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I am  h e r e  to jo in  you in d is cu ss in g  the e co n o m ic  and 

fin an cia l p rob lem s  p osed  by the fin a n cia l c r is is  o f  N ew Y ork  

C ity .

The d ifficu lt ie s  now facin g  New Y ork  s tem  fr o m  the 

e r o s io n  o f  its fin a n cia l p osition  o v e r  the past d ecad e . During 

this p e r io d  the expenditures by the C ity 's  gov ern m en t g rew  

ra p id ly  w h ile  reven u es fa ile d  to keep  p a ce . T o  c lo s e  the gap 

betw een  its reven u es and exp en d itu res , the C ity r e lie d  in cre a s in g ly  

on b o r r o w e d  funds. N ot on ly ca p ita l exp en d itu res , but a lso  the 

m ounting d e fic its  on cu rren t o p e ra t io n s , w e re  fin an ced  in this 

fa sh ion . By the end o f  1974, New Y ork  C ity ’ s outstanding debt 

am ounted to o v e r  $13 b illio n , m uch  o f w h ich  w as in the fo rm  o f 

s h o r t - te r m  notes - -  that is ,  ob lig a tion s  m aturing in a year o r  

le s s .

In v estors  m ay  lea rn  s lo w ly , but th e ir  in n o ce n ce  does 

not la s t  fo r e v e r .  A s  p oor  m anagem ent o f New Y ork  fin a n ces  

p e rs is te d , at f ir s t  a few  but in t im e  m o r e  and m o r e  in v e sto rs  

b e ca m e  co n ce rn e d  about the C ity 's  fin a n cia l con d ition . During 

the past w in ter and sprin g  the C ity began  to e x p e r ie n ce  v e ry  

se r io u s  d ifficu lt ie s  in ro llin g  o v e r  its debt - - t o  say nothing o f 

adding to its outstanding in d ebted n ess.
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U nfortunately , the C ity fa ile d  to take c le a r -c u t  r e m e d ia l 

m e a s u r e s , and th e re  w as so m e  lo o s e  ta lk  about an in v e sto r  

c o n s p ir a c y  against the C ity . The b a s ic  fa c ts ,  o f  c o u r s e , w e re  

quite s im p le . F ir s t ,  c o m m e r c ia l  b a n k e rs , be in g  aw are o f  th e ir  

r e s p o n s ib ility  fo r  other p e o p le 's  m on ey , fe lt  they m ay  a lre a d y  

h ave ap p roa ch ed  - - i f  not e x ce e d e d  - -  the lim its  o f  p ru d en ce  

in  th e ir  h old in gs  o f  New Y ork  C ity s e c u r it ie s .  S econ d , the 

m any thousands o f  ind iv idua ls  w ho in v est on th e ir  own accou n t 

lik e w ise  fo cu se d  on  sa fety ; they w e r e  no lo n g e r  m uch  tem pted  

by  p ro m is e s  o f  an e x cep tion a lly  h igh y ie ld . In v estor  con fid en ce  

in  the C ity 's  fin an ces  thus dw indled , w h ile  its  n eed  to  pay cu rren t 

b il ls  and to  re fin a n ce  m aturing ob lig a tion s  b e ca m e  m o r e  p r e s s in g . 

O nce this stage w as re a ch e d , the p o s s ib ility  o f  defau lt on the 

C ity 's  ob lig a tion s  b e c a m e  v e r y  r e a l ,  and it  w as so  a d v e r t ise d  

a lm o s t  d a ily  in our n a tion 's  n ew sp a p ers .

The fin a n cia l c r is is  con fron tin g  the n a tion 's  la r g e s t  city  

p rom p ted  the govern m en t o f  New Y ork  State to  o ffe r  fin a n cia l 

and m a n a g e r ia l a s s is ta n ce . Starting in A p r il ,  the State put at 

the C ity 's  d isp o sa l substantia l sum s that w e r e  not sch ed u led  fo r  

paym ent until som e  m onths la te r . Then, around m id -J u n e , the 

State le g is la tu re  cre a te d  a new  a gen cy  - -  the M u n icip a l A s s is ta n c e
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C orp o ra tio n  (M A C ). T h is a g en cy  w as em p ow ered  to s e ll  up 

to $ 3  b illio n  o f its debt o b lig a t io n s , w h ich  w e re  to be  b a ck ed  

by ce rta in  tax reven u es  that o th e rw ise  w ould  have gone to the 

C ity , and then to m ak e  the p r o c e e d s  o f  its  b o rro w in g  a v a ila b le  

to the C ity . A rm e d  w ith such b ro a d  authority , M AC sought to 

w ring  som e c la r ity  out o f  the C ity 1 s tangled  fin an ces  and to help  

d eve lop  a bu d geta ry  plan that cou ld  lead  the C ity back  to a 

ba la n ced  budget.

T h ese  m e a s u r e s , h o w e v e r , p ro v e d  in su ffic ien t to  r e s to r e  

in v estor  co n fid e n ce  in the C ity 1 s fin a n cia l m a n a g em en t9 and 

even the new s e cu r it ie s  issu ed  by  M A C  soon  ca m e under a c lou d . 

