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Accentuate the Positive...
Capital Outlay Decisions of District Governments

“You gotta ac-cen-tu-ate the positive and e-lim-i-nate the negative” might 
well be the theme song of state and local governments these days. Positive 
actions are needed to insure that government expenditures—paid for out of 
current revenue or through borrowing—make the maximum contribution 
to the social well-being of the citizen and the economic growth of the 
community. The negative effects of mistakes in decision-making and out
moded operational techniques must also be eliminated if the maximum 
contribution of public expenditures is to be made at minimum cost.

Getting the most for the money is not a new idea to many government 
units. Pressures to stretch every penny farther have been building up for 
some time. Since the end of World War II, state and local governments 
have had to provide a greater variety of public services of higher quality to 
a rapidly expanding and shifting population. They have responded by 
sharply expanding their capital spending—expenditures for land, durable 
equipment, and large scale construction projects of various types. Still, 
unsatisfied demands for services persist.

What demands should be met? How much can be spent in any period, 
and how should the spending be financed? These and other troublesome 
questions must be answered periodically by government officials. In that 
rational but mysterious world inhabited by economists, what factors would 
be considered in determining the composition and level of expenditures? 
How do governmental units, as a matter of fact, approach these problems? 
In an effort to throw some light on these questions, we shall consider capital 
spending in theory and in practice. Before doing so, however, it might be 
well to review the growth and magnitude of capital spending and long-term 
borrowing by southern governments.

The Importance of Capital Spending
Capital spending is important partly because of the large sums of money 
involved. In fiscal 1947, such spending by state and large city governments
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that lie wholly or partly in the Sixth District—Alabama, 
Florida, Georgia, Louisiana, Mississippi, and Tennessee— 
amounted to $150 million. Twelve years later, in fiscal 1958, 
District state and city governments spent six times that 
amount, or $928 million. When expenditures of smaller 
cities and towns, counties, school boards, and other political 
units are added to this amount, capital outlays in the South 
undoubtedly exceeded a billion dollars a year.

Perhaps the major stimulus behind the expansion in capital 
spending has been the explosion in population. Stated simply, 
governments have had to build new facilities and provide 
more services for more people. In Florida, for example, 
population increased 72 percent from 1950 to 1959. The 
number of people did not, however, expand uniformly 
throughout the state. In Brevard County—which includes 
Cape Canaveral—population more than tripled in a decade. 
Florida’s population growth has been phenomenal, but de
velopments there have been duplicated in lesser degree in 
many areas of the South.

The need for capital expenditures is clearly demonstrated 
in many ways. Need must be coupled with ability to pay, 
however, before spending can become effective. In recent 
years, new and higher taxes have yielded more revenue 
than ever before, but part of the gain has been offset 
by rising operating expenditures, as increased payrolls and 
materials costs boosted outlays on current account. In any 
event, capital outlays rose much more rapidly than revenues, 
thus necessitating heavy borrowing.

New long-term bond offerings of all governments in 
District states totaled more than $3 billion during the five- 
year period 1955-59, with borrowing ranging in amount from 
$278 million by governments in Mississippi to $900 million 
in Florida. The purpose of borrowing reflected, of course, 
the types of capital projects undertaken. Consequently, the 
major purposes for raising funds in all District states were 
to build schools and roads and bridges and to expand water 
facilities and other public utilities.

Capital Spending in Theory
Capital spending of a billion dollars a year by governments 
in District states undoubtedly has a profound impact on the 
social and economic prospects of the region and its people. 
Individuals, for example, derive certain social benefits from 
educational expenditures. These benefits accrue to the indi
vidual in the form of enhanced perception, which in turn 
enables him to enjoy or adjust to a broad range of experiences. 
By providing a work force of literate and technically skilled 
individuals, moreover, education may make a substantial 
indirect contribution to the economic growth of the region.

It would, of course, be impossible to point out all the 
social and economic benefits flowing from expenditures on 
roads and other types of governmental spending. The main 
point, however, is that different types of expenditures pro
duce different effects. One task of the economist in public 
finance is to try to calculate the benefits to be derived from 
various alternative levels and combinations of government 
expenditures. The idea, of course, is to select that combina
tion of expenditures that would produce the maximum bene
fits at the lowest possible cost.

In analyzing the impact of the financial activity of state 
and local governments on the well-being of individuals and 
the economic growth of the region, it is necessary to consider 
not only the expenditures of governments, but also the 
methods of financing them. If expenditures are financed by 
borrowings, there is an added cost in the form of interest. 
The amount depends upon the type of debt instrument used 
and the level of interest rates at the time of the borrowing. 
Balanced against this extra cost is the fact that the com-
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munity can enjoy a greater quantity and variety of govern
ment services without paying for them with current taxes.

The process of raising funds through taxes and borrowing, 
moreover, represents a transfer of income from the private 
to the public sector of the economy. This transfer may re
sult in some net increase in the total expenditures of the 
area. Almost certainly, it will bring about a change in the 
pattern of production and prices. The character of the taxes 
levied raises questions about the equity and incidence of 
taxation, and the nature of certain expenditures raises ques
tions about what the scope of governmental activities should 
be. Clearly, the financial activities of governments have many 
economic and social ramifications.

