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LETTERS OF TRANSMITTAL

DECEMBsER 21, 1966.To Members of the Joint Economic Committee:
Transmitted herewith for the use of the Joint Economic Committee

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

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

The committee is grateful to the many experts who gave generously
of their time to help us in this important work, and, in particular, to
Dr. Arnold H. Diamond, Assistant Director, Office of Economic and
Mlarket Analysis, Department of Housing and Urban Development
vho, as consulting economist to the commrittee, undertook the major

responsibility for preparing and assembling this study. We are also
grateful to the Department of Housing and Urban Development for
making him available to the committee. The views expressed in these
materials are those of the individual contributors and do not necessarily
represent the views of the agencies with which they are connected,
this committee, or its individual members.

WlRIGiHT PATHAN.
Chairman, Joint Economic Committee.

DECEMBER 19, 1966.
lIon. W RIGHT PATMIAN,
Clhairm an, Joint Econon ?ic Commnfttee,
Congress of the United States,
Washington, D.C.

DEAR MR. PAT3MAN: Transmitted herewith is a study of the prospec-
tive availability of credit to finance State and local public facilities
over the next decade. It was prepared by staff of the Subcommittee
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on Economic Progress with the aid of a number of highly qualified
experts on the various types of institutions that provide funds for the
municipal bond market. The study also contains comprehensive de-
scriptive materials on the municipal bond market and the trends that
have affected it and are continuing to affect it. It represents the sec-
ond volume of the subcommittee's comprehensive study of public facil-
ity needs and financing. The first volume projected public facilities
needs in the United States over the next 10 years. This volume an-
alyzes potential sources of credit.

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

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

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

JAMES W. KNOWLES,
Executive Director.

IV



STATE AND LOCAL PUBLIC FACILITY NEEDS AND FINANCING

Volume 2. Public Facility Financing

CONTENTS

Page
Letters of Transmittal- III

Introduction and Summary, by Arnold H. Diamond, consult-
ing economist, Joint Economic Committee- 1

PART I. TRENDS IN PUBLIC FACILITY FINANCING

Chapter 1.-State and Local Government Financing of Capital
Outlays, 1946-65, by Allen D. Manvel, Bureau of the
Census, Department of Commerce -53

Chapter 2.-Financing by Private Nonprofit Organizations,
by Arnold H. Moeller, of B. C. Ziegler & Co -69

Chapter 3.-State Aids for Local Public Facilities, by Carol S.
Adams and Eugene P. McLoone, George Washington Uni-
versity -77

Chapter 4.-State Credit Aid for Public Facilities, by Carol
Krotzki, Council of State Governments -- 92

PART II. MUNICIPAL SECURITIES MARKET: PATTERNS,
STRUCTURE AND PROBLEMS

Chapter 5.-Characteristics of the Municipal Bond Market for
New Issues, by John E. Walker, Investment Bankers Asso-
ciation of America 105

Chapter 6.-Patterns of General Obligation Bonds, by John B.
Dawson, of Wood, King, Dawson & Logan - -148

Chapter 7.-Patterns of Revenue Bond Financing, by Frank E.
Curley, of Hawkins, Delafield & Wood - -156

Chapter 8.-Patterns of Lease-Rental Financing, by James F.
Reilly, of Goodbody & Co - -162

Chapter 9.-Municipal Bond Underwriting, by John E.
Walker, Investment Bankers Association of America -- 173

Chapter 10.-Municipal Financial Consultants, by Arthur R.
Guastella, of Wainwright & Ramsey, Inc - -203

Chapter 11.-Municipal Bond Counsel, by Joseph Guandolo, of
Mitchell, Pershing, Shetterly & Mitchell- 207

Chapter 12.-Consulting Engineers, by the Council of Con-
sulting Engineers - -220

Chapter 13.-The Secondary Market in Municipal Bonds, by
John J. Kenny, of J. J. Kenny Co - -227

V



Chapter 14.-Municipal Bond Ratings, by James F. Reilly, of page

Goodbody & Co - -------- - 231
Chapter 15.--Postwar Default Experience of Municipal Bonds,

by Jackson Phillips and Roger Baum, Municipal Research
Service, Dun & Bradstreet, inc -243

Chapter 16.-Credit Problems of Small Municipalities, by
David R. Berman and Lawrence A. Williams, National
League of Cities -------- ----- 248

PART III. MUNICIPAL BOND INTEREST RATES AND TAX
EXEM-PTION

Chapter 17.-Factors Determining Municipal Bond Yields, by
Sidney Homer, of Salomon Brothers & Hutzler -269

Chapter 18.-The Effect of Credit Conditions on State and
Local Bond Sales and Capital Outlays Since World War II,
by Paul F. McGouldrick, Division of Research and Statistics,
Board of Governors of the Federal Reserve System 299

Chapter 19.-Relative Tax Advantages to Different Investor
Groups in Acquiring or Holding Municipal Securities, by
the Treasury Department, Office of the Secretary 322

Chapter 20.-Comparison of the Interest Cost Saving and
Revenue Loss on Tax-exempt Securities, by the Treasury
Department, Office of the Secretary --- 327

PART IV. SOURCES OF LOAN FUNDS

Chapter 21.-Commercial Banks, by the Federal Deposit
Insurance Corporation and Wray 0. Candilis, of the Ameri-
can Bankers Association ---- 337

Chapter 22.-Mutual Savings Banks, by the Research Depart-
ment, National Association of Mutual Savings Banks ---- 351

Chapter 23.-Life Insurance Companies, by Elizabeth H. Ban-
cala, Life Insurance Association of America - - 365

Chapter 24.-Fire and Casualty Insurance Companies, by the
committee staff - ----- 382

Chapter 25.-State and Local Public Retirement Funds, by
A. A. Weinberg, Illinois Public Employees Pension Laws
Commission--- 398

Chapter 26.-State and Local Governments, by the Municipal
Finance Officers Association -409

Chapter 27.-Municipal Bond Investment Funds, by E. H.
Davis, of John Nuveen & Co -- -- ----- 413

Chapter 28.-Personal Trusts as Sources of Funds, by the Trust
Division, American Bankers Association 423

Chapter 29.-Investments by Nonfinancial Corporations in
State and Local Government Obligations, by John T. Wood-
ward, Office of Policy Research, Securities and Exchange
Commission - - -438

Chapter 30.-Individuals as a Source of Loan Funds, by Hel-
mut Wendel, Division of Research and Statistics, Board of
Governors of the Federal Reserve System -444

CONTENTSVI



STATE AND LOCAL PUBLIC FACILITY NEEDS AND FINANCING

Volume 2. PUBLIC FACILITY FINANCING

Introduction and Summary*

INTRODUCTION

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

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

A. PLAN OF TMLE STUDY

1. Objectives of Study

(a) Future Capacity of Capital Market

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

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

* By Dr. Arnold H. Diamond, consulting economist, Joint Economic Committee.
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work of the respective sectors of the capital market to handle the
expected increasing volume of securities or obligations with minimum
strain.

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

(b) Linkage of Statistical Data
Those who have occasion to study State and local government

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

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

' Aggregate statistics on the asset holdings of financial Institutions or public agencies.
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ment obligations to reported statistics on holdings of such obligations
by identifiable investor groups.

(c) Shedding New Light on Old Probleme3
Over the years, discussions on public facility financing bring forth

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

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

The latest comprehensive study of the municipal securities market
was prepared by Roland I. Robinson in his notable "Postwar Market
for State and Local Government Securities."2 That study covered
the postwar market through 1956 when long-term bonds sold totaled
$5.4 billion. By 1965, municipal bonds sold rose to $11.1 billion,3
and within the intervening 9-year period there have been a number
of significant developments that warrant analysis.

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

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

a Bond Buyer statistics.
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2. Outline of Study
The study is divided into four parts, each containing a number of

chapters dealing with designated subjects. Part 1 (containing four
chapters) provides an overview of the trends in public facility financ-
ing. Part 2 (containing 12 chapters) is concerned with the emerging
patterns, organizational structure, and certain problem areas of the
municipal securities market. Part 3 presents four chapters dealing
with municipal bond interest rates and the tax exemption accorded
to municipal securities.

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

3. Procedure
As indicated above, the chapters contained in this volume fall under

two general classifications-those dealing with technical or special-
ized subjects, which appear in parts 1-3, and those dealing with specific
financial industry or investor groups, which appear in part 4. To
prepare the chapters on the technical or specialized subjects, arrange-
ments were made with various individuals or groups, who were be-
lieved to be best qualified, to write authoritatively on the designated
subject. In most instances those selected have established reputations
or are acknowledged experts in their respective fields.

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

by the Life Insurance Association of America on the basis of a survey
conducted by committee staff. The chapter on fire and casualty insur-
ance companies was prepared by committee staff on the basis of surveys
conducted by the American Insurance Association, American Mutual
Insurance Alliance, and the National Association of Independent In-
surers of their respective memberships, plus other available data.

Selection of the subjects or institutional groups to be covered by

4
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chapters was governed by a desire to provide, to the extent feasible,
a complete Picture of the current means of financing State and local
public facilities by State and local public agencies and by private, non-
profit organizations and their future prospects. Because adequate
published information is already available, it was decided that it would
be unnecessary to have chapters on such subjects as evaluation of
municipal securities, problems of underwriting syndicates, or com-
mercial bank underwriting of revenue bonds.4 The financial insti-
tution groups, for which chapters were arranged, comprise either
major pools of institutionalized loan funds or pools of funds that seem
likely to be significant investors in municipal securities.

Each chapter has been prepared on the basis of an outline of topics
or questions, developed by committee staff. To assure uniform cov-
erage, the chapter writers dealing with financial institution groups
(pt. 4) were requested to follow a standard outline, set forth in ques-
tionnaire form (see supplement A). Where appropriate, a list of
economic assumptions for the years 1966-75 5 was furnished to the
writers as a guide for any projections that may be made for these
years.

The committee's letter of request prescribed that the requested chap-
ter "should be limited to a factual account of the prevailing or his-
torical situation, supplemented by appropriate estimates and projec-
tions. It should omit recommendations, suggestions for changes, or
comments on existing or prospective legislation." 6 The chapters pre-
pared under these instructions were then reviewed and edited by com-
mittee staff to delete extraneous materials, or commentary (directly or
indirectly) on proposed legislation. Aside from these changes, the
materials presented in the various chapters are solely the viewpoints of
the respective chapter writers, identified on the first page of the chap-
ter, who presumably took into account all available data.

B. SUIMMARY OF FINDINGS

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

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

4 Cf. Gordon L. Calvert, "Fundamentals of Municipal Bonds" (Washington, D.C.: In-
vestment Bankers Association of America, 1963); Winn S. Curvin, "A Manual on Municipal
Bonds" (New York: Smith, Barney & Co.. 1956) and prior books on municipal securities:
various articles on municipal securities appearing in the Journal of Finance, Municipal
Finance, and the Bond Buyer and hearings before the House Banking and Currency Com-
mittee on "Increased Flexibility for Financial Institutions" (88th Cong., 1st ress.. septem-
ber-December 1963).

6 Supplementary data to introduction and summary of vol. 1.
6 Except, of course, where a question in the chapter outline called for suggestions or

commentary.
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local government capital outlays, the capital expenditures for health
,and hospitals have lagged considerably.

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

In our pluralistic economy communities are free to choose whatever
organizational form or ownership pattern seems most suitable for
their needs. For most areas of activity private-investor-owned com-
panies (organized as corporations, partnerships, or individual pro-
prietorships) appear most suited. Where public services are involved
some form of public agency (State or local governments or instru-
mentalities thereof) operation seems more practical. However, for an
increasing number of functions communities have turned to what is
called a private, nonprofit organization. Traditionally, this organiza-
tional form has been employed for private hospitals, colleges, schools,
and church operations. During the past three decades it has been
used extensively for rural water supply systems, rural electrification
or telephone facilities (usually through a "cooperative association").
In urban areas it is used as the form of organization for neighborhood
centers for recreation (settlement houses nursing homes, museums,
and a growing number of theaters or community art centers. Finally,
in thehousing sector it is increasingly being employed to provide hous-
ing for the elderly, the moderate-income families and now the low-
income families. 7

Despite their rapid expansion, particularly in recent years, relatively
little is known regarding the means of financing of these private,
nonprofit organizations, especially their credit financing.8 By and
large, loans to nonprofit organizations are obtained from (a) capital
market bond issues, (b) mortgage loans transacted with banks, insur-
ance companies, and other institutional lenders, and (c) loans from
the Federal Government. As evidenced by the commentary in the
chapters on financial institution groups that appears in part 4, most
lending institutions do not distinguish private, nonprofit organization
borrowers from other private borrowers, either with respect to their
holdings of bonds or mortgage loans. Yet, if we are to have a better
appreciation of the apparent growing importance of private, nonprofit
organizations, and if the relative costs of bond financing versus mort-
gage loan financing are to be appraised, some delineations by type of
*borrower and loan instrument will be needed.9

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

b As distinguished from the "public nonprofit corporations" that are used in some areas
to construct facilities that are leased to public bodies. See discussion in ch. S.

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

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

At the end of 1965 there were some 26 State credit assistance pro-
grams in 17 States to aid local governments in the financing of public
facilities. Of these 26 programs, 17 involved State direct loans, 5
involved State grants to cover debt service (all or part) on local gov-
ernment bond issues and 4 involved State guarantees of local govern-
ment indebtedness. If account is taken of debt service grants as well
as direct loans, between 1946 and 1965 total expenditures under the
State credit aid programs amounted to $3.2 billion, of which $2 billion
was for school construction and $1.1 billion for public housing. State
direct loans alone. including those with contingent repayments,'0 for
public facilities only (excluding housing and business development
loans) totaled $1.8 billion during 1949-65.

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

(a) Emerging Patterns
(1) Characteristics of Bonds Sold.-New issues of municipal bonds

(long-term obligations issued by State and local governments and their

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

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

(3) Revenue Bonds.-New issues of revenue bonds have grown from
$0.2 billion in 1946, or 17 percent of the total, to $1.7 billion in 1955, or
29 percent, and to $3.6 billion in 1965, or 33 percent. In the past two
decades the single most important development in revenue bond fi-
nancing has been the broadened concept of public purpose so that it now
embraces, in addition to the traditional water and sewer facilities, such
facilities as toll roads, bridges, airports, public parks, recreation areas,
power projects, stadiums, rapid transit facilities, public markets, col-
lege dormitories, and port facilities. Other major developments have
been the growth of public authorities and, more recently, nonprofit
corporations; and the increasing use of advance refunding (designed to
replace high interest bonds with lower priced obligations). Signif-
icant changes in prevailing attitudes regarding bond security require-
ments include: stricter debt service coverage requirements, provision
of a debt service reserve of at least 1 year's debt service (interest plus
amortized principal), greater use of a reserve for repairs and replace-
ments, and stricter earnings' tests governing the issuance of additional
pari passu revenue bonds. Other significant developments include
greater use of subordinated liens (in light of the stricter earnings'
tests), a gradual lengthening of the repayment period; and more com-
mon use of capitalization of interest out of revenue bond proceeds.

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

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

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

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

(2) Municipal flnancial consultants provide advisory services to
State and local public agencies concerning the planning, development,
and selling of a prospective bond issue, particularly the assemblage
of relevant financial and economic supporting data, specifications of
the bond issue (maturities, bidding requirements, repayment condi-
tions) and timing of the bond sale. Currently there are six nationally
recognized independent financial consulting firms; also, about 30
investment banking firms engaged in financial consulting work. Alto-
gether, the six independent firms have about 75 professional employees.
Financial consultants are compensated for their services by payment
of a fee by the employing municipality, determined either on an
annual retainer basis or on the basis of a bond issue, with somewhat
higher fees for revenue bonds, as compared to general obligation
bonds. Expansion of the financial consulting industry to cope with
heavy workloads occasioned bv the rising trend of bond issues is
hampered by the lack of qualified personnel.

9
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(3) Municipal bond counsel renders approving legal opinions re-
garding validity of new bond issues upon initial sales offering, an
opinion most investors require before they will buy municipal bonds.
In connection with such an opinion, a bond counsel makes a detailed
examination of the constitutional provisions, statutes, court decisions,
and other legal proceedings relating to the issuance of the bonds
under review; and he prepares the requisite ordinances, resolutions,
and trust indentures governing the issuance of the bonds. He also
prepares, or reviews, the prospectus or official statement, notice of
sale, and attends to the other legal aspects of a bond sale. In 1965
there were some 128 firms that were listed in a directory of bond
counsel, including 8 firms located in New York City. Many of these
firms concentrate in municipal bond work, while others perform other
legal functions as well. Approximately 500 partners and associates
of the law firms perform the work of bond attorneys, with 7 firms
having at least 10 bond attorneys each. Ordinarily, bond counsel is em-
ployed by the public agency issuing the bonds, with remuneration
generally related to the size and complexity of the bond issue.

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

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

(2) Bond Ratings.-Confronted with a multiplicity of unfamiliar
municipal bond issuers, many investors have come to rely upon the
bond ratings assigned by the bond rating services. These bond ratings
are a graduated listing of bond issues according to an appraisal of
investment quality and reflect the considered opinions of the bond rat-
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ing services regarding the ability of an issue to withstand default and
capital loss over long periods of time. Two of the bond advisory serv-
ices use letter symbols to measure bond quality, with the highest grade
assigned a rating of Aaa, and the third makes qualitative judgments
on principal economic and financial factors affecting credit worthiness.
Bonds are appraised according to two basic risk factors-the risk that
bond quality will be diluted by an inordinate increase in debt and the
risk that ability to meet maturing bond principal and interest may be
impaired under depressed business conditions. One of the two bond
rating services employs 13 people in its municipal bond department and
the other employs 12. Of necessity, both rating services limit their
efforts to issuers with substantial bonded debt, at least $600,000 for
one service and $1 million for the other.

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

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

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

70-132-67-vol. 2-2
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economic and financial data to support bond sales, understanding bond
terms and comparative advantages of alternative financing techniques,
marketing a bond issue and scheduling or programing capital improve-
ments. Six State governments now provide some administrative super-
vision over municipal debt, borrowing, and fiscal operations; a number
of States prescribe minimum standards for notices of bond sale, and
filing of financial reports, and also assist in the preparation of capital
improvement programs. Federal assistance to facilitate the sale of
bond issues by municipalities has been minimal, and the authorized
program of technical advisory services to assist municipalities in budg-
eting, financing, planning and constructing public facilities has never
been put into effect.
3. Municipal Bond Interest Rates arnd Tax Exemption
(a) Trends in Municipal Interest Rates

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

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

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

Monetary policy action or related rule changes might divert com-
mercial banks away from municipal bonds and thereby would have



STATE AND LOCAL PUBLIC FACILITY FINANCING

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

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

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

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

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

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

ing or Holding Municipal Securities
The exemption from the Federal income tax accorded to the interest

income on obligations of State and local public bodies is of value to
investors in such obligations only where their marginal tax rates are
higher than one minus the ratio of tax exempt yields to taxable yields
of comparable securities. Six of the twelve investor groups reviewed
in part 4 frequently find tax exempt securities attractive. They are:
commercial banks, fire and casualty insurance companies, nonfinancial
corporations, personal trust funds, municipal bond investment funds
(which can "pass through" the tax exemption accorded to the interest
income) and individuals. Because their effective tax rates are appre-
ciably lower than one minus the ratio of tax-exempt to taxable yields,
such investor groups as mutual savings banks, savings and loan asso-

13
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ciations and life insurance companies have little incentive to acquire
or hold tax-exempt municipal securities. No tax benefit is derived
from investments in municipal securities by such groups as State and
local public retirement funds, State and local governments and quali-
fied noninsured pension funds because they are exempt from Federal
income taxation.
(d) Cmnparison of the Interest Cost Saving and Revenue Loss on

Tax-Exeempt Securities
Based on the techniques developed by Ott and Meltzer,:" it is esti-

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

The aggregate average marginal tax rate (based on the approximate
average marginal tax rate for each investor group, weighted by the
1965 distribution of holdings of municipal securities) is estimated at
42 percent. This rate suggests that over the life of the municipal debt
issued in 1965 the increase in Federal revenue (if the securities were
not tax exempt) would have been $2.9 billion (if the relevant yield
differential were 133 basis points) and interest payments would rise
by $1.9 billion because the interest were taxable. The additional rev-
enue would have been $3.2 billion (if the relevant yield differential
were 186 basis points) and the increase in interest payments would
have been $2.6 billion .12 These revenue consequences are based on an
assumption that the present distribution of holdings would remain
unchanged. If tax exemption were to be removed from new municipal
securities, accompanied by a rise in yields on such securities, investor
groups that now refrain from buying municipals because they find tax
exemption of little value, might instead step up their purchases (owing
to the higher yields), while some investor groups might withdraw from
municipal securities, unless they too find the yields attractive.

C. SOURCES OF FUNDS

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

n' David J. Ott and Allen H. Meltzer "Federal Tax Treatment of State and Local
Securities" (Washington: Brookings Institution, 1963).

See ch. 20.
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institutional investor groups for which there are no chapters are
savings and loan associations 13 and noninsured pension funds.14

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

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

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

Supplement B presents four tables that trace the relationships of
State and local government capital outlays to State and local govern-
ment indebtedness and to the annual volume of municipal bonds sold.
The first table presents estimates of capital outlays that tie in with
construction put in place statistics, on a calendar year basis. The
second table relates data on annual municipal bond sales to long-term
debt issued by State and local governments, which, in turn, is linked
to State and local government capital outlays. The third table com-
pares annual long-term debt issued with estimated retirements and
outstanding State and local government debt (long term and short
term). On the basis of these three tables which deal with the decade
1956-65, the fourth table translates the projected public facility capi-
tal requirements for 1966-75, developed in volume 1, into estimated
long-term borrowings. These, in turn, are converted into estimated
net changes in State and local government debt for each of the years
1966-75.

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

la The U.S. Savings & Ioan League did not comply with the committee's request for a
chapter on savings and loan associations.

'4The Securities and Exchange Commission, which Is the best source of knowledge on
such funds, indicated that It was unable to comply with the committee's request for a
chapter on private, noninsured pension funds.

15
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local public retirement funds from those of State and local govern-
ments.

2. Municipal Security Financing: 1946-65

(a) Trends
State and local government debt outstanding increased from $15.6

billion at the end of 1946 to $44.8 billion at the end of 1955, a rise of
$29.2 billion, and to $100 billion at the end of 1965, a further rise
of $55.2 billion.1s As detailed in the following two tables, among
identifiable investor groups commercial banks have become the largest
source of municipal security financing, accounting for 28 percent of
the net expansion of State and local government debt between 1946
and 1955 and for 47 percent of the growth during 1956-65. Fire and
casualty insurance companies accounted for 14 percent of the net
flows during 1947-55 and for 13 percent during 1956-65., personal
trust funds accounted for 12 percent during each of the decades, while
"individuals and others" (excluding personal trust funds) declined
in relative importance from 25 percent during 1947-55 to 17 percent
during 1956-65.

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

Over the past two decades commercial banks have experienced a
steady increase in the proportion of loans and investments represented
by holdings in municipal securities, with the ratio rising from 3.8
percent in 1946 to 12.1 percent in 1964. Analysis of the municipal
security investments by commercial banks "I finds (a) a growing inter-
est in revenue bonds, (b) a rising trend (especially in recent years) in
investments in long-term (maturities over 10 years) municipal securi-
ties, and (c) a decline since 1960 in the proportion of municipal
security holdings 17 represented by holdings of speculative issues or
issues in default.

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

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

10 Detailed In ch. 21.
17 Of commercial banks subject to examination by the Federal Deposit Insurance Corpo-

ration.
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finds (a) a favoring of revenue bonds and (b) a preference for high-
grade bonds with long maturities."

Life insurance companies have evidenced a somewhat larger invest-
ment interest in municipal securities, which accounted for 3.1 percent
of assets in 1961. But since, then there has been a noticeable dropoff in
both municipal security investments and year-end holdings, with the
latter falling to 2.2 percent at the end of 1965.19 Most life insurance
company acquisitions of municipal securities have been in the form of
revenue bond purchases (because of the higher yields), with most of
the maturities in the 20 to 40 year range. A survey of individual com-
panies indicated that bond ratings do not have a major influence on
their municipal security purchases, nor do intended use of proceeds or
geographical location of borrower.

TABLE 1.-HoldingS of State and local government obligations by investor
groups, 1946-75

[Dollar amounts in billions]

Yearend holdings Percent change
Investor group

1946 1955 1965 1975 1946-55 1955-65 1965-75

1. Commercial banks -$4. 4 $12. 7 $38. 7 $107.5 189 205 178
2. Mutual savings banks-- 1 .6 .3 .4 500 (-50) 33
3. Life insurance companies ------ .6 2.0 3.5 3.8 233 75 9
4. Fire and casualty insurance companies .2 4.2 11.4 21.4 2, 000 171 88
5. State and local retirement funds .8 2.7 2.6 .5 238 (-4) (-81)
6. State and local governments -1.6 2. 5 2.1 1.1 56 (-16) (-48)
7. Municipal bond investment funds- () (X) .2 2.6 6 - - - 1, 200
8. Personal trust funds- - - 3. 0 6. 7 13.2 33. 0 123 97 150
9. Other financial institutions-8 .9 1. 0 2. 2 13 78 38

10. Other corporations ------ .3 1.2 3. 6 6. 0 300 200 67
11. Federal credit agencies --. 4 .7 2.8 5. 4 75 300 93
12. Individuals and others 3. 4 10. 6 20. 0 27.1 212 89 36

Total 2_-------------------------------- 11. 6 44.8 100. 0 211. 0 187 123 111

I Nonexistent, 1946-60.2
Totals may not equal sum of figures due to rounding.

Source: Supplement tables C4 and Dl.

:1 See ch. 22.
19 See ch. 23.
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TABLE 2.-Net flows in State and local government obligations by investor
groups, 1946-75

[Dollar amounts in billions]

1946-55 1955-65 1965-75
Investor group _

Amount Percent Amount Percent Amount Percent

1. Commercial banks- $8.3 28 $26. 0 47 $68.8 62
2. Mutual savings banks- .6 2 (-.3) (-1) 1 (1)
3. Life insurance companies -------- 1.4 5 1. 5 3 3 (I)
4. Fire and casualty insurance companies- 4. 0 14 7.2 13 10.0 10
5. State and local retirement funds 1.9 7 (-.1) (2) (-2.1) (-2)
6. State and local governments -. 9 3 (-.4) (-1) (-1.0) (-1)
7. Municipal 1 ond investment funds ----- - .2 (1) 2.4 2
8. Personal trust funds-3.6 12 6.5 12 19.8 18
9. Other financial institutions -. 1 (1) .7 1 .6 1

10. Other corporations -. 9 3 2.4 4 2. 4 2
11. Federal credit agencies- .3 1 2.1 4 2.6 2
12. Individuals and others-7.2 25 9.4 17 7.1 6

Total'- ----------- _-------------- 29. 2 100 55.2 100 111.0 100

I Under 1 percent.
I Between 0 and - 1 percent.
SMunicipal bond investment funds began to operate in 1961.
4 Total may not equal sum of figures due to rounding.

Source: Supplement tables C4 and Dl.

For fire and casualty insurance companies, municipal security in-
vestments have become increasingly important, accounting for 30
percent of their assets in 1962. Since then, municipal securities as a
percentage of assets have decreased to 27.4 percent in 1965. Analysis 20

of municipal security investments by fire and casualty insurance com-
panies finds (a) a rising proportion of such investments in revenue
bonds (almost 50 percent in 1965), (b) a tendency to purchase longer
maturities (over 10 years), (c) that, while bond ratings are considered
by some, many companies prefer to perform their own credit analysis
of municipal 'borrowiers, and (d) that intended use of bond proceeds
does influence purchases, but geographical location of borrower has
little effect.

Through 1960, State and local government public retirement funds
continued to increase their holdings of municipal securities, but, since
then, municipal holdings have decreased, while assets continued to rise.
At the end of 1965 municipals accounted for less than 9 percent of total
assets. Analysis 21 of public retirement fund investments in municipal
securities finds (a) they are mainly in general obligation issues, with
revenue bonds accounting for about 15 percent of investments, (b)
a preference for medium-term and long-term issues, (c) neither bond
ratings nor intended use of proceeds have been material factors in-
fluencing investment decisions, and (d) purchases were made primarily
of bonds issued by local municipalities, due to pressures to induce
investments in local projects. State and local governments have also
experienced a steady decline in municipal security holdings, both in
absolute amounts and as a percentage of assets, in recent years. To
some extent, these declines have been offset by a rise in State govern-
ment direct loans to municipalities. 22

2 See ch. 24.
21 See ch. 25.
22 Detailed In ch. 26.
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A recent innovation in municipal security financing has been the
development of municipal bond investment funds. These are regis-
tered investment companies, the assets of which are invested in
municipal securities.23 The tax exemption of the interest income on
the municipal securities is "passed through" to the holders of the
shares in these bond funds, which by the end of 1965 aggregated $249
million.

While personal trust funds have expanded their holdings of munici-
pal securities over the past two decades, municipal securities as a per-
centage of assets have varied but little, rising from 10.4 percent in
1946 to 13.2 percent in 1955 and to 13.7 percent in 1965. However, in
recent years many of the commercial banks (that administer these
personal trusts) have established common trust funds for investments
n municipal securities, with the number of such "tax-exempt" funds

rising from 24 in 1962 to 104 in 1965. Analysis of personal trust hold-
ings of municipal securities 24 finds (a) an increasing trend in revenue
bond investments, (b) considerable investments in maturities of 10 to
20 years, with some investments in maturities over 20 years, (c) while
there is some reliance upon bond ratings, most trust departments
prefer to do their own credit analysis, and (d) neither intended use of
proceeds nor geographical location of 'borrower have much influence on
municipal security investment decisions.

To round out the picture, chapters 29 and 30 present materials on
"nonfinancial corporations" and 'individuals" as sources of funds for
investments in municipal securities. As shown in table C4, "other
corporations" have expanded their holdings of municipal securities
(mainly short term) from $0.3 billion in 1946 to $1.2 billion in 1955,
and to $3.6 billion in 1965. "Individuals and others" (a residual
calculated by subtracting all identifiable investor groups from total
holdings shown in column 1 of table C4) have grown from $3.4 billion
in 1946 to $10.6 billion in 1955 and to $20 billion in 1965.

(b) Portfolio Considerations

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

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

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

2a See ch. 27 for a description of these funds.
2' See ch. 28 .
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determining whether to buy municipals. These companies necessarily
consider whether their insurance underwriting is at a profit (or loss)
and the amount of their taxable portfolio income before seeking
municipal securities that yield a tax-free income. When, as in recent
years, underwriting losses are heavy, many of the companies have
less need for tax-exempt income and their purchases of municipals
have fallen off correspondingly.

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

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

State and local public retirement funds and State and local govern-
ments, because of their tax-exempt status, have little reason to acquire
municipal securities when their yields are lower than those on taxable
securities. Since the restrictions on investments by these public funds
are increasingly being relaxed, there has been a corresponding decrease
in their holdings of municipal securities, with an even sharper fall off
in new investments. So far, private noninsured pension funds, which,
if qualified, are also tax-exempt, have not invested in tax-exempt
municipal securities.
3. Projected Municipal Security Financing: 1966-75

According to the materials presented in volume 1, State and local
public agency capital requirements for public facilities for the decade
1966-75 are estimated at $327.8 billion, of which $31.6 billion is esti-
mated for 1970 and $40.7 billion for 1975. With interpolations for
the remaining years of the decade, assuming an annual rate of increase
of about 5.5 percent, and assuming that the financing patterns during
1956-65 will continue in the following decade, 25 supplement B trans-
lates these capital requirements into estimated annual net changes in
State and local government debt outstanding. Such annual net
changes in debt are projected to rise from $8.5 billion in 1966 to $11.3

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

On the basis of the data furnished in chapters 21 to 30 concerning
future holdings of State and local obligations by various investor
groups, supplemented by discussions with the respective chapter writ-
ers and the analysis of holdings of State and local obligations by
investor groups during 1946-65 set forth in supplement C, projected
yearend holdings of such obligations for 1966-75 are presented in
supplement D. As detailed in table D1, these holdings are projected to
rise from $100 billion at the end of 1965 to $211 billion at the end of
1975. Annual net changes of these projected holdings (shown in col.
2 of table 3) rise from $8 billion in 1966 to $14.3 billion in 1975.

TABLE 3.-Projected net demand for, and net supply of, State and local govern-
ment obligations, 1966-75

(In billions of dollars]

I Projected Projected Projected
supply I demand demand

Year A 2 3 B 2 4

(1) (2) (3)

1966- 8. 5 8.0 7.2
1967- -------- 8. 7 8.8 8. 0
1968 - 9. 0 9. 3 8. 6
1969- 9. 3 10.2 9.3
1970 -9.7 10.8 9. 9
1971 -------------- 10.0 11.2 10. 3
1972- 10.3 12.1 11. 1
1973 -10. 9 12. 6 11. 5
1974 -1 13. 7 12. 6
19715 1.3 14.3 13.0

1 Represent State and local government borrowing requirements (col. 10 of table 54).
2 Represent funds available for municipal securities.
a Annual net change derived from col. 1 of table DI.
4 Adjustmnent of commercial banks, personal trust funds, and "individuals and others" (per footnote 28).

In effect, these two sets of projections provide (a) estimated net
additions to the supply of State and local government obligations that
would be generated by the estimated State and local government pub-
lic facility capital requirements, and (b) estimated net demands for
municipal securities by various investor groups that reflect expected
growth patterns of their assets and the proportions to be invested in
municipal securities.26 Comparison of the projections shown in col-
umns 1 and 2 of table 3 indicates that durinfg the decade 1966-75 the
demand for municipal securities by various investor groups is expected
to be higher than the supply arising from projected public facility
capital requirements.27

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

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

2
7

Except In 1966.
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Conceivably, each of the projections developed in supplement D may
be unduly optimistic as to likely municipal security investments by the
respective investor groups. Accordingly, the projections for com-
mercial banks, personal trust funds and "individuals and others"
(three of the largest) have been revised on the basis of less optimistic
assumptions.2 Under these revised projections, outstanding State and
local government debt is projected at $201.5 billion in 1975 and the
annual net demand rises from $7.2 billion in 1966 to $13 billion in
1975 (shown in col. 3 table 3). Comparison of the revised annual pro-
jected demands with the projected annual net supplies of municipal
securities finds that over the 10-year period the demand will still be
slightly greater than the supply, but not during 1966-70. Under the
revised projections commercial banks would account for $61.3 billion
of the net expansion, or 60 percent of the total, and personal trust
funds would account for $14.8 billion, or almost 15 percent.

From these projections it would seem that long-term borrowing by
State and local governments for public facilities during 1966-75 can be
successfully financed by capital market resources, if commercial banks
continue to acquire most of the municipal securities generated. How-
ever, if for any reason 29 there is a slowdown in commercial bank asset
expansion or if commercial banks find alternative investments more
attractively then a shortage of credit resources for State and local
government debt financing seems likely to develop. As detailed in
chapter 17, such a shortage could be alleviated by increasing the yield
on tax-exempt municipal securities to a ratio higher than the current
7.5 percent of the yield on taxable securities, say, to 80-90 percent.

4. Tax Exemption and Federal Guarantees
Municipal securities differ from all other credit instruments in one

major respect in that the interest income arising from municipal debt
is exempt from the Federal income tax. Much has been written or said
on whether this tax exoneration is constitutional or statutory, the
value of tax exemption to borrowing State and local governments and
the revenue losses to the Federal Treasury,3 1 the equity effects of such
exemptions upon the Federal income tax, and the debilitating effects
upon State and local governments, if such exemptions were to be ter-
minated. Each side in the long-continued debate on tax exemption for
municipal securities has marshaled an imposing array of arguments,
statistics, and related analysis in support of its views; and little pur-
pose would be served in reexamining them in this volume.

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

'2 For commercial banks the 1975 municipal security holdings are projected at $100
billion, instead of $107.5 billion (the lower projection in ch. 21) and for personal trust
funds the 1975 holdings are projected at $28 billion, instead of $33 billion (the lower
projection in ch. 28). In light of the revised statistics presented in supp. C, the annual net
expansion of municipal security holdings of "Households" are projected at 0.375 of 1
percent of annual personal income (instead of the 0.4 percent employed in ch. 30).

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

so Business loans, consumer loans. or mortgage loans.
C Current estimates of such benefits and costs are presented in ch. 20.
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Federal guarantee in addition to the tax exemption or in lieu of tax
exemption. Six n of the ten chapters contain commentary that re-
spond to the questions raised.

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

Interestingly, each of the investor groups to whom tax exemption
has a value 33 expressed a preference for continuation of the present
arrangements without a Federal guarantee so that investors can make
their own judgments regarding credit risks and thereby obtain the
necessary yield differentials to compensate for such risks. Some re-
sponding institutions even contended that a Federal guarantee "would
do more harm than good."

With respect to substitution of a Federal guarantee in lieu of tax
exemption, each of the responding private investor groups expressed
opposition to such an exchange, with the greatest hostility voiced by
the commercial banks. According to the canvass of investor reactions
(detailed in the respective chapters), if municipal securities were to
be guaranteed by the Federal Government, and the interest income
were to be taxable, the resultant yield on municipal securities would
be around the yield of Federal agency securities or perhaps somewhat
higher. Investor groups such as fire and casualty insurance companies
and life insurance companies would find yields at these levels unat-
tractive, causing them to turn to alternative investments. On the
other hand, public retirement funds would find the higher yields (on
"taxable" municipal securities) more attractive, as might mutual
savings banks.3 4 However, commercial banks and personal trusts, the
major sources of municipal credit in the current market, would turn to
alternative investments where yields are more attractive.

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

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

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

a All of the investor groups responding, except public retirement funds.
14 By analogy, one might infer a similar reaction on the part of noninsured pension funds

and savings and loan associations, the remaining major pools of loan funds.
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5. Obligations of Private, Nonprofit Organizations
As detailed in supplement A, several questions posed for the chapters

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

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

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

According to the data presented above, during the decade 1966-75
the demand for municipal securities by identifiable investor groups is
expected to be higher than the supply of State and local government
debt obligations that would be generated by the projected public fa-
cility capital requirements of such public agencies during these years.
Such a conclusion rests on the following major assumptions: (a) That
public facility capital requirements developed in volume 1 fully reflect
the Nation's public-facility needs, (b) that housing and urban renewal
capital outlays of State and local governments will expand by 5.5
percent per year, (c) that 50 percent of total State and local govern-
ment capital outlays will continue to be financed by borrowing, (d)
that commercial banks will account for over 60 percent of the increased
demand for municipal securities, and (e) that all other investor groups
will actually acquire municipal securities to the extent projected.35

Although considerable data are presented in volumes 1 and 2 to
support these assumptions, it does not necessarily follow that they will
actually materialize during the next decade. The reader, of course,
is free to make alternative assumptions and to adjust the estimates ac-
cordingly. In this connection, the following commentary may be
helpful.

as Other assumptions Include: (a) That long-term borrowing for capital outlays will
continue to account for 92 percent of all long-term borrowing, and (b) that the rate of
annual debt retirements will rise gradually each year at an annual Incremental rate of
0.05 percent.
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(a) The aggregate public facility capital requirements presented in
volume 1 reflect the considered opinions of a large group of experts,
with the underlying assumptions explicitly stated and historical trends
fully documented. While one may feel that some of the projections for
specific facility categories are either too high or too low, it is con-
ceivable that there may be offsetting adjustments among other cate-
gories so that the aggregate capital requirements are hardly changed.
Thus, unless it could be shown that there has been a coincidental bias
among the over 50 experts, or groups of experts, who prepared the
chapters in volume 1, it would seem that the projections developed are
reasonable.

(b) To permit this study to be manageable yet sufficiently detailed
to serve adequately its intended purposes, it became necessary to dis-
tinguish between "public facilities" capital outlays and other capital
outlays of State and local public agencies, such as those for public
housing and urban renewal.36 But any meaningful analysis of State
and local government indebtedness and the municipal securities market
must in some way take into account capital requirements for public
housing and urban renewal. Accordingly, an allowance has been made
for these capital requirements by assuming that they will grow at the
same annual rate as that projected for GNP, i.e., 5.5 percent per year
(in current dollars). This growth rate for public housing and urban
renewal may be too high or far too low, considering the tremendous
needs of the Nation's cities. Or it is conceivable that, while urban
development outlays may expand more rapidly, a larger portion may
be financed from sources other than borrowing; e.g., State and local
government tax resources or Federal grants.

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

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

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

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

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

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

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

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



SUPPLEMEINT A

Financial Institutions
In order to assure uniform coverage, the writers submitting chapters on

financial institution groups in part 4, were requested to follow the standard
outline set forth below.

CHAPTER OUTLINE

INTRODUCTION

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

A. SUPPLY OF CAPITAL FUNDS

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

(a) State and local government bonds (municipal securities);
(b) Obligations of private, nonprofit organizations issued to

finance such facilities as private hospitals, schools, colleges, nurs-
ing homes, community buildings, and other local buildings or
facilities operated not for profit.

NoTE.-Acquisitions should be shown on a "gross basis;" and if
"gross acquisitions" are not available, use "net change in holdings"
of such securities.

2. With respect to the municipal securities acquired-
(a) What were the relative proportions of (1) general obliga-

tion bonds, (2) revenue bonds (secured solely by tolls, leases, or
user charges), and (3) other bonds (special assessment or limited
tax bonds) during these years? If the relative proportions varied,
explain the changes.

(b) What maturities are generally purchased-(1) under 1
year, (2) 1 to 5 years, (3) 5 to 10 years, (4) 10 to 20 years, (5) 20
to 40 years? Why?

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

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

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

27
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3. With respect to obligations of private, nonprofit organizations-
(a) What types of facilities or buildings are generally financed?
(b) How are the loans evidenced-in the form of (1) bonds,

(2) mortgage notes, (3) other (identify) ?
(c) To what extent are purchases of such loans influenced by

(1) availability of bond ratings, (2) intended use of proceeds, (3)
geographical location of borrower, (4) public relations
considerations.

B. PORTFOLIO CONSIDERATIONS

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

(a) Explain the variations, if any.
2. With respect to municipal security holdings,

(a) Are there any guidelines established regarding the pro-
portion of such holdings to the holdings of other loans and
investments?

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

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

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

(b) Considering the negligible amount of defaults among
municipal borrowers, aside from clearly speculative loans, would
a Federal Government guarantee of municipal securities make
them more attractive as investments? Whv?

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

C. PROSPECTIVE LOANS AND INVESTiAtENT

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

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

(b) WAh-at is the basis for these projections?
(c) Under what circumstances can these investments be ex-

panded?



SUPPLEMENT B

Relationship of Indebtedness to Capital Outlays for State and
Local Governments

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

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

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

1. ESTIMATED ANNUAL CAPITAL OUTLAYS. CALENDAR-YEAR BASIS

Table B1 shows the relationship of State and local government con-
struction expenditures to capital outlays for the fiscal years (of the
reporting governniieits) 19.5-6 .5, as collecied each year by the Bureau
of the Census. According to the material presented in chapter 1, the
annual construction expenditure figures, as compiled by the Govern-
ments Division, and the construction-put-in-place figures, as compiled
bv the Construction Statistics Division, showed a high degreea of his-
torical consistency for the decade 1954-63, after the latter ha'd been
converted into annual data for years ending June 30.1

'Beginning in 1963, the construction-put-in-place statistics for State and local govern.ments have been based on construction expenditures data collected by the GovernmentsDivision, Bureau of the Census.
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Because the data presented in this volume are largely calendar-year

figures, it became necessary to develop capital outlay figures for calen-

dar years. This is done in table B1 by (a) determining the average

ratio of construction expenditures to capital outlays for the 2 fiscal

years falling in each calendar year, and (b) applying the reciprocals

of such average calendar-year ratios to the annual construction-put-in-

place data. Since these capital outlay figures embrace public housing

and urban renewal as well as the various public facility categories, the

estimated proportions of capital outlays accounted for by public

housing and urban renewal are also shown.

2. MUNICIPAL BOND SALES RELATED TO CAPITAL OUTLAYS

During the years 1956-60 the annual long-term municipal bond

sales figures published by the Bond Buyer were higher than those

published by the Investment Bankers Association. Since then, the

nvestment Bankers Association annual bond sales figures have been

higher. Inasmuch as both series are based entirely on reported in-

formation, there is reason to believe that through 1960 the Bond

Buyer data were more comprehensive, and since then IBA data have

been more comprehensive. Accordingly, columns 1 to 3 of table B2

show gross bond sales, estimated bond refundings, and net bond sales

for the years 1956-65 on the basis of the annual bond sales that are

the most comprehensive (larger figures).2
Municipal bonds sold toward the end of a calendar year frequently

are not delivered until sometime in the next year. To adjust for this

timelag, the long-term bond sales, net of refundings, are compared

to the annual bond delivery figures, compiled by the Investment Bank-

ers Association, 3 and the resultant figures are shown in column 5 as

''net long-term bond issues."
Owing to underreporting to both the Bond Buyer and the Invest-

ment Bankers Association, the net long-term bond issue figures do not

fully reflect the total volume of long-term indebtedness incurred each

year by State and local governments. A measure of this underreport-

mg is revealed by column 6 which shows the annual difference between

net long-term bond issues and estimated long-term debt issued (col.

7). The latter figures represent the annual averages of the long-

term debt issued for the 2 fiscal years falling in the respective calendar

year, as compiled by the Bureau of the Census.4 The annual difference

reflects nonreported (to IBA and the Bond Buyer) competitive bond

sales, negotiated sales or private placements (for example, to public

retirement or trust funds), and Federal Government loans. For the

9-year period 1956-64 these unreported differences accounted for about

11.5 percent of total long-term debt issued.5
Table 6 of chapter 1 provides Census Bureau estimates of the long-

term debt issued applicable to capital outlays for fiscal years 1958

through 196X65. These fiscal-year figures were converted into cal-

'For purposes of internal consistency, the bond refunding figures shown are derived

from the same respective source as the bond sales data. Refunding bonds are necessarily

subtracted from gross sales, since such bonds merely replace existing bonds and therefore

do not constitute new capital.
Discontinued by IBA beginning In 1966.

A Reported on a fiscal-year basis In Government Finances (table entitled "Indebtedness

and Debt Transactions of State and Local Governments") .

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

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

3. LONG-TERMI: DEBT ISSUED COMPARED TO OUTSTANDING DEBT

The only reported data on retirements (repayments) of State and
local government debt are those compiled by the Census Bureau on a
fiscal-year basis. On the assumption that the debt-outstanding figures,
as of the beginning of the fiscal-year period (as reported by the
Census Bureau), and the reported annual retirements are reasonably
consistent with each other,8 it is possible to derive estimated annual
rates of debt retirement (col. 3 of table B3). These fiscal year
rates of retirement were then converted into calendar-year rates by
averaging the two overlapping fiscal-year ratios (col. 4).

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

By definition, "estimated new debt issued" equals new long-term
debt issued plus the net change in outstanding short-term debt.9 Con-

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

7 Average of the annual ratios obtained by dividing col. 7 by col. S.
8 Comparison of annual net change of long-term debt outstanding of State and local

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

9 There is no Bureau of the Census tabulation of new short-term debt Issued.
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'ceptually one might except that total new debt issued each year would
exceed new long-term debt issued by a small amount-reflecting slight
increases in outstanding short-term debt. However, this has not
-always been the case over the past 10 years. Comparison of long-term
debt issued (col. 9) with total new debt issued (col. 8) results in dif-
ferences that range from $1 billion to a negative $1.2 billion (col. 10).
To some extent, fluctuations of these annual differences reflect increases
or decreases in outstanding short-term debt and, to some extent, the
fluctuations are due to statistical discrepancies that arise from the
manner of Census Bureau tabulations."0

Be that as it may, the algebraic sum of the differences between total
new debt issued and new long-term debt issued for the entire 10-year
period 1956-65 is calculated as a negative $1.7 billion (algebraic sum
of col. 10). A discrepancy of about $170 million per year would seem
to be reasonable, considering the magnitudes of the new debt issued
each year and the margins of error allowable because many of the
Census Bureau figures are based on sample surveys.

4. PROJECTED NET INCREASES IN DEBT OUTSTANDING, 1966-75

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

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

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

10 Adjustments are not made In prior year tabulations for debt, that had been previously
outstanding, but is reported for the first time in the current year.

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

TABLE B1.-Estimated annual capital outlays of State and local governments,
calendar year basis, 1956-65

[Dollar amounts in millions]

Fiscal year data I Calendar year data

Year Capital Construc- Ratio Ratio 2 Construc- Estimated Housing
outlays tion ex- (percent) (percent) tion put capital and urban

penditures in place 3 outlays 4 renewal 3

(1) (2) (3) (4) (5) (6) (7)

1956 -- --- $11, 407 $9, 355 82. 0 82.2 $10, 006 $12, 173 $2601957 12, 616 10, 386 82. 3 83. 0 11, 086 13,357 3302958 -- - 13, 986 11, 704 83. 7 83.43 12,069 14, 489 38010969------- 15, 311 12, 723 82.90 82.4 12, 340 14, 033 470
1960.------- 15, 104 12, 352 81.8 82. 0 12, 241 14, 928 5801961 1,6 091 13, 214 82. 1 81. 6 13, 269 16, 261 700
1962 16, 791 13, 625 81. 80. 9 13,956 17, 21 8101963 -------- 17, 946 14, 481 80. 7 80. 7 15, 350 19, 029 780
1964 19,087 15,389 80.6 79.8 16,485 20,658 7601965 - - 20, 771 16, 417 79. 0 79. 0 18,046 22,843 6 780

I Fiscal year basis, approximately for year ending June 30, as reported in Governmental Finances. (See'Ch. 1.)
2 Average of ratios in col. 3 for fiscal years overlapping in calendar year.
3 As reported in Construction Review (compiled by Construction Statistics Division, Bureau of theCensus). Beginning in 1963 data based on new definitions and data source.
4 Col. 5 divided by col. 4.
4 Average of capital outlays for "Housing and Urban Renewal" (per oh. 3) for overlapping fiscal years.,5Estimated.
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T Vgi B2.-Long-term State and local government capital outlay8 related to
municipal bond sale8, calendar year data, 1956-65

[In millions of dollars]

Long-term bond sales I Long-term debt issued

Net Other Esti-
Gross E sti- Sates Adjust- long- long- For For mated
bond mated net of ments 2 term term Total ' capital other capital

Year sales refund- refund- bond debt 4 outlays I pur- outlays
1

tags iags issues a poses 7

(1) (2) (3) (4) (5) (6) (7) (8) (9) (10)

1956 5,446 76 5,370 300 5,670 1, 141 6,811 9 6,307 504 12,173
1957 - 6,958 60 6,898 -390 6, 508 813 7,321 9 6, 779 542 13,357
1958 - 7,449 143 7,306 259 7, 565 441 8,006 7,684 322 14,489
1959 - 7,681 59 7, 622 -258 7,364 687 8,051 7,414 637 14,983
1960 ------ 7, 230 53 7,177 -128 7,049 969 8, 018 7,383 635 14,928
1961 - 8,498 103 8,395 -197 8,198 540 8, 738 7,915 823 16, 261
1962 8,737 280 8,457 -5 8,452 1,228 9, 680 8,871 809 17, 251
1963 - 10,331 1,409 8,922 165 9, 087 1, 517 10,604 10,187 417 19, 029
1964 10,646 646 10, 000 -577 9, 423 1,823 11, 246 10,120 1, 126 20, 658
1965 - 11, 265 585 10,680 273 10,953 9 1,423 9 12,376 9 11,460 916 22, 843

'1956-60, Bond Buyer data; 1961-65, Investment Bankers Association (IBA) data.
' Adjustments for issues offered in calendar year before issuance; differences between col. 1 and bond de-

liveries (IBA data).
a Algebraic sums of cols. 3 and 4.
4 Difference between cols. 7 and S.
' As reported in Governmental Finances (table entitled "Indebtedness and debt transactions of State

and local governments"), figures are averages for fiscal year data overlapping in respective calendar year.
' For 1958-64, ch. 1, table 6, converted into calendar year figures by averaging fiscal year data overlapping

In respective calendar year.
7 Difference between eols. 7 and 8.
8 Col. S of table Bl.
9 Estimated.

TABLE B3.-Relation8hip of outstanding State and local debt to net long-termn
debt issues, 1956-65

[Dollar amounts in millions]

Fiscal year data ICalendar year data

Long- Col. 9
Year Debt Debt Esti- Esti- term minus

outstand- Retire- Ratio Ratio 3 outstand- Net mated mated debt Col. 9 S
ing 2 ments (per- (per- ing i change retire- new debt issued 7

cent) cent) ments issued

(1) (2) (3) (4) (5) (6) (7) (8) (9) (10)

1956 - $44, 267 $2, 351 5.3 5. 0 $44,800 $5,100 $2, 240 $7,340 $6,811 $529
1957 ----. 48,868 2,315 4. 7 4.9 49,400 4, 600 2,421 7, 021 7,321 (-300>
1958 ---- 53, 039 2,716 5. 1 5. 0 53,900 4, 500 2,695 7, 195 8, 006 (-811)

1959 ---- 58,187 2,639 4.9 5. 0 58,800 4,900 2,940 7,840 8,681 (-211)
1960 -- 64, 110 3,222 5.0 5.0 63,700 4,900 3,185 8, 085 8,018 (-67)
1961 ---- 69,955 3,458 4.9 4.9 68,700 5, 000 3,366 8,366 8,738 (-372>
1962.---- 75, 023 3,695 4.9 5. 1 75, 500 6,800 3,851 10,651 9,680 971
1963 ---- 80,802 4, 227 5. 2 5.3 82, 500 7, 000 4,373 11,373 10,604 769
19064--- 87,451 4,643 5.3 5.4 88, 000 5,500 4,752 10, 252 11, 246 (-994)
1965 ---- 92, 222 5,045 5.5 9 5.6 93,900 5,900 5, 258 11,158 12,376 (-1, 218>

' As reported in Governmental Finances.
' Outstanding at beginning of fiscal year.
'Average of ratios in col. 3, for fiscal years overlapping in calendar year.
I Outstanding at beginning of calendar year (Federal Reserve "flow of funds" data).
I Col. 4 times col. 5.
' Sum of cols. 6 and 7 (represents all State and local government debt).
7 Col. 7 of table B2.
3 Net changes in short-term debt plus statistical discrepancy:
' Estimated.
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TABLE B4.-Translation of estimated capital requirements for public facilities
into estimated State and local government debt, 1966-75

[In billions of dollars]

Public Hous- Long-
facility ing Total term Long- Total Begin- Esti- Total Year-
capital and capital debt for term new ning mated new Net end

Year requre- urban require- capital debt debt bal- retire- debt change' bal-
ments re- mentS

3
out- issued 

5
issued 6 ance

7
ments5 issued ' anec

7

newal X lays '

(1) (2) (3) (4) (5) (6) (7) (S) (9) (10) (11)

1966- 255 0. 8 26.3 13.2 14.4 14.2 100.0 5.7 14.2 8.5 108.6
1967 - 26.9 .9 27. 8 13.9 15.1 14.9 108.5 6.2 14.9 8.7 117.2
1968 - 28.3 .9 29.2 14.6 15.9 15.7 117.2 6.7 15.7 9.0 126.2
1969----- 29.8 LO0 30.8 15.4 16.7 16.6 126. 2 7.3 16.6 9.3 135.5
1970 ------ 31.6 1.0 32.6 16.3 17.7 17.6 136.5 7.9 17.6 9.7 145.2
1971----- 33.5 1.1 34.6 17.3 18.8 18.6 145.2 8.6 18.o 10.0 151. 2
1972 - 35.1 1.1 36.2 18.1 19.7 19.5 155.2 9 2 19.5 10.3 165.5
1973 - 37.4 1.2 38.6 19.3 22. 0 20.8 165.5 9.9 20.8 10.9 176.4
1974 - 39.0 1.3 40 3 20. 2 22. 0 21.8 176.4 10.7 21.8 11.1 187.5
1975 - 40. 7 1.3 42.0 21.0 22.8 22.7 187.5 11.4 22.7 11.3 198.8

l Per vol. 1, interpolated on assumed annual rate of increase of 5.5 percent.
2 Assumed annual rate of increase of 5.5 percent of 1965 volume.
7 Sum of cols. 1 and 2.
4 Calculated at 50 percent of col. 3 (per table B2).
aCalculated by multiplying col. 4 by reciprocal of 92 percent.
'Col. 5 less $170,000,000.
7 Computed through gross flow tabulation.
o 6.6 percent in 1965; thereafter annual rate of retirement increased by 0.05 percent per year.
'Col. 6.
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SUPPLEMENT C

Holdings of State and Local Government Obligations

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

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

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

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

' Prom time to time Census reports uncover debt referred to for the first time that had
been outstanding in previous years. These figures are incorporated into the current year
tabulation, but corresponding adjustments are not made in earlier year total debt figures.

2 According to "Moody's Municipal and Government Manual" (1966 issue), of the
$448.4 million of debt service paid by the State through June 1965 on bonds issued for
school building loans, $193.2 million, or 41 percent, came from repayments of school
building loans.
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mate a yearend State and local government debt figure (used internally,
especially for the quarterly estimates of savings by individuals).
Table C1 contrasts the four published I estimates of outstanding State
and local government debt.

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

As part of its flow of funds accounts, the FRB-estimated dis-
tribution, as of December 31, shows holdings of (a) households and
nonprofit organizations, (b) business corporations, (c) commercial
banks, (d) mutual savings banks, (e) life insurance companies, (f)
other insurance companies (including fire and property insurance
and fraternal orders), (g) brokers and dealers (termed "finance
n.e.c."), and (h) State and local governments (including public retire-
ment funds). The FRB estimates for 1946-65 are presented in table
C3. Under the FRB system of estimation, there is one residual cate-
gory-households and nonprofit organizations. Inasmuch as there is
no separate category showing municipal security holdings by Federal
credit agencies, it follows that they are included in the residual
category "households and nonprofit organizations." The SEC
method of distribution of municipal security holdings has not been
published, but it is understood that it follows the methodology used
by FRB; that is, to allocate the estimated total outstanding debt
among identifiable groups and to assign the residual, including any
statistical discrepancy, to "individuals."

The 1946-65 trends and projections of municipal security acquisi-
tions during 1966-75 called for by the Joint Economic Committee
study relate to 12 categories of investor groups: (a) commercial banks,
(b) mutual savings banks, (c) savings and loan associations, (d) life
insurance companies, (e) fire and casualty insurance companies, (f)
State and local public retirement funds, (g) State and local govern-
ments, (h) noninsured pension funds, (i) personal trust funds, (j)

3Published respectively In "Governmental Finances," "Annual Report of the Secretary of
the Treasury," "Federal Reserve Bulletin," "Survey of Current Business" (May Issue).
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municipal bond investment funds, (k) nonfinancial corporations, and
(1) individuals. Since the distributions estimated by the Treasury
or FRB are not sufficiently broken down to fit the foregoing 12 cate-
gories, it became difficult to appraise the data presented in the chapters
of the study dealing with sources of loan funds. Accordingly, a tabu-
lation was made of municipal security holdings of identifiable insti-
tutional groups that fit the categories used in the study, Federal credit
-agencies, and other identifiable groups. 4 This tabulation is presented
in table C4.

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

Table C4 comprises three elements: (a) total year-end holdings of
State and local government obligations, as estimated in the FRB
"Flow of Funds Accounts," 5 (b) year-end holdings for significant
identifiable financial institution or public agency groups, the sum of
which when subtracted from the year-end total results in (c) a residual
grouping termed "individuals and others." Although it is believed
that "individuals" account for most of the residual category, it should
be recognized that the category also includes investor groups for which
there is presently inadequate definite information such as college en-
dowment funds, noninsured pension funds, savings bank life insurance
companies, and others.6

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

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

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

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

6 According to a June 30, 1963, survey conducted by the Office of Education, Department
of Health. Education, and Welfare, college endowment funds held $257.8 million of securi-
ties Issued by State and local governments, Federal agencies and foreign borrowers. Accord-
ing to Goldsmith, Lipsey, and Mendelson "Studies in the National Balance Sheet of the
United States" (vol. II), noninsured pension funds, savings bank life Insurance companies
and group health insurance companies held minor amounts of municipal securities during
the middle 1950's.
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Agriculture, and Treasury. The aggregate figures shown in column 12
materially differ from the "Government investment accounts" figures
in the Treasury estimated distribution (table C2), mainly because the
Treasury does not count as part of State and local government debt
(a) non-interest-bearing obligations (owed to the Bureau of Reclama-
tion) and (b) borrowing for college housing by State universities and
colleges (owed to the Department of Housing and Urban Develop-
ment) .7

Delineation of State and local public retirement funds from "State
and local governmients" facilitates appraisal of two essentially dis-
similar sources of loan funds. Public retirement funds, like nonin-
sured pension funds (or insured pension funds) are concerned prin-
cipally with longer term investments. In contrast, "State and local
governments" comprise (a) treasury funds, undisbursed bond pro-
ceeds, and bond sinking funds (which are primarily concerned with
short-term investments), (b) other insurance, endowment and trust
funds (which are concerned, to a considerable extent, with longer
term investments) and (c) State government direct loan programs to
municipalities. State government direct loans have risen from about
$30 million in 1950 to about $150 million in 1960, and to about $240
million in 1965.8

There are a number of financial institution groups, which hold
relatively small amounts of municipal securities, on which there are
fairly good statistics. Rather than show each separately, they are
combined under a heading "Other identifiable financial institutions"
and include: fraternal orders, brokers and dealers, face amount in-
vestment companies, and savings and loan associations. As future
research uncovers good statistics on municipal security holdings of
other identifiable financial institutions (i.e., college endowment funds),
they can be transferred from the residual category to this separate
category where the holdings have been reasonably approximated.9

I C.f. Treasury Bulletin (June 1966), p. 141.
Detailed in ch. 4. Where the funds for these "State and local government" resources

result from capital market borrowing, there is a double counting problem, e.g., (a) the
private holders of the bonds financing the construction funds or the direct loans and (b)
the public funds or agencies that hosd municipal securities or loans.5

'fhe distribution of bond holdings of traternal orders is based on a sample, as reported
to the New York State Department of Banking. Holdings of "brokers and dealers" are
based on the total offeringes shown in the Blue List. Municipal security offerings in the
Blue List ordinarily are by investment banking dealers, but sometimes include offerings
by commercial banks. According to an official of the Blue List, offerings by dealers are
generally of their own holdings (in which they have a "position" or unsold inventory),
but may include holdings of other investors. Moreover, a dealer may not offer In the
Blue List all that he holds, especially during periods of credit tightness when heavy capital
losses could occur in selling bonds with coupon interest rates appreciably lower than
prevailing market yields. Data for savings and loan associations are available only for
1964 and 1965 (June). Data for earlier years are based on straight line interpolation.
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TABLE C1.-Comparative estimates of otstotanding State and local govermiment
debt

[In millions of dollars]

Census I Treasury 2 Federal OBE I
Reserve 3

1946 -- 15,917 15, 626 15, 600 15, 900
1947 --- 16, 825 16, 529 17, 000 16, 500
1948 ---------------------- 18, 656 18,354 19, 000 18, 700
1949 --- 20, 875 20,481 21, 700 20,900
1950 -_ - 24, 115 23, 722 24, 700 24, 200
1951 -- - -- 27, 040 26, 592 27, 200 27, 000
1952 -- -- 30, 100 29, 111 29, 900 29, 600
1953 --- 33, 782 32, 200 34, 200 32, 700
1954 38, 931 37, 300 39, 700 37, 900
1955 44, 267 42, 600 44,800 43, 200
1956- - - 48, 868 47, 400 49, 400 48, 000
1957 55, 039 51, 840 53, 900 52, 500
1958 -- 58, 187 56, 500 58, 800 57, 200
1959 64, 110 61,675 63, 700 62, 400
1960 69, 955 66, 425 68, 700 67, 100
1961 75, 023 71, 730 75, 500 72, 500
1962 80, 802 80, 131 82, 500 80, 900
1963 87, 451 85, 900 88, 000 86, 700
1964 92, 222 91,300 93, 900 92, 200
1965 ------------------------ 99, 512 97, 800 100, 000 98, 700

I For fiscal years ending in calendar year (1946-63); thereafter for fiscal years ending in year ending June 30
2 Interest-bearing debt, as of June 30.
3 As of Dec. 31.
4 Interest plus non-interest-bearing debt, as of June 30.

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

[In billions of dollars]

Com- Mutual
mercial savings
banks banks

4.4 0.1
5.3 .1
5.7 .1
6.5 .1
8. 1 .1
9.2 .1

10.2 .3
10.8 .4
12.6 .6
12.7 .6
12.9 .7
13.9 .7
16.5 .7
17.0 .7
17.6 .7
20.3 .7
24.8 .5
30.0 .4
33.5 .4
38.5 .3

Life in-
surance
compa-

nies

0.6
.6
.9

1. 1
1.2
1. 2
1.1
1.3
1.8
2.0
2.2
2.4
2. 7
3. 2
3.6
3.9
4.0
3.9
3.8
3.5

Other in- Security Total
surance brokers hold-
compa- and ings
niles 4 dealers

0.2
.3
.5
.8

1. 1
1.4
1.9
2.6
3. 4
4.2
4.9
5. 6
6. 2
7. 2
8.1
9. 1
9.8

10.6
10.8
11. 4

0.3
.2
.3
.3
.4
.4
.2
.4
.3
.3
.1
.2
.2
.3
.4
.3
.5
.5
.7
.5

15.6
17.0
19. 0
21. 7
24. 7
27. 2
29.9
34. 2
39. 7
44.8
49. 4
53.9
58.8
63. 7
68. 7
75.5
82.5
88. 0
93.9

100. 0

House-
holds I

7.2
7.6
8.5
9.3
9.6

10. 4
11.5
13.5
15.2
18.6
21.6
23.6
23.8
25.7
28.7
31.6
34. 2
33.8
36. 4
37. 2

Corpo-
rate non-
financial

business
2

0.3
.4
.4
-5
.5
.6
.7
.8

1.0
1.2
1.3
1.5
2. 0
2.6
2.4
2. 2
1.8
2. 7
2.9
3.6

1946
1947...
1948 ----
1949
1950 ---
1951 .
1952 ---
1953 .
1954 --
1955 -
1956....
1957.
1958 .
1959
1960
1961
1962
1963
1964
1965

State
and local
govern-
nents s

2.4
2.5
2.6
3. 1
3.6
3.8
4.0
4.3
4. 7
5 1
5.6
6. 1
6. 6
7. 0
7. 2
7.3
6.8
6. 0
5. 3
5. 0

' Includes nonprofit organizations serving individuals.
2 Includes holding companies and closed end investment companies.
3 Includes State and local retirement funds, trusts, and sinking funds.
4 Includes fire and casualty insurance companies and insurance activities of fraternal orders.
Source: 1946-51, "Flow of funds; assets and liabilities, 1945-65" (May 3,1966, version), table 24; 1952-65,

Federal Reserve Bulletin (October 1966) pp. 1539-1546.



