percent. The dependent variable is itself a percentage

written in basis points,

like every independent variable except Reg. Q

All pe

rcentage numerators and

interest rates shown in table 1 are current period values except the debt stbck(s) variable whish is lagged by

14 year.
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borrowers are more influenced by expectations of future bond yields,
while lenders are more influenced by current spreads between yields on
tax-exempt municipals and yields on taxable bonds and mortgages.
This hypothesis appears plausible on several counts. Within broad
limits, both institutional and individual investors can rearrange their
portfolios at their own discretion, enabling them to react quickly to
new situations. On the other hand, State and local borrowers are in-
hibited against one form of arbitrage—selling tax exempts and invest-
ing the proceeds in higher yielding U.S. Government securities—by
the fear that they will be charged with abusing the tax exemption
privilege. And while some State and local units have issued callable
bonds, decisions to call or not to call require the formation of expecta-
tions on future interest rates just as much as do decisions on whether
to postpone (or to accelerate) a bond issue for financing construction
of facilities.

Hence, we might expect that bond buyers would generally react to
the current situation, avoiding the troublesome business of peering
into a murky future; while State and local horrowers would attempt
to forecast because such forecasts and actions based on them offer the
only means of minimizing interest costs of borrowing in the long run.
Accordingly, the writer interprets the interest rate spread coefficient
as measuring primarily the responses of bond buyers, while the expec-
tations coefficient measures the responses of State and local borrowers
to changing interest rates.

The institutional variables in table 1 generally performed well 1n
each regression, having the expected sign (positive in each case) and
being much higher than their standard errors.?® The common stock
price index (expressed as a percent of permanent income) is hypothe-
sized to measure deviations in the wealth of high-bracket individual
taxpayers from the wealth of the community (measured by permanent
income itself). The regulation Q dummy variable was included to
test whether the great expansion of time and savings deposits at com-
mercial banks after the end of 1961 had the expected positive effect on
overall supplies of funds to State and local borrowers. The positive
sign of the regulation Q coeflicient, as well as the repeated good results
from another bank demand variable tried (time and savings deposits
as a percent of permanent income), tends to confirm the relationship
just hypothesized. Federal grants-in-aid apparently have a comple-
mentary rather than a substitutive relationship to State and local
borrowing, partly because many grants are on a matching basis.

The variable, compensation of employees plus nonconstruction capi-
tal outlays plus miscellaneous purchases, was tested as an index of
State and local needs for construction outlays. Besides being a better
theoretical measure of these needs than the two other variables tried
(contract awards and construction put in place),® it generally pro-
duced more stable regression coefficients in the regression runs.

2 The standard error of a partial regression coefficient is an index of the extent to
which the value of the coefficient could vary as a result of random or quasi-random fac-
tors. The higher the value of the coefficient relative to its own standard error, the
less will be the proportional variation of coefficients found by repeated drawings of data
for regression purposes. X

% State and local governments faced with an expansion of needs for services can react
immediately by hiring more employees, while construction of new facilities takes time.
Compensation of employees is also better for a technical reason: Its regression coefficient
is less apt to be biased by the feedback of changes in hond sales on the independent
variable than is that for either contract awards or construction,

70-132—67—vol. 2——21
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The lagged stock-adjustment coefficient (that for S/¥? t—1) was
also consistently of the right sign (negative) and usually implying
that between four-tenths and eight-tenths of a discrepancy between
desired and actual stocks was eliminated during each semiannual pe-
riod. This range appears quite believable because the statistical co-
efficient is an average, with unknown weights, of the separate reaction-
speed coefficients of borrowers and lenders.** While bond buyers may
be presumed to act fairly rapidly in adjusting their portfolios, many
State and local potential borrowers prefer, or are forced, to move
slowly because of constitutional and other requirements for bond ref-
erendums and lags in the administrative process.

In conclusion, the results presented in table 1 and others not shown
are encouraging. They do indicate a significant interest rate impact
on State and local borrowing, although more on the timing of issues
than on total borrowing in the long run. And the hypothesis of
sensitivity of borrowers and insensitivity of lenders to expectations
would have interesting implications if it is supported by further re-
search. Another suggestion of the findings—that State and local
borrowers are insensitive to long-run, quasi-permanent changes in
interest rates while lenders are not—also deserves further investigation.

31 See technical appendix,



TECHINICAL APPLENDIX

The structural features of the market for State and local government bonds
which are described in section 2 of the text suggest the following model of that
market. On the demand side, borrowing of State and local governments is posi-
tively affected by the following variables: Needs for constructing; low prices
for construction relative to the general price level; and Federal grants-in-aid.!
It is also positively affected by a divergence between expected and actual rates
of interest paid on new debt and negatively infiluenced by the stock of debt
outstanding relative to the tax base for servicing it and by stocks of liquid assets
(an alternate source of finance). In addition, borrowing may be influenced nega-
tively by levels of interests rates, although the studies analyzed in part 1 sug-
gest that fluctuations around trend rather than the upward trend of rates
during the 1950°s influenced borrowing.

However, adjustment of borrowing to the above factors requires time because
of decision and administrative lags in the borrowing process and because many
State and local units borrow only after construction projects have been approved
making causation flow from interest rates to construction decisions to borrow-
ing). Since this required reaction time for all State and local units together
may be longer than the semiannual periods chosen for analysis, the writer
hypothesizes that collective behavior can be depicted by a stock-adjustment
demand function of the following type:

(1) B,=5;(B"1X"st— 8 1)

when B is borrowing (gross of debt repayments and thus equal to bond sales),
X’ represents a vector of variables influencing the desired (target) stock of
debt, the betas are the coefficients relating these factors to the desired stock of
debt, S equals the lagged stock of State and local contractual debt minus
current debt amortization®> and delta sub-one is the familiar reaction-speed
coefficient.

1 Grants for construction itself or for purposes necessitating construction lower the cost
of construction relative to the cost of current outlays financed out of eurrent tax revenues,
when each alternative is related to the stream of benefits expected to flow from it. Grants
for purposes not involving or necessitating construction would tend to have the opposite
effect, favoring more spending on the cheaper (to local taxpayers) current services than
on construction financed by borrowing. However, the writer’s review of the functional
components of total Federal grants-in-aid showed that the first-defined type of grant dom-
inated the total both as to level and changes.

2 Current debt amortization is removed from the lagged stock of debt because what might
be called the classical stock-adjustment model is inappropriate to the behavior of both
borrowers and lenders in municipal bond markets, That classical model, which is used
widely today in such studies as those by Frank de Leeuw in the Brookings quarterly econ-
ometric model of the U.S. economy, assumes implicitly that only net changes in stocks mat-
ter in the analysis. This is tantamount to saying that while decisions on altering stocks
during a period are subject to behavior lags, those on maintaining the value of the stock
at the beginning ofl the period are not subject to behavior lags. For example, let S be the
actual stock of State and local bonds, S* be the desired stock, delta S be net changes in
the actual stock between the beginning and end of the period, A be amortization payments
received by bondholders during the period, and B be bond sales during the period. The
classical stock-adjustment model

AS=8(8*—8w1)
implies that
B=6(8*—8-1)+4.

since bond purchases are definitionally equal to the algebraic sum of net changes in bond-
holdings and amortization payments received by bondholders. But if inertia, brokerage
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An alternative hypothesis is that voters and public officials attempt to adjust
actual to desired stocks of buildings and equipment, rather than actual to desired
stocks of debt. Or, some weighted average of real stocks of capital, service
flows from that capital, and debt would be relevant to decisionmaking. How-
ever, the difficulty of measuring stocks of buildings and equipment statistically
is compounded by problems of relating that stock to flows of present and future
services. The alternative service-flow approach, while perhaps more relevant
to voter and official thinking, is troubled by just about the same problems of
measurement. On the other hand, stocks of debt are measurable and known
to most public officials. An increase in debt levels raises amortization and inter-
est payments and therefore tax burdens in an immediate and measurable way.
In addition, increases in debt relative to the tax base may have an unfavorable
impact on bond ratings and hence the future cost of borrowed funds.

On the supply-of-funds side of the municipal bond market, the review of the
literature in part 1 and the immediately preceding discussion suggest the follow-
ing variables as influential: Municipal bond yields; yields on competing, tax-
able securities; time deposits at commercial banks; some measure of the wealth
of individuals in high tax brackets; some measure of the difference between
expected and actual municipal bond yields; the stock of liquid assets of State
and local governments (positively related to supplies of loanable funds, since
such assets help to insure that debt amortization payments are met) ; and the
stock of State and local bonds in individual and institutional portfolios (exercis-
ing a negative influence on lending, as long as the relevant elasticities of sub-
stitution are less than infinite). This list of variables, and the supposition that
lender reactions may require more time than the semiannual periods of our
data, suggest the following stock adjustment model like for borrowers in its
form :

(2) B =8(A"Y";1i— 81)

when delta sub-two is the lenders’ reaction-speed coefficient, the ¥ primes are
a vector of variables positively and negatively affecting the desired stock of
bonds in the collective portfolio of all lenders and bondholders, the A prime
are the coefficients relating these variables to the desired stock of bonds, and
B and 8 are defined in the same way as for borrowers.?

costs, and uncertainty induce bondholders to postpone a part of the net change in bond-
holdings to later periods, why should not the same factors operate with respect to checks
received in repayment of debt? The bondholder always has the alternative of doing .
nothing, and doing nothing during a period means that the stock of debt at the beginning
will be reduced at the end by the amount of debt amortization received. And reinvestment
of the inecoming flow of amortization payments Gemands the same attention and involves
the same steps as the portion of bond purchases which result in & net change in holdings.
Reinvestment and net investment, in short, are Siamese twins; and gross, not net, invest-
ment should be explained by the lagged stock adjustment model.  Similar conclusions
apply to State and local decisions on gross and net borrowing.

But whichever theory the reader prefers, the delta coefficients in equations 1 and 2 are
not the delta coefficients in the classieal stoeck adjustment model. However, differences
between the writer’s and the classical delta coeficients are very minor for values of either
which are moderate to large in size, as long as we can make another assumption. ‘This is
that current period amortization is a constant fraction of the lagged stock of bondholdings
(or debt, for State and local governments) over time. Given this assumption, which is
very realistic for the period since 1951, the relationship between the classical reaction-
speed coeflicient and the writer’s delta coefiicients in equations 1 and 2 is as follows:

=8 (1—a)+a

When alpha is the constant proportion of current debt repayment to the lagged stock of
debt, delta is the classical reaction-speed coefficient and delta prime is the writer’s reaction-
speed coefficient. Since amortization payments have always been less than a tenth of the
lagged debt stock for State-local governments, simple calculations show that as long as
delta is above 0.3 or so, delta and delta prime are very close to each other. And the same
is necessarily true in both equations 1 and 2 of the text, since alpha is the same for both.

8 As before, the lagged stock is defined as the sum of the actual lagged stock and current
debt amortization, Nee footnote 2 for the general justification for this special definition
of the lagged stock. (I'he reasons given there, mostly with respect to bondholder behavior,
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The identification problem of isolating the separate reaction-speed coefficients
of borrowers and lenders is apparent; but it is bypassed in this study except for
some speculations later. This is done because the combined delta coefficient of
both borrowers and lenders is a weighted average of the separate coefficients of
borrowers and lenders (as is shown in the discussion following). The weights
themselves are 'the structural coefficients of the eliminated variable when
equations 1 and 2 are combined into one equation. As long as the coefficients of
the eliminated variable are stable, the average reaction-speed coefficient in equa-
tion 3 shown later will be stable; and this will be sufficient for such purposes as
prediction. If the coefficients of the eliminated variable are not stable, the model
will not be useful in any form in which it might be tried, so we have little or
nothing to lose for prediction purposes by not going further into lender and bor-
rower behavior separately. In any case, the reader should keep in mind the fact
that the coefficients shiown in table 1 do not reflect the behavior of borrowers
separately or lenders separately but the combined results of their actions (except
for the many cases where theory and experience suggest that a variable is related
to only one side of the market).

Tor measuring needs of State and local governments for borrowed funds, three
variables are tried successively in different regression runs. The first is con-
struction pult in place, which is the familiar Bureau of the Census series reprinted
in Construction Review. The second is contract awards, from the same source
and (like construction put in place) including projects financed by Federal grants-
in-aid as long as the ultimate owner is a Stalte or local government. The third
variable is the sum of wage and salary payments by State and local governments
and other nonconstruction payments by the same units. An alternative approach,
measuring “real” demand by indexes of needs, was considered initially ; but trial
indexes were either like straight lines over time or had cycles unrelated to any in
interest rates or general business conditions. In addition, the indexes considered
faced a host of objections on their theoretical meaningfulness. The three series
used, on the other hand, reflect actual behavior related to needs. Of these three,
the third (nonconstruction spending by State-local governments) appears closest
to the conceptually desirable index of needs because of the flexibility with which
needs can be met by hiring additional employees. In addition, this series has the
econometric advantage of being more clearly exogenous to markets for State and
local bonds than are either contract awards or construction put in place.

Expectations on interest rates, of course, are known only to the gods, or perhaps
to gifted technicians.! Four definitions of these were tried in successive equations.
(1) A naive hypothesis is that expected rates of period ¢ equal rates in period
t—1. (2) A somewhat more credible hypothesis is that expected rates during
period ¢ equal the past rate plus the past change in the rate, that is, that past
changes are extrapolated into the present. (3) A hypothesis related to the
definition of expectations as based on some concept of normal rates and return to
them is that expected rates equal their trend value; trend is judged empirically
by this writer from his knowledge of financial markets and the history of the
period. (4) A hypothesis related to regressive expectations is that expected rates
during a given period equal a weighted average of rates in preceding periods and
perhaps the current period as well.

Going back to equations (1) and (2), let us modify the notation to express the
fact that some of the variables in the X and Y vectors are common to both equa-
tions (for example, the municipal bond yield affects the behavior of both bor-
rowers and lenders). These will be taken out of these vectors and relabeled as
a vector of one or more variables, Z’. The X and Y vectors henceforth include
only those variables present in the demand (but not the supply) and the supply
(but not the demand) equations respectively.

appear even stronger for State and local financial behavior. Could anyone really argue
that these governmental units want to replace debt being retired with new debt so as to
keep the stock of the latter constant? Or that different considerations and behavior lags
apply to the portion of bond issues which happen to be offset by current amortization of
old debt and to the portion which is not so offset? A decline in debt from amortization,
for technical reasons related to the serial form of most State-local debt, does not result
;n a deciliréing tax burden for debt interest and amortization payments, except over very
ong periods.

1David Meiselman, The Term Structure of Interest Rates, Prentice-Hall, Englewood
Cliffs, N.J., 1962.
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The next step is to combine equations (1) and (2) by eliminating one variable,
Zm, common to both. This is done by subtraction and manipulation of the re-
sulting bunches of structural coefficients attached to each variable. The variable
chosen for elimination is the stock of liquid assets held by State and local govern-
ments. As can be seen from the solutions footnoted,” the relationships between
the structural coefficients of equations (1) and (2) and the structural coefficients
in the combined equation :

3 . B,=¥8[C/X"s1-+D/ Y’ ;1+E" 12" ti— S 1]

are interesting. The equation (3) reaction-speed coeficient, delta prime, is a
weighed harmonic mean of the demand and supply reaction-speed coefficients.
The equation (3) structural coefficient of variables present in one but not the
other of the demand and supply equations (¢’ and D’) equal their respective
equation (1) or (2) coefficients divided by the ratio of one to both of the target
coeflicients of the eliminated variable. And the equation (3) structural co-
efficients of variables common to both demand and supply equations equal the
weighted mean of the demand and supply coefficients (counting the signs of
these). (The weights are the structural coefficients of the eliminated variable.)
Therefore, estimates of C’, D’, and E’ would be biased as estimates of the “true”
structural coefficients; but we can at least guess at the extent of the bias by
means of judgmental estimates of the coefficients of the eliminated variable
(Bmand Am).

This has not been done with respect to the absolute magnitudes of these two
last coefficients, because our information is too slender for setting even judg-
mental limits within which the true values probably lie. However, we might
speculate as to the proportion between them for judging whether the delta-prime
coefficients in table 1 (equal to those for lagged State and local debt as a percent
of permanent income) appear to be reasonable. For a number of reasons, in-

5Let Zm be the variable to be eliminated in combining equations 1 and 2 (it equals liquid
assets of State and local governments, in our case). (The beta and A coeflicients for that
variable, in equations 1 and 2, respectively, are Bm and Am. Keeping the notation the
" same as _in these two equations, and understanding that the vector Z’x is now bereft of
the eliminated variable (Zm) it can be shown that the relationships are as follows between
the1 s(t;‘;lctm'al coefficients in equation (8) and the structural coefficients in equations (1)
and (2) :

6,=5152(Am+ Bum) — 1
613m+52Am Bm + Am
62(Am+ ﬂm) El(Am'*‘ Bm)
dprf _Am \__B/
C’ _Bl Am+ﬁm) 1_}_&11_

m

o "’ Bm _ Ail
Di'=4; (Am+/3m>‘ AL

n - ’ ﬁm 7 ‘4m
Bl =4 (Bm+Am)+B“ (Am ﬁ..)

as long as we assume that liquid assets (Zm) have a negative impact on borrowing (since
they are an alternative source of finance for construction) but a positive impact on will-
ingness to lend. .

v Equations (1) and (2) can also be combined by addition without eliminating any vari-
able which is common to both. The writer preferred to avoid this because it is impossible
to eliminate the borrower and lender reaction-speed coefficients from the clusters of struc-
tural coefficients equivalent to the structural ones for each target-determining variable in
equation (3). However, the reader is welcome to interpret findings in this way, if he is
of the opinion that State and local liquid asset holding were unimportant or unstable
determinants of both the demand for and the supply of bonds.
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cluding the finding of Tanzer of an appreciable and negative relationship be-
tween “surplus’ liquid assets and borrowing as well as the minor weight given
to liquidity by Moody’s analyses of individual bond issues which the writer has
read, it is highly probable that much more weight is given to liquidity by bor-
rowers than by lenders. On the assumption that between 2.5 and 5 times as
much weight was placed by borrowers, B is between 2.5 and 5 times greater
thau Am. Calculations based on this assumption and values found for delta-
prime in the regression runs found that . and A, would diverge from delta-
prime in equation (3) by about the same number of basis points. Since we
might expect lenders to have significantly faster reaction reflexes than State and
local borrowers, for reasons discussed earlier. this implies that the general find-
ing of delta-prime coefficients between 0.5 and 0.8, with the most plausible finding
that at or slightly below 0.8, means that lenders make nearly all adjustments to
their portfolios based on current conditions within the current semiannual period,
while borrowers carry over a considerable but not suspiciously large proportion
of the uitimate adjustment to following periods. While speculative, these calcu-
iations suggest that the combined reaction speed (delta prime) coefficients found
in the regression runs are, at the least, not implausible in magnitude.

Going to these runs, equation (3) was tested in its statistical form with the
modification that all stock and flow variables, including specifically the lagged
stock of State-local debt, were transformed to percentages of lagged permanent
income (with Friedman weights). Several reasons for this suggested themselves
pesides the statistical convenience of removing collinearity among the independ-
ent variables because of growth and postwar trends in credit and monetary con-
ditions. Permanent income is defensible both as an index of the combined total
of human and nonhuman wealth (presumably applicable to aggregate investor
portfolio decisions) and as an index of the tax base for financing interest and
amortization on State and local debt (and hence of the burden of that debt on
voters). Time and savings deposits at commercial banks, Federal grants-in-aid,
and other ‘“institutional”” variables are likewise expressed as percentages of
permanent income because they are related to desired debt and asset levels of
borrowers and lenders respectively. A word might be said about the variable,
the Standard & Poor’s stock price index as a percent of permanent income. Be-
cause of the scarcity of stock issues relative to retirements and value of stock
outstanding, stock prices are an approximation to an index of the value of all
shares outstanding, for the period since 1951 at least. Thus, the writer inter-
prets increases or decreases in the percentage of stock prices to permanent in-
come as measuring the extent to which the wealth of high-tax-bracket individuals
is rising or declining relative to the wealth of the rest of us. If this is correct,
this variable should catch changes in the demand of wealthy individuals for
State anq local bonds which are not reflected in aggregate economic growth and
gross saving.

Only one variable was used in either level or interest rate spread form to
measure the influence of yield changes in investments competing with municipals
on the supply of loanable funds. That was the long-term yield of U.S. Govern-
ment securities. 'This limitation was suggested by the very high collinearity of
most long-term interest rates and the need to experiment with alternative meas-
ures of State and local needs for borrowed funds and of the expectations of
borrowers as to future interest rates. ) .

An accounting defect in the analysis is that the lagged debt stock variable
includes short as well as long-term State and local contractual debt while the
debt flow variable (bond sales) is limited to long-term debt. While the in-
fluence of this difference is judged to be very minor, because of the very small
proportion of new short-term borrowing relative to bond sales in nearly all post-
war periods, it should be kept in mind by the reader.



CHAPTER 19

Relative Tax Advantages to Different Investor Groups in
Acquiring or Holding Municipal Securities *

InTRODUCTION

Since the beginning of the income tax, the Internal Revenue laws
have provided that interest on obligations of States, territories, pos-
sessions of the United States, any political subdivisions of the fore-
going, or of the District of Columbia, has been excluded from the
gross income of any holder of these obligations.* ‘

The exemption applies not only to the coupon rate of interest stated
on the municipal obligations, but also to gains attributable to the
discount at which such obligations were originally issued, whether or
not the obligations were issued on a discount basis. Each respective
holder is entitled to exemption of gain attributable to original issue
discount in that proportion of the original issue discount which is
equal to his holding period divided by the total period for which the
obligation will be outstanding.?

Conversely, deductions are not permitted for amortization of a pre-
mium paid, whether on issuance or thereafter, for the purchase of tax-
exempt securities because the premium is a direct cost of earning tax-
exempt interest.® Taxpayers who do not amortize the premium must
generally reduce the adjusted basis of the obligation for purposes of
determining gain or loss on sale or exchange.* This rule prevents
holders of tax-exempt obligations from indirectly charging a non-
deductible expense against taxable income in the form of a loss upon
disposition.

The gain on disposition or retirement of municipal bonds, other
than that attributable to original issue discount, qualifies for capital
gains treatment, subject to a maximum tax rate of 25 percent if held
for more than 6 months,® to the same extent as obligations the interest
on which is taxable. Unless municipal bonds are inventory in the
hands of the holder, or are held by him for sale in the ordinary course
of trade or business, they are capital assets.®

In order to prevent recipients of tax-exempt income from being
doubly benefited, the Internal Revenue Code provides several restric-
tions on the deductibility of expenses connected with earning exempt
income.

“Prepared in the Treasury Department, Office of the Secretary, with minor
editing by committee staff.

1 Internal Revenue Code of 1954, sec. 103,
. 2In the case of obligations issued at a discount basis and payable without interest at a
fixed maturity date not exceeding 1 year from the date of issue, the original issue discount
shall not be considered to accrue until the date the obligation is disposed of. Internal
Revenue Code sec. 454 (b).