T o w ard  o f f  im m inent default by  the C ity  o f  New Y o rk , the State 

adopted f ir m e r  m e a s u r e s  on S ep tem ber 9. F ir s t  o f  a ll, c o n tro l 

o f  the C ity 's  fin a n ces  w as turned o v e r  to a S ta te -d om in a ted  

E m e rg e n cy  F in a n cia l C on tro l B oa rd . S econd , the p ow e r  o f  

M AC to is su e  debt s e cu r it ie s  w as en la rg ed . T h ird , the State 

sought to a rra n g e  add ition a l financing o f  $2, 3 b illio n  fo r  the 

C ity , o f  w hich  $750 m illio n  in loans w as to foe p ro v id e d  by  the 

State. T h is  fin a n cia l p lan  w as d esign ed  to tide the C ity  o v e r  

until e a r ly  D e ce m b e r , and it w as hoped  that by  that tim e the 

new ly  o rg a n ize d  C on tro l B oa rd  w ould have in being a su ffic ie n tly
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stron g  p ro g ra m  o f budgetary  re stra in ts  to enable the C ity to 

r e su m e  the sa le  o f  its s e cu r it ie s  to  the investing  p u b lic .

But w hen in v estor  con fid en ce  is  on ce  shaken, it can 

r a r e ly  b e  r e s to r e d  qu ick ly  or  e a s ily . The new fin a n cia l plan 

fa ile d  to e l ic it  enthusiasm  on the part o f in v e s to rs . In g e n e ra l, 

the fin a n cia l com m unity rem ain ed  sk ep tica l about the C ity 's  

a b ility  to  a v ert default and reb u ild  its  fin a n cia l strength . The 

co n ce rn  o f  m ark et p articipan ts w as heightened  by a ju d ic ia l 

ru ling  on. S eptem ber 29 that brought into qu estion  a p ortion  o f  

the fin a n cia l aid package, n am ely , the p u rch ase  o f M A C  bonds 

b y  the State pension  funds. B eyond  that, the re ce n t  in tertw in ing 

o f  the S ta te 's  fin an ces  w ith the C ity 's  fin an ces  has trou b led  m any 

in v e s to rs  and dam aged  the S tate 's  c r e d it  standing. T hus, the 

s t r e s s e s  and stra in s  that d eve lop ed  in the m u n icip a l s e cu r it ie s  

m a rk et o v e r  the su m m er m onths have b e c o m e  m o r e  acute in 

re ce n t  days.

S in ce the su m m er, and to an in cre a s in g  d e g re e  in  re ce n t  

w e e k s , the p articipan ts in the m u n ic ip a l m a rk et - -  that is ,  

in vestm en t b an k ers , s e cu r it ie s  d e a le r s , and u ltim ate in v e sto rs  - -  

have  been  attem pting to re d u ce  th e ir  ex p osu re  to the r is k  o f  lo s s .  

T h is has a ffe c te d  not on ly s e cu r it ie s  b ea r in g  a New Y o rk  nam e,
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but a ls o  is su e s  o f  som e oth er State and lo c a l  gov ern m en ts .

T h us, m any s e cu r it ie s  d e a le rs  have sought to cut b ack  on  th eir  

in v en tory  o f m u n icip a l s e c u r it ie s ,  and they have often  found 

it n e c e s s a r y  to o f fe r  bonds fo r  sa le  at p r ic e s  c o n s id e ra b ly  

be low  th eir  p u rch a se  p r ic e .  U n d erw riters  o f m u n ic ip a l is su e s  

have g e n e ra lly  s ca le d  back  on th eir  p a rtic ip a tio n  in new  o f fe r in g s , 

th ereby  p ro te c t in g  th eir  ca p ita l in an u n certa in  and v o la t ile  

m ark et. S om e u n d erw rite rs  have gone so  far  as to w ithdraw  

en tire ly  fr o m  bidding sy n d ica tes . And in v e sto rs  - -  the u ltim ate 

b u yers  o f m u n ic ip a ls  - -  have been  tending to sh ift to h ig h e r - 

quality  m u n ic ip a l s e cu r it ie s  o r  to c a te g o r ie s  o f  in vestm en t 

judged  to be  le s s  h azard ou s.

T rad in g  in the m ark et fo r  outstanding ta x -e x e m p t bonds 

has th e re fo re  s low ed  a p p re c ia b ly  and the sp read  betw een  b id  

and asked  quotations has w idened. T h e se  d eve lop m en ts  a re  

c h a r a c te r is t ic  o f a p e r io d  w hen in v e sto r  con fid en ce  has been  

shaken, and they a re  in d ica tive  o f a w eakened  m ark et.