TABLE 02.-lB.stirnatcd ownership of State and local interest-bearing securities outstanding, June 30, 1946-6S

[In billions of dollars]

State and local governments Other investors

Fiscal year Total PIubllc re- Mutual Life in- Fire and Other Govern-
Total tirenient Other I 2 Total Commer- savings surance property corpora- Individ- ment in- Miscel-

funds ' cial banks banks companies insurance tions 3 uals I vestment laneous,
companies accounts

1046 ------------ 15.7 2.4 1. 0 1.4 13.4 4.1 0.1 0. 6 0.3 0.4 7.0 0.5 0.4
1947 -16.6 2.4 1.0 1.4 14.1 5.0 .1 .6 .3 .4 6.9 .5 .4 t
1948 -18.4 2.5 1.1 1.4 15.9 5.6 .1 .7 .4 .4 7.7 .5 .5 0
1949 -20.5 2.7 1.3 1.4 17.8 6.0 .1 .9 .7 .5 8.8 .4 .5 C
1950 -23.8 3.5 1. 6 1.9 20. 3 7.4 .1 1.1 1.1 .5 9.2 .4 .6
1951 26.7 3.7 1.6 2.1 23.0 8.6 .1 1.2 1.3 .6 10.1 .6 .6
1952 -29.3 3.9 1.7 2.2 25.4 9.9 .2 1.1 1.7 .6 10.5 .7 .6
1953 -32.3 4.2 1.9 2.3 28.1 10. 6 .4 1.2 2.3 .7 11.6 .7 .6 '

1954 -37.4 4.5 2.1 2.4 32.9 12.0 .5 1.6 3.0 .9 13.8 .3 .7 a
1955 42.8 4.9 2.5 2.4 37.9 12.8 .7 2.0 3.8 1.1 16.4 .3 .8 W
196 -47.6 5.3 2.9 2.4 42.3 13.0 .7 2.1 4.5 1.4 19.5 .2 9 i
1957 -2.1 5.8 3. 3 2.5 46.3 13.4 .7 2.3 5.1 1.5 22.0 .2 1.0
1958 56.8 6.4 3.7 2.7 50.4 15.8 .7 2.5 5.7 1.5 22.8 .3 1.1
1959 -62.0 6.8 4,1 2.7 55.2 17.0 .7 3.0 6.5 1.7 24.6 .3 1.3 3
1960 -66.4 7.1 4. 4 2.7 59.3 16.8 .7 3.3 7.8 1.7 27.2 .3 1.8 P
1961 -71.7 7.4 4.5 2.9 64.4 18.8 .7 3.8 8.8 1.9 28.3 .4 1. 6 0
1962 -80.1 7.2 4.3 2.9 72.9 23.2 .6 4.0 9.7 2.4 30.7 .5 1.8 8
1963 -85.9 6.4 3.9 2.5 79.5 27.9 .5 4.0 10.5 2.6 31.7 .6 1.8
1964 -91.3 5.6 3.2 2.4 85.7 31.5 .4 3.9 11.1 2.7 33.7 .6 1.8
1965 -97.8 5.0 2. 8 2.2 92.8 36.6 .4 3.7 11.8 3.0 35.0 .8 1.8 8

I Estimated on the basis of "fiscal yearend" data. 4 Includes persmnal trust accounts which have generally accounted for around ½ of
2 Includes State and local govcnmient treasury funds, bond sinking funds, insurance, individuals' holdings of these securities. The most recent estimates available Indicate

endowilient, and trust funds. that in 1964 trust institutions held approximately $12,000,000,000 in these accounts.
3Inluhldes iLuniicipalbondinvestmiientfundsfromii Junie30,19G2,todateinithefollowing 8 Includes savings and loan associations. Insured State chartered associations held o

amounts: Ju ne 30, 1962, less than $50,000,000; June 30, 1963, $100,000,000; June 30,1964, about $100,000,000 on Dec. 31, 1964. Prior to October 1964, Federal savings and loan
$100,000,000; and June 30, 1965, $200,000,000. Cumulative sales of participation in these associations were not permitted to invest in municipal bonds.
funds totaled about $125,000,000 through December 1964 and rose by an additional Source: Office of the Secretary of the Treasury, Office of Debt Analysis.
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TABLE C4.-Holdings of State and local government obligations as of Dec. 31
[In millions of dollars]

Cor- Mutual Life Fire and State and State Municipal Personal Other Other Federal Indi-
Total mercial savings insurance casualty local public and local bond in- trust identifiable corpora- credit viduals

Year holdings banks banks companies Insurance retirement govern- vestment funds financial tions agencies I and others
companies funds ments funds institutions

(1) (2) (3) (4) (5) (6) (7) (8) (9) (10) (11) (12) (13) U

1946 - 15,600 4,395 58 614 237 800 1,600 -3,030 760 300 400 3,400 3
1947 -17, 000 5, 276 57 609 315 990 1,600 3,110 680 400 400 3, 700
1948 -19,000 5, 619 73 872 544 900 1,700 -3,190 740 400 400 4,600
1949 -21, 700 6, 500 93 1,052 828 1,100 2,000 - - 3, 270 730 500 500 5, 100
1950 -24,700 8,118 96 1,152 1,144 1,1500 2,100 - - 3.950 860 500 500 4,800 ^
1951 -27, 200 9, 198 140 1,170 1, 448 1, 600 2, 200 -4, 610 900 600 500 4,800
1952 29, 900 10, 188 325 1, 153 1, 871 1 800 2, 220- 5, 270 760 600 570 5, 100
1953 -34, 200 10, 821 428 1, 298 2, 619 2, 070 2, 330- 5, 410 1,000 700 620 6,900 o
1954 -39, 700 12, 586 608 1, 846 3, 402 2, 390 2, 450 -6,130 790 900 660 7, 900 0
1955 -44,800 12, 698 646 2,038 4,195 2,730 2,480 -6,650 890 1,200 690 10,600
1956 -49,400 12,901 676 2,273 4,919 3,120 2,490 -7,250 810 1,300 780 12,900
1957 - 53, 900 13,915 685 2,376 5,533 3,540 2, 590 -7,830 930 1,500 890 14, 100
1958- 58,800 16,505 729 2,681 6,279 3, 950 2,720 -7,790 910 2,000 1,080 14, 200 e
1959 63,700 16,958 721 3,200 7,222 4,230 2,720 -7,790 1,140 2,700 1,300 15, 700 C
1960 -68,700 17,570 672 3,588 8,237 4,370 2, 740 - -9,100 1,270 2,500 1,470 17,200 W
1961 -75,500 20, 345 677 3,888 9,175 4,230 2,730 20 9,950 1,220 2,400 1,750 19, 100 V
1962 -82, 500 24, 755 527 4, 026 10,052 3, 780 2, 510 53 10,800 1, 450 2, 100 2, 030 20 400
1963 -88,000 29, 786 440 3,852 10,840 3,300 2,300 80 11,640 1,480 2,800 2,200 19,300
1964 -93, 900 33, 533 391 3,774 11, 148 2, 910 2, 230 149 12,200 1,690 3,100 2,560 20, 200 M
1965 -100, 000 38, 655 320 3,530 11,382 1 2,600 12,100 229 13,200 1,570 3,600 2,760 20,000 :.

SOURCES (IDENTIFIED BY COLUMNS)

(1) Federal Reserve Board "Flow of funds accounts," yearend figures (October 1966 holdings, fiscal year data (balance after deducting retirement fund figures shown in col. 6)
revision). converted to Dec. 31 figures.

(2) Federal Reserve Bulletin, "Loans and Investments of Commercial Banks" (call (8) Derived from data in ch. 27, data as of Dec. 31.
report data). (9) Derived from data in ch. 28, data as of Dec. 31.

(3) National Association of Mutual Savings Banks, "National Fact Book" (table 34, (10) Includes holdings of (a) fraternal orders (United States and Canadian); (b) brokers
May 1966). and dealers (Blue List); (c) currency dealer (American Express Co.); (d) face amount

(4) LifeInsuranceAssociationofAmerica,"LifeInsuranceFactBook"(yearendholdings). investment companies; and (e) savings and loan associations; based on Federal agency
(5) (a) 1946-55, Roland 1. Robinson, "Postwar Market for State and Local Government tabulations.

Securities" (p. 215). (11) Largely nonfinancial business corporations, but also includes consumer, sales, and Z
(b) 1956-65, Best's "Aggregates and Averages," adjusted per chapter explanation. business finance companies; figures estimated by Securities and Exchange Commission. h
(6) (a) 1946-51, proportion of State and local governments figures in Federal Reserve (12) Includes holdings by Departments of Housing and Urban Development (loans

Board "Flow of funds accounts" (ranging from 36 to 41 percent). for college housing (public institutions), public facilities, mass transit and urban renewal),
(b) 1952-65, Bureau of the Census, "Employee retirement systems of State and local Commerce (loans for public facilities); and Interior (Bureau of Reclamation loans and

governments," table on cash and security holdings, fiscal year data converted to Decem- repayment contracts) and indebtedness of the Washington, D.C., government (owed to
ber figures by straight line Interpolation. various Federal agencies). Holdings by Department of Agriculture (soil and water loans

(7) (a) 1946-51, proportion of State and local governments figures in Federal Reserve to public bodies) not available.
Board "Flow of funds accounts" (balance after deducting col. 6). (13) Residual includes individuals, college endowment funds, noninsured pension

(b) 1952-65, Bureau of the Census "Governmental finances," table on cash and security funds, group health insurance companies, savings bank life Insurance companies, an4v ~~~~~~~~~~~~other investor groups.



SUPPLEMENT D

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

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

Altogether, these various sources furnish a framework of investor
group data, which could be woven into a projected structure of hold-
ings of State and local government obligations for the years 1966-75
by these 10 investor groups.1 Essentially, the projections involve,
where there are projected holdings in 1975, an annual proration of the
computed net change in holdings between 1965 and 1975, assuming an
annual rate of increase of 5.5 percent, or estimates of annual net ex-
pansion of holdings during the years 1966-75, based on extrapolations
of recent expansion (or contraction) experience. The actual method-
ology for each investor group is described in the text below. The
projected holdings of the investor groups for the years 1966-75 are
presented in table Dl.

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

1. COMMERCIAL BANKS

At the end of 1965 commercial bank loans and investments totaled
$306.1 billion, of which $38.7 billion, or 12.6 percent, were accounted
for by municipal securities. According to the materials presented in
chapter 21, by 1975 total loans and investments are expected to increase
to $475 billion, including $115 billion of municipal securities, or 24.2
percent of total loans and investments, on the basis of performance
during the years 1944-64. If, however, projections are based on the
experience of 1954-64, by 1975 total loans and investments would be
$525 billion, and municipal securities would be $100 billion. Averag-
ing these two projections, it is estimated that by 1975 total loans and

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

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

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

2. ME=AL SAVINGS BANKS

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

3. LIFE INSURANCE COMPANIES

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

4. FIRE AND CASUALTY INSURANCE COMPANIES

According to the materials presented in chapter 24, stock fire and
casualty insurance companies may be expected to increase their hold-
ings of State and municipal securities at an annual rate of about 6
percent, or by amounts ranging from almost $470 million in 1966 to
$790 million in 1975. In the case of the mutual companies, estimated
purchases of municipal securities were stated in terms of "$10 million
per year, or 5 percent of admitted assets will go each year into tax-
exempt municipals, or that about 30 to 50 percent of their portfolios
would be invested in municipals." Of the independent companies, 14
companies responded that "they would be likely to invest in excess of
$100 million each year for the next 10 years, and our members could
purchase between $500 and $750 million of municipal securities in
each of the next 10 years."

During the decade 1954-63 fire and casualty insurance companies
added to their holdings of municipal securities at an average annual
rate of $822 million. In 1964 and 1965, owing to heavy underwriting
losses, the average annual rate of increase in holdings of municipal
securities fell to $271 million. Taking into account the complex of
projections set forth above, and assuming a resumption of a more nor-
mal underwriting loss experience, it is estimated that the net expan-
sion in holdings of municipal securities by fire and casualty insurance
companies will rise progressively from about $0.7 billion in 1966 to
$1.3 billion in 1975.

5. STATE AND LOCAL PUBLIC RETIREMENT FUNDS

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

As chapter 25 further notes, "present indications are that further
decreases will occur in State and municipal securities held by these
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funds. These decreases will be due to the cessation of additional
investments in these bonds and by a conversion of municipal securities.
into other types and higher yielding securities, a continuation of the
trend in effect during the last 10 years. * * * We may look for a con-
tinuance of the downward trend in the holdings of the bonds by these
funds resulting from sales or maturities." Thus, while assets of the
public retirement funds are expected to rise from $32 billion in 1965
to $85 billion in 1975,2 their holdings of municipal securities may be
expected to decrease by about $0.2-0.3 billion per year during most of
the coming decade.

6. STATE AND LOCAL GOVERNMENTS

Between 1955 and 1965 total assets of State and local governments:
(excluding public retirement funds) expanded from $32.9 to $53.4
billion, a rise of 62 percent. Over the same period total security hold-
ings (total assets less unemployment compensation funds, cash and
deposits) of these State and local governments grew from $14.2 bil-
lion, or 43 percent of total assets, to $26.5 billion, or 50 percent of total
assets. During this decade total security holdings increased by 87 per-
cent. In contrast, holdings of municipal securities rose from $2.5 bil-
lion in 1955 to $2.7 billion in 1960, but declined thereafter to reach $2.2:
billion in 1965. The ratio of municipal securities to total assets de-
creased over the decade from 7.5 percent in 1955 to 4.1 percent in 1965,.
while the ratio of municipal securities to total security holdings
dropped from 17.3 to 8.3 percent over the same period.

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

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

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

Since their inception in 1961, municipal bond investment funds have
grown rapidly to reach $229 million at the end of 1965, including
sales of $80 million in 1965. In 1966, sales of these funds are expected
to total $60 million, the decline attributable to the prevailing tight
money situation. But, according to the author of chapter 26, under
more normal conditions sales in 1966 might have increased to $100
million. For the years 1967-71 he estimates that bond investment fund
sales would increase at an annual rate of 25 percent, and during
1972-75 sales would grow at an annual rate of 20 percent to reach a
level exceeding $600 million in 1975. Redemptions of the investment
funds, which amounted to 0.5 percent in 1964 and 1 percent in 1965,
are expected to grow at an incremental rate of 0.5 percent per year
until 1973 when they would level off at 5 percent. Taking into account
these rates of growth for sales and redemptions, municipal bond
investment funds outstanding at the end of 1975 are estimated at $2.4
billion, an increase of $2.2 billion during the decade of 1966-75.

8. PERSONAL TRUST FUNDS

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

As explained in the chapter, "between 1955 and 1963 there was a
-91-percent increase in the number of taxpayers in the $25,000 to $49,999
income class and a 71-percent increase in the number of taxpayers in
the $50,000 to $99,999 class. This increase in the number of individuals
in the higher income tax brackets will very likely continue and per-
haps accelerate. This, of course, will mean that the tax-exempt
feature of State and local government bonds will be important to more
and more taxpayers. It is reasonable to assume also that as personal
incomes rise and the number of persons in the higher brackets in-
creases, there will be an increase in the number of personal trusts
created and, therefore, more funds will come under the investment
direction of trust departments."

9. OTHER IDENTIFIABLE INANCIAL INSTITUTIONS

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

At the end of 1965 "other corporations" held an estimated $3.6 bil-
lion of municipal securities. According to informed analysts, after
taking into account alternative investment possibilities for corporate
funds, these "other corporations" can be expected to increase their
holdings of municipal securities to $4.8 billion in 1970 and to $6 billion
in 1975. The resultant net increase in holdings of municipal securities
projected for the decade 1966-75 equals the net increase in holdings
of municipal securities by "other corporations" during the decade
1956-65. The expected increase in holdings have been prorated for
the intervening years on a straight-line basis; i.e., $240 million per
year.

11. MEDERAL CREDIT AGENCIES

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

12. INDIVIDUALS AND OimRS

During the years 1952-65 the net change in holdings of State and
local government obligations by the households and nonprofit sector
(in the flow of funds accounts) ran at the rate of 0.4 of 1 percent of
annual personal income. According to chapter 30 (and subsequent
discussion with its author), this pattern may be expected to continue.
Annual personal income can be estimated by the equation Y=3.752+
0.7827 GNP.3 Gross national product, in turn, under one of the basic
assumptions governing this study is assumed to increase at an annual
rate of 5.5 percent (in current dollars). These relationships and
assumptions are reflected in the following table:

[In billions]

Net change
Gross Personal of holdings

Year national income by house-
product holds of

municipal
securities

1966 - -------------------- $718.7 $566.3 $2.3
1967 ----------- 758.2 597.2 2. 4
1968 -------------------- 799.9 629.9 2.5
1969 -843.9 664.3 2. 7
1970 - 890.3 700.6 2.8
1971 ------------------------------ 933.3 739.0 3. 0
1972 ---------------- 991.0 779.5 3.1
1973 - 1,045.5 822.1 3.3
1974 -_ 1, 103.0 867.1 3.5
1975 - 1, 163.7 914. 6 3. 7

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



TABLE D1.-Projected holdings of State and local government obligations by significant investor groups, 1966-75

[In billions]

State Other
Fire and and local State Municipal identi-

Total Com- Mutual Life casualty public re- and local bond in- Personal fiable Otber Federal Indi- '3

Year holdings mercial savings insurance insurance tirement govern- vestment trust financial corpora- credit viduals
banks banks companies companies funds ments funds funds institu- tionsagencies and others

(1) (2) (3) (4) (5) (6) (7) (8) (9) (10) (11) (12) (13)

1966 -$108.0 $44.1 $0. 3 $3.1 $12.1 $2.3 $2. 0 $0.3 $14. 7 $1. 6 $3. 8 $3. 0 $20.7
1967 - 116.8 49.7 .2 2.9 12.9 2.0 1.9 .4 16.3 1.7 4.1 3.3 21.4
1968 - 126.1 55.6 .2 2.8 13.8 1.7 1.8 .5 18.0 1.8 4.3 3.5 22,1

1969 -136.3 61.9 .3 2.7 14.7 1.5 1.7 .7 19.8 1.8 4.6 3.8 22.8

1970 -147.1 68.5 .3 2.8 15.7 1.3 1.6 .9 21.7 1.9 4.8 4.1 23.5 e

1971- 158.3 75.5 .3 2.9 16.7 1.1 1.5 1.2 23.7 1.9 5.0 4.3 24.2 2
1972 ------ 170.4 82.9 .3 3.0 17.8 .9 1.4 1.5 25.8 2.0 5.3 4.6 24.9 K
1973 ------- 183. 0 90.7 .3 3. 2 18.9 .7 1. 3 1. 8 28. 0 2.1 8.65 4.8 25. 7 '
1974 -198.7 98. 9 .4 3.5 20.1 .6 1. 2 2. 2 30. 4 2.1 5.8 5.1 26.4
1976- 211.0 107.6 .4 3.8 21.4 .5 1.1 2.6 33.0 2.2 6.0 5.4 27.1

NOTES (IDENTIFIED BY COLUMN)

(15 Sum of cols. 2 to 13. (7) Estimated net decrease in holdings of $100,000,000 per year, 1066-75.
(25 $68,800,000,000 net increase in holdings ($107,100,000,000 in 1975 less $38,700,000,000 (8) Estimated net increase of $50,000,000 in i966, and rising trend of increases fromase

In 1965) prorated over 10 years, assuming 5.5 percent annual rate of increase. $120,000,000 in 1967 to $470,000,000 in 1975.
(3) Estimated net decreases of holdings of $70,000,000 in 1966 and $30,000,000 in 1967 (9) $19,800,000,000 net increase in holdings ($330,000,000,000 in 1975 less $13,200,000,000

and thereafter net increases of holdings of $20,000,000 per year. in 1965) prorated over 10 years, assuming 5.5 percent annual rate of increase.
(4) Estimated net decreases of holdings of $430,000,000 in 1966, $200,000,000 in 1967, and (10) Estimated net increase by $60,000,000 per year.

$100,000,000each in 1968 and 1969; thereafter net increases of holdings at annual increments (11) Holdings estimated at $4,800,000,000 in 1970 and $6,000,000,000 in 1975, or an annual

of $5,0000 increase of $240,000,000 per year.(5) Estmated net increase in holdings rising from $700,000,000 in 1966 to $1,000,000,000 (12) Estimated net increase by $260,000,000 per year.
in 1970 and $1,100,000,000 n 1975. (13) Calculated as a residual by subtracting cols. 8 and 9 from annual increase in hold-

(6) Estimated net decrease in holdings of $300,000,000 during 1966-68, $200,000,000 during ings of "Households and nonprofit organizations" (see text).
1969-73, and $100,000,000 in 1974-75.
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CHATER 1

State and Local Government Financing of Capital Outlays,
194665-*

INTRODUcITION

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

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

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

*TABLE 1.-Selected items of governmental finances for specified years, 1946 to
1964-65

1946 1952 1957 1962 1964-65

PER CAPITA AMOUNTS

Total expenditure:
Federal Government -472. 93 457. 62 477. 74 610. 19 671. 04
State and local governments -99.99 197.34 277.78 379. 51 448.68

Capital outlay:
Federal Government- (1) 111.49 94.93 99.14 68.15
State and local governments - 9. 28 47.55 73.70 90.33 107.17

Debt outstanding:
Federal Government -1,915.06 1,656.76 1,580.30 1,604.18 1,636. 97
State and local governments -113.14 192. 46 309,83 437.24 513. 43

INDEX OF PER CAPITA AMOUNTS (1952=100)

Total expenditure:
Federal Government -103 100 104 133 147
State and local governments - 51 100 141 192 227

Capital outlay:
Federal Government -(1) 100 85 89 61
State and local governments -20 100 155 190 230

Debt outstanding:
Federal Government - 116 100 95 97 99
State and local governments -59 100 161 227 267

I Not available.

*Prepared by Allen D. Manvel, Chief, Governments Division, Bureau of the
Census, Department of Commerce, with minor editing by committee staff.
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CAPITAL OUTLAY IN RELATION TO TOTAL STATE-LOCAL EXPENDITURE

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

Also included in the 1964-65 expenditure total was $5.0 billion of
benefit *and withdrawal payments by "insurance trust systems" of
State and local governments, principally employee retirement systems
and State unemployment compensation systems. Because of the spe-
cial nature of such expenditures, and especially the strong responsive-
ness of unemployment compensation payments to business cycle
changes, insurance trust amounts are best omitted when one reviews
trends in the relation of capital outlays to aggregates of State-local
expenditure, as summarized in table 2, which is based on appendix-
table A.

TABLE 2.-Capital outlay of State and local governments in relation to total State
and local government empenditutres, 1946 to 1964-65

Capital outlay (millions of dollars) Percent of total expenditures (ex-
cluding insurance trust amounts)

Fiscal year
State and Local gov- State and Local gov-
local gov- States ernments local gov- States 2 ernments 2
ernments ernments

1964-65 20,771 9,175 11,596 25.3 22.2 21.0
1963-64 -19,087 8,820 10,267 25.3 23.1 20.3
1963 17,946 8,110 9,836 25.4 23.0 20.7
1962 - -, 16,791 7,214 9,577 25.6 22.4 21.5
1961-.- - 16,091 6,865 9,226 26.1 22.9 21.9
1960-.- - 15, 104 6, 607 8,497 26.5 23.5 22.1
1959 -15,351 7,059 8,292 28.5 26.3 23.2
1958 -13,986 5,946 8, 040 28.2 24.4 24. 0a
1957 -12,616 5,163 7,454 28.2 23.6 24.3
1956 -11,407 4,564 6,843 28.0 23.2 24.5
1955 - 10,706 3,992 6,713 28.5 22.2 25.9
1954 -9,125 3,347 5,778 26.7 20.2 24.6
1953 -7,905 2,847 5, 058 25.3 18.4 23.7
1952 -7,436 2,658 4,778 25.5 18.4 24.0'
1950 ---------------------- 6,047 2,237 3,810 23.7 17.3 22.6
1948- 3,725 1,456 2,269 18.6 14.3 17.2
1946- 1,305 368 937 10.2 6.2 10. 5

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

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

Wartime restrictions caused a drastic cut in State-local capital out-
lay during World War II, from a prewar annual level of about $2.5
billion to a low of $0.7 billion in 1944. By 1948, such expenditure
had revived to a new annual high (in current dollar terms) of $3.7
billion. The subsequent rate of growth has been less striking, but
with only one exception (1959 to 1960), Census Bureau surveys have
each year indicated a material rise in State-local capital outlay. The
annual rate of increase averaged 8.5 percent between 1953 and 1963.

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

TRENDS IN THE COMPOSITION OF CAPITAL OUTLAY

About four-fifths of all capital outlay of State and local govern-
ments is for new construction, and about 12 percent of the total is
for the purchase of land and existing structures. The other 8 to 9
percent involves equipment purchases (counted on a gross basis, in-
cluding replacement items). There has been an increase in the pro-
portion for the purchase of land and existing structures, as indicated
by the following summnary distribution for selected fiscal years:

Percent of capital outlay of State and local governments

1952 1957 1962 1964-65

Construction -85.9 82.3 81.1 79. 0
Land and existing structures -- --------- --- 6.3 9.5 11.1 12.1
Equipment -7.9 8.2 7.8 8.8

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

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

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

A functional distribution of State-local capital outlay for selected
recent years is provided by table 3, which is based on appendix table B.
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TABLE 3.- Percent distribution of capital outlay of State and local governenents,
by function; selected years, 1952 to 1964-65

Function 1952 1957 1962 1964-65
I

Total -100.0 100.0 100.0 100. 0
Highways - 36.3 41.3 41. 7 40.1

Regular State highways -21. 5 25. 1 31. 3 31.2State toll facilities - 3.6 6.6 .9 1.1Local government streets and highways- 11. 2 9. 6 9.5 7.8
Education -23.0 25.8 23.9 24. 4

Local schools -19.1 21.5 18.0 17.0
Institutions of higher education 3. 6 4.1 S. 7 7.0Other -. 3 .2 .2 .4

Sewerage -.- 9 5.1 5.3 5. 3Water supply --- 5.5 5. 9 5.4 5. 5Housing and urban renewal- 8. 5 2. 2 4. 7 3.8Electric utilities -2. 6 3. 4 2. 7 3. 7Natural resources -2. 5 1. 7 2.0 2.4Health and hospitals -5.2 2.8 2.4 2.4Airports -_.7 1.3 1.5 1. 3Local parks and recreation-- 8 1. 2 1. 6 1. 7Local transit utilities. 9 1.0 ..S 1.2Water transportation and terminals 1. 0 .8 1.1 .8Other and unallocable (including multipurpose
general public buildings) - 7.1 7. 4 7.3 7. 5

Although all functions have shared in the upward trend in capital
outlay, they have differed considerably in rates of change. For ex-
ample, highway outlay grew considerably faster than other capital
expenditure from 1952 to 1958, and has since then generally paralleled
the overall trend. Capital outlay for local schools has increased less
rapidly than other State-local outlays, so that the fraction of the total
applied to schools dropped from about one-fifth in the early 1950's to
about one-sixth in 1964965. However, with the stronger-than-average
rise in capital outlay for institutions of higher education, the fraction
of all capital expenditure of State and local governments going into
education as a whole has been relatively unchanged. Rates of growth
in capital outlay for sewerage and water supply facilities have gen-
erally paralleled the trend in total State-local outlays.

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

The functional class "housing and urban renewal" also reflects an
muusual historical pattern. Capital outlay of State and local govern-

ments for this purpose dropped steadily between 1952 and 1956, and'
did not regain its 1952 level until after 1961. Since then it has con-
tinued upward, but only to a 1964-65 level about one-fourth above the
1952 level, while total capital outlay of State and local governments
nearly tripled during this 13-year interval.
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FuNcTioNAL ComposiTioN or CoNsTRncnoN ExrDixrrulnl

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

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

TABLE 4.-Percent distribution of construction expenditure of State and local
governments, by function: Selected years, 1952 to 19641-65

Function 1952 1957 1962 1964-65

Total -100.0 100.0 100.0 100. 0

Highways-36.7 41.8 42.7 42. 4

Regular State highways -23. 0 25.5 32. 2 33. 2
State toll facilities 3. 6 7.1 1.0 1. 2
Local government streets and highways -- 10.1 9.2 9.5 8. 0

Education -22.7 26.5 23.6 23.5

Local schools -18.9 22.8 18.1 16. 5
Institutions of higher education 3.6 3. 6 5.4 6.6
Other -0.3 0.2 0.2 0.5

Sewerage 5.9 5.8 6. 3 6. 5
Water supply -5.5 6.2 6.0 6. 4
Housing and urban renewal -8.8 1.5 2. 8 2. 3
Electric utilities -2. 6 3.9 3. 0 2. 9
Natural resources -2.3 1.5 2.0 2. 3
Health and hospitals -6.0 3.0 2.5 2.5
Airports - . 0.6 1.4 1.7 1.4
Local parks and recreation -0. 8 1.1 1.5 1. 6
Local transit utilities- 0.8 0. 7 0. 2 0.
Water transportation and terminals 1. 0 1.1 1.2 0. 9
Other and unallocable (including multipurpose

general public buildings) -6.0 5.5 6.5 6.7

RELATION TO OMuER DATA ON PUBLIC CONSTRUCTION

The statistics summarized in table 4, and the related figures detailed
in appendix table C, pertain to amounts expended by State and local
governments for construction, as assembled for annual Bureau of the
Census reports which provide governmental finance data on a fiscal-
year basis. Another statistical series, which has been regularly pub-
1ished for many years in the Construction Review (issued by the
Business and Defense Services Administration of the Department of
Commerce) supplies monthly and cumulative annual estimates of the
dollar value of "construction put in place," including separate figures
on construction of facilities owned by State and local governments.
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Until very recently, the construction put-in-place series was based
upon figures concerming public contract awards, and applied a classifi-
cation pattern (by type of facility) which differed materially from the
functional classification used in Census Bureau reporting of State and
local government finances. Nevertheless, annual aggregates of State
and local government construction, as indicated by these two in-
dependent series, showed a relatively high degree of historical con-
sistency during the past decade, as illustrated in table 5.

TABLE 5.-Comparison of construction expenditure of State and local governments
in the fiscal Vears 1954 through 1968 with State-local construction put in place
during corresponding periods

[Amounts in millions of dollars]

Construe- Construe- Difference (with
tion tion put construction expenditure

Fiscal year I expenditure in place I as the base)

(A) (B)
Amount Percent

1963 ---------------- 14,481 14,441 -40 -0. 3
1962 - - -13,625 13,613 -12 -. 1
1961 - - -13,214 12,755 -459 -3.5
1960 - - -12, 352 12, 294 -58 -. 5
1959 - - -12, 723 12, 208 -515 -4.0
1958 - ------------------- -- 11,704 11,578 -126 -1. 1
1957 - - -10,386 10,546 160 1.2
1956 - - -9,355 9,584 229 2.4
1955 - - - 9,048 8,819 -229 -2.5
1954- - - 7,738 7,860 122 1.6

10 years, 1954-63 -114, 626 113,698 -928 -. 8

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

Early in 1963, the Bureau of the Census initiated a quarterly sam-
ple survey of State and local government expenditure for new con-
struction, which provides national estimates by level of government
and by function. Findings from this survey are now being used as
the primary basis for the published current data on State-local con-
struction put in place. The subclassification of the latter series has
also been modified, beginning with the year 1963, and now incorporates
(with some limited differences of terminology) the functional cate-
gories which are reflected in regular Census Bureau statistics on fi-
nances of State and local governments. A detailed explanation of
the present relationship between these two sets of data appear in a
Census Bureau publication (construction reports, series C30-655)
Value of New Construction Put in Place, 1962-65, issued in January
1966.

BORROWING IN RELATION TO CAPITAL OUTLAY

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

Annual Census Bureau reports show $110.1 billion of long-term
borrowing by State and local governments during the 14 fiscal years
from 1952 through 1964-65. Of this sum, $2.2 billion involved long-
term debt for purposes other than capital outlay-mainly for vet-
erans bonuses, but including also debt issued to finance a sizable vet-
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erans home loan program of the State of California. Not all of the
other $107.9 billion was fully applied to capital outlay during this
period; a portion of it was reflected in the growth of bond fund hold-
ings-i.e., proceeds from borrowing not yet disbursed. Census Bu-
reau reports indicate a $4.4 billion increase in such holdings (from
$5.4 billion to $9.8 billion) between 1957 and 1965, and bond funds
had also probably grown by at least $2 billion during the preceding
5 years, when no such specific measure was being developed for census
reports. Deducting these amounts from the $107.9 billion of long-term
debt issued for capital outlay would indicate approximately $101.4
billion as being actually so applied from 1952 through 1964-65. This
is a little more than half of the $194 billion total of State-local capital
outlays during the 14-year period. XWhen corresponding calculations
are carried out on an annual basis for the eight most recent fiscal years
(those for which the necessary detailed figures are available), the
results summarized in table 6 are obtained.

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

Issues of long-term debt applicable Applicable long-term debt issued
to capital outlay I (million dollars) as percent of capital outlay

Fiscal year _ _ __-

Total I State gov- Local gov- Total State gov- Local gov-
ernments I ernments ernments ernments

1964-65 -9, 258 2, 658 6,600 44.6 29. 0 56.9
1963-64 -10,982 2, 796 8,186 57.5 31.7 79. 7
1963 -------------------- 9, 391 2,152 7, 239 52.3 26.5 73.6
1962 - -- ------------ 8,351 2, 225 6,127 49.7 30.8 64.0
1961 -7, 479 1, 773 5,706 46.5 25.8 61.81960 -------------- 7,286 1, 918 5,368 48.2 29.0 63.2
1959 -7, 542 2,119 5,423 49.1 30.0 65. 41958 ---------------- 7,825 2,136 5,690 55.9 35.9 70.8

8 years, 1958 to 1964-65 68,114 17, 777 50, 339 50.4 29. 7 66.8

I Excluding State bonds issued for purposes other than capital outlay, and minus increases in bond-fund
holdings.

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

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

FEDERAL AID FOR STATE-LOCAL CAPITAL OUTLAYS

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

Period (fiscal years)

1964-65 --- ---------------------
1963-64- _ - - - - - - - - - - - - -
1963 - - - - - - - - - - - - - - - -
1962 -- - - - - - - - - - - - - - - -
1961 -- - - - - - - - - - - - - - - -
1960 -- ---------------------
1959 _
1958 - -----
1957.
1956 - - -- -------
19 55 .-- ---- ---- --- --- ------- --- --- --
1954

195 ----
1952 to 1964-65 (14 years)
1952 to 196344 (13 years)
1958 to 1963-04 (7 years) I
1952 to 1957 (6 years) --------------

Period (fiscal years)

1964-65
1963-64
1963
1962 - - - - -- - - - - -- - - - - -
1961.
1960
1959 -
1958- - --
1957
1956 -... -----------------------
1955
1954
1953 -- - - - - - - - - - - - - - - -
1952
1952 to 1964-65 (14 years)
1952 to 196.34 (13 years)
1958 to 1963-64 (7 years)
1952 to 1957 (6 years)

I Less than 0.05 percent.

Amounts (millions of dollars)

Total

5,035
4, 453
3,533
3,257
3, 093
3,353
2,969
1, 777
1, 172

943
839
746
739
578

32, 4S7
27, 45
22, 435

5, 017

Ilous- 'Health
High- ing and and
ways urban hos-

renewal pitals

3,983 675 161
3,615 543 115
2,951 359 64
2, 748 309 60
2, 586 275 66
2,906 223 58
2 580 182 51
1, 477 125 45

944 112 30
733 84 24
589 93 30
517 5S 49
517 31 59
420 9 61

20,566 3,078 873
22 583 2 403 71'
18,863 2 016 459

3, 720 337 253

Sewer- Air- ndu- All
age ports I cation other

75 71 29 41
66 65 39 10
51 52 53 3
42 57 41
44 63 59 .
40 56 70 ----
36 56 64 ----
17 42 71 ----
I 19 1 66 --- -
-- - -- 16, 86 - - - -

-- - -- 17 lo,
-- -- 27 105 - - - -

1 3 55 - - - -

2.97 1 511 933 13
296 391 397 13

1 120 536 ----

li -

Percent relation to State and local capital outlay for corresponding
functions

|ous- Health
Total High- 'ing and and Sewer- i Air- Edu- All

ways urban hos- age ports cation other
renewal pitals

24.2 47.8 85.0 32.6 6.8 27.2 0.6 0.9
23.3 45.4 74.5 27.5 6.0 29. 8 .9 .2
19.7 39.1 43.2 15.3 4.8 23.1 f 13 .1
19.4 39.4 39.6 14.7 4.7 22.5 1 1.0
19.2 39.9 45.5 17.4 6.1 90.1 1.5
22. 2 45.8 40.0 14. 3 5.2 23:0 1:9
19. 3 38.8 48.1 11.2 5.1 24. 3 1 1.7
12.7 25. 6 34. 2 9.9 2.6 15.3 2.0
9.3 18.1 39.6 8.5 0.2 11.3 2.0
8.3 15.7 35.4 7.9 13.4 2.7
7.8 13.9 30.5 9.0 - 11.8 3.9 .
8.2 15.0 13.2 12.5 24.6 4.1
9.3 17.3 6.4 15.4 46.6 5.1
7.8 12.6 1.4 15.8------67. 3 3. 2-- -

16.7 33.5 41.5 15.6 3.7 27.8 20 .1
15.8 31.8 36. 3 14.0 3.3 22 3 2.2 (1)
19.6 39.5 47.5 15.6 5.0 22.2 1 4 (1)
8.5 16.0 16.3 11.7 22.6 3.4 _

1-
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TABLE 8.-Estimated distribution of major sources of financing of State and
local government capital outlay, selected periods, 1952 to 1965

Period (fiscal years)

1964-65-
1963-64-
1963 --------
1962 ----
1 9 61 ---------- - - - - - - - - - - -
1960-
1959-
1958
1952 to 1964-65 (14 years)-
1952 to 1963-64 (13 years)
1958 to 1963-64 (7 years)-
1952 to 1957 (6 years)-
1958 to 1964-65 (8 years)-

Amounts (millions of dollars)

Total
capital
outlay

20, 771
19, 087
17,946
16, 791
16, 091
15, 104
15, 351
13,986

194, 303
173, 551
114, 356
59, 195

135 127

Long-term debt issues
applicable to capital
outlay I

Total

9,258
10,982
9, 391
8, 351
7, 479
7, 286
7, 542
7,825

102, 541
92,141
58,865
33, 25
68,114

State
debt

2,658
2,796
2,162
2,225
1,773
1,018
2, 119
2,136

(5)
(3)

15,119
(3)

17, 777

Local
debt

6,600
8,186
7, 239

6,127
5,706
5, 368
5, 423
5, 690
(3)
(3)

43, 739
(3)

50,339

Federal intergovern-
mental expenditure
specifically for capital
outlay purposes

Total

5,035
4, 453
3,533
3,257
3, 093
3, 353
2,969
1, 777

32, 487
27, 452
22, 435
5, 017

27,470

For
high-
ways

3,983
3,615
2,951
2, 748
2, 586
2,906
2, 580
1, 477

26, 566
22, 583
18,863
3,720

22,846

Other

1, 052
838
582
509
507
447
389
300

5,921
4,869
3, 572
1, 297
4,624

Percent distribution

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

Period (fiscal years) outlay I specifically for capital Other
Total outlay purposes finane-

capital ing
outlay sources 2

State Local For
Total debt debt Total high- Other

ways

196465 -100. 0 44.6 12.8 31.8 24.2 19.2 5.1 31.2
1963-64 -------------------- - - 100. 0 57.5 14.6 42.9 23.3 18.9 4. 4 19.1
1963- 100. 0 52.3 12.0 40.3 19.7 16.4 3.2 28.0
1962 ------------------------ 100. 0 49.7 13.3 36.5 19.4 16.4 3. 0 30.9
1961------------------ 100. 0 46.5 11.0 35.6 19.2 16.1 3. 2 34.3
1960 -100. 0 48.2 12.7 35.5 22.2 19.2 3. 0 29. 6

1959----------------- 100. 0 40.1 13.8 35. 3 10. 3 16. 8 2.5 31.5
1958 -100.0 55.9 15.3 40.7 12.7 10.6 2.1 31.3
1952 to 1964-65 (14 years) -100. 0 52.8 (3) (3) 16.7 13.7 3. 0 30. 5
1952 to 1963-64 (13 years) -100. 0 53. 1 (3) (5) 15.8 13. 0 2. 8 31.1
1958 to 1963-64 (7 years) -100. 0 51.5 13.2 38.2 19.6 16.5 3.1 28.9
1952 to 1957 (6 years)- 100. 0 56.2 (3) (3) 8.5 6. 3 2.2 35. 3
1948 to 1964-65 (8 years) -100.0 50.4 13.2 37.3 20.3 16.9 3. 4 29. 3

I Excluding long-term debt issued for other than capital outlay, and net of iscreases in bond fund hold-
ings; see text.

2 Calculated as a residual for the various periods reported.
3 Not available.

OTHER SOURCES OF FINANCING

As indicated by the foregoing discussion, long-term borrowing has
in recent years financed slightly snore than one-half of all capital out-
lay of State and local govermnts, and Federal grants for capital
purposes have equalled about one-fifth of the outlay total (or some-
what more than this after 1963). Accordingly, other means of financ-
ing have typically accounted for somewhat over one-fourth of all State-
local capital spending. A summary of these several financing com-
ponents appears in table 8, which provides data for various groups
of years since 1952 and on an annual basis from 1958 to 1965.

Other
financ-

ing
sources 2

6, 478
3,652
5, 022
5 183
5,519
4, 465
4,840
4, 384

59, 275
53,958
33, 065
20,893
39, 540

l



STATE A-ND LOCAL PUBLIC FACILITY FINANCING 63

There is no basis for estimating in detail the origin of the "other
financing sources" shown in table 8. It is reasonable to presume that
a considerable portion came from tax collections, in view of the im-
portant place of taxes in the revenue structure of State and local gov-
ernments. However, nontax revenue sources are relatively more sig-
nificant than seems often to be recognized, and these have also, direct-
ly or indirectly, financed an indeterminate portion of State-local capi-
tal spending.

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

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

Amount Percent
(in millions distribution
of dollars)

Total ------------------------------------------ -- 81,455

Insurance trust revenue -7,038
Federal grants for capital outlay I ------------- 4,453-

All other ----------------------------- 69,964 100. 0

Federal intergovernmental revenue (other than grants for capital outlay,
shown above) - ---------------------------------- 5,549 7.9

Taxes -47, 785 68.3
State-imposed -24,243 34. 7
Locally imposed - ---------------------------- 23,542 33.6

Current charges- 7,491 10. 7Miscellaneous general revenue -- 3,164 4.5
Utility revenue ---------------- 4,616 6.6
Liquor stores revenue - --------------------------- 1,359 1.9

I As so classified in table 7.

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

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

[Amounts in millions]

Percent relation of
Revenue Expenditure charges or sales

from revenue to-
Function current

charges
or sales Current Total Current

Total only expendi- expendi-
ture ture

Total - -13,466 75 486 56,399 17.8 23.9
General governnent functions- - 7,491 69,302 51,847 10.8 14.4

Education - - 2,811 26,533 21,959 10. 6 12.8
Highways - ---- -------------- 1 499 11,664 3, 705 4.3 13. 5
Hospitals - -1,206 4,171 3,768 28.9 32.0
Sewerage - - 468 1,115 420 30.9 111.4
Sanitation other than sewerage 174 752 699 23.1 24.9
Local parks and recreation - - 143 1, 022 690 14.0 20.7
Natural resoures- 212 1,831 1,143 11.6 1l. 5
Housing and urban renewal 414 1,142 413 36.3 100.2
Airports - -234 359 141 65.2 166.0
Water transport and terminals 171 291 118 58.8 144.9
Parking facilities - - 112 114 49 133.3 310.2
All other or unallocable 2 -------- 1,007 19,904 18,742 5.1 5.4

Local utilities 3 - - 4,616 5, 067 3, 436 91. 1 134. 3
Water supply --------- - 1,917 2,255 1,307 85.0 146.7
Electric power - -1, 718 1,614 1,123 106.4 153. 0
Transit ----------- 715 948 793 75.4 90.2
Gas supply - -- 266 251 213 106.0 124.9

Liquor stores - -1, 359 1,117 1,116 121.7 121.8

I State governments only; mainly from toll highway charges.
2 Includes public welfare, police, fire protection, correction, and various other functions for which

"charges revenue" data are not separately available.
3 Expenditure amounts shown include interest on debt for utility purposes.

SO0URCES AND LIMITATIONS OF DATA

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

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

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

The fiscal-year amounts shown for 1963 and earlier periods pertain
to governmental fiscal years which ended during the respective calen-
dar years specified. A shift was initiated in Census Bureau financial
reports after 1963, whereby local governments are grouped in terms
of fiscal years ended in June or the 11 previous months. As thus
grouped, the local amounts included here for 1963-64 and 1964-65 are
for a period averaging about 3 months earlier than on the previous
reporting basis.



STATE AND LOCAL PUBLIC FACILITY FINANCING 65

The coverage layout of various tables has necessarily been influenced
by differences in the extent of data available for various prior periods.
Some presentations are limited to the period from 1958 on, and some
to the years beginning with 1952, with only a few series shown for the
alternate (even-numbered) years from 1946 to 1950. Similarly, limi-
tations in the amount of information available in earlier intervals have
been taken into account in the summarization of data for various
groups of years in certain tables.



APPENDIX TABLE A.-Selected items of State and local government finances, 1946 to 1964-65

[In millions of dollars]

Total expenditure Insurance trust expenditure Expenditure, other than insurance Capital outlay
trust

Fiscal yearlll
State Local State Local State Local State Local

and local States govern- and local States govern- and local States govern- and local States govern-
govern- meis govern- snents govern. ments govern- Inents
ments I ments meots I maits

1964-6 -86,962 45, 507 55, 890 4,950 4, 170 780 82, 012 41,337 55, 110 20,771 9,175 11, 596
1963-64 -80, 579 42, 583 51, 199 5, 094 4,364 730 75, 485 38, 219 50,469 19, 087 8, 820 10, 267
1963- 75, 760 39,583 48, 309 5, 012 4,306 706 70, 748 35, 277 47, 603 17, 946 8,110 9, 836
1962 -70, 547 36, 402 45, 279 4,888 4, 238 651 65, 659 32, 164 44, 628 16,791 7, 214 9, 577
1961 -- --- ------- ---- 67, 023 34,693 42,641 5, 299 4, 701 599 61,724 29,992 42, 042 16, 091 6,865 9, 226
1960 ---------------------- 60, 999 31, 596 39, 056 4,031 3,461 570 56, 968 28, 135 38,486 15, 104 6,607 8,497
1959 -58, 572 31, 125 36,341 4,784 4, 259 525 53,788 26,866 35,816 15,351 7, 059 8, 292
1958 -53,712 28, 080 34, 023 4,168 3, 675 492 49, 544 24, 405 33, 531 13, 986 5,946 8,040
1957 -47,553 24, 235 31, 057 2,749 2,313 436 44,804 21,922 30,621 12, 616 5,163 7,454
1956 - ----------------- 43,152 21,686 28, 273 2,376 1,984 392 40,776 19,702 27,881 11,407 4, 564 6,843
1955 -40,375 20,357 26, 230 2,764 2,411 353 37,611 17,946 25,877 10,706 3,992 6,713
1954 -36,607 18, 686 23,814 2,423 2, 096 327 34,184 16,590 23,487 9,125 3,347 5, 778
1953 -32,937 16, 850 21, 662 1,711 1,416 296 31, 226 15,434 21,366 7,905 2,847 5, 058
1952 -30,863 15,834 20, 229 1, 698 1,413 285 29,165 14,421 19,944 7,436 2,658 4, 778
1950 -27,905 15, 082 17, 041 2,379 2, 177 202 25, 526 12,905 16,839 6, 047 2, 237 3,810
1948 -21, 260 11, 181 13,363 1,197 1, 020 177 20, 063 10,161 13, 186 3, 725 1,456 2,269
1946 -14,067 7, 066 9, 093 1,306 1,158 148 12,761 5,908 8,945 1,305 368 937

0
0

26

0

0

I Less than the sum of amounts shown separately for States and local governments, because of the exclusion of duplicative (State-local and local-State) transactions.



APPENDIX TABLE B.-Capital outlay of State and local governments, by level of government, by object, and by function, 1946 to 1964-65
[Minions of dollars]

Item

Total

By level of government:
States
Local governments

By object:
Construction
Land and existing structures
Equipment

By function:
Education

Instructions of higher ed-
ucation

Local schools
Other

Highways
State toll facilities
Other

Health and hospitals
Natural resources
Housing and urban renewal-
Airports
Water transport and termi-

nals ---
Sewerage
Local parks and recreation
Local utilities

Water supply
Electric power
Transit --- ---
Gas supply

Other and unallocable

1964-65 11963_64 1963 1962 1 1961 1960 1 1959 1958 1957 1 1956 1955 1954

20, 771 10, 087 17,946 16, 791 16, 091 15,104 15, 351 13,986 12,616

9. 175 8. 820 8. 110 7, 214 6. 865 6, 607 7, 059 5.946 5, 163
11, 596 1 0, 267 _9, 836 9, 577 9, 226 8, 497 8, 292 8, 040 7, 454

11,407

4, 564
6,843

10, 706

3,992
6, 713

9,125

3,347
5, 778

1953

7,905

2,847
5,058

1952

7,436

2,658
4, 778

1950

6, 047

2, 237
3,810

1948

3,725

1,456
2, 269

1946

1,305

368
937

16, 417 15, 389 14,481 13,625 13, 214 12,352 12, 723 11,704 10,386 9,355 9,048 7, 738 6,763 6,386 5,169 3, 085 970
2, 516 2, 200 1,974 1,859 1,635 1, 560 1, 552 1, 257 1, 198 1, 200 925 687 530 467 ,
1,838 1,498 1,491 1,307 1, 242 1, 192 1, 075 1, 025 1, 032 852 733 700 612 584 879 640 334

5, 060

1,445
3, 523

93
8, 324

223
8,101

494
498
794
261

159
1, 107

360
2, 190
1, 138

766
242

44
1,524

4, 574

1, 465
3, 042

67
7, 959

285
7,674

418
692
729
218

173
1, 095

332
1,631

948
491
155

38
1,265

4,064

1, 155
2,867

44
7, 545

320
7,225

418
488
831
225

200
1, 057

317
1, 590

936
461
168

26
1,210

4, 009

949
3, 026

35
6,978

154
6,824

407
344
781
2853

188
886
269

1, 481
913
446
90
32

1, 198

3,853

790
3, 031

32
6, 476

101
6,375

380
352
606
314

193
726
254

1,659
990
498
120
51

1,279

3,685

759
2,903

24
6,340

165
6,175

405
246
557
243

136
767
235

1, 407
843
443

94
27

1,083

3,790

784
2,981

24
6,641

368
6,273

457
231
378
230

153
708
229

1, 481
878
474
102

27
1,083

3, 543

653
2,868

21
5,761

717
5, 044

456
204
366
275

138
649
205

1,436
761
525
134

16
954

3, 252

514
2, 718

22
5,211

837
4,374

355
211
283
168

107
644
156

1,330
748
428
120

34
900

3, 195

387
2, 786

22
4,654
1, 003
3,651

303
212
237
119

106
589
144

1, 191
712
337
109
33

657

3, 074

312
2, 739

23
4,237

826
3, 411

335
152
305

68

71
491
142

1,162
752
281
81
48

668

2, 537

262
2,2856

19
3, 452

445
3, 007

392
141
438

69

121
439
112
821
486
249

62
23

603

2, 051

249
1, 784

18
2, 984

167
2, 817

382
137
481

58

94
399

79
787
453
270

52
12

453

1,710

266
1,423

23
2, 700

266
2, 434

387
184
629

49

71
442
63

677
406
195

67
9

524

(X)

(I)
(I)
(I)
(I)
(I)
(l)
(l)
(l)
(X)
(X)

(X)
(I)
(1)
(I)
(X)
(X)
(X)
(I)
(I)

(I)

(l)
(X)
(l)
(')
(X)
(I)
(l)
(X)
(l)
(l)

(X)
(X)

(I)(I)
(I)

(I)

I Detail not available.

0

(I) C

(I) l

(X) p.

(1) t
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APPENDIX TABLE C.-Construction expenditure of State and local governments, by level of government and by function, 1946 to 1964-65
[Millions of dollars]

Item 1964-65 1963-64 1963 1962 1961 1960 1959 1918 1957 1956 1955 1954 1963 1952 1950 1948 1946

Total -16,417 15,389 14,481 13,625 13,214 12,352 12,723 11,704 10,386 9,351 9,048 7,738 6,763 6,386 5,169 3, 085 970

By level of government:
States- 7, 500 7,263 6, 717 5,960 5, 699 5, 509 5,937 5, 022 4,318 3,872 3,404 2,831 2,472 2,323 1,966 1, 268 292
Local governments- 8,909 8, 127 7,764 7,665 7, 615 6,843 6,786 6,682 6, 069 5,482 5,644 4,907 4, 291 4, 063 3, 203 1,817 678

By function:
Education -3,868 3,687 3, 257 3, 220 3,155 3, 038 3, 205 3, 035 2,757 2, 111 2,706 2,172 1,756 1,452 (X ) (I) (I)

Institutions of higher
education -1,079 1, 142 886 733 613 593 639 468 374 302 235 194 203 228 (1) (I) (i

Local schools -2,703 2,496 2,340 2,462 2, 516 2,427 2, 553 2, 547 2,366 2,195 2,455 1,963 1, 637 1, 206 (1) I)
Other -76 50 32 25 26 19 13 19 17 14 16 15 16 19 (1) (l)

Highways -6,969 6,694 6,302 5,814 5,419 5,344 5,581 4,871 4,345 3,957 3,648 2,982 2,607 2,346 ( i (X (X)
State toll facilities 203 257 283 135 85 141 333 649 738 884 715 384 146 231 I1) (X)
Other -6,766 6,437 6, 019 5,679 5, 334 5, 203 5, 248 4, 222 3,607 3, 073 2,933 2,598 2,461 2,115 (I) (I (l )

Health and hospitals -415 361 364 346 320 343 391 386 311 262 298 354 352 381 (X ( (I
Natural resources-374 485 389 276 277 176 175 168 163 168 111 109 108 149 () (I ()

Housing and urban renewal 374 370 438 376 307 266 247 233 154 156 179 325 387 561 (1) (l) (1)
Airportsr------------------ 231 182 185 229 293 219 206 195 144 97 60 57 37 39 (I) ()
Water transport and termi- )

nals ---------- ----------- 145 161 182 157 177 117 131 103 115 92 63 115 86 67 (I) () (l )
Sewerage -1,072 986 1, 024 856 708 749 690 629 605 572 476 412 335 378 (X ) (1)
Local parks and recreation 266 265 234 208 189 183 176 152 110 111 108 91 67 52 (l ) (I)
Local utilities -1,655 1, 437 1, 317 1, 289 1, 460 1,198 1, 292 1, 234 1,150 991 949 734 691 681 (l ) (It

Water supply -1, 051 890 840 824 900 713 715 655 645 622 617 446 404 351 (X ) (1
Electric power -477 454 404 404 459 393 441 483 405 275 231 211 240 169 (X ) (I

Gasnsupply-40 7 24 29 49 26 23 14 32 31 46 22 9 7 (1) (1)
Other and unallocable ---- 1,016 763 799 854 909 721 629 708 542 437 451 387 .338 376 (1) () ()

I Detail not available.

1-3

0
0

0
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Financing by Private Nonprofit Organizations*

A. NATURE OF MARKET

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

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

1. SIGNIFICANT INVESTOR GROUPS

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

*Prepared by Arnold H. Moeller, secretary-treasurer, B. C. Ziegler & Co., West
Bend, Wis., with minor editing by committee staff.

69



70 STATE AND LOCAL PUBLIC FACILITY FINANCING

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

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

2. UNDERWRITERS AND DISTRIBUTORS

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

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

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

3. Securities dealers who participate in distribution, without
making any substantial advance commitment.

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

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

B. VOLUM1E AND CHARACTERISTICS

1. VOLUBLE OF ANN-UAL SALES

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

Estimated volume of obligations issued by private nonprofit organizations
during the years 19I,6-65

Year Number Amount Year Number Amount

1946 30 $15,200,000 1956 100 $47,000,0001947 - -30 19,250,000 1957 -105 69, 000, 0001948 -40 18,200, 000 1958 -120 90, 000, 0001949 48 20,500,000 1959 -110 105, 000,0001950 60 25, 000, 000 1960- 120 138, 000, 0001951 -60 28, 000, 000 1961 150 134, 000, 0001952 - -60 28, 000, 000 1962 -160 181,000,0001953 62 36, 000, 000 1963 -160 200, 000, 0001954 76 34, 000, 000 1964 180 235,000,0001955 -95 52, 000, 000 1965 206 237, 000, 000

2. FINANCIAL CHARACTERISTICS OF LOANS

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

Year

1946-
1947-
1948-
1949-
1950-
1951-
1952-
1953-
1954-
1955-
1956-

lst mortgage
loans

Percent Num-
of ber of

dollars Issues
loaned

79 13
92 11
97 21
72 21
79 28
93 28
74 27
79 27
68 29
67 33
79 39

Unsecured
notes

Percent Num-
of ber of

dollars issues
loaned

21 1
8 3
3 1

28 3
21 2

7 2
26 3
21 4
32 9
33 16
21 12

Year

1957 -.--
1958
1959-
1960-
1961-
1962-
1963-
1964
1965-

Total- ---

Ist mortgage
loans

Pereent Num-
of ber of

dollars issues
loaned

63 40
83 48
58 37
39 37
71 64
50 44
43 48
55 56
67 59

60 720

Unsecured
notes

Percent Num-
of ber of

dollars issues
loaned

37 13
17 14
42 17
61 24
29 26
50 34
57 24
45 35
33 37

40 280

Concurrently there has been a tendency to lengthen out the term of
loans made to this broad classification of borrowers. Several decades
ago loans were made principally for a maximum period of 10 years.
By 1946 the most commonly used amortization period was 15 years.
Recently conventional loans have been frequently set up for serial
retirement over a 20-year period. Within the past 3 years a small
number have been arranged with terms up to 40 years. The increasing
participation of insurance companies and pension fund portfolios in
publicly offered issues of this classification and the preference of these
investors to put their funds out for long periods of time are factors
which have made it practical to offer longer term loans to nonprofit
organizations. The following schedule indicates the very modest
changes in this direction through 1962, and the perceptible change
within the past 3 years:

Sample of issues underwritten

Term

I to 10 11 to 20 21to30 Over 30
years years y years

Year

_ to 10
years

Term

l1to2O 21tol0 Over30
years years years

19466 54. 5 45. 5 1956- - 57. 0 43. 0
1947 56.0 44. 0 1957 51. 0 49. 0

1948 -44.0 56. 0 - - 1958 50.0 50. 0
1949 -67.0 33.0 - -959 50.0 50. 0
1950 - 55. 0 45. 0 1960 52. 0 48. 0

1951 -64. 0 36. 0 1961 --- 47. 0 53. 0 -- -

1952 -70. 0 30. 0 - - 1962 -50. 0 50. 0 -- --

1953 -65.0 35.0 - - 1963 -- 42.0 54.5 1. 5 2

1954 56.0 44.0 - 1964 37.0 55.0 3.0 5

1955 - 56.0 44.0 - - 1965 36.0 59.0 2.0 3

3. PRINCIPAL BORROWVERS AND PURPOSES OF ISSUES

Churches and synagogues issued the greatest number of loans in the
private nonprofit corporation classification during the past 20 years.
However, hospitals and educational institutions borrowed a larger
amount of money than churches and synagogues during this period.

Year
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By classifying 1,000 units of financing underwritten during the years
1946-65, the following comparative figures were developed:

Proportion
Number of of total

issues dollars
borrowed

Hospitals -286 42.2
Churches and synagogues -452 20. 5
Educational institutions -204 30. 5Nursing and retirement homes -49 5. 7
Other -9 1.1

Total - ---------------------------------------------------- 1,000 100.0

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

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

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

C. FUTURE PROSPECTS

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

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

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

1. The Nation's increasing population;
2. Broadening of the scope of health services performed in

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

hospitals;
4. Hospital insurance;
5. Medicare;
6. Health education-Preventive medicine; and
7. Lengthening lifespan.

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

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

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

ticipation in a building fund campaign.

2. AVAILABILITY OF INVESTABLE FUNDS

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

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

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

3. FACILITIES FOR SERVICE

Church, school, and hospital financing in volume is currently feasible
largely because the field was soundly developed by securities under-
writers. Persistent education and selling for more than a half cen-
tury was involved in getting recognition from investors over a wide
geographic area and in getting recognition among financial analysts
for larger institutional accounts. Many issues are listed in the reports
of the valuation committee of the National Association of Insurance
Commissioners as being "Eligible for Amortization" when included
among insurance company investments. A goodly number of the
larger issues have been rated by Fitch Investors Service, New York.

There is keen competition among the top underwriters in the field.
During recent years several large insurance companies, metropolitan
banks, labor union treasuries and pension funds have been interested
in direct loaning. The outlook for the future is that sound institutions
with a sound building or expansion project will be well served. Unique

70-132-67-vol. 2-6
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in this specialized field of finance is the combination of several strong
motivations; namely, (1) the usual and customary desire to produce
a profit, (2) betterment of facilities and environment for mankind,
and (3) preservation of a virile religious influence through improve-
ment of churches and church institutions.



CHAPTER 3

State Aids for Local Public Facilities;'

INTRODJCTION

In the years since World War II growth in population and the
movement of people from cities to suburbs have created a great demand
for public services and public facilities. The newly populated suburbs
have required new schools, new roads, new libraries, new sewerage
facilities, new fire stations, and so on. At the same time, in the cen-
tral cities especially, but also in the rural areas, the inadequacies of
public facilities constructed before the 1930's became apparent.. Over-
crowded, antiquated schools. and narrow streets unsuited to postwar
traffic flows cried for attention as did the lack of facilities for such di-
verse public services as recreation, public health, and sewerage. This
demand for public construction often far outran the ability of the local
government to finance it.

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

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

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

*This report prepared by Carol S. Adams and Eugene P. McLoone, with minor
editing by committee staff. It draws on the work of the State-local finances
project under the direction of Selma T. 'Mushkin-a project of research and
education supported by a special grant from the Ford Foundation to the George
Washington University.

1 In U.S. Office of Education, Statistics of State School Systems, biennial survey of
education In the United States.
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of the Bureau of Public Roads, U.S. Public Health Service, U.S. Office
of Education and the Council of State Governments also have been
used.

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

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

TME SCOPE OF STATE AID

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

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

[In thousands]

Education

State Total Highways Local schools Other
Junior
colleges

Grants Loans

Alabama . - ------ $8,024 $6, 491 $1, 995 $438
Alaska - ---- 8---------- 884 532 $352
Arizona - -- ---------- 2,749 1,749 11,000 (2) -- _-_------
Arkansas - ----- --- 2,683 2,683 - -
California -118, 935 29, 612 -78, 954 $5, 000 5,369
Colorado- 4. 120 4, 120
Connecticut -- 14, 221 1, 760 8,366 -4,095
Delaware-- 12,491 237 12, 254 - --
Florida ------------------ 34,877 2, 962 26, 897 -- 2,137
Georgia-32, 943 2,052 28, 285 --- 2, 606
Hawaii -11,631 1,047 ---- - 10, 247 -337
Idaho -1,701 1,701
Illinois- - - 22, 572 17, 401 1, 000 --- - 171
Indiana ---------- 13, 973 12,848 -- -- 1,125 --
Iowa ------------------- 9,944 9,444 500--- -
Kansas ------- ------ - 1,491 1, 491 -
Kentucky-437 437 (2) _ _ ------------
Louisiana -2,833 2, 833-
Maine -------------- 1,813 570 876 (2) - 367
Maryland 38,348 7,378 11,237 13,385 5,725 623
Massachusetts - 22,933 1,842 16,194 -4,897
Michigan- 34,598 21, 893 11,400 24 1,281 ---
Minnesota 7,054 6,192 422 -- 440
Mississippi -12,377 5, 717 6,660-
Missouri -2,960 1,861 1,099
Montana - 807 807
Nebraska ----- 4, 419 4, 419 --- ---
Nevada - 524 524 --
New Hampshire -1,375 39 1,336 - -
New Jersey -19,147 3, 200 15, 947 --- -- -
New Mexico ---- 799 799 --- -
New York 75,101 14,083 37, 878 (2) (2) 23,140
North Carolina -- 1, 505 1, 505 (2) - ____________

North Dakota - 1,617 1, 561 (3) ------------ 56
Ohio- 27,326 27,326 -- -93
Oklahoma 7,406 7,313 -93
Oregon -5, 521 5, 521 - - -- - - --
Pennsylvania -56, 996 10, 452 35, 000 - --- 11, 544
Rhode Island -- - 1,675 83 1,592
South Carolina ---- 3,814 1, 476 2,338
South Dakota- -- - 1,459 1,459
'Tennessee --- 7, 418 7,050 368
Texas - -7,035 7,035 -
Utah - -4,149 751 3,398
Vermont - - - 5,709 873 4,160 - 676
Virginia ---- -- 2,323 2, 261 - (2) ---------- 62
Washington 26, 534 6,410 20,000 124
West Virginia - -- - -
Wisconsin 10,694 9, 505 1, 189
Wyoming 675 520 - 155 ------------ ------------

Total -- ----- 691,527 259, 300 247, 944 111,939 14,143 58,201

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

Source: U.S. Department of Commerce, Bureau offPublic Roads, "Highway Statistics," 1962; Bureau
of the Census, "State Payments to Local Governments, Census of Governments," 1962, vol. VI (topical
studies), No. 2; U.S. Office of Education, Bureau ofEducational Research and Development, Public School
Finance Programs, 1962463.
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TABLE 2.-Capital outlay by function, by level of Government, and State aid, 1962

[In millions]

Total State direct Local direct State aid

Education ----- $4,009 $988 $3,021 $374

Higher education - - 919 854 95 14
Local schools ---- --- 3. 028 100 2,926 360

Highways - 6, 978 5, 403 1, 575 258
Hospitals --- 382 176 207 9
Sewerage - - 886 -- 886 6
Local parks and recreation 260 269 1
Natural resources ----------------- 34 161 183 X 5
Housing and urban renewal 781 2 779 32
Air transportation ----- 253 26 227 2 15
Water transport and terminals - 185 52 133 (3)
Correction - - -128 81 47 -

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

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

HIGHWAYS

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

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

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

There are four general categories of State aid for highways:
1. Shared taxes.
2. Grants-in-aid.
3. State bonds for local road construction.
4. Reimbursement of local governments for work done on State

highways.
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SHARED TAXES

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

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

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

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

[In millions]

Ratio of State aid
Year State aid Federal Borrowing Total State aid Capital for capital

aid receipts to net outlay outlay
receipts

1951 - $696.0 $9.0 $304. 2 $2, 122. 0 0.385 $715.0 $154. 7
1952 -762. 0 17.7 550. 3 2, 540.8 .386 860. 0 112. 7
1953 - 823.2 18.7 353.5 2,506.0 .386 956.0 225. 3
1954- 888.0 18.7 405.4 2,685.4 .393 1,016.0 232. 6
1955 -921. 4 16.8 614. 6 3, 015.8 .386 1, 089. 0 176. 6
1956 -991.9 21.3 492. 8 3, 068. 0 .388 1, 037. 3 203. 0
1957 - 1,084.1 28.3 577. 5 3,344. 0 .396 1,132.5 208.6
1958 - 1,126. 7 26.3 513.8 3,397.4 .394 1, 204.5 261. 8
1959 - 1,176. 3 20. 9 686.7 3, 654. 0 .399 1, 142.4 173. 5
1960 -1,234.9 30.3 622.4 3, 720.1 .403 1,156.4 203. 0
1961 -1,226.0 30.9 635.7 3,928.3 .376 1,224.7 209. 8
1962 - 1,317.0 31.1 598.0 3,957.8 .395 1,284.6 259. 3
1963- 1,396.1 34.8 633. 6 4,181.9 .397 1,312.6 255.7

I Receipts exclusive of Federal aid and borrowing.

Source: U.S. Bureau of Public Roads, Highway Statistics, 1951-63.

GRANTS-IN-AID

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

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

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

CRITERIA FOR ALLOCATION OF SHARED TAXES AND GRANTS

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

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

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

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

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

STATE BONDS FOR LOCAL ROADS

In eight States 2 the proceeds of highway bonds issued by the
State have been distributed to participating local governments to fi-
nance the construction of local roads. Typically the State then with-
holds from the local government's share of highway user taxes an
amount sufficient to pay the annual debt service on the bonds. This
method of financing is necessary due to restrictions on debt incursion
by counties in Hawaii and Maryland; it is also a notably useful aid
to local units in other States which have come close to their debt
limits for purposes of road construction.

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

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

REIMBURSE3MENT FOR WORE ON STATE HIGHWAYS

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

STATE RESPONSIBILITY FOR CONSTRUCTION AND MAINTENANCE OF

LOCAL ROADS

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

EDUCATION

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

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

GRANTS-IN-AID

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

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

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

LOANS

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

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

CRITERIA FOR ALLOCATION OF GRANTS AND LOANS

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

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

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

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

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

In 1962, States gave about $58 million of aid for miscellaneous types
of capital outlay, of which $32.3 million went for housing and urban
renewal and slightly over $15 million went for water resources
projects-about $6 million for pollution control, and $9 million for
flood control.