3 Internal Revenue Code of 1954, sec. 171(a) (2).

4 Internal Revenue Code of 1954, sec. 1016 (a) (7).

5 Internal Revenue Code, sec. 1201.

¢ Internal Revenue Code, sec. 1221.
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First, all expenses (other than interest) otherwise deductible as an
expense for the production of income are not deductible if allocable to
tax-exempt income.” This rule is generally applicable only to invest-
ment expenses, and not to trade or business expenses. Thus, if the ex-
empt interest is income of a trade or business, such as a bank, the ex-
penses of earning that interest are not subject to disallowance under
this rule.

Second, the code provides that interest on indebtedness incurred or
continued to purchase or carry obligations, the interest on which is ex-
empt, is not deductible.® This is so regardless of whether the exempt
income is investment income or income of a trade or business.

Obligations of State and local governments are not accorded any
preferential treatment for purposes of estate and gift taxation. In
each case, tax is generally imposed on the fair market value of the
obligation at the time it is transferred or bequeathed.

The foregoing rules are rules of general applicability, regardless of
whether the taxpayer is an individual, a trust, or a corporation. Signi-
ficant departures, however, result in the case of the following holders of
tax-exempt obligations, classified by institutional group. The follow-
ing analysis, however, does not treat of situations where the municipal
bonds are held as inventory by dealers in such obligations.

1. COMMERCIAL BANKS

While State and local obligations held by commercial banks may
qualify as capital assets, gains on disposition of which are taxed at 25
percent if held for more than 6 months, net Josses on the sale or ex-
change of such obligations which are capital assets may, in effect, be
deducted against ordinary income. Ordinarily, capital losses of corpo-
rations may not be used to offset ordinary income, but may be used
to offset capital gains of the taxable year or future years. The bank,
rule, however, applies only if the losses of the taxable year from sales or
exchanges by banks of obligations issued by corporations, including
municipal corporations, exceed the gains for the taxable year from such
sales or exchanges.®

With respect to interest expense paid or accrued by commercial
banks on indebtedness incurred or continued to earn tax-exempt inter-
est, interest is not disallowed on deposits. The general disallowance
rule has not obtained in the case of interest on deposits of commercial
banks for historical reasons but is, of course, applicable to interest on
other obligations of banks such as notes and debentures.

2. MUTUAL SAVINGS BANKS

Mutual savings banks which meet. specified tests of similarity to
national banks may, as in the case of commercial banks, deduct their
et losses on sales or exchanges of obligations, including municipal
obligations, for the taxable year against ordinary income.*

7 Internal Revenue Code, sec. 265(1).
8 Internal Revenue Code, sec. 265(2).
9 Internal Revenue Code, sec. 582(¢).
10 Internal Revenue Code, sec. 582(c).
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If the mutual savings bank is substantially engaged in the general
banking business, interest on deposits may not be disallowed on the
ground that it is interest on indebtedness incurred or continued to
purchase or carry tax-exempt obligations.

3. SAVINGS AND LOAN ASSOCIATIONS

The rules applicable to commercial banks for purposes of allowing
ordinary expense deductions for net losses during a taxable year on
sales or exchanges of securities are also applicable to savings and
loan associations.!

4. LIFE INSURANCE COMPANIES

Prior to enactment of the Life Insurance Company Income Tax

Act of 1959, life insurance companies were generally taxed on net
investment income less a deduction for the policyholders’ nontaxable
share of net investment income determined on an industrywide basis
as a stated percentage of net investment income. Net investment in-
come was defined as the total income from investments less tax-exempt
interest and investment expenses. The industrywide percentage was
calculated in order to exempt from tax industry additions to policy-
holders’ reserves. The Life Insurance Company Income Tax Act of
1959 provided that each item of exempt and taxable income, of which
total life insurance company investment income is composed, shall be
allocated pro rata between the policyholders’ nontaxable share and
the company’s taxable share.”> The effect of allocating each item of
income, whether or not exempt, between the policyholders and the
company is to prevent the double deduction of exempt interest by
means of an additional deduction for additions to reserves without
consideration of the portion of that increment attributable to exempt
interest. This legislative formula was recently upheld by the Su-
preme Court against objections that it placed a tax on intérest from
municipal bonds in United States.v. Atlas Life Insurance Company
(381 U.S. 233 (1965)).
- 'The provisions of the code for taxation of life insurance companies
specifically provide that no amount shall be deducted as interest on
indebtedness incurred or continued to purchase or carry tax-exempt
obligations.!3 : : S ,

5. FIRE AND CASUALTY INSURANCE COMPANIES

Fire and casualty insurance companies, including those organized
by the issuance of stock, and certain fire and flood insurance com-
panies operated on a mutual basis, are at present basically taxed in
the same manner as other corporations. This being so, the problem
in the A#las case relating to the allocation of tax-exempt interest be-
tween the company and the policyholders does not arise.

With respect to expenses incurred in earning tax-exempt interest,
the general provisions applicable to deductibility of expenses of earn-
ing tax-exempt interest are applicable to fire and casualty insurance
-companies. These rules provide that those expenses (other than in-

1 Internal Revenue Code, secs. 581, 582(e).
22 Internal Revenue Code, sec. 804.
13 Internal Revenue Code, sec. 805 (e).
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terest) which are not expenses of a trade or business and which are
allocable to production of tax-exempt interest are not deductible.
Tnterest on all indebtedness incurred or continued to purchase or carry
tax-exempt obligations is not deductible.

6. STATE AND LOCAL PUBLIC RETIREMENT FUNDS

The investment income of funds created by State and local goy-
ernments to provide for the retirement of their employees is normally
exempt from tax, either on the ground that they are qualified pension
plans or that they are instrumentalities of the State or local govern-
ment. This being the case, no tax advantage inures to the fund from
investing in municipal obligations.

7. STATE AND LOCAL GOVERNMENTS

State and local governments and their instrumentalities and agen-
cies are exempt from Federal income taxation. There is, therefore,
no tax benefit to be derived from investing idle funds in municipal
obligations.

8. NONINSURED PENSION FUNDS

Certain pension funds which do not discriminate between employees
and meet, other tests for qualification are exempt from tax, and are
accordingly not taxed on their investment income. Therefore, they
do not receive any tax advantages by virtue of investments in mu-
nicipal obligations as compared to taxable securities.

The investment income of pension trusts which do not meet the
qualifications for exemption from tax is taxed to the trust. There-
fore, investments in municipal securities may be advantageous because
of the interest exemption.

9, PERSONAL TRUST FUNDS

Personal trust funds are taxed at the rates applicable to individuals
on income which is not distributed to beneficiaries. Beneficiaries, on
the other hand, are generally taxed on distributions which do not ex-
ceed the current income of the trust. However, each item of trust
income currently distributed to the beneficiaries preserves its character
in their hands in the proportion that such item of income bears to the
total income of the trust.* Thusif a trust receives tax-exempt interest
on municipal bonds which it distributes currently, the beneficiaries
are not taxed on the amount of the distribution representing tax-
exempt interest. If the trust retains the municipal bond interest,
such interest is not taxed to the trust.

In determining the tax-exempt interest allocable to distributions
received by beneficiaries, deductions must also be allocated between
the various items of income in order that the beneficiaries may not be
allowed to offset taxable items of income by expenses attributable to
exempt interest.®

14 Internal Revenue Code, secs. 652 (b), 662(b).
16 Ihid.
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10. MUNICIPAL BOND FUNDS

Investment funds which are not under present regulations, associa-
tions taxable as corporations and which hold municipal obligations
exclusively or predominantly are not taxed on the receipt of inter-
est on such obligations, and distributions to the holders of certificates
of beneficial interest preserve their tax-exempt character. The share-
holders are thereby relieved of the usual second layer of tax which
would be imposed if the fund were treated as a corporation.

11, NONFINANCIAL CORPORATIONS

Corporations are not taxed on interest from State and local obliga-
tions, but receipt or accrual of such interest results in an increase of
the earnings and profits of the corporation. Because the amount of
current or accumulated earnings and profits generally determines the ,
taxability of corporate distributions to shareholders, the tax-exempt
Interest does not retain its exempt character when distributed to share-
holders. The shareholders are taxed notwithstanding that the source
of the distribution is exempt income. Thus, the inferest exemption
only applies to one level of taxation of corporations and shareholders.

12, INDIVIDUALS

The general rules applicable to individuals holding municipal secu-
rities are those enumerated in the beginning of this chapter.



CuaAPTER 20

Comparison of the Interest Cost Saving and Revenue Loss on
Tax-Exempt Securities*

The exemption of interest paid to holders of State and local govern-
ment securities from Federal income tax lowers the borrowing costs
to State and local governments since holders attach a premium to the
exemption feature in the form of lower interest. This chapter exam-
ines the relative magnitudes of (1) the interest cost saving to State
and local governments and (2) the reduction in Federal revenues due
to tax exemption.

A. THEORETICAL ANALYSIS OF THE BASIS OF THE YIELD DIFFERENTIAL
BrrweeN TaxasrLe aAND Tax-Exempr SECURITIES

The differential in yield between taxable and tax-exempt bonds of
comparable quality depends chiefly upon the value of the exemption
to marginal investors.!

The relative return on investment at the margin on a taxable secu-
rity yielding 5 percent or a tax-exempt security of comparable quality
yielding 30 percent of this, 5 percent or 1.5 percent, would be a matter
of indifference to an investor with a marginal tax rate or 70 percent.
Both offer the same after-tax marginal return. However, an Investor
whose marginal tax rate was 50 percent would find that unless the
return on the tax-exempt security reaches at least 50 percent of the
yield on a comparable taxable security, the after-tax yield on the tax-
able security would be better than that on the tax-exempt security.
For an investor taxable at 20 percent the break-even yield on tax
exempts would be 80 percent of the yield on taxable securities. The
term “investors” in these comments covers both individual and institu-
tional investors.

Given their investment preferences, investors whose income is taxed
at the highest marginal tax rate, will hold increasing amounts of tax-
exempt securities as the yield on tax-exempts rises above 30 percent of
the yield on taxables. Similarly, investors whose income is taxed at
50 percent will demand an increasing amount of tax-exempts only if
the yield on tax-exempts rises above 50 percent of the yield on
taxables.

Given the supply of outstanding State and local securities, the rela-
tive yield will be determined by the amount of tax-exempt securities
which investors in all tax brackets desire to hold. Suppose the actual
supply of tax-exempt securities to be relatively small, and all of them

#* Prepared in the Treasury Department, Office of the Secretary, with minor
editing by committee staff.

1 Any two securities will in fact have different yields depending on all the differences
between the securities, risk, liquidity, ete. In the following discussion comparisons are
made between securities that are alike in all features except taxability. Assuming com-
pet%tive capital markets this is a reasonable device for isolating the value of the exemption
feature.
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to be profitably bought by persons in the highest tax bracket. The
yield on tax exempts would tend toward 30 percent of the yield on
taxables. However, as the supply of tax exempts increased, the de-
mand of buyers in the lower income tax brackets would have to be
tapped. If buyers in the lowest tax brackets are brought in, the yield
will rise to 80 percent of the yield on taxables. In this instance, they
are the marginal buyers, that is, those whose income after tax is the
same whether they buy tax-exempt or taxable securities. Since this
is an undifferentiated market, all buyers of tax-exempt securities re-
ceive the same yields as the marginal buyers.

This is a somewhat simplified statement of investor choices. One
could postulate that an investor in the 70-percent bracket chooses be-
tween a taxable bond, a tax-exempt bond, and an equity—half of the
yield of which would be realized as capital gain. Because of the
attraction of the capital gain feature of the equity, the investor might
demand a better return on a tax-exempt bond than 1.5 percent even
though comparable taxable bonds are yielding 5 percent. The point
of the foregoing argument still applies, that is, the lower the tax rate
applicable to an individual the higher must be the yield on tax-exempt
bonds for these to be an attractive investment.

As the volume of State and local government borrowing rises, State
and local securities must appeal to lenders with medium or low mar-
ginal tax rates, that is, the yield on State and local securities must move
closer to the yield on comparable taxable securities. This means that
the lender whose marginal tax rate is higher than the rate applicable
to the marginal buyer will find that his tax saving is greater than the
amount of interest foregone. The standard assumption of free capital
markets and rational investors implies that there would be a negligible
number of investors who would buy tax-exempt securities when the
tax saving to them is less than the loss of interest. In the aggregate,
therefore, it can be expected that the interest cost saving to State and
local government borrowers due to tax exemption is less than the reve-
nue loss which results from the exemption feature. Sections B and C
provide some evidence on the yield differential and interest cost sav-
ings to State and local governments under the assumption that these
governments continue to borrow from the same borrowers.

It is possible that in the absence of exemption the patterns of savings
flows in capital markets would be very different than they are now, and
this in turn could mean a variety of further changes which are not
easily predictable. Section E offers some comment on this matter of
possible shifts of existing savings flows.

B. Evipence oN THE YI1ELD DIFrerENTIAL IN RECENT YEARS

Given the total stock of all securities, the differential in yield be-
tween taxable and tax-exempt securities is influenced by the supply of
tax-exempt securities; the tax rates applicable to each bracket; the
wealth position of individuals in each income bracket and investment
preferences among various investors. Over the decades the differen-
tial has widened or narrowed in response to pressures from these
forces.? .

2 Identifying the precise effect of the variables which have influenced the differential in
the past presents many difficulties. In particular, statistical evidence on the two latter
variables is quite meager.
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The following table, which compares the yield on high-grade cor-
porate and municipal bonds over the period 1928-66, shows the be-
havior of the differential during this period and provides some evidence
on the trend of the differential In recent years.®

TaBLE 1.—Comparative yields on high-grade, long-term municipal and corporate
bonds,* selected years, 1928-66

. Average vield Differential as
Year Differential a percent of
corporate yield

Municipal bonds | Corporate bonds
3.92 4,50 0.58 13
2,25 2.85 .60 21
1.10 2. 53 1.43 57
2.51 3.36 85 25
2.06 4.26 1.20 28
3.09 4,40 1.31 30
3.16 4.49 1.33 30
3.48 4.88 1.40 29

1 Moody’s Investors Service, Aaa munieipal bonds and Aaa industrial bonds.

In the 1920°s an upsurge in the amount of outstanding State and
local securities, combined with a sharp decrease in the rates of Federal
income tax, caused the relative differential (the absolute differential
as a percent of corporate yields) to narrow considerably. Since many
investors expected the decline in Federal tax rates to continue, the
value of the exemption during this period was discounted at a high
ficure. In the 1930’s the relative differential widened and during
World War IT widened further, so that by 1946 the yield on high-
grade tax-exempt securities was less than one-half that of taxable
bonds of comparable quality. Behind this widening of the relative
differential lay the marked increase in the level and progression of
Federal income taxes and a severe decline in the volume of tax-exempt
securities as State and local governments postponed borrowing to
finance capital outlays during the war. In the postwar years the rela-
tive differential has diminished.

C. TuEe IxTeEREST COST SAVING TO Srate AND LocAL GOVERNMENTS

Conceptually, measurement of the interest cost saving to State and
local government borrowers produced by the tax exemption requires
an estimate of the expected rise in interest costs of State and local
governments_that would occur if the exemption were not available.
The first problem in estimating the interest saving in any year due to
the exemption feature is that of securing a judgment as to what the
yield on State and local government securities would be in the absence
of the exemption.

The magnitude of the yield differential—Recently some instructive
research has been undertaken to determine the value of tax exemption -
in terms of reduced borrowing cost to State and local government
units; that is, the interest rate differential between tax-exempt and
taxable securities of comparable quality. The research project, spon-
sored by the Brookings Institution * has made a major contribution

—ee e

3These yields should not be taken as a measure of the true differential between tax-
exempt and taxable securities, i.e., the amount by which the yield on tax exempts would
be expected to increase in the absenece of the exemption, but are shown in order to indicate
the trend of the differential whatever its absolute size.

¢ David J. Ott and Allan H. Meltzer, “Federal Tax Treatment of State and Local Secu-
rities” (Washington: 1968).
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to the factual and analytical framework in securing a measurement of
the extent to which state and local government borrowers benefit from
the exemption feature. The analysis presented here is based on the
techniques employed in this study.> ]

A current range for the yield differential on long-term securities
was computed on the assumption that the relevant comparable rate on
taxable securities, grade by grade and maturity by maturity, lay some-
where between the yields on publicly and privately placed issues. The
difference between new issue municipal yield and public corporate new
issue yields was taken as the minimum differential; the maximum was
set at the differential between private corporate placements and new
issue yields on municipals of comparable quality.®

Application of the Ott-Meltzer technique to date for 1966 suggests
a current estimate of the range of the yield differential as 1.33 to 1.88.7

Measuring the interest saving to State and local governments in any
year due to the exemption feature poses the problem that the interest
payments on State and local securities in a given year consist of pay-
ments contracted in all previous periods in which debt currently out-
standing was issued. Estimation of the reduced borrowing costs on
all outstanding securities would involve going far ‘back into the
history of such offerings, comparing market yields for fully tax-
exempt obligations. Recently investigators have avoided the problem
of dating outstanding securities by developing an estimate of the “first
year” interest cost savings for any year. This approach was adopted
and refined in the recent study by Professors Ott and Meltzer. The in-
terest cost saving due to exemption was estimated by seeking an incre-

5The authors marshaled some quantitative evidence bearing on the level of yields on
State and local securities without the exemption by examining the yield patterns on Cana-
dian municipal and Provincial securities which . are subjected to a Canadian Federal
income tax, and also through examination of yields on domestic issues of railroad equip-
ment trust obligations and religicus institution bonds, which in the former instance are
similar in form to State and local government securities (Le., issued serially) and in the
latter instance are comparable to small, unrated local government issues.

Because the yield series which would prevail in the absence of the exemption would be
based to a large extent on qualitative evidence and judgments made in the capital market,
the views of capital market experts on the absence-of-exemption yields on municipals
Wwere surveyed. Two conclusions were reached on the basis of this survey. Tirst, while
former investigations of the differential have compared the average long-term new issue
yields on public offerings of corporate bonds with the average long term yields on munici-
pals of the same credit category, the relevant vield on taxable securities should be
viewed as some sort of weighted average of new issue yields on pubdlic offerings and private
placement of corporate bonds. (In recent years private placements of corporate bond
issues have accounted for almost 50 percenf of total corporate issues.). Second, in the
absence of the exemption it cannot be assumed that offering yields on all maturities would
‘rise by the same absolute (basis points) amount as the estimated rise in offering yields on
long-term issues. Some allowance should be made, therefore, for a change in the term
structure of yields on municipals in estimating the differential.

Ott and Meltzer concluded that the yield differential for the tax-exemption feature of
State and local government bonds was in the range of 1.19 to 2.02 percentage points, based
on data for 1960. .

¢ The range was calculated on the basis of available data for private placements and
new corporate issues. The private placement yield series was based on compilations by
the Life Insurance Association of America. For data on new issue yields of publiec offer-
ings of corporate bonds the FHA series was chosen. The municipal yield series was based
on the Investment Bankers Association series on new issue yields on State and local
government securities. These series served to provide a general range for the differential
between current municipal and the relevant corporate yields. The “3ad” quality yields on

- private placements and the approximately comparable “A” public corporate issue yields
were compared with the IBA median yields on “A’ 20-year general obligation municipals.

It should be noted that a refined estimate of the range of the differential might allow
for the fact that in the absence of the exemption the yields on shorter maturities of
municipals would probably rise more than long-term yiélds. This change in the term
structure of yields on municipals can be viewed as a “flattening” of the present yield
curve, In the absence of the exemption the muniecipal yield curve may become less steep
than at present and more closely resemble the term structure on corporate bonds.

?The Ott-Meltzer work was the subject of a conference of experts at the Brookings
Institution which was summarized in Ott and Meltzer op. cit. D. 118 footnotes. In the
discussion a consensus judgment of the conferees was sought and a figure of 1.5 percent-
age points appeared to be the midpoint of the range of judgments expressed.
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mental figure, that is, the increase in the interest cost that would have

occurred on the gross issues of a single year if the issues had been

sold at the alternative (absence-of-exemption) yields. The revenue

{cionsequences of tax exemption are stated in terms of this incremental
gure.

This technique is applied to determine the increase in interest costs
that would have occurred on gross issues of State and local govern-
ment securities issued in 1965 if the issues had been sold at the yields
which would have prevailed in the absence of the exemption. On the
basis of the yields which would have prevailed in the absence of the
exemption. On the basis of the yields prevailing at the time of sale,
aggregate total interest payments over the life of the debt issued dur-
ing the year are estimated at $5 billion. If net interest cost for each
issue were increased by a minimum of 133 and a maximum of 186
basis points, the aggregate interest payments by State and local gov-
ernments over the life of the debt would have risen by an estimated
range of 37.8 to 52.8 percent or $1.9 billion in the case of the minimum
estimated rise in interest costs and $2.6 billion in the case of the maxi-
mum estimated rise in interests costs.®

D. Tae Appep FeperaL Tax Yierp 1N RELATION TO ADDITIONAL
INTEREST PAYMENTS

The revenue consequences of tax exemption to the Federal Treasury
Department and dependent upon the distribution of holdings of State
and local securities among various investor groups and the average
marginal tax rates applicable to the interest receipts of the holders.
Table 2 shows the estimated distribution of holdings of State and
local government obligations in 1965 by value of total obligations and
the percentage held by each investor group.

TABLE 2.—Ownership of State and local government securities, 1965
[In billions of doliars]

Amount Percentage

Investor group held distribution
Individuals oo ceomcmacacmneoan - $35.0 35.8
Nonprofit corporations ! - S O (SO
State and local funds. .- 5.3 5.4
Commercial banks. . _...-- 36.6 37.4
Mutual savings banks. 0.4 .4
Life insurance companies. 4.7 4.8
Nonlife insurance companies. 10.9 11
Pension funds. - 1.8 1.8
Other - oo ceemcmmmcmmcmmmemm=mece—mmm—=messeccommsseosooos R - 3.1 3.2
Total._..- emrmmmmcccmmmmm o m—m e - ——— 97.8 100.0

1 Included in pension funds.

Tn order to determine the potential revenue yield, the approximate
average marginal tax rate for each investor group on the basis of
present income tax law was estimated and a weighted average marginal

8 More crudely, the interest saving from tax exemption for State and local bonds in 1965
could be estimated as between 37.8 percent and 52.8 percent of the interest paid on all
State and local securities in that year or $1.14 to $1.60 billion. The inaccuracy in this
estimate is that some of the bonds on which interest was being paid in 1965 were issued
in past years. Depending on market conditions, the value of tax exemption was some-
what different in each year. The differential has not changed greatly, however, as a per-
centage of the current rate after 1946 so this crude calculation of a single year’s interest
saving is reasonably satisfactory.

70-132—67—vol. 2——22
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tax rate was computed. The aggregate average marginal tax rate,
based on the present distribution of State and local government bond
Interest receipts, is estimated to be 42 percent. This result suggests
that over the life of the debt issued in 1965 the increase in Federal
revenues would have been $2.9 billion if the relevant differential were
133 basis points and interest payments were to rise by $1.9 billion.
The additional revenue would have been $3.2 billion if the relevant
differential were 186 basis points and the increase in interest payments
were $2.6 billion. Over the life of State and local bonds issued in 1965,
the excess of Federal revenue loss over interest saving to State and
local governments is therefore estimated to be between $0.6 and $1.0
billion.?

