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Municipal Bond Portfolios 
of Commercial Banks

Since the “ credit crunch” of 1966 the financial 
press has followed very closely the volume of new 
debt flotations as one indicator of tightness in fi
nancial markets. The tremendous volume of such 
securities in the last year and a half has been un
precedented, contributing in large part to recent 
record-high interest rates. The volume of new 
issues of municipals has been especially heavy during 
this period, although a pattern of steadily rising state 
and local government financing has existed for a 
number of years. Since W orld W ar II, new issues 
of long-term municipals have increased nearly ten
fold, from $1.2 billion in 1946 to $11.1 billion in
1966. Between 1956 and 1966 total state and local 
government securities outstanding rose from $47.4 
billion to $104.8 billion.

Role of Commercial Banks Commercial banks 
have been the principal investors in this rapidly ex
panded volume of municipals. From 1946 through
1966 holdings of municipals by all banks rose from 
$4.3 billion to $41.4 billion. The most rapid ex
pansion has occurred in the past decade. Begin
ning in 1962, banks began to aggressively seek 
time and savings deposits through the issuance of 
certificates of deposit, and they were aided in their 
efforts by several upward revisions of the Federal 
Reserve’s Regulation Q, which sets interest rates 
on time and savings deposits. They were highly 
successful. Over $20 billion of CD ’s are now out
standing, and the increased level of deposits has 
led to heavy investment in municipals. During the 
past ten years, the increase in the dollar value of 
all-bank holdings of municipal issues has accounted 
for close to 90% of the increase in total bank se
curity holdings. As a result, the ratio of municipals 
to total securities in bank portfolios rose from 16.1% 
in 1956 to 35.3% in 1966. In the latter year, com
mercial banks absorbed over 65% of the $5.6 billion 
net increase in municipal bonds outstanding (new 
issues minus retirements).

The growing size of municipal bond portfolios has 
not been the only change in commercial banks’ 
role in the municipals market. In the past ten years

the maturity structure of these municipal portfolios 
also has undergone a metamorphosis. Moreover, 
enlarged dealership and underwriting activities have 
marked the ascension of commercial banks to their 
pre-eminent position in the municipals market.

Postwar Decade [This section draws on Roland
I. Robinson’s Postwar Market for State and Local 
Government Securities.] The municipal segment of 
member bank portfolios grew markedly in the post
war decade. During this period the gross volume of 
new municipal issues accounted for about one-seventh 
to one-ninth of all long-term funds raised in the 
capital markets. From 1946 through 1956 member 
bank holdings of municipal obligations rose from 
$3.3 billion to $10.5 billion, an annual rate of in
crease of 11.1%.

At the end of W orld W ar II commercial bank 
portfolios were heavily loaded with United States 
Government obligations. Following the war these 
security holdings declined and the volume of loans 
outstanding increased. From 1946 through 1956 
member bank holdings of Government securities fell 
from about $72 billion to $48 billion. At the same 
time total loans rose from about $23 billion to $78 
billion. In an absolute sense the growth in loans 
far exceeded the $7.2 billion increase in municipal 
bond holdings of member banks, but the 11.7% an
nual rate of growth in loans only slightly exceeded 
the 11.1% annual growth in municipal holdings 
for the period.

The expansion of bank holdings of municipals is 
attributable largely to two factors. First, the supply 
of new issues grew rapidly as state and local gov
ernments increasingly entered the market in order 
to finance growing programs and facilities. Adding 
to the immediate postwar needs of local governments 
were many public construction projects which had 
been deferred during the war. Second, high income- 
tax rates and the exemption of interest income on 
municipal bonds from Federal income taxes com
bined to enhance the attractiveness of municipal 
issues.

Tax advantages accruing to commercial banks
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from holding municipal bonds are based upon 
several characteristics of tax law. Some institu
tions and funds are fully or partially tax exempt 
per se. This advantage reduces their attraction to 
the relatively low yields of tax-exempt municipal 
securities. Commercial banks, however, are subject 
to the full corporate tax rate on income, in part 
accounting for their large holdings of municipals. 
Furthermore, the tax exemption feature is available 
only on municipal securities. In 1941 the Federal 
Government withdrew the privilege of tax exemption 
existing for certain of its debt issues, and between 
1941 and 1945 the volume of these tax-exempt se
curities outstanding fell from about $5 billion to 
$196 million, giving municipal issues a virtual 
monopoly on the privilege. Since 1960 municipal 
bonds have been the only tax-exempt security 
available in the capital markets. Finally, the de
velopment of the system of “ tax swaps” in 1953 
enhanced commercial banks’ participation in the 
municipals market. For purposes of computing net 
taxable income, tax laws permitted banks to charge 
any net of capital losses over capital gains on sales 
of securities against current income. Since the long
term capital gains tax is 25% , banks in high income- 
tax brackets have been encouraged to make large 
sales of securities in years of declining prices in 
order to charge the losses against their income. The 
proceeds for the sales are almost immediately em
ployed to purchase other securities, thus the name, 
“ swaps.” While certain other groups can arrange 
swaps for tax advantages, banks have been the 
largest users of the technique, and although municipal 
securities are not considered the best tax-swap in
strument, the volume of secondary market transac
tions in municipals probably has been increased by 
bank swapping.