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

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

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

HOSPITALS

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

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

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

AIRPORTS

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

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

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

LIBRARS

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

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

HOUSING AND URBAN RENEWAL

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

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

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

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

PORTS AND NATURAL RESOURCES

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

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

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

OTHER

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

A unique class of local facilities is given State aid in California.
California gives aid to juvenile homes and camps, part of which goes
for reimbursement of costs and equipment in fixed ratio to local ex-
penditure up to a maximum amount per project.
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TABLE 4.-State aid for capital out7ay, by function, 1951 to 1962

[In millions]

Education
Year Education Highways and Other Total

highways

1951 ----------- ----- - $124.2 $151.7 $275. 9 (')
1952 192.0 112.7 304. 7 $27.1 $331.8
1953 - -208. 0 225. 3 433. 3 (I)
1954 180.1 232. 6 412. 7 (1)
1955 - -163.0 176.6 339.6 (1)
1956 ---------------- 195. 7 203. 0 398. 7 (I) -----
1957 - -246. 6 208.6 455.2 27.9 483.1
1958 - 2 327.4 261.8 599. 2 (I)
1959 --------------- (') 173.5 (1) ---------
1960 - - 2 370.0 203.0 573.0 (')
1961 - - () 209. 8 (1) (I)
1962 - -374.0 259.3 633.3 58.2 691.5
1963 - - (1) 320. 0 (I) (I)
1964 - - 2 523.7 357.5 881.2 3 75.0 956. 2
1965 - - (1) 376. 8 (I) (I) ----

I Not available.
2 Minor differences in coverages for 1958, 1960, and 1664.
3 Estimated.

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

TIlE GROoWTHI IN STATE AID

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

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

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

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

A recent projection 3 indicates that total capital outlay for local
schools will not increase in 1970 beyond the present rate of 65,000
classrooms per year. If construction costs remain constant until 1970,
capital outlay expenditures might actually decline. The projections of
State aid in 1970, shown in table 6, are based on that study. Illustra-

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

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

TABLE 5.-State aid for capital outlay by function, int amounts and as a percent
of total State aid, total State and local capital outlay, and total State and local
direct expenditurcs, 1952, 1957, and 1962

[Dollar amounts in millions]

1952

State aid for capital outlay ---- 332
(a) Education --- 192
(b) Highways--- 113
(c) Other - - - 27

Total State aid 1 5, 044
(a) Educatio-s 2, 523
(b) Highways 728

Total State capital outlay 2, 618
Total State direct expenditure ----- 10, 790
Total local capital outlay -- 4, 778
Total local direct expenditure -- --- 20, 073

EXHIBIT

State aid for capital outlay as a percent of-
Total State aid ---
Total State capital outlay
Total local capital outlay
Total State direct expenditure
Total local direct expenditure

State aid for capital outlay for education as a percent
of total State aid for education

State aid for capital outlay for highways as a percent
of total State aid for highways

6.6
12.4
6.9
3.1
1.6

7.6

15. 5

1957

$483
247
209
28

7, 196
4, 087
1, 082
5, 163

16, 921
7,453

30, 621

6. 7
9.4
6. 5
2. 9
1.6

6.0

19. 3

1962

$692
374
259
58

10,906
6,474
1, 316
7, 213

20,375
8, 096

39,831

6.3
9. 6
8. 5
3.4
1.7

5.8

19. 7

Percent increase

1952-57 1 1952-62

45.5 108.4
28.6 94.7
84.9 129.2
3.7 114.8

42.7 116.2
61.9 156. 6
48.6 80.7
94.2 171.4
56.8 88.8
55.9 69.4
52.5 98.4

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

TABLE 6.-State aid for capital outlay, ,by function, 1957, 1962, and 1970
(projected)

[In millions of dollars]

Local schools - --------
Highways ------
Other-

Total ----------------

1970 (projected)
1957 1962 | Illstraion I|Ill___aton I

Illustration I Ill1ustration II

$246. 6 $374. 0 8515 $ 1598
208.6 259.3 330 ,400
27.9 58.2 1101 160

483.1 | 691.5 j 955 1, 158

Source: U.S. Bureau of the Census, "State Payments to Local Governments," Census of Governments,
1957 and 1962, vol. VI (Topical Studies) No. 2; Selma J. Mushkin and Eugene P. McLoone, "Local School
Expenditures: 1970 Projections," Council of State Governments, November 1965; Selma J. Mushkin and
Robert Harris, "Transportation Outlays of States and Cities; 1970 Projections," Council of State Govern-
inents, May 1965.
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On the whole the amounts of capital outlay financed by State aid
have increased, but in a rather erratic fashion. There were variations
in total capital outlay and in borrowing over the interval. In a year
when local governments borrow heavily, State aid for capital outlay
would be relatively low (for example, see 1955 and 1959).

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

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

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

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

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

I "Transportation Outlays of States and Localities to 1970," Selma J. Mushkin and
Robert Harris, RM 375, CouncIl of State Governments, 1965.



STATE AND LOCAL PUBLIC FACILITY FINANCING

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

70-132-67-vol. 2-7
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CHAPTER 4

State Credit Aid for Public Facilities*

INTRODUTCTION

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

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

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

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

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

*Prepared by Carol Krotzki, under the direction of George A. Bell, Council of
State Governments, 1966, with minor editing by committee staff.

92



STATE AND LOCAL PUBLIC FACILITY FINANCING

from $325,402,150 in Pennsylvania and $190,024,000 in Maryland to
$1,469,294 in Wyoming. From 1947 to 1958, Hawaii expended $34,-
709,000, which was to be repaid by local districts. This program has
been superseded since statehood by direct State school construction.

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

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

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

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

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

The sum of $26,605,201 has been expended for the remaining pro-
grams. Thus a total of $1.204,141,980 has been spent for all pro-
grams except school construction. Since 1946, the average annual
spending in 5-year periods in toto has been $44,259,968 from 1946 to
1950, $58,442,670 from 1951 to 1955, $55,298,173 from 1956 to 1960,
and $82,827,583 from 1961 to 1965. Total expenditures for all pro-
grams, including school construction, have been $3,212,237,830.

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

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

Type of credit assistance: Direct loan.
Eligible borrowers: School districts.
Maximum interest rate: Interest rate has ranged from a low of 2s percent

to a high of 4 percent since 1952; current rate is 3y2 percent.
Repayment period: 30 years, repayment of loans made for multipurpose

facilities is extended for an additional 10 years.
Maximum loan-to-value ratio: Up to 100 percent.
Other conditions: Any school district which has exhausted its legal bonding

capacity and has unhoused pupils by a prescribed formula is eligible for assistance.

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

Type of credit assistance: Direct loan.
Eligible borrowers: Cities, counties, and districts.
Other conditions: The loan must not provide a debt liability exceeding 1 year's

revenue, and provisions must be made for interest payments and for a sinking

fund to pay principal in not more than 40 years; unless, at an election, two-thirds

of the qualified electors voting have authorized the governing body to accept,

expend, and repay the loan; such a loan shali not be made if written protest

thereto is signed by owners of one-half or more of the assessed valuation of

taxable property in the city, county, or district.
Maximum interest rate: 4 percent in 1966.

CONNECTICUT

Purpose: Construction of moderate rental housing projects (sec. 8-T0 of the

General Statutes of the State of Connecticut).
Type of credit assistance: Direct loans.
Eligible borrowers: Local housing authorities.
Maximum interest rate: Not less than par and accrued interest.
Repayment period: 50 years.
Maximum loan-to-value ratio: 100 percent.
Determinations regarding soundness of loan: Predicated upon the State's

supervision and direction of site selection, construction design, and inspections

during process of construction, including a yearly review and approval of oper-

ational statements.
INDIANA

Purpose: Preparation of surveys, plans, and specifications for the construction
of public buildings and facilities undertaken to provide employment during period

of industrial dislocation and unemployment (Burns Indiana Statutes Annotated
53-601).

Type of credit assistance: Direct loan.
Eligible borrowers: Governing bodies of the State, counties, cities, towns,

townships, and school cities.
Maximum interest rate: None.
Repayment period: Not to exceed 3 years.
Other conditions: No political or municipal corporation may become indebted

to an account in the aggregate exceeding 2 percent on the value of the taxable

property within such corporation.

Purpose: Industrial development. The program includes the construction or

extension of streets, sidewalks, sewerlines, waterlines; the lease or purchase of

property (Burns Indiana Statutes Annotated 53-6063.
Type of credit assistance: Direct loan.
Eligible borrowers: Municipalities.
Maximum interest rate: 2 percent.
Repayment period: Any period not to exceed 19 years.
Maximum loan-to-value ratio: 100 percent.
Other conditions: The amount of any such loan to any one municipality shall

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

Type of credit assistance: Direct loan.
Eligible borrowers: Municipalities.
Maximum interest rate: 1'/2 percent per annum.
Repayment period: Not to exceed 10 years.
Maximum loan-to-value ratio: 75 percent.
Other conditions: The amount of any such loan to any one municipality shall

not exceed $100,000; loans in the aggregate cannot exceed $2 million annually.

Purpose: School construction (Burns Indiana Statutes Annotated 28-163).
Type of credit assistance: Direct loan.
Eligible borrowers: Local school corporations.
Maximum interest rate: 4 percent.
Repayment period: 20 years.
Other conditions: In order to qualify for an advancement under the provisions

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

Purpose: Emergency school construction (Burns Indiana Statutes Annotated
28-175).

Type of credit assistance: Direct loan.
Eligible borrowers: School corporation or public school.
Maximum interest rate: 1 percent.
Repayment period: 20 years.
Other conditions:

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

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

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

MARYLAND

Purpose: Construction of water and sewerage facilities (ch. 719, acts of 1963).
Type of credit assistance: Direct loan.
Eligible borrowers: Municipal corporations or sanitary districts.
Maximum interest rate: 4 percent.
Repayment period: 14 years.
Maximum loan-to-value ratio: 25 percent.

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

Type of credit assistance: Direct loan.
Eligible borrowers: Counties and mayor and city council of Baltimore.
Maximum interest rate: 5 percent per annum.
Repayment period: 15 years.
Other conditions: The amount of State funds that can be loaned to any district

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

Type of credit assistance: Direct loan.
Eligible borrowers: Counties, municipalities, and city of Baltimore.
Maximum loan-to-value ratio: 25 percent.
Other conditions: Airport must be included in the Federal airport plan.
Maximum interest rate: 2% percent.
Repayment period: 20 years.

MASSACHUSETTS

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

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

Eligible borrowers: Housing authority.
Other conditions: The total amount of notes and/or bonds so guaranteed shall

not exceed $225 million in the aggregate; the total amount of annual grants to
cover debt service for any 1 year shall not exceed $5,625 million.

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

exceed $125 million.
MINNESOTA

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

Type of credit assistance: Direct loan.
Eligible borrowers: Local or area redevelopment agencies.
Maximum interest rate: 3y2 percent.
Repayment period: 20 years.
Maximum loan-to-value ratio: Not in excess of 20 percent of the cost of such

redevelopment project.
Determinations regarding soundness of loan: Local or area redevelopment

agency must hold funds in an amount equal to or property of a value equal to
not less than 10 percent of the cost of establishing the project; the redevelop-
ment agency must obtain from other sources a firm commitment for all funds
over and above the State agency's loans.

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

Type of credit assistance: Debt loan service; direct loan.
Eligible borrowers: Any school district.
Maximum interest rate: 31/2 percent.
Repayment period: 30 years.
Other conditions: Required levy for debt service in any year must exceed the

school district's maximum effort debt service levy by 10 percent or by $5,000,
whichever is less; to qualify for direct loan district must have a net debt in
excess of 98 percent of its debt limit or within $20,000 of such limit.

NEW HAMPSHIRE

Purpose: School construction, enlargement, or alternation (RSA-195-B).
Type of credit assistance: Guarantees of debt service payments.
Eligible borrowers: Receiving districts under areat school plan and cooperative

school districts.
Other conditions: Guarantee cannot exceed the total aggregate sum for the

entire State of $10 million; the outstanding amount of principal and interest
cannot exceed $10 million.



STATE AND LOCAL PUBLIC FACILITY FINANCING 97

Purpose: School building aid (RSA-198 :15).
Type of credit assistance: Annual grant to cover debt service.
Eligible borrowers: School districts, city maintaining a school department.

and cooperative school districts.
Maximum interest rate: Rate determined by local district and lending institu-

tion.
Repayment period: 20 years.

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

Type of credit assistance: Guarantee of debt service payments.
Eligible borrowers: Municipalities. towns. cities, counties, or districts.
Other conditions: Guarantee cannot exceed the total aggregate sum for the

entire State of $35 million.
NEW JERSEY

Purpose: Public sanitary sewerage facilities (regional) (ch. 121, laws of 1965),
Type of credit assistance: Direct loans for the preparation of preliminary

engineering plans, detail design, engineering drawings and specifications, and
contract documents for the construction of a new or the expansion of an existing
sewerage facility.

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

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

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

NEW YORK

Purpose: Public housing (secs. 70 and 73, public housing law).
Type of credit assistance: Direct loan; State subsidy; i.e., annual grants for

debt service.
Eligible borrowers: Public housing authority or municipalities.
Maximum interest rate: Loans made at the rate of interest paid by the State

for the funds loaned plus a proportionate share of the actual direct cost of the
borrowing.

Repayment period: 50 years.
Maximum loan-to-value ratio: Not to exceed 2 percent of the project cost or

$100,000, whichever is less.
Other conditions: Municipality in which project is located must at least match

the subsidy made by the State.

NORTH CAROLINA

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

Type of credit assistance: Annual grants to cover debt service.
Eligible borrowers: Counties or city administrative units.
Other conditions: Leftover funds from grants-in-aid (provided by the State

to various counties for the construction, reconstruction, enlargement, and im-
provement of public facilities) may be used for the retirement of school bonds
issued by the county.

NORTH DAKOTA

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

Type of credit assistance: Direct loan.
Eligible borrowers: School districts.
Maximum interest rate: 212 percent.
Repayment period: 20 years.
Maximum loan-to-value ratio: 10 percent; not to exceed 15 percent in emer.

gencies.
Other conditions: School districts must be levying the maximum mill levy

for the maintenance of a building fund and must have an existing bonded in-
debtedness to the maximum limit permitted by law.
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OHIO

Purpose: Purchase of classroom facilities (3318.01-3318.20, Revised Code).
Type of credit assistance: Direct loan.
Eligible borrowers: School districts.
Maximum interest rate: None.
Repayment period: 23 years.
Other conditions: Prior to the approval of State funds, the bonded indebted-

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

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

PENNSYLVANIA

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

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

Eligible borrowers: Industrial development agencies.
Maximum interest rate: None.
Repayment period: Usually not more than 20 years.
Maximum loan-to-value ratio: In areas whose average unemployment is 6

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

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

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

Purpose: School construction and facilities (secs. 2572, 2574, 25T7. and 2575.1 of
the Public School Code of 1949).

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

Eligible borrowers: Approved school districts.

RHODE ISLAND

Purpose: School housing (title 16-7-41, General laws of Rhode Island).
Type of credit assistance: Annual grants to cover debt service; and construc-

tion costs.
Eligible borrowers: Communities.
Other conditions: To be eligible to receive impact aid, community must be

bearing a tax of $3 per thousand on equalized weighted assessed valuation.

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

Type of credit assistance: Annual grants to cover debt service.
Eligible borrowers: City, town, or any free public library.
Other conditions: Recipient city or town must match State grant.

WASHINGTON

Purpose: Reclamation and development of arid, swamp, overflow, and logged
lands for development as agricultural lands (RCW-89.16.0Q0 to RCW-
89.16.050).

Type of credit assistance: Direct loan.
Eligible borrowers: Reclamation districts.
Maximum interest rate: 8 percent; current rate 4 percent.
Repayment period: 15 years.
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WISCONSIN

Purpose: Financing of pollution prevention and abatement facilities.
Type of credit assistance: Annual grants to cover interest costs.
Eligible borrowers: Municipalities.
Repayment period: Not less than 15 years; not more than 30 years.
Maximum loan-to-value ratio: Up to one-third cost of the project.

WYOMING

Purpose: Irrigation projects; the construction of water development projects
(secs. 11-653 and 11-6.56, Wyoming Statutes).

Type of credit assistance: Direct loan.
Eligible borrowers: Legal subdivisions of Wyoming; irrigation districts and

public power and irrigation districts.
Maximum interest rate: 4 percent.
Repayment period: 40 years.
Maximum loan-to-value ratio: 100 percent.
Determinations regarding soundness of loan: Feasibility report by engineers

of natural resources board.
Determinations regarding availability of private financing: Where financing

is unavailable and upon refusal of all other lending agencies in area where loan
is being requested.

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

Purpose: School building (secs. 21-100 through 21-108, Wyoming Statutes).
Type of credit assistance: Direct loan.
Eligible borrowers: School districts.
Maximum interest rate: 3 percent.
Repayment period: Indefinite. One-fourth of 1 percent must be paid on

original principal each year during first 10 years; 7 percent of original loan must
be paid on principal beginning the 11th year and for duration of loan.

Maximum loan-to-value ratio: 100 percent.
Determinations regarding soundness of loan: Architectural feasibility and

assessment of benefits for repayment.
Other conditions: School district must be at maximum bonded indebtedness

and not able to float additional bond issues.



State credit aids for construction of public facilities

1946 1947 1948 1949 1950 1951 1952 1953 1954 1955 1956

California, small craft harbors
Connecticut, public housing -$23, 715, 60 $8, 608,979 $28, 168, 773 $4, 849, 240 $11,453,967 $12, 766, 675 $8,957, 530 $2, 209, 000
Indiana:

Public works - ------ ------------ 60,174 241,460 197,380 326,935

Maryland, airports-

Massachusetts, public housing -591 625 1, 562, 445 1,-904, 306 2 0 6,40 28 70, 902 3, 022, 643
New Jersey, sewerage
New York, public housing --developmen $425, 254 $28,494,557 $51,939,583 45,456,972 61,6.57,237 5, 408,673 70, 204, 236 7,494,917 70, 861, 519 61,174,803 12,226, 938Pennsylvania, industrial developm ensn - - - - - - - - - - -- - - - - - - - - - - - - --- - - - - - - - - - - - - -- - - - - - - - - - - - - --- - - - - - - - - - - - -
Washington, reclamation -189,747 107,017 132,974- 34,500 437,422 246,600 205,924 21, 219 119,500 45,i000 464,673

Total by year -615,001 28, 601, 574 52,072, 557 69,307,072 70, 703,638 34, 415,671 76, 821,845 20, 934, 583 86, 795, 640 73, 245, 615 18, 250,089

1957 1958 1959 1960 1961 1962 1963 1964 1965 Total

Califom ia small craft harbors -- 575 ------------0$1,323, 000 $3,542,000 $2, 463, 000 $3, 450, 000 $2, 750, 000 $1, 880, 000 $1, 655, 000 $17, 065, 000Connecticut, public housing -------------- $1,575, 000 $3, 955, 000 3,099,000 2,324, 000 715, 455 936, 945 -------------------- 113, 329, 164
Indiana:

Public works-------------------- 200t, 481 82,900 160,700 liz 287 384,140 65, 861 219,675 276, 665 169, 326 2,437, 924
Flood control- 150, 000 319,832 222, 500 141, 000 140, 060 185,000 212,000 1, 370 332Maryland, airports -------------------------- 50, 000 ------- 11, 000 82,506 ------- 35,000 ------- 58,790 237, 296

Massachusetts, public housing-3,400,811 4, 059,919 4,354,812 4,165, 208 4, 098,461 4, 230,409 3,970,142 4, 038, 734 4, 229, 09 49,318, 922Minnesota, economic development------------------------------------------ - - - - 64, 000 422, 479 345, 621 215, 469 1, 047, 539
New Jersey, sewerage------------------ --------------------- -750, 000 750, 000
New York, public housing 53, 698, 716 64,413,846 70,176,722 19,044,500 110, 478 698 78,001, 473 72, 25,i 872 24,751 i92 44, 408,840 952, 574, 548Pennsylvania, industrial development --------- 4, 044, 000 2, 465, 000 4,5831,420 5, 037,883 2, 659, 090 10,144, 305 10, 340 55,796, 718 16, 837,851 61, 265, 606
Washington, reclamation --------------- 252000 22,000 81,500 82, 242 110,483 138, 492 123,289 25, 000 30, 187 2,969,649
Wyonsing, irrigation-1,500, ooo----- 40,000 - -- -- 235,000 1, 775, 000

Total by year -64, 674, 008 75,048,665 83,879, 154 34,638,952 121, 254,313 97, 186,424 79,922,797 47,232,960 65,541, 422
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State credit aids for construction of public schools

1940 1947 1948 1949 1950 1951 1952 1953 1954 1955 1956

California - ---- | ------------ ------------ ------------ $35,100,000 $62,000,000 $76,300,000 $115,900,000

Maryland -$7,890,000 $14,451,000 $9,256,000 11,410,000 9,488,000 8,175, 00 2,592,000
Minnesota.
New Hampshire -- -- - - - i 806 550 83j, ------------
North Dakota -- ,800,550 837,4251,015,555

Pennsylvania-3,625,000 3, 625, 000 15, 502,000 15,502,000
llhode Island-
Wyoming- ------------ ------------ - ------ ------ ------------

Total by year- ------------ ----------- ------ ------ | 7890,000 14,451,000 9,256,000 50,135,000 76,919,550 100,814,425 140,205,690

1957 1958 1959 1960 19C1 1962 1963 1964 1965 Total by
State

California ------------- $117,500, 000 $70,900, 000 $144,100, 000 $107,100, 000 8105,300,000 $107,800, 000 $130,700, 000 $149,200,000 $107,800, 000 $1, 329, 700,000
Indiana - 3,56,30 3, 054,657 3,564,587 2476,200 1, 630,000 1,083,600 1,103,120 1,35,495 2, 736,392 25,737, 06
Maryland ------------- 17, 969, 000 14, 026, 000 4,440,000 13,863,000 5,443,000 20,636,000 13,385,000 16, 000,1)00 20, 01 0, 000 190, 024, 000
Minnesota---------------------------- - 1.251, 969 5. 778,9636 378.000 366, 046 15,127, 060 1,145,457 -------- 24, 047, 557
New Hampshire -583,000 59, 000 719,000 857, 000 934, 000 1,146, 000 1, 284, 000 1, 482,00 1, 759,000 9,423,000
North Dakota ----------- 1,370,570 264,100 382,700 1,330,200 1,338,300 1,371, 7835 829,700 580,800 855, 000 12,832,0856

Oho1,0000- 1,0,00-- 0 000an, 0 -51s, 00,0 81,000,00Pennsylvania -723, 516, 00 23,516, 600 21, 207,500 21,207,500 32,50,000 34, 717, 700 40,260,000 44, 082, 250 46,000,000 325, 402,150
Rhode Island ------- ----------------- - - 1,311,310 1, 522,215 1, 592, 236 1,720,746 2,263,641 8,410,148
Wlyomning-------------- 750,000 ------ - 16 0, 0 0 0- ------- - 5,000 499,204---- -0--- 5,000 1,460,294

Total by year -------- 175,346, 000 112, 420, 357 185,815, 756 112, 612, 636 148, 984, 900 168, 648,345 214, 776,410 216,436, 748 233,389, 033 -------
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CHAPTER 5

Characteristics of the Municipal Bond Market for New Issues*

INTRODUCTION

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

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

AGGREGATE MEASURE OF MARKET AcTIvrrY

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

* Prepared by John E. Walker, Research Director, Investment Bankers Asso-
ciation of America, with minor editing by committee staff.

1 "Municipal" bonds are bonds issued by State and local governments and their political
subdivisions. These bonds are often referred to as "'tax exempts," since interest on such
bonds is exempt from Federal and often State income tax.
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TABLE 1.-New issues of State and municipal bonds and motes

[Amounts in millions]

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

Year
Total General Public Total Public

obliga- Revenue Housing Housing
tion Author- Author-

Number Amount ity Number Amount ity

1965 - - 6,059 $11, 084 $7, 445 $3, 639 $464 1,918 $6,537 $1,865
1964 6,314 10,544 6,886 3,658 636 1,824 5,423 1,892
1963 - - 6,577 10,107 6,070 4,037 254 1,997 5,481 1,961
1962- 6,515 8,558 5, 892 2, 666 382 2,174 4, 763 1,727
1961- - 6,400 8,360 5,762 2,598 189 2,000 4,514 1,469
1960 - - 6, 529 7,230 5, 035 2,195 383 1,868 4, 006 1, 283
1959 - - 6,711 7,681 5,160 2,521 310 1,857 4,179 1,563
1958 - - 6,855 7,449 5, 725 1,724 182 1,668 3,910 1, 675
1957 - - 6,888 6,958 4,933 2,025 65 1,354 3,274 1,599
1956 - - 6,495 5,446 3,776 1,670 199 1,194 2,706 1,759
1955 - - 6, 660 5,977 4,245 1,732 474 1, 072 2, 593 1,668
1954 - - 6,526 6,969 3,755 3,214 374 1,221 3,350 2,433
1953 - - 5795 5,558 3,991 1,567 496 1,468 2,757 2, 041
1952- - 5,313 4,401 2,938 1,463 305 1,097 2,049 1,206
1951- - 5,281 3,278 2,548 730 328 604 1,637 974
1950 15,861 3,694 3,134 560 59 672 1,611 887
1949- - 5,107 2,995 2,312 683 143 687 1,333 770
1948- 4, 706 2, 990 2,440 550 66 472 1, 005 496
1947 3, 803 2, 354 1,968 386 4 535 958 413
1946 5--- 3,319 1,204 998 206 19 567 741 339

Source: The Daily Bond Buyer.

Table 1 presents a yearly record of this financing providing a break-
down between long- and short-term issues and type of security (gen-
eral obligation, revenue, and Public Housing Authority guaranteed
issues) .2 The figures show that the dollar volume of all security types
has grown substantially, with the major increase resulting from gen-
eral obligation issues. The percentage increase for PHA's has been
very great, as is the case for revenue bonds as well.

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

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

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

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

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

TABLE 2.-P.rivastely held outstalitng public debtI

[Amounts in billions]

State and municipal U.S. interest bearing

Year Amount Year Amount Year Amount Year Amount

1965 -- ----- $92.0 1955 - $37.5 1965 $210.8 1955 $197.6
1964----------- 85.1 1954 32.4 1964 211.6 1954. 194.5
1963----------- 78.9 1953 27. 3 1963. 211.7 1953- 191.6
1962--------- 72..4 1952 24.5 1962 208. 1 1952 189.6
1961 ------- 64.0 1951 -- 22.3 1961 202.4 1951 188.9
1960. 59.0 1950 -- 19.8 1960 ---- 201.5 1950 ---- 199. 0
1959 54.6 1949 - 17.3 1959 291.2 1949 -193.1
1958------ - 49.9 1948 --- 15. 4 1958. 193.4 1948 192. 9
1957 -45.8 1947. 13. 6 1957 189. 9 1947. 200.4
1956-------- 41.9 1946 - 12.8 1956 -- 192. 7 1946 215.2

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

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

1. Type offering.-Almost without exception, new issues of bonds
are sold by the issuing body to investment bankers 3 and only this
form of financing is considered in this chapter. Investment bankers
purchase bonds in order to distribute them to a large number of
investors, including individuals, commercial banks, and insurance
companies.

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

Chart I shows separately the dollar volume of those new issues sold
by competitive bidding and those sold by negotiation. Within each
category a division is made between general obligation and revenue
bonds.4 Most apparent is the steady growth of both revenue and gen-
eral obligation bonds sold as the result of competitive bidding and,
with the exception of 1963, the rather constant level of bonds issued
through negotiations

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

' Public Housing Authority bonds are not included.
5 The very large dollar size and the small number of some revenue issues Introduces

large fluctuations in the dollar volume of such financing when the volume is measured for
short periods of time (such as a year).

70-132-67-vol. 2- 8
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Chart II is similar to chart I but is expressed in terms of the num-
ber of new issues rather than the dollar volume. Other than a slight
decrease in the number of general obligation bonds offered competi-
tively and the larger (on a percentage basis) decrease of the same
bonds offered through negotiation, this chart depicts relative stability
in the number and distribution of new issues sold during the past
decade.

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

Chart III presents the data of charts I and II in percentage form.
No discernible long run trend is present. The volume of general obli-
gation bonds sold by competitive bidding held steady at about 96 per-
cent as measured by value, and fluctuated between 80 percent and 90
percent as measured by the number of issues. New issues of revenue
bonds sold by competitive bidding demonstrate more variability rang-
ing from 52 percent to 71 percent as measured by value and 59 percent
to 77 percent as measured by the number of issues. Additional sta-
tistical information is presented in table 1 of the appendix. (See
page 134.)
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CHART I

THE VALUE OF BONDS BY TYPE OFFERING AND ISSUE
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CHART 11

THE NUMBER OF ISSUES BY TYPE OFFERING AND ISSUE
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CHART III

THE PERCENTAGE OF COMPETITIVELY BID ISSUES BY TYPE ISSUE
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2. Maturity 6 distribution.-One of the most important aspects of
new debt is the period over which that debt is repayable. Since serial
bonds which mature at intervals are normal for general obligation
issues, and term bonds which all expire at the end of one period are
more prevalent for revenue issues,7 the maturity distribution for these
two types of securities may be expected to vary considerably. That
variation is shown on charts IV through VI. In comparing maturi-
ties, the heavy preponderance of general obligation issues for the short
maturities and the dominance of revenue issues for the longest ma-
turities is apparent.

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

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

6 Maturity has been calculated by weighted average-the method most commonly used
to measure bond maturity. Weighted average maturity refers to the average time period
the debt is outstanding, weighted by the dollar amount of the debt. For example, a serial
bond issue retiring $1 million in 5 years, $2 million in 6 years, and $3 million in 7 years
would have an average maturity of 6% years reflecting the large amount due in 7 years.
A term bond maturing in 10 years would have an average maturity of exactly 10 years, no
matter how measured or weighted. The availability of funds for use by the issuer would
be less because of sinking fund requirements.

7Term bonds are particularly used-and useful-in situations where the uncertainties
of net revenues are higher than normal (e.g., new projects). Under such circumstances
the use of serial maturities would increase the risk to both the issuer and the investor.
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CHART V

AVERAGE MATURITY 15 THROUGH 29 YEARS BY TYPE ISSUE
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CHART VI

AVERAGE MATURITY 30 OR MORE YEARS BY TYPE ISSUE
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Charts VII and VIII concentrate on the proportion of bond fi-
nancing by maturity grouping. As presented in chart VII, the aver-
age maturity distribution of general obligations has, with the excep-
tion of year-to-year fluctuation, changed very little during the past 9
years. There has been some decrease in the percentage in the 10
through 14 year range offset by increases in the 20 through 29 year
and over 30 year brackets.

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

3. Use of proceeds.-In the main, the purposes for which bonds are
issued have not changed markedly in recent years. Although data are
available for more than 50 classifications of use, for the purpose of
this study these have been aggregated into six basic categories (edu-
cation, transportation, utilities and conservation, social welfare,8 re-
funding, and miscellaneous).

8 Includes such items as public housing, hospitals, poor relief, recreational facilities, andcivic centers.
DFinancing the purpose of which is to retire (at that time or at a later date) anexisting issue or issues.
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CHART VII

THE MATURITY DISTRIBUTION OF GENERAL OBLIGATION BONDS
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CHART VIII

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

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

One of the more spectacular developments in this area has been the
rise of industrial aid financing. In this form of financing, the bor-
rowed funds are used to construct and sometimes equip a production
facility, which the governmental unit then leases to a private firm.
Although the volume is not large, relative to the other categories, the
growth rate has been rapid. The present annual rate of this type
of financing is about $600 million, which compares with totals of $7
million in 1957, $72 million in 1961, and $214 million in 1965. This
topic is discussed in detail in another chapter. Additional statistical
information is presented in table 3 of the appendix.

CHARACTERISTICS OF BoRRowING AGENcIES

The past decade has been characterized by rising levels of new debt
issues and outstanding debt. This section presents information de-
scribing the relationship of the issuer of new municipal bonds to the
bond market. This is done by compiling market data in terms of the
following characteristics of the issuer: (1) the type of public body
(State government, city, school district, and special districts), (2) the
geographical location, and (3) the population size.
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CHART Xl

VALUE OF BONDS BY TYPE ISSUER
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1. Type of public body.-Chart XI presents a record of the dollar
volume of new issues of municipal bonds by type issuer. As would
be expected because of the rather constant level of borrowing for edu-
cation, the dollar value of bonds issued by school districts has re-
mained stable at given level. The amount issued by cities, counties,
and townships has increased steadily at a moderate rate, while the
amount issued by States has varied appreciably. The most pronounced
trend is that for special districts and statutory authorities. The
volume of borrowing by these forms of government has risen steadily,
from $1.3 billion in 1957 to nearly $3.8 billion in 1965, reflecting the
increasing use of these governmental bodies.

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

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

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

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

70-132-67-vol. 2 9
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CHART XII
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CHART XIII
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CHART XIV

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

Chart XIV has been constructed to show the regional pattern of new
issue growth. 10 All regions showed growth in the dollar volume of
bonds issued therein, with the South increasing most rapidly. The
Northeast increased nearly as rapidly, followed by the west and north-
central regions.

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

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

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

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

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

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

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

THE PERCENTAGE DISTRIBUTION OF BONDS BY TYPE ISSUER
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CHART XVIII

THE PERCENTAGE DiSrRIBUTION OF BONDS BY TYPE ISSUER
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CHART XIX
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APPENDIX

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

[Dollar amounts in millions]

Year and type issue

1957:
General obligation
Revenue
Public Housing

Authority-

Total - -------- --

1958:
General obligation
Revenue
Public Housing

Authority-

Total - ----

1959:
General obligation
Revenue
Public Housing

Authority-

Total ----

1960:
General obligation
Revenue. --- ---
Public Housing

Authority-

Total _- -

1961:
General obligation
Revenue -- ----
Public Housing

Authority-

Total

1962:
General obligation
Revenue -- -
Public Housing

Authority-

Total -- ---------

1963:
General obligations
Revenue
Public Housing

Authority-

Total-- -----------

1961:
General obligations
Revenue
Public Housing

Authority-

Total ----------------

1965:
General obligation ---
Revenue
PublicHousing

Authority

Total ------

Competitive

Amount Number

$4, 525 4, 983
1, 267 444

66 10

Am'

Negotiated

3unt I Number

$210
644

869
259

Total

Amount Number

$4, 808
1,976

66

6,104
721

10

5,858 5,437 855 1,128 6,850 6, 835

5, 247 5,023 198 874 5, 515 6,089
1, 207 534 434 328 1, 693 893

185 44 ------------ ------------ 185 44

6,639 5, 601 633 1,202 7,394 7, 026

4, 592 4, 866 197 652 4,817 5, 682
1, 283 515 1, 127 295 2,430 836

335 76 ------------ ------------ 335 76

6, 209 5, 457 1, 324 947 7, 581 6, 594

4,629 4,961 136 565 4, 775 5, 626
1, 242 550 838 315 2,095 881

281 68 - 302 69

6, 153 5, 579 973 880 7,712 6, 576

5, 601 5, 132 126 487 5, 739 5, 705
1,458 655 962 292 2,444 954

315 116 ------- ----- 315 116

7, 374 5,902 1, 088 79 8,498 6, 775

5,437 5, 238 121 277 5,590 5,526
1,912 821 774 242 2,711 1, 069

437 122 -- 437 122

7,786 6, 181 895 519 8,737 6, 717

5, 527 4, 609 264 663 5,831 5,333
2,362 904 1,783 572 4,246 1,500

254 64 254 64

8,143 5, 577 2, 047 1, 235 10, 331 6,897

6,194 4,592 195 470 6,402 5,136
2,181 789 1.377 468 3,608 1,274

637 163 ------------ ------ =-- 637 163

9, 012 5,544 1,571 938 10,646 6,573

6,989
2,410

478

9,877

4,438
767

129

5,334

167
1, 025

1,192

360
455

815

7,266

3,521

478

11,265

4,915
1,267

129

6,311

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

Source: Investment Bankers Association of America.



T BLE 2.-New issues of rnanicipal bonds by average maturity and type issue, 1957-65

[Dollars in millions]

Type issue

1957:
General obligation
Revenue
Public Elousing Au-

Authority-

Total

1958:
General obligation ..
Revenue .
Public Ilousing Au-

thorlIy .

Total ---------

1959:
General obligation
Revenue .
Public I lousing Au-

thority

Total

1960:
General obligation.
RCvenuC
Public Rousing Au-

thority-

Total

Average maturity

I through 4

Amount Num-
ber

$104 422
2 9

---------- 1

5 through 9

Amount Num-
ber

$795 1,601
247 64

10 through 14

Amount Num-
her

$2,490 2,056
235 1599

15 through 19

Amount Num-
ber

$812
285

. - - -- -

694
132

20 through 29

Amount Num-
her

$190
300

137
112

30-

Amount Num-
her
_I

$4
519

No record

Amount Numn-
her

10 $412 1, 184
29 389 216

66 9

Total
Wen

Amount Num- Mj
ber

tv
54,808 6,104
1,976 721 t'

0
66 1() Q

106 432 1, 043 1,665 2,725 2, 215 1,098 826 489 249 522 39 868 1,409 6,850 6,835

134 446 962 1,639 2. 506 1,969 1, 140 638 265 127 145 15 363 1,255 5, 515 6, 089
2 13 181 73 334 150 324 140 222 127 243 60 386 330 1, 693 893

185 44 185 44

136 459 1, 143 1, 712 2,841 2,119 1,464 778 4S7 254 388 75 935 1,629 7,394 7,026

81 412 801 1, 536 1, 951 1, 763 1,182 638 241 124 4 11 5.4 1,198 4, 817 5,682
8 13 66 53 345 136 280 127 322 107 078 81 430 319 2,430 836

335 70 335 76

90 4251 868 1,589 2, 296 1,899 1,462 765 594 231 982 92 1,320 1,593 7,981 6,594

=~~~~~~~~~~~~~~~~~~~~2 _5 8 630 1,161 _ -= I=

91
5

373
8

598
40

1,464
59

2,171
307

95 381 1 638 I1,522 1 - 2,477 2,041

1,892 1, 073 602
149 ' 276 139

1,349 1 741

158
309

467

126_ 55 8 tB30 1,I'161
125 706 81 453 320

302 69

2511 7611 891 1, 384 I , 550

4, 775 5, 626
2, 095 881

302 69

7,172 6, 576

'd
Ci

0

~11

t'-

0

cn
01

- _ _ I



TABLE 2.-New issues of municipal bonds by average maturity and type issue, 1957-65-Continued
[Dollars in millions] C.

Ce2

Average maturity Total

Type Issue 1 through 4 5 through 9 10 through 14 15 through 19 20 through 29 30- No record

Amount Num- Amount Num- Amount Num- Amount Num- Amount Num- Amount Numn- Amount Num- Amount Num-
ber her ber ber her ber ber her

1 - 1 - 1 I - _~~~~~~~~~~~~~~~~ - 1 - 1 - 1 - I~~~~~~~~~~ ~ ~ ~ ~
1961:

General obligation -
Revenue- - -
Public Housing

Authority .

Total

1962:
General obligation
Revenue
Public Housing

Authority .

Total

1903:
General obligation-
Revenue .
Public Housing

Authority .

Total -. -

1964:
General obligation
Revenue .
Public Housing

Authority .

Total .

1965:
General obligation
Revenue...
Public Housing

Authority .

Total .

$149
8

22

3432
12

3

$690
90

$1,448
55

$2, 612
255

17

1,955
144

3

$1,469
432

3

608
126

1

$312
399

104

137
131

4

$35
646

12
64

$472
613

170

1, 262
422

105

$5, 739
2,444

315

5,706
954

116

179 358 780 1, 603 2,884 2,102 1,903 735 815 272 681 76 1, 255 1,729 8,498 6,775

165 270 649 988 2, 037 1,451 852 440 282 76 1 1 1,604 2, 300 5,590 5, 526
2 5 26 31 112 66 365 89 157 67 522 44 1, 626 767 2,711 1, 069

----------------------------------- - - - - -------- - -------- 437 122 437 122

166 275 675 1, 019 2, 149 1, 517 1, 217 529 439 143 523 45 3, 567 3, 189 8,737 6,717

235 274 736 1,191 2,639 1,732 1, 239 592 375 150 12 5 595 1,389 6,831 5,333
11 14 99 68 401 182 617 195 621 174 727 72 1,730 795 4, 246 1, 600

.-- - -- - - -- - - - -- - - - - - - - -- - - - - - - - - - - - - - - - - - - - - - -- - - - -- - - 254 64 254 64

246 288 835 1, 29 3, 040 1,914 1,896 787 996 324 739 77 2, 579 2, 248 10,331 6,897

191 196 755 1, 040 2, 547 1,711 1,372 600 296 123 298 7 943 1,455 6,402 5,136
2 5 96 72 377 157 801 192 551 161 770 60 1, 010 627 3,608 1, 274

81 20 ----- 556 143 637 163

193 201 851 1, 112 2,924 1,872 2, 254 812 847 284 1, 068 67 2,509 2, 225 10,646 6, 673

337
10

1893
9

1, 127
160

1, 055
68

3,097
366

1,748
154

1, 278
811

2

567
202

468
828

31

1,357

135
196

4

235
219

12
37

727 1, 215
1, 096 601

4461 124

7, 266
3, 521

478

. 336 454 49 2,268 1 1,9401 11,265

NOTE-Subtotals may not odd to totals due to rounding. Source: Investment Bankers Association of America.

4,915
1, 267

129

02

t6

t7

0

0

0

P-4

311

=

6,311347 192 1, 285 1, 1231 3,463 1 1,902 2, 091 1 77

Source: Investment Bankers Association of America.NOTE.-Subtotals may not add to totals due to rounding.



'rTmSuLE 3.--Neiv issues of municipal bonds by use of proceeds and type issuer, 1957-65

[Dollars in millions]

Type issuer

1957:
State - --- --
City, etc-
School district-
Special district

Total --

1968:
State-
City, etc .
School district-
Special district-

Total ---]----------

1959:
State -- ---
City, etc -- --
School district-
Special district .

Total-

1960:
State --------
City, etc - ------
School district
Special district .

Total - ----

Use of proceeds

Education

Amount

$249
482

1, 84
116

2. 432

Number

34
468

2,390
76

2, 968

Transportation I Utilities and con-
servation

Amount

$118
365

0
349

Number

36
661

0
91

Amount

$14
910

0
543

Social welfare Miscellaneous

Number Amount Number Amount
- I _ -

1
1, 331

0
230

$84
153
0

96

6
258

0
63

$499
590
0

176

Number

44
946

0
18

Refunding

Amount

$2
3414

Number

1
78
283

Toi

Amount

$1,407
2,565
1, 698
1,281

.1- I I I I I I

1. 263 1 7921 1, 608 1, 6701 333 317 1 1,265 1,078

MI ]

Number

126

3, 746 e
2,418 0

546 ;
6,835

406 95 681 45 12 7 168 13 636 60 8 2 1,910 222
109 408 396 696 875 1,363 165 287 684 934 43 125 2, 673 3,813

1,456 2, 281 0 0 0 0 0 0 7 1 8 34 1, 471 2, 316
152 128 349 79 411 287 224 85 177 86 251 10 1,339 674

2, 23 2, 912 1, 428 821 1,299 1,657 157 385 1,503 1, 080 64 171 7,394 7,026

334 64 384 36 69 17 93 5 647 53 38 2 1, 654 177
395 318 440 632 818 1, 257 231 279 603 978 33 71 2, 660 3,575

1, 349 2, 222 0 0.... 1 0 0 ------ 1 5 13 1, 314 2, 237
119 99 410 73 1,013 269 261 83 273 71 33 6 2,113 605

2,196 2, 743 1, 234 741 1,931 1, 544 589 367 1, 622 1, 107 109 92 7, 181 6, 194

234 43 246 24 9 6 15 7 608 42 0 0 1,012 121
340 336 437 198 819 1, 249 407 270 663 912 24 76 2,660 3, 441

1,477 2,141 0 0 0 0 1 0 0 17 24 1,495 2,168
263 187 710 103 420 330 170 64 418 160 4 4 1,971 846

2,304 2, 707 1,394 726 1,247 1, 184 693 342 1, 189 1, 114 45 104 7,172 6, 176

00

0

0

co'
-'.

l

_l l - l - l -
_ I -I- I

-
61 110 1 6, 850



TABLE 3.-New issues of municipal bonds by use of proceeds and type issuer, 1957-65-Continued
[Dollars in millions]

Use of proceeds

Type issuer

1961:
State
City, etc -- -
School district
Special district .

Total .

1962:
State .
City, etc .
School district
Special district --- -

Total

193:
State .
City, etc
School district .
Special district

Total - .-.----------.----

1964:
State .-- .--------------
City, etc .
School district-
Special district .

Total -- -----------

1965:
State
CIty, etc .
School district
Special district

Total - .-.------.----

Education

Amount Number

$434
485

1,417
394

2,729

371
460

1, 562
477

64
434

1,982
174

2,654

103
405

2, 041
210

Transportation I Utilities and con-
servation

Amount Number Amount Number
I I _

$369
509

0
687

1, 565

315
449

0
826

36
669

0
112

817

24
595

0
118

$51
1, 033

0
537

1, 621

26
989

0
519

10
1,336

0
328

1,674

Social welfare Miscellaneous Refunding

Amount Number Amount Number Ansount Nuniber

$105
290

0
239

634

15
291

0
114

420

$869
745

231

41
941

2
135

$2
24
7

71

69
12
9

Total

Amount

$1, 829
3, 085
1,425
2, 160

1,846 1, 119 1 103 91 8,498
_____________ I I l� I

4
1, 193

0
312

223
247

0
347

17
241

0
148

356
987

2
300

34
934

4
139

16
109
15

141

2
113
27
53

1, 307
3, 242
1,578
2,609

_ _ H
Nuinber >

- 20

167 V
3,740 t
1, 996

872 pr
- - 0

6, 775 n

184
3,481 e
2, 072 d

980 W

2,870 2, 759 1, 591 737 1,534 1, 509 817 406 1,644 1, 111 280 195 8, 737 6, 717

442 101 267 30 13 4 186 14 401 49 142 10 1,450 208
513 420 466 526 1, 121 1,371 242 260 1, 032 917 353 234 3,4727 3,725Q1,429 1,683 0 0 0 0 ---------- 1 316 1 140 119 1,569 1,804461 305 625 109 915 408 494 124 316 121 775 94 3,586 1, 157

2,844

462
383

1,610
809

2, 505

93
307

1, 694
299

1,358

202
277

0
684

665 2, 048 1 1, 783 922 399 1,749 1,087 1, 409 457 10,331
I - -l* I I - � I � I

22
455

0
138

3,265 j 2,393 I 1,13 615

560
458

1, 721
757

3, 497

91
365

3 596
278

2,330

259
1, 139

0
901

2,299

10 67 13 456 52 49 6 1, 496
1,231 192 234 1,474 869 208 154 3, 674

0 0 0 2 84 99 1 691
467 783 236 301 128 304 74 3,783

1,698 1, 043 1 483
I I - I

360
410

0
568

1, 338

23
412

0
125

560

203
984

0
621

1, 809

5
1, 054

0
354

85
223

0
671

12
253

0
185

1,413 1- 979 450

2,231

1, 060
1, 030

0
695

1, 051 646 333 J 10, 646
- I - � - _________________ __________________________

69
916

0
201

15219
60

292

3
164

69
64

2,283
3,371
1,840
3, 772

I ---. I_ I _
2, 785 1 1,186 585 1 300 I 11,265

NOSbttl ma o d ottl u orudn.Suc:Ivsiiu akr soito fAaeia

"I

H-

6,897 I

196 X
3,250 >
1,795
1,332 x

6, 573 Z

203
3, 186
1,703
1,219

G, 311

CO
00

--

__1 - .-

_

Source: Investment Bankers Association of America.NOTE.-Subtotals may not add to totals due to roundhig.
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TABLE 4.-New issues of municipal bonds by type issue and issuer, 1957-65
[Dollar amounts in millions]

Type issuer

Type issue

General obligation I Revenue APu tcHorusing

Amount I Number I Amount I Number I Amount I Number
I________ - 1- 1 1- 1 1 1 1-

1957:
State -- ------
City, etc
School districts
Special districts --

Total

1958:
State-
City, etc-
School districts
Special districts- -

Total

1959:
State-
City, etc ---
School district
Special district....

Total

1960:
State -------
City etc-
School districts --
Special district ---

Total

1961:
State -- ----
City, etc
School district-
Special district --

Total -- ---

1962:
State
City, etc -----
School district -
Special district --

Total -- --

1963:
State
City, etc
School district ----
Special district.

Total -

1964:
State - - --
City, etc ----
School district ----
Special district -

Total

1965:
State
City, etc
School district
Special district..

Total

$993
1,891
1, 594

329

89
3,240
2, 411

364

$413
673

4
885

37
506

7
171

0
0
0

$66

0
0
0

10

Total

Aisount

$1,407
2, 565
1, 598
1,281

Number

126
3, 746
2 418

545

4,808 6,104 1, 976 721 66 10 6,850 6,835

1,524 148 386 74 0 0 1, 910 222
2' 099 3, 244 574 569 0 0 2, 673 3,813
1,471 2, 314 _ --- - -- 0 0 1, 471 2, 316

421 382 733 248 185 44 1,339 674

5, 515 6, 089 1,693 893 185 44 7,394 7,026

1,229 123 325 54 0 0 1, 554 177
1,821 3, 011 633 530 105 34 2, 560 3, 575
1,345 2,221 9 16 0 0 1,354 2,237

421 327 1,462 236 229 42 2,113 605

4,817 5, 682 2, 430 836 335 76 7, 581 6,594

857 93 156 28 0 0 1, 012 121
1,836 2,870 573 503 281 68 2, 690 3,441
1, 491 2,160 3 6 0 0 1, 495 2,166

591 503 1,364 344 20 1 1, 975 848

4, 775 5, 626 2, 095 881 302 69 7,172 6, 576

1, 510 113 256 52 63 2 1,829 167
2, 333 3,110 692 585 60 45 3.085 3,740
1, 404 1,987 21 9 0 0 1, 425 1,996

493 495 1, 475 308 192 69 2, 160 872

5.739 5, 70 2. 444 954 316 116 8. 498 6, 775

985 90 267 92 55 2 1,307 184
2, 437 2, 887 725 572 80 22 3,242 3, 481
1,578 2, 070 2 0 0 1, 578 2, 072

589 479 1,718 403 302 98 2,609 980

5,590 5,526 2, 711 1, 069 437 122 8.737 6, 717

1, 090 121 360 87 0 0 1, 450 208
2, 618 2,921 1, 109 807 0 0 3,727 3.728
1.567 1, 797 2 7 0 0 1, 569 1,804

556 494 2,776 599 254 64 3, 586 1, 157

5,831 5, 333 4, 246 1, 500 254 64 10.331 6, 897

1. 298 126 198 70 0 0 1, 416 196
2.602 2, 602 1. 072 648 0 0 3.674 3.250
1,693 1,793 1 2 0 0 1,694 1, 795

809 615 2, 336 554 637 163 3, 783 1, 332

6,402 5,136 3,608 1, 274 637 163 10. 646 6, 573

2, 053 125 230 78 0 0 2, 283 203
2, 406 2. 578 964 608 0 ( 3. 371 3,186
1,838 1,700 1 3 0 0 1.840 1,703

968 512 2, 325 578 478 129 3, 772 1, 219

7,266 1 4,915 1 3,521 1 1,267 1 478 1 129 1 11,265

NOTE.-Subtotals may not add to totals due to rounding.
Source: Investment Bankers Association of America.

6,311

70-132-67-vol. 2-10



TABLE 5.-ATew issues of mcunicipal bonds by size and type issuer, 1957-65

[Dollars in millions]

Type issuer
|Total

Year and size of issuer States Cities, etc. School districts Special districts and
Amon Nmber Amunt ner Amout Numbe Amounbl Numbe Authority

Amount Number Amount Number |Amount Number Amount Number |Amount Nunlber
I I ~ I I I

1057
Less than 10,000 ------------------------
10,000 to 24,999-
25,000 to 49,999-
50,000 to 99,999-
100,000 to 249,999-
250,000 to 499,999-
500,000 to 999,999-
1,000,000 and larger.
Population not recorded

Total-

1958
Less than 10,000 ----------------------
10,000 to 24,999-
25,000 to 49,999-
50,000 to 99,999-
100,000 to 249,999-
250,000 to 499,999-
500,000 to 999,999
1,000,000 and larger-
Population not recorded-

Total

1959
Less than 10,000-
10,000 to 24,999-
25,000 to 49,999-
10,000 to 99,999-

100,000 to 249,999.
250,000 to 499,999-
500,000 to 999,099.
1,000,000 and larger --
Population not recorded

Total ----- -----------------------------

0
0
0
0
0

$41
73

1,262
30

0
0
0
0
0

13
12
86
15

$171
220
211
248
369
272
326
464
284

859
564
388
265
259
146
153
112

1, 000

$322
260
171
107
97
74
57
91

359

643
301
132

87
42
17
9
7

1, 180

$22
72

276
26

104
53
33

324
370

65
40
24
19
21
13
13
27

323

$514
552
658
441
570
441
490

2, 142
1,042

1, 567
901
544
371
322
189
187
232

2, 518

1,407 126 2,565 3,746. 1,598 2,418 1,281 545 6,850 6,835

0 0 236 1,381 379 936 26 132 642 2, 452
0 0 216 592 261 324 24 33 501 949
0 0 293 444 244 196 21 21 858 661
0 0 269 293 117 82 33 20 419 395
2 3 332 290 111 49 57 30 503 373

50 15 251 149 49 10 34 8 383 182
82 27 436 170 43 7 27 7 889 211

1,711 149 568 87 75 5 193 23 2,546 264
65 28 72 407 192 707 924 400 1,255 1,542

1,910 222 2,673 3,813 1,471 2, 316 1,339 674 7,394 7, 026

0 0 253 1,493 431 1,370 58 181 742 3,044
0 0 236 571 308 376 22 35 866 982
0 0 276 434 183 178 225 42 684 654
0 0 233 301 125 106 25 . 24 383 431
0 0 275 237 110 55 40 29 426 321

48 13 220 123 32 11 74 16 374 163
69 16 380 162 49 6 42 11 540 195

1,363 111 617 95 64 7 228 21 2,272 233
73 37 69 159 53 128 1,399 246 1,595 570

1, 554 177 2,560 3,575 1,384 2,237 2,113 605 7,581 6,894

KI-

U2

t'-I
00

Q

Q-

0
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TABLE 5.-New issues of municipal bonds by size and type issuer, 1957-65-Continued

[Dollars in millions]

Type issuer

Total
Year and size of issuer States Cities, etc. School districts Special districts and

Public Authority

Amount Number Amount Number Amount Number Amount Number Asmount Number

11164
Less than 10,000 ------------------------ 0 0 $360 1,125 $256 410 $39 76 $662 1,011
10,000 to 24,999 -0 0 402 600 305 275 64 78 771 951
25,000 to 49,999 -0 0 359 443 237 174 49 38 044 655
50,000 to 99,999 -0 0 305 305 172 99 56 21 533 425
100,000 to 249,999-------------------------------------- $8 1 427 193 133 45 44 21 611 260
250,000 to 499 999 5-- ------------- 10 31 337 140 45 8 45 10 532 189
300,000 to 999,999 -------------------- 70 30 485 133 42 4 01 17 663 184
1,000,000 and larger -1,267 107 815 71 25 4 90 12 2,196 191
Population not recorded -40 27 178 240 478 779 3,336 1, 059 4,013 2,105

Total -- 1, 496 190 3,674 3,250 1,694 1, 795 3,783 1, 332 10, 646 6, 573

1965
Less than 10,000 -- --- 0 0 336 1, 049 220 232 55 68 611 1,349
10,000 to 24,999 ------------- ------------- ---------- -0 0 435 650 297 256 116 75 847 047
25,000 to 49,999- 0 0 494 447 207 6 00 306 762 649
50,000 to 99,999---------------------- 0 0 385 293 198 97 65 30 648 4290
100,000 to 249,999 -------------------- 0 0 404 214 191 5041 10 030 280
250,000 to 499,999 - -45 6 491 160 55 7 58 12 649 185
500,000 to 999,999 - - -194 41 241 84 34 4 190 19 659 148
1,000,000 and larger - - -- -1,830 128 384 59 84 4 367 18 2,664 209
Population not recorded - -215 28 200 204 554 881 2,821 945 3, 790 2,118

Total-- 2,283 203 3,371 3,186 1, 840 1,703 3, 772 1,219 11,265 6, 311

-.D

H-5

21'

t-4
0

rn

Ili
503

C:9td

_t~

O

3 1

O

VI>

z0
VI
M

NOTM.-Subtotals may not add to totals due to rounding and miscellaneous issuers not Source: Investment Bankers Association of America.
giver 1i1 SUbtotals.
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TABLE 6.-The volume of new iss tes, by State of origin and type issuer, 1957-65

[In millions of dollars]

State and type issuer

Alabama-

State --- ---------------------------
Cities and counties-
School districts-
Special districts, public authorities

Alaska-

State -- ----------------------
Cities and counties -
School districts -
Special districts, public authorities

Arizona -----------------------

State
Cities and counties ---
School districts-
Special districts, public authorities

Arkansas -- --------------------

State --------------
Cities and counties- ---
School districts
Special districts, public authorities

California-

State -----------------
Cities and counties
School districts -----------------
Special districts, public authorities

Canada-
State ---------------
Cities and counties-
School districts -
Special districts, public authorities

Colorado --------- --------

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

Connecticut-

State --------- ------------------
Cities and counties --- --
School districts - -
Special districts, public authorities -

Delaware ------------- -------------

State ---- ----
Cities and counties-
School districts
Special districts, public authorities

District of Columbia

State ------------
Cities and counties
School districts ----
Special districts, public authorities----

Florida -- ------------------------------

State ---
Cities and counties
School districts--
Special districts, public authorities

Georgia-

State ----
Cities and counties
School districts
Special districts, public authorities

1957

77

4
31

2

51

26
20

15

14

888

300
208
289

92

------

67-

16
32
18

263

149
77

1958 1 1959 1 1960 1 1961 1 1962 1963 1964 1965

77

21
51

20

2
15
3

26

10
16

11

11

1, 081

400
242
239
199

73

S
43
24

232

127
96
5

138

9
61

74

16

4

65

15
20

19

14
4

953

250
188
240
275

6
20
15

209

140
62
1

161

4
49

108

18
_8

10

1

65

2
17
27
19

15

. 10
4

1, 081

393
216
232
241

.36

21
12

.132

64
56

7-- -

147

91

55

36

14
16
S
2

58

28
28
2

21

11
4

1, 317

591
212
316
198

47

26

18.5

95
81

118

9
52

29

7
11
10
1

96

1
58
21
18

18

11
I
2

877

207
225
251
194

70

30
35
6

205

102

92

120

3
46
1

69

34

8
15
2

10

10

32
11
6

51

29
9

12

1, 103

200
205
209
489

204

28
47

107
22

117

49
61

228

10
94

122

26

8
2

17

86

369

83

12
12

1

100

2 3
23 41
22 26
39 34

101 49

76 19

16 19

1,349 1,642

644 535
177 236
254 249
273 622

151 137

6 1
53 57
46 48
45 31

87 189

94 91
81 94

37 4 6 4 8 7 8 12 4

41 56 42 32 23 74 21 170 59

32 38 29 16 11 38 12 49 3
5 6 11 16 5 1 7 6 1
4 12 1 7 4 1 12 8

32 1 104 3

1 185 110 35 3 - 14 8

- -- --- l-- - - i- ------
6~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~

267 167 159 240 320 248 297 499 364

20 19 18 8 10 l l
132 101 74 119 94 122 193 171- 169
54 12 21 14 34 13 23 57 48
80 33 45 69 184 104 81 271 147

120 108 56 49 183 212 137 171 204

30 -- -------- ---
51 45 36 44 40 66 68 46 65
14 7 18 3 10 11 28 8 7
51 56 2 2 104 135 41 116 132
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TABLE 6.-The volume of new issues, by State of origin and type issuer,
1957-65-Continued

[In millions of dollars]

State and type issuer

Hawaii-

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

Idaho.

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

Illinois

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

Indiana ---------------------

State
Cities and counties
School districts-
Special districts, public authorities

Iowa -- ------------------------------

State -------------------------
Cities and counties
School districts
Special districts, public authorities

Kansas

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

Kentucky.

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

Louisiana --------

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

Maine ----------------------.---

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

Maryland ---.----

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

Massachusetts

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

Michigan

State
Cities and counties
School districts
Special districts, public authorities

1957 1 1958 1959

48

34
15

36

21
15

65

53
12

1960

23

7
16

1961 1 1962

32 29

10
22 18

18

1963

76

66
11

1964

55

30
20

5

1965

38

32
10

16- i

4 11 10 10 11 11 10 8 11

1 7 1 2 5 2 2 2 4
2 4 3 8 6 8 7 4 4

.- ----- 4 I-- - 3 1

330 379 423 324 424 426 564 344 354

4 3 8 18 124 106 183 24 8
206 183 281 182 143 130 70 83 90
98 78 77 75 61 75 109 82 110
28 115 59 49 96 115 202 155 146

71 145 133 78 119 143 107 137 187

.----- 43 7 6 8 10 8 - 2
33 50 40 31 52 71 33 25 40
13 8 17 14 15 8. 8 2 5
24 45 69 26 43 54 58 110 140

38 68 49 48 50 59 52 53 58

---- 253---- -- ------ ----- - - - - 7
16 22 20 23 32 27 14 17 29
21 21 28 25 19 28 21 15 21

4 17 21 1

133 56 42 55 12 69 62 64 104

1 1 1 1 1 -
76 33 21 32 28 42 22 35 71
16 21 20 20 19 15 9 7 8
41 1 2 4 11 31 23 25

72 60 37 102 415 138 228 147 155

35 35 3 41 169 42 85 56 21
29 25 34 50 79 55 122 65 87

8--- 10 166 40 21 25 47

151 140 123 140 105 288 306 190 299

12 21 31 52 -61--- 2
47 35 35 48 49 94 116 59 104
50 66 40 21 14 30 22 41 44
43 18 17 19 42 165 107 90 149

5 16 21 17 24 19 28 20 17

6 10 7 10 3 18 12 5
3 4 7 6 6 12 5 6 7
1 2 2 4 2 1 1 4
1 7 3 2 4 2 3 2 1

120 175 137 124 189 247 263 223 228

24 41 12 37 37 34 64 37 69
66 87 86 30 96 97 135 106 99

28 47 39 57 55 116 63 66 61

256 308 324 172 231 383 219 447 251

129 159 84 35 109 40 76 62 93
108 122 97 104 102 134 117 206 111

5 17 11 10 11 2 3 8 17
13 11 133 23 9 207 24 171 31

267 350 373 349 397 349 288 392 380

52 103 75 93 102 86 8 6 5
80 103 135 95 147 124 147 180 133

135 123 141 140 103 121 111 150 185
21 22 21 45 19 22 56 57



STATE AND LOCAL PUBLIC FACILITY FINANCING 145

TABLE 6.-The volume of new issues, by State of origin and type issuer,
1957-65-Continued

[In millions of dollars]

State and type issuer

Minnesota

State --- ------------------------
Cities and counties
School districts
Special districts, public authorities

Mississippi

State -- - - - - - - - - - - - - - - - - -
Cities and counties
School districts
Special districts, public authorities

Missouri

State -- - - - - - - - - - - - - - - - - -
Cities and counties
School districts
Special districts, public authorities

Montana

S tate -- - - - - - - - - - - - - - - - - -
Cities and counties
School districts --
Special districts, public authorities

Nebraska

State -- - - - - - - - - - - - - - - - - -
Cities and counties
School districts
Special districts, public authorities

Nevada

State - - - - - - - - - - - - - - - - - - -
Cities and counties
School districts
Special districts, public authorities

New Hampshire - ----

State -- - - - - - - - - - - - - - - - - -
Cities and counties
School districts
Special districts, public authorities

New Jersey-

S tate -- - - - - - - - - - - - - - - - - -
Cities and counties - --
School districts
Special districts, public authorities

New Mexico --------------------------

State -------------------
Cities and counties
School districts --
Special districts, public authorities

New York-

S tate -- - - - - - - - - - - - - - - - - -
Cities and counties-
School districts - ---
Special districts, public authorities

North Carolina

State -- - - - - - -- -- - - - - - -- -
Cities and counties
School districts
Special districts, public authorities

North Dakota - ------------

State
Cities and counties
School districts -------
Special districts, public authorities

1957 1 1958

188

12
56
60
27

154

47
57
50

1959 11960

165

38
67
56
4

180

49
66
56
9

1961

118

45
6

1962

142

75
59
7

1963

296

123
93
63
17

1964

233

7
81

104
42

1965

283

68
95

109
11

49 75 103 79 81 81 77 113 119

18 30 56 15 17 22 14 30 23
20 27 24 35 39 37 41 56 47
9 15 14 8 11 10 12 14 13
1 3 9 21 14 10 9 13 36

140 154 73 81 89 125 140 121 137

23 55 --- 1 3
67 58 45 49 48 72 57 66 81
31 40 28 31 37 38 43 24 30
19 1 1 4 15 39 28 26

17 18 11 18 12 20 19 8 22

6-------------------- - - - - 9
10 6 5 4 4 5 9 2 4
7 6 6 11 6 13 6 2 7

I- 1 2 1 2 4 4 2

23 34 45 22 40 62 60 62 45

__ -- _-_ S_-_-_-_-- - 10 _ _ _
13 8 6 9 12 19 14 13 18

2 9 10 8 8 22 40 4 6
8 16 25 5 20 12 6 46 21

9 18 6 17 26 16 59 50 47

2 6
21 18 11

4 11 1 12 5 10 23 27 23
3 3 15 3 12 4 7

7 34 28 10 28 14 40 20 55

29 12 16-- 23.--.-- 25
5 4 12 7 7 9 8 9 16
2 2 3 2 5 3 7 9 10

------ ------ ---- -- ------ ------ 2 1 2 4

149 198 219 203 239 329 292 201 345

- 9- 02 -- 21 42 58 45
65 88 42 115 107 91 102 76 184
74 94 55 76 84 95 75 73 57
9 16 31 11 26 101 56 51 59

17 22 17 42 32 37 65 121 81

4 3 1 14 5 21 49 22
8 10 9 27 9 20 28 32 7
5 8 7 13 8 12 14 17 11

2- 3 23 41

711 950 1, 176 998 1,078 1,281 1, 483 1, 569 1,416

92 227 165 63 275 117 135 646
240 319 224 259 455 465 681 647 153
234 235 144 238 204 204 129 215 189
145 169 644 500 355 337 556 572 428

58 83 66 91 93 59 94 87 149

--- 25 3 22 27 22 28
56 58 52 66 61 52 67 74 85

6 1 1 1 -
2 6 2 5 7 3 11 35

16 8 6 20 13 16 7 9 17

9
5 7
1 I

_ =-- -- -

4- 7 7 11 8 3
3

9

6
2

l l -
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TABLE 6.-Thc volume of netw issues, by State of origin and type issuer,
1957-65-Continued

[In millions of dollars]

State and type issuer 1957 1958 1959 1960 1961 1962 1963 1964 1965

Ohio -- I

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

Oklahoma

State - ------------------------------------
Cities and counties -
School districts ------------------
Special dis ridts, public authorities -

Oregon ------- ------

State ---------------
Cities and counties
School districts
Special districts, public authorities

Pennsylvania -----------

State ------------------------- ----------
Cities and counties-
School districts
Special districts, public authorities -

Puerto Rico ---------

State --- ---------
Cities and counties - ---------
School districts - --
Special districts, public authorities

Rhode Island---------------------------

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

South Carolina

State
Cities and counties
School districts
Special districts, public authorities

South Dakota

State
Cities and counties
School districts
Special districts, public authorities -----

Tennessee

State
Cities and counties
School districts
Special districts, public authorities

Texas

State
Cities and counties - ---
School districts
Special districts, public authorities

Utah

State -------------------------------
Cities and counties
School districts
Special districts, public authorities

472

2210
139
114

4S

26
i8
3

91

52
15
19
0

298

11
74
32

181

37

396

155
139
102

69

18
23
27

55

24
12
14
6

384

24
91
38

232

69

306

65
132
100
8

42

17------

95

63
11
16
5

485

131
105

34
215

102

305

17
120
153
10

98

-16-
16
66

59

1
39
15

395

139
31

225

94

312

70
130
100
12

204

36
45
11

113

136

81
18
21
17

406

72
11

323

95

281

7
127
116
31

82

2
44
24
13

79

30
16
23
11

588

27
71
32

458

147

318

3
178
103
35

182

6
58
28
90

101

11
53
24
12

768

22
102
29

615

101

345

l22
102
117
124

89

49
34
6

125

61
18
25
22

649

109
27

514

122

416

90
148
124
54

150

10
74
26
34

07

31
7

675

27
100
74

469

155

10 27 55 17 40 25 30 53 54
5 1 14 35 7 38 27 17 11

43 44 15 10 29 40 59 49 84

27 19 2 11 19 38 23 24
16 24 13 7 14 20 21 22 30

-- 1 1 1- - - --- ------ --- 2
- 1 ------ ---- -- 4 - ----- --- _4 28

44 63 44 27 36 32 46 23 63

21 46 17 5 6 5 6 17
14 11 15 10 15 12 21 13 30
2 1 9 5 7 5 18 5 8
6 4 3 8 8 9 3 5 8

10 6 8 5 7 3 7 13 12

2-- 4 3 4 2 3 4
7 1 4 2 3 2 5 8 7

------ ------ ------1------1------ ------ ------= 2 ------

59 92 91 106 125 156 301 157 149

10 15 15 15 16 14 25 18 25
48 74 76 84 106 122 156 121 103

1 3 ------ 5 3 20 120 18 21

387 360 345 308 422 444 440 471 657

16 67 30 1 79 10 1 3 3
192 160 179 158 197 217 201 244 227
132 103 101 102 97 136 169 141 208

47 30 36 47 49 81 70 82 218

8 26 16 19 21- 48 21 43 102

---1
1010

4
12 9

0

8
7
7

19
27
2

2
3

10

0
19
18

79
3

18
3

i
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TABLE 6.-The volume of new issues, by State of origin and type iss-ler.
1957-65-Continued

[In millions of dollars]

State and type issuer 1957 1958 1959 1960 1961 1962 1963 1964 1965

Vermont 16 15 15 17 8 12 16 20 22

State ------------------------------ 9 12 13 14 5 10 6 17 10
Cities and counties - -4 1 1 1 2 1 7 4School districts -- ------------ 3 2 3 1 1 3 2 7Special districts, public authorities- - 3 2 1 3 1 1 3 2 7

Virginia - --- - 71 53 67 308 119 128 114 110 166

State 6 9- - --- 1 7 2 2 34Cities and counties -- ---------- - -- 69 _- 47 - 62 - 8 82 98 96 77 65School districts --- --- -- ---------- 2 3 3 1
Special districts, public authorities 7 1 250 36 23 17 27 66

Virgin Islands -_- -_2 7-9
S ta te - - - --- - -- - ---- --- - - - - - - - -- - - - - - - -- - - - -- - -
Cities and counties
School d istricts - - - - - - - - - - - - - - - - - -- - - - - - -- - - - - - -- -- - - - - --- --- -
Special districts, public authorities =-- 2 =4

Washington --------- 481 104 320 211 111 203 723 540 269

State - - - - - -- - - - - - - - - - --- 85 13 38 47 3 64 37 23 56
Cities and counties - 33 51 27 85 64 35 75 149 125School districts ------ ----------- 54 25 41 40 26 34 26 35 53
Special districts, public authorities - 309 1 5 215 39 18 70 584 333 36

West Virginia 4 23 56 17 24 27 18 61 84

State ------------------ -- 19 18 10 3 14 4 21 63Cities and counties ------------ 4 4 35 1 12 7 10 14 9
School districts - - -3 I -2 -- 1 5
Special districts, public authorities 4 9 6 1 21 12

Wisconsin -- ----- 128 100 92 113 182 164 133 160 222
State - - 5 .
Cities and counties -- 3 74 78 9-122 83 90 103
School districts - j - 31 17 14 422 24 56 42 41 22Special districts, public authorities ----- 4 8-------- 30 10 1 16 77

Wyoming - 7 8 17 13 21 4 16 10 s6

State ---- --------------------------- l l 3
Cities and counties -3 1-- - 2 1 11 5 2School districts--------------- 3 7 6 8 9 2 5 4 2
Special districts, public authorities 1 - 1- -- --= 2 12

NOTE.-Subtotals may not add to totals due to rounding.