E. THE MarRiET Fror STATE AND Locar, GOVERNMENT SECURITIES IN
THE ABSENCE OF THE EXEMPTION

The revenue consequences resulting from the taxation of interest
payments on State and local government securities suggested above
were developed on the assumption that the distribution of holdings
of these obligations would remain unchanged in the absence of the
exemption.® However, if the exemption feature were unavailable, it
would not be appropriate to assume a completely unaltered distribution
of holdings among investor groups. This change in holdings among
investors will affect the aggregate average marginal tax rate applicable
to the interest income. :

The factors which would effectuate shifting and determine the sub-
sequent revenue effect are complex. The extent of shifting and the
change in the prospective revenue yield would depend, for example,
on ylelds on municipals in the absence of exemption—both short- and
long-term; the changes which would occur in yields on equities and
other fixed-interest bearing assets if the exemption on municipals were
unavailable; the extent to which former purchases of tax-exempt
securities were able to secure alternative income tax shelters and
whether the exemption were to be made unavailable only on new issues;
finally, what might be called institutional practices would govern to
some extent purchases of State and local securities.

In their study, Professors Ott and Meltzer gave explicit recognition
to the distribution problem. On the assumption that the exemption
feature would be unavailable on new issues of State and local gov-
ernment obligations, an effort was made to determine changes in pur-
chases by the various investor groups. While magnitudes of the
shifts in purchases of State and local securities are subject to alter-
native judgments, the judgments as to the direction of the shifts pos-
tulated in the study appear quite reasonable.

The most striking portfolio changes are postulated to occur in the
cases of individuals subject to tax in the higher income tax brackets
and life insurance companies. Under present income tax treatment
of State and local interest payments, the former investor group is
the largest purchaser of municipals while the latter purchases only a

2 These estimates of benefits and costs of tax exemption over the life of 1 year’s issues
were estimated following the Ott-Meltzer technique but using 1965 data.

© An implieit assumption was also that total security issues as well as the volume of
State and local bond issues remained the same.



STATE AND LOCAL PUBLIC FACILITY TINANCING 333

small percentage of total issues. In the absence of the exemption,
individuals in the higher income tax brackets may be expected to
forgo substantial purchases of municipals and shift into other invest-
ment outlets including equities. However, a decline in purchases of
municipals by individuals may be checked if individuals below the
higher tax brackets were attracted as yields on municipals rise in the
absence of the exemption. Moreover, the decline in purchases by
individuals shifting initially into equities or new ventures may be a
shortrun phenomenon which would be checked as the debt-equity
ratio of individual portfolios is readjusted.

Life insurance companies might increase substantially purchases
of long-term municipals in the face of rising yields. This view is sup-
ported by the fact that this investor group 1s an important buyer of
low-rated, high yield, State and local government issues. Nonlife
insurance companies would probably move in the opposite direction.
Purchases of municipals by this group would fall and the shift would
be largely into preferred stock.

The second largest municipal investor group, under present tax
treatment of interest income, commercial banks, are substantial pur-
chasers of short-term serials. This group may be expected to shift
out of municipals to some extent, but the magnitude of the shift should
not be great since commercial banks purchase short-term municipals
on the basis of liquidity as well as after-tax yield.”

In the absence of the exemption and given the rise in municipal
bond yields, nonprofit corporations and pension funds can be expected
to develop an interest in State and local obligations since high yields
coupled with safety are important factors in determining the port-
folio composition of these investor groups. 1In addition to these non-
taxable investor groups, State and local trust funds would be expected
to increase their participation in the municipals market as yields on
these securities rise.

11 Another factor which suggests that the absence of the exemption feature will not
greatly diminish commereial bank purchases of muniecipals is that commercial banks to
some extent are obliged to hold municipals as collateral for public funds. Public relation
ties with localities would also encourage continuing purchases of municipals. Finally,
the underwriting activity of commercial banks is limited to State and local government
(general obligation) securities.
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CuarreR 21
Commercial Banks*

INTRODUCTION

The distinguishing characteristic of commercial banks, in com-
parison with other financial institutions, is their issuance of demand
deposit accounts, transferable by check, which are used throughout the
Nation as money, or means of payment. Most commercial banks also
issue time deposits, usually evidenced by book accounts or by certifi-
cates of deposit. Some banks also have demand certificates of deposit.

In the 19th century what we now call commercial banks were tradi-
tionally known as banks of deposit and discount (some of them were
also banks of issue because they issued circulating notes used as pocket
currency). The description of them as banks of discount reflected
the predominant character of their assets—as bills of exchange and
promissory notes of businessmen and other individuals, with the
emphasis on obligations arising out of relatively short-term commer-
cial transactions (those not exceeding a few months). In recent
decades commercial banks have made a broad variety of loans, in-
cluding commercial loans of varying maturities, loans to individuals
for consumer purposes, loans secured by real estate (residential, agri-
cultural, and commercial and industrial), and loans of other types.
They also hold a relatively large volume of investment securities, con-
sisting mostly of obligations of governments (Federal, State, local,
and sometimes foreign) and of other public or quasi-public bodies.
The loans and investments of commercial banks represent a much
broader coverage of the various types of loans and securities outstand-
ing in the economy (except corporate bonds and stocks) than those of
other types of financial institutions.

It may also be noted that the class of institutions commonly referred
to ag “commercial banks,” for which statistics are regularly collected
and published by the Federal banking agencies, includes stock savings
banks, though they may have no demand deposit accounts, and trust
companies not regularly engaged in deposit banking which handle
fiduciary business other than that incidental to real estate title or
mortgage activities. However, such savings banks and “nondeposit
trust companies” are comparatively few in number relative to the com-
mercial banks engaged in the types of operations described above.

*The Introduction and Part A were prepared by the Division of Research and
Statistics of the Federal Deposit Insurance Corporation; the remanider of the
chapter was prepared by Wray O. Candilis, Department of Economics and Re-
search, American Bankers Association. Minor editing of entire chapter by com-
mittee staff.
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S1ZE AND STRUCTURE OF THE INDUSTRY

The number of commercial banks, and the amount of their assets, as
of the call report dates at or near the end of the year, are given in table
2 for the years indicated. The commercial banks are classified in table
2, for the same years and call dates, according to participation in Fed-
eral deposit insurance and Federal Reserve membership. On Decem-
ber 31, 1964, commercial banks operated 14,771 branches, an increase
of 1,119 over the corresponding date of the preceding year. Table 8
shows a distribution of insured commercial banks on December 31,
1964, by amount of deposits.

TaBLE 1.—Number and assets of commercial banks, 1950, 1955, 1960, and 1964

Calldate| Number Assets
(thousands)

Dec. 30 14,164 | $169, 855,778
Dec. 31 13,756 211, 830, 899
--do_._. 13,484 258,358,952
—-do___. 13,775 348, 433, 496

Source: Annual reports of the Federal Deposit Insurance Corporation.

TABLE 2.—Number and assets of commercial banks, 1950, 1955, 1960, and 1964,
classified by selected criteria

Number Assets (thousands)
Criteria

Insured Noninsured Insured Noninsured

13,446 718 | $166, 791, 755 $3, 064, 023
13, 237 519 | 209,144,779 2,868,120
13,126 358 | 256,322,819 2,036,133
13, 493 282 | 345,130, 205 3,303, 201

Members |{Nonmembers] Members |Nonmembers

6,870 7,204 | $144, 641, 543 $25, 214, 235
6, 540 7,216 | 179,387,715 32,443,164
6,172 7,132 | 2186, 855, 670 41, 803, 282
6, 224 7,269 | 289,128,895 56, 001, 310

Source: Annual reports of the Federal Deposit Insurance Corporation, annual reports of the Comptroller
of the Currency, member bank call reports, and FDIC tabulations.

" TABLE 3.—Distribution of commercial banks, Dee. 31, 1964, by amount of deposits

Insured commercial banks,
December 31, 1964
Deposit size

Number Deposits

(millions)
Total - 13,492 $306, 230

Banks with deposits of—

Under $1,000,000. - <o ccceccceccecmmemaccmnnnn 730 530
$1,000,000 to $5,000,000. - . - 6, 460 17,679
$5,000,000 to $25,000,000. .. _ 5,018 52,951
$25,000,000 t0 $100,000,000. - - <o e oo ocecaceimumemnn e ammc e —————————.a—— 923 42,634
$100,000,000 to $500,000,000. ... a—- 283 59,327
Over $500,000,000- - . . ——- 79 133,108

Source: Tabulations by Federal Deposit Insurance Corporation.
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A. SuppLy or Capitar FunDs

The commercial banking system is looked to increasingly as a source
of funds for financing State and local public works. %mpirical in-
formation on the extent of financing directly by the acquisition by
banks of obligations of private, nonprofit organizations for hospitals,
schools, nursing and retirement homes, community centers, and other
local public facilities is not available. Much of this is in the form of
various classes of loans or warrants not separately categorized in bank
recordkeeping and reporting. This kind of direct financing is im-
portant, if not in aggregate terms, then certainly in particularly cir-
cumstances where the more formal types of flofations and securities
marketing are less appropriate.

There 1§ somewhat more information available on the activities of
commercial banks as buyers and sellers of State and local obligations
used to finance local public works, but even here the data leave much to
be desired. Also, banks, in their various fiduclary capacities and as in-
vestment, counselors, probably exert considerable influence in the max-
ket for State and local securities but empirical data are fragmentary.

Commercial banks are much more important, however, as investors
of their own resources in State and local securities, than as dealers,
fiduciaries, or investment counselors. The holdings of State and local
obligations by commercial banks since the end of World War II have

eatly increased, not only in absolute terms, but also as a proportion
of total State and local debt outstanding. Table 4 indicates this ex-
pansion. From holdings of $4.1 billion in 1946, commercial bank
holdings steadily increasd to $36.6 billion by 1965. As a percentage
of total issues outstanding, the proportion increased during the period
from 26.1 to 37.4 percent. Note, however, that most of this latter in-
crease occurred in very recent years, when there has been a heavy
growth of time deposits.

TasLE 4.—Holdings of interest-bearing State and local obligations commercial
banks, 1964-65

[Dollars in billions]

Bank hold-
State and ings of State

local obliga- | State and and local
tions held local obli- obligations

Year (June 30) by com- gations as a percent-
mereial outstanding | age of State
banks and local
obligations
outstanding
046 oo mmmmmemmmmmmm e mm—mmemeemm—m oo $4.1 $15.7 26.1
5.0 16.6 30.1
5.6 18.4 30. 4
6.0 20.5 29.3
7.4 23.8 311
8.6 26.7 32.2
9.9 29.2 33.9
10.6 32.3 32.8
12.0 37.4 32.1
12.8 42.8 29.9
13.0 47.6 27.3
13.4 52.1 25.7
15.8 56.8 27.8
17.0 62.0 27.4
16.8 606. 4 25,3
18.8 7.7 26. 2
23. 2 80.1 29.0
27.9 85.9 32.86
31.5 91.3 34.5
36.6 97.8 37.4

Source: U.S. Treasury and Federal Deposit Insurance Corporation.
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The holdings of State and local obligations by banks of differing
size groupings, in relation to bank assets, are shown in table 5. This
tabulation is based upon examination reports of approximately 6,000
State chartered banks that are not members of the Federal Reserve
System. For all these banks, the ratio of holdings of State and local
obligations to total assets is 9.3. :

TanLe 5.—Relationships of holdings of State and local obligations to assets of
insured nonmember commercial banks, analyzed by selected size of bank

groupings, 1964*
. ’ [Dollars in millions]

Holdings
Holdings of State
Number of State Total and local
Size of banks (total assets) of banks and local assets obligations
obligations asa
percent of

total assets

Total. e 6, 268 $4, 009 $43, 253 9.3
Less than §1,000,000. . 422 11 314 3.5
$1 to $2,000,000. .. . 1,403 90 2,104 4.3
$2 to $5,000,000_._ 2,342 558 7,677 7.2
$5 to $10,000,000. - 1,204 848 8,425 10.0
Over $10,000,000__ ——— 897 2, 502 24,733 10.1

! Based on tabulations from examination reports of 6,268 banks examined by the Federal Deposit Insur-
ance Corporation in 1964,

1. MATURITY DISTRIBUTION OF INVESTMENT IN STATE AND LOCAL
OBLIGATIONS BY COMMERCIAL BANKS

A primary restraint pertaining to the management of assets that is
inherent in the character of commercial banking relates to liquidity
requirements. These requirements differ among institutions and at
different points in time. "But, in any case, they are determined by the
need to satisfy any short range demands of claimants as they are
presented. The maturity distribution of the investment account in

tate and local obligations can have important bearing on the liquid-
ity position of any given institution.

There is no continuous series of data showing the maturity distribu-
tion of State and local obligations held by commercial banks. The
whole banking system was surveyed in 1947 and again in 1956. Matu-
rity data reported by bank examiners of some 6,000 State chartered
banks not members of the Federal Reserve System have been tabu-
lated for the years 1961-64. Summaries of these surveys are brought
together in table 6. Noteworthy is the fact that there appears to
have been a lengthening of maturities since 1961. The holdings in the
1- to 5-year maturity range decreased from 39.6 percent of all hold-
ings in 1961 to 33.8 percent in 1964; in the 10- to 20-year range, the
percentage increased from 11.5 percent to 18.5 percent.
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TABLE 6.—Percentage maturity distribution of State and local obligations held
by insured nonmember commercial banlks, 1961-64, and all insured commercial
banks, 1947 and 1956

. |
Maturity 1964 1 1 1963 1 1962 1 19611 1956 1947
Total . oo 100.0 } 100.0 100.0 100.0 100.0 100.0
Within 1 year_ 13.1 i 14.0 14.3 14.8 15.2 16.8
1to 5 years_. 33.8 | 35.5 37.9 39.6 34.9 29.4
?(;:2 lgoyears. 31.3 Sg. 9 35. 8 31.8 30.0 26.3
0 20 years 18.5 16.8 13.4 11.5
Over 20 Years..-----ooooo o 3.3 2.8 2.6 55 100 21.5

1 Based on tabulations from bank examination reports of banks examined by the Federal Deposit In-
surance Corporation.

Table 7 presents the maturity distribution of investment grade
State and local obligations held in 1964 by some 6,000 State chartered
banks not members of the Federal Reserve System, classified by size
of bank groupings.

TABLE T.—Maturity distribution of investment grade, State and local obligations
held by insured nonmember commercial banks evamined in 1964, analyzed by
selected size of bank groupings

. State Maturity distribution as percent of total
Number | and local
Size of banks (total assets) of obligation
banks | holdings!? Under | 1to5 | 5t010|10to 20| Over
(millions) | Total | 1year | years | years | years 20
years
Total oo 6, 268 $3,981 | 100.0 13.1 33.8 31.3 18.5 3.3
Less than $1,000,000_ ... 422 11 100.0 16.6 42.5 30.7 9.7 .5
$1,000,000 to $2,000,000. - _.____. 1,403 88 100.0 16.6 40.6 30.2 12.1 .5
$2,000,000 to $5,000,000. . 2,342 553 100. 0 14.2 38.9 32.7 13.4 .8
$5,000,000 to $10,000,000- - - 1,204 843 | 100.0 12.1 37.2 34.6 15.2 .9
Over $10,000,000. - - —--—-- 897 2,486 | 100.0 13.1 31.2 29.9 21.0 4.8

1 Totals shown in this column exclude speculative and defaulted holdings and therefore differ from total
holdings shown in other tables. :

Source: Based on tabulations from Federal Deposit Insurance Corporation examination reports.

2. THE QUALITY OF COMMERCIAL BANK INVESTMENTS IN STATE AND LOCAL
OBLIGATIONS

Commercial banks, particularly smaller ones involved in the financ-
ing of local developmental projects, invest rather heavily in unrated
issues, which are not well-known outside local environs and which
might be of either high or of low quality. Some banks invest rather
substantially in grade 4, or marginal, issues. Nevertheless, on the basis
of available evidence, which is generally acknowledged to be less com-
plete than might be desirable, the commercial banking industry does
usually insist upon very high standards of quality in its investment
portfolio.

Quality classifications of holdings of State and local obligations by
State chartered banks not members of the Federal Reserve System
that were examined by the Federal Deposit Insurance Corporation
from 1960 to 1964 are shown in table 8. These data indicate that over
55 percent of the holdings are of very high quality. Speculative hold-
ings and issues in default are relatively insignificant, and the percent-
age of these found in bank portfolios has declined since 1960.
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TABLE 8.—Quality classification of holdings of State and local obligations by
insured nonmember commercial banks evamined, 1960-64

State and Percentage of holdings—
local obli-
Year Number gation
of banks holdings Grades Specula-
(millions) Total 1to3 Grade 4 Unrated | tive and in
default
6,757 $2, 881 100.0 5 11.2 317 1.3
6, 391 2,912 100.0 55.6 12.1 3L5 .8
6,324 3,158 100.0 55.3 13.5 30.3 9
6,150 3,466 100.0 54.6 15.4 29.2 8
6, 268 4,009 100.0 55.9 15.3 .1 7

Source: Based on tabulation from Federal Deposit Insurance Corporation examination reports.

Table 9 relates the quality of the investments in State and local ob-
ligations in 1964 shown in table 8 to the size of banks. Smaller banks
of less than $2 million of assets had less than one-fourth of their hold-
ings of State and local obligations in issues of grades 1-8. Banks of
over $10 million had 65 percent of their holdings in these higher grade
securities, although these banks also had a slightly higher percentage
of investments in grade 4 securities. Smaller banks showed a substan-
tially higher proportionate investment in unrated securities than did
the larger banks. Unrated issues, which usually are small and of vary-
ing quality, tend to have a limited market, often served by the smaller
banks. On the other hand, the larger portfolios can usually be ad-
ministered more efficiently and pro%tably if invested in large, well-
known flotations.

TABLE 9.—Quality classifications of holdings of State and municipal obligations
by insured mommember commercial banks evamined in 1964, analyzed by se-
lecied size of bank groupings*

State Percent of holdings
and local
Number | obliga-
Size of bank (total assets) of banks tion Specu-
holdings | Total Grades | Grade | Unrated | lative
(millions) 1to3 4 and in
: default
Total .. 6, 268 $4, 009 100. 0 55.9 15.3 28.1 0.7
Less than $1,000,000....._..____ 422 11 100.0 24.2 10.5 63.8 1.5
$1,000,000 to $2,000,000... 1,403 89 100.0 24,7 12.4 61.8 1.1
$2,000,000 to $5,000,000. - . 2,342 559 100. 0 33.9 14.3 50.8 .9
,000,000 to $10,000,000. . - 1,204 848 100. 0 46.0 16.7 36.7 .6
Over $10,000,000 .- ___________ 897 2,502 100.0 65.5 15.1 18.8 .6

1The 1st 4 rating classifications are considered investment grade by Federal bank supervisory authori-
ties, although grade 4 is generally considered to be marginal. Unrated issues are usually not well known,
and speculative and defaulted issues are unsuitable for bank portfolios.

Source: Based on tabulations from Federal Deposit Insurance Corporation examination reports.

3. TYPE OF SECURITIES AND USE OF PROCEEDS OF STATE AND LOCAL DEBT
HELD BY COMMERCIAL BANKS :

There are no current data available either on the type of State and
local obligations held by commercial banks or the use of proceeds by
governmental authorities. The last general bank survey in 1956
showed 79.3 percent of total investments in State and local debt in
general obligation issues, 14.5 percent in revenue bonds, and 6.2 per-
cent in short-term notes and warrants. In recent years, however,
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there has been an increase in revenue bond financing by State and local
governments. During the period, 1961-65, total long-term issues
totaled some $65.2 billion, of which about 25 percent were of the rev-
enue type. Short-term issues during the same period amounted to
almost 30 percent of total flotations. As to purpose, the major use of
proceeds of State and local debt continues to be for education, highway
construction, and local utilities.? There is little reason to suppose
that bank portfolios in recent years have not shared in these general
patterns of State and local financing.

B. Portrorio CONSIDERATIONS

1. GENERAL CONSIDERATIONS

Probably the most important element making municipal securities
attractive to investment officers of banks is the tax exemption feature.
Institutions that are subject to high Federal income taxation display
a considerable interest in tax exempts, with the greatest demand com-
ing from commercial banks which are subject to the standard cor-
porate income taxes. Tax exemption, however, is a form of Federal
Government subsidy, only part of which accrues to the investors.
How this subsidy is shared between investors and borrowers depends
on the market forces existing at a particular time. If the supply of
tax exempts is high relative to demand then the cost of borrowing
would be high also and investors would benefit more from the subsidy
than otherwise. If the supply is small relative to demand, borrowing
costs would be down and it would be the borrowers that would benefit
more than otherwise.

Another advantage that makes municipals attractive is the security
of such investments. With the exception of Treasury and Federal
agency bonds, municipals generally involve the least risk and enjoy
the lowest default rate of any form of investment. In addition, banks
are constantly under pressure to assist local government units either
in order to secure the deposits of such units or for the sake of the
broader customer-banker relationships.

The difficulties encountered by banks in the purchase and sale of
municipals may be summarized as follows:

First, investing in municipals presupposes a high degree of special-
ized knowledge not always available to all banks.

Second, marketability in the secondary market is considered less
than adequate to insure easy liquidation of most municipals.

A third difficulty is perhaps the most serious factor impeding bank
investment in municipals. Commercial banks during business cycle
swings have a particularly difficult task in adapting their investment
policy vis-a-vis State and local bonds to their major function as a
private lender.

On the supply side, the postwar period has demonstrated that non-
Federal governmental units have tended to be relatively heavy bor-
rowers of funds in periods of business ebullience. While there is some
interest elasticity in the supply of municipal bonds, the decrease or
postponement of new issues 1s scarcely sufficient to free adequate funds

1 Moody’s Municipal and Government Manual, 1966, p. a21.
2 Ibid, p. 219.
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for business and consumer demand which also tends to be high at such
times. With scarcity of bank reserves generally characterizing the
advanced stage of cyclical recovery periods, banks tend to liquidate
some of their municipal investments or at least withdraw from the
market for new issues. In these periods, banks often take capital losses
on their holdings of State and local bonds as well as Treasury securi-
ties in order to accommodate business and consumer borrowers. Simi-
larly, in the early stages of a recession, State and local bond volume
may be small at the very time commercial banks could use additional
outlets for their funds, considering the lesser demand by private bor-
rowers. Thus, despite the obvious investment attractions in the form
of tax-exempt income and on the whole, excellent quality, municipal
bonds as bank investments do not always harmonize with the responsi-
bility of banks to accommodate first the needs of private customers.

The Department of Economics and Research of the American Bank-
ers Association sent a questionnaire to the chief executive officers of
over 300 banks across the country soliciting their views on subjects
relating to municipal securities. The questionnaire, which was pre-
tested, included questions pertaining to the ratios of municipal security
holdings to total loans and investments, the method used in deter-
mining the volume of municipal holdings, the relationship between
yields of tax-exempts and yields of taxable loans and investments,
the importance of the tax exemption feature, and the means by which
municipal securities can be made more attractive to investors. Apart
from the questionnaire, to which there was an above average response,
the Department of Economics and Research conducted comprehensive
interviews with academicians, researchers, and bankers well versed
in the municipal bond field, whose views and advice considerably en-
hanced the value of the survey results.