Theorists, of course, cannot total up the satisfactions 
accruing to society from any combination of public expendi
tures, then net out the dissatisfaction which may be associated 
with tax payments, and equate it with cost. Nor, can they 
determine what pattern private spending would have taken 
in the absence of taxes and borrowing. Considering these 
matters in abstraction, however, does provide some guides as 
to how these decisions might be made under ideal conditions.

Capital Spending in Practice
Governments on the firing line must make capital and financ
ing decisions under far from ideal conditions. To get some 
idea of how these decisions are made in practice we have 
talked with financial officers of some 40 government units 
in District states. All the state governments were contacted 
and many of the larger cities, counties, and school boards.

Although government officials may not calculate the 
satisfactions to be derived from various expenditures, we 
found that in most cases there is a systematic method for 
recognizing the need for capital outlays and for establishing 
priorities. Gone are the days when the mayor, on his way to 
city hall, spied a vacant lot and decided to build an audi
torium on it. This more or less capricious form of decision
making has been replaced by an official body that “plans.”

The formality of the planning body varies with the type 
of political unit and the complexity of the problems. Fre
quently, needs are reviewed and capital outlay programs of 
five, six, or more years are developed and reviewed periodi
cally. In the case of a school board, the superintendent of 
schools, with the help of technical assistants, may develop the 
plan. The county and city commission may perform the 
task for their respective units. Some states and larger cities 
have special planning commissions.

At all levels of government, the purpose of the planning 
group is to decide which needs should be satisfied. In the 
process of determining this, some governments consider some
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of the same factors that would be specified by the theorists. 
In Davidson County, Tennessee, for example, among the 
factors considered by the planning commission in determin
ing priorities for capital expenditure projects are: (1) the 
relationship of a project to the welfare and progress of the 
entire county; (2) the relative urgency of each project; (3) 
the relationship of a project to other projects to be under
taken by the county; (4) the financial ability of the county 
to undertake the project.

The ability to finance the project, either with cash or 
borrowed funds, is related to current and prospective revenue 
collections and earnings on investments. Governments would 
likely pay for the capital improvement out of current funds 
if they could, since there would be no interest charges to pay. 
Most of the government units interviewed, however, indicated 
they had no choice because annual capital outlays loom 
larger than current revenues. It was also indicated that “sav
ing up” for a period of years to pay cash at some future 
date is not practical in many cases, since projects such as 
schools and water facilities are not readily postponable.

None of the government units interviewed had a formal 
pay-as-you-go program designed to finance a specific propor
tion of capital outlays. Almost all of the governments, how
ever, managed to eke out some funds from current operating 
monies to replace or to purchase new equipment. Mobile 
uses funds equal to one percent of city sales tax collections 
to finance capital outlays on a pay-as-you-go basis.

In the absence of sharp tax increases, it appears unlikely 
that governments could move very far in the direction of 
pay-as-you-go without severely limiting their capital outlays. 
Greater pressure on governments to pay cash would be 
brought to bear, if debt margins—the difference between out
standing debt and the maximum amount of debt that law or 
statute permits the unit to incur—were narrowed. Although 
most of the government units contacted had limits on debt 
guaranteed by the full faith and credit of the unit, debt for 
certain purposes was sometimes exempt. In the majority of 
cases, moreover, debt incurred through the issuance of rev
enue bonds was not subject to limitation.

District governments will presumably continue to rely on 
borrowing as a means of financing the major share of capital 
spending. Some will have to rely primarily on revenue bonds, 
however, because of relatively low debt limits on full faith 
and credit debt and traditional difficulties in getting voter 
approval of general obligation bonds in referenda. Because 
revenue bonds tend to carry higher interest rates than gen
eral obligation bonds, this inability to choose between types 
of debt will act to increase interest costs.

Theoretically, at least, interest rates may also be mini
mized by scheduling the sale of bond offerings at a time when 
rates are low and holding offerings off the market when rates 
are high. The attitude of the units interviewed, however, was 
that “We come to market when we’re ready.” During 1959, 
a year of high interest rates, only a very small proportion of 
offerings was either delayed or curtailed because of credit 
market conditions. Part of the issues that were affected, 
moreover, reflected—not unwillingness—but the inability of 
some governments to sell new bond issues because the market 
rate exceeded the maximum interest rate that they were able 
to pay under existing laws or statutes.

Some of the costs resulting from last year’s higher in
terest rates on new offerings were partly offset by increased 
earnings on investments. Most of the governments invest 
temporarily idle funds arising from current operations or 
accumulated bond funds in short-term liquid assets. Local 
‘governments, in particular, maximize earnings by investing 
much of their surplus in Treasury bills.

State and local governments will continue to have to pick

and choose among capital outlay projects. The ability of most 
governments to meet the demand for services has, however, 
already been stretched to the limit. Although some new rev
enue sources are still untapped, the number is dwindling. The 
time may be approaching, therefore, when the public must 
decide whether it wants services badly enough to pay for 
them with higher taxes. Alfred p jOHNSON

Operating Ratios
Net profits of member banks were lower in 1959 than in 
1958 despite record earnings of $453 million, a gain of almost 
16 percent. Expenses increased and most banks incurred 
losses from sales of Government securities. As a result, net 
profits fell from $73 million to $68 million.