Source: Investment Bankers Association of America.

TABLE 7.-New issues of municipal bonds, by region' of issue

Region

Year Northeast South North-central West

Amount 2
Number Amount2 Number Amount 2

Number Amount 2 Number

1957--------- - $1,749 1,511 $1,~584 1,692 $1, 789 2,438 $1,691 1,184
1958 2,181 1,594 1,798 1,863 1,849 2,363 1,496 1,1771959 ----- ---- 2, 493 1, 347 1,636 1,832 1,717 2, 262 1,633 1.1441960 --------- 1,953 1,459 1,932 1,698 1,579 2,145 1,611 1,2531961 --------- 2,229 1.418 2. 510 1,821 1,804 2,323 1,860 1, 2031962 ----------- 2, 870 1,454 2,350 1,903 1,840 2,211 1,520 1,1371963 --------- 3,022 1,529 2, 694 2,113 2,035 2,024 2,480 1,1761964. --------- 3,162 1,461 2, 854 l,t79 1,935 1,954 2,573 1,1601965 ---------- 3, 053I 1,380 3, 271 1,991 2, 216 1,789 2,559 1,137

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

Source: Investment Bankers Association of America.



CHAPTER 6

Patterns of General Obligation Bonds*

INTRODUCTION

In the following discussion concerning the present availability of
general obligation bond issues as a credit resource for financing State
and local public facilities, consideration is given only to the type of
bond issue which has traditionally been known in the municipal bond
market as "general obligations," to wit: bonds to the payment of
which is pledged the full faith and credit of the issuer and which are
payable from and primarily secured by ad valorem taxes upon all of
the taxable property within the boundaries of the issuer, subject to
taxation by the issuer, without limitation of rate or amount. Not in-
cluded are revenue bonds, assessment bonds, special excise tax bonds,
or bonds for the payment of which the full faith and credit of the
issuer is pledged, but for the payment of which the issuer has either no
power or limited power to levy ad valorem taxes.

1. HISTORICAL DEVELOPMENT

A. PRIOR TO WORLD WAR II

During this period practically all of the State and municipal long-
term financing was through the medium of general obligation bonds.
The next largest volume of municipal financing (prior to the financial
crisis of 1929) was through bonds payable from assessments on prop-
erty specially benefited from the improvements constructed from the
proceeds of such bonds. In the early 1930's. about $2 billion or ap-
proximately 9 percent, of all municipal bonds then outstanding, in-
cluding the bonds of at least one State, went into default, a situation
which, together with very high delinquencies in tax and assessment
collections, resulted in a substantial reduction in public borrowing
and increased interest costs to issuers. There was practically no mar-
ket for assessment bonds, as the real estate development boom had
burst, and this type of new issue became only a trickle mostly locally
absorbed. This was a period when States and local agencies curtailed
their borrowing only to provide ultraessential public facilities, and
the so-called "frills," or luxury items, were abandoned.

B. DURING WORLD WAR II

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

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

C. POSTWAR PERIOD

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

(Dollars in millions]

Number of Aggregate General Percent of
Year issues amount obligation total

issues

1946 - - - - 3,319 $1, 203.6 $997. 7 82.90
1947 3,803 2,353.8 1,968.1 83. 61
1948 : 4, 706 2, 989.7 2, 440.2 81.62
1949 ---- 5,107 2,995.4 2,312. 5 77. 20
1950 ---- - ,861 3,693.6 3, 093. 7 83.76
1951 - - - - 5,281 3,278.2 2,548.1 77. 73
1952 5,313 4,401.3 2,937.9 66.75
1953 5, 795 5,557.9 3,990.6 71.80
1954 - - - 6,526 6,968.6 3,754.3 53.87
1955 - - - - 6,660 5,976.1 4,244.1 71.01
1956 - - - - 6, 495 5,446.4 3,775.9 69.33
1957 ----- 8 6,888 6,958.2 4,933.2 70.90
198 - - - - 6,855 7, 448.8 5,724.9 76.86
1959 6, 711 7,681.1 5, 159. 7 67. 17
1960 6,529 7,229. 5 5,034.7 69.64
1961 - - - - 6, 400 8,359.5 5, 761. 5 68. 92
1962 - - - - 6,515 8,558.2 5,892.2 68.85
1963 - - - 6,577 10,106.7 6, 09. 2 60. 05
1964 - - - - 6,314 10,544.1 6,886.3 65.31
1965 - - - - 6,059 11, 084.2 7, 445. 0 67. 76

2. FACTORS AFFECTING USE OF GENERAL OBLIGATION BONDS

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

(a) Demand and interest costs.-So long as the demand for tax-
exempt bonds and resulting spread in interest costs between general
obligations and revenue or other public agency bonds is relatively
narrow, the public bodies will naturally turn to financing which does
not require a vote of the electorate or an increase in the levy of ad
valorem taxes to pay such bonds. However, when the demand for tax
exempts dries up, and interest costs increase, the trend is to issue more
general obligation bonds percentagewise as the spread between interest
costs on general obligation and revenue bonds becomes wider. The
latest figures available which substantiate this observation are reported
in the Investment Bankers Association statistical bulletin for the first
quarter of 1966 which shows that of the 1,341 new issues during that
period, aggregating $2,859 million, there were 988 general obligation
bond issues totaling $1,903 million, or approximately 74 percent of the
total volume.

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

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

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

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

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



Constitutional limitations on long-term general obligation debt (expressed as percentage of assessed valuation of taxable property)

Alabama-I

Alaska .
Arizona .

Arkansas --

California
Colorado

Connecticut
Delaware .
Florida
Georgia .
Hawaii
Idaho ------. -
Illinois

Indiana .
Iowa - .-.------------ ------
Kansas
Kentucky

State ' | County I Cities and towns I School district | Other

$300,000

Vote required; no limit --
$350,000 .

Vote required .

$300,000 plus voted debt.
$100,000 .

None .

Prohibited
$500,000-
16 percent
$2,000,000 plus voted debt
$250,000 plus voted debt

Prohibited .
$250,000 plus voted debt
$1,000,000 plus voted debt
$500,000 plus voted debt.

Louisiana -I Prohibited .

Maine.
Maryland .
Massachusetts .
Michigan .
Minnestoa
Mississippi
Missouri

$2,000,000 plus voted debt. --
None .

-do -- .--------------------
Vote required
None --- --------------
-- do

$1,000,000 plus voted debt --

3.50 percent; vote required

Vote required; no limit.
4 percent with vote of tax-

payers up to 10 percent.

Prohibited - -- - - -

Vote required; no limit
$3 to $6 tax levy limit for

debt.
None -----------

-do -----------------------
.-do -----------------------

7 percent; vote required
10 percent
None; vote required .
5--

5
None ------------ - ---
2 percent; vote required..

10 percent; industrial aid
bonds, 20 percent; vote
required.

None
-- -do -----------------------
-- do -- .--------------------

10 percent; vote required --
None ------------------

-do -----.-.---------------
10 percent; vote required --

Montana-- $100,000 plus voted debt - 5 percent; vote required---

Under 6,000, 5 percent; for
utilities, additional 3
percent; over 6,000, 7
percent; school, water and

sewer bonds not included;
vote required.

Vote required; no limit --
4 percent; same to 10 per-

cent; for utilities addition-
al 15 percent.

Ist and 2d class cities may
borrow; vote required.

Vote required; no limit.
3 percent, also water bonds;

vote required.
None
- --d o -- - - - - - - - - - -

.- do
7 percent; vote required
None -----------.---
None; vote required
6

None ----- -------------
1st and 2d class 10 percent;

3d class over 15,000, 10
percent; other 3d and 4th
class, 5; 5th and 6th 3;
vote required.

10 percent; vote required-

7.50 percent --- ------
None .

do
None; vote required
None
- do -- -------------------

10 percent plus 10 percent
for streets, sewers, elec-
tricity; vote required.

5 percent plus sewer, water
bonds, if voted.

None None.

Vote required; no limit. - Vote required; no limit.
4 percent; with vote of tax- 4 percent plus voted debt.

payers up to 10 percent.

Prohibited. Prohibited.

Vote required; no limit - Vote required; no limit.
Vote required -None.

None
-do

20 percent ----
7 percent; vote required ---
None .
None; vote required _
5 (maintaining grades I

through 12, 10 percent,
proposed amendment).

2.
6
None --

10 percent; parishwide dis-
tricts, 25 percent; vote
required.

None .
-do.
-do.

None; vote required
None .

-do
10 percent; vote required-_

Do.
Do.
Do.

7 percent; vote required.
None.
None; vote required.
5.

2.
5.
None.
2 percust; vote required.

10 percent; vote required.

None.
Do.
Do.

None; vote required.
None.

Do.
5 pereent; vote required.

5 percent-- 5 percent.
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Constitutional limitations on long-termn general obligation debt (expressed as percentage of assessed valuation of taxable property)-Continued

Nebraska-
Nevada-
New Hampshire.
New Jersey-

New Mexico -

New York-

North Carolina --
North Dakota --- -

Ohio -- ---
Oklahoma-

State I County
--I. --

$100,000-
1 percent-
None -------------------
1 percent of appropriation

for fiscal year plus voted
debt.

$200,000 plus voted debt;
also State and county
debt may not exceed 1
percent.

Vote required ---

None-
-do .

---do -- - - - - - - - - - -
---- do-- - - - - - - - - - -

Cities and towns

None-
-do-
-do-

-- do-

4 percent plus water, sewer; 1 4 percelit plus water, sewer;
vote required. vote required.

10 percent

Vote required; no limit- Vote required; no limit -
$2,000,000 3 --------------- I 5 percent -

$750,000 -None--
Vote required -5 percent; vote required -

Oregon -$50,000-
Pennsylvania'

- $1,000,000-

Rhode Island- $50,000 plus voted debt
South Carolina -Vote required -

South Dakota

Tennessee
Texas
Utah -

Vermont
Virginia

None-
2 percent; additional 5 per-

cent if voted, plus self-
liquidating debt, plus
additional 3 percent by
94 vote.

None
8 percent; 5 vote required

$100,000 plus 0.50 percent to 5 percent plus 10 percent
develop resources. for water and sewers;

vote required.

None ----.-------.---------- None - ---- - -------
$200,000 -None; vote required -
1.50 percent ------- 2 percent; vote required

None ----------------
1 percent; vote required

None -----------------
Vote required; no limit -

Cities over 125,000, 9 per-
cent; under 125,000 towns
and villages, 7 percent.

Vote required; no limit -
5 percent; additional 3 per-

cent more by vote, plus
4 percent for water, sewer.

None -
5 percent plus for utilities

if voted.
None-
2 percent; additional 5 per-

cent if voted, plus self-
liquidating debt, plus
additional 3 percent by
96 vote.

None-
8 percent; 5 plus utilities

vote required.
5 percent plus 10 percent

for water and sewers;
cities over 8,000, 8 per-
cent for electricity; vote
required.

None --------------------
None; vote required -
4 percent 1st and 2d class

cities; 4 percent 3d class;
8 percent for water,
lights, sewers; vote
required.

None --
18 percent plus self-liqui-

dating water, sewer.

School district

None-
-do-

---d o -- - - - - - - - - - -
---d o -- - - - - - - - - - -

Other

Noise.
Do.
Do.
Do.

0 percent; vote required - 4 percent plus water, sewer;
vote required.

Cities under 125,000, 5 per-
cent; higher if voted; no
linit other school dis-
tricts.

Vote required; no limit ---
5 percent; 5 percent extra by

voteW

10 percent New York City
aand Nassau.

Vote required; no limit.
5 percent.

None --- - None.
10 percent; vote required -- I percent; vote required.

None -None.
2 percent; additional 5 per- 2 percent; additional 5 per-

cent if voted. cent if voted.

None -None.
8 percent: 6 vote required-- 8 percent; vote required.

10 percent; vote required -

None-
None; vote required
Vote required; no limit.

Noie. - - ------------
Vote required; no limit_

5 percent plus 10 percent
for water and sewers;
vote required.

None.
None; vote required.
Vote required; no limit.
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Washington- $400,000 plus voted debt 1.50 percent; additional 3.50 1.50 percent; additional 3.50 1.50 percent; adlitlonal 8.50 1.50 percent additional 3.50
percent by vote. percent by vote, plus 5 percent by vote. percent by vote.

percent for utilities.
West Virginia -Prohibited ---- 5 percent; vote required - percent; vote required --- 5 percent; vote required - 5 percent; vote required.

-i Wisconsin -$100,000 -5 percent -5 percent plus 10 percent 10 percent -5 percent.
I? ~~~~~~~~~~~~~~~~~~~~~~~~~for schools.

- Wyoming- I percent; vote required 2 percent; vote required 4 percent plus 4 percent for 10 percent; vote required -- None; vote required.
0t for sewage; vote required.

I XW'lhen the debt limit is expressed as a dollar amount, this amount is usually an an- 7 percent. An incorporated city would be allowed to Incur an additional 4 percent debt >
thorization of debt to meet casual deficits. In addition, State constitutions almost If voted and school districts an additional 6 percent. Any city could also incur debt 3-1 universally authorize unlimited debt "to repel invasion or suppress insurrection." up to 5 percent of taxable value for water and sewer purposes.

2 A proposed amendment relates tle debt limit to the revenues of the State. Debt 4 Proposed amendment authorizes State debt if authorized by popular vote. Another I.
, service on all debt usust not exceed a certain percentage of the State's revenues. The proposed amendment raises the subdivision debt limit to 15 percent. After debt equal t

percentage declines from 30 percent of gross revenues in 1063 to 20 percent after 1971. to 5 percent has been incurred, additional debt must be voted. At
3 Proposed amendments would authorize State debt equal to 5 percent of the taxable 6 If 2 or more subdivisions cover same territory, total debt 15 percent.

value of the property within the State and would raise the debt limit of subdivisions to to'
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CHAPTER 7

Patterns of Revenue Bond Financing*

1. THE GROWING 13PORrANCE OF REVENuE BOND FINANCING,
1946-65

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

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

In 1946, new issues of revenue bonds by municipal and public
agencies accounted for $205,860,000, or 17 percent of the total munici-
pal bonds issued. In 1947 this ratio fell to slightly more than 16 per-
cent. In 1954, the peak year of toll road financing, revenue bonds
accounted for $3,214,381,100, or 46 percent, of total municipal bonds
issued; 1963 saw the largest annual volume of revenue bonds, amount-
ing to $4,037,470,000, or nearly 40 percent of the total municipal

* Prepared by Prank E. Curley, partner-Hawkins, Delafield & Wood, New
York, N.Y., with minor editing by committee staff.
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bonds issued. This peak figure was occasioned in part by the large
number of refundings which were authorized by issuers in order to
take advantage of improved market conditions. In 1965, the volume
of new issues of revenue bonds amounted to nearly 33 percent of the
total of municipal bonds.

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

Year General Revenue Total Percent
obligations bonds revenue

1946 - $997, 697, 000 $205, 860,000 $1, 203,557, 000 17.1
1947 1, 963, 081, 000 385, 690, 000 2,353, 771, 000 16. 4
1948 2, 440, 230, 000 549, 501, 000 2, 989, 731, 000 18. 4
1949 2, 312, 471, 799 682, 953, 250 2, 991, 425, 049 22 8
1950 - 3, 093, 680, 965 599, 921, 200 3, 693, 604, 165 16. 2
1951 2, 548, 057, 813 730, 095, 200 3, 278,153, 053 22. 3
1952 - -2,937,866,967 1,463,450,500 4,401,317, 467 33.3
1953 ---------------------- 3, 990, 639, 799 1, 567, 256,5170 5,157, 887, 369 28. 2
1954 3, 754, 260, 796 3, 214,381, 100 6, 968, 641, 896 46. 1
1955 -- --- 4, 244, 089,370 1, 732, 414, 450 5, 976, 503, 820 29. 0
1956 -- 3, 775, 931, 126 1, 670, 488,445 5,446,419, 571 30. 7
1957 4, 933, 240, 520 2, 024, 911, 625 6, 958, 152, 145 29. 1
1958 ------------------------- ---- ---- 5, 628, 086, 000 1, 772, 281, 000 7, 400,367, 000 23. 9
1959 - - 5, 159, 656, 123 2, 521, 397, 500 7, 681, 053, 623 32. 8
1960 -. 5, 034, 679, 948 2, 194,820,411 7, 229, 500,359 30. 4
1961 15,761, 504,589 2,598, 007, 545 8,359,512,134 31.1
1962 --------------------------------- 5,892,168, 262 2, 666, 012, 400 8, 558, 200, 662 31. 2
1963 - 6, 069,195, 364 4,037,470,000 10,106 665,364 39. 9
1964 6, 879,923, 836 3, 650, 752, 608 10, 530, 676, 444 34. 7
1965 -7, 444,968, 995 3, 639, 219, 720 11,084,188, 715 32. 8

2. SIGNIFICANT DEVELOPMENTS IN REVENUE BOND FINANCING, 1946-65

Probably the single most important development in revenue bond
financing in the past two decades has been the broadened concept of
public purpose-the object for which such bonds may lawfully be
issued by a municipal or public corporation. Prior to 1946 certain
municipal utility services, such as electricity and water, were recog-
nized in a number of States as legitimate purposes for municipal reve-
nue bond financing. Toll roads and bridges, though not yet widely
financed by this means, were generally accepted. With the increasing
demand following the war for public services and improvements with-
out a corresponding increase in the tax burden, legislatures have au-
thorized and courts have approved as public purposes a variety of
facilities and undertakings scarcely contemplated in prewar years.
Airports throughout the country have been constructed or expanded
through the issuance of revenue bonds secured by long-term leases
with participating airlines. Public parks and recreation areas and

facilities have been successfully financed with revenue bonds, as have
stadiums and public sports facilities. Huge power projects have been
erected on the Nation's major rivers as a result of revenue bond financ-
ings, in many cases by public authorities or corporations. Rapid
transit facilities, public markets, college dormitories, port facilities, a
world trade center in New York City, and various other public im-
provements are being financed through revenue bonds.

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

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

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

A development in revenue bond financing during the period 1946-66
was the increased use of advance refunding. Refunding of revenue
bonds is, of course, not new. Bond resolutions and trust indentures
ordinarily provide for the issuance of bonds to refund outstanding
revenue bonds when subject to redemption. During the past 5 years,
issuers were anxious to replace outstanding high-interest bonds with
more moderately priced obligations. In addition, some issuers felt
the need to modify or eliminate restrictive conditions in outstanding
bond resolutions, particularly with respect to the issuance of addi-
tional bonds. In many cases, the bonds to be refunded were not
callable for several years. Accordingly, advance refundings were
developed, whereby the issuer sold refunding bonds and placed the
proceeds in escrow pending the redemption of the outstanding bonds
on the first call date. Where the resolution securing the outstanding
bonds contained adequate defeasance provisions, the placing of suffi-
cient funds in escrow to retire the outstanding bonds on the redemp-
tion date had the effect of discharging the outstanding bond resolu-
tion or indenture. W1Jhere such provisions were absent, interest on
the refunding bonds was paid from investment income until the out-
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standing bonds could be redeemed and the old resolution discharged.
This method of advance refunding, which could be justified either
because it offered savings in overall interest cost to the issuer or
because it aided in removing onerous bond restrictions which pre-
vented additional financing of public improvements, reached its peak
in 1963 and accounts in part for the record volumie of revenue bond
issues in that year.

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

3. SIGNIFICANT CHANGES IN PREVAILING ATTITuDEs REGARDING
CERTAIN REVENUE BOND SECURITY REQUIREMENTS

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

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

Related to the debt service coverage requirement is the requirement
for debt service reserves. Provision for this reserve is customarily
contained in the flow of funds established by the bond resolution and
often follows immediately upon the allocation of revenues for current
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interest and principal payments. The amount required to be deposited
in the bond reserve is greater today than it was in 1946. Having ex-
perienced isolated revenue bond defaults in recent years resulting from
a failure of estimated revenues, investors now frequently demand a
reserve large enough to meet both interest and principal payments for
at least a year beyond a point of temporary cessation of revenues.
Often this reserve requirement is tied to the maximum annual interest
and principal requirement during the term of the bonds.

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

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

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

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

A. INDUSTRIAL AID FINANCING

1. NATURE OF INDUSTRIAL REVENUE BONDS

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

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

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

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

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

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

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

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

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

TABLE 1.-States allowing industrial development bonds

Mississippi -------- 1943 Wisconsin -------- 1957 Virginia ---------- 1962
Kentucky --------- 1948 Arkansas --------- 1958 Iowa ------------- 1963
Alabama ---------- 1951 Georgia ----------- 1960 Michigan --------- 1963
Illinois ----- 1951 Maryland --------- 1960 Arizona_---------- 1963
Tennessee --------- 1951 Missouri ---------- 1960 West Virginia_----- 1963
Louisiana -________ 1953 Nebraska --------- 1961 Wyoming --------- 1963
New Mexico------- 1955 Oklahoma_-------- 1961 Hawaii ----------- 1964
North Dakota_----- 1955 Kansas ----------- 1961 South Dakota_----- 1964
Vermont ---------- 1955 Minnesota_-------- 1961 Montana ---------- 1965
Washington ------- 1955 Maine ------------ 1962 Rhode Island_----- 1965

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

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

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

TABLE 2.-Volume of industrial development bonds1
Year Amount

Before 1951 -------------------------------------------------- $5, 715, 000
1951 -_----- 6, 920, 000
1952 --------------------------------------------------------- 8, 790, 000
1953 --------------------------------------------------------- 9, 300, 000
1954 ---------------------------------------------------------- , 759, 000
1955 --------------------------------------------------------- 11, 790, 000
1956 -_________ 6,421, 000
1957 --------------------------------------------------------- _ 7, 612, 000
1958 --------------------------------------------------------- _12, 740, 000
1959 --------------------------------------------------------- 22, 946, 000
1960 --------------------------------------------------------- 46, 867, 000
1961 -7___________,____---------------------------------------- t,771,000
1962 ------------------- __---------------------------------- 89, 342, 000
1963 -------------------------------------------------------- 143, 535, 000
1964 -------------------- ____----------------------------- 178, 627,000
1965 -------------------------------------------------------- 211, 531, 000

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

Further impetus to the growth of industrial development financing
came in 1963 when the Internal Revenue Service ruled (63-20) that
nonprofit corporations may, under certain conditions, issue tax-exempt
industrial bonds. This has allowed municipalities in States which do
not have legislation authorizing industrial development bonds to make
use of this type of financing. Thus far, several issues have been made
under the ruling in North Carolina and Arizona, the largest for the
American Sugar Co. ($22,250,000 first mortgage bonds, series A of the
Industrial Development Corp. of Maricopa County, Ariz., August 1,
1964).

2. BOND YIELDS

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

TABLE 3.-Comparative yields (selected Alaobama issues)

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

average

Percent Percent
August 1957 - Decatur-Fruehauf 5.-00-3.-- ------ Pe n 3 1. 43
March 1961 Cherokee-Armour - -4.75 3.48 1. 27
September 1962 Opelika-U.S. Rubber 4.25 3.10 1.15
November 1962 Mobile-Diamond Alkali 4.15 3. 05 1.10
May 1963 -- Decatur-Fruehauf - -- - 4 3.08 .92
August 1963 -- Carbon-Hill-Cluett Peabody 3.80 3.12 .68
August 1965 -- Scottsboro-Revere Copper 4 3.36 .64

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

3. LEGAL ASPECTS

Industrial development bonds have caused little difficulty in Federal
courts for they easily satisfy the requirements of the 14th amendment.
The problem has been more difficult in State courts. All States
require that the borrowing and taxing powers of the State conform
to the public service doctrine, but more importantly, almost all States
prohibit the use of State or local funds to aid a private party.
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For example, the Alabama constitution states:
"The legislature shall not have the power to authorize any county,

city, town, or other subdivision of this State to lend its credit, or to
grant public money or thing of value in aid of, or to any individual
association, or corporation whatsoever, or to become a stockholder in
any such corporation, association, or company, by issuing bonds or
otherwise.'

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

In 1950, the Kentucky Court of Appeals, upheld the State's
revenue bond act.2 The court in this instance, avoided discussion
of public purpose, concluding instead that revenue bonds do not con-
stitute a use of municipal money or taxing power. The court stated
that it was, in fact, unconstitutional for a city to lend its credit for use.
However, the opinion continued, the use of a city's name and the per-
formance of services as a trustee alone was not a loan of credit.

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

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

Decisions in Nebraska 4 and Idaho 5 followed the reasoning of the
Florida court. The Nebraska court stated that allowing revenue bonds
for industrial development involved "fundamental fallacies of reason-
ing" which would constitute a death blow to the private enterprise
system and reduce the constitution to a shambles insofar as its pro-
tection of private enterprise is concerned.6 The Idaho court felt that
earlier decisions which allowed revenue bonds were apologies dictated
by expendiency. The Nebraska decision was overridden by a constitu-
tional amendment in 1960.

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

' Alabama constitution, art. 4, sec. 94.
2 Faulconer v. CitV of Danville, 313 Ky. 468. 232 S.W. 2d 50 (1950).
'State v. Town of North Miami, 59 So. 2d 779 (Fla. 1952).
4 State ex. rel. Beck v. City of York, 194 Neb. 223. 82 N.W. 2d 269 (1957).
1
Village of Moyie Sprinqs v. Aurora Mfg. Co., 82 Idaho 337, 353 P. 2d 767 (1960).
8 82 NW. 2d, p. 274.
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Decisions for industrial development programs, or against them,
have resulted from those points the court chose to emphasize either
public funds aiding private enterprise or, on the other hand, private
enterprise benefiting the community. The question of cause and effect
in this area will continue to be debated in the courts.

The Internal Revenue Code provides that interest on obligations of
a State or any of its political subdivisions is not included in gross in-
come.7 This includes revenue bonds and bonds issued by municipally
owned corporations regardless of the purpose for which the bonds are
issued.8 In 1957, the Internal Revenue Service ruled that bonds issued
by an industrial development board authorized by a State would be
considered as issued on behalf of a political subdivision of the State
and therefore exempt from Federal tax.9

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

B. LEASE RENTAL AND A-TnORITY FINANCING

1. NATURE OF FINANCING

When World War II ended in 1945, State and local governments
were faced with a huge backlog of needed public facilities. Funds for

these projects would have been expected to have come from State and
municipal bond issues. But most States, as a result of excessive bor-
rowving in the 19th century, had constitutional and statutory restric-
tions on the issuance of debt. These debt restrictions took the form of:

1. Prohibitions against public aid to private enterprise.
2. Debt limitations fixed as a percentage of property valuation.
3. Requirement of a referendum for all bond issues.
4. Maximum periods beyond which debt could not run.
5. Mandates that a direct tax be levied at the time the bonded debt

is incurred and annually thereafter to pay the interest as it accrued
and the principal at maturity.

Int. Rev. Code of 1954, sec. 103.
Rev. Rul. 54-106, Cum. Bull. 1954-1, p. 28.

9Rev. Rul. 57-187, Cum. Bull. 1957-1, p. 65.
19 Rev. Rul. 63-20. Cum. Bull. 1963-1, p. 24.



STATE AND LOCAL PUBLIC FACILITY FTNTANCTN 1

As an illustration, Kentucky provides an excellent example. The
present constitution of Kentucky was adopted in 1891 and represents
the natural reaction at that time to the fiscal irresponsibility of the
Reconstruction era which followed the Civil War. Attempts to revise
or amend it have been generally unsuccessful.

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

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

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

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

This, then, is authority or lease-rental financing.
Lease-rental financing has been used primarily for two major

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

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

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

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

THE AUTHORITIES

CALIFORNLN

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

1B7
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as Candlestick Park in San Francisco. The largest issues outstanding
today follow:

SAN DIEGO STADIUM AUTHORITY

Created through agreement between the city of San Diego and San

Diego County as an agency for borrowing funds for construction of a

multipurpose stadium to be leased to the city or county.
April 7,1966, authorized and issued $27 million.

LOS ANGELES MEMORIAL COLISEUM COMMISSION

An agency existing under article 1, chapter 5, division7, title 1 of the

Government Code of California to acquire and construct and maintain

exhibition building coliseums, sports arena, and other buildings for
sporting events.

Commission owns and operates Los Angeles Memorial Coliseum and
Los Angeles Sports Arena and receives rental payments from the city.

Outstanding June 1964, $6,300,000.

ANAHEIM (CITY) STADIUM, INC.

Incorporated June 18, 1964, under provision of general nonprofit

corporation law of State, established to provide financial assistance for

and on behalf of city of Anaheim. Stadium leased to city.
October 1, 1964, $21,500,000.

ANAHEIM (CITY) AND ANAHEIM UNION IHIGII SCHOOL DISTRICT

COMMUNITY CENTER AUTHORITY

Created March 1, 1965, by agreement between city and school dis-

trict for purpose of construction of a convention center, leasing it to

the city for 35 years beginning in 1965.
Issued and outstanding, $14,500,000.

FRESNO CITY-COUNTY COMMUNITY AND CONVENTION CENTER AUTHORITY

Created by joint exercise of powers agreement between city and

county of Fresno. Authority empowered to do all things necessary to

finance and construct a center to be leased to the city.
May 1, 1964, $8,500,000.

OAKLAND-ALAMEDA STADIUM, INC.

Bonds issued April 1, 1964, $25,500,000.

COLORADO

State Highway Department Office Authority organized June 21,

1951, under Colorado Statutes Annotated 1935, to acquire land and

erect buildings for lease of same to State highway department for

offices and for housing highway equipment.
Authorized, $2,388,000.
Outstanding June 30, 1965, $593,000.
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GEORGIA

Certain authorities and agencies are allowed to issue bonds sup-
ported by lease-rentals from the State under a 1960 constitutional
obligation placed on legislature to meet such rentals (art. VII, sec. VI,
par. 1(a) of the constitution of the State of Georgia as amended
(Georgia Lawvs, 1960, pp. 1273-1276) and ratified by voters Novem-
ber 8, 1960, and proclaimed by the Governor November 29, 1960.

On October 15, 1962, 1U.S. Comptroller of the Currency ruled that
bonds of the Georgia State authorities are exempt securities within the
meaning of section 5136 of the Revised Statutes and may be under-
written by national banks, and portfolio holdings are not subject to
limitation.

GEORGIA STATE SCHOOL BUILDING AUTHORITIES

Public bonds created by 1951, Georgia Legislature:
(1) To acquire, construct, and operate self-liquidating projects

embracing school buildings, classrooms, laboratories, etc., for students,
etc., of any institution under control of State board of education or
governing bodies forming part of the State school system.

(2) To execute leases of such facilities with various county boards of
education, city boards of education or independent districts.

(3) To issue revenue bonds of the authority payable from revenues,
rents, and other funds of the authorities; to pay costs of such projects
and authorize collections and pledging of revenues and other charges
for payment of such bonds and for maintenance costs of the projects.

In 1952, the State began a program of school construction. From
1952-55 $157 million bonds were issued. In 1960, new surveys showed
that more funds were needed. An additional $70 million was autho-
rized in 1961-62 followed by a continuing annual allottment of $5.5
million beginning in the year ended June 30, 1961, for capital outlay
to provide funds to pay annual rentals in lease agreements between the
authority and local school units (State board of education became joint
lessee).

Total authorized to June 30, 1965, $270,134,000.
Outstanding, $164,657,000.

GEORGIA STATE OFFICE BUILDING AUTHORITY

Created by General Assembly of the State of Georgia at the 1951
session as amended in 1953. Organized to (1) construct, acquire, own,
equip, and manage self-liquidating office building projects and lease
them to State departments or agencies; (2) issue and service bonds of
the authority to finance cost of projects.

Rentals charged to the State departments and agencies are calculated
to pay bond principal, interest, and costs of operation and maintenance
of buildings.

Total authorized, $26,600,000.
Outstanding, $12,644,000.

CITY OF ATLANTA AND FILTON COUNTY RECREATION AUTHORITY

The authority was created by the General Assembly of the State of
Georgia at its 1960 session. In 1964 bonds were issued by the authority
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to acquire and construct a multipurpose athletic stadium and related
facilities. Principal and interest on the bonds would be had through
rental payments by the city of Atlanta.

Maay 1, 1964, authorized and oustanding, $18 million.

ILLINOIS

ILLINOIS BUILDING AUTHORITY

Created by act of 1961 (amended 1963) to provide hospital, housing,
classrooms, laboratories, offices and other such facilities for the State
of Illinois.

Bonds may be issued, secured by revenues from projects or combina-
tions for which they were issued, including rent from State agencies,
departments, and universities.
Authorized and outstanding, $25,000,000, for:

University of Illinois--------------------------------------- $11, 224, 646
Department of Public Safety-------------------------------- 6, 320, 930
Teacher's College Board------------------------------------ 5, 354.308
Southern Illinois University------------------------------- 1, 388, 020
Department of registration and education-------------------- 712, 096

T otal --------------------------------------------------- 25,000,000

INDIANA

INDIANA STATE OFFICE BUILDING COMMISSION

Created in 1953 by the general assembly (amended 1957) to construct
a State office building.

Issued, $30 million, July 1, 1958.
Outstanding, June 30, 1965, $28.525, 000.
Payable from and secured by pledge of net income and revenues of a

13-story State office building (rentals from 50 departments of State).
Local school building corporations-In Indiana (all organized under

act of 1947, as amended).
Total bonds issued, $223,591,000, divided among 103 school corpora-

tions.
KENTUCKY

KENTUCKY STATE PROPERTY AND BUILDINGS COMMISSION

Created to acquire real estate and buildings projects for any State
agency-to purchase, lease, rent, or acquire by condemnation real
estate needed for use of State or State agencies.

Total bonds authorized, $17,255,000.

KENTUCKY PUBLIC SCHOOL AUTHORITY

Created by H.B. 273, general assembly re session 1960, as instru-
ment of the Commonwealth to assist the board of education of county
and independent school districts in financing school projects.

The authority can issue bonds payable solely from rentals received
from the board of education (as lessee).

No bonds have been i.ssued.-Local and county school district author-
ities have issued more than $200 million in revenue bonds payable from
rents received from the boards of education.
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MAINE

MAINE SCHOOL BUILDING AUTHORITY

Created by chapter 405, Maine laws of 1951, to build and lease pub-
lic school facilities.

Debt limited to $25 million-outstanding at any particular time.
As of August 1,1965, total of all issues was $8,810,000. This amount

has been divided among 28 issues.

MICHIGAN

MICHIGAN STATE OFFICE BUILDING AUTHORITY

Incorporated under provisions of Act 31 Public Act of Michigan
1948 (first extra session), as amended. Issued April 5, 1966, $2,150,000
to acquire a building and site in the city of Grand Rapids for the use
of the city as an administration building.

MISSOURI

MISSOURI BOARD OF PUBLIC BUILDINGS

Board of public buildings created under 1959 legislation and author-
ized to acquire sites and construct buildings for use by State agencies
in any city of 10,000 population and to issue revenue bonds. February
17, 1966, issues were $5 million for State office building in Kansas City.

PENNSYLVANIA

GENERAL STATE AUTHORITY OF THE COMMONWEALTH OF PENNSYLVANIA

A public corporation and instrument of the government created by
the general State authority-act of 1949 (Act 34; Public Law 372,
subsequently amended).

The authority can, among other things, lease to the Commonwealth
any project and property of the authority.

Authorized in 1949 to borrow up to $175 million. By 1963, author-
ization had risen to $1,092,734,600.

Bonds are direct and general obligations of the authority secured
by the full faith and pledge of rentals (sufficient to meet annual
principal and interest payments).
Completed projects, 897-cost----------------------------------- $456,961, 365
Projects under construction, 200-cost-------------------------- 383,916, 860
Planned projects, 296-cost------------------------------------ 216,203, 662

Departments benefited:

Public welfare. Agriculture.
Public instruction. Justice.
State-aid colleges. Military affairs.
Forest and waters. Pennsylvania State Police.
Pennsylvania Historical and Museum. Property and supplies.
Health. Revenue.
Penn State University. Fish commission.

PENNSYLVANIA STATE PUBLIC SCHOOL BUILDING AUTHORITY

Created by act of July 5, 1947, Public Law 1217 (as amended) to
construct, improve, and operate public schools and collect rentals for
the ulse thereof.

70-132-67-vol. 2-12
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Bonds of the authority are not obligations of the Commonwealth
but of the school districts-payable only from rentals-constitution-
ality of act was upheld by the Supreme Court of Pennsylvania.

All lease rentals are calculated to produce 120 percent of principal
and interest requirements.

Through 1965 the Commonwealth appropriated (through legislative
act) $469,608,136 as subsidy to school districts-portions are to reim-
burse rental payments.

From beginning of the authority in 1949 to June 30, 1965, 586 proj-
ects were completed or begun.

PUBLIC AUDITORIUM AUTHORITY OF PITTSBURGH AND ALLEGHENY COUNTY

The authority was incorporated in 1954 by the county of Allegheny
in the city of Pittsburgh, pursuant to the public auditorium author-
ities law (act of July 29, 1953, Public Law 1034), to acquire, construct,
improve, maintain and operate public auditoriums. Issued October 9,
1961, $15 million (rental payments are made by both the city and the
county).

WEST VIRGINIA

WEST VIRGINIA STATE OFFICE BUILDING COMMISSION

The commission maintains and operates a State office building which
is leased to three State agencies. The building was constructed with
an authorized bond issue of $1,700,000. Amount outstanding July 2,
1965, $874,000.

WISCONSIN

WISCONSIN STATE AGENCIES BUILDING CORP.

Organized under Wisconsin nonstock corporation law, chapter 181,
Wisconsin statutes, as a nonstock, nonprofit corporation to construct,
equip and furnish buildings, structures, and f acilities and other perma-
nent improvements for university, State college, and general State
purposes.

Thus far, bonds totaling $125,680,000 have been issued. They are
payable from rental revenues and other funds to be derived from lease
of certain buildings and facilities.

WISCONSIN STATE PUBLIC BUILDING CORP.

Organized as above to construct, equip, and furnish buildings for
general purposes including housing for State offices.

Seventeen million dollars in bonds have been issued and are out-
standing.



CHAPTER 9

Municipal Bond Underwriting*'

INTRODUCTION

Underwriting of municipal bonds is the process by which an invest-
ment banker purchases bonds from the issuing city or other govern-
mental unit and, in turn, distributes them to the ultimate investor.
The underwriter both assumes the market risk during this period and
fulfills a distribution function.

As indicated in a previous chapter, the vast preponderance of new
municipal bond issues are distributed through the underwriting efforts
of investment dealers and dealer banks. Relatively few municipal
issues are privately placed with investors or sold to investors through
a dealer acting as agent for the issuer.

The purpose of this chapter is to describe briefly (1) the nature and
function of the investment banker, (2) the industry within which he
operates, and (3) selected characteristics of new issues of municipal
bonds which partially reflect the structure and evolution of the under-
writing process. As with any study that artificially dissects its sub-
ject, this examination was plagued with the lack of information in the
form required. And as with similar studies, indirect measures were
used in lieu of the preferred but unavailable direct measures. This
necessary substitution is noted where appropriate.

THE INVESTMENT BANKER

GENERAL CHARACTERISTICS

In acting as an underwriter, the investment banker 2 performs his
primary function by purchasing bonds from the "municipality" and
selling them in turn to his investor clients. As a catalyst in the mar-
ketplace, he is responsible for obtaining the best terms possible for
both the buyer and seller and his business success is dependent on this
ability.

The investment banker also may act at different times as a dealer
in the secondary market, buying and selling bonds for his own ac-
count; as a broker, buying and selling for the account of investors
and being compensated by fee; or as a financial consultant.

*Prepared by John E. Walker. research director, Investment Bankers Asso-
ciation of America, with minor editing by committee staff.

I The author is indebted to the Research Committee of the IBA and in particular to
Mr. Winthrop S. Curvin of Smith, Barney & Co., Inc., for their extensive comments and
help. Almost needless to say, the prerogatives of the author were maintained and errors
beyond the control of the committee have been included.

2 In speaking of "investment banker" in municipals, the term must include not only
dealers but also dealer banks, inasmuch as, under Federal banking laws, banks are per-
mitted to underwrite municipal "general obligation bonds."
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When acting as either underwriter in the primary market or dealer
in the secondary market, the investment banker contemplates making
a profit by marking up his merchandise in much the same manner as a
wholesale or retail merchant in commodities. He invests his own
capital-or borrowed funds-in bonds, assumes all of the risks in-
herent in ownership thereof, and if in the judgment of the market
provides a valuable product, is able to pay his overhead and carrying
costs, compensate his salesmen, and make a profit.

As a dealer in the secondary market where the "float," or inventory,
of bonds will at any particular time measure several hundred million
dollars, the dealer provides a means for the orderly exchange of sea-
soned bonds among investors. Since the municipal market is almost
exclusively an over-the-counter market, the services of the hundreds
of dealers operating on a nationwide basis assure the marketability of
bonds-the ready conversion of bonds to cash and vice versa-which
is so vitally important to all investors.

As a broker the investment banker provides a further service to his
clients by undertaking to seek out the best market for a particular
bond and to enable an investor to purchase or sell bonds at a reason-
able commission.

Operating in the primary market as an underwriter, the investment
banker provides a necessary service to municipalities. He stands
ready to risk his capital in bidding for bonds offered in blocks by the
issuer and distributes the bonds to his clients who are seeking profit-
able investments. It is thus through his efforts that the hundreds
and thousands of investors of all sizes and types funnel their resources
to municipalities which need funds for schools, civic improvements,
public utility enterprises, roads, etc.

SOURCES OF FINANCING

The inventory required in order to effectively conduct business is an
important consideration for the investment banker. Because of the
almost infinite variety of bonds available for sale (rating, maturity,
coupon rate, type security, and issuer are all important considerations
for the investor), municipal bond inventories are large relative to
inventories of other securities.3 The method of financing of these
inventories is thus an important aspect of the business.

Inventories of municipal bonds are financed basically in the follow-
ing three ways: (1) by use of the investment bankers' own capital,
(2) by commercial bank loans, and (3) through repurchase agree-
ments.

The most common form of financing is through use of the invest-
ment bankers' own capital. This is true whether the firm is a dealer
bank or a dealer, or whether the firm is a partnership or a corporation.
Additionally, the size of the firm is not of great significance.

8 As evidenced by a survey conducted by the Wharton School of Finance and Commerce
of broker-dealer inventory practices for the first quarter of 1962. Although the variability
among individual firms was great, Inventory-sales ratios for new issues "averaged 4 per-
cent for common stock, 9 percent for corporate bonds. and 29 percent for municipal bonds;
for outstanding issues, the figures were 8 percent for common stock, 11 percent for U.S.
Governments. 24 percent for corporate bonds, and 30 percent for municipals." Irwin
Friend, "Investment Banking and the New Issues Market-Summary Volume," University
of Pennsylvania, 1965.
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Very few firms have so much excess capital that all fluctuations in
the demands for capital can be met internally. Investment bankers
are no exception. Commercial bank loans are an important source of
short-term funds for use in carrying peak inventories. The use of
commercial bank loans can be, however, particularly costly. Since
investment bankers cannot deduct such interest charges for carrying
municipal bonds in inventory as a business expense, the effect is that
the firm may be paying 6 percent from after tax finds to carry bonds
which are yielding tax free (and thus after tax) income of only 4
percent-a loss of 2 percent.

Repurchase agreements at one time were a rapidly increasing
method for financing. At present this is not widely used. Under
such a system the investment banker sells the bonds to a short-term
investor with an agreement to repurchase within a specified time. The
effect of such an agreement is to provide the investor with a short-term
tax exempt investment and enables the dealer to minimize his cost of
carrying inventory.

RISK

In assuming his role as an underwriter of municipal bonds, the in-
vestment banker is obviously faced with certain risks against which
he attempts to protect himself to the greatest extent possible, and for
the acceptance of which he expects to receive a reasonable compensa-
tion. He is operating in an intensely competitive market in which
the difference between the winning and second bids is normallv a
minute fraction of 1 percent of the principal amount of the bonds
being offered for sale and in which the margin of gross profit-from
which all of his costs must be paid-is usually in the range of 1 to
2 percent of the price of the merchandise. He is faced with delicate
decisions of judgment as to the acceptability by investors of the par-
ticular bonds for which he is bidding. He must weigh the effect that
a myriad of sensitive factors can have upon the markets in general
and upon the particular bond issue in question. His objective is a
rapid turnover of his capital at a small profit margin; he is not volun-
tarily a long- or intermediate-term holder of the bonds for which
lie is bidding. Thus, if he is to be successful, he must bid aggressively
for new bond offerings but at the same time be constantly alert to
assure that he does not set so high an offering price on his merchandise
that it is unsalable or unattractive in relation to the hundreds of other
comparable bonds which may at the time be offered either in the pri-
mary or secondary market.

As an example of the narrow margin between profit and loss and
the risks involved in this underwriting operation, consider the hypo-
thetical instance of a $1 million bond issue. For simplicity, assume
that these bonds mature in 25 years and bear interest at 4 percent.
In underwriting this issue, a dealer might bid par ($1,000 per bond)
hoping to offer the bonds at a price of 101 ($1,010 per bond), making
a gross profit of 1 percent or $10,000. At the proposed offering price
the bonds would yield aproximately 3.94 percent to the investor.
Should the dealer find that investors are unwilling to purchase the
bonds unless the yield is 4 percent, then the dealer would have to
cut his offering price to that level or down to $1.000 per bond-a price
equal to his own cost. His loss would equal those costs which he
could not avoid. If the best price acceptable to investors should be
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4.04 percent-a mere 0.10 percent away from the dealer's market ap-
praisal, he would then receive only about 99% ($993.75 per bond) and
suffer a loss of some $6,250 in capital plus whatever costs he incurred.

THE DECISION TO UNDERWRITE ALONE OR WITH OTHERS

In considering a bond underwriting, the dealer must appraise the
state of the market, his own inventory position, the quality and accept-
ability of the bond itself, and other factors which may have tn
immediate bearing upon his bidding capabilities and then determine
whether he will bid for the issue alone or ask another dealer or other
dealers to join with him in a group-or syndicate-to spread the risk
of the venture and to share price ideas and selling potentials. This
sort of decision is faced every day and often several times a day by
the investment banker.

Obviously, the size of the bond offering has a decided bearing upon
the decision as to whether to bid alone or in concert with others acting
as a syndicate, and, just as obviously, the size of the offering will have
a material bearing upon the number of members in a syndicate.
Whereas an investment banker may feel comfortable in bidding alone
for a $500,000 issue, he may want, say, two joint partners in bidding
for a $1 million issue, and he may form a group-or join a group-
consisting of 100 or more dealers in bidding for a $50 million issue.

Thus, the system of syndicate bidding-or syndication-has grown
in the municipal bond industry. By means of the syndicate arrange-
ment, dealers of all sizes and of all geographical locations may be
brought together in a group to participate in bidding for and offering
bond issues of all sizes and types. At any one time a dealer may be
a member of as many as 10 to 20 syndicates which, depending upon
market conditions, may have undistributed balances varying from a
few bonds to several million dollars worth of bonds. Without the
syndicate method the full underwriting strength of the investment
banking industry could not be brought to bear in an orderly fashion
in the distribution of the myriad of issues of varying amount, quality,
maturity range, and geographical diversity.

SYNDICATE MANAGEMENT

The organizer of the syndicate is termed the "manager." In many
instances two or more firms may be "joint managers." The presence
of joint managers may come about by reason of several factors. For
example, if a municipality offers for sale a $20 million issue, two (or
more) firms may commence the formation of a syndicate and de-
termine to combine their efforts. Again, two complete syndicates
may be formed but, during the process of determining the bid price,
they may decide that they can have a stronger syndicate and make a
higher bid if they merge the two syndicates into a single group prior
to bidding.

Once a manager has formed a syndicate to bid for the bonds offered
by a particular municipality, he will normally invite the same group
to join him when that municipality sells a like amount of bonds at a
subsequent sale. Although the members thus invited are at liberty,
of course, to make other arrangements, there is a tendency to continue
with the same group. Should this municipality at some other time
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offer, say, twice as many bonds as it had in the past-a not infrequent
occurrence-then two (or more) syndicates may merge for that partic-
ular sale and submit a single bid. In extreme cases, all of the groups
formed to bid for an issue may, for one reason or another, determine
to merge together into a single large syndicate and submit one bid to
the issuer. In modern competitive markets this seldom occurs unless
there is some special consideration such- as the unusual size of the
offering or the presence of an unusual degree of risk involved in the
underwriting.

In the formation of syndicates the primary goal of the managers is
to form as strong and competitive groups as possible. The manager
invites firms with strong underwriting and strong selling potentials.
MaNny times in a single week dealers A, B, and C may bid against each
other in syndicates, or dealers A and B may be together bidding against
C, or dealers A and C may be in a syndicate bidding against B. In
short, the composition of the syndicate for a particular issue-e.g. Port
of New York Authority-may be entirely different from that formed
by the same manager for, say, State of North Carolina.

PARTICIPATION AND UNDERWRITING LIABILITY WITHIN A SYNDICATE

In forming a syndicate, the manager assigns to each participant a
definitive number of bonds which that participant will underwrite.
These amounts are assigned on the basis of size of firm, underwriting
and selling potential, historical and known ability to distribute a
certain issue or type of bonds, and in part upon the request of the
participant. Each group contains one or more "major underwriters,"
including the manager, who take the largest participations. Follow-
ing this group are other underwriters in various groups or categories
appropriate to their underwriting and distributing capabilities. Dur-
ing the pricing process, changes in participations may occur as mem-
bers withdraw and participations must be revised. After the submis-
sion of the bid, the participations are frozen.

With respect to individual liability of the members of a syndicate,
two types of agreements exist-the "eastern or undivided account"
and the "western or divided account. In the undivided account, each
member is liable for his proportionate share of any bonds remaining
unsold in the account at any time, regardless of the number of bonds
which such member may have sold himself. In the divided account, the
liability of each member is limited to his participation in the account
at the time of purchase of the bonds; a member may sell a volume of
bonds equal to his participation and eliminate his liability, even though
bonds remain unsold in the syndicate. Both forms are prevalent,
although the undivided account is more widely used, particularly in
underwriting serial bond issues. Divided accounts are customarily
formed for term bond issues, and occasionally part of an issue may be
on an undivided liability basis and part on a divided liability basis.
Examples of the typical syndicate agreement forms for each type of
account are found in the appendix.

SYNDICATE PRICING

Having formed a syndicate to bid for an issue, the manager(s) then
proceeds to determine what price should be bid. The usual pro-
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cedure is to ask the members present at the syndicate price meeting.
In many instances a single meeting is sufficient to reach agreement
among the members as to the bid, but if the issue is large and/or com-
plex, two or three meetings may be required. At the meeting the
manager discusses the issue and any unusual problems involved and
inquires as to the price ideas of each of the members-some of whom.
may be represented by proxies if unable to attend the meeting. Each
member, of course, is free to express his ideas of offering price(s),
profit margin, and bid price, and each is free to withdraw from the
syndicate if he believes the price to be bid is higher than merited by
his own appraisal of the issue, the demand therefor, and the condition
of the market. To the extent that members withdraw, other mem-
bers must be willing to increase their own participations in the syndi-
cate so that at the time of bidding the issue is fully underwritten.
Should it appear that the group lacks sufficient underwriting at a given
price, the price will be lowered until agreement is reached that the
best possible bid is obtained. Occasionally a minority in an under-
writing participation may feel that a better bid should be made and
this group may attempt to merge with the strong elements of another
bidding group to form a new syndicate.

The procedure in pricing bonds is to determine the highest price
at which a majority interest in the syndicate believes the bonds may
be reoffered to investors.. Having determined this price, the group
then determines the spread or gross profit margin which they wish to
work for. Deduction of the spread from the offeling price results in
the bid.

COMPENSATION FOR UNDERWRITING AND SELLTNG EFFORTS

The syndicate compensates the member who actually sells the bonds
through a mechanism called the takedown concession. If it is as-
sumed as a typical case that the gross spread expected by the syndi-
cate is $10 per $1,000 bond, a portion of this amount will be considered
as underwriting profit and a portion selling profit. Assuming an
offering price of $1,010 per bond, a bid of $1,000 per bond, and a gross
spread of $10 per bond, $5 of this spread may be determined as 'sell-
ing compensation" or "takedown." The selling dealer, then, would
withdraw bonds from the syndicate account at thcy offering price less
the takedown or at $1,005, and in selling the bond (at $1,010) will be
compensated to the extent of $5 per bond. Of this amount, the syndi-
cate member may reallow a portion-say $2.50 per bond-to other
dealers who are not members of the syndicate but who, nevertheless,
may wish to sell bonds to their own investor clients. In this event the
syndicate member would sell the bond to the nonmember at $1,007.50
retaining $2.50 as his selling compensation, and the nonmember would
earn $2.50 upon selling the bond to his client at $1,010.

After all of the bonds have been withdrawn (or "taken down") by
syndicate members or otherwise sold by the manager for the benefit
of the syndicate, there remains in the syndicate the difference between
the gross spread and the takedown. This amount, less syndicate ex-
penses, is distributed by the manager to the various syndicate members
in proportion to their participations in the account as underwriting
compensation. (Of course, if the syndicate operation results in a loss,
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each participant is assessed in proportion to his participation for
such loss.)

THE STRUCTURE OF THE INVESTMENT BANKING INDUSTRY FOR

MUNICIPAL BONDS

The municipal underwriting industry consists, for the most part,
of elements of municipal bond departments (the departments per-
forming other related functions) which are themselves part of an
organization which operates in other securities or money markets. Be-
cause of the interrelation of these areas, single operations (such as
municipal bond underwriting) are rarely considered alone. It is neces-
sary, therefore, to consider entire securities firms which coincide more
realistically with the actual operations. Thus, this section describes
the industry in terms of: (1) the number of municipal bond dealers,
(2) personnel within the securities industry, (3) the membership in
the Investment Bankers Association, and (4) the managing under-
writers of new municipal issues.

MUNICIPAL BOND DEALERS

The "Directory of Municipal Bond Dealers of the United States" 4

provides a good measure of the number of firms that actively partici-
pate in the underwriting and distribution of new and outstanding
municipal bonds. A compilation of the number of main and branch
offices has been made from the 1965 midyear edition of this directory,
and the results are presented in table 1. Few branch offices of com-
mercial banks are listed, and this understates the municipal bond ac-
tivity conducted by such branches.

A Published 3 times a year by the Bond Buyer, New York City.
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TABLE 1.-Main and branch of/tces of municipal securities dealers: 1965

[By type dealer and geographic location]

Main Branch

State
Dealers Dealer Dealers Dealer

banks banks

Alabama - - -17 7 13
Alaska ----- I
Arizona --- 6 3 7
Arkansas ---------------- -------------- 10 2 2
California- - -29 12 83 I
Colorado - - -11 2 7
Connecticut -------------------------- - 7 2 33
Delaware -- ---------- ----- -- 4 I
District of Columbia - - -7 7
Florida -- ---------------------------------- 24 4 46
Georgia - - -16 3 14
Idaho- 2
Illinois-- 55 7 55
Indiana ------- ---------- 5 2 7
Iowa - -- ----------------------------------------- 14 1 5
Kansas- ---- -9 1 3
Kentucky---- 15 2
Louisiana - - - 15 3 19
Maine --- 8
Maryland - - -7 1 11
Massachusetts - - -22 5 56
Michigan -- 13 2 47
Minnesota - - -15 5 23
Mississippi - - -13 1 11
Missouri - - -25 5 25 1
Montana ------ 6
Nebraska ------------------------ 6 9
Nevada - ----------- -- - --- -- ---------- 3
New Hampshire ---------------------------- - 3
New Jersey - - -22- 4 20
New Mexico 3 5
New York 185 9 64 6
North Carolina -------- 13 3 13
North Dakota --- 6
Ohio --- 44 3 38
Oklahoma --- 7 3 4
Oregon --- 2 1 7 1
Pennsylvania - - -61 3 88
Rhode Island - - ------------------- 1 1 8
South Carolina- 8 1 6
South Dakota ----------------------- 1 4
Tennessee--- 24 4 13
Texas --- 47 8 67
tUtah-- -- - -4 3 4
Vermont - ----- ----------------- I ----- 1
Virginia -------------- --------------- 17 1 7
Washington - - -16 7 12
West Virginia --- 2 7
Wisconsin -- ----------------------------------- 5 2 11
Wyoming ----- 1 2

Total -809 123 895 9

Source: "Directory of Municipal Bond Dealers of the United States," 1965 midyear edition, the Bond
Buyer, New York City.

The table shows that a main office of a municipal securities dealer
ij present in all but 5 of the 50 States; 35 of the States have 7 or more
main offices of dealers. A total of 932 main offices existed in 1965.

A listing of branch offices has been included to present a more accu-
rate picture of the municipal underwriting capability by individual
State. Branch offices allow many dealers to effectively operate on a
national or at least an interstate basis. Thus, active municipal secu-
rities dealers are present in all States, with 39 States having 10 or
more offices.
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PERSONNEL WIT1IN THE SECURITIES INDUSTRY

With the exception of a very few specialists, personnel engaged in

the securities business are involved in nearly all types of negotiable

securities. The most up-to-date and complete survey of the number

of securities representatives was published by the Midwest Stock Ex-

change.? Table 2 is reproduced in part from this newsletter and pre-

sents a tabulation of the number of registered representatives, or sales-

men, by State. In 1966 the total number of registered representatives
is 177,000 which is 49 percent above the level of 1960.6

Although the number of representatives is most directly related to

transactions in outstanding corporate securities, this measure provides

some information on the size of the industry and the ability to attract

personnel to distribute the increasing volume of securities of all types.

TABLE 2.-Securities salesmen by State'

Number of
State salesmen

Alabama -___________________ 1, 050
Alaska --------------------- 140
Arizona -2------------------- 2, 584
Arkansas ------------------- 724
California ---------------- 214, 447
Colorado ------------------ 22, 037
Connecticut ----------------- 3,408
Delaware …------------------ …473
District of Columbia____- - 2-- ' 773

Florida --------------------- 24 025
Georgia ----------------- 21, 500
Hawaii ---------- ----------- 972
Idaho----------------------- 420
Illinois --------------------- 5,800
Indiana --------------------- 2, 750
Iowa ----------------------- 3, 000
Kansas -------------------- 1, 580
Kentucky -------- ---------- 1, 159
Louisiana ------------- - 1,608
Maine ---------------------- 2 600
M aryland ................... 2, 550
Massachusetts -------------- 4, 828
Michigan ------------------- 2, 617
Minnesota ------------------ 2, 084
Mississippi ------------------ 2 577
Missouri -------------- 2-4, 500
Montana_-25--7--------------

St
Nebra
Nevad
New I
New .
New .
New '
North
North
Ohio
Oklah
Orego
Penns
Rhode
South
South
Tenne
Texas
Utah
Verm
Virgis
Wash
West
Wisec
Wyon

Number of
tate salesmen

ska …---------------- - 1, 167
la_____________________ 2176

EIampshire-------------- 525
rersey------------------ 15, 675
Mexico----------------- 448
York-.................. 2 60, 000

Carolina-------------- 1,462
Dakota---------------- 410
_______________________ 4,430
- oma --------------- - '1, 600
mn_____________________ 1,171
ylvania --------------- 7, 59

Island---------------- 814
Carolina-------------- 2650
Dakota--------------- 574

…ssee ------------------ 2 1012
3----------------------_ 3,178

860
)Ast ___________ 395
Aia -------------------- 2, 509
ington ----------------- 22,400
Virginia--------------- 687

ansin ----------------- 2, 049
Ang ------------------- 453

Total number of sales-
men ---------------- 177, 027

1 Source: Midwest Stock Exchange News, vol. II, No. 2, September 1966.
2 Estimate by State commissioner.
3 News estimate.

6 Midwest Stock Exchange News, vol. II, No. 2, September 1966.
a Ibid.
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The IBA is an association which represents, primarily, the under-
writing element of the securities industry. An examination of the
membership of the Investment Bankers Association of America with
respect to admissions of new members and losses through dissolutions,
consolidations, and mergers provide some indication of mobility into
and out of the industry. Table 3 is a tabulation of this information
for the association accounting yearsI of 1957 through 1965. The
column of the table listing mergers is self-explansttory with the
majority of mergers occurring between investment bankers. The
column listing dissolved firms consists primarily of firms which ceased
to exist. Some firms still operate, but not as investment bankers.
Additions of new firms represent, in the majority of cases, relatively
new firms to the investment banking industry either through the
addition of underwriting functions by existing securities dealers or
through creation of new firms.

MEMBERSHIP IN THE INVESTMENT BANKERS ASSOCIATION

TABLE 3.-Changes in the number of members of the Investment Bankers Asso-
ciation resulting from mergers, consolidations, dissolutions, and additions of
firms

Consolida-
tion or Dissolution Addition of

Year merger of of member hew firms
existing firm

members

1957 ------------------------------ -12 -16 251958 ------------------------------ -2 -17 is1959 ------------------------------ -7 -11 221960 ------------------------------ -7 -18 201961 ------------------------------ -14 -11 20
1962 ------------------------------ -6 -12 221963 ------------------------------ -24 -14 91964 ------------------------------ -11 -10 191965 ------------------------------ iS1 -12 16

Total--------------------------- -160 -_121 171

Source: Investment Bankers Association of America.
NOTE.-Membership in tbe IBA was 732 at the end of the 1961 association year.

Except for the year 1959 and 1962, the number of firms within the
industry 11has constantly declined accom..panied by a, continuous inflow
and outflow of firms. Although the figures given are for al types
of investment banking firms, including ~some who do not engage in
the municipal business, the tabulation gives a general picture of de-
velopments in the investment bankingf industry which is applicable to
the municipal sector as well.

M1ANAGING UNDERWRITERS OF NEW ISSUES

The Bond Buyer's Directory 9 for mid 1965 lists over nine hundred
active municipal bond dealers. Virtually all of these dealers under-
write bonds at some time or another bute unfortunately no record of
this activity exists. The Investment Bankers Association. does, how-

7 The association figures are for years ending approximately the first of each December.
As measured by Investment Bankers Association of America membership.
See footnote 4.
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ever, collect and maintain data on managing underwriters '0 of new
issues. As a measure of the number of firms underwriting new issues,
these data are an understatement in view of the many firms that fre-
quently underwrite but never manage. From the IB1A files for 1965,
a compilation was made of the num ber and identity of managing under-
writers for that year. Table 4 is a tabulation of managing under-
writers in 1965 by type of dealer and geographic location. The 388
managing underwriters listed for that year '1 in the IBA files were
distributed among 40 States and Puerto Rico.

Firms which do not underwrite periodically are not identified by
code number in the IBA data and are thus not included with tabula-
tions based on the 388 underwriters which were coded.

TABLE 4.-Managing underwriters' by type dealer and geographic location, 1965

Number of dealers Number of dealers

State State
Dealer Dealers Dealer Dealers
banks banks

Alabama -1 8 New Jersey -6 3Arizona 3 1 New Mexico 1Arkansas -- - ----------- 4 New York - -- 13 54California -7 12 North Carolina 4 6Colorado - -3 North Dakota -- I
Connecticut 1 1 Ohio -- ----------- - 1 20Florida ------ 1----- 4 Oklahoma -2 5Georgia 1---------------- I 7 Oregon -1
Illinois -4 20 Pennsylvania -4 17Indiana ------------ 1 3 Puerto Rico 1 1Iowa - ---------- 3 5 Rhode Island -1
Kansas 1 4 South Carolina 2
Kentucky - - 6 Tennessee ----- - 3 8Louisiana -2 9 Texas ----------------- 6 26Maryland- 4 Utah -1
Massachusetts 4 5 Virginia - - 6Michigan 2 5 Washington - -7
Minnesota 4 7 West Virginia - -1
MississippL 1 10 Wisconsin 2 4Missouri - 5 14
Nebraska-- -2 Total -- 93 295
Nevada- - - 1

l Based on all managing underwriters of new issues in 1965 about which the Investment Bankers Associa.
tion had knowledge.