2. PROPORTION OF LOANS AND INVESTMENTS

According to the survey, the proportion of municipal security hold-
ings to the holdings of all loans and investments is determined by com-
mercial banks mainly as a result of an analysis of liquidity require-
ments, loan requirements, and legal needs for governments to secure
government accounts. Following the satisfaction of these needs, the
funds that remain are invested in bonds. Depending on the yield
spreads between governments, municipals, and Federal agencies and
corporations, on the relationship of a particular bank to the local gov-
ernment unit or home State, and on the tax position of the bank, funds
are allocated accordingly. An eye is also kept on the ratio of mu-
nicipals to total deposits, or some other similar ratio, and on the ratios
carried by banks of comparable stature.

3. COMPETITION WITH OTHER LOANS OR INVESTMENTS

Municipal securities are not competitive with mortgage loans accord-
ing to the response of surveyed bankers as a whole. In the event,
for instance, of the removal of tax exemption and the subsequent lower
demand for municipals, money that no longer would go into munici-
pals would mainly be channeled into other investments; e.g., Treasury
securities, rather than into loans. Of course this would depend on
how loaned up the bank happened to be at the time and on the spread
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between the yields of municipals and the average pre-tax return on
loans and investments. According to table 10 the shift of funds that
would occur if tax exemption were eliminated would depend also on
the size of the bank.

For example the shift to Treasury securities arising from removal
of tax exemption on municipals for instance ranges from 38.6 percent
of the surveyed banks with assets of $10 to $99 million, to 64.3 percent
for banks with assets of less than $10 million. A similar wide range
exists in the case of a shift to consumer and business loans. From
table 10 it is apparent that there would be a greater shift to business
loans if tax exemption is removed in communities whose municipals
are rated A or lower, presumably because business loans are better sub-
stitutes for high-yielding low-rated municipals than mortgages or
Treasurys. Probably for the same reason there would be a slightly
greater shift to mortgages and Treasurys in communities whose mu-
nicipals belong to the top two ratings.

TABLE 10.—If tax evemption were eliminated, wiere would you shift the funds to?

[In percent]

Bank’s assets

$100,000,000 | $10,000,000 to Under Total
and over $99,000,000 $10,000,000
Consumerloans. .- oo 16.0 38.6 14.3 19.8
Business loans 16.0 6.8 7.1 13.4
Mortgages__.- - 11.6 16.0 10.7 12.3
Treasury se - 44.8 38.6 64.3 45.8
Other. e 1.6 |oomeem 3.6 8.7

RATINGS (MUNICIPALS OF RESPONDENT’'S COMMUNITY)

Aaa Aa A Baa Ba and Total
lower !
Consumer loans - 22.2 16.5 22.0 17.2 19.8
Business loans 7.4 8.8 16.5 27.6 13.4
11.1 16.5 9.9 6.9 12.3
44.5 48.3 45.0 38.0 45.8
14.8 9.9 6.6 10.3 8.7

1 Too few cases.
4. YIELD SPREAD CONSIDERATIONS

On the average banks consider municipal securities attractive so
long as their yield is no more than about 200 basis points lower than
ields of taxable loans and investments. The survey also indicated
that neither the size of the bank nor the rating of the municipals of the
community where the bank is located produces a substantially dif-
ferent figure (table 11). Of course the actual spread between, say,
high-grade municipal bonds and AAA corporate bonds at mid-March
1966 was about 1.25 percent, with some analysts maintaining that not
all of the difference should be attributed to the tax exemption feature
since this feature is not the only reason investors find State and
municipal bonds attractive. In the A.B.A. survey, it was revealed that
commercial banks attribute a higher premium to the tax exemption
feature than the present market yield differential would suggest.
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TABLE 11.—At how mach less yield expressed in basis points would you be willing
to buy tax exempts as compared to your average pretax return on taxadble loans

and investments?
BANK’S ASSETS

$100,000,000 | $10,000,000 to Under Total
and over $99,000,000 $10,000,000
211 ‘ 224 ' 207 ‘ 213
RATINGS

[Municipals of respondents’ community]

Aaa Aa A Baa | Baand lower | Total

210 206 220 212 Too few cases | 213

5. EFFECTS OF CHANGES IN TAX-EXEMPT STATUS

Just over 300 banks that took part in the survey thought that the
average yield of their community’s municipals would go up between
200 and 225 basis points if tax exemption were removed, a differential
which is about 1 percentage point higher than the actual difference
between municipal and corporate bond yields.

If tax exemption were removed and replaced by a Federal guarantee
the average yield of municipals would go up, according to respondents,
by about 1.50 percentage points, 50 basis points less than if no Federal
guarantee were involved and about 25 basis points more than most U.S.
Government agency obligations. Inthe event that a Federal guarantee
were added to the tax-exemption feature the yield would be expected to
decline by about 25 basis points from the current yield, according to
the ABA survey.

A most interesting situation presents itself when the size of banks is
taken into consideration in the analysis of the yield differentials in the
respondent’s community. The spread between the current yield and
the yield if tax exemption were removed is reported to be as high as 2.24
percentage points for banks with $100 million assets, 2.16 percentage
points for banks with $10-$99 million assets, and 1.79 percentage points
for under $10 million asset banks. It is apparent that the tax-
exemption feature is thought to be worth more to the larger banks than
those in the smaller asset group. This is what might be expected since
the normal tax rates of 22 percent is levied on taxable income of $25,000
or less while the surtax rate of 26 percent (or a combined rate of 48
percent) is imposed on taxable income over $25,000. Tax exemption
therefore becomes more valuable when a bank nears the $25,000 taxable
income level. Being more likely to exceed that level, and being more
sophisticated in subjects of taxation, banks with assets of $10 million
and over are more sensitive to the tax-exemption feature of municipals
and attach a higher premium to it.

Similar differences between large and small banks were reported in
the spreads between current yield and the yield that would result if tax
exemption were removed and replaced by a Federal gnarantee. In the
event that Federal guarantee were added to the tax-exemption feature,
the current yield would drop by 28 basis points, according to banks in
the $100 million and over asset group, 18 basis points for banks with
assets of $10 to $99 million, and 9 basis points for the small banks. The
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smallest banks believed the effect of tax-exemption removal would be
less and the gain from Federal guarantees would also be less, compared
with the large banks’ assessment of these changes.

TABLE 12

Bank’s assets

$100,000,000 | $10,000,000 to Under Total
and over $99,000,000 $10,000,000

What. would happen to differential spread (in per-
centage points) between current yield of your com-
munity’s municipals and the yield if—

Tax exemption is removed - ___________________..__ +2.24 +2.16 +1.80.| -+2.19
Tax exemption is removed and replaced by a

Federal guarantee__ ... ____.__.. +1. 66 -+1.76 +1.23 | 41.64
Tax exemption retained and Federal guarantee

added.. .. . —. 28 —.18 —.09 —.25

An analysis of yield differentials based on the rating of the munici-
pals issued by the respondent’s community also warrant comment.
The spread between the current yield and the yield if tax exemption
were removed is 2.26 percentage points for Aaa municipals, 2.15 and
9.14 percentage points for Aa and A municipals respectively, and 2.38
percentage points for Baa. Thus, it may be concluded that lower
rated municipals apparently would lose most from removal of the tax
exemption feature.

6. EFFECTS OF FEDERAL GUARANTEES

On the subject of Federal guarantee, if the current yield of the
municipals issued by the respondent’s community is compared with
either the yield if fax exemption were removed and replaced by a
Federal guarantee, or the yield if Federal guarantee were added to
tax exemption, we find that a guarantee by the Federal Government
is considered more important to communities with lower rated issues;
ie., the yields would rise less (if no tax exemption) or decline more
(if added to tax exemption). Specifically, if tax exemption were re-
moved and replaced by a Federal guarantee, respondents thought there
would be an increase 1n yield of 1.89 percentage points for Aaa issues
but only a 1.44 percentage point increase for Baa issues. If a Federal
guarantee were added to the tax exemption feature the yield would
go down only 11 basis points for Aaa municipals but would decrease
42 basis points for Baa issues.

TABLE 13
Ratings (municipals of respondent’s community)
Aaa Aa A Baa Baand | Total
lower!
What would happen to differential spread
(in percentage points) between current
yield }?1‘ your community’s municipals
and the yield if—

Tax exemption is removed.(_i__"(_1 _____ +2.26 +2.15 +2.14 42,38 | oo +2.19
Tax exemption is removed and re-

placed bl; a Federal guarantee__ ... +1.89 +1.73 +1.57 +1.44 () +1. 64
Tax exemption retained and Federal

guarantee added. .- oo -0.11 —0.22 —0.28 —0.42 [__________ —0.25

1 Too few cases.
70-132—67—vol. 2

23



348 STATE AND LOCAL PUBLIC FACILITY FINANCING

7. MAKING MUNICIPALS MORE ATTRACTIVE

A further question was asked in the survey regarding the alterna-
tives, if any, that might increase the attractiveness of municipal secu-
rities if tax exemption were removed. Although it was made quite
clear by the respondents that nothing could adequately replace the
attractiveness of tax exemption, and that if the exemption feature were
removed there would be an increase in yields, numerous suggestions
were put forward that (according to the respondents) would partially
offset removal of tax exemption. A Federal guarantee of municipals
was by far the most often quoted suggestion with a State guarantee of
the issues of political subdivisions following close behind.

Among the ideas put forward was one suggesting that the Federal
Reserve System liberalize its regulations in order to permit banks
‘to -use municipal bonds to secure advances without the payment of a
penalty discount rate. Other suggestions related to improvement in
the municipal secondary market and the setting up of sinking funds.
Some other recommendations that were mentioned include— -

(@) Codification of the laws governing the issuance of munic-
ipal securities so that it will be easier to determine both the legal-
ity and the financial status of such issues. ’

(6) Uniform municipal accounting and financing reporting in
order to have better standards for comparing various issues.

(¢) Elimination of advance refundings which have been largely
motivated by opportunities arising from the ability to obtain
higher yields by short-term investment of the proceeds from the
sale of such securities.

(d) Financing of the neediest State and local governments by
some type of specialized Federal program.

(e) Use of municipal securities held by commercial banks to
meet part of their reserve requirements.

C. PresExT AND Furure Municipar Bonp HoLpines

The past 20 years show clear evidence of a continuous municipal
bond buildup by commercial banks, with such holdings rising from
$3.5 billion in 1944 to $38.6 billion in 1964, an increase of nearly 10
times. Viewed as a percentage of total loans and investments, State
and local government securities of commercial banks have gone from
3.3 percent in 1944 to 12.1 percent in 1964. Table 14 shows the growth
of both loans and investments and State and local government securi-
ties of commercial banks during the 194464 period. Table 15 indi-
cates that over the 1944-64 period, total loans and investments in-
creased by $172.6 billion, or 162.8 percent, while municipal securities
climbed $30.1 billion, or 860 percent. During the 1944-54 period a
$50.8 billion increase for total loans and investments, or 47.9 percent,
was accompanied by a $9.1 billion, or 260 percent increase, for mu-
nicipals. Taking the 1954-64 period only we see that loans and invest-
ments increased by $121.8 billion, or 77.7 percent, while municipals
rose $21 billion, or 166.6 percent.
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TABLE 14.—Municipal securities of all commercial banlks

Municipals | Percentage
Loans and as a pro- of total
Year (Dec. 31) investments | Municipals portion of municipal
loans and debt out-
investments standing
Billion Billions Percent Percent

1964 - - $278.6 $33.6 12.1 36.
1968 - e e e 255. 2 29.8 11.7 34.7
1962, e 236.7 24.8 10.5 32.0
1961 216.1 20.4 9.4 28.5
1960 - oo oo 200.1 17.6 8.8 26.5
1959 190.9 17.0 8.9 27.5
1958 e 186.3 16.6 8.9 29.3
1957 e 171.1 14.0 8.2 26.9
1956 - 166. 1 13.0 7.8 27.3
1955 - 161.7 12.8 7.9 30.0
1954 - e 156.8 12.6 8.0 33.7
1953 - 146. 4 10.9 7.4 33.8
1952. - - 142.4 10.2 7.2 34.9
1951 133.3 9.2 6.9 34.5
1950. e 127.4 8.2 6.4 34.5
1949 e 120.9 6.6 5.5 32.2
1948 - - 115.0 5.7 5.0 31.0
1947.__ - - 117.0 5.3 4.5 31.9
1946 eaeean - 114.7 4.4 3.8 28.0
1945 - 124.7 4.0 3.2 24.4
1944 106. 0 3.5 3.3 20. 2

Source; Federal Deposit Insurance Corporation.

TABLE 15.—Increases of municipal securities of all commercial banks

[Dollar amounts in billions]

Increase, 1944-64 | Increase, 1944-54 | Increase, 1954-64 | Increase, 1960-64

Item 2l |z ERER-RE ER R 2l e |
=} 3 = Q = D = Q = =5 Q = D =5
S| 8|88l g | 2|85 8| 8|85 8| 8 |E5
£ 5 | =8| § 5 | =8| E g5 | 55| € g | 8
S| EF || &S| S| & |5 <2 | & |2

Loans and investments_. _[$172. 6| 162.8| 4.95| $50.8| 47.9| 3.99|$121.8] 77.7| 5.91| $78.5 39.2| 8.63
State and local govern-
ment securities. . o ... 30.1| 860.0| 11.97| 9.1| 260.0| 13.66| 21.0| 166.6| 10.30| 16.0| 90.9| 17.55

As indicated earlier, purchases of municipal bonds by commercial
banks are mainly geared to conditions in the money market and to
monetary policies that subsequently evolve. When money was easy
and monetary policy was expansive, commercial banks were heavy
buyers of tax exempts; this happened in 1947, 1950, 1954, 1958 and the
the 196164 period. On the contrary when money was tight and mone-
tary policy became firm municipal bond buying by banks turned
sluggish, as was the case during 195253, 1955-56, and 1959-60.

Changes since 1962 in the maximum rates payable on time and sav-
ings deposits under provisions of regulation Q and the consequent
increases in bank funds also played a part in influencing the buying
policies of banks’ municipal bond departments. As a result of an in-
flow of high cost deposits, commercial banks were under pressure to
examine all avenues of asset acquisition, and investment in tax-exempt
bonds offered one possible way of preserving or improving after tax
income in spite of higher costs. Specifically the annual rate of in-
crease of municipal bond holdings averaged 17.55 percent during
196064 as against 11.97 percent during the 1944-64 period.

All indications are that over the next 10 years, commercial banks
will continue to be a major force in the municipal market. On the basis
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of their performance over the past two decades, table 16 presents two
sets of extrapolations. On the assumption that the basic economic
indicators over the 1966-75 decade will show a slightly less buoyancy
than that experienced between 1961-65, but will outperform the post-
war 1944-54 period, it would be reasonable to expect that by 1975 the
total loans and investments of commercial banks will range between
$475 and $525 billion while their State and local government bond
holdings will reach $100 to $115 billion. These projections are shown
on chart A.

CHART A. MUNICIPALS AS A PROMOTION OF LOANS AND INVESTMENTS

Perce't
25,
20 e
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. Projections bascd on the pericds:
1954 - 1965 .
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TABLE 16.—Projections of loans and investments and State and local securities
of commercial banks, 1975

Municipals
. Loans and State and as a propor-
On the basis of performance in— investments local tion of
securities loans and
investments

Billions Billions Percent
$475 $115 24.2

1044-64_ . __
525 100 19.0
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CHAPTER 22
Mutual Savings Banks*
InTrRODUCTION : Basic InpustrRY Fuxcrions AND CHARACTERISTICS

Mutual savings banks are the oldest specialized thrift institutions
in the Nation. Throughout their 150-year history, savings banks
have been devoted to the performance of two basic economic func-
tions: (1) stimulating and safeguarding the savings of individuals
and (2) channeling these savings into productive investments.

Currently, there are 506 mutual savings banks in 18 of the 50
States, in the Commonwealth of Puerto Rico and in the Virgin
Islands. The three leading savings bank States are New York, Mas-
sachusetts, and Connecticut, where nearly three-fourths of all mutual
savings banks, with over four-fifths of the industry’s resources, are
located (table1).

TABLE 1.—Number and assets of mutual savings banks, by State, May 31, 1966,
and Dec. 31, 1964

[In millions of dollars]

Number of banks Amounts of assets
State
May 31, 1966 | Dec. 31, 1964 May 31, 1966 | Dec. 31, 1964
Massachusetts. o .oooocooccocmcmcmcmcee e 179 179 9,714 8,859
New York.___. - 126 125 34,277 31, 456
Connecticut. - 70 71 4,179 5
MAINe - - e 32 32 716 640
New Hampshire - - - o cuoo oo 32 32 982 882
New Jersey. .- - 21 21 2, 304 2, 049
Pennsylvania. - 7 7 3,522 3,211
Rhode Island. - 7 7 906 811
Maryland..... - 6 6 810 744
Vermont.... - 6 6 223 195
Indiana....... - 4 4 86 74
Washington. - 4 4 695 616
‘Wisconsin. - 3 4 34 33
Delaware - 2 2 272 236
Alaska_ - - 2 1 23 13
Minneso - 1 1 511 476
Ohio.. - 1 2 32
Oregon... - 1 1 73 69
Virgin Islands. - 1 1 1 O]
Puerto RiCO. oo moocmcmcccccmcmemmmce e ) B P ) U (RO
MOtaAl- e m e 506 506 59, 330 54,238

1 Less than $500,000.
Source: National Association of Mutual Savings Banks.

The confinement of mutual savings banks largely to the New
England and Middle Atlantic States of the country is principally due

*Prepared by Research Department, National Association of Mutual Savings
Banks, with minor editing by committee staff. A preliminary draft was reviewed
by the association’s committee on corporate securities and portfolio management.
Tabulations on the composition of savings bank municipal bond holdings were
provided by the Federal Deposit Insurance Corporation.
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to legal restrictions which prevent geographic extension of the in-
dustry. In contrast with all other deposit-type institutions, which
may be either State or federally chartered, mutual savings banks are
exclusively ~State-chartered institutions. Within their present
geographic limitations, savings banks have achieved expansion
through the establishment of branches and currently operate approxi-
mately 1,200 individual offices.

Savings deposits, held primarily by individual savers in more than
22 million accounts, are the basic source of funds for mutual savings
banks (table 2). In addition to regular savings accounts, which rep-
resent 99 percent of the industry’s total deposit liabilities, savings
banks offer school savings, vacation and Christmas clubs, payroll
and other special-purpose accounts. Deposits in nearly all savings
banks are insured, in most cases by the Federal Deposit Insurance
Corporation, and in the case of Massachusetts savings banks, by the
Mutual Savings Central Fund, Inc. Savings banks In three States—
Massachusetts, New York, and Connecticut—also offer low-cost sav-
ings bank life insurance.

As mutual institutions, savings banks have no capital stock or
stockholders. Protection for depositors is provided by the reserves
accumulated gradually through the retention of a portion of savings
bank earnings. Except for amounts added to these protective re-
serves, net earnings of savings banks are distributed entirely as
interest to depositors.
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In productively investing funds entrusted to them by depositors,
saving banks have sought to earn maximum returns for savers con-
sistent with safety and liquidity. Mortgage loans have been by far
the prime investment outlet for savings banks during the postwar
period, reflecting, in part, their basic mortgage orientation, burgeon-
Ing postwar housing demands, and the aftractiveness of mortgage
yields relative to those available on alternative investment outlets.
Also of profound importance have been institutional and legal changes,
notably the widespread adoption of amortized mortgage loans, intro-
duction of Federal mortgage insurance and guarantee programs and
State legislation enacted in the early 1950% permitting savings banks
to acquire mortgage loans on properties located beyond their own
State boundaries. ' _

Of the total $58 billion of assets held by savings banks at the end
of 1965, mortgages represented 76 percenf, U.S. Government securi-
ties, 9 percent, and corporate and State and local government securities
combined, 9 percent (table2). The $44 billion of mortgage loans held
by savings banks included approximately $13 billion of loans on prop-
erties located in 82 nonsavings bank States.

MUNICIPAL BOND ROLE IN SAVINGS BANK INVESTMENTS !

Largely reflecting massive postwar mortgage lending by savings
banks, State and local government securities currently occupy a sec-
ondary position in the industry’s asset structure.? The $320 million
of municipal obligations held by the Nation’s savings banks at the
end of 1965 represented about one-half of 1 percent of total industry
assets. This contrasts with the much larger role of municipal securi-
ties in savings bank investments during an earlier stage in the indus-
try’s history. At the turn of lthe 20th century, State and local govern-
ment issues represented one-fourth, and as late as 1930 nearly one-
tenth, of aggregate savings bank resources.

The earlier prominence of State and local obligations in savings bank
portfolios reflected, in part, legal restrictions on alternative private
Investments in major savings bank States. Gradual liberalization of
these restrictions over the years has permitted savings bank participa-
tion in a broader range of investment outlets. Reduction in the indus-
try’s municipal bond role, particularly since 1980, is also due to shifts
in investment flows to capital market sectors where expansion in credit
demands was greater. . Thus, during the depression decade and the
World War IT period, savings bank investment activity was confined
largely to acquisitions of U.S. Government securities. And during
the postwar period—when the increase in the total mortgage debt sub-
stantially exceeded the combined growth of Federal, State, and local
government, and corporate long-term securities—savings bank invest-
ment flows have been dominated by mortgage lending to a degree
unprecedented in the industry’s earlier history. Indeed, since the end
of World War II, savings banks have channeled 96 percent of their
investible funds into mortgage markets.

1The role of savings banks in financing community facilities operated by private, non-
profit organizations is discussed on p. 16.

2For ease of presentation, the terms “municipal bonds” and “State and local govern-
ment bonds"” are used interchangeably in this study.
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Another basic factor, of course, was the transformation of the
municipal bond market stemming from the introduction of Federal
income taxation in 1913 and the exemption of municipal bond interest
from taxation. Mutual savings banks, exempt from Federal income
taxation prior to 1951, derived no benefit from the tax features of
State and local government obligations. Municipal securities, in effect,
were bid away by upper bracket taxpayers and other investors who
were increasingly attracted by their after-tax yields.

While State and local government securities have not been a major
investment outlet for the industry during the poswar period, savings
banks have contributed significantly to the expansion and improve-
ment of community facilities in the areas where they are located. In
addition to their municipal bond investments, savings banks have been
leading participants in community-oriented mortgage lending pro-
grams. Although confined to only 18 States, they rank either first or
second, nationwide, among institutional holders of FHA-insured mort-
gages under the following major programs: (1) regular owner-occu-
pied housing; (2) rental housing; (3) urban home redevelopment and
relocation; (4) cooperative housing; and (5) servicemen’s housing.
Savings banks also have channeled a substantial volume of mortgage
funds into such “special-purpose” FHA programs as housing for the
elderly and nursing homes and into various types of community facili-
ties operated by private, nonprofit organizations, including churches
and synagogues, hospitals, schools, and fraternal buildings (see page
16). Thus, within the investment area savings banks emphasize most
strongly, they have provided financing for a variety of facilities essen-
tial to sound community growth.

