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Municipal Market Influences Decisions

Man’s wants are often said to be limitless. Although some particular 
demands— the demand for watermelons for instance— can be rather 
easily satisfied, the demand for the services of a local government 
seems as close to infinite as human wants can ever be. Last year 
the 18 million-odd people in the six states of the Sixth Federal Re
serve District borrowed over three-quarters of a billion dollars 
through their state and local governments to satisfy some part of 
their demands for public services. This year they will probably 
borrow even more.

Part of the growing demand for public services comes because 
more people are having more kids and driving more cars faster 
than before. In the decade from 1940 to 1950 the six states expe
rienced a 15-percent rise in population, a 17-percent gain in the 
number of children under 14, and a more than 81-percent increase 
in the number of motor cars. Still another part of the demand 
comes because people are crowding together in cities: the urban 
population in these southeastern states rose 37 percent during the 
decade. Finally, part of the growing demand comes from an up
grading of people’s standards of community services. Even if all 
the kids could get into the little red schoolhouse, their parents 
wanted something better for them.

Indicative of the wideness of demands for services of Govern
ments has been the varied types of public construction in the post
war period. Besides building public streets, roads, and schools, 
the state and local governmental units have constructed turnpikes, 
expressways, off-street parking facilities, office buildings, college 
buildings and dormitories, hospitals, port facilities, tourist facili
ties, public housing, utilities of all kinds, and free and toll bridges.

A ll these facilities had to be paid for. Although the high post
war incomes of people afforded the tax collectors with better means 
to pay the expenses of government, some of the capital improve
ment programs had to be financed by other means. A  large part 
of the money came from long-term borrowing in the form of 
municipal bonds, as the obligations of both state and local govern
ments are familiarly known.

Innovations Ease Borrowing Problem s
For some years, financing public capital improvements by bor

rowing was as difficult as shoving a camel through a needle’s eye. 
Many state constitutions prohibited borrowing by the state govern
ment. Similarly, either by constitution or by statute, the debt of 
counties and municipalities was often restricted to a set amount of 
the assessed property valuation of the particular community, and 
this amount usually was quite low, even apart from unrealistic 
property assessments. Many communities furthermore felt that the 
depression of the thirties was no time to saddle themselves with 
debt. And when the depression ended, the war came along, and 
with it restrictions on the use of materials for public construction.
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To get around the legal limitations on state and local 
government debt, state and local governments developed 
solutions that were as ingenious as they were simple. Inde
pendent authorities were set up with power to issue obliga
tions on their own name and to pay interest and principal 
on such debt from leases of the constructed facilities to 
other agencies. In addition, in many cases the courts con
strued bonds backed by revenues of publicly owned utilities 
not to be general obligations of the issuing government 
units and not subject to ordinary statutory debt limitation. 
These developments opened the way for much of the post
war wave of bond flotations. The growing importance of 
authority and revenue financing in the District is evidenced 
by the fact that nearly three-quarters of the financing of 
state and local governments in the first four months of
1954 was of this type, compared with slightly more than 
one-half in the same period of 1953.

Housing Issues Large in District Total
So far in 1954, the major volume of financing by gov

ernmental units in the six states has been in the form of 
temporary loans for local housing authorities engaged in 
construction of public housing. Although temporary funds 
for building these facilities may be obtained from the Pub
lic Housing Administration, most local housing authorities 
have chosen to sell their obligations on the market with the 
guarantee of the Federal agency behind them. As the build
ings reach completion, most of the temporary notes will be 
retired and replaced by longer-term issues, which under 
existing provisions can run up to 40 years in maturity. In 
the first four months of 1954, local housing authorities 
issued some 122 million dollars worth of temporary notes.

Counting the local housing authority issues as part of 
city obligations, nearly 70 percent of the total six-state 
borrowing by governmental units between January 1 and 
April 30 this year was by city governments and about 16 
percent by state governments. Apart from the temporary 
housing authority issues, nearly all obligations are long-term.

D ealers “ Bird-Dog” and Interpret M arket
Not only does the legal ability of governments to bor

row and the willingness of people to tax themselves in 
payment of debt affect the volume of municipal bond 
financing, but the state of the market for municipals also is 
important. Interpreting the state of the market is part of 
the job of some 130 dealers in the six-state area, as well as 
of dealers located outside the southeast, who aid in the 
marketing of bonds issued by state and local governments.