Source: Investment Bankers Association of America.

Table 5 lists the number of managing underwriters by type of secu-
rity underwritten and type of dealer. Of the 93 managing dealer
banks in 1965, 79 managed only general obligation issues, no banks
managed only revenue issues, and 14 managed both general obligation
and revenue issues.12 Of the 295 dealers listed, 196 managed only gen-
eral obligation issues, 43 managed only revenue issues, and 146 managed
both general obligation and revenue issues.

11 The classification "managing underwriters" in the IBA statistics includes those dealerswho underwrite the entire issue themselves, or who coordinate the activities of a syndicate
(in which case comanagers may exist). The duties of the manager are many and variedbut include bookkeeping, preparation of advertising, preparation of bids, polling members
to obtain a syndicate bid, etc.

U During the 10-year period that data have been maintained by the IBA, more than1,200 firms have at some time or another been the syndicate manager or sole underwriter
of a municipal bonds issue.

" Federal banking laws limit banks in their underwriting of "municipal" bonds to"zeneral obligations" of a State or of any political subdivision thereof (12 U.S.C.A. 24).The term "general obligation" has been variously interpreted by the banking authorities.
Thus, some banks have underwritten bonds which are classified "general obligations" bytheir appropriate authority but which are classified as "revenue" bonds by the definition
employed in this chapter.
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Chart I is a distribution of the number of managing underwriters
for 1965 by the number of issues managed. The majority of firms
managed fewer than 25 issues, with nearly half of the firms managing
fewer than 5 issues.

It was possible to obtain net worth data for 157 of the 295 dealers,
who were managing underwriters, from Finance magazine.13 One
hundred and thirty-eight dealers awho managed issues in 1965 are not
listed in the survey conducted by Finance magazine either because they
did not respond to the survey, or because their net worth was less than
$100,000. Chart II presents the results of this tabulation and itself
encompasses a wide range of capitalization, from the smallest firm
at $100,000 to the largest firm with a net worth of over $133 million.
Nearly 40 percent of the firms reported net worth of from $1 to $5
million.

As a measure of change within the industry, a similar tabulation
was made for 1957. Of the 413 managing underwriters, 148 were
listed in Finance's survey for that year. Chart III is a distribution
of this tabulation. Only about 30 percent of the firms reported net
worth of $1 to $5 million. The overall level of capitalization was
definitely lower with over three times as many firms in the smallest
category and less than one-third as many firms in the largest category.
Although even the largest firms in the investment banking industry
are not particularly large when compared with large firms of other
industries, the two charts indicate that the industry has been able to
attract over the past decade the capital needed to meet the needs of
an ever increasing volume of business. This is particularly note-
worthy in view of the sharp decline of profit margins from 1958 to
1965 (see next section).

TABLE 5.-Managing underwriters' by type dealer and issues underwritten

Type issue

Type dealer
General General ob-

obligation Revenue ligation and Total
revenue

Dealer banks -79 . 214 93
Dealers -106 | 43 146 295

Total ---------------- - 185 43 160 388

I Based on all managing underwriters of new issues in 1965 about which the Investment Bankers Asso-
ciation had knowledge.

2 See footnote 12, of text.

Source: Investment Bankers Association of America and Finance magazine, March 1966.

'3 Finance magazine, March 1966, which reports the results of a survey of firms reporting
;100 000 or more of net capital. Commercial banks are not included. The capital figures

apply to the entire reporting organization and do not represent the capital available for
underwriting (a figure which is unobtainable).
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CHART I

DISTRIBUTION OF MANAGING UNDERWRITERS
BY NUMBER OF ISSUES MANAGED, 1965
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CHART 11

DISTRIBUTION OF NON-BANK MANAGING UNDERWRITERS
BY CAPITALIZATION, 1965
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CHART III

DISTRIBUTION OF NON-BANK MANAGING UNDERWRITERS

BY CAPITALIZATION, 1957
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Sources: Investment Bankers Association of America and Finance magazine, March, 1958.

1. Based on all managing underwriters of new issues in 1957 about which the Investment

Bankers Association of America has knowledge and for which net worth figures were

published in Finance magozine.

THE MUNICIPAL BOND MARKET

This section focuses on those aspects of the bond market that reflect
directly the underwriting process. As such, the examination is con-
cerned with underwriter 14 specialization and method of purchasing
bonds (by competitive bidding or negotiation), the extensiveness of
competitive bidding, and the spread (gross fee) received by the under-
writer for his services. The statistics used are taken from the data file
maintained by the IBA and cover the period 1957 through 1965.
Statistical information is available on spreads only for the years 1958,
1959, 1963, 1964, and 1965.

Underwriting management.-Due to legal requirements and the
demands of the market, specialization has developed among the under-
writers of municipal bonds. This specialization, to a limited extent,
is investigated by separating underwriters into four groups: (1) Lead-
ing dealers, or those 10 dealers who managed the largest dollar vol-
ume-among dealers-of bonds in a given year (this group varied
from year to year); (2) remaining dealers; (3) leading banks, or those
10 dealer banks who managed the largest dollar volume-among
banks-of bonds in a given year (this group also varied from year to
year); and (4) remaining banks. Additionally, the bonds underwrit-
ten by each type of dealer are separated by type of issue (general obli-
gation and revenue) and offering (negotiated or competitive bidding).

1' Again, for lack of underwriting participation data, underwriting management figures
are used.
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The data in this section are taken from the underwriting manage-
ment file maintained by the IBA.15 In this file, dealers who are sole
underwriters of an issue or managers of a syndicate are credited with
the entire dollar amount of the issue. For co-managers, the amount of
the issue is equally divided among the co-managers and each is credited
with one issue. Due to incomplete information, some records were not
used. Additionally, a few new issues of municipal bonds are not un-
derwritten and thus are not included in the compilations. These two
factors account foltthe difference in yearly totals when compared with
the data in chapter 1.

1The tabulations used as basic information are contained in the appendix.

70-132-67-vol. 2-13



New issues of Municipal Bonds, 1957-1965 CHART IV
PERCENTAGE DISTRIBUTION OF THE VALUE OF UNDERWRITTEN ISSUES
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Chart IV is the percentage distribution of the dollar value of all
bonds by type underwriter (dealers or dealer banks) and offering
(competitive or negotiated). The left bar for each year is a distribu-
tion of competitively offered issues and the right bar is a distribution
of negotiated issues.

Management of competitively bid bonds is equally divided (not by
design, of course) between banks and dealers. Banks other than the 10
leading banks have grown in importance as underwriting managers of
competitive issues. All dealers, as a group, have declined in this area.
These relationships do not hold true for negotiated issues, however
(the large increase for remaining banks in 1965 is not statistically
significant). With the exception of 1965, dealers managed more than
90 percent of these issues. From 1957 through 1965, leading dealers
declined in importance as the remaining dealers managed more of this
form of financing.

Chart V compares the same characteristics but is measured by num-
ber of issues instead of dollar volume. The share of the market man-
aged by other (remaining) banks of competitive issues has markedly
increased during the past decade offset by a decline in management by
other dealers. A comparison with chart IV shows that while leading
dealers and banks manage much less than half of the competitively
offered bonds, their percentage of the dollar volume is much larger.
Thus, leading dealers and banks on the average manage larger issues
than those issues managed by other dealers and banks.16

Other dealers have consistently managed a large majority of nego-
tiated issues.

Chart VI examines the distribution of the dollar volume of general
obligation bonds. A similar relationship exists for competitively bid
issues of general obligation bonds as did for competitively bid issues
of all bonds (chart III). This was to be expected due to the dominant
role played by general obligations in a total listing of competitive
issues. The variability within negotiated issues results from the rela-
tively small volume in this category (less than 5 percent of general
obligations) and, therefore, the large influence of a change in the
management of a few issues.

la Of course, they, as well as other underwriters, participate in many other issues both
large and small in a capacity other than managerial
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New Issues of Municipal Bonds, 1957-1965 CHART V
PERCENTAGE DISTRIBUTION OF THE NUMBER OF UNDERWRITTEN ISSUES
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New issues of Municipal Bonds, 1957-1965 CHART VI

PERCENTAGE DISTRIBUTION OF THE VALUE OF UNDERWRITTEN ISSUES
By Type Underwriter and Offering

General Obligation Bonds, 1957-1965
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New Issues of Municipal Bonds, 1957-1965 CHART VI I
PERCENTAGE DISTRIBUTION OF THE NUMBER OF UNDERWRITTEN ISSUES
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Chart VII measures the management of the number of issues of gen-
eral obligation bonds rather than the dollar volume. It reflects the
same pattern as chart V (all bonds) with respect to competitive issues.
Minor changes in the distribution of negotiated issues are not
significant.

AWith the exception of a few issues, banks are not permitted to under-
write bonds classified in this chapter as revenue bonds (see footnote
12). Leading dealers have managed 50-60 percent of the dollar
volume of competitively offered revenue issues with little change over
the years (chart VIII). With respect to negotiated issues, however,
the share of this group has declined noticeably.

As with negotiated issues of all bonds, other dealers manage the
great majority of the issues of negotiated revenue bonds, averaging
nearly 90 percent (chart IX). Again, on the average, leading dealers
manage issues which are large relative to those managed by other
dealers.

Competitive bidding.-Chapter 1 presented detailed information
on the method of sale of new issues of municipal bonds. This informa-
tion showed that competitive bidding accounts for about 95 percent of
the dollar value of general obligation bonds and over 60 percent of
revenue bonds sold. Overall, about 85 percent of new issues are sold
through competitive bidding.

Table 6 is a tabulation of the average number of competitive bids
per bond issues, based on available data maintained by the IBA. The
information is grouped by dollar size of issue and covers the years
1957 through 1965. Much of the IBA data represents at least one
less than the minimum number of bids.'7 As a result, the averages in
the table are known to be too small. Because of the nature of data
collection, the understatement should be greatest in those categories
containing the greatest number of bids. One additional bias in the
data concerns the number of issues. Due to data recording and proc-
essing procedures, a duplication in the number of issues appears to a
limited extent in all categories, but more for the larger issues. There
is no reason to believe that this affects the average number of bids,
however.

17 In recording the number of competitive bids, only the known bidders are utilized.
Frequently it Is known that there was at least one (usually more) additional bidder.
Rather than estimate the additional number of bidders, only the known number is recorded.

1i01



New Issues of Municipal Bonds, 1957-1965
CHART VIII I C

PERCENTAGE DISTRIBUTION OF THE VALUE OF UNDERWRITTEN ISSUES
By Type UnderwrterFnd Offerinq
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New Issues of Municipal Bonds, 1957-1965 CHART IX

PERCENTAGE DISTRIBUTION OF THENUMBER OF UNDERWRITTEN ISSUES

By Type Underwriter and Offering
Revenue Bonds, 1957-1965
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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 $1 to $5 $5 and over

Year:
1957 -1.87 (1, 571) 2. 12 (670) 2.47 (551) 3.85 (756) 3. 01 (306)1958 ------------ 2. 26 (1, 697) 2. 68 (672) 3.36 (613) 4.29 (831) 2. 76 (381)1959 -2.58 (1,566) 3. 19 (608) 3. 79 (619) 4. 90 (844) 3. 27 (251)1960- 2. 56 (1,372) 3. 52 (642) 3. 89 (651) 5.07 (946) 3. 50 (234)1961--------- 2. 30 (1, 295) 3.12 (678) 3. 74 (659) 4.153 (1,321) 3.32 (425)
1962 -2.45 (1, 159) 3.22 (644) 3. 67 (768) 5.08 (1,432) 3.92 (444)1963 -2.64 (1, 121) 3.41 (663) 4.19 (664) 5.82 (1, 144) 4.20 (493)1964 -3. 13 (1,395) 4.21 (805) 4.44 (1,049) 5.60 (1,757) 5. 87 (1, 003)1965 -3. 06 (1, 262) 3. 92 (794) 4.40 (820) 6.27 (1,981) 4.97 (1, 024)

I 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.1s

,I Because different methods were used to record data for these two periods (1958 and1959 versus 1963 through 1965) minor differences in the data may exist.
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TABLE G.-Average spread ' for Underwritten issues: By size of issue, 195859,
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

Year:
1958 -$ _ 24.56 (70) $17.31 (47) $15.68 (41) $16.25 (94) $13.99 (113)
1959 - 22.29 (61) 19. 50 (31) 22. 90 (40) 16.61 (85) 17.98 (47)
1963 ------------- 12.46 (307) 11.80 (248) 11.84 (292) 11.62 (482) 10.46 (103)
1964 --- 12.33 (325) 11.99 (297) 11.05 (361) 11.31 (595) 10.07 (120)
1965 ------------ 11.60 (272) 11.82 (260) 11.70 (298) 10.55 (580) 9. 82 (118)

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

NOTE.-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 latter 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 l9 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-
ices. Viewed from this perspective, the cost of these services to the
issuer declined 30 to 40 percent from 1958 to 1965.

1' IBA Statistical Bulletin, occasional paper No. 7. June 1964.
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EXHIBIT I

Typical Syndicate Agreement For an Undivided Account

GENTLEMEN:

We confirm the formation of an Account to bid for, and if sich bid is accepted, to sll the above bonda subject to the
following terms and conditions:

The present members of the Account. including yoraetves: and their respective participations are set forth on the reverse
hereof: but the Manager may. at any time prior to the submission of the bid, make any change in the membership of the Account
or in the mounts of resperctie participations. and any such change will become effective notwithstanding that notice thereof may
not be received by any member or members; prouded, that the participation of a member shall not be increased withost his consent.
Yost participation as for your own account and is no: to be r feoered subdiided. or transferred without the consent of the
Maagers. 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 succesfunl bidder for the bonds, sales for the Account shall be made only by or through the
Managers. Subject to confirmation by the Managers, members may porchase bonds from the Account at the terms fined as
hereinafter provided but any restaes of bonds so purchased by a member hall be solely for his own account and not as agent
for the Managers or for the Account. All sals 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 conce sions
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 Accuont. Each member will be advised of such terms and of any changes therein and each member agrees
to comply wish 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 -hars of the good faith deposit and the Managers are authorired. on behalf
of each member and either separately in his name or as part of like arrangements for other members in the Acco.nt name or
otherwise, without notice and upon such terms as the Managers deem approprite, to borrow money and/or effect nther arrange-
otors, in order to pay for or carry such member's share of the bonds and to pay or provide for hi share of any louna and

expenses of the Account, and also to pledge any of the bonds as security and to sign any noses or loan aigrsemento. Each member
for whose account such loan or other arrangements are made shall, without the necessity of any determination, call or acconsting
by the Managers be unconditionally obligated thereon directly to the lendee for the full amount of liability incurred for hio
account and no more. At any time during the life of this Account the Manages may cal upon each member to carry hi propor-
tionate share of any unsold or ondelivered bonds or to margin his liability at a price and in the amourt and manner as the
Managers may determine. Upon termination of the Account the M.n.gets may require the member 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 members in proportion to their participations in the Account, regardlesa
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 proceedingse
demand or notice. eminate or transfer to others his interest in the Account and, in the event of treinmation. tell, at public or
pcoate sale and spun ouch terms as che Managers shall elect, all or a part of she defaslting member's proportionate shar of the
bonds in this Account, the Managers on behalf of the Account and each member -rerving the right so be a purhaser at any such
sale; but such aution ou the part of the Managers shall not lease any other member from obligations hereonder, and the
defaulting membe' shall continue liable for his default and for his other liabilities hereunder. Any Ios or enprose resulting
from any such default shall be charged to the Account and shall he boroe by the remaining members in proportion to their
respective participations, being collecsible therefrom by the Manager at any time after the occ.rrence of such default, without the'
prior necessity of legal proceedings against the defaulting member.

The Account shall run for days from she 'late she bonds are awarded to it. unlasseutendrd by motoal consent
or terminated prior thereto by the Managers with the consent of the members buying a majosity interest in she Accouot: povnidend
however that the members shall remain liable for their proportionate shares of any bonds sold for le. Accouct until delivery
thereof out of the Account by the Managers: procided, howeer, that the Managers alone may terminate the Account at any time
after sale and delivery of all she bonds or itend she Account beyond she fiord or agreed date of teemination to permit the delivery
of bonds soId prior thersto. Notwithstanding any termination or settlement of this Atcount the member ill he and rminY
liable in proportion to their respective participations for any further liabilities and xspetses including asy tcaes which may from
time to time be assessed against the Account as such.

The Managers may publish advertisements for the bonds with the name of any or all members of the Account, unless
enpressly 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 vulue of the bonds or the corrctnes or completeness of anything contained therein
or io any advertisemet. p-upCecto or any other document prepare.d or used by the Managers, or fur the acts of any agent

lacted with due care, or otherwise in cono.ction hvrewith encept for wate nf good faith. Member shall be liable for their
piuporrionate shares of all cupines 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
enpenses incurred prior to the time of withdrawal. No member other than the Manager may incur any liability or expense
for the Account without the consent of the Managers.

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

Very truly yous.

We confirm our partkipation in this Account.
Account Meonspera

Name:.
By:

Vice President
By: _ _ - _

Authorized Signorore

Date: ............................. .

Form UG
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EXHIBIT 2.

Typical Syndicate Agreement For a Divided Account

GEN TLEMsSEN

WeY confirm the fortatino of an Account to bid fore and if such bid is accepted, to soil the above bonds subject to the
following terms aud cuoditiuns:.

The present members of the Accoust. including yourselvet and their respective participations are set forth on the. renerse
hereof: but the Masagers -my, at any time prior to the submission of the bid. ake any change in the mrmbecsbip of the
Account us in the amounts of respective participatins. and any such change will become effective notwichstanding that nsitie
thereof may not be received by any member or members procided. that the participation of a member thall sor be inc.eassd
without his cnsent. Your pacticipation is fur your own account and is not to be -ruffered subdivided, or transferred without
the content of the Managers. Each mrmber betreb authorioes the Managers to bid any amount up so and including such membet'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
Mauagers. Subject to confirmation by the Managees membero may purchase bonds from the Account at the termo hied as
hereinafter provided but any sesales of bonds to purchased by a member shall be solely for his own account and not as agent
for the Managers or for the Accuo.s.t Purchases of bonds from the Account by a member shall reduce such member's liability
for any bonds remaining in the Accuossun t its termination, to the extent of the bonds so purchased. All sales of bonds for
Syndicate Account shall redcce the liability of the members for any bonds remaining is the Account at its teemination propor-
tionaely to their parciciparion iu the Account. O elimioati-o 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 woold otherwise have been
entitled shall reduce the liability of other members, proportionately to their participations is the Account. The terms of the
offering including concessions or commissions allowable so members and to others, shall be determined by the Maoagrgs with
the consent of the members having a majority interest in the Arcsunt and may be changed during the life of the Account only by
unanimous onuseit Each member will be advised of such terms and of any changes therein and each member agrees to comply
with she terms from time to time in effect during she life of the Account

The undersigned will act as Account Mausgers, with the custumary authority and discretion. including the right to represeot
the Account in bidding for she bonds, either directly or through a dnlegared agent. The Managers may require of the members
prior to bidding or thereafter their proportionate shares of the good faith deposit and the Munagcrs are authoriced, on behalf
of each member and either seprately in his name or as part of like arrangements for other members in the Account name or
otherise. without nctice and upou such trrms as the Managers deem appropriate. to borrow mosey and/or effect nther arrange-
me-s. in nrder to pay for or carry such member's share of the bonds and to pay or provide for his share of any fusses and
enpenses of the Account, and also tn pledge any of the bonds as security and to sign any nroes or loan agreements Each member
for whose account such luau or other arrangements are made shall. withou the necessity of any determination. call or acuuutisg
by the Mauagers be unconditionally obligured thereon directly to the fender for the full amunt of liability incurred for his
accou.t and no more. Ar any sime during the life of this Account the Managers may call upon each member to carry his peupor-
siouste share of any unsold or undelivesed bonds or to margin his liability at a price and in she amount and manner as the
Managers may determine. Upon ermination of she Account each member shall take up and pay for any remaining bonds tepee-
tentiug 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 propostinn 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 ent of erminasiun sell, at public or
private scIc and upun scmh terms as she Masagers shall elect al or a part of the defaulting member's proportionate share of the
bonds in this Account, he Managers un behalf of the Account and each member reterning the right to be purchaser at any such
sale: bar such action on the pact of the Managers shall not release any uther member from obligations berunder, and she
defaulting cember shall continue liable for his default and for his ther liabilities hereunder. Any loss or e-pense resultisg
from any such default shall be charged to the Account and hall be borse by the remainiug members in prnportiun to their
respective parsiipstins. being cnllectible therefrom by the Managees at any time after the occurrence of such default without the
prior necessity of legal proceedings against the defaulting member.

The Account shall tun fur days from she date the bonds are awarded to it uless ex tended by mutual consent or
terminated prior theremu by the MI-agers with the consent of the members having a majority interest in the Account: provided.
however, that the members shall remain liable for their propoetiunase shares of any bonds sold for the Account until deeliury
thereof out of the Account by the Managers: provided. howeve' that the Maoagers alone may terminate the Acctunt at any time
after sale and delivety of all the bonds or esteod the Account beyond the fined or agreed date of terminatio to permit the delicry
of bonds sold prior thereto. Notwithstanding any tersination or settlement of this Account the members will be and remain
liable in prupurtiso to their respective participations for any further liabilities ard espusen including any tase which may from
time to time he assessed against the Accoust as sch.

The Managers may publish advetisemeuts for the bonds with the names of any or all members of the Account, unless
cressly requested by a member to umit his name. The Managers act bereunder solely as agent for the members and shall be

under no liability with respect to the validity or value of the bonds or the correc..ess or completeness of anything contained therein
or in any advertisement prospectos or any other document prepared or used by the Managers or for the acts of any agent
selected with due care. r otherwise in u.onectiun herewith except fur want of good faith. Members shall be liable for their
proporsinate shares of all epenses incurred in csonectiun with tho Account. pro ided that any member who withdraws from
the Accoact prior to the submission of the bid hoall be liable is the discrtion of the Managers for his penponeinrste share of
enpenses incurred prior to the time of withdrawal. No member uther than the Msangers may isur any liability or eupense
for she Account without the consent of the Managers.

Please confirm your partiipation in and acceptance of the terms of this Account by signing and ret.eniog the enclosed
duplicate of this letter to

Very truly yours.

We cuofirm our participation is this Account. Account Mfonopre

Name . ------------- ----------------- -----

By: _y'........ ..___ _ _ _
By -e-----------------------:------------ ----- -vice-President

Authorized Signatur

Date: .__, ,.,, _ _... .- _.--

Form DC
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APPENDIX

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

1957:
Top 10 dealers '
All dealers -
Top 10 banks '
All banks

Total -----

1958:
Top 10 dealers X
All dealers
Top 10 banks '
All banks

Total ----

1959:
Top 10 dealers'
All dealers
Top 10 banks I -------
All banks

Total

1960: ------------------
Top 10 dealers '- --
All dealers
Top 10 banks'
All banks

Total -------------

1961:
Top 10 dealers'
All dealers
Top 10 banks '
All banks

Total

1962:
Top 10 dealers '
All dealers
Top 10 banks'
All banks---------

Total

1963:
Top 10 dealers I
All dealers
Top 10 banks '
All banks

Total

1964:
Top 10 dealers I
All dealers
Top 10 banks '
All banks

Total

1965:
Top 10 dealers '
All dealers
Top 10 banks '
All banks

Total

Competitive Negotiated Total

Amount - Number Amount Amount Number

$1,441
2,921
1, 711
2,021

632
3, 565

811
1, 139

$367
740
27
53

41
986

37
102

$1,813
3, 792
1, 738
2,082

673
4,812

648
1,241

4,950 4,704 792 1,087 5,874 6,9053

1,935 689 206 45 2, 141 734
3,551 3,666 596 1, 037 4,263 4,913
2,186 653 17 46 2,203 699
2,959 1,218 37 113 2, 999 1,333

6, 510 4,884 633 1, 150 7,262 6,246

1, 910 585 803 21 2, 714 607
3, 510 3, 550 1,244 775 4, 785 4, 506
2,188 524 57 27 2,245 551
2,503 1,132 82 89 2, 590 1,225

6,013 4,682 1,326 864 7,375 5, 731

2,120 779 331 17 2,451 796
3,628 3, 694 953 685 4,608 4,489
2,133 622 3 21 2,158 645
2,492 1,223 20 78 2, 533 1,303

6,120 4,917 974 763 7,141 5, 792

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 6,204 777 485 7,947 6, 705

$2,497 763 $656 70 $3,206 837
4, 599 3,490 1, 786 1, 117 6, 526 4, 694
2, 579 724 5 20 2, 764 744
3, 384 1, 583 18 86 3,403 1, 672

7,983 5,073 1,805 1, 203 9,930 6,366

1,811 1,042 265 25 2,077 1, 068
3,802 3,943 956 803 4,824 4,838
2,810 947 4 6 2,814 953
3,899 2,285 14 62 3,912 2,347

7, 701 6, 228 970 865 8, 736 7,185

2, 500
4, 785
3,358
4,812

9, 597

793
3,494

943
2,395

1951 34 2, 721
773 680 5 681

11 46 3,369
69 68 4,941

_ F I I
5,889 841 748 1 10, 622

831
4,306

992
2,468

6, 774

I The 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 underwritten issues: By type offering and dealer
[General obligation bonds, 1957-65 (dollar amounts 1i1 millions)]

1957:
Top 10 dealers I
All dealers_------- -------
Top 10 banks I
All banks .

Total

1958:
Top 10 dealers -
All dealers
Top 10 banks I
All banks

Total-

1959:
Top 10 dealers I
All dealers_------- -------
Top 10 banks I
All banks

Total

1960:
Top 10 dealers I
All dealers_--------______
Top 10 banks I
All banks

Total

1961:
Top 10 dealers -
All dealers_--------______
Top 10 banks I
All banks

Total

1962:
Top 10 dealers -
All dealers _____-______
Top 10 banks '
All banks

Total

1963:
Top 10 dealers I
All dealers
Top 10 banks I
All banks -

Total

1964:
Top 10 dealers
All dealers
Top 10 banks'
All banks

Total

1965:
Top 10 dealers I
All dealers
Top 10 banks I
All banks

Total

Competitive Negotiated Total

Amount Number Amount Number Amount Number
I

$869
1,865
1,674
1,987

474
3,041

604
1, 125

$9 11 $879
155 732 2 084

27 37 1,170
52 98 2,039

485
4,016

641
1,223

3,852 4,166 207 830 4,123 5,239

1,204 531 7 7 1,211 538
2,297 3,083 162 735 2,525 3,998
2,154 650 17 46 2, 171 696
2,924 1,207 37 110 2,960 1,317

5,220 4,290 199 845 5,485 5,315

1,180 448 9 6 1,189 455
2,239 3,035 126 551 2,384 3,749
2,188 524 57 27 2,245 551
2,502 1,131 76 85 2,578 1,216

4, 741 4, 166 202 636 4,962 4,965

1,377 625 6 6 1,382 631
2, 407 3,139 118 457 2,536 3,691
2,113 621 3 21 2,138 644
2,472 1,220 20 77 2,513 1,299

4,878 4,359 138 534 5, 048 4,990

1,062 715 44 11 1,106 726
2,555 3,651 156 394 2, 721 4, 125
2,614 848 3 15 2,617 863
3,033 1,574 14 63 3,047 1,638

5,588 5, 225 170 457 5, 768 5, 763

1,204 913 3 3 1,208 916
2,493 3,679 90 221 2,585 3,910
2,514 878 20 11 2,535 889
3,009 1,695 24 32 3,033 1,727

5,502 5,374 114 253 5,618 5,637

$1,277 527 $5 5 $1,283 533
2 429 2, 579 211 550 2,679 3, 189
2,705 718 5 20 2,710 738
3,328 1,569 18 86 3,346 1,656

5,756 4,148 229 636 6,025 4,845

1,037 848 0 0 1,037 848
2, 462 3, 269 182 379 2,659 3, 724
2,738 939 4 6 2,742 945
3,818 2,272 14 62 3,832 2,334

6, 281 5, 541 195 441 6,491 6,058

1,386 579 2 3 1,388 582
3 066 2,797 99 272 3,207 3,158
3,292 934 11 46 3,303 980
4,715 2,369 66 67 4,841 2,441

7, 782 5,166 165 339 1 8, 04 5, 599

I Includes PHA issues.

Source: Investment Bankers Association of America.
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TABLE 3.-Distribution of underwritten is8ues: By type offerkw and dealer

[Revenue bonds. 1957-65 (dollar amounts in millions)]

1957:
Top 10 dealers X
All dealers - ---
Top 10 banks'
Al banks-

Total - ------

1958:
Top 10 dealers X
All dealers-
Top 10 banks '
All banks-

Total-

1959:
Top 10 dealers '
All dealers-
Top 10 banks -
All banks-

Total - -------

1960:
Top 10 dealers X
All dealers-
Top 10 banks'
All banks-

Total-

1961:
Top 10 dealers X
All dealers-
Top 10 banks '
All banks-

Total-

1962:
Top 10 dealers '
All dealers-
Top 10 banks '
Al banks-

Total-

1963:
Top 10 dealers -
All dealers .
Top 10 banks '
All banks-

Total-

1964:
Top 10 dealers -
All dealers-
Top 10 banks I
All banks-

Total-

1965:
Top 10 dealers'
All dealers-
Top 10 banks '-
All banks-

Total ------------------ | 1,816

Competitive Negotiated Total

Amount Number mber Am Number Amount [Number

$573
1,030

0
1

157
489

0
4

$358
581

0

30
248

0
4

$931
1,678

0
2

187
756

0
8

1, 031 493 581 252 1,680 764

696 149 199 38 895 187
1, 210 556 429 297 1,689 883

o 0 0 0 0 0
4 8 0 3 6 13

1, 213 564 430 300 1,695 896

730 137 795 15 1,525 152
1, 272 515 1, 118 224 2, 402 757

0 0 0 0 0 0
1 1 6 4 11 9

1, 272 516 1, 125 228 2,413 766

743 154 326 11 1,069 165
1,219 553 835 228 2,069 796

20 1 0 0 20 1
20 3 0 1 20 4

1, 239 556 835 229 2,089 800

601 160 215 22 816 182
1,384 690 897 273 2,307 971

8 2 0 0 8 2
11 10 0 2 11 12

1,394 700 897 275 2,317 983

900 224 158 20 1,059 244
1,624 818 663 232 2,310 1,052

16 5 0 0 16 5
18 12 0 0 20 16

1,642 830 663 232 2,329 1,068

$1,220 236 $652 65 61,924 304
2,170 911 1,576 567 3,847 1,505

54 6 0 0 54 6
57 14 0 0 57 16

2,227 925 1,576 567 3,904 1,521

774 194 265 25 1, 039 220
1, 340 674 774 424 2, 164 1, 114

72 8 0 0 72 8
80 13 0 0 80 13

1,420 687 774 424 2,245 1,127

1,114 214 193 31 1,333 249
1,719 697 674 408 2,475 1, 148

66 12 0 0 66 12
97 26 3 1 100 27

723 677 409 1 2, 574 1, 175

I The 10 dealers and 10 banks ranked highest in terms of management of new issues.

Source: Investment Bankers Association of America.



CHAPTER 10

Municipal Financial Consultants*

NATURE AND FurNcrioNs

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
became 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 OF Du rs

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 issuer. Generally, however, the consultant provides
the following services:

(a) 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.

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

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

(g) 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.

(i) Supervises the printing, signing, and delivery of the bonds.
(j) Advises on investment of bond proceeds.

QUALIFICATIONS AND STANDARDS OF PERFORM1ANCE

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.

NUMBER, SIZE, AND DISTRIBUTION OF Fnmrs

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. Mlost are headquartered in
New York with the bulk of the remainder in Texas and California.

RELATIONSHIPS 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
underwvriters' 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.

FUTURE PROSPECTS

When a State or local government undertakes to borrow for a capital
improvement, it binds its citizens to a financial obligation which will
endure for a generation or more. Increasingly, State and local finance

9s r



206 STATE AND LOCAL PUBLIC FACILITY FINANCING

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 iD-
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.



CHAPrER 11

Municipal Bond Counsel*

INTRODUCTION

The practice of employing experienced attorneys to render approv-
ing opinions respecting the validity of municipal bonds 1 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.
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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 pun-
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 lawv, 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
bond 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 circumscribing, 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. NATURE AND FUNCTIONS OF BOND 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 rulinos, 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.

Specifically, 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
knowledge 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. He 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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]ish 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 is-
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 a 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. Illustrative 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 forms 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
vayment 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.
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(B) BASIS OF CONTRACT

Bond attorneys, as indicated above, are generally employed by the
public agencies issuing the bonds. However, in certain cases, particu-
1arly 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 helping to resolve legal questions early in the
proceedings. In addition, whether bond counsel is employed by the
issuing 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 leagl
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,
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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 tle
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
parties.

2. SIZE 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," in 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 in 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 firms 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. It 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 of 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.

Aside from the listed firms of bond attorneys 2 bond work to a
greater or less degree is performed, in conjunction with bond attorneys,
by 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 37 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, Iowa,
New York------------------- 8 Maine, Michigan, Missouri,
Maryland, Texas_------------ 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 ---------------- 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, affidavts, 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 wuiim-
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
public.

(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-FINANCIAL 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 include 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
issues 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
bodies 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



CuiAPTER 12

Consulting Engineers*

1. NATURE AND FUNCTIONS 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. SCOPE OF DUTIES, SERVICES RENDERED

(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.

(3) 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 ooordination.-Coordination of construction
includes engineering assistance and administration, as the agent of the
client, in preparing contract documents, obtaining and evaluating con-
struction contract bids, 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 service 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 issue, 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.

SIATID AND LOCAL PUBLIC FACILITY FlIVANCING
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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 assignments 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.

2. SIZE 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 FIRMIS

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. THE RELATIONSHIP OF THE CONSULTING ENGIN-EER 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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It 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. ATrORNEY 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-
provement and financial program as well as a presentation of his
financial 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. Legal 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. REMUNErAmON 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 ofwork is known, the fee for the consulting engineer's services may beon a lump-sum basis. Often the engineer is engaged to prepare feasi-bility studies and data for security issue financing at a time when theextent of the project and the amount of services to be rendered cannotbe fully defined.

In such instances it is advisable that the engagement be on afee basis commensurate with the amount of service performed. Inthis instance, either a per diem or a cost-plus fee may be used, with orwithout a maximum limit, depending upon the situation.
The consulting engineer is often asked to review a project and offeropinions and recommendations with regard to the feasibility of aproject which is being offered. At the initiaton of the engagement,

such reviews are not definable as to extent of services required sincesome reviews of work well prepared and well conceived may requirecomparatively little time on the part of the consulting engineer, but ininstances of a marginal project extensive surveys, analysis, review,and revision may be required. On such occasions a variable cost basiswill 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 apercentage of the project construction cost, or of the amount of thesecurity issue. Ordinarily, cost of engineering services bear littlerelationship to the amount of dollars involved in the financing. Thefee will ordinarily be influenced by the complexity and scope of the

project.
The consulting engineer's services should not be furnished on acontingent fee basis such such a basis of remuneration would give theengineer an interest in the feasibility of the project and could, at leastin the eyes of others, affect his objectivity. For this reason, the basisof fees should be independent of the project feasibility or consumma-tion. Consulting engineering services, taken on a firm basis, shouldresult in lower fees than would be possible for the same engineer toundertake work on a contingent basis, since over a period of time theengineer'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 bonds involved is large, 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 o-wn 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 $21/2 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
in order to give complete service on the blocks of bonds which they have
for 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. NATURE-FUNCTIONS OF BOND RATINGS

In 1955 the volume of the tax exempt securities outstanding was $42.8
billion. As of June 30, 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 cororate bonds appeared in 1909
when Moody's began rating railroads. In 1914, Moody's expanded its
services to cover public utiities 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 important 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 allissues 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
2/2 percent of a total of 160,000 local governmental bodies were indefault on some part of their interest or principal requirement. Theaggregate 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'swere rated Aaa in 1929 and 78 percent of the defaulting issues wererated Aa or Aaa. The art of municipal bond analysis has come a longway since the predepression days when the rule of thumb was the num-
*ber of railroads passing through a town. One railroad called for asingle A, two for Aa and so forth.

Today, a determination of ability to pay involves analysis of a hostof economic, 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 theintrinsic quality of bond issues and reflect the ability of the issue to
withstand default and capital loss over long periods of time in thefuture. Moody's ratings of municipal bond issues take the form ofthe 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 prospectsof ever attaining any real investment standing.

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

Moody's does not rate issues of less than $600,000, nor obligations ofenterprises 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 inciuded inMoody'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 1950and 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 areAAA (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 revemne-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. It is 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. EFFECT OF BOND 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. Issuers 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 30,1965, 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-
gations in grades below the four highest, and unrated securities of equivalent
value.

Group III 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) A public distribution of the securities must have been
provided for or made in a manmer 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 from 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:

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

(b) Assessed valuation, including basis of assessment;
(c) Property tax rates;
d) Tax collection record;

Receipts and disbursements;
(W) Sinking fund operation and requirement;
(g) Future debt service requirement;
(h) Population (whether well balanced or otherwise):
(i) Economic background;
(j) Default record;
(k) Per capita debt.

70-132-67-vol. 2-16

235



236 STATE AND LOCAL PUBLIC FACILITY FINANCING

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

Jan. 10,1966 20 Los Angeles sewer -Aa 3.50
Do 20 Burlington, Mass., various -A 3.60
Do 20 Fairfax County, Va., school office facilities -Baa 3.65

Feb. 7,1966 20 State of Maine, various -Aaa 3. 35c
Do 20 State of California, construction -Aa 3. 60c
Do 20 State capital construction and improvment commission, A 3. 80c

Louisiana, sales tax revenue.
Do 20 Las Vegas Valley Water District, Nevada, water revenue Baa 4. 10c

Feb. 21,1966 20 Durham, N.C., various -- Aa 3. 50
Do 20 Brandywine Area School Authority, Pennsylvania - A 3.85
Do ---- 20 San Antonio, Tex., airport revenue -Baa 4. 15c

Apr. 4,1966 20 Riverside, Calif., electricity revenue- Aa 3 60
Do -20 King County, Wash., limited tax -A 3.75c
Do - -- 20 North Bergen Township, N.J, sewer-Baa 4. 00

Apr. 18, 1966 20 Los Angeles County Flood Control District, Calif --- Aa 3. 55
Do 20 Ttempstead, N.Y., various -A 3.60
Do -- - 20 State of Connecticut, highway- Asa 3. 37
Do ------- 20 Western Kentucky State College, construction, education Bsa 4. 00c

building, services D and E.
Apr. 25,1966 20 East Lansing School District, Michigan-a 3. 50

Do --- 20 Fairfield, Ohio, sewer system-N.R. 4. 00c
Do -20 Washington Suburban Sanitary District Maryland, gen- A 3. 60c

eral construction, 1966, and water supply.
Do -20 Consumers Public Power District, Nebraska, Consoli- Baa 3. 90c

dated Eastern System, issue of 1966, revenue.
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3. FACTORS TAKEN INTO ACCOUNT IN ASSIGNING 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." 1
Agency 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 followed 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 thai
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

ID. 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?
(3) 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) Is there 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. BOND RATING 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, published 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 cororate
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 IMPORTANcE OF BOND 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 Sought 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,in 1 9n 1965, would give support to this theory. As a
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. APPRAISAL OF RATINGS

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 coupon on a non-
rated bond usually falls between the "A" and "Baa" groups.

Municipal bonds sold by issuer-1965

Amount Percent
(thousands)

States -$2,287,654 20
Counties -715,907 6
Municipalities -2, 534, 297 23
Towns ps---------------------- 23,102
School districts- 1,828,130 16
Special districts -986,992 9
Statutory authorities -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 typc-1965

[Thousands-par value]

Type Amount Number of
issues

0.0.-unlimited tax -.----- -- $6, 730, 575 4,515
0.0.-limited tax ------- 429,830 311

Total 0.s- -7,160,405 4,826

'Utility revenues -1,143, 610 594
Quasi-utility revenues -1, 542, 050 340
Special tax revenues -205, 062 56
Rental revenues -626,004 26 0

Total revenues -3,516,726 1,250

New Housing Authority -464, 045 127

Grand total -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 neighborlhod 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 criticized 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 is
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 staff
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.



CHAPTER 15

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 CAPITAL 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 II 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 62.3 percent
full faith and 37.7 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.

WHAT IS A DEFAULT?

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.

DEFAULT 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-
faults 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 ---------- ____ 6 Natural gas systems (revenue)___ 2
Cities or counties-------4 Fire district…-------------------- 1
Marina facilities (revenue)--____ 3 College dormitory (revenue)______-1
Water systems (revenue)_------- 3 Aerial tramway (revenue)_------ 1

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 issued. 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.

IA JOR 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 88-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-
neelion with Federal Interstate System will cure the basic difficulties
of the turnpike.

245



STATE AND LOCAL PUBLIC FACILITY FINANCING

The Chicago Skyway is a 73/4-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.

CONCLUSION AND OtrLooK

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 in default now and still possessing some financial reserves, three
projects each with substantial debt are 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.

9A7



CHAFTER 16

Credit Problems of Small Municipalities*

THE MARKET FOR BOND ISSUES OF S-MALL MUNICIPALITIES

Long-term municipal debt outstanding totals in excess of $29 bil-
lion.1 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-
pared for the 5-year period 1961-65 in table I on the following page.
In each year, the average annual interest costs paid by smaller munici-
palities exceeded the average costs paid by the larger municipalities.2
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 II shows the difference, expressed
in basis points,5 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.

I U.S. Bureau 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,'1 Governmental Finances/
GF 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.)8

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.
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TABLE I.-Average annual net interest costs of A, B,' and unrated bonds for
small- and mediun-sized municipalities, 1961-65

Average maturity

tUnder 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
B1-A 3.149 26 3.115 345 3. 788 115 3.635 792
Unrated----- 3. 338 141 3.127 75 3.8S16 181 3.721 78

1962-A - --- 2. 757 36 2. 668 371 3. 086 91 3.030 541
B -3.543 26 2.749 290 3.386 99 3.188 599
Unrated - 3.128 175 2.906 78 3. 453 186 3.326 68

1963-A - : 2.861 42 2. 732 407 3.066 92 3.021 611
B -------- 3.036 41 2. 832 374 3. 361 104 3.176 761
Unrated ---- 33.047 204 2. 809 76 3. 439 277 3.279 68

1964-A -------- 3.038 60 2. 944 357 3. 234 118 3.180 s8o
B1-A 3.315 26 3.055 267 3. 530 118 3.339 651
Unrated----- 3.287 181 3. 168 93 3. 198 2677 3.429 104

1965--A -------------- 3.169 48 3. 093 332 3. 335 77 3. 233 613
B - 3.376 36 3.184 293 3.503 s9 3.386 666
Unrated - 3.434 151 3.289 84 3.659 289 3.501 141

I Bonds rated Aaa, Aa and A and Baa, Ba and B, respectively.

Source: Investment Bankers Association of America.

TABLE II.-Average annual deviation of net interest costs from bond buyer's
indexc 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 I Difference I
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
Unrated- -. 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
Unrated-- -. 019 -.153 13.4 .303 .215 8.8

1963-A------- -.327 -. 427 10.0 -.087 -. 127 4. 0
B------- -.141 -. 327 18.6 .213 .025 18.8
UnratedB. --- -. 111 -.340 22.9 .278 .133 14.5

1964-A --. 182 -. 265 8. 3 .018 -. 039 5. 7
B. .085 -.149 23.4 .288 .131 15.7
Unrated.--- .076 -. 047 12.3 .385 .214 17.1

1965-A - ------- -091 -. 170 7.9 .059 .000 5.9
B .101 -. 072 17.3 .247 .153 9.4
Unrated.-- .145 -. 024 16.9 .398 -246 15. 2

I Expressed in basic points.

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

FACTORS CAUSING DISCRI3MINATORY 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" 4 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-
sibilities. 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.5 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." 6

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.8

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 andrelated financial data over extended periods of time should be main-
tained and made available to the bond market. A capital improve-

4 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.

5Moody'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.
N Roland I. Robinson, "Postwar Market for State and Local Government Securities,
National Bureau of Economic Research" (Princeton, N.J.: Princeton University Press,1960) , p. 104.

7 Ibid., p. 80.
I 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; (3) 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.9

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
Commission 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.

9 U.S. 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. 196i), pp. 8,78-884.

10 Advisory Commission on Intergovernmental Relations, "State Technical Assistance to
Local Debt Management" (Washington, D.C.: U.S. Government Printing Office, January
1965), p. 1.

Sec. 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 O-67-vol. 2-17
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TimE ROLE OF THE STATES

STATE CONCERN WITHI 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,12 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.13 This
approach 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.

Michigan.-The Michigan Municipal Finance Commission was
created in 1943 to "protect the credit of the State and its municipali-
ties." 'r 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;

12See, for example, Advisory Commission on Intergovernmental Relations, "State Con-
stitutional and Statutory Restrictions on Local Government Debt" (Washington, D.C.:
U.S. Government Printing Office, 1964).

3The 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.
department of finance in Kentucky; director of accounts, department of corporations and
taxation. bureau of accounts, in Massachusetts; the State bond attorney in Mississippi
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.

14 Act 202, Public Acts of 1,943.
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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.15

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 distributions

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 certifying all 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.'7
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 jurisdictions35

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
lawv, for narIketig all municipal securities.

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

" 6Letter from E. Boomie Mikrut, director of Michigan Municipal Finance Commission,
Mar. 29, 1966. In addition to the services provided by the Michigan 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.

is Letter from W. G. Coward, acting director, division of local government, Apr. 5, 1906.
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i

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.' 9

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.20

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.

Pennmsylvania.-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 proceedin an related documnents, 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 advertising 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, pp.
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.

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. 2

1

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
data, 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 (3) 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 secure high credit ratings
that result in reduced costs.22

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." 23 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. Each political subdivision must pay the cost

a Letter from Ellen Marie Coggins, Esq., chief of bond division of bureau of municipal
affairs, department of internal affairs, Commonwealth of Pennsylvania, Harrisburg, Pa.,
Apr. 4, 1966.

2 Letter from W. R. Snodgrass, comptroller of the treasury, State of Tennessee, Apr. 12,
1966.

!3 Cb. VTT 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.24

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 eePntralization 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 woticeS 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.26 New Jersey law further
provides that:

A public sale of bonds shall be advertised at least once * * * seven days
prior * * * [to the sale] * * * 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 Jersey."

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.28 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 Dfance commission, annual seminar, Lansing. Mich., May 8 1962.

25 Advisory Commission on Intergovernmental Relations, supra, note 5, p. 58.
26 New Jersey Statutes Annotated," 1965 cumulative supplementary pamphlet, title

M0A: 2-S1.
2 Ibid., title 40A: 2-30.
23 consolldated Laws of New York Annotated," book 33, secs. 57.00-59.00.
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ful way on a current basis." 29 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.

CapitaZ improvemnts programdng.-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.30 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 improvements 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.3

Traininq.-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.33 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 instruction. The univer-
sity sponsored training programs found in North Carolina and Ten-
nessee have been of demonstrated value, however. T'Ihe Institute ot
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

29 Advisory Commission on Intergovernmental Relations, supra, note 5, p. 31.
a See p. 254 above.
al 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.
an The International City Managers' Association, "Post-Entry Training in the Local

Public Service" (Chicago: the International City Managers' Association, i963), 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.3 ' 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 recoguized. A few States, notable examples being New Jer-
sey, North Carolina, and Tennessee, have established effective pro-
grams of assistance in debt management.35 Most States, however, have
made no real constructive effort to provide small municipalities with
much needed guidance in this field.36 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 debt out-
standing and retired.

33 William L. Frederick and Marilyn Gittell, "State Technical Assistance to Local Gov-
ernments" (Chicago: the Council of State Governments, .1962), pp. 41-45.4 Ibid., pp. 38-41.

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

. 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 AssIsTANcE

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 municiDalities market their securities is the public facility
loan program, adinistered by the Department of Housing and Urban
Development.37 The Housing Act, as amended, 38 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.39 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

Ahe Farmern Home Adminstration makes loans to bnb!l_ bodies and nonprofit oru-
nizations primarily serving rural residents to develop 'domestic water sUpo y and waste
disposal systems. In connection 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.
has been most active in this area, particularly since the amendments of the Housing Act
of 1961.

S Public Law .345. 84th cong.. 69 stat. 642; 42 U.S.C. 1941.
3 Political subdivisions having populations up to 150,oQO 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 National 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 publtc facility loan program

Interest rate
'Regua in designated

Fiscal year Interest redevel-
rate opment

counties 1

1902-------------------------------------- 3.75 3.50
19n -- 3.875 3.625
1964 ----- 4------------------- - 4.00 3. 75
1965 ---- 4.00 3.75
1966 -4.00 3.75

1 Counties, or county equivalents (Including, Indian reservations, Independent Virginia cities, terri-
tories, and cities of 250,000 meeting specified income, employment, or outmigratlon 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.

TAis IV.-Geo graphical distribntion and amount of approved loans from 1965
to date'

Region 2 Number Amount of
loans

I- 1 $38, 000
II-37 20,913,000
III 510 214,820,000
IV -74 32,013,000
V- 313 65,113,000
VI ----------------- -- -- -- 89 54,104,000
vii -------------------------------- 2 330, 000

Total -1, 026 387,559, 000

I Unofficial data obtained from the Public Facility Loan Division, Department of Housing and Urban
Development.

'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
Columbia; 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, Montana, 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 loans, 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.-ATumbor and amount of loan8 made under the public facility loan
program'

Percent of
Fiscal year Number of Amount of increase in

loans loans long term

1962 -------------------------------------------- ------ ------ 196 $88, 657,000 3.35
1963 ----- 242 60,400,000 1.48
1964--------- 121 45,210,000 2.47
1965 ------------------------------------------------ 79 75,271,000 1.98
1966 --- - - - - - -- - - - - - - -- - - - - - - -- -69 29, 400,000 .

Total-707 298,938,000.

'Data obtained from the Public Facility Loan Division, Department of Housing and
Urban Development and U.S. Bureau of Census "Governmental Finances," Governmental
Finances G-"F61-No. 2, G-GF62-No. 2, G-GW63No. 2, G-GF64-No. 1, and GF No. 6
(Washington, D.C., U.S. Government Printing Office (1962-66).

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 40

indicates that program rates, even those established for designated
redevolpment counties, have been higher than the rates avaiiaoie 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 I and III.
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APPENDIX A

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

AVERAGE MATURITY UNDER 10 YEARS

A bonds B bonds Unrated bonds

Month
Population, Population, Population, Population, Popuation, Population,
under 10,000 10,000 to under 10,000 10,000 to under 10,000 10,000 to

260,000 250,000 260,000

January - 3.00 (2) 2.803 (36) 3.240 (1) 3.011 (29) 3.405 (7) 2.865 (4)
February 3.161 (8) 2.873 2) 3.154 1) 3.000 (13) 3.433 (14) 2.853 (11)
March - 2.8 (4- 2.890 (4) 3.00 ) (0)-3.254 (23 3.431 ( 312) 3.082 (8)
Agprl -3.289 (3) 3.160 2) - - (0) 3.1 ( 3 27) 3.439 (6) 2.648 (3)
Ma -2.918 (6) 2.890 (58) 3.605 () 3.044 30) 3.239 (14) 2 798 (35
June --3.000 (5) 3.071 (52) 3.043 (3) 3.123 (39) 3.401 (5) 3.11 (23)
July -2.988 (7) 3.042 (29) 2.827 (31) .147 (22) 3.740 (ti) 3.303 (3)
August -- 3.094 (2) 3.016 (40) 3.572 (3) 3.308 (34) 3. 149 (19) 3.358 (13)
SepteM br- 3.536 (2) 2.941 (35) 3.350 (1) 3.136 (18) 3 265 (31) 3.494 (17)ctoble 2.840 (9) 2.85 (25) 2.683 (3) 3.062 (83) 3 580 (12) 2.687 (3)
NovemberA - 2 91 (7) 2.936 (40) 3.239 (7) 2.998 (33) 3.988 (7) 3.01 (8)
December - 3.112 (8) 2.984 2) 3.481 3.009 (44) 3.237 (4) - --- (0)

Average 3.023 (60) 2.967 (428) 3.149 (26) 3.115 (345) 3.388 (141) 3 127 (75)

AVERAGE MATURITY 10 TO 19 YEARS

January - .475 (16) 3.349 (48) a3793 (12) a 627 (52) 3.689 (20) 3.722 (9)
February - 3.---- 300 (12) 3. 157 (51) 3. 701 (11) 3.385 (64) 3. 627 (31) 3. 585 (10)
March------- 3.3350 (10) 3.300 (70) 3. 496 (5) 3. 635 (38) 3. 663 (20) 3.720 (21)
April--------3.449 (5) 3.430 (67 3856 (13) 3.514 (92) 3.823 (9) 4. 010 (1)
May -------- 3.451 (12) 3.248 (87) 3.698 (12) 3.430 (83 3.676 (14) 4.237 (4)
June -------- 3.494 (15 3.364 (67) 3.840 (20) 3.498 (88) 3.031 (11) 3.944 (2)
July ---------- 36 (6) 3.424 (45) 3.891 (10) 3.541 (58) 3.907 (11) 4.178 (2)
August-------3.547 (11) 3.397 (40) 3.855 (10) 3.609 (54) 3.036 (19) & 891 (8)
September - 3.---&588 (4) 3.427 82 3859 (5) 3.530 (4) 4. 043 (18) 3.682 (13)
October - 3------ 385 (14) 3.320 (41) 3.728 (7) 3.549 (6) 3.887 (13) 3.745 (4)
November ----- 3.340 (13) a335 (59) 3.738 . 6) 3.504 (82 3789 (8) 2.861 (4)
December ----- 3.429 (8) 3.273 (6)* 3.814 (4) 3.412 (7) 3.956 (7) - ----- (0)

Average..---. 3.451 (128) 3.335 (658) 3.788 (115) 3.635 (792) 3.816 (181) 3.721 (78)

NOTE.-Figures in parentheses denote number of issues.
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Average monthly net interest costs of A, B, and snrated band8 for 8mali- and
medium-aized muntcipaZities in 1962

AVERAGE MUTURITY UNDER 10 YEARS

A bonds B bonds Unrated bonds

Alonth
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

January -2.875 4) 2.785 (21) 3.765 (2) 2.903 25) 3.490 (11) 2.881 (1)
February - 2.876 5 2 2.793 (29) 5.833 3) 3.095 24) 3.160 (19) 2.690 (10)
March -2.771 2 2.803 (45) 3.295 3) 2.750 18) 3.021 (21) 2.727 (6)
April- ---------- 600 3) 2.608 (46) 3.666 3) 2.627 4) 3.231 (18) 2.831 (6)
May - 2.802 6) 2.674 (49) 3. 101 2) 2.732 45) 3.063 (10) 2.983 (10)
June ---------- a00 0 4) 2.761 (33) ------- 0- ) 2.928 25) 3.226 (5) 3.030 4)
July -2.885 2 2.740 (24) -------- 0 ) 2.634 15) 3.264 (16) 3.348 5)
August -2560 (1) 1 2867 (18) 3.080 4) 2.937 19) 3.171 (19) 2.835 8)
September 2.739 ( 2.547 (31) 2.913 3) 2.627 (14) 2.917 (10) 3.181 8)
October 2.713 (3) 2.456 (13) 2. 490 1) 2.625 (8) 3.165 (7) 2.713 3)
November - 2.403 (3) 2.379 (33) 3.282 4) 2.455 (33) 2.920 (14) 2.904 2)
December - 2.593 (4 2.594 (29) 3.310 1) 2.736 (21) 3.032 (25) 2.847 (15)

Average 2.757 (36) 2.668 (371) 3.543 (26) 2.749 (290) 3.128 (175) 2.906 (78)

AVERAGE MATURITY 10 TO 19 YEARS

January - 258 (14) 3.167 (45) a 479 (10) 3.366 (63) 3. 683 (13) 3.397 (5)
February - 2.999 (4) 3.086 (85) 3.487 (13) 3.220 (99) 3. 05 (35) 3.333 (6)
March - 3.094 (4) 3.061 (88) 3 536 (8) 3.167 (6) 3.406 (32) 3.310 (9)
April- 2.962 (12) 2.969 (78) 3.403 (9) 3.104 (77) 3.399 (21) 3.278 (9)
May -- - 3.014 (14) 2.974 (63) a 265 (21) a 210 (78) 3.627 (6) 3.459 (8)
June ---- 3.208 (12) ao096 (36) 3.565 (6) I236 (43) 3.516 (16) 3.279 (2)
July -3.246 (5) 3.152 (18) 3.440 (4) 3.340 (7) 3.280 (2) 3.579 (3)
August -3 232 (2) 3. 109 (17) 3.313 (3 . 162 (14) 3.541 (11) 3 662 (2)
September - a 049 7) 2. 92 (16) a338 (7 3.083 (17) 3.356 (6) 3 150 (2)
October- 2.837 4) 2.847 (16) 3.003 ( 3.090 (14) 3.488 ( 680 (1)
November- 2.915 (4) 2.922 (29) 3.142 (4 3.040 (34) 3.229 (8) a 086 (6)
December - 3.051 (8) 2.952 (50) 3.412 (11) 3.150 (57) 3.363 (31) 3.339 (15)

Average - 3.086 (91) 3.030 (541) 3.386 (99) 3. 188 (599) 3.453 (186) 3.326 (68)

NoTZ.-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 mfni opalities in 1968

AVERAGE MATURITY 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

January -2.850 (6) 2.526 (15) 2.940 (1) 2.889 (13) 2.915 (9 2.573 (12)
February------ 2.667 (3) 2.454 (14) 3.008 (5) 2.707 (2) 2. 944 (3 2. 778 (4)
March-2. 750 (3) 2.625 35) -- (0) 2.688 (42) 3.064 (12 2.667 (7)
A il ------------ 2.472 (2) 2.590 (43) 2.846 (6) 2.610 (26) 2.812 (33) 2. 765 (5)

ay - 2.692 (1) 2. 748 (62) 2.851 (8) 2.814 (70) 2.968 (24) 2.637 (6)
June 2. 740 (3) 2.634 (41) 2.897 4) 2.724 (29) 3.092 (27) 2. 798 (8)
July 2.922 (7) 2.776 (62) 3.025 (4) 2.891 (66) 3.079 (22) 2.810 (10
August------- 2.902 (4) 2.841 (32) 3.494 (5) 2.833 (14) 3.066 (14) 2.927 (9)
September - 2.980 (2) 2.862 28) 3. 285 (2) 2.943 (20) 3.130 (18) 3.357 5)
October ----- 2.963 (5) 2.809 (40) 2.963 (2) 2.947 (36) 3.254 (17) 3.099 (5)
November - 3.017 (6) 2.927 (32) 3.235 (4) 3.055 (38) 3.304 (16) 2.820 (5)
December - - (0) 2.950 (3)-- (0) 2.950 (3) 3 750 (1) -- (0)

Average 2.861 (42) 2. 732 (407) 3.036 (41) 2.832 (374) 3.047 (204) 2.809 (76)

AVERAGE MATURITY 10 TO 19 YEARS

January - 2.994 (12) 2.959 (66) 3.339 (15) 3.174 (67 3.323 (19) 3.153 (11)
February------3.037 (8) 2.920 (25)) 3.228 (10) 3.131 (57) 3.362 (21) 3.068 (7)
March - 2.886 (7) 2.845 (76) 3.052 (5) 2.973 (102) 3.237 (11) 3.275 5)
April--------2.912 (9) 2.971 (7) 3.272 (17) 3.065 (96) 3.234 (39) 3.448 (4
May -3.042 (7) 2.988 (39) 3.222 (9 3.212 (43 3.481 (28) 3.189 (11
June -3.152 (9) 3.087 (67) 3.636 (7) 3.173 (88 3.53 (40) 3.669 (3)
July -3.066 (5) 3.057 (49) 3.477 (5) 3.236 (49) 3.431 (32) 3.321 (13)
August-------3.031 (9) 3.123 (59) 3.591 (93 3.27 2 63 3.543 (153 3.271 (3)
September- 3.109 (7) 3.068 (639 3.527 (6 3.260 64 3.453 (24 3.388 (5)
October-----::I3.140 (10) 3.105 (1) 3.346 11 3.6 (74) 3.610 (27) 3.506 (4)
November- 3.278 (9) 3.199 4) 3.479 (10) 3.328 (70) 3.498 (18) 3.445 (2)
December -.. ------ (0) 3'447 (3)--------- (0) 3.468 (7) 3.928 (3) --------- (0)

Average ---- 3.066 (92) 3.021 (611) 3.361 (104) 3.176 (761) 3.439 (277) 3.279 (68)

NoTE.-Figures in parentheses denote number of issues.
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Average monthly net interest co8t8 of A, B, and unrated bon4.,s for small- and
mediun-sized municipaGit1.s in 1964

AVERAGE MATURITY 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

January ----- 2.942 (5) 2 837 (20) 3.460 (3) 3.190 (8) 3. 268 (6) 3.458 (9)
February -- 2.866 (2 2.92 (18) 3-- - ( 0) 3. 029 (21) 3 090 (13) 2.894 (6)
March ------ - 3.033 (8) 2..892 (13)- - 0) 3.151 (13) 3. 443 (14) 3. 020 (8)
April -------- 2.971 (9) 2.938 (31) 3. 230 (8) 3.108 (14) 3. 351 (26) 2 871 (9)

iay---------3.118 (7) 3.013 (15) 3.340 (1) 3.069 (26) 3.309 (13)------(0)
June - 3. 036 (4) 2.865 (27) 3.349 (3) 3. 090 (11) 3.271 (25) 3. 217 (11)
July - 3. - 116 (3) 2.943 (66) 3.237 (3) 3. 028 (45) 3.333 (13) 3. 095 (8)
August- 2.953 (6) 2.960 (36) 3.639 (1) 2.966 (27) 3.217 (12) 3.315 (9)
September- 3.170 (1) 2.956 (22) - (0) 3.162 (13) 3.148 (10) 3.314 (6)
October ------ 3. 05 (4) 2,934 (391) 3.373 (2) 3. 056 (30) 3. 195 (13) 3. 176 (12)
November - 3. 187 (3) 2983 (40 3 (5) 3. 027 (38 a (15) 3.259 (9)
December ----- 3. 079 (8) 2.996 (30) --- (0) a 5 2) a32 (1) 3. 136 (6)

AVerage 3. 038 (60) 2 944 (357) 3.315 (26) 3. 055 (267) 3. 287 (181) 3.168 (93)

AVERAGE MATURITY 10 TO 19 YEARS

January- 3.130 (10) 3.135 (51) 3 471 (12) 3.306 (67) 3 462 (18) 3.362 (12)
February------ 3009 (8) a 070 (70) 3.484 (11) 3.230 (103) 3.442 (17) 3.305 (3)
March - 3.317 (9) 3.243 (58) 3.510 (15) 3.374 (64) 3.740 (26) a 414 (13)
April -3. 245 (16) 3. 217 (58) 3.634 (11) 3.414 (70) 3.499 (24) 3. 587 (7)
Mlay - 3.145 (6) 3.190 (42) 3.546 (10) 3.329 (40) 3.701 (16) 3.560 (9)
June -3 276 (16) 3. 247 (46) 3.513 (12) 3.482 (51) 3.643 (29) 3.346 (8)
July -------- 3.274 (9) 3.177 (48) 3M54 (6) 3.438 (41) 3628 (17) 3.322 (12)
August -- - 3.234 (4) 3.169 (33) 3.438 (5) a 265 (26) 3.845 (10) a 386 (8)
September ----- 3. 238 () 3. 195 (41) 3.424 (7) 3.383 (34) 3.595 (9) 3.584 (5)
October -- a--- 3292 (1) 3.240 (36) 3.429 (17) a 349 (49) 3.580 (34) 3.457 (7)
November - a 248 (13) 3. 123 (47) a 611 (6) a 276 (44) 3.530 (39) 3.438 (11)
December - 3.229 (9) 3.188 (61) 3.575 (6) 3.299 (62) 3.513 (28) 3.460 (9)

Average ---- 3 234 (118) 3. 180 (589) 3. 509 (118) 3.339 (651) 3 598 (267) a 429 (104)

NoT.-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
mediur-8sized muMniopalities in 1965

AVERAGE MATURITY 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

January - 2.965 (8) 2.902 (19) - - (0) 2.914 (10) 3.674 (5) 2. 756 (1)
February - 2.974 (4) 2.902 (8) 3.243 (2) 3.103 (25) 3.331 (9) 3.170 (2)
March -3.148 (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)
May ------------- 3.077 (1) 3.018 35) 3.083 4) 3.075 (30) 3.484 (8) 3. 248 (8)
June-3.105 (4) 3.096 (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) 3.069 (31) - (0) 3.158 (14) 3.386 (18) 3.171 (15)
September . 3.139 (2) 3.173 (30) 3. 415 (3) 3. 256 (24) 3.475 (15) 3.262 (10)
October- 1 3.440 (1) 3.280 (30) 3. 537 (2) 3.811 (3) 3.482 (15) 3.371 (31)
November - 3.380 (8) 3.244 (27) 3.518 (7) 3.356 (36) 3.629 (23) 3 218 (2)
December - 3.462 (4) 3.375 (19) 3.750 (2) 3.455 (21) 3. 722 (10) 3.476 (5)

Average ---- 3.169 (48) 3.093 (332) 3.376 (36) 3.184 (293) 3.434 (151) 3.289 (84)

AVERAGE MATURITY 10 TO 19 YEARS

January - 3.164 (5) 3. 091 (65) 3.495 (6) 3 242 (60) 3. 414 (28) 3. 251 (13)
February - 3. 258 (3) 3. 042 (65) 3. 686 (3) 3.135 (67) 3. 434 (18) 3.355 (9)
March -3.169 (5) 3.185 (55) 3. 602 (12) 324 (87) 3.617 (32) 3.476 (8)
April -3.132 (9) 3.162 (38) 3.473 (7) 3. 276 (46) 3. 520 (11) 3.474 (8)
May- 3.413 (6) 3.185 (47) & 452 (6) 3347 (63) 3.567 (29) 3.344 (21)
June -------- 3.376 (10) 3.245 (53) 3.589 (11) 3.360 (575)) 3.731 (19) 3.554 (13)
Julyn- 237 (9) 3 240 (54) 3 682 (12) 3 393 (57) 3 709 (20) 3. 529 (10)
August -3. 228 (4) 3.176 (69) 3.578 (6) 3.361 (52) 3. 608 (21) 3 274 (7)
September- 3. 171 (3) 3.363 (44) 3.628 (8) 3. 633 (34) 3.805 (34) 3.554 (16)
October- a 3445 (6) 3. 405 (32) 3.594 (6) 3. 539 (16) 3. 753 (31) 3. 698 (18)
November 3.533 (7) 3.446 (56) 3. 731 (7) 3.599 (71) 3.787 (27) 3. 611 (11)December - 3.69 (10) 3.587 (25) 3.868 (5) 3.774 (38) a 857 (19 3.972 (7)

Average a 335 (77) 3. 233 (613) a 503 (89) 3.386 (666) a 659 (289) a 601 (141)

NOTE.-Figures in parentheses denote number of issues.



PART III. MUNICIPAL BOND INTEREST RATES AND TAX

PART III. MUNICIPAL BOND INTEREST RATES AND TAX
EXEMPTION

267

70-132 0-07-vol. 2-18



STATE AND LOCAL PUBLIC FACILITY FINANCING

CHAPTER 17

Factors Determining Municipal Bond Yields*

T HE NEW ISSUE YELDS 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,
Dut iS far froi u' soleu 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, prime 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%o) bracket where both would give the same net
yield if tax rates, or individual tax brackets, never changed
(a big if).