POSTWAR MUNICIPAL BOND FLOWS

During the period since the end of World War IT, savings banks have
channeled a varying volume of funds into State and local government
security markets (table3). Annualnet additions to holdings expanded
irregularly during the late 1940’s accompanying the postwar revival
of municipal borrowing, and accelerated after legislation enacted in
1951 extended Federal corporate income taxation to mutual savings
banks. In themid and late 1950’s, however, net acquisitions of munic-
ipal obligations slackened, and beginning in 1959, gave way to modest,
almost continuous net reductions in holdings. Over the 1946-65 period
as a whole, savings banks channeled $236 million into State and local
government security markets. In comparison, the industry’s mort-
gage holdings increased by $40.2 billion, corporate security portfolios
rose by $4.1 billion, while U.S. Government obligations declined by
$5.2 billion.
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TABLE 8.—Net flow of investment funds from mutual savings banks, 1946-65

[In millions of dollars]

Securities
Mortgage j Other
Year Total -loans U.S. State assets Cash
’ Govern- and local | Corporate : :
ment govern- and other
ments .

1,700 249 1,095 —26 199 —27 209
1,062 405 239 —1 324 30 66

758 727 —475 16 471 22 . —3
1,021 896 —64 20 165 9 —5

943 1, 560 —567 3 —15 43 —80
1,058 1,708 —1, 000 44 230 35 91
1,797 1,485 —384 195 435 32 35
1,898 1, 561 . —252 92 386 46 65
2,151 2,052 —436 181 237 73 43
1,996 2, 435 —201 38 —184 59 —60
2,035 2,280 —481 30 184 69 —46
1,835 1,412 —400 9 796 47 —30
2, 569 2,067 —313 44 627 112 31
1,481 1,870 —337 —7 —83 107 —69
1, 626 1,933 —628 —49 232 94 44
2,257 2,199 —83 5 —37 109 63
3,292 3,155 —53 —150 137 183 20
3, 582 3,951 —244 —87 —103 109 —44
4, 535 4,322 —72 —49 25 219 91
3,994 4,105 —306 —72 72 181 14

NotE.—Data represent net changes in asset classification shown.
Source: National Association of Mutual Savings Banks.

TYPES OF MUNICIPAL OBLIGATIONS

While data are not available on the composition of savings bank
acquisitions according to type of obligation, some observers have sug-
gested that savings banks favored revenue bonds during the early
postwar period and were a significant factor in this sector of the
municipal bond market2 -Partial support for this conclusion—at
least as far as large institutions are concerned—is provided by in-
quiries at a number of savings banks whose.combined municipal bond
portfolios represent a significant share of total industry holdings.

The relative prominence of revenue obligations in the municipal
bond holdings of some large savings banks is probably due to the
higher yields characteristic of revenue bonds, as compared with gen-
eral obligations, during much of the postwar period. Furthermore,
unlike general obligations, which are supported by the taxing power
of the State or local government, revenue bonds depend for their secu-
rity on the income derived from highways, bridges, or other public
facilities operated by the issuing authorities. Appraisal of revenue
obligations requires techniques of investment analysis broadly similar
to those applicable to corporate obligations. Revenue obligations,
therefore, may be particularly suitable for financial institutions hav-
ing large corporate bond portfolios and full-time security investment
specialists.

PATTERN OF MUNICIPAL BOND HOLDINGS

Within their municipal bond portfolios, mutual savings banks have
concentrated mainly on long-term issues, in keeping with their overall
long-term investment orientation. A major share of their holdings

3Roland I. Robinson, “Postwar Market for State and Local Government Securities”
(Princeton, N.J.: Princeton University Press, 1960), pp. 93-95, 208 and 209.
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consists of issues that enjoy high quality ratings. Savings banks also
hold unrated obligations, which are issued by communities with debt
smaller than the minimum amount established for rating purposes by
the various investment advisory services. With respect to the loca-
tion of the borrower, savings banks have acquired bonds issued both
by their own, as well as by other, States and communities.

These conclusions are based on data relating to over 300 mutual
savings banks insured by the Federal Deposit Insurance Corporation,
which account for close to nine-tenths of the total resources of all
FDIC-insured savings banks and three-fourths of the aggregate re-
sources of the entire savings bank industry. These data, which were
compiled by FDIC, do not include the bulk of the savings banks in
Massachusetts, whose combined portfolios of municipal obligations
represent about 6 percent of the total holdings of the entire savings
bank industry.*

Maturity structure—The long-term nature of savings bank hold-
ings of State and local government securities is clearly evident in
table 4. Obligations maturing in more than 20 years represented
about one-half of the “investment” municipals held by FDIC-insured
savings banks in 1964 (see note to table 4). Bonds with maturities
ranging from 10 to 20 years accounted for another three-tenths of
total holdings. Long maturities were especially prominent, moreover,
for banks holding relatively large dollar amounts of municipal
securities.

TABLE 4.—Percentage composition of municipal bond holdings of FDIC-insured
mutual savings banks, by maturity, and size of holdings, 196}

[Percent]

Size of municipal bond holdings (thousand dollars)

Maturity (years) Total
Under 100 | 100 to 200 | 200 to 500 | 500 to 1,000 1,000 and
over

0.9 115 3.6 4.3 2.1 .5

5.8 21.5 22.2 17.3 11.2 4.5

11.8 20.8 31.3 16. 2 15.5 11.0

30.1 41.0 30.4 26.0 35.5 29.8

51. 4 5.2 12.5 36.2 35.7 54.2

Total. oo 100. 0 100.0 100. 0 100. 0 100. 0 100. 0
Number of banks___..._..__- 302 148 22 41 26 65

NotE.—Data are based on the par value of holdings of “ investment’ municipal bonds, essentially bonds
r%%id ‘Aaa through Baa (Moody’s) and high-quality unrated obligations. Figures are as of various dates in
1964.

Source: Federal Deposit Insurance Corporation.

Quality ratings—About one-half of the municipal bonds held by
FDIC-insured savings banks in 1964 were rated in the top three quality
grades (Aaa, Aaand A according to Moody’s classification). Bondsin
other quality grades, together with unrated issues, represented the
remainder. While savings banks generally favor quality investments,
they have participated in individual cases in local 1ssues that may not
have a broad market. In view of the small size of their overall munici-

4+ As noted earlier, all savings banks in Massachusetts are insured by Massachusetts
Savings Central Fund, Inc. Bight savings banks in the State, representing about one-
fifth of the resources of all Massachusetts savings banks, are insured by FDIC as well,
and are included in the FDIC data cited above.
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pal portfolios, acquisitions of such securities involves relatively little
risk for the banks. '

Location of borrower.—Savings banks holdings of municipal bonds
are about evenly divided between local issues and issues of States other
than those in which the banks are located.” FDIC-insured savings
banks held $154 million of municipal bonds issued by their own States
and political subdivisions at the end of 1965. Holdings of obligations
of other States and political subdivisions were almost equally large,
totaling $153 million. '

PORTFOLIO CONSIDERATIONS

In allocating investible funds among alternative outlets, savings
banks have utilized their diversified investment powers flexibly, adjust-
ing mortgage and security acquisitions in response to changing capital
market demands and shifting yield relationships. While expanding
their mortgage holdings steadily during the postwar period, savings
banks at times have also increased their holdings of corporate and
municipal securities, when bond investments were especially attrac-
tive and when savings inflows temporarily exceeded the supply of qual-
ity mortgage loans. A basic limitation on savings bank portfolio
activity, of course, is the availability of investible funds, which, in
turn, depends heavily on savings bank earning power and deposit
interest rates and on the industry’s competitive position in savings
markets. '

In a broad sense, therefore, all eligible investment outlets, including
municipal bonds, compete for the supply of funds available to savings
banks. In the postwar capital market setting, however, State and local
government obligations clearly have not been closely and directly com-
petitive with mortgages, as is amply demonstrated by the sharp con-
trast between the industry’s large, steady mortgage acquisitions, and
its modest, intermittent municipal bond purchases.

Further indication of the role of municipal obligations in savings
bank investments is provided by table 5, which shows variations
among the main savings bank States in the relative importance of
municipal bonds in total assets. Relative to total assets, municipal
securities are prominent in a number of States where savings banks
have a proportionally higher investment in non-Federal securities
(corporate bonds, corporate stocks, and State and local government
obligations) ; * that is, in States where savings banks appear to have a
greater orientation toward security investments generally. In some:
States, furthermore, investments in municipals are inversely associated
with the relative size of holdings of corporate stocks. This suggests
that for some banks tax-sheltered equity investments are alternatives
to fully tax-exempt municipal bonds. ' ‘

5U.S. QOvernment.obligations are excluded from this comparison, since, unlike corporate
and municipal securities, they are held primarily for liquidity purposes.
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TanLE 5.—State and local government securities held by mutual savings banks,
selected States, Dec. 31, 1965

State and local government

securities Non-Federal | Corporate
securities as stock as
percent of percent of
Amount Percent of total assets | total assets
total assets
New YorK. oo ccimcmcmmemcm e $158, 000, 000 0.5 8.1 1.9
Massachusetts. .. , 000, 000 .3 5.7 3.4
11, 000, 000 .3 12.9 5.1
1.4 22.0 1.4
1.1 13.3 1.7
.6 9.1 5.1
.3 12.8 6.2
1.4 11.7 (O]

i 1.2 14.7 4.5
Vermont..... - - .1 2.0 .8
All other States. - ococaccaccacmammmcmecaaaan 18, 000, 000 1.1 14.0 2.3

Total. .. .-| 320,000,000 .5 9.4 2.4

1 Less than $500,000 or 0.05 percent.

Nore.—Non-Federal securities include corporate honds, corporate stocks, and State and local govern-
ment obligations.

Source: National Association of Mutual Savings Banks.

In keeping with their broad investment flexibility, savings banks
generally have not followed fixed guidelines with respect to the pro-
portion of assets invested in municipal bonds. Savings banks are
mindful, of course, of the proportion of their resources invested in
municipals, as is true of every other major type of asset. But this re-
flects primarily the basic concern of management that the overall com-
position of assets contribute, to the full extent possible, to realization
of the basic investment of goals of safety, liquidity, and strong earn-
ing power. Ratios of municipal obligations to total assets or deposits,
while hardly unimportant, do not play a role in management decisions
comparable, for example, to the mortgage-asset ratio or the relation-
ship of short-term Treasury obligations to anticipated liquidity needs.

The flexibility of savings bank portfolio activity is reflected in the
changing position of State and local government securities in the in-
dustry’s asset structure during the postwar period (table 6). From
the low level of $57 million and 0.29 percent of total assets at the end
of 1947, savings bank municipal bond holdings expanded gradually
throughout the late 1940’s and early 1950, both in dollar amounts and
relative to total assets. As noted earlier, this rise accompanied the
increase in State and local government spending and borrowing fol-
lowing the World War II period of restrictions on materials and man-
power, and was accelerated by legislation enacted in 1951 which made
savings banks subject to Federal income taxation. Savings banks
simultaneously expanded their holdings of mortgage loans and cor-
porate securities, shifting funds from war-swollen U.S. Government
securities portfolios into all major non-Federal investment outlets.
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TaBLE 6.—State and local government securities held by mutual savings banks,

yearend
Percent Percent
Year Amount of total of total
assets securities

$84, 000, 000 0.50 0.71

58, 000, 000 .31 .42

57, 000, 000 29 42

73, 000, 000 36 56

93, 000, 000 43 67

96, 600, 000 .43 .73

140, 000, 000 - .60 1.12
335, 000, 000 1.33 2.64

-| 428,000, 600 1.57 3.31
608, 000, 0600 2.07 4.71
646, 000, 000 - 2.06 5.18
676, 000, 000 2.02 5.54

-] 685, 000, 000 194 5.43
728, 000, 000 1.93 5. 62
721, 600, 000 1.85 5.80
672, 000, 600 1.66 5. 60
677, 000, 000 1.58 5.70
527, 000, 000 1.14 4,46
440, 600, 000 .89 3.87
391, 000, 000 .72 3.47
320, 000, 000 .55 . 2.91

Source: National Association of Mutual Savings Banks.

As a proportion of total assets, the industry’s municipal bond hold-
ings reached a peak of 2.07 percent at the end of 1954. Further
expansion in the dollar amount of holdings kept the percentage of
assets invested in municipal obligations near the 2-pereent level until
the end of 1958. Between 1958 and 1965, however, savings bank
municipal security holdings declined significantly, from $729 to $320
million, and from 1.93 to 0.55 percent of total assets.

The first phase of the recent decline accompanied the sharp reduc-
tion in savings bank deposit gains—from $2.3 billion in 1958 to only
$1.2 billion in the 1959 period of tight money and high interest rates—
as the flow of individuals’ saving shifted sharply from savings
accounts to direct capital market investments, most notably the Treas-
ury’s.“magic fives.” Savings banks also reduced holdings of corporate
bonds and stocks, as well as U.S. Government securities (see table 3),
to supplement shrinking deposit inflows and provide funds for meet-
ing mortgage commitments. Liquidation of municipals continued
in 1960, as deposit growth showed only modest improvement, but with
the stronger upturn in deposit gains in 1961, to an aggregate volume
of $1.9 billion, reduction of municipal security holdings was
temporarily halted.

During the 1962-65 period, by contrast, the decline in the industry’s
holdings of State and local government security holdings steepened
despite strong deposit gains, as savings bank investment activity was
dominated by mortgage expansion to an even greater degree than in
earlier postwar years. Savings bank earnings and deposit interest
rates were under increasing pressure as a result of escalating com-
mercial bank competition in savings markets. With mortgage yields
continuing attractive relative to alternative investments, savings banks
expanded their mortgage holdings by $15.5 billion, 10 percent more
than their total deposit growth, over the course of the 4-year period.
At the same time, they reduced their holdings of all major types of
debt securities—U.S. Government, corporate, and municipal—while
continuing to expand corporate stock portfolios moderately.



STATE AND LOCAL PUBLIC FACILITY FINANCING 361

Within debt security portfolios, moreover, municipal bond holdings
showed the sharpest decline during the 1962-65 period—>52 percent,
compared with 11 percent for U.S. Government obligations and 10

ercent for corporate bonds. The steeper decline in the industry’s

tate and local government bond holdings stems largely from the
diminished attractiveness of municipal bond yields relative to those
on Treasury and corporate bonds. As shown 1n table 7, the yield ad-
vantage (before tax) of U.S. Government and corporate bonds over
State and local government issues (Moody’s Aaa) widened signifi-
cantly during the 1960’s. During most of the 196265 period, munici-
pal bond yields were under strong downward pressure from accel-
erated purchases by commercial banks, which sought profitable invest-
ment outlets for their increased saving inflows.

pasLe 7.—Selected bond yield spreads, 1946-65

[Percent per annuim]

U.S. Gov- Corporate U.S. Gov- Corporate
Year ernment and and Year ernment and and
munieipal municipal municipal municipal
bonds . bonds bonds ‘bonds
1.30 1.55 0.57 0.85
1.09 1.43 .37 .79
80 1.16 .51 .87
57 .95 .72 1.03
66 1.01 .75 1.15
76 1.06 .63 1.08
96 1.25 .92 1.30
.88 1.16 .94 1.20
63 .89 1.06 1.37
.51 .86 1.05 1.57
. 66 .88

NorE.—Data refer to excess of U.8. Government and corporate bonds over yields on State and local
government_bonds, pased on monthly average interest rate figures. Corporate and municipal bonds are
for high-grade issues (Moody’s Aaa).

RELATIVE ATTRACTIVENESS OF MUNICIPAL BOND YIELDS

While shifting yield relationships have clearly influenced savings
bank municipal bond activity, their effect has hardly been static, and
at times has been offset by other basic factors including: changing
mortgage lending opportunities, variations in deposit flows, and com-
petitive forces in savings markets. The specific impact of tax provi-
sions is itself complex. The period from 1951 to 1962 witnessed two
major changes in the tax treatment of mutual savings banks, both of
which were preceded by uncertainty regarding the nature of the im-
pending changes, and were succeeded by periods of adaptation to the
hew tax rules. Moreover, tax legislation enacted in 1962 provided for
alternative bad debt reserve provisions for mutual savings banks and
savings and loan associations which have different implications for the
relative attractiveness of fully taxable and tax-exempt securities.

From all this, it should be apparent that a meaningful answer to the
question: “At what interest rate levels are municipal securities at-
tractive to savings banks?” requires detailed assumptions regarding a
wide variety of capital market forces and income tax considerations.
Under postwar conditions, municipal bond yields clearly have not been
highly attractive to savings banks. Assuming no radical departures

.

from these conditions, municipal bond yields would have to rise sub-

stantially relative to other interest rates to attract a significant volume
of savings bank acquisitions.
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PROPOSALS FOR INCREASING THE ATTRACTIVENESS OF MUNICIPAL
OBLIGATIONS :

Various proposals have been advanced to improve the attractiveness
of State and local government obligations. Greater uniformity of ac-
counting procedures and wider availability of pertinent information
regarding the finances of governmental units would ease the task of
making informed judgments regarding the credit standing of individ-
ual issues. This would be particularly important for the smaller com-
munity whose financial position is less well known to potential inves-
tors. , .
As discussed later in this paper, extension of a Federal guarantee
to State and local government obligations—as proposed by some ob-
servers—is another possible means of improving the attractiveness of
State and local government, obligations. State underwriting of the
o}%liga-tions of political subdivisions would have a broadly similar
effect.

A basic change in the financial position of States and municipalities,
and hence in their ability to attract capital market funds, would be
accomplished by adoption of proposed arrangements for Federal-State
“tax sharing.” ~ Such arrangements have been proposed as a means of
enabling State governments, in effect, to utilize efficient Federal tax
collection machinery, while retaining broad discretion as to the uses
of the revenue gained.

EFFECT OF FEDERAL GUARANTEES AND REMOVAL OF TAX EXEMPTION

The primary effect of the extension of a Federal guarantee to State
and local government securities presumably would be to reduce the
risk of investment losses, particularly on lower-quality issues. Such a
guarantee would also tend to impart greater uniformity and broader
marketability to municipal obligations. At the same time, yields on
municipal bonds would tend to decline relative to other investments.

Since lower quality issues would be affected most, a secondary result
of a Federal guarantee would be to narrow differences in yields among
different municipal issues. Absolute uniformity would not necessarily
result, however. The precise nature of the guarantee would be an
important factor in determining the relative effect on municipal obli-
gations of different quality grades.

On the other hand, removal of the tax exemption feature would tend
to increase interest rates on municipal obligations. If elimination of
the tax exemption feature were coupled with a Federal guarantee, the
effects on interest rates of the two changes would be offsetting to some
degree. In the abstract, it might be expected that yields on the highest
grade municipal obligations (maturities and other features being
equal) would be broadly comparable to those on obligations of Federal
agencies. However, large-scale shifts of securities among investor
groups with different tax positions and quality requirements, might
cause a departure from the expected yield relationships between munic-
ipal obligations and other investments.

PROSPECTIVE MUNICIPAL BOND FLOWS

In projecting the industry’s future municipal bond flows, a basic
factor to consider is the dominant role of mortgage lending in savings
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bank investment activity. As noted earlier, the industry’s postwar
emphasis on mortgage 1vestments stems from a variety of factors
including a fundamental mortgage orientation, strong housing de-
mands, the relative attractiveness of mortgage yields, and basic insti-
tutional changes that have contributed to broadened savings bank par-
ticipation in mortgage markets.

The forces underlying the postwar upsurge in savings bank mortgage
lending are not likely to diminish in the future. While mortgage-
asset ratios, in some instances, are approaching statutory or policy
ceilings, there is still ample room for mortgage expansion by the
industry as a whole. Recently enacted legislation permitting savings
banks in New York to acquire conventional mortgages beyond their
State boundaries, as well as expanding new Federal housing programs,
will add impetus to strong growth of the industry’s mortgage holdings.

So long as housing demands remain strong and mortgage yields
relatively attractive, so long will savings banks invest heavily in
mortgages.

Assuming, again, no radical changes in the overall environment,
savings bank activity in State and local government security markets
is likely to remain limited to a small proportion of the industry’s re-
sources, TFrom time to time, savings banks will acquire municipal
obligations when yields are especially attractive. The 1962 increase
in savings bank taxation should, on balance, result in some increase in
savings bank purchases of municipal bonds. And their purchases of
local issues will contribute importantly to community improvements
in individual instances. Over the next decade, however, it appears
reasonable to assume that industry municipal bond flows will con-
tinue to average below $100 million annually.

FINANCING PRIVATE, NONPROFIT COMMUNITY FACILITIES

Many types of facilities, essential to sound community growth are
operated by private, nonprofit organizations and are financed outside
the market for State and local government obligations. Mutual sav-
ings banks have participated actively in financing the construction and
improvement of such facilities, particularly through their mortgage
lending programs.

While no comprehensive, industrywide data are available on savings
bank holdings of obligations of private, nonprofit organizations, an
indication of the extent of their activities is provided by information
on the industry’s participation in financing specific types of projects.
Financing of cooperative housing projects is one example.

At the end of 1965, the face amount of FHA mortgage loans on
management-type cooperative housing held by savings banks totaled
$353 million, more than any other type of lender. Indeed, savings
banks held over two-fifths of the total face amount of FIIA loans on
these cooperative housing projects. Nonprofit facilities are also fi-
nanced under other “special purpose” FHA programs. As noted
earlier, savings banks are leading participants in these programs.

‘Another measure of the industry’s activity in financing nonprofit
facilities is provided by data on the volume of new mortgage loans
closed by New York savings banks on certain types of community

70-132—67—vol. 2——24



364 STATE AND LOCAL PUBLIC FACILITY FINANCING

facilities located within the State® During the 1950-63 period, New
York savings banks supplied mortgage funds totaling $85 million on
238 hospitals, $68 million on 746 houses of worship, $67 million on
203 schools and libraries, and $14 million on 155 fraternal buildings.
Close to 40 percent of the total $234 million volume of loans made
during the entire 14-year period were closed during 1960-63, indicating
that savings bank community-oriented mortgage lending has been
increasing. Fragmentary data for other States also indicate that
savings banks have contributed significantly to the financing of local
nonprofit community facilities. In the decade ahead, further growth
may be expected in the volume of savings bank mortgage flows to
nonprofit organizations as needs for essential community facilities
continue to expand. : ’

¢ Data are from Savings Banks Assoclation of New York State, “Savings Banks Fact
Book,” (1966), p. 44, .gs



CHAPTER 23
Life Insurance Companies*
INTRODUCTION

Functions and structure of the life insurance business—The prin-
cipal function of life insurance companies is to make available con-
tracts providing protection against financial loss from death; many
companies also offer contracts providing protection against the finan-
cial risk attendant upon old age or financial loss from certain other
contingencies, such as illness and accident. Most life insurance con-
tracts are sold on a level-premium plan of payment (the premium is
the same each year) under which the premium in the early years
exceeds the cost of insurance and in later years is less than the cost
of insurance. Level-premium insurance provides a practical means
for an individual to acquire insurance extending to the later years of
life. Policies sold under this payment plan will normally generate
in their early lifetime premium Income in excess of claims and ex-
penses. This excess must be invested in assets which together with
their earnings and future premium payments will be sufficient to meet
future benefit payments and expenses under the policies. This accu-
mulation of assets reflects a second main function of life insurance
companies, that of serving as a source of capital funds for investment.