Both independent dealers and banks that have municipal 
bond departments perform a “bird-dogging” function in 
spotting local governments that are considering putting a 
new issue on the market. Sometimes the terms of the new 
issues are negotiated between the bank or dealer and the 
issuing governmental unit. More often in the larger issues, 
competitive bids are asked of dealers and dealer syndicates. 
In both cases, the dealers have to judge the particular mar
ket for municipal obligations as well as general monetary 
conditions in determining the cost at which they think the 
bonds can be sold to the ultimate holders.

One of the factors undoubtedly influencing the respon
siveness of dealers to new issues is the amount of issues 
offered but as yet unsold. When the amount of “balances 
in major accounts” builds up heavily, prices quoted on 
new issues tend to be marked down and yields rise. The 
large amount of “undigested” issues in the last few months, 
therefore, has probably played some part in the recent up
ward movement of municipal bond yields.

Another factor affecting dealers’ judgments on the cost 
of new issues is the amount of new municipal issues sched
uled in the foreseeable future. In the last month, with 
some 600 million dollars of new municipal issues sched
uled to be put on the auction block in the next thirty days, 
prices on both new and old issues were being marked 
down, and yields were rising. The amount of the “visible 
supply” of state and local obligations, therefore, is taken 
into consideration by dealers in bidding on new issues, be
cause in the somewhat limited market such issues must be 
“sweetened” by price and yield concessions when the vol
ume seems to be heavy.

In their dual function of selling new issues and main
taining markets for old issues, dealers are, of course, act
ing largely as middlemen between buyer and seller. A l
though dealers normally carry some inventory of bonds, 
they are not primarily interested in holding securities for 
their own account. Instead, much of the success of indi
vidual dealers depends upon their knowledge of the needs 
and desires of the ultimate holders of the bonds. In the 
final analysis, the ultimate holders of the bonds determine 
the prices and yields in the municipal bond market.

Individuals, Trust Funds, and Banks Are 
Major Buyers

Individuals and personal trust funds are perhaps the 
prime buyers of municipal bonds in this country. Together 
they held an estimated 12 billion dollars out of the 32.4 
billion dollars outstanding at the end of June 1953. As 
investors, individuals tend to be attracted to municipals

B a n k  A n n o u n c e m e n t s

On June 15, the East Gadsden Bank, Gadsden, A la
bama, began to remit at par for checks drawn on it 
when received from the Federal Reserve Bank. This 
is a nonmember bank, located in territory served by 
the Birmingham Branch of the Federal Reserve Bank 
of Atlanta. Officers include E .  J .  Harris, President;
D . C. M cCoy, Executive Vice President; and H . O. 
Manning, Cashier. I t  has a capital stock of $50,000 
and surplus and undivided profits of $68,000.

The Curtiss National Bank of M iam i Springs, 
Miami Springs, Florida, opened for business June 28 
as a member of the Federal Reserve System. Edward  
M ercer is President; R ichard D . Marzane, J r . is Vice 
President and Cashier; and Dexter Saunders is A s
sistant Cashier. I t  began operations with capital of 
$500,000 and surplus and undivided profits of 
$250,000.
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largely because the interest derived from them is free of 
Federal tax. The result is that the net return on this type of 
security compares quite favorably with the return on much 
more risky corporate securities, subject to taxes. For ex
ample, an individual in the 32,000-38,000 dollar income 
tax bracket adding to his investments by purchasing a 
municipal bond currently selling to yield 2.10 percent 
would receive as much as he would receive from a cor
porate stock currently yielding 6 percent before taxes.

Ranking second as holders of municipal securities are 
commercial banks, which at the end of 1953 held about
10.6 billion dollars, or one-third of the total amount out
standing. Although still second to individuals and personal 
trust funds in the amount of municipals held, commercial 
banks have been more important than the latter category 
in the postwar period in the net amount of such securities 
actually purchased, providing 6.5 billion dollars of the
16.6 billion dollar increase in municipal borrowing since 
1946, in comparison with 5 billion dollars provided by in
dividuals and trust funds.