TABLE I
Net After Ta Yield of Pris Now Corperate Bonds aid Municipal Bonds

to Various Investor Groups In February 1966

Grans Not Nt
iew d Tax Yild f Yield fCeargtes 1racliat Csareat Municipals

Top Bracket Private Investors . 5.00% 70% 1.50% 3.60%
Corporate Bracket: .......... 5.00 48 2.60 3.60

Com'i. 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 bonus 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 11
Net New Funds Invested In Bonds and Mortgages by Investor

Groups Arranged by Tax Bracket

196044 Annel Average: Billns of Dollars

Aboe
No 20% Corp=ate 48%
Tax Bracke raet Bracket Total

Foundations and Endowment Funds ? ?
Public Retirement Funds ....... $2.3 $ 2.3
Pension Funds ................ 1.8 1.8
Savings & Loan Associations . 10.2 10.2
Mutual Savings Banks . 2.9 2.9
Life Insurance Companies . 5.4 5.4
Fire & Casualty Insurance Com-

panies .................... ._ 9_ _

Total Non-Bank Institutions . 4.1 18.5 .9 0 23.5
Com'l. Banks (Long-Term Funds

Only) ...................... . _7.4 _ 7.4
All Institutions ........... 4.1 18.5 8.3 0 30.9

Private Investors & Misc. (Direct
Inv. in Bonds & Mortgages) ... ? ? ? ? 5.0

Total -.. -

(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 higher 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 $23.5+ 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 Buys 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.

T A B L E I I I
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 1964 19B5 Est

Net New Issues of Municipals 4.0 5.0 5.3 6.3 5.6 6.8
Net Purchases of Municipals by:

Pension Funds .............. 0 0 0 0 0 0
Public Retirement Funds ...... .3 .1 -.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 .1 -. 2 -. 1 -. 3
Fire & Casualty Ins. Companies 1.0 .9 .7 .8 .4 .4
Commercial Banks ........... .6 2.8 4.5 5.1 3.6 5.0
Business Corporations (Est.) ... .2 .3 .1 A .4 .2
Individuals & Misc ........... 1.5 .6 .5 .9 1.9 2.0

Total .................. 4.0 5.0 5.3 6.3 5.6 6.8

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 mark-et. Prior to 1961,
when Regulation Q was changed, commercial banks rarely
bought a dominant volume of municipals. In the 1950's,
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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 $18.9 $24.9 $30.2 $30.2 $29.4
Corporate Bonds .5.0 5.1 4.9 5.6 6.6 8.1
Term Loans (SB&H Estimate) 0.9 1.0 1.4 2.0 2.8 5.3
State and Local Bonds .... 4.0 5.0 5.3 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 $45.9 $50.5
Other Bank Loans ........ 5.1 4.6 8.6 9.1 10.8 15.0
Treasury & Agency Debt

(Publicly Held) ......... -2.7 5.8 6.1 2.5 3.2 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. 5.00% 0 5.00%
Prime Long Municipal Bonds 3.60 0 3.60
Medium Quality Municipal Bonds 4.04.00 0 4.00
Prime Long Corporate Bonds 5.00 48% 2.60
Medium Quality Corporate Bonds .... 5.50 ,548 2.86
Savings Banks .................56 4.50 20 3.60
Commercial Bank c/d's ............0 5.00 48 2.60
Conventional Mortgages to Individualsl 5.75 32 3.90

1 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, principal 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
muhc ura.- *.Ou-c:t ft LS ; a xeee bet .. u.n-n t

in corporates. Since 1955 however, the two markets have
fluctuated similarly.
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The 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
municipal 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 1940 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 H 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 municipal-corporate yield ratio had declined to 90%o.

( Note that Chart 11 and Appendix B are based on a comparison
of seasoned corporate bond yields with new municipal bond yields
and thus the yields and ratios are slightly different from those in
Table 1, 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 ratios had
fallen to about 60%c.

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
banks.

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 2%% which equated to less than
.257c 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
Prnloin thawc Pytroanrflinw rnarlraft eode. Tse musc mu
be sought in a flow of funds analysis similar to that illus-
trated in Tables I, II, and III.
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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%o 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%/c, and probably 5.40% 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 0 -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%o. 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%7 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%o 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%o. This means that pricewise municipals will
aecine more or advance less than taxabie Donds. Nevertne-
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:

1. 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 1890's, 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. Howevex, 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
22 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 III
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 have 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

Pts.
+60
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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-

C HART IV
Yield Curves: 30 Year vs 1 Year Prime Municipals

30 Year vs 1 Year Governments Net After Tax
Basis F
+200

* July 1966
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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, i.e.,
municipals and Governments, have been closely syn-
chroniz'ed 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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A P P E N D I X A- High Grade Municipal Bond Yields, 1900-1965

New England Standard & Pours Bond Buyer, High Grade

Annual Annual AnnualYear Average Average Low High Average

1899
1900
1901
1902
1903
1904
1905
1906
1907
1908
1909

10-yr.
av.

1910
1911
1912
1913
1914
1915
1916
1917
1918
1919

10-yr.
ay.

3.15
3.12
3.21
3.37
3.45
3.43
3.60
3.90
4.02
3.85

3.51

4.00
4.00
4.07
4.40
4.37

3.12
3.13
3.20
3.38
3.45
3.40
3.57
3.86
3.92
3.79

3.48

3.97
3.98
4.03
4.22
4.12
4.16
3.93
4.21
4.50
4.46

3.08 3.13
3.08 3.19
3.15 3.25
3.26 3.49
3.39 3.52
3.37 3.44
3.44 3.70
3.68 4.17
4.79 4.17
3.72 3.85

3.87 4.04
3.96 4.01
3.99 4.09
4.08 4.36
4.09 4.17
4.02 4.23
3.84 3.99
3.82 4.51
4.36 4.59
4.43 4.53

4'15

3.25
3.10
3.18
3.30
3.40
3.48
3.43
3.67
3.87
3.76

3.44

3.91
3.98
4.01
4.45
4.16
4.24
4.05
4.23
4.57
4.50

4.21

Prime New Issues

Annual Annual
Average Low High Average

4.80 4.80
4.70 5.00
3.80 4.30
3.80 4.15
3.70 4.15
3.75 4.05
3.80 4.10
3.70 4.00
3.65 3.95
3.95 4.10

3.97 4.26

Moody's Aaa Bond Buyer, High Grade

Annual
Low High Average Low High

4.97 4.53 5.25
5.02 4.48 5.16
4.19 4.05 4.37
4.23 4.10 4.38
4.19 4.07 4.35
4.09 3.98 4.23
4.08 4.05 4.13
3.97 3.91 4.10
3.98 3.83 4.15
4.29 4.13 4.47

4.30

Year

1920
1921
1922
1923
1924
1925
1926
1927
1928
1929

10-yr. av.
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Prime New Is

Annul
Year AveragE

1930
1931
1932
1933
1934
1935
1936
1937
1938
1939

18-yr. av.
1940
1941 1.60
1942 1.82
1943 1.47
1944 1.15
1945 1.05
1946 1.12
1947 1.46
1948 1.91
1949 1.65

10-yr. av. 1.50
1950 1.52
1951 1.79
1952 2.02
1953 2.45
1954 2.32
1955 2.34
1956 2.54
1957 3.05
1958 2.87
1959 3.31

10-yr. av. 2.42
1960 3.40
1961 3.38
1962 3.21
1963 3.19
1964 3.26
1965 3.28

July'66

e Low

3.65
3.20
3.15
3.05
2.90
2.35
2.25
2.35
2.30
1.75
2.70
1.60
1.35
1.70
1.25
1.10
0.95
0.90
1.35
1.70
1.60

1.40
1.40
1.85
2.25
2.15
2.25
2.30
2.70
2.65
3.10

VUs Noeedy's An Bond Buyer, High Grade

Annual Annual
High Average Low High Average LOW High

4.10
3.85
3.95
3.85
3.85
3.00
2.65
3.00
2.60
2.10
3.30
2.00
1.80
2.00
1.75
1.20
1.20
1.50
1.80
2.15
1.70

1.65
2.00
2.25
2.75
2.45
2.40
2.85
3.25
3.30
3.65

3.10 . 3.65
3.25 3.40
3.10 3.35
3.10 3.30
3.20 3.35
3.15 3.50.

3.85

2.50
2.24
2.07

1.83
1.52
1.63
1.38
1.16
1.08
1.10
1.45
1.87
1.66
1.47
1.57
1.60
1.79
2.31
2.03
2.17
2.50
3.10
2.92
3.35
2.33
3.26
3.27
3.03
3.06
3.09
3.15

4.08 3.92
3.88 3.60
4.33 4.02
4.30 3.81
3.73 3.38
2.99 2.79
2.63 2.35

2.18 2.81 2.67 2.35
2.14 2.45 2.58 2.42
1.90 2.32 2.42 2.26

3.36
1.56 2.06 2.20 1.82
1.39 1.71 1.80 1.57
1.54 1.84 1.88 1.72
1.25 1.56 1.58 1.35
1.14 1.21 1.34 1.30
0.95 1.22 1.21 1.06
0.91 1.38 1.23 1.04
1.35 1.69 1.63 1.56
1.75 1.96 2.16 2.00
1.61 1.71 1.92 1.84

1.70
1.42 1.66 1.74 1.58
1.30 1.78 1.75 1.43
1.67 1.99 1.98 1.84
2.04 2.64 2.50 2.21
1.93 2.18 2.24 2.10
2.06 2.29 2.33 2.24
2.19 3.04 2.62 2.34
2.79 3.43 3.15 2.89
2.69 3.28 3.05 2.80
3.06 3.60 3.43 3.15

2.48
2:99 3.53 3.37 3.12
3.12 3.37 3.35 3.16
2.88 3.26 3.10 2.92
2.93 3.18 3.10 2.95
2.99 3.16 3.15 3.06
2.94 3.40 3.20 2.99

3.77

Sources
New England municipals from Macaulay's "Bond Yields, Interest Rates and Stuck Prices," Nationa

Bureau of Economic Research, 1938, page A 142ff.
Standard & Poor's, Moody's Aaa, and Bond Buyer averages are from those publications. The new

issue yields are derived from a privately prepared series reflecting the twenty-year maturity yields
of all substantial prime new issues that sold reasonably well through 1950 and, thereafter, the
thirty-year maturity yields of the same.

4.25
4.23
4.66
4.90
4.50
3.30
2.84
2.90
2.75
2.94

2.66
2.13
2.19
1.80
1.44
1.43
1.66
1.85
2.25
1.99

1.86
2.02
2.20
2.85
2.37
2.50
3.10
3.43
3.51
3.70

3.65
3.44
3.28
3.24
3.25
3.47
3.85
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A P P E N D I X B- A Comparison Between Long-Term Prime Municipal Yields and
Long-Term Prime Corporate Bond Yields

Long-Term Municipal
Bonds vs. Prime 30-Year

Corporate Bonds,
Annual Averages

Municipal
Yield Yields

Spreads, as % of
Basis Points Corporate

Yields

- 6 98
- 18 94
- 16 95
- 25 93
- 17 95
- 3 99
- 22 94
- 25 93
- 3 99
- 2 99

- 13 96

+ 4 101
+ 5 101
+ 6 102
+ 31 108
+ 5 102
+ 6 102
- 5 99
- 18 96
- 25 95
- 34 93

- 3 99

- 47 91
- 31 94
- 44 91
- 53 88
- 59 87
- 60 87
- 41 91
- 33 92
- 39 91
- 45 90

- 45 90

- 44 90
- 62 85
-106 78
- 74 82

Year

1934
1935
1936
1937
1938
1939

10-yr. av.

1940
1941
1942
1943
1944
1945
1946
1947
1948
1949

10-yr. av.

1950
1951
1952
1953
1954
1955
1956
1957
1958
1959

10-yr. av.

1960
1961
1962
1963
1964
1965
July '66

Long-Term Municipal
Bonds* vs. Prime 30-Year

Corporate Bonds,
Annual Averages

Municipal
Yield Yields

Spreads, as % of
lasis Points Corporate

Yields

- 46 87
- 76 81
- 66 78
- 44 86
- 45 84
- 85 70

- 65 82

- 90 67
- 99 62
- 84 68
-108 58
-139 45
-149 41
-133 46
-111 57
- 91 68
-103 61

-111 58

-110 58
-111 62
-101 67
- 82 75
- 65 79
- 76 76
- 81 76
- 88 78
- 94 78
- 105 76

- 91 73

- 99 77
- 94 78
-111 74
- 104 75
-110 75
-115 74
-128 75

Year

1900
1901
1902
1903
1904
1905
1906
1907
1908
1909

1 D.yr. av.

1910
1911
1912
1913
1914
1915
1916
1917
1918
1919

10-yr. av.

1920
1921
1922
1923
1924
1925
1926
1927
1928
1929

10-yr. av.

1930
1931
1932
1933

*Sources
Corporate yields are 30-yr. Durand Basic Yields (National Bureau of Economic Research). Municipals

are Bond Buyer, High-Grade to 1920; New York State to 1940; thereafter, long-term prime new Issues
(see Appendix A).
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APPENDIX C
TABLE I

Annual Averages of Municipal Yield Scales

PRIME GOOD GRADE
Maturity in Years Maturity in Years

1 2 5 10 20 30 1 2 5 10 20 30

1950 .75 .80 1.00 1.20 1.55 1.70 .90 .95 1.20 1.50 1.90 2.10
1951 1.00 1.05 1.20 1.40 1.60 1.80 1.10 1.10 1.40 1.60 1.95 2.15
1952 1.00 1.05 1.20 1.45 1.75 2.00 1.10 1.15 1.40 1.70 2.10 2.35
1953 1.30 1.35 1.55 1.80 2.20 2.45 1.45 1.50 1.85 2.25 2.70 2.95
1954 0.75 0.90 1.15 1.50 2.00 2.30 0.85 1.00 1.30 1.75 2.30 2.60
1955 1.15 1.25 1.55 1.80 2.15 2.35 1.35 1.45 1.80 2.15 2.50 2.65
1956 1.70 1.90 2.10 2.25 2.40 2.55 1.90 2.10 2.40 2.65 2.80 2.95
1957 2.15 2.30 2.55 2.75 2.95 3.05 2.45 2.60 2.95 3.25 3.45 3.55
1958 1.30 1.50 2.00 2.40 2.80 2.95 1.50 1.75 2.30 2.80 3.30 3.40
1959 2.20 2.35 2.65 2.95 3.20 3.35 2.45 2.55 2.95 3.35 3.65 3.80
1960 2.05 2.30 2.60 2.90 3.20 3.40 2.30 2.50 2.90 3.30 3.65 3.80
1961 1.50 1.75 2.20 2.75 3.15 3.35 1.70 1.95 2.50 3.05 3.55 3.70
1962 1.60 1.75 2.15 2.55 3.00 3.20 1.75 1.90 2.30 2.75 3.20 3.45
1963 1.75 1.90 2.25 2.60 3.00 3.20 1.85 2.00 2.40 2.80 3.20 3.40
1964 2.10 2.25 2.55 2.80 3.05 3.25 2.20 2.35 2.75 2.95 3.30 3.50
1965 2.35 2.50 2.75 2.90 3.10 3.30 2.40 2.55 2.85 3.00 3.25 3.45
July '66 3.60 3.60 3.60 3.65 3.75 3.85 3.70 3.70 3.80 3.85 3.95 4.00

TABLE II
Yield Spreads 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 in in i 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 Ill
Yield Spreads Between Maturity Groups of Municipal Yield Scales

Annual Averages

PRIME GOOD GRADE
Maturity in Years Maturity in Years

2 to S to 10 to 20 to 30 to 30 to 2 to 5 to 10 to 20 to 30 to 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 35 20 105
1952 5 15 25 30 25 100 5 25 30 40 25 125
1953 5 20 25 40 25 115 5 35 40 45 25 150
1954 15 25 35 50 30 155 15 30 45 55 30 175
1955 10 30 25 35 20 120 10 35 35 35 15 130
1956 20 20 15 15 15 85 20 30 25 15 15 105
1957 15 25 20 20 10 90 15 35 30 20 10 110
1958 20 50 40 40 15 165 25 55 50 50 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 55 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
1964 15 30 25 25 20 115 15 40 20 35 20 130
1965 15 25 15 20 20 95 15 30 15 25 20 105
July'66 0 0 5 10 10 25 0 10 5 10 5 30



CUrA1TER 18

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

INTRODUCTION AND SUCMARY

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 langua 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 weak, 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 is 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 local 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 -au' P. MeGo.ldri.k. Divisinn o Resenreh Fnd Statistics. 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. Editorial 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 OF 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-
pitals and other social welfare institutions, and administrative
buildings.

These conclusions 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 3, 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

'Frank Morris, "Impact of Monetary Policy on State and Local Governments: anEmpirical Study," Journal of Finance, May 1900.
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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 strength 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.2 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 3 the
series is of the Sidney Homer series on standardized new issue yields
(for "god" rated municipals).4 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.5

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 ,issues than does the
AAA 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.

2
The series Is 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.

On 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-
ticular Issue features) than are quoted new issue yields. This writer inclines to this
opinion.

'Throughout this paper, "municipals" means long-term security Issues of State as well
as local governments. This usage conforms to that in financial markets.

6 In 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 this lack
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 6
and the derivation of the series prior to 1963 as a weighted average of
current and past contract awards and sktrts. 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.7 His preliminary analysis
of State and municipal 8 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
initial design of projects and the midpoint of work underway, for most projects, is approx-
imately 2 years.7 Tanzer Review of Economics and Statistics." August 1i64, pp. 237-244. Required
balances were defined as those shown by a trend fitted to actual balances over the time
period of his study.

I 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 9 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 unlagged 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-
rowing-is appealing. gut the objection needs to be discussed
explicitly.

In a doctorial dissertations 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
capital outlays.

The 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-

9A partial regression coefficient 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 of 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. It 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.

10 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 Pollcy"
(Commission on Money and Credit. 1963).

1' 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 is the flow of atul 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.

However, 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. In the 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., 13 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 local
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 14 are explained en-
tirely by indexes of real needs, spending, and current revenues. Inso-
far as -the gross coefficients of determination 16 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 MODEL OF THE STATE AND LOCAL BOND 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 16 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 both 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

14 Residential outlays are not explained by A-B-A, because of their smallness and
irregularity.

15This 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.

A 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.17 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 1957.15 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.19 Never-

"7 Let r1 be the yield of tax-exempt bonds, r2 be the average yield of taxable loans and
investments, r. 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 2Demand deposits, invested in tax exempts --------------------------- =r1
Time deposits, invested in taxable investments_ ----------- ------I-----= (1-a) (rrs)
Time deposits, invested in tax exempts…----------------… -------------…=…r…(-a)…a

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.

Is Any reasonable allocation of operating costs among tax exempts, taxable bonds and
mortgages, and business loans in the aggregate portfolios of commercial banks would

-nd4-atc that since 1952 at least tar exempnts have beern more profltnhlp thnn 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 drop from 4.0 to 1.0 percent, Le., by 75 percent of the former level. But
earnings on taxable securities net of interest cost drop from 3.0 to 0 percent, i.e., by 100
percent of the former level.

19 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 20

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. 21 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,22

the absence of effective legal constraints on interest rates such as usury
laws to preclude voters and officials from raising funds; 23 the marked

20 And voter decisions, insofar as interest rate ceilings are included in bond referendums
proposals.

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

. 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 Asa yields.

3 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 oa speciic 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 x 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
yield differentials; and the impersonal nature of relationships between
borrowers 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, 24 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 State 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
may be 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 attenfpt 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
(St-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-
scrbd In tle preceeing two pareg-ranphq iq 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.

(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 coefficients 25

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 acquaint-
ance with economic theory, knowledge of Ithe market being explained,
and cominonsense. 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 lenders
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) ,26 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.
26 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 +0.99 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,27 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 coefficient for the
interest rate spread (r.. - r81) in the first column of table 1. Its negaa-
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
ogo into debt during the 1952-65 period. And this is obviously only a
irst 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 specifying
four alternate definitions of State-local bond yield expectations and
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.28 The coefficients for
(rsi=r)8z 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

'n 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.

XA spread was used for technical reasons (to minimize colinearity between the actual
and expected yied variablel).
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TABLE 1.-Regression parameters for equations explaining bond sales as percent
of permanent income

Partial regression coefficients Amount Amount

TlYP -0. 211
(.039)

r,- . 672
(. 197)

ru m -- -- -- --- -- -- -- --- -- -- -- -- --- -- -- --- --- -- -- - - -- --- -- -- -- 4 0 6
(. 265)

----- -- - -- -- -- - -- -- - --- -- ---- -- - -- - --- - - - 0 .5 9 8
(. 193)

EIYP -. 423
(. 157)

FY- -. 791 -. 108
(.264) (.373)

(S/ Y') -I - -------------------- 802 -399
(. 115) (.097)

(r --=r)I--. 523 2, 349
(. 156) (.082)

V/YP -. 104 . 002
(.028) (.028)

P t --------- ------------------------------ -. 023 . 137
(.024) (.037)

Reg. Q- .35
(. 11) -_-----_-

C / -- - - - - - - - - - -- - - - - - - - - - -- - -- - - 578
(.249)

Standard error-. 11 . 11
R 2 ........ .............................. ...... .8 2 . 82
Durbin-Watson ratio-2. 55 2. 13
Constant term--977 1. 54

Ii=3.
REGRESSION EQUATION SYMBOLS IN TABLE 1

B - Bond sales.
Y- Permanent income. This is always lagged A 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 accruals, trade debt, and debt to U.S. Government.
T- Time and savings deposits at commercial banks.
E - Compensation of employees plus "other purchases" of State and local governments, in nationa l

income and product accounts. (E thus equals expenditures on goods and services less con-
struction, in the same accounts).

F - Federal grants-in-aid to State and local governments.
P' - Construction cost index (Department of Commerce composite) as percent of implicit GNP

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

yield.
(T"i=r),a Expected interest rate on municipals, by the ith definition of expectations, minus the actual

interest rate on municipals (i=1, 2, 3, 4). The i definitions of expected interest rates are as
follows:

i=1 Expected rate equal the sum of the current and past 2 half-year values with weights
of 0.25, 0.67, and 0.08 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 0 for

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

NOTE.-All dollar magnitudes are seasonally adjusted, including the stock of State and local debt(s).
All percentages and rates (including interest rate spreads) are scaled in Moe of a 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 percentage numerators and
interest rates shown in table 1 are current period values except the debt stock(s) variable whish is lagged by
M 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. W7ithin 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. Governmient 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 borrowers 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 in
each regression, having the expected sign (positive in each case) and
being much higher than their standard errors.2 9 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 coefficient, 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),30 it generally pro-
iuued rfiorae StabLle Iegressio ' meiiua in the -egressio-n runs

2a 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.

30 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 bond 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/YP 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.



TECitNICAL APPENLAX

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 influenced 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 t-=3(#',X't t- S,-,)

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, St- equals the lagged stock of State and local contractual debt minus
current debt amortization, and delta sub-one is the familiar reaction-speed
coefficient.

2 Grants for construction itself or for purposes necessitating construction lower the cost
of construction relative to the cost of current outlays financed out of current 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 of 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 stoek-adjustment model

AS1 = o( Sm toSm-i)
implies that

D = 01, i) -o 0-1) F t'

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 ofmeasurement. 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 governmnents (positively related to supplies of loanable funds, sincesuch 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 thatlender 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) B9=52(A'jY';t-St-,)

when delta sub-two is the lenders' reaction-speed coefficient, the Y primes are
a vector of variables positively and negatively affecting the desired stock ofbonds 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 S 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 checksreceived in repayment of debt? The bondholder always has the alternative of doingnothing, and doing nothing during a period means that the stock of debt at the beginningwill be reduced at the end by the amount of debt amortization received. And reinvestmentof the incoming flow of amortization payments demands the same attention and involvesthe same steps as the portion of bond purchases which result In a 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 conclusionsapply to State and local decisions on gross and net borrowing.
tBut whichever theory the reader prefers, the delta coefficients in equations 1 and 2 arenot the delta coefficients in the classical stock adjustment model. However, differencesbetween the writer's and the classical delta coefficients are very minor for values of eitherwhich are moderate to large in size, as long as we can make another assumption. This isthat 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 isvery realistic for the period since 1951, the relationship between the classical reaction-speed coefficient and the writer's delta coefficients in equations 1 and 2 is as follows:

a= 8' (1-a) +ax

When alpha is the constant proportion of current debt repayment to the lagged stock ofdebt, 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 thelagged debt stock for State-local governments, simple calculations show that as long asdelta is above 0.3 or so, delta and delta prime are very close to each other. And the sameis necessarily true in both equations 1 and 2 of the text, since alpha is the same for both.5As before, the lagged stock is defined as the sum of the actual lagged stock and currentdebt amortization. See footnote 2 for the general justification for this special definitionof the lagged stock. (rhe 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 shown 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).

For measuring needs of State and local governments for borrowed funds, three
variables are tried successively in different regression runs. The first is con-
struction put 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 State 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. 4 Four definitions of these were tried in successive equations.
(1) A naive hypothesis is that expected rates of period t equal rates in period
t-1. (2) A somewhat more credible hypothesis is that expected rates during
period t 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
the …e governm-ntal "nits want to renlace debt beinP 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
in a declining tax burden for debt interest and amortization payments, except over very
long periods.

' David Melselman, 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,
Z.. common to both. This is done by subtraction anti iianipulation 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:

are interesting.6 The equation (3) reaction-speed coefficient, 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 (C' and IF) equal their respective
equation (1) or (2) coefficients divided by the ratio of one to both of the target
coefficients 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.)
'Uherefore, 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
(A.m and 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-

Let 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). T he beta and A coefficients for that
variable, in equatIons 1 and 2, respectively, are Bm and Am. Keeping the notation the
same as iu these two equations, and understanding that the vector Z'k Is now bereft of
the eliminated variable (Zm) it can be shown that the relationships are as follows between
the structural coefficients in equation (3) and the structural coefficients in equations (1)
and (2)

6jAm+flm) 51(Am+fim)

(A.#. 1+0-

D, 1 A 0 . Ai'~~~~~1 ,

1+-

Ek' =Ak( p+A)+Olk( A-fl

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.

" 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 holdagwr unimportant or unstable
determinants of both the demand for and the supply of bonds.
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eluding 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 . times as

much weight was placed by borrowers. B. is between 2.5 and . times greater

than A,,. Calculations based on this assumption and values found for delta-
prime in the regression runs found that p. and Am 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-primiie oefficients 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 ultimate adjustment to following periods. While speculative, these calcu-
lations 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
besides 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 and 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. 2

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.3 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.4 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,5 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.6

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.
2 In 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).

Internal Revenue Code of 1954, sec. 171 (a) (2).
'Internal Revenue Code of 1954, sec. 1016(a) (7).
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.7 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 losses 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.9

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. MUTAL SAVINGS BANKS

Mutual savings banks which meet specified tests of similarity to
national banks may, as in the case of commercial banks, deduct their
net losses on sales or exceilaiges O ouligations, including r pal

obligations, for the taxable year against ordinary income.' 0

7Internal Revenue Code, sec. 265(1).
5Internal Revenue Code, sec. 265(2).
.Internal Revenue Code, sec. 582(c).
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.2 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 interest from
municipal bonds in United States v. Atlas Life Insurance Conmpany
(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

5. FIRE AND CAS17ALTY 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 Atlas 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 (otlier than in-

"1 Internal Revenue Code, sees. 581, 582(c).
12 Internal Revenue Code, sec. 804.
13 Internal Revenue Code, see. 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.
Interest 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 gov-
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.

S. 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.1 4 Thus if 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
receive by benefr-is, dled-,ftons must q.1n be llnesnted 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.' 5

14 Internal Revenue Code, sees. 652(b), 662 (b).
15 Ibid.
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10. MUNICIPAL BOND YUNDS

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 interest 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.
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CHAPTER 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
BETWEEN TAXABLE AND TAX-EXEMPT 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 he. determined hv the amolnt. of taX-exe.mpt. secnrities
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.

1Any two securities will in fact have different yields depending on all the differences
between the securities, risk, liquidity, etc. In the following discussion comparisons are
made between securities that are alike in all features except taxability. Assuming com-
petitive 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. EVIDENCE ON THE YIELD DIFFERENTIAL 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

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.3

TABLE 1.-Comparative yields on high-grade, long-term municipal and corporate
bonds,' selected years, 1928-66

Average yield Differential as
Year --I __ Differential a percent of

-_ _ | Municipal bonds Corporate bonds corporate yield

192S 3.92 4 50 0.08 13
1938 -2.2 2.85 .60 21
1946 -_--__ -------- 1.10 2. 53 1. 43 57
1956- 2.51 3.36 .85 25
1963 --------------- 3.06 4. 26 1. 20 28
1964 -------------- 3.09 4. 40 1.31 30
1965 3.16 4.49 1.33 30
1906 (May) 3. 48 4.88 1. 40 29

' Moody's Investors Service, Aaa municipal 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 w-as discounted at a high
figure. In the 1930's the relative differential widened and during
World War II 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. THE INTEREST COST SAVING TO STATE 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 mag'nitude of the yield differentiai.-Re-eaclty sonie 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 4 has made a major contribution

8 These yields should not be taken as a measure of the true differential between tax-
exempt snd taxable securities, i.e., the amount by which the yield on tax exempts would
be expected to increase in the absence 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: 1963).
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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.5

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.6

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 caving due to exemption was estimated by seeking an incre-

S The 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 religious institution bonds, which in the former instance are
similar in form to State and local government securities (I.e., 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
were surveyed. Two conclusions were reached on the basis of this survey. First, 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 yield on taxable securities should be
viewed as some sort of weighted average of new issue yields on public offerings and private
placement of corporate bonds. (In recent years private placements of corporate bond
issues have accounted for almost 50 percent 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 public 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 "3d" 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 yields. 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 municipal yield curve may become less steep
than at present and more closely resemble the term structure on corporate bonds.

7 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. p. 113 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
consequences of tax exemption are stated in terms of this incremental
figure.

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.8

D. THE ADDED FEDERAL TAX YIELD IN RELATION TO ADDITIONAL

INTEREST PAYM3ENTS

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 dollars]

Amount Percentage
Investor group held distribution

Individuals-- $35.0 35.8
Nonprofit corporations '
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 11.1

Pension funds -. 8 1. 8

Other -3.1 3.2

Total ------------------------------------------------------ -- 97.8 100.0

' Included in pension funds.

In 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

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
billions

E. THE MVIARKET FOR STATE AND LOCAL GOVERNMENT SECURIIES 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 yields 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

9 These estimates of benefits and costs of tax exemption over the life of 1 year's Issueswere estimated following the Ott-Meltzer technique but using 1965 data.10
An implicit assumption was also that total security issues as well as the volume ofState and local bond issues remained the same.
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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 is 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 mlnicipals 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. In 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.

U Another factor which suggests that the absence of the exemption feature will not
greatly diminish commercial bank purchases of municipals 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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Commercial Banks*

INTRODUCTION

The distinguishing characteristic of commercial banks, in comn-
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 as "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 0. Candilis, Department of Economics and Re-
search, American Bankers Association. Minor editing of entire chapter by com-
mittee staff.
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SIZE AND STRmCTURE 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 3
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

Call date Number Assets
(thousands)

1950 -Dec. 30
191--Dec. 31
1960 --- do -
1964 -------------------------- --- do _

14, 164 $169, 855, 778
13,756 211, 830,899
13,484 258,358,952
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

Participation in deposit insurance:
1950 - 13, 446 718 $166, 791, 755 $3, 064, 023
195 ----- 13, 237 519 209, 144, 779 2, 868, 120
1960 --- - 13, 126 358 256, 322,819 2, 036, 133
1964 ---------------------- 13, 493 282 345, 130, 205 3,303, 291

Members Nonmembers Members Nonmembers

Federal Reserve membership:
1950 - 6,870 7, 294 $144, 641, 543 $25, 214, 235
1955 6, 540 7,216 179, 387, 715 32,443,164
1960 6, 172 7, 132 216, 555, 670 41,803, 282
1964 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, Dec. 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 -730 530
$1,000,000 to $6,000,000 -6,460 17,679
$5,000,000 to $25,000,000 -5,018 52,951
$25,000,000 to $100,000,000 -923 42,634
$100,000,000 to $500,000,000 ------ - 283 19,327
Over $500,000,000 -79 133,108

Source: Tabulations by Federal Deposit Insurance Corporation.
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A. SUPPLY OF CAPITAL FUNDS

The commercial banking system is looked to increasingly as a source
of funds for financing State and local public works. Empirical 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 flotations and securities
marketing are less appropriate.

There is 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 fiduciary capacities and as in-
vestment counselors, probably exert considerable influence in the mar-
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
greatly 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.
TABLE 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 Con- gations as a percent-
mercial outstanding age of State
banks and local

obligations
outstanding

1946 -S4.1 $15.7 26.1
1947 -- - - - - - - - - - - - - - - - - - - - - - - - - - - -5. 0 16. 6 30.1I
1948 --- -------------------- -------------------------------- 5. 6 18. 3 0.4
1949 ------------------------------------------------------- - 60.0 20.5 29.3
1950 -7.4 23.8 31.1
11 9-8.6 26.7 32. 2
1952 9-. 29.2 .53 p-

1953-2--- 10.6 32.3 32. 8
19543- 12.0 37.4 32.1
1955 - 12.8 42.8 29. 9
1956--- -- --- --- ---- --- --- --- --- ---- --- --- --- - 13.0 47. 6 27.3
1957 13. 4 52.1 25.7

1958 --------- - --- - 15.8 56.8 27.8
1959 - - -17. 0 62. 0 27. 4
1960 ------ ----------------------------. --------------------- I .8 66.4 25. 3
1961 - - -18. 8 71. 7 2i 2
1062 - _-- - ----------------- ------ 23. 2 80.1 29. 0
1963 - - -27. 9 85. 9 32. 5
1964 -- -31. 5 91.3 34. 5
1965 - - -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.

TABRLE 3).-Re7ationships of holdings of State and local obligations to assets of
insuired nonnmeober commercial banks, analyzed by selected size of bank
groupings, 19641

[Dollars in millions]

Holdings
Holdings of State

Number of State Total and local
Size of banks (total assets) ofbanks and local assets obligations

obligations as a
percent of
total assets

Total ------------------------------------ 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

I 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 COMM31ERCIAL 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
State 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 banks, 1961-64, and all insured commercial
banks, 1947 and 1956

Maturity 1964 1 1963 1 1962 1 1 1961 1 l 1956 1947

Total ------------------ 100.0 130. 0 100.01 100.01 100.0l 100. 0
- _- - I- I

Within l year -13.1 14. 0 14.3 14.8 15.2 16.8

1 tolyears -33.8 35.5 37.9 39.6 34.9 29.4

5 to 10 years -31.3 30.9 31.8 31.8 30.0 26.3

l0oto 20 years-- 186. 1668 j134 ! } 19. 9 27. 5
Over 20 years---------------- 3.3 2:6 8 . I .

I 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 7.-Maturity distribution of investment grade, State and local obligations

held by insured nonmember commercial banks examined 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 I Under to5 5 to 10 10 to 20 Over

(millions) Total I year years years years 20
years

Total ---------------- 6,268 $3, 91 100. 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

81,000,000 to $2,000,000 . 1,403 88 100.0 16.6 40.6 30.2 12.1 .5

$9,000 000 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

I 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-
inl 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 uinpon vpry high standards of Qualitv 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.



342 STATE AND LOCAL PUBLIC FACILITY FINANCING

TABLE 8.-Quality classification of holdings of State and local obligations by
insured nonmember commercial banks ewamined, 1960-64

State and Percentage of holdings-
Year Number ~~local obli-Year Number gation

of banks holdings Grades Specula-
(millions) Total 1 to 3 Grade 4 Unrated tive and in

default

1960 6, 757 $2,881 100. 0 55.8 11.2 31.7 1.31961 - ~~~~~6,391 2,912 100.0 55.6 12.1 31.5 .81962 - 6,324 3,158 100. 0 55.3 13.5 30.3 9
1963 -6,150 3,466 100.0 54.6 15.4 29.2 .81964 -6,268 4,009 100.0 55.9 15.3 28.1 .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 1-3. 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 profitably if invested in large, well-
known flotations.

TABLE 9.-Quality classifications of holdings of State and municipal obligations
by insured nonmember commercial banks e.camined in 1964, analyzed by se-lected size of bank groupings 1

State Percent of holdings
and local

Number obliga-
Size of bank (total assets) of banks tion Specu-

holdings Total Grades Grade Unrated lative(millions) I to 3 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. 8 63.8 1.5$1,000,000 to $2,000,0-0- 1,403 89 100.0 24. 7 12.4 61.8 1.8$2,000,000 to $5,000,000- 2,342 559 100. 0 33.9 14.3 80.8 .9$5,000,000 to $10,000,000- 1,204 848 100. 0 46. 0 16.7 36.7 .6Over $10,000,000- 897 2, 602 100. 0 65. 5 15. 1 18.8 . 6

X The 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 COMM1ERCIAL 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. PORTFOLIO 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 is scarcely sufficient to free adequate funds

i Moody's Municipal and Government Manual, 1966, p. a2i.
2 Ibid, p. a19.
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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 I)epartment 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 o01
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 61.3 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 sul)-
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 taT exemption were eliminated, where wou ld 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

Consumer loans -------- - -- 16. 0 38. 6 14.3 19 5
Business loans 16.0 6.8 7.1 13. 4
Mortgages 11. 6 16. 0 10. 7 12.3
Treasury securities --- - 44.8 38. 6 64.3 45 8
Other -- 11.6 3.6 8. 7

RATINGS (MUNICIPALS OF RESPONDENT'S COMMUNITY)

Aaa Aa A Baa Ba and Total
lower I

Consumer loans 22. 2 16.5 22. 0 17. 2 19. 8
Business loans- 7. 4 8. 8 16. 5 27. 6 13. 4
M ortgages --- - -- - - - - - - - - - -- 11.1 16.5 9.9 6. 9 -- - - -- 12.3
Tieasury securities ----------------------- 44.5 48.3 45.0 38.0 --------- 45.8
Other 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
yields 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-
fprpnt fnigre (table 11. 1 eojiie fhe ntual spread between ca--
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.

,3454
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TABLE 11.-At how much less yield expressed in basis points would you be willing
to buy tax exempts as compared to your average pretax return on taxable loans
and investments?

BANK'S ASSETS

S100,000,000 $10,000,000 to Under Total |
and over $99,000,000 $10,000,000 I

211 224 207

RATINGS

(Municipals of respondents' community]

Aaa Aa A Baa Ba and 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 commuinity'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. In the 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 guarantee. 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 9basis 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,OOo $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 +1.64
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
2.14 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 tax 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;
i.e., 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 in 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)

Asa Aa A Baa Ba and Total
l______________________|_____________________ | _lower I

What wsould happen to differential spread
(in percentage points) between current
yield of your community's municipals
and the yield if-

Tax exemption is removed - - +2. 26 +2.15 +2.14 +2.38 -- +2.19
Tax exemption is removed and re-

placed by a Federal guarantee +1.89 +1.73 +1. 57 +1.44 (I) +1. 64
Tax exemption retained and Federal

guarantee added -- 0.11 -0. 22 -0. 28 -0.42 -0.25

I Too few cases.

70-132-67-vol. 2-23
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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-

(a) 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.

(b) Uniform municipal accounting and financing reporting in
order to have better standards for comparing various issues.

(c) 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. PRESENT AND FUTURE MUNICIPAL BOND HOLDINGS

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 $33.6 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 1944-64 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.

348
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TABLE 14.-Municipal securities of all commercial banks

Municipals Percentage
Loans and as a pro- of total

Year (Dec. 31) investments Municipals portion of municipal
loans and debt out-

investments standing

Billions Billions Percent Percent
1964 -$278.6 $33.6 12.1 36.8
1963 ----------------------- 255. 2 29.8 11.7 34.7
1962 -236.7 24.8 10.5 32.0
1961 -216.1 20.4 9.4 28.5
1960 --------- 200.1 17.6 8.8 26.5
1959 -190.9 17.0 8.9 27.5
1958 -186.3 16.6 8.9 29.3
1957 -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 -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 -127.4 8. 2 6.4 34.5
1949 -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 -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.-Increa8e8 of munioipal securit es of all cornmisercsal banks

[Dollar amounts in billions]

Increase, 1944-64 Increase, 1944-54 Increase, 1954-64 Increase, 1960-64

Item 8 a

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 - 30.1 860.0 11.97 9. 1 260.0 13.66 21.0 160.6 10.30 16.00 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 1961-64 period. On the contrary when money was tight and mone-
tary policy became firm municipal bond buyig by banks turned
sluggish, as was the case during 1952-53, 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
1960-64 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 4
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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
1944-64 - - - - - - - - - - - - - - - - - - - - - - - - - - -- $475 $115 24. 2
195"4-6---------------------------- 525 100 19.0
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CIIAPTER 22

Mutual Savings Banks*

INTRODUCTION: BASIC INDUSTRY FUNCTIONS 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 Commnonwealth 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 (table 1).

TABLE 1.-Number and assets of mutual savings banks, by State, May 31, 1966,
and Dec. 31, 1964

[In millions of dollars]

State

Massachusetts-
New York - ----------------
Connecticut-
Maine-
New Hampshire ------------------------
New Jersey - -----------------------
Pennsylvania-
Rhode Island-
Maryland-
Vermont - ----- ------ --
Indiana-
Washington-
Wisconsin-
Delaware-
Alaska - ------------------------ -------
Minnesota-
Ohio-
Oregon-
Virgin Islands - ---------------------
Puerto Rico ---------------------

Total ------- -------------

Number of banks

May 31,1966 Dec. 31,1964

179 179
126 125

70 71
32 32
32 32
21 21
7 7
7 7
6 6
6 6
4 4
4 4
3 4
2 2
2 1
1 1
1 2
1 1
1 1
1 --------------

. 506 5066

Amounts of assets

May 31,1966 Dec. 31,1964

9, 714 8,859
34,277 31,456

4,179 3,841
716 640
982 882

2,304 2,049
3,522 3,211

906 811
810 744
223 195
86 74

695 616
34 33

272 236
23 13

511 476
3 32

73 69
1

59,330 54,238

' 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.
351
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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 areexclusively 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, payrolland 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 theMutual 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.



TABLE 2.-Assets and liabilities of mutual savings banks-Selected yearend dates H

[Dollar amounts in millions]

Loans Securities Total assets,
total liabili- General

End of year Cash Other assets ties, and gen- Deposits Other lia- reserve

U.S. Gov- State and Corporate eral reserve bilities accounts o
Mortgagc Other ermnent local gov- and other accounts

ernuienlt

194s --- - $4 2,02 $02 $10,050 $84 $1,116 $606 $243 $16,962 $18,332 $48 $1,582

1950_-------- 8, 039 127 10,877 96 2,260 792 218 22, 446 20, 025 137 2: 283 Ci

1955 --------- 17, 279 211 8, 463 646 3, 364 966 416 31, 346 28,182 310 2, 884 6

1960 --------- 26, 702 416 6,243 672 5, 076 874 589 40,171 36, 343 678 3:51(0

1964 --------- 40, 328 739 5, 791 391 5, 099 1,004 886 14,238 48,849 989 4, 4(11

1965~--------- 44, 433 862 5, 481 320 8,170 1, 017 944 58,232 52, 443 1,124 4,665

Percentage distribution

1945 --------- 24. 8 0. 4 62.8 0. 5 6.6 3.6 3. 4 100. 0 96. 4 0. 3 9

1950 --------------- 35. 8 6 48.5 .4 10.1 33 1.1 100. 0 89. 2 .6 02

1950 -38.1 6 27. 0 2.1 10.7 3.1 1. 3 100.0 89. 1

1960 -6.8 1.0 15.4 1.7 12.N5 2.A2 1.i5 100.0 89.6 1.7 88

1964 --------- 74. 4 1. 4 10.7 .7 9. 4 1.9 1.6 100. 0 90.1 1. 8 8.1

1965 --------- 76. 3 1.5 9. 4 .5 8.9 1. 7 1.0 100. 0 90.1 1.9 8. 0

Source: National Association of Mutual Savings Banks.
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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 farthe prime investment outlet for savings banks during the postwarperiod, reflecting, in part, their basic mortgage orientation, burgeon-ing postwar housing demands, and the attractiveness of mortgageyields 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 andState legislation enacted in the early 1950's permitting savings banksto acquire mortgage loans on properties located beyond their ownState boundaries.
Of the total $58 billion of assets held by savings banks at the endof 1965, mortgages represented 76 percent, U.S. Government securi-ties, 9 percent, and corporate and State and local government securitiescombined, 9 percent (table 2). The $44 billion of mortgage loans heldby savings banks included approximately $13 billion of loans on prop-erties located in 32 nonsavings bank States.

MUNICIPAL BOND ROLE IN SAVINGS BANK INVESTMENTS 1

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.2 The $320 millionof 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 'the 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 bankportfolios reflected, in part, legal restrictions on alternative privateinvestments in major savings bank States. Gradual liberalization ofthese 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 1930, is also due to shifts
in investment flows to capital market sectors where expansion in creditdemands was greater. Thus, during the depression decade and theWorld War II period, savings bank investment activity was confinedlargely to acquisitions of U.S. Government securities. And duringthe postwar period-when the increase in the total mortgage debt sub-stantially exceeded the combined growth of Federal. State, and localgovernment, and corporate long-term securities-savings bank invest-ment flows have been dominated by mortgage lending to a degreeunprecedented in the industry's earlier history. Indeed, since the endof World War II, savings banks have channeled 96 percent of theirinvestible funds into mortgage markets.

I The role of savings banks In financing community facilities operated by private, non-profit organizations is discussed on p. 16.
2 For 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 II, savings banks have
channeled a varying volume of funds into State and local government
security markets (table 3). Annual net 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 the mid 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.

355



356 STATE AND LOCAL PUBLIC FACILITY FINANCING

TABLE 3.-Net flow of investment funds from mutual savings banks, 1946-65
In millions of dollars]

Securities

Mortgage Other
Year Total loans U.S. State assets Cash

Govem- and local Corporate
ment govern- and other

ments

1946- 1, 700 249 1,095 -26 199 -27 2091947 -1,062 405 239 -1 324 30 661948 --- - 758 727 -475 16 471 22 -31949 -1,021 896 -64 20 165 9 -5
1950 -943 1, 560 -567 3 -15 43 -801951 -1, 058 1, 708 -1,000 44 230 35 911952- 1 797 1,485 -384 195 435 32 351953 -1, 898 1,561 -252 92 386 46 651954 -2,151 2,052 436 181 237 73 431955 -1,996 2, 435 -291 38 -184 59 -601956 -2, 035 2, 280 481 30 184 69 -461957- 1835 1,412 -400 9 796 47 -301958 - --- 2, 569 2067 -313 44 627 112 311959 - 1,481 1,870 -337 -7 -83 107 -691960-------- 51,6026 1,933 -628 -49 232 94 441961 -------- 2, 257 2, 199 -83 5 -37 109 631962 -3,292 3, 155 -53 -150 137 183 201963 -3, 582 3,951 -244 -87 -103 109 -441964- 4, 535 4, 322 -72 -49 25 219 911965 ---------- 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 market.3 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

3 Roland 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.4

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-i'n8ured
mutual savings banks, by maturity, and size of holdings, 1964

[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

Under -0.9 11.5 3.6 4.3 2.1 .5

1 to - 5.8 21.5 22.2 17.3 11.2 4.5

5 to 10-11.8 20. 8 31.3 16.2 11.5 11.0
10 to 20 -30.1 41.0 30. 4 26.0 35.5 29.8

20 and over 51. 4 5.2 12.5 36.2 35.7 54. 2

Total --- 100.0 100. 0 100.00.0 100.0 100. 0

Number of banks -- 302 14 22 41 26 6

NOTE.-Data are based on the par value of holdings of investment" municipal bonds, essentially bonds

rated Aaa through Baa (Moody's) and high-quality unrated obligations. Figures are as of varioos 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, Aa and A according to Moody's classification). Bonds in
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 issues that may not
have a broad market. In view of the small size of their overall munici-

' As noted earlier, all savings banks in Massachusetts are Insured by Massachusetts

Savings Central Fund, Inc. Eight 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); 5that 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.

5 MJS. Government obligations are excluded from this comparison, since, unlike corporateand municipal securities, they are held primarily for liquidity purposes.
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TABLE 5.-State and local government securities held by mutual savings blanks,
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 -$158,000,000 0.5 8.1 1. 9
Massachusetts -33,000,000 .3 5.7 3.4
Connecticut -11,000,000 .3 12.9 5.1
Pennsylvania --- 47,000,000 1.4 22.0 1.4
New Jersey- 25,000,000 1.1 13.3 1. 7
New Hampshire- 6,000,000 .6 9.1 5.1
Rhode Island -2,000,000 .3 12.8 6.2
Maryland -11,000,000 1.4 11.7 (X)
Maine -8, 000, 0" 1.2 14.7 4.5
Vermont -- ----- (1) .1 2.0 .8
All other States -18,000,000 1.1 14.0 2.3

Total --------------------------- 320,000,000 .5 9.4 2.4

' Less than $500,000 or 0.03 percent.

NOTE.-Non-Federal securities include corporate bonds, 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
'enerally 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-
dustrv'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's, 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-
.,orcAc sc ities, shifting funds fronm war-swnllen TT.S. Government
securities portfolios into all major non-Federal investment outlets.
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TABLE 6.-State and local government seourities held by mutual savings banks,
yearend

Percent Percent
Year Amount of total of total

assets securities

1945 --. --- 84, 000, 000 0.50 0.71
1946 . . 58, 000, 000 .31 .42
1947 _ 57, 000, 000 .29 .42
1948 . . 73, 000, 000 .36 .56
1949 ----- 93, 000, 000 .43 .67
1950 --- 96,000,000 .43 .73
1951 - - - -140,000,000 .60 1.12
1952 335,000,000 1. 33 2.64
1953 -428,000,000 1.57 3. 31
1954 -608,000,000 2.07 4.71
1955 -646, 000, 000 2.06 5.18
1956 -676,000,000 2.02 5.54
1957 --------------------------------------------------- - 685, 000, 000 1.94 5.43
15 - 729,000,000 1.&93 5 62
1959 -- - - - - - - - - - - - - - - - - - - - - - - - - - - - - 721,000,000 1.85 5.80
1960 - --- 672, 000, 000 1.66 5. 60
1961 -677,000,000 1. 58 5.70
1962 ---- 527, 000, 000 1.14 4.46
1963 ----------------------------- ----------------------- 440, 000, 000 .89 3.87
1964 391, 000, 000 .72 3.47
1965 320,000,000 .55 2. 91

Source: National Association of Mutual Savings Baisks.

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-percent 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 g'ains 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.
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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
percent for corporate bonds. The steeper decline in the industry's
State 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 in 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 1962-65 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.

TABLE 7.-Selected bond yield spreads, 1946-65

[Percent per annum]

U.S. Gov- Corporate U.S. Gov- Corporate

Year ernment and and Year ernment and and
mi unicipal municipal municipal

bonds bonds bonds bonds

1945 -1.30 1.55 1956 -0.57 0. S5

1946 ------------- 1.09 1.43 1957- - .37 .79

1947 -. 80 1.16 1918 -- --------- .51 .87

1948 -- .57 .95 1959 -. 72 1.03

1949 -. 66 1.01 1960 -I .75 1.15

1950 -76 1.06 1961 ----------- .63 1.08

1951 -. 96 1.25 1962 - .92 1.30

1952---------- .88 1.16 1963---------- .94 1.20

1953 -- .63 .89 1964 - 1.06 1.37

1954 -. 51 .86 1965 -1.05 1.57

1955- .66 .88

NOTE-Data refer to excess of U.S. Government and corporate bonds over yields on State and local

government bonds, based on monthly average interest rate figures. Corporate and municipal bonds are

for high-grade issues (Moody's Aaa).

RELATIVE ATrRACrIVENESS 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

new 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 f ully taxnhaP 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 banksl" 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 MXUNICIPAL
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
obligations 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 taxcollection machinery, while retaining broad discretion as to the uses
of the revenue gained.

EFFECT OF FEDERAL GUARANTEES AND REMOVAL OF TAX EXEMPTION

The primary efect 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 3MUNICIPAL 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 investments 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. From 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" FTIA 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
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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.

6 Data are from Savings Banks Association of New York State, "Savings Banks FactBook," (1966), P. 44.



CHAPTER 23

Life Insurance Companies*

INTRODUCTION

Functiomn 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. if e insurance companies classified by mutual and 8tock
com'panies

Millions of dollars Percent of total
End of year

Mutual Stock Total Mutual Stock Total

1945 -35, 0 91 9,706 44,797 7S 22 100
1950 -49,551 14,469 64.020 77 23 100
195 -68. 061 22, 371 90,432 75 25 100
19-0- 87, 533 32, 043 119, 576 73 27 100
196 -------------------- 4 1 15,5 9.R4 7fn 100on

I l - I I

Source: Institute of Life Insuranc.

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.
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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.S. life insurance companies classified as to mutual or stock
companies

End of year Mutual Stock Total

1945 - 99 374 4773
1950- 142 507 6491955 5- 165 942 1,1071960 -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
holdings 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

1946 ----------------------- (1) $614 $45,191 2 3
1947 ------------------------ $61 609 51,743 1.2
1948------------------------ 3229 872 55,512 1. 6
1949 - -224 1,052 59,630 1.8
19so - -217 1,152 64,020 1.8
1951 - -182 1,170 68,278 1.7
1952 - -175 1,153 73,375 1.6
1953 - -241 1,298 78,533 1.7
1954 - -749 1,846 84,486 2. 2
1955 ------------------- -- 349 2,038 90,432 2. 3
1956 ------------------------ 377 2, 273 96,011 2. 4
195 ---- 237 2,376 101,309 2. 3
1958- - - 409 2,681 107,580 2.5
1959 - ----------------------------- 670 3,200 113,650 2.8
1960 - -466 3, 588 119,576 3. 0
1961 - -506 3,888 126,816 3.1
1962 486 4,026 133,291 3. 0
1963 - -371 3,852 141,121 2. 7
1964 ------------------------ 365 3.774 149,470 2. 5
1965 - - 296 3,530 158,884 2. 2

l Not available.

Source: Institute of Life Insurance and Life Insurance Association of America.

A. SUPPLY OF CAPITAL FUNDS

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 nonprofit organizations, annually, 1946-65, 18 life insurance companies

[In thousands of dollars]

Year

1946
1947
1948
1949
1950
1951
1952
1953
1954
1955
1956
1957
1958
1959
1960
1961
1962
1963
19 64
1965

Total, 1946-65

State and local government bonds

General Revenue Other
obligation

7,725 9,310 488
6,971 18, 752 1,144

29, 508 119,992 3, 057
16, 338 102,329 612
7 R,1 M .. 1 .

3, 344
3,870

12, 376
29,428
4,438
8,885
7,473

26, 167
48,751
40, 581
43,864
29,104
14,048
42, 700
28,402

411,343

Jut, UOnt
104, 711
67, 671
64,425

303, 576
158,227
169, 874

59, 957
90,312

254,642
147, 047
131, 615
197. 659

84, 918
81, 028
42,872

2,313, 541

1,5bo

879
1, 227

515
3,663

873
3, 717
2, 008
3,073
1 808
1,710

363
2,904
3,863
2,936
4,876

41, 582

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

1946 -------------- 44.1 53.1 2.8 100
1947 -26. 0 69.8 4. 3 1001948 -19. 3 78.7 2. 0 100
1949 - 13. 7 85.8 .5 100
1950 -6. 5 91.9 1 6 100
1951 -3.1 96.1 .8 100
1952 -5. 3 93.0 1. 7 100
1953 -16. 0 83.3 7 100
1954 -8. 7 90.2 L. 100
1955 -2.7 96.7 *5 100
1956 -4.------------91 40 93.1 2.0 100
1957 -10. 8 86. 3 2.9 100
1958 -21.9 75.5 2.6 100
1959 -16. 0 83.4 .6 100
1960 -21. 4 77. 7 .9 100
1961 -25. 0 74.8 .2 100
1962 -12.7 86.1 1. 3 100
1963 -------------------- 13.7 82.6 3.8 100
1964 -33.7 64.0 2. 3 100
1965 -37. 3 56. 3 6.4 100

Total, 1946-65 - ------------ 14.9 83.6 | 1.5 100

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

Total

17,523
26,872

152, 558
119,279
113,855
108,934

72, 768
77, 316

336, 667
163, 538
182, 476
69,438

119, 551
305, 210
189, 338
175, 842
229,667
102,829
126, 663

76, 150

2, 766, 466

Obligations
of nonprofit
organization

6, 680
23,940
21,994
28,899
31, 531
37,860
47,370
38,831
38, 379
55, 105
37, 581
48, 377
53, 019
56, 242
30,402
39,961
44, 754
64,172
41, 007

128,852

874,957

I

l l- l- - - l~
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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. Maturitie8
Most of the companies indicated 20 to 40 years as the usual maturi-

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.

c. 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.

All 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
municipals 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 munnicpal bond portfolio of individual companies by rating grade

(In percent)

Rating grade Company Company Company Company
A B C D

Ist and 2d -------------------------- 10 5 4 16
3d and 4th -78 39 42 S8
Unrated -- ---------------------------------- - 7 50 49 15
Below 4th -5 6 5 1

Total-- ------------------------ 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
i;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. Economic
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, etc. 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 influenc-
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 cannot
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. 0. 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 influences 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 geographical 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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location 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 that
(i) bond yields vary from State to State; (ii) small municipalities (population
less than 10,000) should be suburban to a 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 area3 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 dynamic, others
going downhill.

Geographic location is of importance 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 fpilitzes 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 YWCA 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.)
c. Factors in/guencing purchase

The general tenor of replies was that (i) availability of bond rat-
ings, (ii) 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)." Another 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 important
collateral benefits but not a primary consideration.

* * * our company has recognized the need to lend assistance in financing
such local facilities as YM and YWOA'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. PORTFOLIO 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 3.5 percent for a very large company and 35 percent for one of
the smaller companies in the group.

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-i, the holdings of the 15 companies of obligations of nonprofit orga-
izations 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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TABLE B-1.-Holdings of State and local government bonds and of obligations of
nonprofit organizations, annually, 1946-65

15 companies I (millions of 8 companies I (peent of
dollars) assets

Obligations Obligations
Municipals of nonprofit Municipals of nonprofit

organiza- organiza-
tions 2 tions

End of year-
1946 -329 32 0.9 0.1
1947 -343 54 .9 .2
1948- 462 71 1.2 .2
1949- 550 86 1.4 .2
1950 -599 ili 1.7 .3
1951 -630 143 1. 6 .4
1952- 580 173 1.5 .4
1953- 621 199 1. 6 .5
1954 -___------_------------ 801 221 2.5 .5
1955 -85 251 2.6 .5
1956 -996 271 3.1 .5
1957 -999 298 2.9 .6
1958 -- 1,070 320 3.0 .6
1959 -1,261 338 3.2 .6
1960 1,384 344 3. 4 .6
1961 -1,423 362 3.4 .6
1962 - 1,502 374 3.3 .6
1963 - 1, 420 430 2. 8 .7
1964 -1 292 436 2.4 .7
1965 -------------------- 1163 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 he 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.

2 I company could not provide that part of its holdings 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:

"I * * 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. 2IUNCIrPAL SEC~lUTY 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 publicutility revenue bonds may not exceed 40 percent of admitted assetsand that other municipal revenue bonds may not exceed 331/3 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 suchbonds 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 bondsis to be sure that we have a sufficient income from tax-exempt securities so thatwe are not liable for an income tax under phase III of the life insurance taxlaw. Above this minimum requirement, we consider municipal securities only inrelation to where else we can invest our funds at the particular moment.
(This aspect of phase III income tax is pertinent only to stock lifeinsurance companies.)
Another company answered:
Yes. These guidelines are based primarily on yields available on municipalsecurities as compared with yields available on other loans and investments.

b. Competition with mortgage8
An apparent divergence in replies to this question arose, at least inpart, from whether the question was interpreted as one regardingpractical effect or one regarding the alternative investment outletsgiven consideration. On the one hand, about half of the companiesobserved that, because of their yield, municipal securities are usuallynot competitive 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 othertypes of investments and in consequence of only very small holdings of suchsecurities there has never been any competition between -them and mortgageloans.

This company's tax position has resulted in mortgage loans being considerablymore 'attractive than 'municipal securities in recent years.

They are not usually very competitive for life insurance companies because ofunfavorable yield comparisons even after adjustment for the tax treatmentdifferential.

* * * municipal securities are highly desirable; however, during the past fewyears the yield from municipal securities has not compared favorably with thatavailable from mortgage loans after tax consideration.

Competition between these investment alternatives involves rate of return,relative quality, and the administrative and operational expenses involved. Intoday's market we are of the persuasion that municipal securities 'are seldomcompetitive 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.

All 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
effective 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]
hnspd 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) 53/8 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 ArIRACTIvR

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: "* * * or a 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 municipal 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
196.5, 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 FEDERAL 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 Federal 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 Federal guarantee of municipal securities would not tend to make their
purchase more attractive for two reasons. First, safety of principal has been
adequately demonstrated by history. Second, such a guarantee would tend to
drive yields even further below the available net yields on taxable investments.

70-132-67-vol. 2-25
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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
companies 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 A AA 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 yields 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 munic-
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

Investments 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.
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CHAPTER 24

Fire and Casualty Insurance Companies *

[Owin(r 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 functions 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 3 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 anrd ca8ualty business-1965

[Dollars in millions]

Number of Admitted
firms assets

Stock companies ---------------- 805 $31,298.7
Muitual companies ---------------------------- 1344 9, 430. 7

Reciprocals -------------------------------- 53 1,051. 2

Lloyds - --------------- 1----------------------------4 | 56;3

Total ---------------------------------------------------- 1,216 41,842.9

X 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-Stock com paunies

[Dollars in millions[

Source Amount Percent of
total

Underwriting ------------------ -$417. 8 (47. 8)

Increases in reserves -+796. 7 91.3

Investment income '- +371. 7 42. 5
N ew capital --------------------------------------------------------------- - +122.4 14.0

Total ---------------------------------------------------- +873.1 100.0

I 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 [ie Lttal assets.



384 STATE AND LOCAL PUBLIC FACILITY FINANCING

TABLE 3.-Major categories of investments, all property and casualty companies
[Dollar amounts in millions]

Amount Percent

Bonds - -- $20,------------------------------------------- $2, 179 48.5
U.S. Government bonds-- ,326 12.8Municipal bonds - 5,736 13.8State and local revenue bonds -5,646 13.6Corporate bonds- 2,601 6 2Other bonds -870 2 1

Corporate stock15, 260 l 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 wereexcluded; (2) estimated holdings of public housing bonds were subtracted from the U.S. Governmentsecurities and then added to the State and local special revenue bonds; (3) estimated quasi-Federal Govern-ment special revenue bonds were deducted from the "Special revenue bonds" and listed in the "Otherbonds" category.

A. SUPPLY OF CAPITAL

I. 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.

TABLE 4.-Net change in holdings of municipal general obligation and specialrevenue bonds, all fire and casualty insurance companies
[Dollar amounts in millions]

General obligation bonds Revenue bonds TotalYear _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ municipal
bondsAmount Percent Amount Percent

1957 -$344 56.0 $270 44.0 $6141958 -------------- 446 59.8 300 40.2 7461959---------------- 553 58.6 390 414 9431960 -562 55.4 4553 44.6 1,0151961---------------- 399 42.5 539 57.5 9381962 -- - 203 23.1 674 76.9 8771963-------------139 17.6 649 82.4 7881964 -- 103 -33.4 411 133.4 3081965 -- 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

1956 -3,215 65.4 1,704 34.6 4,919 21.9
1957- 3,559 64.3 1,974 35.7 5,533 24.3
1958 -4,005 63.8 2, 274 36.2 6,279 24.5
1959- 4558 63.1 2,664 36.9 7,222 25.9
1960- 5,120 62.2 3,117 37.8 8, 237 28.0
1961 -5, 519 60.2 8,656 39.8 9,175 27.9
1962 ------------ 5,722 56.9 4,330 43.1 10,052 30. 0
1963 -5,861 54.1 4,979 45.9 10,840 29.6
1964- 5,758 51.7 5,390 48.3 11, 148 28.3
1965 -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. Pro portions of securities acquired
The proportion of revenue bonds to total municipal bonds rose

steadily from 35 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 a
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 market 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 companies 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 tax)- I to 23 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 20-40 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 purchased in order to get the higher return
which usually prevails. A survey of independent companies revealed
the following pattern of maturities of acquisitions:

Maturity Number of Percentage
companies pattern

Under I year - --- i-------------------------------------------- 1 31 to 5 years -- 2 2, 45 to 10 years -2 5,17
10 to 20 years -6 5,15. 7220 to 40 years --------------------------------------------------------------- 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
a not-too-distant future at a more advantageous price.
c. Bo'nd 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-
mittee 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 so in local market issues where they are f amiliar 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.

For 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.

Unrated 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
$3,737 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

baa ------------------- _ _______________________________________ 17.2
Aa ----------------------------------------------------------------- 32.9
A -_--_________________________________26.8
Baa ---------------------------------------------------------------- 7.9

Ba ----------------------------------------------------------------- 1.2
B ------------------------------------------------------------------- -----
Caa- -
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. St 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-
ion." 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.

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 tendency 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 economic, 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 imajor 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 infl/uencing 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. PORTFOLIO CONSIDERATIONS

1. GUIDELINES FOR MUNICIPAL SECURtTIES

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 are related 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. COMIPETITION 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
municiDal 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 received 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 aftr

tax yield on taxable loans and investments.

a. Making municipals securities more attractive

The survey of mutual companies found that there is a 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-ve 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

oA 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

retired 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
select 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 guarantee 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 lieu 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

Federal 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. Under the 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 -rl1;.+;t It is !rnnqible 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

suffer 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 extent that 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 guesswould be that thev 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 lie would
tend to favor those investments providing the best net return after
taxes. The actual effect of such a proposal cannot be determined, sinceso 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 obligationwhich is guaranteed. Such security would have little attraction to us as doGovernment agency obligations now outstanding.

Attractive, yes, but at a much higher interest rate, slightly higher than therate for U.S. Government bonds.

We would need too mueh additional yield to offset the loss in taxes-hencethere would undoubtedly be a net loss.

If a Federal guarantee were made and interest on municipal bonds becametaxable, 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 thatmore favorable investments could be made in taxable bonds or corporations orin mortgage loans.

It would make it less attractive.

We believe "taxability" would offset any advantage gained by the guaranteeunless interest rates on municipals were substantially better than rates on Fed-eral Government obligations and at least as good as those in Federal agencyobligations.

In such a case municipal securities would have to compete with all high-grade taxable securities, and would lose their attractiveness to tax-exemptpurchasers.
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The National Association of Independent Insurers advised:
This is the only question on which all companies were in agreement. They

all feel that making the interest on such securities subject to Federal income
tax would make these obligations less attractive and would require a much
higher interest rate.

One company indicated that, depending on the call features at-
tached to such bonds, they would have limited attraction to them at
a yield of under 7 percent. Two companies indicated 5 to 51/2 per-
cent at present levels. Two companies indicated at near the yields
available on "A" rated corporate bonds.

It appears that since the operations of the companies are predi-
cated upon an underwriting profit, taxable bonds will yield them an
aftertax return equal to only 52 percent of the pretax return. There-
fore, the pretax yield must be very high in order to give the company
an adequate aftertax return on their investment.