The accumulated assets of all U.S. life insurance companies totaled
about $159 billion at the end of 1965. The growth of these assets
over the postwar period is shown in the table below, with the data
classified as to the assets held by mutual or by stock life insurance
companies. Stock life insurance companies accounted for a growing
share of total assets in this period, although their proportion of the
total was still less than one-third by the end of 1965.

Total assets of U.S. life insurance companies classified by mutual and stock

companies
Millions of dollars Percent of total
End of year
Mutual Stock Total Mutual Stock Total

35, 091 9, 706 44,797 78 22 100

49, 551 14, 469 64, 020 77 23 100

68. 061 22,371 90, 432 75 25 100

- 87, 533 32,043 119, 576 73 27 100

1965 | 11,968 46,916 | 158,884 70 30 100

Source: Institute of Life Insuranca.

#*Prepared by Elizabeth H. Bancala, economic research associate, of the eco-
nomic research staff of the Life Insurance Association of America, based on
responses of a sample group of life insurance companies to a questionnaire of the
Joint Economic Committee (coded by committee staff), with minor editing by
committee staff.

365
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The increasing share of total assets held by stock companies was in
part accounted for by the considerably greater growth in the number
of these companies as compared with that of mutual companies, as
shown by the following table. As a practical matter, newly formed
companies almost invariably begin business as stock companies.

Number of U.8. life insurance companies classified as to mutual or stock

companies
End of year Mutual Stock Total
1945 B} 99 T 473
1950 - 142 507 649
1955 165 942 1,107
1960, - 155 1,286 1,441
1965 152 1,474 1,626

Source: Institute of Life Insurance.

About 95 percent of the assets of life insurance companies are repre-
sented by investments, and the bulk (82 percent of assets at end of
1965) are held in bonds and mortgages of a wide variety of borrowers.
Data on the acquisitions and holdings of various classifications of
investments are regularly available from industry sources. Invest-
ments in State and local government obligations are regularly set out
in these aggregative data, but investments in the obligations of private,
nonprofit organizations are not identifiable but are included with
miscellaneous securities or with mortgage loans. The amount of State
and local government bonds held by all life insurance companies at
the end of each year, 1946-65, and their proportion of total assets are
provided in table 1. As may be seen, municipal bond holdings of the
business increased both in absolute amount and as a proportion of
assets through 1961. Thereafter, the amount of these bond holdings
increased for an additional year but at a lower rate than total assets
and then decreased for 3 consecutive years. The holdings of State
and local government bonds are widely dispersed among life insur-
ance companies and usually comprise a smaller proportion of assets of
large companies than they do of smaller companies. Despite this
dispersion, it was thought that sufficiently representative views of the
business could be obtained through a survey of a limited number of
life insurance companies, selected on the basis of their holding fairly
sizable amounts of State and local government obligations. Accord-
ingly, a questionnaire was sent by staff of the Joint Economic Com-
mittee in April 1966 to a selected group of companies. Usable and
systematic replies were received from 18 companies. These companies
accounted for about 48 percent of assets of all U.S. life insurance com-
panies. A summary of responses of this sample group of life insur-
ance companies is provided below.
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TABLE 1.—Acquisitions and holdings of State and local government bonds and
noldings as percent of total assets, U.S. life insurance companies

[Dollar amounts in millions]

State and local
government bonds Holdings as
Year Total assets | percent of
assets
Acquired Held at
in year yearend

O] $614 $48, 191 1.3
$61 609 51,743 1.2

322 872 55, 512 1.6

224 1,052 59, 630 1.8

217 1,152 64, 020 1.8

182 1,170 68, 278 1.7

175 1,153 73,375 1.6

241 1,298 78, 533 1.7

749 1,846 84,486 2.2

349 2,038 90, 432 2.3

3717 2,273 96, 011 2.4

237 2,376 101, 309 2.3

409 2, 681 107, 580 2.5

70 3,200 113, 650 2.8

466 3, 588 119, 576 3.0

506 3,888 126, 816 3.1

486 4,026 133, 291 3.0

371 3,852 141,121 2.7

365 3,774 149,470 2.5

296 3, 530 158, 884 2.2

1 Not available.
Source: Institute of Life Insurance and Life Insurance Association of America.

A. SuprLy or Carrran Funps

The combined totals for 18 life insurance companies are provided in
table A—1, which shows the acquisitions in each year 1946-65 of State
and local government bonds and of obligations of private, nonprofit
organizations. State and local government bonds are further classi-
fied as to general obligation bonds, and other bonds (special assess-
ment or limited tax bonds).

1. MUNICIPAL SECURITY ACQUISITIONS

a. Types of bonds

The relative proportions of the three categories of municipal securi-
ties are provided in table A-2. These proportions, derived from the
dollar figures in table A-1, are averages for the 18 sample life insurance
companies. Proportions for individual companies varied consider-
ably from these averages. For example, three of the companies made
no acquisitions of general obligation bonds in any of the 20 years;
nine others did so in fewer than 10 of the 20 years. Although there
were a few companies that acquired general obligation bonds in all but
2 or 3 years, none of these 18 companies acquired general obligation
bonds in each year. On the other hand, four companies acquired
revenue bonds in each of the 20 years, and only three companies ac-
quired revenue bonds in fewer than 10 of the 20 years.
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TABLE A-1.—Acquisitions of State and local government bonds and of obligations
of monprofit organizations, annually, 1946-65, 18 life insurance companies

[In thousands of dollars]

State and local government bonds
Obligations
Year of nonprofit
General Revenue Other Total organization
obligation
7,725 9,310 488 17, 523 6, 680
6,975 18,752 1,144 26,872 23,940
29, 508 119, 992 3,057 152, 558 21,994
16, 338 102, 329 612 119, 279 28, 899
7,365 104, 623 1,866 113,855 31, 531
3,344 104,711 879 108, 934 37,860
3,870 67,671 1,227 72,768 47,370
12,376 64,425 515 77,316 38,831
29,428 303, 576 3,663 336, 667 38,379
4,438 158,227 873 163, 538 55,105
8, 885 169,874 3,717 182,476 37, 581
7,473 7 2,008 69,438 48,377
26,167 90, 312 3,073 119, 551 53,019
48, 751 254, 642 1,808 305,210 56, 242
40, 581 147, 047 1,710 189, 338 30, 402
43,864 131,615 363 175, 842 39,961
29,104 197, 659 2,904 229, 667 44,754
14, 048 84,918 3,863 102, 829 64,172
42,700 81, 028 2,936 126, 663 41, 007
28, 402 42,872 4,876 76,150 128, 852
Total, 1946-65. . _..__..._ 411, 343 2,313, 541 41, 582 2,766, 466 874,957

TABLE A-2.—General obligation, revenue and other bonds as percent of total
State and local government bonds acquired, annually, 1946-65, 18 life insurance
companies

State and local government bonds
Year
General Revenue Other Total
obligation
44.1 53.1 2.8 100
26.0 69. 8 4.3 100
19.3 78.7 2.0 100
13.7 85.8 .5 100
6.5 91.9 1.6 100
3.1 96.1 .8 100
5.3 93.0 1.7 100
16.0 83.3 7 100
8.7 90.2 L1 100
2.7 96.7 .5 100
4.9 93.1 2.0 100
10.8 86.3 2.9 100
21.9 75.5 2.6 100
16.0 83.4 .6 100
21.4 77.7 .9 100
25.0 74.8 .2 100
12.7 86.1 1.3 100
13.7 82.6 3.8 100
33.7 64.0 2.3 100
——— 37.3 56.3 6.4 100
Total, 1946-65. - oo 14.9 83.6 15 100

Special assessment or limited tax bonds were much less frequently
acquired than general obligation or revenue bonds: only 1 company
acquired such bonds in'most of the years; among the other 17,7 showed
no acquisitions in most years, and 10 companies made no acquisitions
of special assessment or limited tax bonds in any of the 20 years.

The reason usually given for the emphasis on revenue bonds in the
acquisitions of most of the sample companies was the higher yields on

“revenues relative to general obligation bonds. Many of the revenue
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bonds issued in this period were very large and, to assure their success,
were offered at yields competitive with those of corporate borrowers.
One company, however, which at times invested more in general obli-
gation bonds than in revenues, indicated that in times of tight money
or of large supplies of general obligation bonds, these yields ap-
proached those of revenue bonds and, in addition, many general obli-
gation bonds have the desirable feature of being noncallable.

b. Maturities

Most of the companies indicated 20 to 40 years as the usual matuyi-
ties purchased, although a few also purchased 10- to 20-year maturities
or occasionally shorter. Reasons cited for purchasing longer maturi-
ties were similar and recurrent in company replies: the higher yield
on longer term maturities; the long-term character of life insurance
company liabilities, making long-term investments appropriate; a
minimum need for current liquidity.

. Effect of ratings

Most of the sample companies indicated that the availability and
level of bond ratings either have not been an influence or have been
only a minor influence in their municipal bond purchases. The com-
panies place greater reliance on the analyses of their own staffs than
on the ratings of outside agencies. In addition, many of the acquisi-
tions were revenue bonds for facilities not yet in existence, and these
ordinarily were not rated. One company noted it preferred unrated
bonds because of the lessened competition. As noted by one or two
companies, purchases are influenced to the extent that ratings tend to
influence market prices and thus yields; a large proportion of the
purchases by these companies were unrated bonds.

A1l but one of the sample companies stated that they purchase un-
rated municipals. The one exception indicated that “municipal se-
curities in the four highest ratings are usually purchased.” Munici-
pals below fourth grade are much less frequently purchased than mu-
nicipals unrated by the services.

With respect to quantification of municipals by quality rating or
lack of rating, 10 companies replied in terms of acquisitions, 4 gave
information in terms of current holdings, and 4 did not have data
readily available. Of the 10 companies, 7 indicated that most of their
munjcipals were not rated at the time of acquisition ; another indicated
that most of its acquisitions were comprised of third and fourth quality
and unrated bonds; another company indicated that 60 percent of ac-
quisitions were unrated and below fourth quality bonds; and a 10th
company replied that 10-15 percent of acquisitions were unrated and
below fourth quality bonds. For the four companies providing data
on current portfolio holdings by quality grade, the portfolio distribu-
tions are summarized below.
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Distribution of municipal bond pbrtfolio of individual companies by rating grade

[In percent]

Rating grade Company | Company | Company | Company
A B C ‘D
10 5 4 16
78 39 42 68
7 50 49 15
5 6 5 1
Total_ e ccmma 100 100 100 100

It may be noted that the assets of companies A and B were in excess
of $1 billion and those of companies C and D fell within the range of
$100 to $600 million. Although the distributions for companies B
and C appear remarkably similar, the companies differed widely in
asset size—company B was roughly 10 times larger than company C—
and in the proportion of assets held in municipals—the proportion for
- company C was more than 4 times that of B.

In summary, these 4 companies and the 10 providing rating-grade
information on acquisitions have emphasized third and fourth qual-
ity and unrated bonds in their municipal investments; these 14 com-
panies accounted for 45 percent of assets of all U.S. life insurance com-
panies at the end of 1965. :

d. Use of Proceeds

Replies varied as to the influence on purchases of the intended use
of bond proceeds, as indicated by the following quotations of com-
pany replies. (The quotations are complete and are not excerpts from
the replies to the question.) Although some replies noted preferences,
most companies did not indicate prejudices as to the use of bond pro-
ceeds. A few, however, as indicated by the quotations, noted their
- objections to industrial revenue bonds, but one of the sample compa-
nies noted that it has been a substantial buyer of these bonds.

1. Use of bond proceeds has not been a determining factor.

2. Bond purchases are influenced by the intended 'use of the proceeds only to
the extent that the project being financed is economically sound and serves a
useful public purpose.

3. The intended uses of bond proceeds are not a major influence. FEconomic
necessity, credit and yield considerations are major influences. There are no
notable preferences or prejudices.

4. Bond purchase is based upon adequate security and attractive price. An
evaluation of the significance of the project to be financed is a basic element of
the security. We have no notable municipal bond prejudices or preferences.

5. We prefer bonds issued to construct essential services: water, sewer. and
electric service, schools, ete. However, the security of the bond is considered
more important ‘than the purpose for which it is issued.
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6. For the most part the intended use of the bond proceeds is not an infinenc-
ing- factor with our bond purchases. It is the community’s responsibility to
determine the necessity of a particular project. Our analysis is a judgment of
the economics of the situation. In practice we have purchased more school,
utility, and road bonds than 'those of other revenue-producing projects; but this
result stems not from prejudice against the intended use of the proceeds but
rather from an opinion that the willingness to repay or the necessity to use the
facilities created is greater.

7. We have not been particularly influenced by the intended use of the bond
proceeds. We have been buyers of all different types of revenue projects, and
we have also been a substantial buyer of industrial revenue bonds. I eannot
think of any notable preferences or prejudices except to state that it is always
easier to analyze a bond secured by the revenue from such services as water and
sewer and electricity than it is to analyze a toll road or cigarette tax bond.

8. The purpose of G. O. bonds is immaterial, Among revenue bonds, we have
preferred those financing the most essential services—electricity, water, sewer.
But this has not precluded us from buying other types (gas, parking, toll roads,
bridges) when we felt yields were commensurate with additional risk.

Our only notable prejudice is industrial revenue bonds, of which we have yet
to buy our first. We feel strongly that it is completely improper for the tax-
exempt privilege of municipalities to be used for the benefit of taxable corpora-
tions.

9. Municipal bond purchases have been influenced to some degree by the in-
tended use of the bond proceeds. We have generally preferred issues for the
purposes of constructive public facilities such as schools, highways, sewer, water,
and other public utility purposes, hospitals, irrigation, bridges, public transporta-
tion and parking, and university student facilities.

10. Due consideration has always been given to the intended use of proceeds.
[The company favors] most those securities which are issued to finance neces-
sary utility facilities, such as water, sewer, or electric services. Our invest-
ment committee tends to be somewhat prejudiced against revenue bonds which
are dependent on net revenues generated by estimated traffic flows, such as toll
roads, bridges, or tunnels. :

11. Bond purchases are influenced to a considerable extent by the intended
uses of the bond proceeds. Direct general obligation or revenue bonds issued
for the purpose of providing public services such as schools, utility systems,
streets, city halls, etc., are readily acceptable; however, municipal bonds issued
for the purpose of constructing plant for private industry (the so-called indus-
trial revenue bonds) are neither desirable nor acceptable, in our opinion.

12. The intended use of the bond proceeds very definitely inﬂuencqs our de-
cision to purchase. There must exist a need for the facility or project to be
financed and it must benefit the community.  One type of financing that we have
disliked is the industrial revenue.

e. Geographic location

Nearly half of the sample companies indicated that geographical
location of the borrower is not, per se, an influence on bond purchases.
One company in noting a limiting role of geography stated that—

Bond purchases have not been markedly influenced by geogyaphical location
of the borrower, except to avoid overconcentration in a particular area.

Another replied that it purchases bonds in the States in which it
operates. About half of the companies indicated that geographical
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Jocation is an influence to some extent but, as indicated by the fol-
lowing quotations, the influences are those bearing more directly
on offerings and indirectly on purchases:

Bond purchases are influenced by geographical location to the extent .tl_lat
(i) bond yields vary from State to State; (ii) small municipalities (population
less than 10,000) should be suburban to & larger metropolitan center to be most
attractive; (iii) areas that are depressed economically and vulnerable to loss of
population should have a relatively low debt burden or other offsetting factors.

Bond proceeds are influenced by the geographical location of the issuer to the
extent that it is desirable to have broad diversification.” In addition, the number
of emissions from certain geographical areas is low as compared with the number
of emissions in other areas; and this tends to determine in part the geographical

distribution of bonds purchased.

In the interest of diversification of investments by area a wide geographical
distribution of investments is desirable, but it is difficult if not impossible to
attain to the extent desired because investments tend to become concentrated
in geographical areas where new issue volume of higher yielding acceptable
quality bonds is the greatest—generally in the higher economic and population
growth areas of the country.

Geographical location is bound to influence purchases. Laws governing the
issuance of and various provisions of municipal bonds vary with each State.
Additionally, the economies differ from area to area, some being dynamie, others
going downhill, .

Geographic location is of impbrtance as an investment ‘consideration only as
it relates to growth in population and growth in a diversified economic climate.

2, OBLIGATIONS OF PRIVATE NONPROFIT ORGANIZATIONS

a. Types of facilities financed .

_ The replies of 11 of the 18 sample companies are of particular per-
tinence to this and the following two questions; the remaining 7 com-
panies had made only small or no investments in the obligations of
private, nonprofit organizations. These 11 companies accounted for
44 percent of assets of all U.S. life insurance companies. Almost all
of the 11 listed hospitals, churches, schools, colleges, nursing, retire-
ment, or rest homes. In addition, faculty housing, college dormitories,
parking facilities, office buildings, YM and Y WCA’s, community
buildings, and seminaries were specified by some companies. One
company reported a mortgage loan to a civic, nonprofit organization to
set up manufacturing plants as a means of stimulating the influx of
industries. Several of the companies specified that loans are usually
for the purpose of constructing, expanding, or improving facilities.

b. Evidence of loans

Mortgage notes have been the usual instrument for many of the
companies, and for a few this has been the only instrument used. One
company, however, indicated that the “loans are generally evidenced
in the form of bonds.” Some companies also indicated first mortgage
bonds, direct obligations with a negative pledge clause, promissory
notes, or unsecured notes, but any of these forms are listed along with
mortgage notes. One company provided a proportionate distribution
of acquisitions between “mortgage notes” and “bonds” for each of the
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20 years: the proportion for mortgage notes ranged from about 60 to
100 percent during these years, with any balance as bonds. (It may be
noted that the terms “bonds” is used broadly to cover evidences of debt
other than mortgage notes.)

¢. Factors influencing purchase

The general tenor of replies was that (i) availability of bond rat-
ings, (i1) intended use of proceeds, (iii) geographical location of
borrower, and (iv) public relations considerations are of little influence
with respect to investments. Of the factors listed, intended use of pro-
ceeds is of greater.influence than the other three items. More im:
portant than these are yield, security of debt service, credit standing,
and feasibility of the project.

With respect to availability of bond ratings, these bonds generally
are not rated. A rating or lack of rating is not an element in the
analysis of such loans. The “lack of rating * * * in fact, may mean
the yield on the security will be sufficiently high to be attractive.”

As to intended use of proceeds, comments included such statements
as that the company would want to be satisfied “that the intended use
of proceeds is in the public interest” and “* * * that the proceeds will
be applied to the construction of a feasible project which is undertaken
in response to a demonstrable need with competent support.” Another
company answered, “The financial soundness of the borrower governs
the purchase far more than the intended use of proceeds but the sound-
ness of the project is, of course, considered.”

Geographical location of the borrower is generally of no influence
in these purchases. Only one company assessed location as of signifi-
cant influence. One company commented that geographical location
in a nationwide sense is not a determinant except “as the project may
be affected by the economics of a particular area (which geographically
may mean anything from the immediate neighborhood to a city,
county, or more).” Anocther company noted that geographical loca-
tion has had some influence on purchases which have been affected to
some extent by the location of its mortgage loan offices. One company
noted that geographical location is of importance in the case of local
service facilities such as hospitals, which should have a sufficient popu-
lation base, but of less importance in the case of schools where na-
tional reputation attracts students from a wide area.

Public relations are for the most part of little or no influence in
making these loans. A few companies elaborated as follows:

Any favorable public relations that may accrue to us as lender are importént
collateral benefits but not a primary consideration.

* % * our company has recognized the need to lend assistance in financing
such local facilities as YM and YWCA’s, homes for the aged, nursing homes, and
educational facilities. We recognize, too, of course, our obligation to earn a fair
and competitive rate of return on behalf of our policyholders.

Public relations considerations have a limited influence on our disposition to
seriously investigate a particular loan proposal. However, the final investment
decision is objective and competitive in the light of current market conditions
and alternative opportunities.
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B. Portrorio CONSIDERATIONS
" 1. PROPORTION OF ASSETS

The pattern of holdings of municipal bonds as a proportion of
assets over the 20 years varied considerably among the sample com-
panies. Two of them showed the highest proportions at the end of
1964 or 1965 ; their lows had been in 1946 for one company and in 1951
52 for the other. On the other hand, 1965 showed the lowest propor-
tions for three of the companies; for these the highs had been in 1948
and 1949 and, in fact, the dollar investment in municipals was less
at the end of 1965 than at end-1946 for two of these companies. The
year of highest proportionate investment (but not largest dollar
amount) for other companies was shown as 1956, 1959, 1961, and 1964.
The magnitude of a “high” proportion varied with size of company:
about 8.5 percent for a very large company and 85 percent for one o
the smaller companies in the group. o

Holdings of obligations of nonprofit organizations appeared as a
growing, but small, fraction of assets for most of the companies
making these investments: (Several of the smaller companies within
the sample group had made few, if any, investments in these
obligations.) , ’

Some of the sample companies provided only the proportions
requested, but 15 also provided the dollar amounts of holdings of
municipals and nonprofit organization obligations. These aggregates
are provided in table B-1. The 15 companies represented 43 percent
‘of assets of all U.S. life insurance companies but only 33 percent of
the holdings of municipals at the end of 1965. From 1946 through
1952, however, these 15 companies had accounted for over 50 percent
of municipals held by all life insurance companies (the latter are pro-
vided in table 1 of the introduction). Among the 15 companies, 8 also
* provided the dollar amounts of either invested assets (including cash)
or total assets. (Invested assets comprise the bulk of total assets for
life insurance companies.) These eight companies accounted for 22
percent of assets and 19 percent of municipal holdings of all life insur-
ance companies at the end of 1965 ; their data are the only available to-
provide some indication of the pattern of holdings of obligations of
nonprofit organizations relative to assets. (As noted earlier, there are
no industry data on such obligations.). As may be seen from table
B-1, the holdings of the 15 companies of obligations of nonprofit orga-
nizations increased over the period to total $550 million at the end of
1965, or 0.8 percent of total assets (the same proportion as for the 8
companies).
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TasLE B-1.—Holdings of State and local government bonds and of obligations of
nonprofit organizations, annually, 1946-65

15 companies ! (millions of | 8 companies ! (percent of
dollars) assets,
. Obligations Obligations
Municipals | of nonprofit Municipals | of nonprofit
organiza- organiza-
tions 2 tions

329 32 0.9 0.1
343 54 .9 .2
462 71 1.2 .2
550 86 1.4 .2
599 111 L7 .3
630 143 1.6 .4
580 173 L5 .4
621 199 1.6 .5
801 221 2.5 .5
885 251 2.6 .5
996 271 3.1 .5
999 298 2.9 .6
1,070 320 3.0 .6
1,261 338 3.2 .6
1,384 344 3.4 .6
1,423 362 3.4 .6
1, 502 374 3.3 .6
1,420 430 2.8 .7
1,292 436 2.4 .7
1,163 550 2.0 .8

115 of the 18 sample companies reported dollar amounts of annual holdings. 8 of these companies also
reported dollar amounts of assets for each year. (Most companies provided total invested assets, but a few,

noting that there would be little difference, provided total assets.) A compilation by staff of total assets of
the 15 companies for the 1 year, 1965, produced ratios of 1.7 percent of assets held in municipal securities and
0.8 percent in obligations of nonprofit organizations.