The maturity structure of banks’ municipal port
folios shortened slightly during the postwar decade. 
Intermediate-term obligations were increasingly fea
tured, predominantly at the expense of issues due 
beyond ten years. Between 1947 and 1956 the per
centage of municipal holdings in one-to-five year 
maturities grew from 29.8% to 34.5% and the 
portion in five-to-ten year issues rose from 25.8% 
to 29.9%. Meanwhile, long-term issues were de
clining from 26.2% of the total to 20.1%.

Although the pattern currently seems to be chang
ing, banks in the past have usually held municipal 
securities until maturity, not choosing to meet im
mediate cash needs by liquidation prior to maturity. 
Indeed, in the early years after the war the market 
for municipals was not large enough or developed 
enough to permit rapid liquidation in all cases. This

philosophy of portfolio management at least in part 
explains the decline of long-term holdings relative to 
shorter-term issues. With the tremendous increase 
in high-yielding loans in the late 1940’s and early 
1950’s, commercial banks did not want to be tied 
in to these securities for long periods if more at
tractive investments were available. Thus, given 
their approach to liquidation, banks chose to invest 
in intermediate-term maturities.

Period 1956 to Present Municipal financing in 
the past ten years has undergone considerable growth 
and sophistication. Volume has continued to rise; 
yields, as measured by the Bond Buyer’s 20-Bond 
Index, have ranged from just below 2.50% early in 
1956 to as high as 4.33% in October of this year; 
and various marketing techniques now abound, as 
witnessed in large numbers of revenue and industrial 
revenue issues, and various term and serial forms 
of the bonds. As seen in the first chart, the growth 
of municipal bonds outstanding from 1956 to 1966 
was accompanied by a sharp redistribution of owner
ship to commercial banks. There has, however, been 
little change in the division of the total between local 
government offerings and state government offer
ings. The former account for about three-fourths 
of all municipal bonds.

OW NERSHIP OF M U N IC IP A L SECURITIES
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As the municipals market has grown, the market
ability of municipal issues has naturally increased. 
Both a cause and effect of this greater marketability 
has been a change in commercial banks’ investment 
practices in handling their municipal bond portfolios. 
When conditions in the markets warrant, banks now 
liquidate municipals before maturity in favor of 
other investments or for cash needs. The mutation 
is manifest in the pronounced change over the past ten 
years in the maturity structure of municipal portfolios 
of all classes and groups of member banks.

Maturity Patterns The average maturity of 
municipal bond holdings of all member banks has 
lengthened rather markedly in the past decade, as 
seen in the second chart. Member bank ownership 
of long-term municipal securities, those due in over 
ten years, has grown from 20.1% of total municipal 
holdings in 1956 to almost one-third of the total in 
1967. In absolute terms, the increase has been from 
just over $2 billion in 1956 to nearly $12 billion in
1967. Emphasizing the lengthening of the average 
maturity is the volume of issues due beyond 20 years. 
These currently comprise more than one-fourth of 
member banks’ holdings of long-term municipals.

The relative growth of long-term holdings has

occurred at the expense of the intermediate-term, one- 
to-five and five-to-ten year bonds, especially the 
former. These two maturity classifications accounted 
for 34.5% and 29.9%, respectively, of member bank 
municipal portfolios in 1956, but by 1967 the re
spective proportions had declined to 25.1% and 
24.4%. Remaining virtually unchanged during this 
transformation have been short-term holdings, in
cluding warrants, short-term notes, bills, and other 
maturities due within one year. As a group, these 
securities have increased merely from 15.5% to 
18.2% of total municipal portfolios.

With certain variations, municipal maturity struc
tures of various classes and groups of banks have 
evidenced changes similar to those of member banks 
taken as a whole. Reserve city banks have had a 
rather more pronounced redistribution from inter
mediate- to long-term issues. Long-term bonds 
grew from 23.0% of the total portfolio in 1956 to 
38.2% in 1967, while over the same period one-to- 
five year maturities fell from 32.6% to 20.8% of the 
reserve city group’s municipal investments.