C. PROSPECTIVE LOANS AND INVESTMENTS

1. MUNICIPAL SECURITIES

For the stock companies it was noted that during the early post-
World War II period, the fire and casualty industry participated
actively in the substantial State and local borrowing to finance post-
poned and expanded public improvements. Large amounts of U.S.
Government bonds purchased during the war were sold during those
years, and provided a nonrecurring source of funds. During the
years 1946-55, the stock fire and casualty companies increased their
municipal bond holdings by an average of 29 percent annually. In
more recent years, especially with sizable underwriting losses reduc-
ing the need for the tax-exemption feature, the increase in State and
municipal bond holdings has been reduced to around 6 to 61/2 percent
annually-reasonably close to that for the economy as a whole.
Using a 6-percent annual growth rate (which seems reasonable consid-
ering the emerging trends as noted above, and the basic assumption by
the Joint Economic Committee of a 5.5-percent growth rate in GNP),
and assuming no significant change in the Federal income tax laws
applicable to stock fire and casualty companies, nor changes in other
factors, the following amounts (millions of dollars) might be in-
vested in State and municipal bonds-general obligations and special
revenues:
1966_--------_----------------- 468 1971_-----------------------------626
1967______-_------------------- 496 1972- -663
1968_------------------------__- 525 1973_---------------------------- 70?
1969______________--_____________ 557 1974_---------------------------- 745
1970______________-______________-590 1975… _______ _ 790

In the case of the mutual companies, because of the close relation-
ship beLVeell the inidividual mutual fire and caSualty finsurance coin-
pany's tax picture and its purchases of tax-exempt municipals, few
companies were able to make any firm estimates of how much they
will invest in such securities during the next 10 years. Since respond-
ents are principally larger companies their intentions might not be
typical of the mutual insurance industry. Several large companies
gave rough estimates of about $10 million a year as their likely pur-
chases per year over the next decade. Others estimated that about

70-132-67-vol. 2-26
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5 percent of admitted assets will go each year into tax-exempt munici-
pals, others indicated that at any one time from about 30 to 50 percent
of their portfolios would be invested in municipals, the annual rate of
investment depending upon their portfolios' present composition.

The important point is that there recently has been little under-
writing profit in the business, and this seems to be the prospect for
the immediate future. Since this makes the advantage of tax-exempt
securities slight it seems unlikely that they will be attractive as invest-
ments for fire and casualty insurance companies until the underwriting
picture changes.

The survey of the independent companies reported that the 14
companies responding to this question indicated that they would be
likely to invest in excess of $100 million each year for the next 10
years. Only one of the companies indicated that they had a tax carry
forward until 1971 and would not purchase any municipal securities
until that time. The other years would depend on their profitability
in the years to come. Since this is only a sample of our companies, I
believe that it would be reasonable to assume that our members could
purchase between $500 and $750 million of municipal securities in each
of the next 10 years.

2. OBLIGATIONS OF PRIVATE, NONPROFIT ORGANIZATIONS

Mutual companies express little or no interest in investments in
debt obligations of private nonprofit organizations. There have been
some purchases of university dormitory revenue bonds, but these have
been considered as being in the same category as municipals. There
was no information regarding stock company interest in these
obligations.

Only 1 of the 15 independent companies indicated that they would
purchase these types of securities. This was an insignificant amount
of $150,000 annually. The rest all indicated that they would not pur-
chase these types of securities or that only very little amounts would
be purchased. It appears that these types of obligations are not at-
tractive to our companies.

3. POSSIBLE EXPANSION OF INVESTMENTS OF MUNICIPAL SECURITIES

The stock companies advise that although the competition from the
commercial banks in the past 3 years (1962-64) in the municipal bond
market may have been a slight factor in the relative decline in the
amounts of municipal bonds purchased, the principal factor account-
able for this decline has been the unprofitability of the fire and cas-
ualty insurance business. The need for tax-exempt income has not
been as great as when the industry was recording statutory under-
writing profits. An increasing volume of profitable business will
enable the industry to increase its volume of State and local municipal
bond purchases.

In the case of the mutual companies answers were varied as to what
circumstances would lead to expansion of investment in State munici-
pals (not private nonprofit bonds). More than normal increase in
admitted assets, or the decision to expand municipal holdings relative
to other classes of securities, could lead to expansion, as would further
improvements in determinants that would be to the companies' advan-
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tage. Municipal purchases might be expanded if tax exemption were
assured, and apprehension of Federal Government tampering with the
tax-exempt feature relieved. The investment in municipal bonds can
be increased only if companies require tax exemption. This implies
a level of underwriting income sufficiently high to encourage purchase
of tax-exempt income securities. The only really important factor
in deciding whether municipal bonds should be acquired is the profit
position of the company. There certainly is no incentive to buy
municipals when no tax liability exists.

The independent companies noted that the biggest factor that would
contribute to the expansion of investments in these securities would be
an increase in underwriting profits. Profitability is the big factor
since this influences the attractiveness of the investment in tax-exempt
securities. Other items that would affect this would be more attrac-
tive yields and a deterioration in common stock as an investment.



CHAPTER 25

State and Local Public Retirement Funds*

INTRODUCTION

PURPOSES-OBJECrIVES-FUrNCTIONS

A retirement fund whether in public or private enterprise seeks to
accomplish two broad purposes; namely: (1) to create a systematic
method for removing from the active working force superannuated
and disabled employees who are in fact hidden pensioners, effectuating
by this process the recruitment policy and stabilizing employment con-
ditions; and (2) to meet in the most economical manner the social obli-
gation of aiding workers to provide against insecurity in old age and
disability, and assisting them in making provision for their imnmediate
dependents.

That a reasonable expenditure for retirement purposes is justified
has been demonstrated by the advantages to government. They con-
sist of improved service, economies in operation, the retention of com-
petent and skilled workers, and the attraction to the service of per-
sons of proved ability and special skills.

Translated into monetary terms, these advantages offset partially,
if not entirely, the governmental expenditures for pensions.

A public employees' retirement fund, therefore, though concerned
with the end objective of financial security after retirement, has as
its primary aim the furnishing of an indispensable factor in an effec-
tive personnel program for government. It seeks to induce the entry
of competent people into public administration and their retention in
service. Through a formula which relates the pensions directly to
length of service, age, and salary, it provides the incentive for the
retention in service of the employees which the fund in the first in-
stance has been recruited. It constitutes in essence, therefore, an
incentive program. Finally, by providing an annuity reasonably
related to the final average earnings, it encourages the retirement of
superannuated employees. Through this orderly system of retire-
ment, the fund affords an opportunity for systematic promotion in
salary and rank to the younger employees.

The recruitment of personnel in the trained professions for public
work is at best hazardous and uncertain. Competition from private
enterprise plus a natural inclination toward self-employment with
its higher financial rewards tends to restrict the attractiveness of gov-
ernmental service. And yet this personnel must be obtained if the
various services are to be provided.

*By A. A. Weinberg, consulting actuary; chairman, Committee on Retirement
of the Municipal Finance Officers Association of the United States & Canada
1942-65; actuary Illinois Public Employees Pension Laws Commission 1945 to
date, with minor editing by committee staff.
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The competition for services is extreme and the retirement fund
plays an important role in the recruitment and retention of the em-
ployees. The retirement fund, therefore, is an indispensable factor
in providing these services and in the effectuation of this policy.

NUMBER OF SYSTEMS AND PRESENT ASSETS

Practically all full-time employees of the States and local govern-
ments are in some form of retirement fund. Many part-time and tem-
porary employees are also provided retirement coverage. The total
number of individual funds exceed 2,300 having approximately 6.2
million members. A small decrease in the number of separate funds
has occurred during recent years through mergers with other and
larger funds. Coverage includes teachers, policemen and firemen,
clerks, mechanics, and all other employees of States and local govern-
ments necessary to provide public services to the country's expanding
population.

Present assets of State and local public retirement funds are $31.8
billion. This compares with $2.6 billion of assets in 1946. Since
the year 1946, the rate of increase in assets has been 14 percent per
year. During the last several years, however, the rate of increase
has slackened to about 11 percent per year. Recent compilations
indicate that public employee retirement funds are bringing to the
capital funds market more than $3.5 billion of new money (new funds
less benefit payments) annually.

SOURCES OF FUNDS AND RELATIVE QUANTITIES

The sources of funds and their relative quantities for the 1964-65
fiscal year have been as follows:

[In millions of dollars]

Amount Percent

Total receipts -------------------- $5, 260 100.0

Employee contributions -1,625 30.9
Government contributions:

From States ------------------------ 1, 026 19.5
From local governments ---- 1, 393 26. 5
Earnings on investments ----- 1, 216 23.1

Source: Bureau of the Census, UJ.S. Department of Commerce.
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RECEIFT5-DISBURSEMENTS--Assyrs

Trends during recent years point to a steady and persistent increase
over the years in finances as indicated by the latest compiled figures:

(Amounts in minions of dollars)

Benefit and Assets-CashPeriod Receipts withdrawal and security
payments holdings

1964-65 ---------------------------- $5,260 $2, 008 $31,8141963-64 -- 4, 787 1,844 28,6391962-63 ---------------------------------- 4 394 1,665 25,629
Percent increase:

1964 to 1965 from 1963 to 1964 -9.9 89 11.11963 to 1964 from 1962 to 1963 -8.9 108 11.7

Source: Bureau of the Census, Department of Commerce.

MAJOR CATEGORIES OF INVESTMENTS

The following table illustrates the major categories of investments
for the 1964-65 fiscal year with the amounts for the 1963-64 fiscal year
given for comparison:

[Dollar amounts in millions]

1964-65 1963-64

Items
Amount Percent Amount Percent

of total of total

Cash and security holdings at end of fiscal
year -$31,814 100.0 $28, 639 MU. 0

Cash and deposits -323 1.0 300 1.0Government securities:
Federal ------------------- 7,397 23. 3 6, 954 24.3State and local-2, 745 8.6 3, 082 10.8Nongovernmental securities:
Corporate bonds- 15, 098 47.4 13,346 46.6Corporate stocks -1,422 4.1 1,123 3.9Loans to members -15 .1 18 .1Mortgages ---------------------------- 3,379 10.6 2,809 9. 8Other -1,436 4.5 1, 007 3. 5

Source: Bureau of the Census data.

SUPPLY OF CAPITAL FU`NDS

BASIC FACTORS

The investment history of public retirement funds has consisted of
a concentration in U.S. Government bonds, and State and municipal
bonds. For many years the investments of these funds in State and
municipal bonds were confined exclusively to the State of their opera-
tion. Since 1946, a considerable relaxing of restrictions occurred
and bonds of other States and municipalities were made eligible forinvestment subject to prescribed limitations and conditions. The
realization during recent years that larger earnings could be obtained
on other types of securities with reasonable safety has resulted in a
broadening of the investment authority by the inclusion of corporate
bonds, mortgages, a~nd common stocks. The increasing need of addi-
tional revenues has contributed in some measure to this change ofpolicy.
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While the investment objectives of private pension funds and public
pension funds are basically the same; namely, the realization of the
maximum amount of earnings consistent with safety of principal,
certain factors exist in public administration which influence in some
degree the investment policies of public retirement funds and tend to
restrict their operations.

By their very nature, these funds cannot maintain the same freedom
and flexibility as funds operating for private enterprise. Legislative
controls and statutory regulations, and the rigid screening of the op-
erations of public agencies, impose some restrictions in this regard.

Public retirement funds are frequently subjected to pressures from
local agencies to divert a part of their investable assets toward local
projects within areas served by the retirement funds even though the
investment may be of dubious quality or may call for a lower rate of
income. A public sale of bonds for the financing of municipal proj-
ects may not bring as favorable a price to the governmental agency as
the rate stipulated for the acquisition of these securities by the re-
tirement funds.

Liabilities of retirement funds are of long-term character maturing
many years after they have been initiated. The investment objective,
therefore, should give emphasis to this factor. The period of accumu-
lation may extend anywhere from 20 to 40 years, followed by a period
for the payment of the retirement annuity which may range from 1Q
to 20 years. The investment policy, therefore, is generally formu-
lated with this factor in mind.

Because of the basic characteristics of retirement fund operations,
a continuous flow of revenue to the fund is assured from employee
and employer contributions, and interest on investments. This as-
sumes that the employer is currently meeting his funded obligations in
a full or partial measure. Whether funding is total or partial, the
revenues accruing to the fund are substantially in excess of outgo for
benefit payments. The need for emphasis on short-time securities,
therefore, or for liquidating securities to meet benefit payments gen-
erally does not exist.

The public retirement funds as public agencies are exempt from
direct Federal taxation. They have nothing to gain, therefore, from
investments in State or municipal bonds. Those who advocate these
investments claim that the acquisition of these bonds by public retire-
ment funds is a factor in making a market for these securities, thus
facilitating the financing operations of the State and its political sub-
divisions. This may have some merit in the case of small govern-
mental units involving unknown credits of low quality. Notwith-
standing the objections to these investments, conditions have existed
in former years, for a relatively short period, where bonds of this type
were obtainable at higher yields than U.S. Government bonds or high
quality corporate bonds. Under such circumstances, substantial invest-
ments in these securities were made.

Interest income is a basic factor in any insurance plan and particu-
larly so in the operation of a retirement fund. Costs are based upon
the theory that the reserves of the retirement fund will be continu-
ously invested at an assumed rate of interest. The mortality tables
forming the basis of pension cost and used in the calculation of lia-
bilities and reserves reflect the factor of interest. A retirement fund
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relies on interest income to meet a substantial portion of its required
revenues. Interest has a pronounced effect on pension cost. A dif-
ferential of one-fourth of 1 percent in the investment income may be
considered the equivalent of 5 to 6 percent in contributions, or in the
amount of benefits to be provided. Translated into other proportions,
any large increase in interest earnings has a market impact on financing
the requirements of the retirement fund.

The primary objectives of a realistic investment authority for public
retirement funds are the preservation of principal and the realization
of a reasonable rate of income. The governing policies are the same
as those which reflect prudent management of any investment account
except that recognition must be given to prescribed statutory regula-
tions and the factors that are characteristic to the operations of gov-
ernment. The investment base should be such as to bring about a
diversified investment account well balanced as to the several types of
securities that may be considered appropriate for a public retirement
fund in the light of the applicable factors and conditions.

One important principle inherent in the formulation of an invest-
ment policy is that a public retirement fund must protect itself to the
extent possible against any impairment of principal. Because of the
rigid budgeting of governmental revenues and expenditures, and the
limitations on revenue sources for government, any loss of principal
is not readily recoverable. Conservatism, therefore, dictates all areas
of investment operations and constitutes a guiding and predominant
policy.

Problems of valuation of investments do not exist for public retire-
ment funds as with banking or insurance institutions, except for a
periodic appraisal for purposes. of determining changes in the status
of the investment credits or in the market value of equity securities.

Conditions in the securities markets during recent years have af-
forded an excellent opportunity to make conversions of municipal
bonds for the purpose of increasing income and upgrading the quality
of the investment account. With yields on long-term U.S. Treasury
bonds of 40 to 100 basis points higher than the best quality municipal
issues, a sale of municipal bonds and the purchase of governments
has been advantageous. An even larger rate of income was realized
by conversions into corporate securities.

The impetus for an extension of the investment authority into higher
yielding corporate bonds has stemmed from the ever increasing tax
requirements of the flunds and inadequate funding. It also has been
due to the recognition that maximum income on invested assets must
be a primary objective and that the funds should seek as large an
income on investments as is prudent and feasible. The relaxation
of limitations and the greater investment latitude for the funds have
also been due to their explosive growth in the last decade in terms
of memberships and assets.

ANNUAL DOLLAR VOLUME

For the period from 1946 to 1965, the annual dollar volume of new
moneys available for investment, that is, total revenues from all sources
less benefit and administration expense payments, has been $30 billion.
This is at an annual dollar volume of $1.5 billion.
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Over the years, the proportion of available funds for investment
has been steadily and persistently upward. The prospects for the
period 1966-75 may be quite striking. Based upon the results of
current financial operations of the retirement funds, new moneys cur-
rently becoming available for investment exceed $3.5 billion per year.
WNith the continuous increase in the membership of these funds and
a broadening of their benefit schedules, the amount of available funds
for investment should increase steadily in future years. Within the
next 5 years, this amount will in all probability attain a level of
$4.3 billion. By 1975, if the present rate of growth of these funds is
maintained, a level of close to $6 billion is a reasonable expectation.

RELATIVE PROPORTIONS OF MUNICIPAL SECURITIES

The proportion of State and municipal bonds acquired by the public
employee retirement funds has shown a marked change since the year
1946. At that time, State and municipal bonds of the several types
for all public funds was equal to 40 percent of total invested assets or
approximately $1 billion. This rate has steadily declined as the funds
broadened their investment authority, particularly those of larger
size, extending its scope to include corporate bonds, federally insured
and conventional mortgages and equities. For example, on June 30,
1965, out of total assets of State and local retirement funds amounting
to $31.8 billion, holdings of State and municipal bonds were equal
only to 8.6 percent. This compares with 10.8 percent at the end of
the preceding year and about 15 percent 2 years ago.

It appears that the change in the proportion of State and municipal
bonds held was more pronounced in the case of the larger retirement
funds than those of smaller size. This is clearly shown by the figures
compiled by the Investment Bankers Association on investments only
of State retirement funds whose aggregate assets amounted to $21.4
billion, being more than two-thirds of the aggregate assets of all
2,300 public retirement funds. For these State retirement funds alone
State and municipal bonds amounted to $790 million. This is equal to
3.7 percent of total assets. The following table is illustrative:

Investments of State retirement funds

1965 1963 1961

Value Propor- Value Propor- Value Propor-
tion tion tion

Percent Percent Percent
U.S. Governments- $5,062,605,864 23.6 $4,117,652,354 24.3 $3,961,052,880 29.9
Municipal bonds- 797,153,429 3.7 1,161,176,928 6.9 1, 752, 559,262 13.2
Corporate bonds- 9, 797, 860,371 45.8 7,771,130,1536 45.9 4,964,176,396 37. 5~vlorugagvb ________,_ 3,i20, 4 ;4. ,, 13.4 I , - Q~". 0. I I -, -
Stock 1,063,569,746 5.0 6f4 418 554 3.9 333 557 587 j 2.3
Other investments- 1,563,481,774 7.3 959,974,801 5.7 775, 556, 024 5.9

Total -21,409,971,634 - 16,942,741,505 ---------- 13,234,808,605 ----------

Source: Investment Bankers Association.

NOTE.-The figures in this table relate only to State retirement funds. They do not include municipal
retirement funds whose invested assets represent approximately an additional 50 percent of the foregoing
totals.
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In past years pressures have oftentimes been exerted on public retire-
ment funds to help local areas to market their bonds at low interest
rates. This was based on the premise that there was some obligation
to support the community financial needs. Some retirement funds
holding local municipal issues have suffered from lack of geographical
diversification. In the event of a regional recession which curtailed
tax collections, the retirement fund might have run into financial
difficulty collecting interest on its local obligations. However, the
growing realization that investment earnings are of paramount im-
portance in the financing of pensions has resulted in significant changes
in investment policy in recent years.

In the case of New York City, for example, in 1959 under former
investment policies, the several retirement funds of the city had 73
percent of their assets invested in New York City bonds. By mid-
1965, following a change of policy, their investment in New York City
bonds had been reduced to 35 percent of total investments. This came
about as the result of sales of these bonds and by a replacement of
matured bonds by corporate issues. As a result of this program
investment earnings increased from 3.07 percent in 1959 to 3.93 percent
in 1965.

POSSIBLE FUTURE TRENDS

Present indications are that further decreases will occur in State
and municipal securities held by these funds. These decreases will
be due to the cessation of additional investments in these bonds and
by a conversion of municipal securities into other types and higher
yielding securities, a continuation of the trend in effect during the last
10 years. The larger funds particularly have engaged in this process
and have converted large amounts of their State and municipal bonds.
During the past several years, the funds have looked to corporate bonds
as the main outlet for their cash. For example, funds in the States
of California, Kansas, and Tennessee have more than 75 percent of
their assets invested in corporate bonds. State and local retirement
funds seem to have been the main prop of the corporate bond market
during recent years.

Most of the State and municipal bonds purchased by the public
retirement funds have been general obligations. Revenue bonds com-
prise a small proportion of these securities, probably about 15 percent
thereof. Few special assessment bonds have been acquired. The
relative proportions have not varied materially over the years since a
highly restrictive policy has been in effect with the emphasis on
security and safety of principal regardless of the rate of return.

Most of the State and municipal bond issues in prior years have
been of long term. The more discriminating funds have confined
themselves to medium-term bonds, wherever available, during periods
of low interest rates when State and municipal bonds could be had at
reasonable rates. In times of high interest rates, the policy was to
concentrate on long-term securities.

BOND RATINGS-PURPOSE OF ISSUES

Bond ratings by municipal security rating services have not been a
material factor in the selection of State and municipal bonds for in-
vestment. The great majority of bonds acquired in prior years were
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issues of small municipalities which could not be rated because of a
policy of the rating services not to deal with issues of less than, say, $1
million. As a result, large amounts of unrated bonds were acquired.
It is only the larger issues and issues of the larger municipalities that
were assigned ratings. But ratings were generally not a factor in
the investments in State and municipal bonds.

Nor was the intended use of the proceeds of material interest or con-
cern to the State and local retirement funds as investors. Rarely did
a fund investor inquire of the purpose of the issue or the use of the
funds. Bonds were acquired indiscriminately so long as it was a
municipal issue of a local government whose identity was well known
to the investor.

For the most part purchases were made of the municipalities in the
locality, which were known to the managers of the retirement funds.
Few funds acquired bonds of other States or municipalities. The
managers of these funds, generally a board of trustees, were not suffici-
ently informed on the subject of investments and were inclined to
confine themselves to the local area. It is only in relatively recent
years that investment counsel has been employed, and this has oc-
curred for the most part among the larger retirement funds. The
seeking of advice and counsel of trained specialists on the subject of
investments has led to the extension of the scope of the investment
authority to corporate securities and a corresponding dimunition of
interest in State and municipal securities on the part of these funds.

OBLIGATIONS OF PRIVATE NONPROFIT ORGANIZATIONS

During recent years several retirement funds have financed projects
of private nonprofit organizations. One large fund financed the con-
struction 'of a -building for the county whose employees it serviced.
Another applied a part of its investable funds toward the construction
of a building to house certain services of the particular governmental
unit. A third provided funds for the building -of a hotel which was
outside of the nonprofit classification.

These loans are limited in scope and character. Very few such
loans have been made. Such loans as have been made have usually
taken the form of mortgage notes. The loans were not influenced by
bond ratings. The intended use of the proceeds was an important
consideration. The purpose was one which would be helpful to the
particular governmental unit since the loans were made generally for
the construction of certain facilities for such unit. The geographical
location was also an important factor. The projects were in areas
under the jurisdiction of the governmental unit or in close proximity
thereto.

It is frequently maintained that from the standpoint of the public
interest, some part of the reserves of the retirement fund might 'be
utilized to assist the governmental unit whose employees are covered
by the fund in financing new facilities or additions to existing
facilities.

PORTFOLIO CONSIDERATIONS

STATISTICS ON INVESTMENTS AND LOANS

Annual statistics on yearend holdings of investments and loans for
former years are not available. No such compilation had been made
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by any agency, either Federal or local or by any research organiza-
tions. Considering the fact that in prior years the scope of the invest-
ment authority was limited to U.S. Government bonds and State and
municipal obligations, there was no demand for information on year-
to-year changes in the composition of the investment account. It is
only in relatively recent years that the Federal Government initiated
the practice of requiring current reports on Government bond hold-
ings. The purpose of this inquiry is to ascertain the changes that
have occurred from time to time in such holdings by public employee
retirement funds.

As previously stated, the aggregate assets in 1946 were $2.6 billions.
Of this amount about $1 billion represented State and municipal securi-
ties, consisting principally of general obligation bonds. On June 30.
1965, the public retirement funds held State and municipal bonds
worth $2.74 billions. Hence, the increase for the period from 1946
to 1965 was at the rate of $915 millions per year. These figures, how-
ever, are not clearly indicative of the basic trend.

A more correct understanding of the changes in the holdings of
these bonds may be had by showing the trend during recent years
in holdings of State and municipal securities in the case of the State
retirement funds. These funds represent two-thirds of the total
assets of all public retirement funds in operation. The following is
illustrative:

Proportion
of total

investments,
Year: percent

1957- 25. 8
1959- 15. 7
1961 -------------------------------- ----------- - 13. 2
1963 -6. 9
1965 -3. 7

Federally insured mortgages and conventional mortgages now repre-
sent an important media of investment for some of the larger State and
municipal retirement funds. Municipal bonds are not competitive
with these loans and could not be because of the large differential in
interest income. This differential is at least 1 percentage point in
favor of mortgage loans.

In order to be competitive with mortgage loans and with corporate
bonds, municipal securities would have to provide at least 30 percent
greater yield than is now the case. For example, where a long-term
municipal bond now sells to yield 3.75 percent this would have to be
increased to about 4.75 percent to meet the competition from mortgages
and corporate bonds, as well as U.S. Treasury bonds. This level would
give effect to the stability and security aspects of these bonds con-
sidering that they would be backed by the full faith and credit of the
particular State or municipality.

GOVERNMENT GUARANTEE

If a Federal Government guarantee is provided on the payment of
interest on these bonds in exchange for making interest income thereon
subject to Federal income taxes, the securities would seek a higher
level in terms of income, a level probably comparable to that of Fed-
eral agency issues. It would seem that a guarantee would have to in-
clude principal as well if the bonds are to be made more attractive to
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public retirement fund investors. The price of these bonds and the

income yield would still fall short of the yields obtained on "AAA"'
rated corporate bonds.

The guarantee by the Government, however, would provide greater

security to principal and interest payments than exists in the case of

AAA corporate bonds. It may be expected, therefore, that the bonds
would still yield about 40 to 50 basis points below the level of AAA

corporate bonds. From the standpoint of diversification, however, the

funds might be inclined to take on a certain proportion of these bonds,

just as they do in the case of Federal Governments, particularly if

they are bonds of their own State or a municipality thereof.

FUTURE INVESTABLE FUNDS

On the basis of past experience and emerging trends, public em-
ployee retirement funds are likely to invest during each of the next

10 years, 1966 to 1975 approximately $3.6 to $5.9 billion per year.

By 1975, total assets of these funds should approximate $85 billions.

There would probably be no large investments in municipal securities

unless a change occurs in their status in relation to public retirement

funds. On the contrary, we may look for a continuance of the down-

ward trend in the holdings of the bonds by these funds resulting from
sales or maturities.

Estimated amounts of investable moneys of public employee retirement funds
1966-75

[In millions)

Year: Amount Year-Continued Amount

1966 --------------------- $3, 600 1972 -------------------- $4,560

1967 -------------------- 3,700 1973 --------------------- 4,840

1968 --------------------- 3, 820 1974 --------------------- 5,130

1969 --------------------- 3,960 1975 _-------------------- 5,480

1970 --------------------- 4,130 1976 --------------------- 5, 900

1971 --------------------- 4,325

About 50 percent of these investable moneys of the public retire-

ment funds will probably be invested in rated corporate bonds, 20 per-

cent in common stocks, 10 percent in mortgages (insured and con-

ventional), 15 percent in U.S. treasury bonds and 5 percent in other

securities.

EXPANDING INVESTMENTS IN M1UNICIPAL SECURITIES

The best and most effective way to expand investments in these

securities is by increasing the rate of yield. Practically all public

employee retirement funds are in need of larger revenues. The

States and mu1nicipalities are finding it increasingly difficult to meet

their normal requirements because of their restricted sources of reve-

nue. The managers of the retirement funds have come to the reali-

zation that investment income is one source of revenue which has not

been fully exploited or developed. This explains why a great many

funds have had their investment authority extended during recent

years to include other investment media such as insured and con-

ventional mortgages, corporate bonds, and common stocks.
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Investment income constitutes an important source of revenue for
financing pensions. For the 2,300 public retirement funds in op-
eration in the United States, investment earnings are equal approxi-
mately to 23.1 percent of total receipts from all sources. (See
January 1966 publication of the Bureau of the Census, U.S. Depart-
ment of Commerce.) This rate may be increased to as much as 35
to 40 percent of total receipts under an investment policy which in-cludes higher yielding good quality securities.

If the Federal Government guarantees the principal and interest
on municipal bonds, in lieu of the tax exemption, public retirement
funds might be inclined to channel a part of their investable moneys
into these bonds as a means of providing greater diversity for theirinvestments and to aid the States and municipalities in financing
capital improvements.
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State and Local Governments*

INTRODUCTION

State and local governments have been, and are, prime users of loan
funds, as evidenced by the increasing sale of State and local bonds and
the mounting outstanding debt, rather than a prime or even second-
ary lending source of such loan funds. The relationship of debt to
construction expenditures makes this quite clear, particularly for local
governments where, in some instances, the amount of debt incurred in
recent years has exceeded the total construction expenditures for the
year. This, in part, is because of refunding issues included in the
total debt issued and, in part, because local governments particularly
may have issued bonds prior to need for funds and then temporarily
invested the proceeds.

State and local construction expenditures and debt issuance
[Dollar amounts in millions]

State governments Local governments
Year

Construction Debt Issued Percent of Construction Debt issued Percent of
expenditures expenditures expenditures expenditures

1965 - $7, 508 $3.022 40.2 $8, 909 $8,227 92. 3
1964 7, 263 2,793 38. 4 8,127 8,450 103.9
1963 6,717 2103 31.3 7, 764 7,861 101.2
1962 5,960 3, 070 51.5 7, 593 6,326 83.3
1961 - l 5,699 2,205 38.6 7,515 5,876 78.1
1960 ----------- 5,509 2,283 41.4 6,843 5,673 82.9

Source: U.S. Bureau of the Census, Government Finances for selected years.

CASH AND SECURITY lHOLDINGS

However, cash and security holdings of State and local govern-
ments have increased substantially in the past 15 years. This has
been particularly true for such insurance trust funds as unemploy-
ment compensation, workmen's compensation, and employee retire-
ment funds. Increases in retirement fund assets, which are discussed
elsewhere in some detail, have been very rapid. But cash and security
holdings of 8state and local governments for other than insurance trust
funds have also increased, rising from $18,702 million in 1952 to

$44,042 million in fiscal 1964-65; an increase of 146.8 percent. Sub-
stantial amounts of such cash and security holdings would not be
available as loan funds since they represent offsets to, or sinking funds
for, debt that has been issued, or represent bond fund proceeds that
have not as yet been expended or required.

*Prepared by the Municipal Finance Officers Association, with minor editing
by committee staff.
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In fiscal 1964-65, long-term debt offsets amounted to $8,261 millionand unexpended bond funds totaled $9,764 million, or 18.8 percentand 22.2 percent of the total cash and security holdings of $44,042million. The balance of $26,016 million, or 59 percent of the total,
represented other types of fund holdings.

Of necessity, some cash must be kept on hand and some of the assetsmust be of a liquid nature in order to assure amounts to meet payrollsand other current bills as they are presented for payment. For fiscal1964-65, cash and deposits totaled $19,289 million representing 43.7percent of total cash and security holdings. Securities held amount-ing to $24,752 million, were distributed 8.4 percent in State and localgovernment securities, 68.4 percent in Federal securities, and 23.2 per-
cent in other types of securities.

More and more State and local governments are developing sophis-ticated cash management programs whereby temporarily idle andother funds are invested for maximum periods of time and maximum
rates of return. Since the tax exempt feature of State and localgovernment bonds is of no value to them as investors in securities, and
because most of their assets would need to be invested for short-term
periods rather than for long-term investment yields, much of the in-vestment of State and local governments has been concentrated in
various Federal Government obligations or in certificates of deposit
offered by banks. This has resulted in higher interest earnings thanif the amounts available for investment had been placed in State andlocal obligations. Many smaller municipalities have deposited sub-
stantial sums in savings and loan associations. Except possibly for
some of the turnover or multiplier effects that could be engendered by
amounts placed in savings and loan institutions or invested in certifi-
cates of deposit, the bulk of the securities held by State and local gov-
ernments could not be construed as reflecting States and local govern-
ments as sources of loan funds to finance capital improvements of
State and local governments.

Local governments, while not a major source of loan funds for cap-
ital outlay financing, do provide some minor sources that are of benefit
to the citizens in the affected areas. Some cities have revolving funds
used to finance the cost of projects benefiting a particular property or
properties. About 220 l cities have utilized this approach to finance
sidewalks, curbs, and sewer main extensions. The approach used by
the city of Jacksonville, Fla., is illustrative. That city has a sidew alk
and curb revolving fund which initially began with a $25,000 appro-
priation and in 1966 totaled $360,000. The fund is used exclusively
to finance installation of sideavalks upon receipt of a proper petition
from the property owners desiring the improvement. The amount
loaned is payable in 5 years. The local fund of the city of Buffalo,
N.Y., which is used to finance improvements and services to be paid
by special assessments, had cash and investments of $122,000 in 1965.
The city of Detroit has two revolving funds to which the general fund
contributed capital: sidewalk fund, $207,999 and other revolving
funds, $550,000. The funds noted are among the larger of this tvpe.
In aggregate, they are not apt to total over $5 million.

States have been the source of loan funds to a greater extent than is
true for local governments. However, even in these instances, the

1 "Municipal Year Book," 1959, p. 211.
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amounts have not been large except in one or two instances. The pur-
poses for which the funds were made available have also been limited
to (1) industrial loan funds, and (2) school facility loan funds.

INDUSTRIAL LOAN FUNDS

As part of their effort to encourage industry, some States have estab-
lished State loan and loan guarantee programs. Fourteen States 2

have varying types of such programs whereby loans are extended to
industry under varying circumstances (Alaska, Georgia, Hawaii, Ken-
tucky, Minnesota, New Hampshire, New Jersey, New York, North
Dakota, Ohio, Oklahoma, Pennsylvania, West Virginia, and Wyo-
ining). The program is quite new in Ohio and comparatively so in
New Jersey and New York. Most of the experience has been in 11
States with Pennsylvania beginning the program in 1956. In 1963,
some $60 million 3 of long-term loans for industry, primarily in de-
pressed areas, had been made. In 1965, this amount had risen to
$1514 million largely because of activity in New York and Pennsyl-
vania.

Although more States may make direct industry loans as one of the
approaches to attract or encourage industry, or may do as some have
by merely guaranteeing such loans, it is unlikely that the total made
available in this manner will loom large. The alternative approach of
financing industrial plants either through general obligation bonds or
revenue bonds issued by local governments, appears to be utilized more
frequently at the present time.

SCHOOL FACILITY LOAN FUNDS

While most States have taken a direct approach to aid local schools
to finance both operating and capital outlay expenditures through
grants in aid, 16 States have also authorized loan programs 5 to aid
financing capital facilities by local schools. In two of these instances
(Michigan and New York), funds are loaned to local school districts
to meet debt service obligations on State-approved building projects.
In the other 14 instances (Arkansas, California, Hawaii, Illinois, Indi-
ana, Maine, Maryland, Minnesota, North Carolina, North Dakota,
Ohio, Virginia, Wisconsin, and Wyoming), loans are provided for
capital outlay. In some instances, the programs do not appear to have
been activated although authorized-Indiana, Minnesota, Ohio, and
Wyoming-and in others-Maine and North Carolina-they have been
limited in extent or amount. In at least two instances, California and
Maryland, funds for the program have been obtained by the State
borrowing through the sale of bonds and then loaning the amounts to
the school district requiring loan assistance.

2 "New War Between the States," New England Business Review, December 1963; Ad-
visory Commission on Intergovernmental Relations, "Industrial Bond Financing," pp.
77-85.

aNew England Business Review, Federal Reserve Bank of Boston. December 1963, p. 4.
4 "Industrial Financing Facts on the 50 States," Industrial Development and Manufac-

turers Record, October 1965, p. 39.
p Office of Education, U.S. Department of Health. Education, and Welfare. "Financing

Public School Facilities," 1959, pp. 170-198.

70-132-67-vol. 2-27
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General public school construction loans authorized by Maryland,
since the inception of the program in 1949, total $265 million:

Amount ~~~~~AmountYear: authorized Year-Continued authorized
1949_____----------- $50, 000, 000 1962_------------ - $20, o,000
1953 _ _ ____------------20, 000,000 1963----------------- 50,000, 000
1956_____----------- 75,000, 000 1965_---------------- 50,000,000

The State school building aid program in California is the largest
of the school construction programs. Since its inception in 1949,
bonds totaling $1,615 million have been authorized of which $1,405
million have been sold. Amounts authorized by California are:

Amount Amountrear: authorized Year-Continued authorized
1949_________--_____ $250, 000, 000 1958_________-______ $220, 000, 000
1952_--------------- 185, 000,000 1960_--------------- 300.000, 000
1954_--------------- 100,000, 000 1962_________-______ 200,000,000
1956_--------------- 100,000, 000 1964_-________-____ 200, 000,000

The Maryland program amounts to about 11 percent of the total
State loan programs for financing local schools and that of California
comprises about 75 percent of the total of all such State programs.

The programs in two other States-Virginia and Wisconsin-have
been in operation since well before 1900. Two other programs have
been in operation since 1930-North Carolina and Arkansas. These
four programs are considered to be permanent programs. Unlike
other permanent State school funds which may be invested in school
bonds, the program in these four States is made primarily for the
purpose of assistance rather than investment.

While the State loan programs have been substantial, particularly
in California, in terms of the total national picture for such loans have
comprised only about 4 percent of the funds required for school plant
facilities. Direct State aid, rather than loans, has been a more im-
portant factor; but the bulk of the local school facilities have been
financed from loans made directly by the schools.

Other than for amounts available from State and local retirement
systems, States and local governments have not been, and are not apt
to be, a major source of loan funds in the future.
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Municipal Bond Investment Funds *

INTRODUCTON

Municipal investment funds, or tax-exempt bond funds, are regis-
tered investment companies, the assets of each of which are invested
in a diversified portfolio of interest-bearing obligations issued by or
on behalf of States, counties, municipalities, and territories of the
United States and authorities and political subdivisions thereof, the
interest from which, in the opinion of bond counsel, is exempt from
all Federal income taxes under existing law.

Each such fund is a closed-end trust created under the terms of a
trust indenture by an investment banking firm-or firms-which acts
as "sponsor." The sponsor establishes each municipal investment
fundby acquiring a selected portfolio of municipal (public) bonds,
depositing said securities with a trustee bank-or trust company-
and receiving in return therefor certificates, or units, each representing
a fractional undivided interest in the principal and net income of the
trust.

The certificates, or units, then are distributed to investors, either
by the sponsor or by a group of investment firms forming an under-
writing syndicate. Such distribution may be made at retail or at
wholesale to other investment firms. The sponsor and all firms par-
ticipating in such distribution must be members of the National Asso-
ciation of Securities Dealers, Inc.

The first municipal investment funds were established in 1961 by
John Nuveen & Co. (Inc.) and by Ira Haupt & Co. The growth in
investment popularity of these funds has been rapid and, to date
(March 15, 1966), a total of 20 funds has been created. They had
an aggregate portfolio of $234 million of municipal (public) bonds.

John Nuveen & Co. (Inc.) has been sole sponsor-underwriter of
the Nuveen Tax-Exempt Bond Fund, Series 1 to 10, inclusive, repre-
senting an aggregate principal amount of $143 million. Ira Haupt &
Co. and its successor sponsor, Bache & Co., and Goodbody & Co., by
those firms and Hornblower & Weeks Hamphill, Noyes, and by Good-
body & Co. alone, have syndicated eight different series of the munici-
pal investment trust fund and two series of the tax-exempt income
fund, representing an aggregate principal amount of $91 million.

Suchn munipi~nl investment funds have numerous similarities, one
with another. Substantially all of the units of fractional undivided
interest therein have been purchased by private investors, rather than
institutional investors, although they are suitable for use by trust
companies, the trust departments of banks and the smaller fire and
casualty insurance companies.

*Prepared by E. H. Davis, vice president, research, John Nuveen & Co. (Inc.),
with minor editing by committee staff.
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The weighted net current return to certificateholders of all of such
funds-at the original offering price in each case-was 3.84 percent,
exempt from Federal income taxes. During the period April 1, 1961,
to March 15, 1966, inclusive, which was the entire market history of
municipal investment funds, the simple average of the Dow, Jones
Weekly Municipal Averages (index) was 3.34 percent.

Twenty million dollars of municipal investment funds were created
(luring 1961, $33 million during 1962, $27 million during 1963,
$68,500,000 during 1964, and $80,500,000 during 1965-and $5 million
during 1966 to March 15-thus establishing a rapid upward trend
during the initial 5 years of their existence. It is the opinion of the
sponsors of municipal investment funds that the volume to be dis-
tributed annually in the future will continue to increase.

Additional series of existing municipal investment funds are con-
templated by their respective sponsors. It is probable that other in-
vestment banking firms will sponsor new municipal investment funds.
It appears likely at this time that the existing funds will be vastly
expanded as need arises and as the market is developed for this par-
ticular type of investment medium.

DESCRIPTION OF MUNICIPAL INVEST3MENT FUND PORTFOLIOS

On a composite basis all 20 municipal investment funds contained a
total of $234 million of municipal (public) bonds at their respective
creation dates, of which 13.5 percent were classified as general obliga-
tion (tax-secured) bonds and 86.5 percent were classified as revenue-
secured bonds. The simple average municipal investment fund port-
folio contained bonds from 31 different issuers and each issue in the
simple average portfolio had an average initial size of $380,000.

All of the municipal investment funds, excepting only the tax-
exempt income fund, series 1 and series 2 sponsored by Goodbody &
Co., set forth the Standard & Poor's Corp. "quality" rating of each
component of the portfolios. In the aggregate, for 18 municipal in-
vestment funds, 1 percent of the total initial portfolio was rated
"'AAA," 4 percent was rated "AA," 23 percent was rated "A" and
72 percent was rated "BBB," a total of 100 percent. As a generality,
municipal (public) bonds carrying a rating of "BBB" or higher are
investment category, thus considered eligible for investment by banks.

The total amount of interest earned by all of the funds during each
year, a composite based upon each of the funds at its respective date
of creation, was $9,538,790, equal to a weighted gross average return-
before selling expense, trustee fees and evaluation fees-of 4.07 percent.
A representative trustee fee is approximately 79l/2 cents per year per
$1,000 principal amount of bonds in the portfolio. The initial selling
expense, or sales charge is 41/2 percent of public offering price of the
funds sponsored by John Nuveen & Co. (Inc.) and by Goodbody &
Co. alone, and 41/4 percent of public offering price on the other funds.
Funds other than those sponsored by Jolm Nuveen & Co. (Inc.) charge
their unitholders a nominal amount for evaluation, or regular pricing.
The initial weighted net average current return, after all expenses,
of all of such funds was 3.84 percent.
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PORTFOLIO DIVERSIFICATION

A representative municipal investment fund had a total initial
portfolio of $13 million of municipal bonds having the following ele-
ments of diversification: (1) 14 percent general obligation (tax se-
cured) and 86 percent revenue secured; (2) 27 percent rated "A" and
73 percent rated "BBB"; (3) issued from 19 States (Alabama, Alaska,
Arkansas, California, Colorado, Florida, Illinois, Indiana, Kentucky,
Mississippi, Nevada, New Jersey, Ohio, Oklahoma, Pennsylvania, Ten-
nessee, Texas, Virginia, and Wyoming); (4) comprised of 29 different
issues averaging $448,000 each; (5) purpose and security: water reve-
nues, 10 percent (4 issues); gas revenues, 7 percent (2 issues) ; water,
sewer, and gas revenues, 2 percent; water and sewer revenues and prop-
erty taxes, 3 percent; bridge revenues, 5 percent; lease rental revenues,
5 percent; university revenues, 18 percent (6 issues) ; automobile park-
ing revenues, 5 percent; miscellaneous public works, property taxes,
7 percent (2 issues); toll highway revenues, 8 percent (3 issues);
school buildings, property taxes, 7 percent (2 issues). At the date of
its creation-October 14, 1965-the weighted average interest rate was
3.95 percent and the net current return was 3.70 percent.

The elements of diversification of any particular municipal invest-
ment fund depend in considerable part upon the sponsor's yield and
quality objectives with respect to such fund and the bond offerings
that were in the market and available to the sponsor during the period
when the portfolio was being accumulated-in advance of deposit with
the trustee. Such funds have included, in addition to bonds secured
by general taxing power-general obligations-utility earnings and
tolls, bonds secured by urban transit, incinerator, harbor, park, garage,
school-lease and industrial-plant-lease revenues, among others.

INVESTMENT OBJECTIVES OF MUNICIPAL INVESTMENT FUNDS

Tax-exempt bond funds have been advertised to the public as having
the following general investment objectives: "Conservation of capital
and an attractive tax-exempt return are the principal objectives of
the fund."

Municipal investment funds also may have one or more of a number
of special objectives. For example, the municipal investment trust
fund, first Pennsylvania series, was created for sale to investors who
are residents of the Commonwealth of Pennsylvania. It has the special
objective of exemption from local tax in Pennsylvania. With respect
to such fund, it was "the opinion of counsel, under existing law interest
income to the fund and to certificate holders is exempt from all Fed-
eral income tax and certificates for units are not taxable under the
Pennsylvania County Personal Property Tax Act." Likewise, the
Municipal Investment Trust Fund, First Florida Series, was created
for sale to residents of the State of Florida for the reason tiau "In

the opinion of counsel, under existing law interest income to the fund
and to certificate holders is exempt from all Federal income tax and
certificates for units are not taxable under the Florida intangible per-
sonal property tax law.

The Tax Exempt Income Fund, Series 1, is described as follows in
the prospectus: "The fund is designed for investors who are willing
to invest in a portfolio of unrated municipal bonds in order to achieve
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higher tax-exempt income than is available through an investment in
a portfolio of rated tax-exnempt municipal bondds." [Emphasis
supplied.]

BASIS OF EXEMPTION FROM FEDERAL INCOME TAXES

The tax exemption of municipal investment trust funds is provided
by a special ruling by the Commissioner of Internal Revenue, to the
effect:

In view of the foregoing and based upon the information submitted, it is held
that since under the proposed trust instrument there is no power to reinvest
in additional bonds or other securities or vary the investment in any manner,
the "Tax-Exempt Public Bond Trust Fund, Series 1," will not constitute an
association taxable as a corporation for Federal income tax purposes, provided
it is operated strictly in accordance with the provisions of the trust instrument.

Under the provisions of the trust instrument, each certificate holder has a
right at any time to tender his certificate or certificates to the trustee for liquida-
tion. It is concluded, therefore, that each certificate holder will be considered
the owner of a pro rata portion of the trust under section 676 (a) of the code and
taxable on the income therefrom under section 671. An item of trust income
includible in computing the taxable income of the certificate holders by reason
of his being treated as the owner of a portion of the trust will have the same
character as if such item had been received directly by the certificate holder.
Accordingly, to the extent that the income of the trust consists of interest ex-cludible from gross income under section 103 of the code, such Income will be
excludible from the gross income of the certificate holder.

LIQUIDATION OF PORTFOLIO

The indenture, or trust agreement, authorizing and securing a rep-
resentative municipal investment fund does not permit either the spoii-
sor or the trustee to acquire or deposit bonds either in addition to,
or in substitution for any of the bonds initially deposited in the fund
except that refunding securities may be exchanged for bonds under
certain conditions specified in the indenture.

Therefore, over a period of time a fund cannot retain its original
size and composition because the bonds comprising the portfolio will,
by their terms, be paid by the issuers at their maturity or by operation
of sinking funds established for that purpose by the issuers. The
sponsor also may direct the trustee to liquidate bonds upon the hap-
pening of certain other events, such as default in the payment of prin-
cipal and/or interest, an action of the issuer that will adversely affect
its ability to continue payment of the principal of and interest on
its bonds, or an adverse change in market, revenue, or credit factors
affecting the investment stability of the bonds. The trustee is obli-
gated to liquidate any bonds in default as to the payment of prin-
cipal and/or interest in the event that it has received no instructions
from the sponsor with respect to such bonds.

The indenture authorizing and securing each municipal investment
fund also provides that any certificate holder may offer his units to
the trustee for their conversion into cash (at the bid side of the mar-
ket for the underlying portfolio) and the trustee is required to sell a
portion of the portfolio sufficient in amount to purchase the offered
units, provided, however, that the sponsor may purchase for redis-
tribution such units as may be offered to it directly by the certificate
holder or, indirectly, by the certificate holder through the trustee. It
is important to note that, to date, the respective sponsors have been will-
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ing and able to "make" an active secondary market for units of their
municipal investment funds and have purchased for resale all such units
offered, so that no part of any portfolio has been liquidated for the
purpose of redeeming units.

As and when portions of the portfolio of a particular municipal
investment fund have been redeemed at maturity, by refunding or by
sinking fund operation, the proceeds thereof have been distributed
seminannually by the trustee to the certificate holders on a pro rata
basis. Such distribution occurs at the time of the semiannual account-
ing by the trustee, at which time the income from the portfolio also is
distributed.

No municipal investment fund has a maturity date. However, at
the time each such fund was established, the sponsor thereof recog-
nized that practically the entire portfolio would be redeemed by some
distant future date, leaving only a small remnant against which even
minimum trustee fees and other costs might be disproportionately
high. Therefore, each such fund will reach a specified minimum port-
folio level, say, 20 percent of the initial portfolio, at some future date
when complete liquidation by the trustee is mandatory.

UNIT VALUE AND YIELD IN RELATION TO THE MUNICIPAL (PUBLIC) BOND
MARKET

Yield or rate of return is, of course, one of the major factors deter-
mining the desirability of any investment medium. The absolute yield
for municipal investment funds has been mentioned in preceding
sections of this study. However, yield of a municipal investment fund
in relation to the yield available from other tax-exempt securities,
also, is a significant factor. For the purposes of this study, the initial
yield or yields from a municipal investment fund or funds will be
described in relation to the Dow, Jones weekly municipal average
index of yields.

During the 5-year market history of municipal investment funds
the Dow, Jones weekly municipal average index of yields has aver-
aged 3.34 percent. The point of lowest yield (highest price) during
that period was 3.10 percent, which occurred during January and
February 1965. The point of highest yield (lowest price) during that
period was 3.87 percent, which occurred during the first week of March
1966.

The prices (and yields) for tax-exempt bond funds are determined
by the trustee (1) on the basis of current bid prices of the underlying
bonds obtained from dealers or brokers (including the sponsor) who
customarily deal in bonds comparable to those held by the fund; (2)
if bid prices are not available for any of the bonds, on the basis of bid
prices for comparable bonds; (3) causing the value of the bonds to be
Adetr-mned by other enraged in fhe nrpatiep. of evaluatinsr. auotina or
appraising comparable bonds; or (4) by any combination of the above.

The record from time to time of the average yield for one significant
tax-exempt bond fund as compared with that of the Dow, Jones index
at identical times shows that this fund (1) always produced a yield
higher than the Dow, Jones index (largely due to the composition of
the bonds included within the Dow, Jones index, as compared to the
bonds held in the funds) and (2) that the "spread" between the fund
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and index yields in favor of the funds expanded during periods of
relatively low yields (and relatively high prices), as follows:

[In percent]

Lowest yield Highest yield
during mar- during mar-
ket history ket history
(January (March 1966)

1965)

Tax-exempt bond fund-3.72 3.91
D-J index -3.10 3.87

Spread -. 62 .04

The market history of municipal investment funds indicates that-
(1) the yield (and price) established for municipal invest-

ment funds from time to time appear to fluctuate less than the
municipal (public) bond market, as a whole (as measured by the
D-J Index), and

(2) during periods when there is a relatively widespread be-
tween fund yields and general market yields, fund units are a
more popular investment medium than when the spread is rela-
tively narrow; a major investment advantage of municipal
investment funds has been that, under usual and normal con-
ditions in the municipal (public) bond market, the net current
return from such funds averages about fifty one-hundredths of
1 percent higher return than the general market for municipal
(public) bonds.

INVESTORS IN MUNICIPAL INVESTMENT FUNDS

Prior to 1961, the concept of municipal investment funds was
unknown to securities underwriters, dealers and brokers, and of course,
most investors also were completely uninformed. In such a situation,
the so-called starting-up problems were extensive, not the least of
which was the necessity of advertising the new product (municipal
investment funds) and explaining its merits to investors on a national
scale.

Although some units of the certain tax-exempt bond funds have
been purchased by insurance companies and by banks for their trust
account beneficiaries, probably 95 percent of the total has been pur-
chased by individuals for private investment. The trustee for one
such funid reported that it has approximately 12,500 registered certif-
icate holders. It has been estimated that, making allowance for the
fact that some of such holders own units of 2 or more series, there
currently are at least 10,000 different individuals owning units of this
or comparable funds. Available records show that the average
transaction had a market value of more than $10,000 and that there
were more transactions in the $50,000 to $100,000 range than there
were in the minimum amount (10 units, or approximately $1,000).

Analysis of fund sales records indicates that at least 75 percent of
all transactions were made with individual investors who had not pre-
viously purchased any municipal (public) bonds.

It is evident that during a period of only 5 years there has been
developed an entirely new concept of tax-exempt investment and an



STATE AND LOCAL PUBLIC FACILITY FINANCLNG 419

almost entirely new market area for municipal (public) bonds in the

form of fund units. As a generalization municipal investment funds

are not heavily invested in the "higher quality" securities (those rated

"A", "Aa" and "Aaa") for 2 reasons: (1) They cannot "afford" to

do so because they must strive to offer the highest return consistent

with safety, and (2) their basic concept of wide diversification of

portfolio is, in itself, a significant safety factor so that inclusion of

such "higher quality" bonds is unnecessary. Therefore, such funds

can be a "home" for unseasoned obligations which might not other-

wise command a ready market. "Unseasoned" bonds, by definition,

include those of new, sparsely populated or, otherwise lower echelon

governmental bodies without established credit ratings. In the long

run this could mean more favorable interest rates for such issuers

than would otherwise be the case. The extent of such new market

area is conjectural, but may ultimately prove to be multibillion in size.

It has been the experience of a major sponsor-underwriter of tax-

exempt bond funds that the creation and distribution of this new

investment medium is a profitable activity, as compared to the net

profits that might have been earned through an alternative under-

writing and distribution of municipal bonds.
Offsetting the possibility of such greater profit, is the fact that the

sponsor-underwriter subjects itself to market exposure and the pos-

sibility of financial loss. Such exposure exists in two separate areas.

A sponsor finds it necessary to accumulate and hold during a period

of several months a large part of the municipal (public) bonds which

will form the portfolio for the next series of a municipal investment

fund. The sponsor may gain or lose on the portfolio accumulation

phase of the operation because the value of the bonds on the date of

deposit with the trustee may be greater or less than cost. When the

series is created, the sponsor-underwriter is exposed to risk of finan-

cial loss during the period when such series is being distributed.

The risk of financial loss while holding units is, to some extent, even

greater than while holding the bonds by reason of the fact that the

offering price is inflexible (under the terms of the trust indenture the

public offering price of units is defined as a price "equal to the offer-

ing price per unit of the bonds in the fund plus a sales charge of 41/2

percent of the public offering price"). Thus the sponsor-underwriter

cannot terminate its exposure by distributing units at retail at a price

differing from that produced by application of the formula. This

concept warrants maximum clarification: on occasion the municipal

(public) bond market is subject to vigorous and extended fluctua-

tions; if market prices for bonds fall sharply, a dealer may prefer

to liquidate his inventory quickly at whatever price is offered in the

free market, rather than to hold them and risk further loss in an

evtA.nded decline (i.e., "cutting his losses short"); however, fund units

do not have a free market in the same sense; a dealer owniung fund

units must adhere to the selling terms established in the Prospectus

(i.e., he cannot sell to anyone at any price lie chooses and his flexi-

bility of action is inhibited).
However, the price of municipal bonds is subject to considerable

fluctuation. For example, during the last 13 months (February 1965

to March 1966, inclusive) the D-J Index of Yields increased from

3.10 to 3.80 percent. Relating that increase to the market price of a
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4-percent bond due in 20 years results in a decline in dollar value
from 113.34 to 101.80, or 11.54 points (equal to $115.40 per $1,000 of
par value). Although market fluctuations of municipal bonds usually
are relatively narrow as compared with those of the recent past, it is
obvious that market risk is a real risk which must be accepted by any
who would aspire to the sponsorship of a municipal investment fund.

It is probable, therefore, that other large investment banking orga-
nizations, after analyzing the profit potential of sponsoring and un-
derwriting municipal investment funds, will enter the field in due
course. It is almost certain that those investment banking organiza-
tions already in the field will vastly expand their fund operations as
the market potential is gradually developed. A parallel trend will
be the development by municipal investment funds of an equally vast
capacity to absorb "new money" issues of municipal (public) bonds.



EXHIBIT I

Name of trust fund Sponsor

______________________________________________________________________ - -I.

Municipal investment trust fund:
Series A-
Series B-

Ira Haupt & Co
Bache & Co.; Goodbody & Co

Series C- I Goodbody & Co.; Bache & Co

Series -Bache & Co.; Goodbody & Co

Series E-I Goodbody & Co.; Bache & Co.

Series F-. Bache & Co.; Hfornblower & Weeks;
Goodbody & Co.

Total or average
Municipal Investment tr 1st fund:

1st Pennsylvania series-
1st Florida series -

Underwriters

Ira Haput & Co. and 46 other firms --
Bache & Co., Goodbody & Co., and 4

other firms.
Goodbody & Co., Bache & Co., and 7

other firms
Bache & Co., Goodbody & Co. and 10

other firms.
Goodbody & Co., Bache & Co., and 10

other firms.
Bache, Iornblower, Goodbody, and

10 other firms.

Ira Haupt & Co -Haupt and 21 other firms
Goodbody and Bache -Goodbody, Bache, and 2 other firms _

Tax-exempt Income fund:
Series 1- Goodbody-Goodbody
Series2 -do -do

Prospectus

Apr. 7,1961
June 1, 1964

Oct. 21, 1964

Jan. 26, 1965

June 2, 1965

Oct. 19,1965

Apr. 13,1962
Jan. 6, 1965

Aug. 18, 1965
Mar. 11, 1966

Total or average- I-I-I-
Nuveen tax-exempt bond fumd:

Series 1-
Series 2-
Series 3 - . ----
Series 4 ---
Series 5 .-----------
Series 6 - .
Series 7 -- ---------
Series 8 - .
Series 9 - .
Series 10-

John Nuveen & Co., Inc .
-do-
-do-
-do.
-do.
-do.
-do.
-do-
-do.
-do-

John Nuveen & Co., Inc .
-do.
-do.
-- do.

-do.
-do-
-- do-

-do-
-do.
-do .

July 21, 1961
Jan. 15, 1962
Oct. 15, 1962
May 1, 1963
Aug. 28,1063
Jan. 30, 1964
June 2, 1964
Dec. 18,1964
Apr. 29 1965
Oct. 14, 1965

Total or average -I--I-

Deposited

$10, 000000
10. 000. 000

8, 500, 000

15, 000,000

12, 500,000

15, 000, 000

Proportion of-

I
Tax bonds

$935, 000
600,000

1,557,000

1, 309, 000

2, 009, 000

2,766, 000

Revenue
bonds

$9, 05, 000
9,400,000

6,943, 000

13,691 000

10,491, 000

12, 234, 000

71, 000, 000 9,176, 000 61, 824, 000

5, 000, 000 250, 000 4,750, 000
5, 000, 000 215, 000 4, 785, 000

5, 000,006 1,393, 000 3, 607, 000
5, 000, 000 915, 000 4, 085, 000

10, 000, 000 2, 308. 000 7,692 000

10, 000, 000 2, 274,000 7, 726, 000
15, 000, 000 2, 240, 000 12,760, 000
13, 000, 000 1, 590, 000 11, 410, 000
12, 000, 005 250,000 11,750, 000
15, 000, 000 1, 584, 000 13,416, 000
15, 000, 000 520, 000 14, 480, 000
20, 000, 000 3, 886, 000 16,114. 000
15, 000. 000 3, 055, 000 11,945, 000
15, 000, 000 2, 478, 000 12, 622, 000
13, 000, 000 1 830000 11, 170, 000

143. 000. 000 19 707 000 123, 203 000

234, 000 000 31 656 000

U2

0

00

0

H

202, 344, 000 i
I0

Total or average -I-I-

� l�



Name of trust fund

Municipal investment trust fund:
Series A -------------
Series B
Series C
Series D-
Series E
Series F.

Total or average
Municipal investment trust fund-First Penn-

sylvania series ---------
Municipal investment trust fund-First Florida

series

Tax-exempt income fund-Series l
Tax-exempt income fund-Series 2

Total or average

Nuveen tax-exempt bond fund:
Series 1 --------------------
Series 2 -- -- -------------------
Series 3 ---- --------------------------
Series 4 -------------------------
Series 5 ---- -------------------------
Series 6 - -----------------
Series 7 _ - ------------------------
Series 8 - -----------------------------
Series 9 - ------------------------
Series 10 --------------------------------

Total or average -----------------------

Total or average ---- ----------------

l Hatngs, 1I any, not reported.

Number of Average
issuers size of block

EXHIBIT II

Standard & Poor's Ratings (principal amount)

AAA AA A BBB

I .-- I______________________ _____________________ _____________________

49
34
33
40
37
47

$196, 000
294, 000
258, 000
349, 000
321, 000
313, 000

$430, 000
0
0
0
0
0

$380, 000
420, 000
745, 000
905, 000

8
0

$3, 732, 000
2, 271, 000

867, 000
1, 359, 000
2, 040, 000
2, 540, 000

$5, 458, 000
7, 309, 000
6,888, 000

12, 736, 000
10, 460, 000
12, 460, 000

Interest
earned

per year

$419, 524
399, 289
339, 204
601, 029
499, 317
598, 476

Weighted
average

interest rate
(percent)

4.20
3.99
3.99
4.01
3.99
3.99

Percent net
current

return to
certificate-

holders;
weighted M
average, -

interest rate
(less expense)

to original
offering price

(percent)

0

415 t
3.90
3.90

3.80
3.77
3.78 '

289, 000 430, 000 2,450, 000 $12, 809, 000 $55, 311, 000 2, 856; 839 4. 02 3.87

31 161, 000 0 100, 000 1, 395, 000 3,505, 000 201, 922 4. 04 3.85

18 278, 000 0 0 215, 000 4, 785,000 198, 179 3.96 3. 86

22 227, 000 ()()()()245, 483 4. 81 4. 57
21 238, 000 Q) (I) (I) (1) 251, 486 4. 94 4. 75

- 233, 000 -------------- -------------- -------------- -------------- 496, 969 4.88 4. 66

27 370, 000 875, 000 550, 000 1,800, 000 6, 775, 000 414, 672 4. 15 4. 03
26 536, 000 0 750, 000 3, 74, 000 10, 505, 000 615, 375 4. 10 3. 94
26 500, 000 0 350, 000 3,580, 000 9, 070, 000 531, 229 4. 09 3. 79
27 444, 000 0 0 4,801, 000 7, 195, 060 448, 981 4. 07 3. 73
29 100, 000 0 780, 000 4, 810, 000 9, 740, 000 613, 215 4. 09 3. 75
28 817, 000 0 1, 780, 000 3,973, 000 9, 275, 000 615, 972 4. 11 3. 77
35 541, 000 0 1,800, 000 5, 100, 000 13, 000, 000 815, 913 4. 08 3. 75
29 500, 000 0 250, 000 4,180, 000 10, 570, 000 586, 4S8 3. 91 3. 68
28 517, 000 0 0 2, 200, 000 12, 800, 000 590, 116 3 93 3. 67
29 448, 000 0 0 3, 470, 000 9, 530, 000 512, 970 3.95 3. 70

------ -- 487, 000 875, 000 5,900, 000 37, 765, 000 98, 460, 000 5, 784, 881 4. 06 3 77

380, 000 1,305, 000 8,450, 000 52, 184, 000 162, 061, 000 9.538, 790 4.07

0

I-Ij

'-
H~

z

3.84

I

-

_ _



CHAPTER 28

Personal Trusts as Sources of Funds*

INTRODUCTION

Most of the trust business in the United States is conducted by
corporate fiduciaries which may be companies engaged in fiduciary
activities exclusively but which, for the most part, are commercial
banks with trust departments. Hence, in the following discussion
when "trust institution" or "corporate fiduciary" would be appropriate
terms, "trust department" will be used for the sake of simplicity.

NUMBER AND RELATIVE IMPORTANCE OF TRUST DEPARTMENTS

In the United States in early 1966 there were 3,785 banks with trust
powers and of these, 3,503 were actively exercising their trust powers
(table 1). The increase in the number of trust departments since
1950 does not seem impressive. However, it should be noted that as
trust powers are granted to additional banks each year there is a loss
of some separate trust departments through bank mergers. As data
given below will clearly indicate, there has been, in addition to an
increase in number of bank trust departments, a substantial increase
in total assets managed by them.

Added to the banks with trust powers, as of November 1965, there
were 49 nondeposit trust companies.1 These are defined by the Fed-
eral Deposit Insurance Corporation as institutions operating under
trust company charters which are not regularly engaged in deposit
banking but are engaged in fiduciary business other than that inci-
dental to real estate title or investment activities. Some of these
nondeposit trust companies, one of which is a member of the Federal
Reserve System but is not insured by the FDIC, hold very substantial
amounts of trust assets.

TABLE 1.-Number of commercial bank trust departments in the United States

1950 1955 1960 1961 1962 1966

Insured State nonmember banks -870 887 1,066 1,100 1,153 1,232
State member banks -636 639 598 600 575 522
National banks -1,774 1, 727 1,738 1,763 11,786 11,856
Uninsured State banks - - - - -2175 2175

Total - -- ----------------- 3, 280 3,253 3,402 3,463 3,689 3,785

I Of these, 236 were inactive at the end of 1962; 282 were inactive at the end of 1964.
2 Approximate number, including some with more than $100,000,000 of trust assets, as well as many very

small departments.

Sources: Federal Deposit Insurance Corporation, Board of Governors of the Federal Reserve System,
the Comptroller of the Currency.

*Prepared by the Trust Division of the American Bankers Association, with
minor editing by committee staff.

'Offices of Operating Banks Not Insured by the Federal Deposit Insurance Corporation,
Nov. 30, 1965, FDIC.
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Despite the growth of trust departments in number and in assets
managed, many personal trusts continue to be administered by in-dividual trustees. While virtually no data are available concerning
these trusts either as to the assets held or the investment policies fol-lowed, there is some evidence as to their relative number in the fidu-ciary income tax returns filed with Internal Revenue Service in 1963for the year 1962, the latest data available. In 1962 banks and trustcompanies administered 60.8 percent of all trusts for which returnswere filed, and these bank-administered trusts accounted for 60.1
percent of the total income received by trusts in 1962 as revealed byreturns filed.2 Since it is apparent that a large part of the trustbusiness is conducted by individual trustees, the data provided in fol-lowing sections of this study, covering trust departments only, mustbe considered quite incomplete.

TRUST DEPARTMENT SERVICES

Trust departments provide a wide variety of services. These in-clude the settlement of estates, the administration of guardianships,
the performance of agencies for individuals and corporations, serving
as trustee under corporate indentures, trustee for community trusts
and for endowments, as well as trustee for employee pension andprofit-sharing plans. They also act as registrars and transfer agents
of corporate securities. A major service, of course, is the adminis-
tration of personal trusts, our primary concern here.

The relative importance of personal trusts in the overall trustbusiness of the commercial banks may be judged by these figures: The
Office of the Comptroller of the Currency has reported that in 1963trust departments of banks administered $43 billion in employee
benefit accounts and an additional $101.2 billion in other trust accounts
where the banks exercised "some investment responsibility." 8 That
same year the Trust Division of the American Bankers Association
found through a survey that banks were administering $82.2 billionin "personal trust accounts."4 The Comptroller's figure of $101.2
billion includes certain types of agency accounts which were not
reported in the trust division's survey; hence, the trust division figureof $82.2 billion is more truly representative of strictly personal trustaccounts. It is clear that a large percentage of the assets administered
by trust departments in their various trust and agency capacities
is held in personal trust accounts.

ADMsrINISTRATION AND INVESTMENT OF PERSONAL TRUSTS

In the administration of these personal trusts, trust departments
receive from trustors property which they administer for the benefitof others. The trusts may be created under the terms of a will, by
agreement or declaration, or by order of a court. The trustee manages
the property for the benefit of designated beneficiaries and ultimatelydistributes assets covered by the trust to designated remaindermen.

2 Fiduciary, Gift, and Estate Tax Returns, Statistics of Income, 1962, U.S. TreasuryDepartment, Internal Revenue Service.
Stanley Silverberg, "Bank Trust Investments: Their Size and Signiflcance," theNational Banking Review. vol. 1. No. 4, June 1964.Report of National Survey of Personal Trust Accounts, Trust Division, the AmericanBankers Association. New York (released 1964).
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While virtually all kinds of property may be placed in trust, the
most common are stocks and bonds, notes and mortgages, cash and
real property. Trusteed property also may include established busi-
nesses, newspapers, mines, factories, patent rights, licenses to manu-
facture, and art collections. In administering a trust, the trustee
must be guided by the applicable State law and the provisions of the
trust instrument.