21 company could not provide that part of its holdlngs in the form of mortgage notes prior to 1963.

Among companies showing a decrease in municipal bond holdings
relative to assets, a number accounted for the variation in terms of
yield relative to other types of investments:

«x # % The proportion of State and municipal bonds to assets has declined in
each of the last 5 years because the yield in municipal bonds has been too low
compared to other types of investments to attract our investment funds, thus
resulting in very few purchases and sales of several million dollars of these bonds
during this period.

Since 1962 municipal securities, as well as other securities, have been liquidated
to provide funds for investment at greater yields available in other categories of
investment.

The proportion of total investment holdings represented by municipal bonds
has declined over the period under review because of the relatively low municipal
yields vis a vis private placements and mortgages, even on an after-tax basis.
Also, because of the widening of yield spread between tax-exempt and taxable
bonds, a large proportion of the municipal portfolio has been liquidated and the
proceeds reinvested in taxable securities.

The last company quoted above also noted—

The proportion of total loans and investments represented by private nonprofit
organization securities, though small, has increased over the period because of
increasing investment opportunities at relatively attractive yields.

2. MUNICIPAL SECURITY HOLDINGS

a. Investment guidelines
Most of the companies answered that there were no established
guidelines, or, as one of these indicated, no internal guidelines; this
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company noted the provisions of its State insurance law that public
utility revenue bonds may not exceed 40 percent of admitted assets
and that other municipal revenue bonds may not exceed 3314 percent
of admitted assets. Another company, replying there were no guide-
lines, added that—

Purchases of municipal bonds are dictated largely by the availability of such

bonds at yields competitive with those obtainable from alternate media of in-
vestment after allowance for the tax-exempt feature,

One of the stock companies replied :

The major guideline that we have followed in purchasing municipal bonds
is to be sure that we have a sufficient income from tax-exempt securities so that
Wwe are not liable for an income tax under phase III of the life insurance tax
law. Above this minimum requirement, we consider municipal securities only in
relation to where else we can invest our funds at the particular moment,

(This aspect of phase IIT income tax is pertinent only to stock life
Insurance companies.)

Another company answered :

Yes. These guidelines are based primarily on yields available on municipal
securities as compared with yields available on other loans and investments.

b. Competition with mortgages

An apparent divergence in replies to this question arose, at least in
part, from whether the question was interpreted as one regarding
practical effect or one regarding the alternative investment outlets
given consideration. On the one hand, about half of the companies
~observed that, because of their yield, municipal securities are usually
not l<):on[.1petitive with mortgage loans (or other securities) on an after-
tax basis:

Municipal securities are not competitive with mortgage loans in portfolio de-
terminations because of yield.

Municipal securities ordinarily, as noted earlier, are not competitive with other
types of investments and in consequence of only very small holdings of such
securities there has mnever been any competition between them and mortgage
loans.

This company’s tax position has resulted in mortgage loans being considerably
more attractive than municipal securities in recent years.

They are no{; usually very competitive for life insurance companies because of
unéavorable yield comparisons even after adjustment for the tax treatment
differential.

* * * municipal securities are highly desirable; however, during the past few
years the yield from municipal securities has not compared favorably with that
available from mortgage loans after tax consideration.

Competition between these investment alternatives involves rate of return,

" relative quality, and the administrative and operational expenses involved. 1n

today’s market we are of the persuasion that municipal securities are seldom
competitive with mortgage loans on an after-tax basis.
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Other companies, seeming to reply from the viewpoint of the con-
sideration given competing investment outlets, gave the following
answers:

Investment funds are allocated between (1) mortgages and (2) bonds as a
whole on the basis of relative interest rates prevailing at the time. Municipal
purchases must then be competitive in rate (on an after-tax basis) with other
bond acquisitions currently being made.

Municipal securities are strictly competitive with mortgage loans on an equiv-
alent taxed yield basis, with due regard for relative investment quality.

Mortgage loans are completely competitive with municipal securities in port-
folio determination. We try to obtain the maximum after-tax yield (risk con-
sidered) for our policyholders.

Al purchases, whether municipal, corporate, or mortgage loans, are com-
petitive.

Municipal securities are always compared on a taxable equivalent basis with
all securities before any investments are made.

Municipal securities are competitive with mortgage loans to the same extent
that they would be competitive with any other investment we might make. We
attempt to relate quality and yield after taxes. .

3. LEVELS OF MUNICIPAL SECURITY YIELDS COMPARED TO OTHER YIELDS

Several of the replies here were in general terms but two-thirds of
the surveyed companies gave specific replies. Most of these answers,
which were prepared in April-May 1966, were in terms of interest
rates then available on corporate direct placements and/or mortgage
loans and assumed that obligations of substantially the same invest-
ment quality, maturity, and other terms were involved. Since the
offective tax rate varies widely among life insurance companies, the
interest rates necessary for municipal securities to be attractive also
vary by company. As explained by one company :

The value of tax exemption computed as the differential in interest rate at
which tax exempt yield is equivalent to fully taxable yield depends upon the
specific characteristics of each individual mutual life insurance company and is
uniquely determined for that company. If choice is to be made between fully
taxable investment income and so-called tax exempt income, the calculation
must show that yield at which additional exempt income, less the increased tax
liability associated with receipt of such income, is equivalent to fully taxable
income, after tax, at yields available in current markets. For [this company]
based upon the present nature of our business and the composition of our
assets and liabilities, exempt yields would have to be within 0.59 percent of the
return currently available in the corporate sector on direct placements and
mortgage loans.

Another company indicated that municipal securities would be com-
petitive at yields 50 to 60 basis points below corporate yields of similar
quality and terms. Several companies answered in terms of the pro-
portion of taxable yield needed to make a municipal security attrac-
tive; two indicated that municipal yields must be about 88 percent of
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taxable yields, one indicated 85 percent. Another replied that $1 of
tax-exempt income is the equivalent of $1.28 of taxable income.
From this it may be inferred that municipal yields for this company
should equal 78 percent of taxable yields to be attractive.

Still other companies indicated their yield requirements relative to
taxable yields as follows: (1) 534 percent to compete with 6 percent
taxable; (2) 5.40 percent to compete with 6.25 percent; (3) 4.90 per-
cent or better to compete with 6 percent or better. (This last company
also noted, as explanatory to the rate requirements, that life insurance
company tax laws “are somewhat unique in that tax-exempt income
is not fully exempt from taxes.”) The interest rate levels specified
by these three companies produce proportions of taxable yield (com-
parable with those in the preceding paragraph) of 90 percent, 86 per-
cent, and 82 percent.

One company indicated that municipal yields of 4.50 percent or
higher would be attractive to them. Another said, as a rule of thumb,
to add 15 percent to the tax-exempt yield to determine the corporate
yield equivalent. One company replied that currently, tax-exempt
loans are attractive “at interest rate levels approximately 1 percent
lower than taxed yields.”

4. MAKING MUNICIPAL SECURITIES MORE ATTRACTIVE

A large majority of the respondents indicated that higher yields
were needed—that the yields offered are not competitive with alterna-
tive investment outlets, even after tax adjustments. One company
added an alternative to higher yields: “* *"* o g change in the Life
Insurance Company Income Tax Act of 1959 regarding the taxation of
municipal bonds is needed to make municipal securities more attractive
as Investments for our company.” Another company simply replied,
“Full tax exemption to life insurance companies.” A third company
also made a similar comment: “* * * the more tax exempt these
municipal securities are to a life insurance company, the more inter-
ested they will be in them.” This was amplified by the company as
follows: .

If there was a way to change our [tax-equivalency] ratio substantially in
favor of municipal securities, then we would undoubtedly purchase a great many
more mrunicipal bonds. If this ratio went for example to $2 to $1, obviously
a 4-percent municipal would be the equal of an 8-percent corporate security. Since
corporate securities of any quality are not available at 8 percent, wherein there
are many municipals available at 4 percent, we would shift to a municipal secu-
rity market immediately. Had the Atlas Insurance case recently decided by
the Supreme Court ruled in favor of the life insurance industry, you would
have seen this shift, of course. The effect of that case would have been to
change this equivalency ratio. ) .

Two of the companies did not mention yield in answer to this ques-
tion, and one did so.only indirectly:

The attraction of municipal securities as investments is a relative matter.
The fact that nearly $18 billion State and municipal securities were sold in
1965, contributing to an aggregate of nearly $100 billion of such Securities
outstanding at the end of 1965, indicates the attractiveness of such securities
to certain classes of purchasers, principally banks and individuals.
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.Complete availability of financial, economic, and social facts of the obligor.
Simplification and uniformity with respect to the legal requirements relating
to municipal securities.

A lower demand for such securities from the investors now providing the
largest sources of funds for tax-exempt bonds.

5. EFFECT OF TFEDERAL GUARANTEE

The consensus of replies was that although a Federal guarantee of
municipal securities would make them more attractive because of the
absence of any credit risk, municipal securities would be less attractive

to life insurance companies because of the lower yields that would be
expected with increased quality. Some companies expect that there
would also be little price differentiation within the municipal market
regardless of credit of the issuer and that the spread would widen
between municipal securities and other loans and investments, to the
detraction of municipals.

A Tederal Government guarantee of municipal bonds while adding to the secu-
rity would not necessarily make such investments more attractive to this com-
pany. With few exceptions, purchases of municipal securities in the past
have been confined to revenue issues which, because of the unproven nature of
the project being financed, afforded relatively attractive yields. By eliminating
all risks through a Government guarantee, such bonds as a group would tend
to sell at yields which, under present conditions, would foreclose any interest
in this field on the part of this company.

A Federal Government guarantee of municipal securities would probably have
an effect similar to the experience of the federally guaranteed Public Housing
Authority securities issues by various municipalities. Currently, the yields on
such securities have a narrow spread among the various issues, and generally
are about 10 basis points higher than the strongest nonguaranteed municipal
securities. Such high-grade securities would have an appeal to certain buyers,
but alternative investments of satisfactory investment quality, such as conven-
tional mortgage loans and direct corporate obligations, would probably con-
tinue to be more attractive to [this company].

From observations of the response in the market to obligations of the Public
Housing Authority, one must conclude that a Federal Government guarantee
does give added attraction to municipal securities. To the extent that the re-
sultant yields are lowered they would not necessarily be more attractive to a wide
range of investors.

A Federal Government guarantee of municipal securities would tend to make
them less attractive to this company since the higher quality would result in
lower yields. An exception might be a Federal guarantee of more speculative
revenue or land development issues that might not otherwise be considered by
this company for investment. Yields, however, would have to be competitive
with those of corporate private placements on an after-tax basis.

A Tederal guarantee of muniecipal securities would not tend to make their
purchase more attractive for two reasons. First, safety of principal bas been
adequately demonstrated by history. Second, such a guarantee would tend to
drive yields even further below the available net yields on taxable investments.

25
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6. YIELDS RESULTING FROM FEDERAL GUARANTEE IN LIEU OF TAX
EXEMPTION

Most companies concluded that a Federal guarantee in exchange
for tax exemption would not make municipal securities more attractive
to them. Beyond this, taxable, guaranteed securities might also be
less well received by other investors, unless interest rates were sub-
stantially above AAA corporates. The companies’ expectations varied
somewhat concerning the interest rate levels that would probably
accompany such guaranteed securities. As one company noted, these
levels might vary, dependent on whether the Federal guarantee was
direct, as described below. A number of companies thought that
interest rate levels would approximate those of other Federal Govern-
ment guaranteed issues or Federal agency obligations. If yield levels
approximated those of Federal agency securities, these might, then
not sell so well, one company added. In any event, life insurance
companijes are not usually investors in low. yielding, no risk invest-
ments. For taxable guaranteed municipal securities to be attractive
to most companies, yields would have to be considerably above expected
levels in order to be competitive with yields on corporate bonds and
mortgage loans. The following quotations are illustrative of replies
to this question:

This avenue of approach, an exchange of yields of order of Federal agency
obligations for elimination of tax exemption would be less fruitful than the
retention of exemption. The volume of investment funds potentially tapped
by a quasi-agency obligation might well be smaller than the volume currently
receptive to tax-exempt issues, except at interest rates substantially exceeding
those available at the quality of AAA corporate obligations.

* % * a Federal Government guarantee would likely reduce the offered yield
of municipal securities, making them less attractive investment opportunities
to us. If the Federal Government were to guarantee directly municipal se-
curities, I would expect that these securities would bear rates of interest some-
what higher than U.S. Treasury securities and somewhat lower rates of interest
than either Federal agency obligations or corporate bonds. However, should
Congress create a new instrumentality of the Federal Government, and municipal
securities were to be guaranteed by this agency, with original capital only sup-
plied by the U.S. Treasury, I would expect that these securities would earn
a higher rate of return than U.S. Treasury securities and Federal agency obliga-
tions and a lower rate of return than corporate bonds. Under these circum-
stances municipal securities would be increasingly attractive compared to Federal
agency obligations as the yield differential between Federal agencies and munic-
ipals widened. However, any form of Federal Government guarantee would
remove municipal securities as an alternative investment consideration to
mortgage loans.

A Federal Government guarantee of municipal securities in exchange for
making the interest income taxable would probably make such securities the
equivalent of other high-grade taxable Government-guaranteed issues such as
the ship mortgage loans guaranteed under title XI of the Merchant Marine
Act and certain Federal agency loans, both of which obtain yields equivalent
to AAA-rated corporate bonds, but somewhat higher than the vields on direct
U.S. Government obligations of comparable maturities. Such yields would
not be attractive to [this company] in view of our practice of emphasizing higher
yielding investments in satisfactory conventional residential, commercial, and
farm mortgages and direct, nonrated, corporate obligations.
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No. Under these conditions, the yield on municipal securities would approxi-
mate the average yield on outstanding securities which are guaranteed by the
Federal Government. Yields on other loans and investments are more attrac-
tive. The level of interest rates necessary to make yields attractive would have
to be at least equal to the average yield of our current purchases. Such yield
would have to be close to 6 percent under present conditions.

C. ProspecTIvE LoANS AND INVESTMENTS

1. POSSIBLE INVESTMENTS 1966—75

Most of the companies did not answer this question with specific
amounts but instead indicated that these investments will depend on
their supply and yield relative to other investment outlets. Many of
the sample companies, based on the experience of recent years and
assuming no change in existing tax laws and regulations, did not ex-
pect their purchases of municipal bonds to amount to much over the
next 10 years. A few companies provided ranges of possible munie-
ipal bond purchases per year, e.g., 0 to $2 million, $2 to $5 million,
$5 to $10 million, but there were too few of these replies to produce
meaningful tabulations. Moreover, purchases alone do not provide
an indication of likely changes in holdings. One company indicated
that its holdings of municipals might increase $1 to $2 million a year
and its holdings of securities of nonprofit organizations might in-
crease between $10 and $20 million a year. Other companies also
indicated that they expect to make somewhat larger purchases of non-
profit organization bonds than of municipal bonds, but companies that
have not been active in this area generally do not expect to become so.

2. BASIS FOR PROJECTIONS

For the few companies that made projections of dollar amounts,
these were based on the experience of the last 10 years, the expected
continuance of the same investment policies, or on estimates of cash
flow and an estimated average percentage of cash flow going into such
securities. Among companies that indicated in a general way that
they do not expect to purchase much in municipal bonds, there was
the expectation that the tax-exempt premium will continue to price
life insurance companies out of this market.

3. CIRCUMSTANCES FOR EXPANSION OF INVESTMENTS

Tnvestments by life insurance companies in tax-exempt issues
would be expanded if their yields were competitive with those on tax-
able investments (mortgage loans and corporate direct placement
bonds). Other circumstances mentioned by some companies, all bear-
ing on relative yields, included an increasing supply of new tax-
exempt issues beyond the increase in demand, a decreasing supply of
taxable investment outlets, a change in tax rates, and a decrease in the
attractiveness of tax-exempt issues to those who currently buy and
hold these investments.



CHAPTER 24

Fire and Casualty Insurance Companies *

[Owing to the fact that there are several trade associations to which
fire and casualty insurance companies belong, there is no single group
that is in a position to describe the activities of, or to canvass the views
of all such companies. Accordingly, three of the major associations,
the American Insurance Association (stock companies), the American
Mutual Insurance Alliance (mutual companies) and the National
Association of Independent Insurers (stock and mutual companies)
undertook to canvass representative samples of their respective mem-
berships. Committee staff combined the material developed by the
three surveys and added certain aggregate data for all fire and
casualty insurance companies, which appear in the early section of
the chapter.]

INTRODUCTION

Fire and casualty insurance companies are financial intermediaries
that obtain the bulk of their funds from businesses and households.
They invest their funds mainly in the bonds and stocks of governments
and corporations. The purpose of these insurance companies is to
provide the public with a means of protection against economic loss
from specific hazards causing injury to property and persons and in
so doing to earn a reasonable profit. This involves a coordination of
management funetions in providing underwriting and claims services
which, together with financial stability, will assure all policyholders
that they will be indemnified for all protected losses.

The fire and casualty insurance industry is comprised of several
types of private ownership organizations, proprietary and coopera-
tive. Proprietary insurers may be unincorporated (American
Lloyds), or incorporated (capital-stock companies). Cooperative
insurers are nonprofit businesses owned by the policyholders, or mem-
bers. Basically, incorporated cooperatives are called mutuals and
unincorporated cooperatives are reciprocals.

As of December 31, 1965, there were over 1,216 fire and casualty
companies included in Best’s Aggregate and Averages. Their total
admitted assets amounted to $41,843 million with stock companies
accounting for about 75 percent of the total assets. Mutuals were
second with 22 percent; reciprocals and Lloyds had only 8 percent
of the total assets.

* Prepared by committee staff, based on data furnished by the American
Insurance Association, American Mutual Insurance Alliance and the National
Association of Independent Insurers, and statistical compilations developed by
John Dickie, Office of Economic and Market Analysis, Department of Housing
and Urban Development., ’

382
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TABLE 1.—Assets of fire and casualty business—1965

[Dollars in millions]

Nuniber of Admitted
firms assets
Stoek COMPANIeS - - . e mmmmem e e mmemmm e 805 $31, 298. 7
Mutual COMPANIES. . oo oo cmccm e mmmmm e m e memmmmm e 1344 9, 436.7
Reciprocals. - - 53 1,051. 2
Lloyds- 14 56.
Total - 1,216 41,842.9

1 Excludes some small mutual companies that are included in the total assets figures.
Source: Best’s Fire and Casualty Aggregates and Averages, 1966.

The principal sources of new funds flowing into property and cas-
ualty insurance companies are premiums and investment income and,
in the case of stock companies, new capital. Table 2 shows that for
stock companies increases in reserves derived from premiums ac-
counted for most of the fund increase in 1964.

TABLE 2.—1964 principal sources of funds—~Stocl companies

[Dollars in millions]

Source Amount Percent of
total
Underwriting o oo —$417.8 (47.8)
Increases in reserves. - —+796. 7 91.3
Investment income 1. +371.7 42.5
New capital .. +122.4 14.0
O] e o e +-873.1 100. 0

1 After Federal income taxes and dividends paid to stockholders.
Source: Data furnished by the American Insurance Association.

Characteristically, the fire and casualty insurance business is marked
by the uncertainty about the amount of claims; thus, the major cate-
gories of loans and investments reflect financial stability as well as
the need for investment income which is used to pay dividends. Since
stock companies are subject to regular Federal corporate income tax

“and the Federal tax law has been recently changed for mutuals and
reciprocals (domestic Lloyds are taxed as partnerships), tax-exempt
bonds are a major investment outlet. In 1965, holdings of bonds and
corporate stocks represented over 85 percent of all property and cas-
ualty companies’ assets. Municipal general revenue and State and
local revenue bonds comprised about 27 percent and U.S. Government
bonds accounted for over 12 percent. Relatively large proportions of
capital, surplus, and reserves allow these insurance companies to pur-
sue an active role in the corporate stock market which is reflected in
their holdings of stock, which constitute 37 percent of the total assets.
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TABLE 3.—M ajbr categories of investments, all property and casualty companies

[Dollar amounts in millions]

Amount Percent
Bonds $20,179 48.5
U.S. Government bonds._ 5,326 : 12.8
Municipal bonds 5,736 13.8
State and local revenue bonds. : 5,646 13.6
Corporate bonds. 2, 601 6.2
Other bonds. 870 2.1
Corporate stock . 15, 260 36.7
Total assets.. 41, 571 100. 0

Source: Data based on Best’s Fire and Casualty Aggregates and Averages, 1966. The following adjust-
ments were made to Best’s figures: (1) The assets of Travelers Insurance Co.’s accident department were
excluded; (2) estimated holdings of public housing bonds were subtracted from the U.S. Government
securities and then added to the State and local special revenue bonds; (3) estimated quasi-Federal Govern-
gxeng s,pectial revenue bonds were deducted from the ‘“Special revenue bonds” and listed in the “Other

onds” category.

A. SurrLy or CapPITAL
1. NET CHANGE OF HOLDINGS OF MUNICIPAL SECURITIES

Table 4 traces the net change of holdings of State and local govern-
ment obligations by fire and casualty insurance companies during the
years 1957-65. Table 5 shows the yearend holdings for these companies
during 1956-65.

TaAsLE 4—Net change in holdings of municipal general obligation and special
revenue bonds, all fire and casualty insurance companies

[Dollar amounts in millions]

General obligation bonds Revenue bonds Total
Year municipal
bonds
Amount Percent Amount Percent

1957 _. $344 56.0 $270 4.0 $614
1958___ 446 59.8 300 40.2 746
1959. 553 58.6 390 41.4 943
1960. - 562 55.4 453 44.6 1,015
1961 _ . 399 42.5 539 57.5 938
1962 . 203 23.1 674 76.9 877
1963_ 139 17.6 649 82.4 788
1964 .. —103 —33.4 411 133.4 308
1965__ - —22 —9.4 256 109.4 234

Source: Data based on Best’s Fire and Casualty Aggregates and Averages. (See footnote to table 3.)
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TABLE 5.—Relative proportions of general obligation bonds and special revenue
bonds to total municipal bonds, all fire and casualty insurance companies

[Dollar amounts in millions]

General obligation Special revenue bonds
bonds Total Percent
municipal | of assets
bonds
Amount Percent Amount Percent
of total of total
3,215 65.4 1,704 34.6 4,919 21.9
3, 559 64.3 1,97 35.7 5,533 24.3
4, 005 63.8 2, 274 36.2 6, 279 24.5
4, 558 63.1 2,664 36.9 7,222 25.9
5,120 62.2 3,117 37.8 8,237 28.0
5, 519 60.2 3,656 39.8 9,175 27.9
5,722 56.9 4,330 43.1 10, 052 30.0
5, 861 54.1 4,979 45.9 10, 840 29.6
5,758 517 5,390 48.3 11,148 28.3
5,736 50.4 5,646 49.6 11,382 27.4

Source: Data based on Best’s Fire and Casualty Aggregates and Averages.

a. Proportions of securities acquired

The proportion of revenue bonds to total municipal bonds rose
steadily from 85 percent in 1956 to 50 percent in 1965. As noted by
several stock companies, this trend was accentuated by the change in
regulation Q in late 1962 which raised the ceiling on interest rates
which commercial banks were allowed to pay on time deposits, thus
making the banks more after-taxes yield conscious. While some com-
mercial banks have been buyers of revenue bonds, the majority have
sought general obligation bonds, hence encouraging, on a comparable
yield basis, the fire and casualty insurance companies more and more
into the revenue bond market. This trend was reinforced by the
increased acceptance and availability of revenue bonds at relatively
favorable yields.