Changes in earnings, profits, and expenses are revealed 
in the operating ratios of member banks for 1959. These ratios 
were computed by using averages of data taken from reports 
of condition for December 31, 1958, June 10, 1959, and 
October 6, 1959 along with earnings and dividends reports for 
the year 1959. C ontinued on page 6

Average Operating Ratios of all Member Banks 
in the Sixth Federal Reserve District

SUMMARY RATIOS: 1954 1955 1956 1957 1958 1959
Percentage of total capital accounts:

Net current earnings before 
income t a x e s .............................. 15.5 16.2 16.9 15.7 14.2 16.5

Profits before income taxes . . 15.1 13.2 12.8 12.6 14.1 11.9
Net profits.............................. 9.9 8.5 8.4 8.4 9.6 8.2
Cash dividends declared . . . 3.1 3.0 3.0 3.0 2.9 3.0

Percentage of total assets:
Total earnings......................... 3.26 3.43 3.66 3.88 4.01 4.24
Net current earnings befcre 

income t a x e s .................... 1.10 1.18 1.23 1.16 1.09 1.25
Net profits.............................. .71 .63 .62 .63 .74 .62

SOURCE AND DISPOSITION OF EARNINGS: 
Percentage of total earnings:

Interest on U.S. Govt, securities . . 22.4 21.8 22.2 22.5 20.9 21.5
Int. and div. on other sec. . . 5.9 5.9 6.0 6.2 7.2 6.9
Earnings on loans .................... 59.7 59.6 59.4 59.4 59.5
Service charges on dep. accts. . 6.7 6 6 6.5 6.6 7.3 7.1
Trust department earnings1 . 2.6 2.6 2.6 2.6 2.6 2.5
Other current earnings . . . 6.2 6.0 5.7 5.3 5.2 5.0

Total earnings .................... . 100.0 100.0 100.0 100.0 100.0 100.0
Salaries and wages . . . . . 32.3 31.6 31.2 30.2 30.3 28.7
Interest on time deposits  ̂ . . . 10.4 10.8 11.3 16.4 18.5 18.2
Other current expenses . . . . 33.9 34.2 35.0 39.7 42.5 41.7

Total expenses .................... . 66.2 65.8 66.2 69.9 72.8 70.4
Net current earnings before 

income taxes.................... . 33.8 34.2 33.8 30.1 27.2 29.6
Net losses (or recoveries and

. +  1.0 3.5 4.9 3.2 +  2.5 6.5
Net increase (or net decrease -f) 

in valuation reserves . . . 1.4 2.3 2.9 2.4 2.6 1.5
Taxes on net income . . . . 9.9 8.7 7.9 8.6 6.7
Net profits.............................. . 22.0 18.5 17.3 16.6 18.5 14.9

RATES OF RETURN ON SECURITIES AND LOANS 
Return on securities:

Interest on U.S. Govt, securities . . 2.06 2.12 2.46 2.64 2.65 2.95
Int. and div. on other sec. . 2.60 2.52 2.52 2.66 2.82 2.87
Net losses (or recoveries and 

profits + )  on total see.:! . . +  .27 .17 .27 .11 +  .44 .50
Return on loans:

Earnings on loans .................... 6.19 6.35 6.35 6.67 6.71 6.90
Net losses (or net recoveries + )  

on loans" .............................. .17 .10 .15 .15 .13 .18
DISTRIBUTION OF ASSETS: 

Percentage of total assets:
U.S. Government securities . . 33.4 33.0 31.4 31.4 30.3 29.8
Other secu rities.................... . 8.1 86 9.0 9.4 10.4 10.4

32.8 34.8 34.8 35.7 36.9
Cash assets .............................. . 25.8 24.3 23.4 22.8 21.9 21.1
Real estate assets .................... . 1.0 1.1 1.2 1.4 1.5 1.6
All other a s s e t s .................... . .2 .2 .2 .2 .2 .2

Total assets ......................... 100.0 100.0 100.0 100.0 100.0
OTHER RATIOS:

Total capital accounts to:
Total assets.............................. . 7.7 7.7 7.8 7.9 8.2 8.0
Total assets less Government 

securities and cash assets . . 19.6 18.9 18.0 18.1 17.7 17.0
Total deposits .................... 8 4 8.5 8.6 8.8 9.1 8.9

Time deposits! to total deposits . . 24.8 25.8 26.0 28.2 31.7 32.1
Interest on time deposits! to time 

deposits................................... . 1.36 1.42 1.62 2.36 2.46 2.51
Number of banks......................... . . 362 369 378 387 397 399

i Banks with none were excluded in computing this average. Ratio included in "Other current 
earnings."

-’Banks with none were excluded in computing this average. Ratio included in ''Other current 
expenses."

Încludes recoveries or losses applied to either earnings or valuation reserves. 
iBanks with none were excluded in computing this average.
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