Banks Like M unicipals for Severa l R easons
Commercial banks buy municipals for a number of rea

sons. Some of them feel an obligation to their own com
munities and wish to support their projects. Perhaps more 
important is that good grade municipals have generally 
been considered a prime risk investment security. Finally, 
to banks as well as to individuals, income from obligations 
of state and local governments is exempt from Federal 
tax. Most banks in the taxable income bracket of 25,000 
dollars and over find the yield on municipals attractive, 
relative to taxable investment securities. A municipal 
yielding 2.10 percent will return a yield equivalent to 4.37 
percent on a taxable security. As even mortgages, after 
servicing expenses, hardly yield as much as this, municipals 
are attractive to commercial bank investment managers.

In addition, some commercial banks find high coupon 
municipals attractive because the premiums paid for such 
bonds may, under certain conditions, be amortized or 
charged to expense prior to computation of net taxable 
income. Not only is the income on such securities tax free, 
but also part of the cost of such securities may be deducted 
as an expense in computing the tax liability of the bank at 
considerable saving.

In the Sixth District, member banks differ greatly in 
the proportion of their investments held in the form of mu
nicipal obligations. In the group of 21 Reserve City banks 
at major cities of the District, the proportion held varied 
between one and 12 percent at the end of 1953. Country 
member bank holdings of municipals averaged 16.5 per
cent of their total investments.

Credit Policy Im portant in M arket
One of the factors important in determining the prices 

and yields on municipal bonds is, of course, the general 
stage and direction of credit policy. Both Treasury and 
municipal bonds tend to be affected in much the same 
manner by changes in credit conditions, and peaks and 
troughs in both markets historically tend to occur at about

the same time. This similarity of movement is, of course, 
not surprising. As banks are major buyers of both types of 
securities, changes in their reserve positions affect prices 
and yields on both types of market instruments by affect
ing the banks’ ability and willingness to purchase them.

Not only do both Treasury and municipal bond prices 
react similarly to changes in bank reserves, but as munici
pal bonds rank next to Treasury obligations in freedom 
from risk, there is within limits a considerable degree of 
substitutability between the two types of securities. Thus, 
banks and other investors may purchase municipals in 
place of Treasurys and vice versa. This tends to keep the 
prices and yields of one type moving in general agreement 
with those of another type.

V olum e Affects Price Too
Dissimilarities in the market movements of municipals 

and Treasurys do occur, however, largely as a result of 
changes in the volume of municipals coming to market. 
Normally a rapid expansion in the volume of bonds ab
sorbed is not easily made in the somewhat limited market. 
As a reflection of this, the heavy volume of municipal 
financing in the postwar period has tended to push the 
yield on these securities closer and closer to the yield on 
long-term Treasury bonds.

Illustrative of the influence of short-term supply changes 
have been the two peak periods of municipal bond financ
ing in the last year. In June 1953, when the calendar of 
new issues coming to market reached 400 million dollars 
for the coming month, the spread between municipal and 
Treasury bond yields diminished to practically zero. Simi
larly, at the first of June, when around 600 million dollars 
of municipals were scheduled to move to market in the 
next thirty days, municipal and Treasury issues were sell
ing to yield nearly equal rates of return. The amount of the 
“visible supply” of state and local obligations, therefore, 
has a strong influence on the market price.

On the national scene, the building programs of state 
and local governments have been acting as a shot in the 
arm to the economy, and one that has become more im
portant as expenditures of both the Federal Government 
and private business have tended to taper off since last 
spring. The demand for the services of government will 
probably continue to multiply and if a high level is main
tained in the economy, the public and their representatives 
will probably indicate their continued willingness to ex
pand the amount of state and local debt.

In the face of this situation, how and where states and 
individual communities get their money for long-term 
needs will become increasingly important questions. 
Changes in tax laws would, of course, affect the scope of 
the potential market. Other investors might become im
portant buyers of municipals if they found present outlets 
for funds shrinking. Unless there is a definite widening 
of the market for municipals, however, commercial banks 
will probably continue to participate heavily in financing 
long-term needs of state and local governments.

T h o m a s  R. A t k i n s o n
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