With respect to mutual companies, a survey found that probably the
most important factor in variations in holdings of State-municipal
bonds is the individual company’s tax situation. The yield on State-
municipal bonds is generally lower than that on taxable bonds by 2
sufficient margin to exclude further purchases in years when no tax
saving is involved. Other variables which might influence holdings
of State-municipal bonds include fluctuations in cash flow, under-
writing results, availability of new cash for investments, feeling that
State-municipal bond marlket is too high, shortage of available offer-
ings of the type the company prefers, interest rate cycles, with com-
panies not anxious to commit to long maturities in periods of low
interest rates. ) .

A survey of independent insurance com}ianies regarding their
municipal security acquisitions during 1946 through 1965 found the

following:
Range Mean aver- | Median aver-
(percent) | age (percent) | age (percent)
General obligation bonds. - | 13 to 80. 38 47
Revenue bonds 10 to 82 ... 39 40
Other (special assessment, limited t8X) .o ooooemeocoommmaaans 1t023ccnee-- 6 8
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All of these companies expressed the opinion that any variances
from year to year were due to the relative availability and to the yields
on the purchases. Two of the mutuals indicated that the purchases
were related to Federal income tax considerations and the profitability
of the company’s operations.

b. Maturity distribution

A survey of mutual companies found that there is no uniform
pattern, with respondents about equally divided between preference
for 20-30 or 2040 range and 10-15, 10-20 or 10-25 range.

Those favoring longer terms simply have a policy of preferring
them, or prefer them because they normally offer a better rate of
return and more capital gains opportunities in the event sale of some
bonds becomes desirable. Maturity ranges fluctuate, however, de-
pending upon the interest rate cycle, and there are times when such
companies have no interest in purchasing longer maturities.

Those favoring shorter terms (from 10 years up) give a variety of
reasons. Some feel the typical yield curve gives the optimum yield in
the 10-15 maturity range, and beyond that the additional yield does
not warrant extension of maturity.. Yields are attractive there, and
fit into some company programs of attempting to keep something of
a level maturity schedule. Emphasis on certain years may change
from time to time as maturities schedules are reviewed. The Federal
income tax situation is an important consideration for some companies.
During the early 1950°s, when interest rates were low, some companies
favored shorter maturities (as low as 1-5 and 5-10). As interest
rates increased some companies favored longer maturities up to the
20-40 year range. Some companies are not heavy buyers of State-
municipal securities at present. They feel that, if they were, they
probably would be trying to maintain a fairly even distribution,
buying longer term bonds to replace maturities, with some purchases
in intermediate ranges to replace called securities.

In the case of the stock companies, it was found that maturities of
20-40 years are generally Eurchased in order to get the higher return
which usually prevails. survey of independent companies revealed
the following pattern of maturities of acquisitions:

Maturity Number of | Percentage
companies pattern
Under 1 year.. 1
1108 JOATS oo e e m e mm e m e — e ——————————— 2 2,4
BE0 10 YeATS . oo oo e e e e e e ———— 2 5,17
10 to 20 years. 6 5,15,72
2010 40 YOArS. & oo mccc e eee e 11 85(2),7

For the independent companies it was noted that the longer term
maturities are purchased in order to give the companies the highest
yields, largest call protection and still provide adequate liquidity when
added to other items. Short-term bonds are generally purchased when
a company feels that it might be able to purchase longer term bonds in
anot-too-distant future at 2 more advantageous price.

¢. Bond ratings

The survey of mutual companies found that dependence upon ratings
assigned by bond rating services does not seem as great as would ordi-
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narily be assumed. Some use assigned ratings primarily as a basis for
determining the reasonableness of the offering price, but tend to avoid
ratings below A because lesser rated bonds tend to perform poorly in
adverse markets. Some prefer to do their own rating. Some find them
a helpful guide to quality levels, not accepting them in total but using
them more as a screening device to eliminate issues they would likely
have no interest in. Some ratings have little influence on purchases,
with Dun & Bradstreet municipal ratings mentioned as those upon
which more reliance is placed than Standard & Poor’s and Moody’s.
Unrated bonds are purchased by some, including those below the top
four ratings, but with many purchases in third and fourth rating cate-
gories. Some do not go below a Baa rating in buying rated revenue
bonds, in accordance with the amortization requirements of the Com-
mittes on Valuations of the National Association of Insurance Com-
missioners, but may go below that rating in buying general obligation
issues. In general, ratings are an influence, with investment depart-
ments apparently having greater discretion to purchase securities in
the top three ratings.

Most larger companies buy unrated bonds, with restrictions. Some
do s in local market issues where they are familiar with special circum-
stances. Whether timely and proper annual operating figures are fur-
nished by the issuing community is a factor in buying unrated munic-
ipals. More complete analysis and investigation of unrated issues is
required.

Quantification varies by companies. Some buy 90 percent unrated,
others 35 to 40 percent, but most are much stronger on rated bonds.
Companies which are not now heavy buyers of State-municipal bonds,
in some cases indicate that analysis of their present portfolios might
be misleading, since they contain a residue of high yielding issues, many
of which are not rated.

Tor the stock companies ratings are a market factor and an influ-
ence on price and yield spreads. However, the availability and level
of assigned bond ratings are of little influence as to the creditworthi-
ness of municipal investments, since most of the major companies do
their own analyses.

TUnrated bonds are purchased. Bonds with ratings below the top
four grades are generally not purchased. As of December 31, 1964,
according to Best’s Aggregates and Averages, stock companies owned
$3.787 million (50.8 percent) general obligation bonds and $3,624
million (49.2 percent) revenue bonds, for a total of $7,361 million.
There are no figures available which would quantify ratings for the
industry, but based on a sample representing approximately 40 percent
of the municipal bonds owned by the stock fire and casualty industry,
ratings are quantified as follows:

Percent
Aaa e —————_———————— 17.2
Al e e e e 32.9
A e e ———— o e 26. 8
Baa — — 7.9
Ba - 1.2
B o ————————— e —— e
Caa e e
Unrated —— 14.0

Total - 100.0
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In the case of the independent companies it was found that in many
companies the availability and level of bond ratings assigned by the
municipal bond rating services have very little to do with the deter-
mination to purchase such securities. As has been indicated earlier,
bond purchases are influenced primarily by the yield and availability.
Some companies, however, indicated that they prefer bonds rated at
least A by Moody’s or Standard & Poor’s. It appears that each
company has its own policy in regard to this matter.

Nine companies indicated that they do purchase unrated bonds.
Four companies indicated that occasionally they will purchase unrated
. bonds if their analysis indicates that the security is equal to or better
than that obtainable on the rated bonds they purchase. Only two
companies indicated that they do not purchase unrated bonds.

Six companies indicated that they will not purchase bonds with
ratings below the top four. Seven companies indicated that occa-
sionally they will purchase such bonds, and only two companies indi-
cated that they do normally purchase such bonds. It would appear
that companies will purchase small issues which are too small to be
rated or local issues if secure even though not rated. One company
has a rule that it can purchase up to 30 percent of such bonds.

d. Intended use of proceeds

The survey of independent companies reported that seven com-
panies indicated that the purpose for which the issue is to be used
does influence their purchase, three companies indicated that this
may be a factor; five companies indicated that it does not affect their
decision. The following reasons were given by those companies which
indicated that it does influence their purchase :

The bond proceeds are considered inappropriate when used for
advanced refunding. '

Only for short-term funds.

Must have sound reasons for floating the issue.

The funds should be used for “productive purposes.”

The company prefers bonds when the proceeds are used Tor
schools or other favorable public needs since it feels that this not
only helps the borrower and the country more but it also involves
more favorable moral risk.

One company indicated that the credit of the borrower is the
primary consideration.

Seven companies indicated that they had no preferences or preju-
dices regarding intended use of proceeds. The other companies
seemed to prefer school bonds, public buildings, construction bonds,
electric utility issues, and bonds of a double security such as general
obligation water or sewer bonds. The prejudices ‘seem to be against
advanced refunding issues, and bond issues which are used for pur-
poses which are not “productive.” An example of this latter type may
be commercial sport facilities.. One. company indicated that they
would avoid Deep South school bonds and that they have some preju-
dices against issues from Alaska, Hawaii, Puerto Rico, and Las Vegas.
. The survey of mutual companies reported “no unanimity of opin-
lon.” Some companies feel use of proceeds is very important, others
are less concerned. Bonds designed to finance essential services are
widely favored, there is some avoidance of revenue bonds, and much
disinclination to invest in industrial revenue bonds. Industrial reve-
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nue bonds are not avoided completely, however. Bonds issued for
resort or recreational purposes, marinas, parking revenue, and bonds
supported by automobile tolls are not in high favor with many
companies.

For the stock companies it was found that with respect to unlimited
tax general obligation bonds, and limited ad valorem tax bonds, pur-
chases in general are not influenced by the intended use of the proceeds.

With revenue bond issues and special assessment bonds the intended
uses of the proceeds are very important. Purposes which contribute
to the economic growth of an area and/or the well-being of the popu-
lace are favored. Those where the economic feasibility of a project is
doubted are generally not purchased.

Most. intended uses of the bond proceeds are acceptable to the indus-
try, but it should be noted that there may be differences of opinion with
respect to certain purposes such as industrial revenue bonds, pure
special assessment bonds, and certain other categories.

e. Geographical location of borrower

The stock company survey found that the location of a borrower,
because of the accident of geography, is generally not a controlling fac-
tor in municipal bond purchases. There are certain (premium and
other) tax advantages in various States which render their obligations
more attractive for investment than those of other States; but this is
not a factor of geography. ‘

However, a conscious effort is made by most companies to spread
purchases, geographically, with due consideration being given to pop-
ulation factors and the economic conditions of the areas. o

For mutual companies, geographical factors do not seem to be as
influential as economic and political factors. Important is company.
judgment as to ability of borrower to pay, so relative economic differ-
ences are a factor. There is some effort to achieve geographical diver-
sification by States in which individual companies do business, and
some companies plan carefully diversification of bond purchases with-
in a State. There is a tendeney to be influenced favorably toward geo-
graphical areas with which companies are most familiar, but this is
weighted against yields. One-industry towns and depressed areas
often are avoided, such as those where physical deterioration is ad-
versely affecting the tax base, where the productive population is
moving out, or where there is likelihood of legal challenges of existing
financial practices.

For the independent companies it was reported that it appears that
the geographic location has very little effect on the determination to
purchase the obligations. All companies indicated that they try to
have a portfolio widely diversified geographically. Companies may
avoid issues of certain geographical areas where the economie, politi-
cal, or social factors appear less favorable than they would like to see.
If the geographic location might affect repayment or marketability,
they may decide not to purchase the bonds.

2. OBLIGATIONS OF PRIVATE, NON-PROFIT ORGANIZATIONS

Apparently there has been little or no investment in this area by
larger mutual fire and casualty insurance companies. A few buy
church and hospital bonds, but the amount involved is not significant.
Capacity to meet the requirements of the loan is the major considera-
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tion. In the case of the independent companies, 12 of the companies
indicated that they do not purchase this type of security. The others
indicated that they had purchased hospitals, churches, schools, nurs-
ing homes, parking garages, and port facilities. Information is not
available on stock company activity in such securities.

Factors influencing purchases _

Only the survey of independent companies provided information
regarding the factors influencing purchases of obligations of private,
nonprofit organizations. This survey reported that two companies
indicated that ratings are not a major factor and the other company
indicated that usually such issues are not rated. One company indi-
cated that use of proceeds and geographical location are important
considerations, another company indicated that debt service capability
of borrower is of primary concern rather than the intended use of
proceeds. Four companies indicated that public relations considera-
tions had no influence whatsoever. ‘ ‘

‘B. Porrrorio CONSIDERATIONS
1. GUIDELINES FOR MUNICIPAL SECURITIES

The survey on mutual companies reported that there are no par-
ticular guidelines regarding holdings of State-municipal bonds in
major mutual companies. In general, holdings at any particular
period arerelated directly to a company’s tax situation.

For the stock companies it was noted that as a guideline, insurance
liabilities are generally covered by fixed income securities, cash and
agents’ balances. Investment in fixed income securities is primarily
in U.S. Governments, corporates, and municipals. The relative pro-
portions in these categories depend on the tax position and investment
philosophy of the individual companies.

In response to the question regarding the use of guidelines the sur-
vey of independent companies stated that six companies responded with
a “no,” and nine companies indicated a “yes” in their response. It
appears that the guidelines are established to maximize after-tax in-
vestment return. All guidelines are highly flexible and depend upon
the need for tax exempts related to underwriting profit and taxable
portfolio income.

2. COMPETITION WITH MORTGAGE LOANS

Inasmuch as fire and casualty insurance companies do not make
significant investments in mortgage loans, the surveys found that there
is little basis for comparison or that mortgages are not competitive with
municival securities.

3. ATTRACTIVENESS OF TAX EXEMPT SECURITIES

The stock companies advised that as a class, municipal securities
already have sufficient attributes to make them attractive as invest-
ments for the fire and casualty insurance industry. There has been
considerable improvement since World War II in the responsibility
of the municipal bond underwriters and on the part of the issuing
authorities to improve and safeguard their credit standing.
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The mutual companies noted that municipal securities are attractive
as investments when they yield more than the after-tax yield on taxable
securities.

For the independent companies it was found that many different
responses were recelved to this question but they all tend to indicate
that this type of yardstick is not used. It appears that municipal
securities are attractive in direct proportion to a company’s achieve-
ment of an underwriting profit. Companies will purchase municipal
securities at any level where the net return is greater than the after
tax yield on taxable loans and investments.

a. Making municipals securities more attractive

The survey of mutual companies found that thereisa general feeling
that nothing is needed to make municipal bonds more attractive as
investments. Greater uniformity or standardization of municipal
financial and reporting practices might be helpful. Some think clari-
fication of the status of certain categories of municipal bonds would
be useful. A ruling with regard to the Federal Government’s attitude
on industrial revenue type bonds would be a guide for the companies.
Sometimes there seems a tendency to penalize owners of municipal
bonds, making them less attractive, such as recent attempts to disallow
a certain portion of investment expense based on the proportion of
municipal bonds held. This reflects a tendency to pick away at the
edges of the tax-exempt concept.

The survey of independent companies provided such suggestions
to improve the attractiveness of municipal securities as:

Better presentation of information to aid in selectivity.

Longer and better call protection.

Continuation of a high yield.

Remove the tax liability on discount purchases.

The basic stress is on marketability—we would rather see gen-
eral obligation bonds issued on a “term” basis rather than serial,
with a sinking fund. We believe one large maturity year—rather
than serials would be more marketable.

Interest receipts on a single payment basis; or larger principal
sums on a single bond.

Better market set in case of liquidation.

More realistic handling for registered securities.

Stability in the income tax area.

b. Use of Federal guarantee

Mutual fire and casualty insurance company investment officers
responding expressed no enthusiasm for Federal guarantees of muni-
cipal securities. They say they have no reason to doubt their contin-
uing ability to select sound municipal obligations which are nonguar-
anteed. Municipal securities have sufficient quality now, and the power
of local taxation is more than enough to insure debt service; local
government is better equipped than Federal to determine needs. De-
faults among municipal borrowers are negligible due to vigilance of
municipalities themselves, municipal bond dealers, legal counsel, and
institutional buyers to keep them sound and secure so they will be
retived at maturity. The municipal market now allows the investor
to direct buying in any one of a number of areas. If an insurance
company desires a higher risk, higher income type of portfolio, the
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company is free to move in that direction. Probably municipals
would become less attractive on a relative basis, since a Federal guaran-
tee would increase quality and decrease return on municipal securities.
This would have the effect of equating returns closer to a corporate
security in terms of after-tax income, and it seems doubtful that there
would be much benefit to the municipal bond market. There might
be certain social reasons why a government guarantee might be con-
sidered, but a guarantee might do more harm than good. A Federal
Government guarantee might make some issues more attractive. The
guaranteed issues would tend to sell on a parity with other guaranteed
issues such as FHA’s. How attractive they would be to the purchaser
would still depend on his tax situation, and the yields on alternative
investments. A Federal guarantee might be helpful to very marginal
issues, or issuers with bad political situations.

The stock companies advised that the credit of most State and
political subdivisions is acceptable without the need for a U.S. Govern-
ment guarantee. From a credit point of view, it would improve their
quality ; but to the extent such guarantees reduce the rate of return or
yield, they would actually become less attractive. :

With respect to the independent companies it was reported that only
three companies indicated “yes” in responding to this question and
one of these responses stated that this would be to a very limited
extent. One company indicated the Federal Government guarantee
would make municipal securities less attractive to them because it
would give all municipal securities a high degree of uniformity in
quality, yield, and call protection. Most municipal bonds are now
rated in the upper four investment grades. A Federal Government
guarantee could increase the price and reduce the yield to the point
where they might be unattractive to a large number of investors.

Actual responses of individual independent companies included :

This company would prefer to have the broader selectivity in municipals they
now see in terms of maturity, quality, call protection, and yield so that they can

gelect those items best suited to their investment objectives rather than be
limited to a uniform yielding obligation which is Government guaranteed.

This will not stop defaults from taking place, It will only mean that more of
our tax dollars will go to support this guarantee. This might lead to certain
municipalities going into projects beyond what they can logically support. I
doubt that issues that appear to be questionable without a Federal Government
guarantee would be more attracted to an investor with it.

For the same reason that public housing administration bonds have lower
yields than other municipals.

In the quality this company buys, there is sufficient security.

This company feels they would probably soon lose their tax-free status.

A Federal gﬁarantee would lower rates—removing a lot of income reward for
judgment.
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Municipal credit is generally excellent, defaults are rare, and there is no need
for the redundancy of Federal guarantee.

c. Effects of Federal guarantee in liev of tax exemption

The survey of stock companies noted that the exchange of tax
exemption for a Federal guarantee would not necessarily make these
securities attractive as investments. Municipals, whether taxable or
tax exempt, must compete on the basis of yield after tax. If taxable,
but U.S. Government guaranteed, they would sell at yields similar to
those of AAA corporates with minor variations reflecting market-
ability. To the extent that the aftertax yield spread compared to
alternative investments was reduced, guaranteed municipals would
lose their competitive attractiveness.

Among the mutual companies, the consensus seems to be that making
State-municipal bonds subject to Federal income tax in return for a
Federal guarantee would make them less attractive. Some felt they
would not purchase municipals at all under such conditions. Inas-
much as 30-year federally guaranteed municipals (PHA. bonds) in
May 1966, afford a taxable equivalent yield (6.64 percent) significantly
higher than either 30-year corporates (4.95 percent) or 30-year Treas-
urys (4.80 percent), there seems no reason to accept a lesser spread on
other municipals under the circumstances outlined. Because of the
soundness of municipals in general, together with their record of
negligible defaults over the years, a Federal Government guarantee
would add very little to their attractiveness as an investment. Addi-
tion of a Federal debt service guarantee would tend to lower their.
yield and make them less attractive to the institutional investor. A
Tederal guarantee in exchange for taxability of municipal bonds
would be too high a price to pay. Short Treasurys, agencies, and
AAA-rated corporates now are all yielding 5 percent or better, fully
taxable. At current corporate income tax rates this return would be
reduced to about 2.50 percent. Government-guaranteed, fully taxable
municipals would have to yield considerably more than the latter to
make them attractive, because of the historical objective of a min-
imum 4 percent tax-free municipal yield. Underthe proposal munici-
pals would take on the nature of U.S. Treasury Department bonds,
which are not in any short supply at the present time. No doubt com-
munities would have to pay considerably more for their borrowings
than they do now or have in the past. It would seem reasonable that
the yield on a municipal bond which is federally guaranteed, but
taxable, would fall somewhere between the returns on Federal agency
securities and U.S. Treasury bonds. Federal agency securities are
not guaranteed by the Government, and therefore would have a slightly
smaller degree of attractiveness than a municipal bond as far as credit
is concerned. This is in the context that the Federal guarantee would
be a full unlimited guarantee, and would not be in the nature of an
agency affiliation. It is possible that the supply alone may force a
higher interest rate level for both U.S. Treasury Department securi-
ties and municipals, and as a result both categories of bonds would
cuffer in terms of interest costs. Under the proposal the quality of
municipal bonds would be improved, and their attractiveness increased
in the sense that they could be purchased with a minimum of research
and analytical effort. To the extentithat the yield reflected this change
they might be less attractive relative to other alternative investments
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such as stocks, corporate bonds, Government bonds, or other non-
guaranteed tax-exempt bonds. As to level of interest rates, a guess
would be that they would tend to sell on a basis comparable with Fed-
eral agency obligations with variations depending upon the terms
(coupon, maturity, call provision, et cetera) of the particular issue.
One reason for so supposing is that as “guaranteed by the Federal
Government” they would tend to be classified as such by the investor.
It must be considered that such a move to guarantee municipal obliga-
tions in exchange for their present tax exemption might reduce the
supply of tax-exempt securities to such an extent that the general
market would be hard to appraise. There would be an increase in
taxable bonds, and possibly a tendency for such yields to rise, includ-
ing governments. If some tax-exempt securities remain, they may
attain some scarcity value, and their yields might tend to decline rel-
ative to taxables. The particular investor would still have to choose
from the alternatives prevailing at the time, and presumably he would
tend to favor those investments providing the best net return after
taxes. The actual effect of such a proposal cannot be determined, since
so much would depend upon relativities at various points in bond
markets.

With respect to the question regarding substituting a Federal guar-
antee in lieu of tax exemption for municipal securities, individual
independent companies responded: :

Such securities would then differ little from a Government agency obligation

whieh is guaranteed. Such security would have little attraction to us as do
Government agency obligations now outstanding,

Attractive, yes, but at a much higher interest rate, slightly higher than the
rate for U.S. Government bonds.

‘We would need too much additional yield to offset the loss in taxes—hence
there would undoubtedly be a net loss.

If a Federal guarantee were made and interest on municipal bonds became
taxable, such bonds would be no more attractive as investments than U.S.
Government bonds. It depends on the spread, if any, between straight Govern-
ment obligations and such guaranteed obligations. It is quite possible that
more favorable investments could be made in taxable bonds or corporations or
in mortgage loans.

It would make it less attractive,

We believe “taxability” would offset any advantage gained by the guarantee
unless interest rates on municipals were substantially better than rates on Fed-
eral Government obligations and at least as good as those in Federal agency
obligations.

In such a case municipal securities would have to compete with all high-
grade taxable securities, and would lose their attractiveness to tax-exempt
purchasers.