Country banks also lengthened their average mu
nicipal maturity but not as noticeably as reserve city 
banks, nor even as much as member banks as a 
whole. In fact, country banks still have larger per

4Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

December 1967



centages in the intermediate maturities than in long
term bonds. In general, country banks are not as 
large as reserve city banks and many of them do 
not have the market facilities which larger banks 
enjoy. In partial consequence of this, they are less 
willing to tie up large amounts of funds in long-term 
investments. From 1956 to 1967 long-term mu
nicipal holdings rose from only 16.6% of their 
municipal portfolios to a still low 23.6% of the total. 
Both of these figures are less than the corresponding 
percentages for all member banks and reserve city 
banks. The decline in the proportionate holdings of 
intermediate issues was similarly less pronounced. 
As with the other two classes, the relative decline of 
one-to-five year maturities was larger than the drop 
in the five-to-ten year issues. This, in part, is evi
dence of the lengthening maturity structure of mu
nicipal portfolios. The purchase of long-term issues 
results in a large part of the purchases still being 
classified as long-term or five-to-ten year investments 
at the end of the ten-year period.

The proportion of municipal portfolios classified 
as short-term has not differed significantly between 
classes of banks. Compared to the changes in inter
mediate and long-term holdings, the growth in the 
percentage of issues held which mature within one 
year has been marginal. Over the past ten years 
reserve city banks have held larger amounts of tax 
warrants, short-term notes, and bills than country 
banks, reflecting in part a dependence of municipal 
governments on large banks for short-term funds. 
Over the past decade country banks have had a 
larger part of short-term holdings in regular issues 
due within one year than in securities with original 
maturities of less than one year. The proportion 
represented by the latter, however, has been in
creasing.

Among classes of member banks, New York City 
banks have the longest maturity structure. Over 
one-half of their municipal investments are due in 
more than ten years. In 1956, 29.5% of their mu
nicipal holdings were due beyond ten years. Their 
investments in one-to-five and five-to-ten year ma
turities have fallen from about 30% in each in 1956 
to roughly 13% in each in 1967. The increase of 
short-term holdings from 12.2% to 21.1% of the 
portfolios of New York banks is largely explained 
by the increase in securities with original maturities 
of one year or less.

The predominant role of large banks in the mu
nicipal market is obvious from the size of holdings 
of New York City banks and Chicago banks relative 
to the municipal investments of all Fifth District 
banks. Only in the past decade have Fifth District

banks come to hold a larger dollar value of municipals 
than Chicago banks. The maturity structure of Fifth 
District banks is very similar to that for all member 
banks, but the lengthening of the distribution over 
the past decade has been more pronounced than for 
all banks. In the Fifth District, maturities due in 
over ten years rose from 13.4% of total portfolios 
in 1956 to 28.0% in 1967. At the same time, one- 
to-five year maturities fell from 44.0% to 28.0%.

Dealer and Underwriter Positions Dealer and 
underwriter positions are held in the main by a 
relatively small number of large banks. Of over 
6,100 member banks in the country, 130 hold posi
tions as dealers or underwriters. One-half of that 
group have deposits over $500 million, and account 
for 87.6% of the dollar value of total member bank 
positions. Although seemingly small, the number 
of banks engaged in dealer and underwriter opera
tions has been growing with the market in recent 
years. In October 1955, only 57 commercial banks 
were listed in the Blue List directory of advertisers, 
and of those only about 20 seemed to operate con
tinuously in the national market.

The location of dealer-underwriter banks is fairly 
concentrated into certain areas. Of the 130 banks 
with dealer-underwriter operations, 95 are reserve 
city banks. This group holds over 92% of the $1.4 
billion of total dealer and underwriter portfolios. 
Fifty-three of the 130 banks are evenly spread 
between the New York, Chicago, and San Francisco 
districts. These three districts alone account for 
63% of total member bank dealer positions. In the 
Fifth District, eight banks act as dealers and under
writers of municipal bonds. In June 1967 they held 
about $33 million of bonds in that capacity. These 
holdings, 2.3% of all such positions, were equal to 
or greater than those of only three other Federal 
Reserve Districts.

Year 1967 In the past year commercial banks 
have continued to be large purchasers of municipal 
bonds. For the first three quarters of 1967, the in
crease in bank holdings of municipals has accounted 
for about four-fifths of nearly $11 billion of new 
capital raised by local governments. Over the year 
banks have made relatively large purchases in the 
short-term area. This probably has resulted more 
from an effort to rebuild liquidity following the 1966 
“ credit crunch” and from postponements by mu
nicipal governments of long-term financing due to 
high interest rates than from any basic change in 
investment philosophy. In fact, long-term purchases 
have been sizable also.

Joseph C. Ramage
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