Insofar as investment powers are concerned, there are applicable
State trust investment statutes, court decisions, and of course the
wishes of the trustor as expressed in the trust instrument. The gen-
eral effect of investment powers and limitations is to impose on a
fiduciary a high degree of responsibility for investment decisions;
failure to invest properly can result in a breach of trust and a bene-
ficiary or remainderman's holding the trustee liable for losses.

In recent years there has been a tendency for States to move toward
the prudent-man rule as the proper philosophical concept in making
trust investments. In those States which have statutes regulating in-
vestments by fiduciaries in more detail than under the prudent-man
rule, there are two basic types of statutes. Some are mandatory which
provide, in effect, that. trustees must invest trust funds in accordance
with the terms of the statute unless the terms of the trust provide
otherwise. Others are permissive, providing, in effect, that trustees
may invest in accordance with the statute unless the terms of the trust
provide otherwise. In some States the statutes set forth statistical and
other requirements which securities must satisfy to qualify as legal in-
vestments. In other States the legislature grants power, usually to
the State bank supervisory authority, to issue approved lists of secu-
rities for trust investment. As a result of all of the foregoing, it can
be stated in general that fiduciaries are permitted to invest in corpo-
rate bonds and stocks, U.S. Government securities, real estate and real
estate mortgages, and the securities of State and local governments.
This is to say that, insofar as the securities issued by State and local
governments are concerned, they are legal for trusts unless ruled out
by the trust instrument. It should be noted that in investing trust
assets trust departments may have complete discretion to operate un-
der the terms of the trust or may have to consult a co-trustee or co-trust-
ees or other adviser.

The specific factors which enter into investment decisions by trust
departments will be discussed below in the section on portfolio
considerations.

VOLUME OF TRUST ASSETS

The amount of assets in personal trusts has never been accurately
reported over a period of time. Table 2 indicates the amount and types
of assets held in personal trusts in 1963, as revealed by the survey done
for the T rusL Division of the A American Bankcr Association, and the
amounts and types of trust assets in 1963 and 1964. as shown by the
compilation of the Comptroller of the Currency.
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TABLE 2.-Trust diVision's and Comptroller's reports on trust assets
[Dollar amounts in millions]

Trust division 1963 Comptroller 1963 Comptroller 1964
Type of asset l__ _ _ _ _ _ _ _ _

Amount Percent Amount Percent Amount Percent

Common stock - -$54, 017.1 65.7 $61, 750 61.0 $67, 300 63.8
State and municipal securities -- 11,644.0 14.1 11,250 11. 1 12, 200 11.6
Participation in common trust funds.----. 4,749.3 5.8 - . -
Corporate bonds and debentures -- 3,032.5 3. 7 4,000 4.6 4,900 4. 7
U.S. Government securities-- 2, 772.7 3.4 9,600 9.5 8,800 8.3
Preferred stock - -1,315.6 1.6 1,900 1.9 1, 500 1.4
Mortgages - -941.7 1.1 2, 400 2.4 1,600 1.5
Cash - - 552.0 0.7 1,800 1.8 1,100 1.0
All other assets- 3,215.9 3.9 7,800 7. 7 8,100 7. 7

Total-82,240. 8 100. 0 101,200 100. 0 105, 500 100.0

Sources: Report of National Survey of Personal Trust Accounts, Trust Division, the American Bankers
Association, New York. The National Banking Review, the Comptroller of The Currency, June 1964 and
June 1965.

As indicated above, the much larger total reported by the Comp-
troller of the Currency results from the inclusion of assets of some
types of agency accounts which were not covered in the trust division
survey. The Comptroller's figures represent actual reported data from
national banks with estimates for the holdings of trust departments
of State chartered banks.

A. SUPPLY OF CAPITAL FUNDS

1. TREND OF MUNICIPAL SECURITY INVESTMENTS

Table 3 indicates the total amounts of State, municipal and terri-
torial securities outstanding in the years 1945 through 1964, the
amounts of such securities held by personal trusts, the net change in
such holdings from year to year, and the percentage of total outstand-
ing securities held in personal trusts. It will be noted that the per-
centage of outstanding State and municipal securities held in personal
trusts ranged from 19.25 in 1946 to 12.56 in 1959. This in itself is not
a very wide range but it is particularly interesting that since 1959
the fluctuation in this percentage has been extremely narrow, as the
table indicates.
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TABLE 3.-State and local government securities

[Dollar amounts in millions]

Percentage
Held by of total out-

Year Total out- personal Net change standing
standing trusts held by

personal
trusts

1945 - -$16,417 $2, 950 17.96

1946 - -15, 736 3, 030 +$80 19. 25
1947 ------------- -------- -t6, IsO 3,110 +80 18.75

1948 18,399 3,190 +80 17. 33
194 - -- -- -- --- -- -- -- -- --- -- -- -- --- 20,538 3,270 +80 15.92

1950------------------------ 23, 804 3,950 +680 16. 59
1951--- 26, 688 4, 610 +660 17. 27

1952------------------------ 29, 217 5,270 +660 18. 03
953 - -32, 268 5,410 +140 16.76

1954------------------------ 37, 393 6,130 +720 16.39
1955 - -42, 706 6,650 +520 15.57

1956 -------------------------------------- 47, 524 7, 250 +600 15. 25

1957 - -51, 990 7,830 +580 15. 06

1958 - - -------- 56, 790 7, 791 -39 13. 71

1959------------------------ 61,985 7,786 -5 12.56
1960 - -66,425 9,098 +1,312 13.69

1961 ---------------------- -71, 730 9,946 +848 13.86
1961 - -80, 131 10,704 +848 13.47

1963 ------------------ - 85,915 11,&44 +850 13.55
1964 - -91,300 12,200 +556 13.36

Sources: Total outstanding: Statistical Abstract of the United States, Department of Commerce, Bureau

of the Census 1958, table 486; 1965, table 553. Excludes obligations of the Philippines and after 1952 the

obligations of Puerto Rico.
Held by Personal trusts: For 1958,1959,1960, and 1963 Report of National Survey of Personal Trust Ac-

counts, Trust Division, the American Bankers Association, New York (released 1964); for 1962 and 1964,

estimated; for other years Goldsmith, Lipsey, and Mendelson, Studies in the National Balance Sheet of the

United States, vol. II, Princeton University Press, Princeton, N.J., 1963.

There has been no feasible way to obtain data on the holdings of
obligations of nonprofit organizations. However, these are believed
to be held by trust departments in very nominal amounts.

In the following sections of this study, there will be statements con-
cerning the investment policies followed by trust departments in
acquiring their indicated holdings of State and local government secu-
rities. As will be stressed, these decisions are generally made in accord-
ance with the requirements of each individual personal trust account.
Many of these accounts are individually invested because the amount
of funds is sufficiently large to justify individual investment. In re-
cent years, however, trust departments have found it useful to com-
mingle many trust accounts or portions of trust accounts for collective
investment. To do so, they have set up several types of common
trust funds, including tax-exempt bond funds.

The following paragraphs, extracted from a bank's annual report
on one of these funds, provides an excellent statement of the reasons for
their use:

In recent years we have found that the tax brackets of many of our trust
account beneficiaries have reached a point where some tax-exempt income
would be most welcome. Although we have endeavored, where feasihbl, to
provide relief through individual investments in tax-exempt securities, the
limited size of trusts in many cases makes such individual investments both
more costly to the trust as well as deficient in a reasonable geographic and
maturity diversification of investment assets.

In order to remedy this situation this company, on February 1, 1965, estab-
lished a discretionary common trust fund-tax-exempt fund. This fund operates

under the laws of the District of Columbia, rules and regulations of the Comp-
troller of the Currency, and in accordance with the provisions of a plan approved

by our board of directors. Typical of the operation of common trust funds, our

70-132-67-vol. 2-28
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new fund enables us to pool investment funds in such a manner so that the
smallest participant can enjoy the benefit of diversification and the economies
that larger scale investment commitments afford.

It should be reemphasized that these tax-exempt bond funds are
for the investment of existing trusts being administered by trust
departments, and a decision as to whether a particular trust account
will be invested in whole or in part in a collective fund is entirely at
the discretion of the trustees. Banks report each year on these funds
to all participating beneficiaries and co-trustees, revealing the amount
of each tax-exempt security held, the changes from year to year
through purchase or sales, and the change in unit values. In 1962
there were 24 tax-exempt bond funds operated by trust departments
and by the end of 1965 there were 104 such funds.5 While the reports
of relatively few of these funds have been available to us, those ex-
amined reveal the investment policies of the reporting trust depart-
ments and have served as the basis for some of the statements of
policy herein.

2. COMPOSITION OF SECUITJTIES PURCHASED

No data are available to indicate the proportion of general obli-
gation bonds held as compared with revenue bonds in all personal
trusts. However, there has been a considerable increase in the rela-
tive amount of revenue bonds issued by State and local governments.
In 1948 revenue or nonguaranteed State and local securities amounted
to 12.4 percent of the total State and local issues outstanding.6 By
1963 about 39 percent of outstanding issues were revenue bonds.7 In
1965 when $7.2 billion of general obligation bonds were issued, $3.5
billion of revenue bonds were sold.8 Since revenue bonds, therefore,
have become a large proportion of total State and municipal bonds
available, and in most cases have been of good quality, there has been
a tendency for trust departments to add relatively to the holdings
of revenue bonds. This has been so particularly because trust de-
partments tend to buy more tax-exempt securities upon original issue
than in the secondary market. The following reveals the reasoning
on revenue bonds of one trust department which operates a substan-
tial tax-exempt bond fund:

In general, our objective has been to invest the fund's assets in good quality,
higher yielding tax-exempt bonds. This philosophy is reflected in our selective
use of revenue-secured obligations which now comprise the fund's largest hold-
ings, in terms of both their relative share of total assets and the size of indi-
vidual issues purchased. Among the more important advantages of investment
In these issues are the generally large supply of bonds available for additional
purchases and a ready market in the event that sales may be desirable, the
potential for capital gains due to the fact that many issues are undervalued in
the early stages of a facility's development, and the often substantial yield
differential from other tax-exempt issues.

5 "Collective Investment Funds Operated Under or in General Conformity with Regula-
tion 9 of the Comptroller of the Currency." Compiled annually by the trust division, the
American Bankers Association. New York.

GRoland I. Robinson. "Postwar Market for State and Local Government Securities,"
Princeton University Press, Princeton, N.J., 1960.

7 "Statistical Abstract of the United States 1965," U.S. Department of Commerce,
Bureau of the Census. tahle No. 573.

8 Federal Reserve bulletin, June 1966.
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Examination of some bank tax-exempt bond funds indicates that rev-
enue bonds can easily amount to between 40 and 50 percent of total
portfolios. The following table 4 gives the figures for one $88.6 mil-
lion fund.

TABLE 4

Rating General Revenue
obligations issues

AAA -$9, 215, 000 $813, 000
AA - --------------------------------------------- 17, 470, 000 8, 235, 000
A- 14,151, 000 18. 878, 000
BAA ------------------------------------------------ 5,805, 000 5,842, 000
BA-- 650, 000
Unrated by Moody's 7, 587, 000

Total - 46, 641, 000 2 42, 005, 000

1 52.61 percent of total fund.
I 47.39 percent of total fund.

Special assessment bonds are considered to have primarily local
markets and the amount of limited tax bonds in existence has been
declining and is relatively small in volume.
Maturity distribution

It is believed that 10- to 20-year maturities are generally favored
by trust departments, although substantial amounts of longer issues
are used. Revenue bonds usually have a fairly long maturity but, due
to the operation of sinking funds, are in effect of a shorter average
-maturity that the final maturity date indicates. Trust accounts tend
to average about 20 years in length and, unless there are unusual re-
quirements in the particular account, fairly long maturities are pur-
chased, especially during periods of relatively high yields, since a
major reason for buying the longer maturities is to obtain the higher
yield which they normally provide. One large tax-exempt bond fund
has an average maturity of 23.58 years.

Following is the maturity schedule of another very large tax-exempt
bond fund:
'Years: Percent

5 or less___ _ ___________________________________________________ 3
6 to 10_ _ _ --------- -- ------- 8
11 to 15_---------------------- 14
16 to 20______________-- - ------------------------------------------ 20
More than 20 - ---------------------------------------------------- 51

3. FACTORS INFLUENCING PURCHASES

.Bond ratings
Trust departments with their own investment research staffs are

likely to rate available State and local securities after their own
.analysis. The will of colnrse eheek ratings assigned to particular
issues by the rating agencies but be guided primarily by their own
appraisals. Trust departments which do not or cannot have their
own investment research departments are likely to be guided more by

-the bond ratings and by the recommendations of investment advisory
services, including those provided by correspondent banks. Local
issues are purchased largely by local banks because these banks know
-the financial strength of the issuers, and are guided by this knowledge
-rather than ratings assigned to the issues, if any. Unless the obliga-
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tions of a community total a certain figure, some of the rating services
do not issue ratings. Unrated bonds are, therefore, frequently pur-
chased but these would be concentrated primarily in issues of com-
munities with which the buyer is familiar, except in the case of revenue
bonds which are a special case. These, even when issued by well-
known entities, are frequently not rated, especially when a fairly
lengthy construction period is involved.

Some purchases of issues with ratings below the top four are made.
It has been estimated that 5 to 110 percent of the dollar amount pur-
chased each year are rated below the top four categories and another
10 to 15 percent unrated. The amount of unrated issues may be far
larger-as high as 40 percent-when banks buy the issues of entities
in a given area in which a larger than usual percentage of all issues is
unrated. Reference to table 4 above shows that there were about $7.6
million of unrated bonds in the fund reported. This was 18 percent
of the revenue issues in the fund and 8.6 percent of the total fund.
Also, it may be noted that $8.2 million, or about 9.3 percent of the fund,
was in bonds rated below the top four grades.

Use of proceeds
The purpose of issue of general obligation bonds has comparatively

little influence on whether or not the purchase is made. The first
considerations are the financial strength of the issuer and the specific
terms of the issue. If the credit of the issuer is weak, bonds issued
for unimportant purposes probably will be avoided. However, in the
case of revenue bonds, the purpose of issue is very important. In
general, bonds issued to finance water, sewer, and electric operations
are preferred over aduitorium, stadium, resort areas, bridge, tunnel,
and toll road issues. Many trust departments do not believe revenue
or general obligation bonds should be issued for the purpose of con-
structing industrial plants; and they have a general policy of not
buying them. However, those trust department which do buy them
carefully weigh the type of facility to be constructed and the financial
strength of the proposed user of the facility.
Geographic location

The geographic location of a borrower per se does not have a great
deal to do with the investment decisions of trust departments if the
underlying credit is judged to be good. Since diversification is one
of the desirable features for a tax-exempt bond fund or any single ac-
count investment in State and municipal securities, trustees will tend
to seek diversification on a geographic basis as well as in other ways.
They will, of course, consider the protection provided by State laws
for bondholders, and there are some special geographic considerations:

1. Small local issues are likely to be taken by banks in the local
areas because it is difficult for small issues to tap the national
market.

2. In some cases, where the income from State and local secu-
rities in a given State is exempt from income taxes in that State,
the bonds issued by entities within the State are likely to be attrac-
tive for trust accounts for residents. The States generally tax
the income on each other's securities, but do not tax their own
securities.

Table 5 shows the geographic distribution, by States, of securities held
in three selected tax-exempt bond funds.

430
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TABLE 5.-Geographic distribution of investments held in selected tax-exempt
bond funds

[In percent]

State Fund A Fund B Fund C

Alabama - 4 1 1.77 11.30
Alaska - ------ 1 ------------------------------ -i- i 42 2.11
Arizona -- ---- 4.-0--------9--- -------- --- - -9
Arkansas ------------------------------------- 1------- 6 4 09
California - - -------------------------------- -- 9 16 15.0
Colorado -------------------------------------- 1 3.13 7. 90
Connecticut -1 .52 ----
Delaware- 2
District of Columbia -- --- ---- 27 2
Florida ------------------------------- 1 5
Georgia ------------------------------- 1.54 - --
Hawaii- 1 .
Idaho- ----------------------------------
Illinois ------------------------------------ 4 9.78 15.1
Indiana ------------------------------------- 4.08
Iowa - ---------------------- --- --- ------------
Kansas --------------------------------------------- i i.-83
Kentucky- 1 83-
Louisiana - -------- ------------------ 1 .79-
Maine 1 206
Maryland ---------------------------------------------- 1 2.06
Massachusetts- 1-- 3.12
Michigan -5 14.07 2.05
Minnesota -2 1.46 2.05
Mississippi -2 2.27
Missouri -
Montana ------------------------------ 1
Nebraska ------------------------------------- - 2.04
Nevada -------------------------------- - - - - - - - - - -
New Hampshire ---------------------- ------------- -------------- --------------
New Jersey ------------------------------- 1 2.36 .
New Mexico ---------------------- 1 10-1
New York ----------------------- 11 21.54 13.38
North Carolina - _--------------------- ------------- -------------- 7.25
North Dakota - ---------------------- -------------- -------------- --------------
Ohio- 1 .36
Oklahoma -_- - - -- 1------------ -----------
Oregon ---------------------------------------- - ------ 1.0 ---------
Pennsylvania 8 1.19 6.22
Rhode Island --------------------------- ------------- -------------- --------------
South Carolina - ------------- -------------- --------------
South Dakota -------------------
Tennessee - ---- 1---------------------- 2 1.03 2.04
Texas- 3---------------------
Utah - 2.53 -
Vermont . --- ------------------- - -------------- -------------- --------------
Virginia --------------------- .-
W ashington ------------------------------------- 9 4.89 -------
West Virginia --------------
Wisconsin -3 .63
Wyoming- 1-
Puerto Rico -2 2.42 2.99
Cash (net) ---------------------------------- 2 .46

4. OBLIGATIONS OF PPIVATE NONPROFIT ORGANIZATIONS

While we have no accurate data available, it is believed that there
have been very few purchases of obligations of nonprofit organiza-
tions for trust accounts. A leading underwriter of church, school, and
hospital securities has estimated that the total volume of such obliga-
tion issued is approximately $335 rnillonl per year.Y Based on its
own underwriting experience, the firm judges that approximately 50
percent of these are now sold to institutions and the other 50 percent to
individuals. Of the total volume, probably 21 percent is sold to banks,
which would mean sales to banks of approximately $70 million. The
amounts held by the banks for their own accounts and the amounts pur-
chased for trust accounts are unknown. However, it is believed that

9 B. C. Ziegler & Co., West Bend, Wis.
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fairly substantial amounts of the bank purchases of the obligations of
nonprofit organizations are in large blocks for pension funds. Very
recently there has been some interest in mortgages on homes for the
elderly insured by the Federal Housing Administration under section
231 of title II of the National Housing Act and on nursing homes
under section 232 of that title. At the end of 1964 there were $351.5
million of mortgages out under section 231, of which $115.5 million
were held by commercial banks, and there were $155.7 million of
mortgages out under section 232, with $36.1 million held by com-
mercial banks.10 While presumably mortgages under these two sec-
tions are for the most part bought by the banks for their own accounts,
some unknown amount would be in personal trust accounts. In any
event, the aggregate sums involved are very small.

It is believed that ratings on the bonds of nonprofit organizations
are few and, in any case, would not carry much weight. Since in most
cases the proceeds of the issues of nonprofit organizations are to be used
for schools, hospitals, churches, and religious orders, the bonds gen-
erally would be considered for worthy purposes and the prime con-
sideration of the potential buyers would be the underlying credit risk.
In the investment of personal trusts, it is most unlikely that public
relations considerations would be involved.

B. PORTFOLIO CONSIDERATIONS

1. TREND OF ASSET HOLDINGS

Table 6 indicates for the years 1946 through 1964 total assets ad-
ministered in personal trust accounts by trust departments and shows
the percentage of such assets represented by State and municipal secur-
ities. This percentage rose between 1946 and 1953 from 10.44 to 15.18.
It then declied but had risen by 1957 to 16.94, the highest percentage
over the period shown by the table. From 1957 there was a general
decline to 1964 when the percentage was 13.61. Despite these varia-
tions, it is clear that except for a few years since 1951 the percentage of
personal trust assets represented by State and local government secu-
rities has remained fairly constant.

10 "Housing and Home Finance Agency, 1964 Report," p. 96.
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TABLE 6.-Per8onal trust assets

[Dollar amounts in billions]

State and local govern- State and local govern-
ment securities Total ment securities

Total _ trust
trust assets
assets Percent of Percent of

Amount total trust Amount total trust
assets assets

1946 - $28.74 $3.0 10.44 1956- 50.84 $7.3 14.36
1947 ------ 29.41 3.1 10.59 1i57------ 46.04 7. 8 16.94
1948----- 30.29 3.2 10.56 1958 :::: 49.68 7.8 15.70
1949 32.44 3.3 10.17 1959 -57.17 7.8 13.64
1950 -34.25 3.9 11.39 1960 -62.34 9. 1 14. 60
1951 35.41 4. 6 12.99 1961 -68.56 9. 9 14.44
1952 -35.92 5.3 14.76 1962 -75.41 10.8 14.32
1953 35.58 5.4 15. 18 1963 82.24 11. 6 14. 11
1954 43.69 6.1 13.96 1964 -89.64 12.2 13. 61
1955 49.87 6.6 13.23 1965 96.50 13.2 13. 68

Sources: For 1958, 1959, 1960, and 1963 "Report of National Survey of Personal Trust Accounts," Trust
Division, the American Bankers Association, New York; for 1964 and 1965 estimated; for other years Gold-
smith, Lipsey and Mendelson, "Studies in the National Balance Sheet of the United States," vol. II,
Princeton University Press, Princeton, N.J., 1963.

2. PORTFOLIO GUIDES

There are no guidelines established by trust departments regarding
the proportion of tax-exempt securities which should be held in rela-
tion to other types of investments.

It must be stressed that in investing the funds of personal trust
accounts, trust departments consider solely the best interest of the
individual account. This means consideration must be given to the
needs of the income beneficiaries, as well as those of the remaindermen
within the limits which may be set forth in the trust instrument.
Therefore, investment decisions must be made after considering at
least the following:

(1) The needs of the income beneficiaries for current income;
(2) The length of time the trust has to run;
(3) The age of the income beneficiary and the ages of remain-

dermen; and
(4) The income of the beneficiaries from other than the trust

assets.
In weighing the above factors, the trust investment officer can

decide whether current income should be maximized or whether in-
vestments should seek both income and capital gains in equity secu-
rities. The problem of maximizing current income will, of course,
raise the question as to whether the total income of the beneficiaries
from the trust and from other sources would justify seeking tax-
exempt income through the purchase of State and local securities.
The answer is clear when the beneficiaries are in the higher income tax
brackets. In such cases mortgages are not at all coompetitiver with
tax-exempt securities because the interest earned on mortgages, being
fully taxable, is not high enough to offset the advantage of tax exemp-
tion. When beneficiaries are at lower marginal tax rates, mortgages
may become attractive.

Table 7 shows clearly why those in higher income tax brackets would
benefit by tax-exempt investment income. For example, a taxable
yield of 6 percent would be required just to equal a tax-exempt yield
of 3 percent for one in the 50 percent income tax bracket.
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TABLE 7.-Tax-exrempt yields and equivalent taxable yields

Federal income tax brackets
Tax-exempt yield in percent

30 percent | 0 percent 70 percent

1.00 - 1. 42 2.00 3. 33
1.50- -__--------_--------------_----_--- 2.14 3.00 5.00
2.00 --- 2. 85 4.00 6 66
2.50------------------------------- 3. 57 5. 00 8. 33
3.00 -4. 28 6.00 10.00
3.50 -5.00 7.00 11. 67
4.00 -5. 71 8. 00 13. 33

Source: Adapted from a table published by Bache & Co., Inc., New York.

3. TAX EXEMPTION AND FEDERAL GUARANTEFS

It cannot be stated at what interest rate levels, as compared with the
interest rates on taxable loans and investments, municipal securities
become attractive as investments. The key factor is the marginal tax
rate of the beneficiary. When yields on State and municipal securities
are low-for example, at 1.65 percent-and the yields on corporate
bonds are at 2.66 percent, those taxpayers with marginal income tax
rates above 38 percent would benefit by tax-exempt securities. How-
ever, when tax-exempt bonds yield 3.27 percent and corporate bonds
yield 4.35 percent, those taxpayers with marginal income tax rates
above 24.8 percent would fare better with tax-exempt securities.
Obviously, there are more taxpayers with the lower marginal income
tax rates than with the higher marginal rates. At almost any given
spread between yields on municipals and yields on corporates, there
would be some taxpayers who would benefit from tax-exempt income.
As the marginal income tax rate that would equalize the yield on
municipals with the yield on corporate bonds declines, the number of
potential investors who could profit from tax-exempt income will
increase. Since 1952 this marginal rate has not been above 30 percent.

Despite the value of the income tax exemption, there are some situa-
tions in which State and local government securities are attractive for
other reasons. Thus, in Pennsylvania a personal property tax vir-
tually eliminates corporate bonds from a trust account subject to the
tax. Such accounts are invested in Pennsylvania tax-exempt securities
regardless of the income tax bracket involved.

There doesn't seem to be anything needed at the present time to
make municipal securities more attractive for trust account invest-
ment, except possibly a subsidence of inflation which would benefit all
fixed-income investments in relation to other investments. A Federal
Government guarantee of municipal securities would eliminate the
discipline of the marketplace. The relatively high credit rated bor-
rowers would be left on about the same basis as the relatively poorer
credit risks and there would be the possibility that less desirable local
projects, from an economic point of view, would be undertaken. If
the tax-exempt feature of municipal securities were removed in ex-
change for a Federal Government guarantee, municipal securities
would thereby lose their chief attraction. Clearly, it is the tax-exempt
feature that attracts most investors to State and local government
securities, rather than their quality, because those seeking safety pri-
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marily can limit their investments to direct obligations of the U.S.
Government which entail no credit risk.

A Federal Government guarantee might be used selectively, for ex-
ample, to help finance urban transit systems. Such a guarantee seems
to have been quite successful in other types of projects.

We have referred above to mortgages on homes for the elderly and
on nursing homes which have, in effect, a Government guarantee in
the form of FHA insurance. This insurance has undoubtedly made it
feasible for private capital to go into such projects. So it has been also
in the case of housing authority bonds which arc for all practical pur-
poses guaranteed by the Federal Government through the Public
Housing Administration. In 1964 there were $4 billion of such bonds
held by private investors." It is clear that a substantial but not
definitely known amount of these bonds are held by banks for personal
trust accounts. Because of the Federal Government guarantee on
these bonds they generally yield somewhat less than other local gov-
ernment and agency securities. Strangely, the yields on issues from
different parts of the country will vary, despite the guarantee, for
probably purely psychological reasons, with investors favoring the
better known housing authorities. It would seem reasonable to expect
yields on State and local government securities-with no tax exemp-
tion and a Federal Government guarantee-to yield about the same as
agency issues now guaranteed.

C. PROSPECTIVE LOANS AND INVESTMENTS

The accompanying chart indicates the amount of State and local
government securities held by personal trusts for the years 1945
through 1964 and shows various projections to 1975 based on different
periods of years between 1945 and 1965 as set forth on the chart.
These projections were made assuming continuance of tax exemption
and continuance of the present system of financing State and local
government needs. If there should be some significant change in
State and local financing such as, for example, a direct allocation by
Federal Government of tax revenue back to the several States, the
volume of tax-exempt securities might change substantially and all
projections based on past experience would be in error.

1 "Housing and Home Finance Agency, 1964 report," p. 254.
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STATE AND LOCAL GOVERNMENT SECURITIES HELD IN PERSONAL TRUSTS 1945-1964,
AND PROJECTIONS TO 1975
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It will be noted that projections A, B, and C are fairly close to-
gether. Projection C, the highest of the three, would indicate holdings
of State and local government securities by trust accounts of $28 bil-
lion by 1975. It would seem quite likely that this level, at least, will
be attained. The trend for the years 1959 to 1964 produces the highest
projection; that is, $38 billion by 1975. We are inclined to think that
by 1975 the holdings of personal trusts should be somewhere between
$28 and $38 billion, meaning an increase of from $1.4 to $2.3 billion
per year. The reasons are as follows. In the chapter of this study on
individuals as a source of loan funds for State and local governments,
data are set forth showing the rapid increase in recent years in the
number of taxpayers in the higher income tax brackets. For example,
between 1955 and 1963 there was a 91-percent increase in the number
of taxpayers in the $25,000 to $49,999 income class and a 71-percent
increase in the number of taxpayers in the $50,000 to $99,999 class.
This increase in the number of individuals in the higher income tax
brackets will very likely continue and perhaps accelerate. This, of
course, will mean that the tax-exempt feature of State and local gov-
ernment bonds will be important to more and more taxpayers.

It is reasonable to assume also that as personal incomes rise and the
number of persons in the higher brackets increases there will be an
increase in the number of personal trusts created and, therefore, more
funds will come under the investment direction of trust departments.
Further consideration is that banks will very likely continue and ex-
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pand their efforts to attract additional trust business and, as we have
indicated above, the growing use of tax-exempt bond funds will enable
trust departments to invest efficiently trust funds of the size which
cannot be handled economically as separate accounts. The investment
of accounts in whole or in part in a tax-exempt bond fund will depend,
of course, upon the factors set forth in the section above on portfolio
considerations.

We have made no projection for the amount of securities issued by
:nonprofit organizations which personal trusts may be expected to hold
because we have no data on which to base a judgment as to trends
and, in any case, the amounts of such securities involved are relatively
small.

Since we have been dealing solely with trusts, we have not attempted
-to assess the present holdings and the trends in agency accounts. Many
of these, especially the larger ones, hold large amounts of tax-exempt
securities. This reflects not only the fact that the principals are in
high income brackets but also that the tax-exempt market, largely a
new issue one, is unfamiliar to most individual investors.



CHAPTER 29

Investments by Nonfinancial Corporations in State and Local
Government Obligations*

Nonfinancial business corporations - have in recent years become
increasingly significant as suppliers of funds in the short-term money
and capital markets. Funds earmarked for expansion of plant and
equipment, payment of taxes, acquisition of subsidiaries, etc., which
might otherwise remain temporarily idle in companies' bank accounts
have been invested in various interest-bearing assets including Fed-
eral Government securities, time deposits (including certificates of
deposit), commercial and finance company paper and tax-exempt
securities of State and local governments ("municipals").

In spite of their tax-exempt status, municipal securities have not
been acquired by corporations in substantial amounts in comparison
with other liquid investments. However, there has been a general
upward trend in corporate holdings of these securities during the post-
World War II period from about $300 million in 1946 to more than
$31/2 billion at the end of 1965 (see table I). This upward trend was
interrupted in the period from 1960 through 1962 by a decline which
appears to be related to changes in the yield structure of the principal
money market instruments.

TABLE I.-Investments by nonfinancial corporations in State and local govern-
ment obligations (end-of-year estimates, 1946-65)

[Billions of dollars]

Year Amount Year Amount

1946------------------- $0.3 1956------------------- $1.3
1947 -. 4 1957-- - 1
1948 -------. 4 1958 ------ 2. 0
1949 -. 5 1959 -2. 7
1950 -. 5 1960 -------- 2.5
1951 -- 6 1961 -2.4
1952 -. 6 1962 -2.1
1953 -.----------------- 7 1963------------------- 2.8
1954- 9 1964-1 31
1955 -1.2 1965 -3.6

Source: Securities and Exchange Commission estimates based on Statistics of Income and other data.

The extent to which nonfinancial corporations have used State and
local government securities as instruments for investing their short-

*Prepared by John T. Woodward, Chief, Branch of Financial Reports, Office
of Policy Research, Securities and Exchange Commission, with minor editing by
committee staff.

1The term, "nonfinancial corporations," as used here refers to corporations other than
the principal financial Intermediaries: banks, Insurance companies, savings and loan
associations, and investment companies. It Includes all other business corporations, some
of which are quasi-financial in nature, such as personal and business loan companies, hold-
ing companies, and real estate firms.
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term funds can be seen by a comparison of the estimated holdings of
municipal securities with their total liquid assets 2 (see table II).
For example, in 1965 holdings of municipals constituted only 4.1 per-
cent of total liquid assets, as shown in table II, whereas Federal Gov-
ernment issues comprised 19 percent of liquid assets.3

TABLE II.-Relationship of State and local government securities holdings to
total liquid assets of nonfinancial corporations (1956-65)

[Dollar amounts in billions]

Investment in State and
Total local governument securities

Year liquid
assets

Amount Percent of
liquid assets

1956 - -$59. 7 $1.3 2.3
1957 - -- 60.2 1.5 2.5
1958 ----------- 63.6 2.0 3.2
1959 - -68.2 2. 7 4. 0
1960 --------- 69.0 2.5 3. 6
1961 -----------e- 72.5 2.4 3. 4
1962 - -77.9 2.1 2. 7
1963 -- 84.4 2. 8 3.3
1964 -- - 84.6 3.1 3. 7
1965 - -88.0 3. 6 4.1

Source: Quarterly series on Net Working Capital of U.S. Corporations published by the Securities and
Exchange Commission. Total liquid assets is the sum of cash, U.S. Government securities, and "other
current assets" as presented in the statistical releases for that series.

The rather minor role which State and local government securities
have in the liquid investment programs of nonfinancial corporations
could be due in part to the maturity structure of municipal obligations.
Only about 5 percent of the $100 billion total of outstanding State
and local government debt in 1965 consisted of short-term obligations.
The desire of corporate treasurers to maintain liquidity of their invest-
ments undoubtedly prompts them to purchase short-term issues or
long-term issues which are approaching maturity. Actually, rela-
tively little detailed data are available publicly concerning the types
of municipal securities purchased or the companies investing in these
securities.

A survey conducted in the summer of 1966 by the Securities and
Exchange Commission provides a limited amount of data on munic-
ipal holdings for 203 large manufacturing corporations for the period
from 1961 to 1965. The results are summarized in table III. For
most of the 5-year period, about two-thirds of the State and local gov-
ernment securities held by the 203 corporations had original maturities
of less than 1 year.

Figures for total liquid assets used here consist of cash and deposits. Government
obligations, and miscellaneous current assets; the latter category Includes all other types
of mar' ctable *nvcst nnts; as wel' -- ----- i ---m --- sple. heaonrpresent.

Ing prepaid items, etc., is not considered to be large enough to affect the conclusions of
this study.

3 Net Working Capital of U.S. Corporations, Securities and Exchange Commission Statis-
tical Release No. 2156.
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TABLE III.-Investments in State and local government securities by selected'
large manufacturing corporations' (1961-65)

[Amounts in thousands of dollars]

Total Short term 
2

Long term

Year
Amount Per- Amount Per- Amount Per-

cent cent cent

1961 -746, 795 100 525,892 70. 4 220,903 29.6
1962 -80,969 100 365,414 62.9 215,655 37.1
1963 ------------------------------------ 1,100, 548 100 757,213 68. 8 343,335 31. 2
1964- 1,365,816 100 801,628 58.7 564,188 41.3
1965- 1 ,780,215 100 1,141,793 64.1 638,422 35.90

I Data are compiled from reports submitted to the Securities and Exchange Commission by 203 manufac-
turing companies having total assets of $250 million or more at the end of 1965.

2 Original maturities less than 1 year.

The survey revealed a rapid growth in corporate holdings of State
and local government securities during the 5-year period. Except
for the drop in holdings in 1962, investments in municipals by these
large manufacturers rose sharply during the period, more than dou-
bling in the 5 years from December 1961 to the end of 1965.

The survey requested data on holdings of State and local govern-
ment securities at the close of the calendar years from 1961 through
1965. Approximately one-half of the corporations surveyed reported
no holdings of municipals on any of these dates. Of course, it is pos-
sible that a respondent reporting no holdings of municipals in the
survey could have purchased and sold such securities during the same
calendar year.

The 102 companies which reported holdings of municipal securities
on one or more of the dates specified in the survey were classified into
groups based on the proportion of their liquid assets invested in mu-
nicipals. This distribution is shown in table IV. Among the com-
panies surveyed, the number holding State and local government
obligations increased from 70 at the end of 1961 to 85 in December
1965. It is also apparent from these data that a number of com-
panies increased the proportion of their liquid assets which were
invested in municipals. In 1961, 17 of the corporations held municipal
securities amounting to 10 percent or more of their total liquid assets,
whereas in 1965 this number had increased to 32 corporations.

TABLE IV.-Distribution of 102 manufacturing corporations reporting invest-
ments in State and local government securities, by percentage of these invest-
ments to total liquid assets (1961-65)

Holdings of State and local government securities as percent of total
Totalliudast2

Year number of liquid assets 2
corpora-
tions I None 0.1-1.9 2.0-4.9 5.0-9.9 10.0-24.9 25.0 and

over

1961 102 32 14 20 19 10 7
1962- 102 35 28 10 12 13 4
1963- 102 20 22 15 22 17 6
1964- 102 18 27 14 12 21 10
1965 102 17 19 17 17 19 13

I Covers the 102 corporations-from the survey group of 203 large manufacturing corporations-which
reported holdings of State and local government securities at yearend for 1 or more o0 the years in the period
from 1061 to 1965.

2 "Total liquid assets" represents cash, U.S. Government securities, and miscellaneous current assets
(including State and local government securities) at end of year.
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The 102 corporations reporting holdings of municipal securities
were generally larger companies with a greater volume of liquid
assets than the 101 companies holding no municipals. The median
asset size of the 102 "municipal investors" was $650 million-based
on total assets at the end of 1965-compared with a median of $465
million for the companies not holding municipal obligations. The
aggregate liquid assets of the corporations investing in municipal
securities were almost double those of the other group.

The comparison of liquid assets for the two groups of corporations,
shown in table V, also reveals basic differences in the composition
of their liquid assets. The firms not holding State and local gov-
ernment securities place a substantially higher proportion of their
liquid assets in cash and deposits and U.S. Government obligations
and a lower proportion in miscellaneous current assets. This suggests
that the firms which purchase municipal securities also are more
likely to be investors in commercial and finance company paper, types
of assets which are included in the category, "miscellaneous current
assets." It should also be noted that the 102 corporations holding
municipal securities not only increased the absolute amount of such
investments but significantly increased the proportion of their munici-
pals to their total liquid assets-from 6.3 percent in 1961 to 11.4
percent in 1965.

TABLE V.-Liquid assets held by selected large manufacturing corporations,' by
type of asset (1961-65)

[Dollar amounts in millions]

Miscellaneous
U.S. current assets State and local

Total Cash and Government other than State government
deposits securities and local securities

Year government
securities

Amount I Per- Amount Per- Amount Per- Amount Per- Amount I Per-
cent cent cent cent cent

A. CORPORATIONS INVESTING IN STATE AND LOCAL GOVERNMENT
SECURITIES

1961---------- -$11, 786 100 .0 $4, 084 34. 7 $4, 95 42. 0 $2, 000 17.0 $o747 6. 3
1962------------ 12, 773 10.0 4,642 36.3 4,874 38. 2 2,677 21.0 581 4.6
1963 -------------- 14,419 100. 0 51,415 37. 6 4,946 34. 3 2, 917 20.5 1,101 7. 6
1964 -13,800 100. 5 , 293 38.4 4, 554 33.0 2,588 18.8 1,366 9.9
1965-------------- 15,555 100.0 5,629 36.2 3,925 25.2 4, 220 27.1 1, 780 11.4

B. CORPORATIONS WITHOUT INVESTMENTS IN STATE AND LOCAL
GOVERNMENT SECURITIES

1961------- - 6,480 10 0. 0 2,811 43. 4 2, 997 46. 2 671 10. 4
1962 -------------- o7,472 1 3, 242 43.4 3 584 48. 0 646 8.6
1963------------ 8,275 100. 0 3, 880 46.9 3, 800 45.9 595 7. 2
1964 -7,651 100. 0 3, 841 50.2 2, 982 39.0 828 10.8
1965 -s,tsUj i. U 4, 527 52. I 2,746 131.6 i, 426 i16.4 --

C. ALL SELECTED CORPORATIONS

1901 -------------- 18, 265 100. 0 6,895 37. 7 7,952 43.6 2,671 14.6 747 1 4.1
1962 -------------- 20, 245 100. 0 7,884 38.9 8,458 41.8 3, 323 16.4 581 2.9
1963-2-9,94 100. 0 9,295 41.0 8,746 3 5 3, 552 15.7 1101 i 9
196 -21,452 100.0 8,631 40.2 8,036 37.8 3,416 15.9 1 366 6 4
1965 -------------- 24, 254 100. 0 10,157 41.9 6,671 27.5 5,647 23. 3 1:780 7. 3

1 Data are for 203 companies reporting to the Securities and Exchange Comnission on investments in
State and local government sezurities at the end of each year shown above. Each of the selected companies
had tota t assets of $250.000,000 or more at the end of 1965. Of the companies reporting in the survey, 102
reported investments in State and local government securities at 1 or more of the yearend dates. Data for
these 102 compssnies are shown in part A above. Figures for the remaining companies are shown in part,.
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The compilation of holdings of State and local government obliga-
tions by the 102 "municipal investors" suggests some degree of con-
centration in these investments by a limited group of companies;
further examination reveals that this concentration is even more pro-
nounced than is indicated by the foregoing tables. The 13 companies
which reported holdings of municipals equal to 25 percent or more
of total liquid assets in 1965 actually held nearly $1.2 billion of
municipals-alnost two-thirds of the total reported by the com-
panies surveyed. However, these 13 corporations were not neces-
sarily the largest investors in dollar amounts of holdings. The 10
corporations having the largest amounts of State and local govern-
ment obligations in 1965 reported a total of $1.25 billion of such
investments.

Data from "Statistics of Income," published by the Internal Reve-
nue Service, provide some indication of the holdings of State and
local government obligations by various industry groups. The latest
data available are for 1961.4 These figures somewhat understate the
actual amount of investments in municipal securities, since balance
sheets submitted with tax forms filed by corporations do not always
contain a distinction between Federal Government issues and State
and local government obligations. The investments which cannot
be allocated to a specific category are included in the "Statistics of
Income" publications in the category described as "Government ob-
ligations, not stated."

The data from "Statistics of Income" for various industry group-
ings of nonfinancial corporations are shown in table VI for the years
1958 through 1961. Among nonfinancial corporations, manufacturing
firms are clearly the dominant group of investors in State and local
govermnent obligations, generally holding more than half of the total.
Real estate and holding companies constitute the other principal types
of corporations holding substantial amounts of such investments.

'These compilations are based on data representing fiscal periods ending between July
of one year and June of the following year, with figures weighted most heavily by com-
panies having fiscal periods ending in December.
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TABLE VI.-Investments in State and local governmient securities by nonfinancial
corporations, by industry (1958-61)

Industry

All industries

Agriculture, forestry and fisheries
Mining
Construction
Manufacturing
Transportation, communication and utilities
Wholesale and retail trade
Services --- --- --- -- - -- -----------------
Real estate and other I

All industries

Agriculture, forestry and fisheries
M ining -- --- --.-- ----------------------------------
C onstruction -----------------------------------------------
Manufacturing -- -- ---
Transportation, communication and utilities
Wholesale and retail trade-
Services
Real estate and other 

-

1958 1 1959 1 1960 1 1961

I -
A. Dollar amounts (in millions)

$1, 916 $2, 606 $2, 264 62, 204

16 17 6 7
97 90 141 79
55 47 51 46

951 1,596 1,280 1,217
17 81 48 78

148 161 167 138
48 71 69 76

546 540 502 562

B. Percentages for each industry

100. 0

.9
8. 1
2. 9

49. 6
3. 0
7.7
2.4

28. 5

100. 0

.6
3.4
1. 8

61.3
3.1
6. 2
2. 9

24. 5

100.0

.3
6.2
2. 2

56.5
2.1
7.4
3.0

22. 8

100. 0

.3
3.6
2.1

55. 2
3. 6
6.3
3. 5

25. 5

I Excludes the principal financial intermediaries (banks, insurance companies, savings and loan associ-
ations and investment companies) hut includes, among other groups, business and personal finance com-
panies and "holding companies."

Source: Statistics of Income, Corporation Income Tax Returns, Internal Revenue Service.

70-182-4T-voL. 2-29
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CHAPTER 30

Individuals as a Source of Loan Funds*

INTRODUCTION

Most of the financial savings in the United States are owned by
households either in the form of claims on financial institutions or
in the form of securities and mortgages issued by businesses, govern-
ments, and other households. Savings by households that are de-
posited with financial institutions give rise to a demand for financial
assets by these institutions, a process which is called financial inter-
mediation. Individuals thus contribute to State and local debt financ-
ing both by direct ownership of State and local securities and as
holders of claims on financial institutions which, in turn, may be
investors in State and local obligations. Individuals also supply
funds to State and local obligations as owners of personal trust funds.

As of the end of 1965, individuals-including personal trust funds
and nonprofit institutions-are estimated to have held directly $40.5
billion of State and local obligations representing 40 percent of the
total amount of this type of debt. This compares to other marketable
bond holdings by individuals amounting to $31.1 billion; these con-
sisted of marketable U.S. Government securities and corporate and
foreign bonds. At the same time, however, individuals' holdings of
corporate stocks were much larger, amounting to about $670 billion
at current market prices, and their holdings of cash, time deposits,
and savings bonds totaled $421 billion. Individuals' direct holdings
of mortgages were relatively small, but the exact amount is difficult
to estimate. When all these categories of financial assets are taken
together as a measure of the individuals' portfolio of financial assets,
it appears that State and local obligations accounted for 3.5 percent
of the total portfolio.

The above data are taken from the Federal Reserve flow-of-funds
accounts where individuals' financial assets are estimated as residuals
by deducting institutional holdings from debt and asset aggregates.
Direct information on the type of household that owned State and
local debt is available from the 1962 Federal Reserve Survey of Finan-
cial Characteristics of Consumers. Estimates from this survey do not
include the holdings by personal trust funds and by nonprofit insti-
tutions. Of the 57.9 million families or unrelated individuals in the
United States at the end of 1962, it appears that only 3 percent had
direct holdings of marketable bonds of any type and less than 1 per-
cent were holders of State and local obligations. The combination
of a relatively low yield and tax-exempt status of income from State
and local debt, makes this type of investment attractive to consumer
units in high income tax brackets, but not to those in lower brackets.

*By Helmut Wendel, Division of Research and Statistics, Board of Governors
of the Federal Reserve System, with minor editing by committee staff.
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About 88 percent of consumers' direct holdings of State and local
securities at the end of 1962 was accounted for by consumer units with
total income of $25,000 and above. Consumer units in that top in-
come bracket made up 1.2 percent of the total number of families and
unrelated individuals.

THE SUPPLY OF FUNDS FROM INDVIEDUALS

At the end of 1962, 79 percent of consumer units held some kind of
liquid financial asset, excluding currency; 14 percent had holdings of
common stocks; 3 percent reported holdings of marketable bonds; but
less than 1 percent had holdings of State and local bonds, a subcate-
gory of marketable bonds. The frequency of State and local bond
holdings was 2 percent or below for all consumer income groups up to
$25,000. The frequency of State and local bond investments increased
rapidly for the top income groups, with 7 percent in the $25,000 to
$50,000 income bracket reporting such holdings, 24 percent in the
$50,000 to $100,000 income bracket, and 67 percent in the income
bracket for $100,000 and over. These and related data are shown in
table 1.

Table 2 compares 1962 mean holdings of State and local bonds by
consumer units in various income classes with mean holdings of other
financial portfolio assets, such as liquid assets, common stock, mutual
funds, mortgage assets and other marketable bonds. For all consumer
units taken together, State and local government bonds amounted to
3.1 percent of total financial portfolio assets. For consumer units with
incomes below $15,000, such bond holdings amounted to 0.5 percent of
total portfolios. The importance of State and local bonds as a coin-
ponent of the total financial portfolio rose with increasing income up
to 12.8 percent for the $50,000 to $100,000 income class. For the in-
come group with income above $100,000, however, the share of State
and local obligations declined to 8.0 percent. This top income class
invested a much larger percentage of their total portfolios in common
stocks than any other income group, and it showed decidedly less pref-
erence for all types of fixed income financial assets.

TABLE 1.-Percent of consumer units holding specified assets at end of 1962

Liquid Common All market- State and
assets stock able bonds local bonds

All units -79 14 3 (1)
1962 income:

0 to $2,M ------------------- 6 6 1 (I)
$3,000 to $4,999- 74 7 1 (1)
$5.000 to $7,499--------------------------- 86 13 1 (1)
$7,500 to $9,999 -96 15 3 1
$10,000 to $14,999--------------------------- 96 25 6 (I)
$15,000 to $24,999 -100 46 9 2e1 n n. -- -- -- -- -- - -- -- -- - 2.37_~s,000 to In Inn___________________________ 49 78 Z 7
$50,000 to $99 999 10087 351 24
$100,000 and over 99 96 75 67

I Less than 1 percent.
Source: Federal Reserve Survey of Financial Characteristics of Consumers.



TABLE 2A.-Average portfolio of financial assets by consumers in various income classes, yearend, 1962

Financial portfolio assets (mean amount (in dollars) for all units in group)

Nunliber of Marketable securities
units (in other than stocks
millions) Total Liquid Comnion Mutual Mortgage other than stocks

assets I stock funds assets
State and Other 

2

local

All units ------------------------------------------- 57.93 7, 097 2, 675 3,160 424 406 219 213
1962 income:

Under $15,000 -55 17 3,994 2,131 1, 200 276 291 18 78
$15,000 to $24,990 -2. 02 21, 826 8, 824 8,830 1, 297 1,877 262 736
$25,000 to $49,99- .53 94, 961 20, 404 61, 239 5, 098 1, 58 3,701 2, 961$50,000 to $99,999 -. 16 270, 270 37, 298 149, 615 7, 862 14, 12 34, 722 96, 645$100,000 and over- .04 1, 104, 971 59, 382 862, 712 65, 252 12, 258 87, 997 17, 370

I Includes demand deposits, time deposits and savings accounts, and U.S. savings Source: Federal Reserve Survey of Financial Characteristics of Consumers.
bonds.

2 Consists of marketable securities other than stocks issued by the U.S. Government,
corporations, and foreign governments.
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TABLE 2B.-State and local obligations, share of total finanoial portfolio and
distribution by inaome olasses

State and local obligations

Share of Share of
Mean total total

amount financial consumer
portfolio holdings

All units --------------------------------- 219 3.1 100.0
1962 income:

Under $15,000 -18 5 7.6
$11,000 to $24,999 -262 1. 2 4. 2
$25,000 to $49,999 --------------------------------------- 3,701 3.9 13.5
$50,000 to $99,999 -34,722 12.8 43.6
$100,000 and over -87,997 8.0 29.2

Source: Table 2A.

The survey results suggest that investments in State and local se-
curities have generally not been attractive to families earning less
than $25,000 a year. Data on tax rates and interest returns confirm
that such families tended to have only moderate incentive, or no incen-
tive at all, in terms of after-tax yield comparisons to purchase State
and local obligations. Individual taxpayers reporting adjusted gross
income between $20,000 and $25,000 in 1962,' most commonly were sub-
ject to a marginal Federal income tax rate of 34 percent (see table 3).
More specifically, 80 percent of such taxpayers were subject to either a
34 percent or a 30 percent marginal income tax rate. During 1962, the
yield on State and local AAA bonds was 3.03 percent and the yield on
AAA corporate bonds averaged 4.33 percent. For a person with a
marginal tax rate of 30 percent, this State and local yield would be
equivalent to a yield of 4.33 percent in taxable income, while for a
marginal tax rate of 34 percent, the comparable taxable yield amounted
to 4.59 percent. Individuals in these tax brackets thus received either
a moderately higher or the same tax adjusted yield from an investment
in State and local obligations as from a corporate bond investment.

'Adjusted gross income differs in a number of respects from income before taxes as
tabulated in the Survey of Financial Characteristics of Consumers. Realized Income from
capital gains is not included in the survey income data here, but It is partially included
in adjusted gross income with long-term capital gains measured at 50 percent of their
dollar amount. Various forms of nontaxable incomes are included in the survey concept,
but are excluded from adjusted gross income: these are the tax-exempt income from State
and local bonds a $50 dividend credit for tax computations, and various types of social
security benefits.
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TABLE 3.-Individual taaTpayers by adjusted gross income classes and marginal
Federal income tax rates, 1962

[Percent paying marginal rate]

Adjusted gross income

$20,000 to $25,000 to $50,000 to $100,000
$24,999 $49,999 $99,999 and over

Marginal Federal income tax rate:
34 percent and less - ------- 84.3 14.1 2.3 6.4
36 to 50 percent ---- 11.8 69.8 10.2 9.1
52 to 59 percent --- 3.8 12.4 45.0 7.1
62 to 69 percent - - 3.3 37.3 23.6
71 to 91 percent ---------- 44 53.4
Unclassified -. 1 .4 .8 .4

AU -100.0 100.0 100.0 100.0

Source: U.S. Treasury Department, Internal Revenue Service, "Statistics of Income," 1962, table 20.

Table 3 shows that the tax incentive for holding State and local
securities was quite different for taxpayers with adjusted gross income
in excess of $25,000. Thus, 70 percent of taxpayers with adjusted
gross incomes between $25,000 and $50,000 paid marginal tax rates
ranging from 36 to 50 percent. About 82 percent of taxpayers with
adjusted gross incomes between $50,000 and $100,000 paid marginal
Federal tax rates ranging from 52 to 69 percent. And 53 percent of
taxpayers with adjusted gross incomes exceeding $100,000 paid mar-
ginal tax rates between 71 and 91 percent.

The prevalence of these high marginal tax rates for income earners
above $25,000 under the individual income tax rate schedules that
existed from 1954 to 1963 suggests that there was a sizable potential
market for State and local bonds among individuals which may not
have been fully tapped due to the diversity of State and local securities
and the resulting specialization that is required for expert investment
choices. Another factor that limits the demand for State and local
bonds by individuals is a desire for assets with potential capital ap-
preciation such as common stocks. Capital appreciation postpones
or reduces tax bills and may be desired as a hedge against inflation.

In appraising the financial portfolio composition by high-income
recipients, the variability of a family's income from year to year also
should be considered. During any 1 year, reported income may be high
by previous standards or in terms of expected future income. To the
extent that high tax rates are not experienced continuously, the demand
for State and local obligations will be reduced.

Individuals' tax rates were reduced by the Internal Revenue Act of
1964, and income to which a marginal tax rate of 50 percent applied
earlier would now be subject to a 42-percent marginal tax rate. In-
come with a 72-percent marginal tax rate earlier would now be subject
to a 60-percent rate, and the top rate of 91 percent has now been re-
duced to a top marginal rate of 70 percent. Despite this reduction in
tax rates, the comparative after-tax yield advantage of State and local
bonds continues to be strong for top-income earners. In 1965, Aaa
State and local bonds on average had a yield of 3.16 percent, and for
investors that paid a 60-percent marginal tax rate this would be
equivalent in after-tax income to a yield of 7.90 percent on an instru-
ment earning taxable income. During 1965, the yield on corporate
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Aaa bonds was 4.49 percent and on U.S. Government long-term bonds
4.21 percent. (See table 4.)

The judgment is sometimes expressed that State and local govern-
ment bond investments are especially attractive to affluent individuals
in the upper age brackets, since they might want to reduce their in-
vestment in a personal business venture and since long-term capital
appreciation prospects on growth stocks might be beyond their plan-
ning horizons. The 1962 Survey of Financial Characteristics of Con-
swners provides some evidence in favor of this hypothesis. When
consumer units are grouped by wealth brackets and age groups, units
headed by a person of 65 years or above reported holdings of State and
local obligations more frequently than consumer units headed by a
person younger than 65 years. More frequent holdings of State and
local bonds for older investors were found among consumer units with
wealth holdings between $200,000 and $500,000 and also for units with
wealth exceeding $500,000.2 Units reporting wealth holdings of less
than $200,000 reported small frequencies of holdings of State and local
obligations in all age brackets.

TABLE 4.-Average annual yield on selected types of financial investments and
taxs advantage of State and local bonds

Yields
___ ___ __- _ __ ___ -___ __ ___- ___ __ ___ __ ___ __ M arginal incom e tax

rate that equalizes
Time and savings yield, State and local

accounts bonds and-
AAA AAA U.S. Gov -_ ______

State corporate ernment
and local bonds long-term Savings Savings

bonds bonds Commer- and loan Corporate and loan
cial banks associa- bonds shares

tions

1946 _----- 1.10 2.53 2.19 0.84 2.4 56.5 54.2
1947 -_----_ 1.45 2.61 2.25 .87 2.3 44.4 37. 0
1948 -_------_ 1.87 2.82 2.44 .90 2.3 33.7 18.7
1949 -1.65 2.66 2.31 .91 2. 3 38.0 28.3
1950 -_---- 1.56 2.62 2.32 .94 2.5 40. 5 37. 6
1951 -_------ 1.61 2.86 2.57 1.03 2.6 43.7 38.1
1952 -_--__ 1.80 2.96 2.68 1.15 2.7 39.2 33.3
1953- 2.31 3. 20 2.94 1.24 2.8 27.8 17.5
1954 -------- 2.04 2.90 2.55 1.32 2.9 29. 7 29. 7
1955 -2.18 3.06 2.84 1. 38 2.9 28.8 24.8
1956 -_------ 2.51 3.36 3.08 1.58 3.0 25.3 16.3
1957 -3.10 3.89 3.47 2.08 3.3 20.3 6.1
1958 - 2.92 3.79 3.43 2.21 3.38 23.0 13.6
1959 -__-------- 3.35 4.38 4.07 2.36 3.53 23.5 5.1
1960 - __ 3.26 4.41 4.01 2.56 3.86 26.1 15.5
1961 -------- 3. 27 4.35 3.90 2.76 3.90 24.8 16.2
1962- 3.03 4. 33 3.95 3.14 4.08 30.0 25. 7
1963 - 3.06 4.26 4 00 3 33 4.17 28.2 26.6
1964 -3.09 4.40 4.15 3.47 4.19 29.8 26.3
1965 -3.16 4.49 4.21 (1) (') 29.6 (')

I Not available.

Source: Board of Governors of the Federal Reserve System and "Savings and Loan Fact Book."

Information on the annual savings flow of individuals into State
and local obligations is available only from estimates which start out
with total net issues of State and local securities and deduct the takings
by various institutional groups. The residual takings are attributed to
a sector that includes households, personal trust funds and nonprofit

2 Units with more than $500,000 of wealth, however, reported about the same amount
of mean holdings of State and local bonds whether they were headed by a person of 65
years or above or by a person in the 55- to 64-year ago group. Mean holdings dropped
sharply for units headed by a person younger than 55 years.
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institutions. Table 5 shows the annual net acquisitions of State and
local obligations by this household and nonprofit sector from 1946 to
1965, and these net acquisitions are compared with other net invest-
ments in financial portfolio assets by the sector.

Table 6 presents a summary of the average annual household invest-
ment flow into various types of financial assets, classified by three
time spans: 1946-51, 1952-61, 1962-65. The first period would appear
to have been the least favorable to investments in State and local
obligations by individuals, since individual income tax rates were
somewhat lower than in the 1954-63 period and considerably lower
than in the 1952-53 period.3 Also, State and local bond yields tended
to be lower relative to yields on corporate bonds and savings shares in
the early post-war years than they were later in the 1950's. In addi-
tion, fear of inflation may have restrained the investment by individ-
uals in all types of fixed income yielding financial assets.

During the 1946-51 period, the average annual investment in State
and local bonds by individuals amounted to $0.5 billion, which repre-
sented 0.2 percent of personal income and 6 percent of the total finan-
cial portfoilo investment by the household and nonprofit sector.

TABLE 5.-Estimated net financial portfolio investments by the household and
nonprofit sector, 1946-65

[In billions of dollars]

State Corpo- Market- Time Demand
and local rate and Corpo- able Fed- U.S. deposits deposits

Total I obliga- foreign rate eral Savings and sav- and cur-
tions bonds stock securties bonds ings as- rency

counts

1946 -10.0 -0.2 -0.9 1.1 -2.5 1.2 6.3 4.2
1947 -6.1 .4 -. 4 1.1 -.3 2.1 3.4 -.8
1948 -- ------ 3.2 L.0 .3 1.0 -1.5 1.6 2.3 -2.0
1949 -3.8 .5 .5 .8 -. 5 1.5 2.6 -1.9
1950 -6.1 .3 .4 .7 -.6 .3 2.5 2.1
1951 -10.5 .4 1.6 1.5 -.5 -. 5 4.5 3.3
1952 -12.1 1.1 .1 1.5 -.6 .1 7.7 2.0
1953 -12.3 1.6 (2) 1.0 -1.8 2.0 8.3 .7
1954 -10.6 .8 -.4 .7 -2.0 .6 9.2 1.4
1955 -15.7 1.7 1.0 1.1 2.1 .3 8.8 .5
1956 -16.6 1.6 .9 2.0 1.3 -.1 9.5 1.0
1957 -16.4 2.0 1.1 LS B1.8 -1.9 12.1 -1.2
1958---------- 17.2 .9 7 LB5 -LB -. 5 14.0 1.7
1959- 20. 5 17 1 .8 6.6 -18 11.4 1.8
1960 -12.6 1.8 -.1 -.3 -.2 -.3 12.4 -. 9
1961 -18.9 1.1 -. 2 .4 -1.3 .8 17.4 .8
1962----------------- 25.8 .4 - 9 -1. (6 ) .4 23.4 4.1
1963 -29.5 1.6 -. 5 -2.9 2.5 1.2 23.0 5.3
1964 -34.8 2.6 -.7 -.6 1.2 .9 23.9 7.4
1965- 38.9 3.7 -.8 -2.1 2.4 .6 24.6 10.7

X Includes investments in mortgages, not shown separately.
2 Less than $50 million.

Source: Federal Reserve flow-of-fund accounts as of November 1965 (except 1965 data)

X Richard Goode, "The Individual Income Tax," Washington, D.C., Brookings Institu-
tion, 1964, p. 825.
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TABLE 6.-Net financial portfolio investments 'by household and nonprofitt sector,
1946-65, by selected periods

Share of
State Corporate Marketable State

Total I and and Corporate Federal Liquid and local
local foreign stocks securities assets 2 investment

obligations bonds (percent
of total)

Average annual amounts (in billions of dollars)

1946to 1951 8.0 .5 .3 1.2 -1.2 6.5 6
1952 to 1961 ---- - 15.3 1.4 .3 1. 0 .4 11.8 9
1962 to 1965 32.2 2.1 -. 7 -1. 8 1. 5 31.4 7

As percentages of personal income during period

1946to 1951 3.1 .2 .1 .6 -. 6 2.6 --
1952 to 1961 4.5 .4 .I .3 .1 3.5
1962 to 1965 6.7 .4 -. 2 -. 4 .3 6.5

Includes investments in mortgages, not shown separately.
Consists of time deposits and savings accounts, U.S. savings bonds and demand deposits and currency.

Source: Table 6.

During the 10-year span from 1952 to 1961, the average annual net
investment in State and local obligations by individuals rose to $1.4
billion, representing 0.4 percent of personal income. During these
years, yields on State and local government obligations rose relative
to corporate bond yields and yields on savings and loan accounts.
Higher personal income tax rates, improved after-tax equivalent yields
on State and local obligations relative to alternative investments, and
the larger share of personal income that was used for net investments
in financial portfolio assets by individuals, all can be cited as factors
contributing to the larger takings of State and local obligations. Dur-
ing this period State and local investments captured 9 percent of the
total portfolio investments by individuals.

The investment flow varied considerably from year to year. The
years during which cyclical troughs in economic activity occurred
1954, 1958, and 1961 all showed below-average investments. In 1954
and 1958, yields on State and local AAA bonds declined, and they de-
clined somewhat more than corporate AAA bond yields. This was not
the case in 1961, however. During all of the 3 trough years, yields on
savings shares and time deposits continued to trend upward. It would
seem that individuals reduced their takings of State and local obliga-
tions during the recession years, expecting more favorable yields at a
later time. It is known that financial institutions which experienced
an increased availability of funds during these years, supplied larger
amounts of investments to the State and local securities market. The
annual investment pattern into State and local obligations by indi-
viduals may also have reflected cyclical changes in income flows to
individuals in the upper tax brackets.

In the 1962-65 period, individuals on average invested $2.1 billion
annually in State and local obligations, which represented again 0.4
percent of personal income but only 7 percent of the total net invest-
ment in financial portfolio assets. In 1962, when rate ceilings on time
deposits were lifted commercial banks experienced a large inflow of
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such deposits and they increased their holdings of State and local obli-
gations considerably. As a result State and local yields declined in
1962 and direct individuals' investments in State and local obligations
amounted to only $0.4 billion. Again it seems that declining yields
caused individuals to reduce their investments in these obligations.
Individuals also experienced net losses in stock market trading during
1962; but it is not known whether this affected their taking of State
and local obligations. With yields on State and local bonds rising
moderately in the subsequent 3 years, individuals increased their net
acquisitions of State and local obligations considerably during each
vear. The 1964 and 1965 estimates on individuals' net acquisitions of
State and local obligations amount to $2.6 and $3.7 billion, respectively.
This does not indicate any lessened demand for State and local se-
curity holdings as a result of the individuals' income tax reduction in
1964.

Investments in State and local obligations accounted for 6 to 9
percent of total financial portfolio investments by individuals during
the three postwar subperiods shown in table 6, but the share of State
and local obligations in the total market value of individuals' finan-
cial portfolios was a much smaller percentage. Capital appreciation
on corporate stockholdings was an important factor in increasing the
total market value of individuals' financial portfolios. State and local
obligations appear to have accounted for 4.9 percent of total financial
portfolio holdings at the end of 1945 and for 3.5 percent at the end
of 1965.

PROSPECTIVE INVESTMENTS

The investment behavior of individuals during the postwar period
indicates that investment flows respond to changes in yields among
alternative financial assets. This sensitivity can be detected in year-
to-year changes in the allocation of individual saving and it probably
would be magnified if yield advantages among different investment
outlets were to alter over a prolonged period of time. The volume
of demand for State and local obligations among individuals over
the next 10 years thus is subject to considerable flexibility depending
on absolute and relative yield levels, individual income tax rates,
and the extent of fear of inflation among investors. Demand condi-
tions by individuals for State and local bonds, in turn. will continue
to have an important bearing on the behavior of market yields for
State and local securities.

If the following assumptions remain applicable, the demand for
State and local security holdings by individuals is likely to expand
considerably; but it would be quite hazardous to project specific
quantitative estimates:

(1) State and local securities maintain the relative position
in the yield structure for financial instruments which they have
had in recent years, and their income remains tax exempt.

(2) Individual income tax rates are not significantly reduced.
(3) Inflation psychology does not pervade the capital markets.

Under these assumptions, the demand for net purchases of State
and local securities by individuals would be sustained by the large
annual flow of individuals' savings into financial investments and
by the rapid increase that can be expected in the number of taxpayers

452
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in high income brackets as the general level of per capita income
rises.

From 1955 to 1963, the latest year for which Statistics of Income
by the U.S. Internal Revenue Service are available, the number of
taxpayers with adjusted gross income in excess of $100,000 rose by
35 percent, the number in the $50,000-to-$100,000 bracket rose by
71 percent, and the number reported in the $25,000-to-$50,000 bracket
rose by 91 percent. As is shown in table 7, two of these rates of growth
are substantially higher than the increase in total personal income
during this timespan, which amounted to 50 percent. Future growth
in personal income is again likely to be accompanied by large in-
creases in the number of families in these high income brackets. If
other factors remain constant, this should enlarge considerably the
market for State and local government obligations among individuals.

TABLE 7.-Number of tas, returns in top adjusted gros8 income brackets, 1955
and 1963

Number of Federal tax
returns PercentAdjusted gross income classes change

195543
1955 1963

Thousand Thoands
$25,000 to $49,999 -311.3 594.6 91
$50,000 to $99,999 -77.6 132.4 71
$100,000 and over -21.8 29.5 35

Memo: Biions BilUionw
Personal income -310.9 464.8 50
Yearend holdingsofState and local securities of household

and nonprofit sector ------------------- 23.0o 34.0 48

Source: Statistics of Income, 1963.
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