The re ce n t  beh a v ior  o f in v e s to rs  and d e a le rs  has re su lte d  

in a r is e  o f  the y ie ld s  on m u n ic ip a l s e cu r it ie s  to the h igh est le v e l 

e v e r  e x p e r ie n ce d  in the ta x -ex em p t m a rk et. Y ie ld s  fo r  even  the 

h ig h e st-ra te d  b o r r o w e r s  have r is e n  o v e r  the past few  m onths.
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S om e o f  this in c r e a s e  has been  a s s o c ia te d  w ith the upw ard d r ift  

o f  o p e n -m a rk e t  in te re st ra tes  s in ce  m id -y e a r . In addition , 

m u n ic ip a l y ie ld s  have been  under upw ard p r e s s u r e  b e ca u se  o f  

the h eavy  vo lu m e o f  new ta x -e x e m p t is su e s  flow in g  to m ark et.

The m ark et fo r  ta x -e x e m p t s e cu r it ie s  is  m o r e  con cen tra ted , 

and th e r e fo r e  s m a lle r , than fo r  taxab le  b on d s . H ence, w hen 

unusually la rg e  am ounts o f such  s e cu r it ie s  h ave  to be p la ced , 

la r g e r  y ie ld  ad justm ents re la t iv e  to taxab le  m a rk ets  a re  lik e ly  

to  o c c u r . N e v e r th e le s s , until the la s t  two w e e k s , I w ou ld  ju dge  

that the y ie ld s  on the h ig h e st-ra te d  m u n ic ip a l is su e s  have not 

been  out o f  lin e  w ith th ose  a v a ilab le  on c o r p o r a te  bonds o f  

co m p a ra b le  quality .

In ch oosin g  am ong ta x -e x e m p t s e c u r it ie s ,  h o w ev er , 

in v e sto rs  have b e c o m e  in cre a s in g ly  s e le c t iv e . The d iffe re n ce s  

in  y ie ld s , com p a rin g  lo w e r -r a te d  bonds w ith  h ig h e r -ra te d  is s u e s , 

have in c r e a s e d  co n s id e ra b ly  s in ce  la s t  sprin g  and have b e co m e  

unusually la rg e . Thus, the a v era ge  y ie ld  on M o o d y ’ s A -r a te d  

bonds now  e x ceed s  that on A a a -ra te d  bonds by  m o re  than a fu ll 

p ercen ta ge  point - - o r  about th ree  t im e s  the r is k  d iffe re n tia l 

r e q u ire d  by  in v e sto rs  during the p reced in g  s ix  y e a rs . Thus, 

the in te re s t  c o s t  fo r  lo w e r -r a te d  b o r r o w e r s  com in g  to m ark et 

has r is e n  m a te r ia lly .
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The d e te r io ra t io n  o f the m a rk et fo r  m u n ic ip a ls  o f le s s  

than the h igh est quality has b een  e s p e c ia lly  p ron ou n ced  fo r  

ob liga tion s  o f  New Y ork  C ity , New Y ork  State, and ce r ta in  o f 

the State a g e n c ie s . In the c a s e  o f the State p r o p e r , in v e s to rs  

have b e co m e  co n ce rn e d  that the r e s o u r c e s  being d iverted  to 

the C ity a re  dam aging the fin an cia l p o s it io n  o f the State it s e lf .  

Som e o f the S ta te ’ s a g en cies  that is su e  nm o r a l o b lig a tio n ’5 

s e cu r it ie s  rath er than " fu ll fa ith  and c r e d it ” ob liga tion s  have 

been  unable in re ce n t  m onths to fin an ce  th em se lv es  in the public  

m ark et. T h e re  now ap p ears to be som e  tendency on the p art 

o f in v e sto rs  to u n d erestim ate  the fin an cia l strength  o f th ese  

a g en cies  - -  an attitude that stem s at le a s t  in p a rt fr o m  the 

te m p o ra ry  default e a r l ie r  this y e a r  by  the U rban D evelopm ent 

C o rp ora tion . T o  a le s s e r  extent, th ere  has a ls o  been  som e  

re lu cta n ce  by in v e sto rs  to a cq u ire  the s e cu r it ie s  o f s im ila r  

a g e n c ie s  in other S tates.

D uring the past w eek  or  so , the im p act o f the m a rk e t 's  

unease has sp ille d  o v e r  to a w id er range o f s e c u r it ie s . S ign ificant 

in c r e a s e s  in y ie ld s  have o c c u r r e d  in the c a s e  o f so m e  outstanding 

bonds o f  govern m en ta l units that en joy  a h igh fin a n cia l standing. 

M o r e o v e r , a few  is s u e r s  have not r e c e iv e d  any b ids fo r  their
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b on d s, o r  h ave  re je c te d  the b ids r e c e iv e d  b e ca u se  the in te re s t  

co s t  w as d eem ed  e x c e s s iv e . T h ese  d evelop m en ts r e f le c t  in ­

c re a s in g  co n ce rn  over  the c r is is  o f N ew Y ork  C ity.

If the w eakn ess o f  the m ark et fo r  m u n ic ip a ls  w e r e  to 

p e r s is t  and sp rea d  fu rth er, m any soundly run, cred itw orth y  

com m u n ities  and public a g en cies  cou ld  h ave  g rea t d ifficu lty  - -  

o r  su ffer  e x c e s s iv e  costs  - - i n  ra is in g  n eeded  funds. H o ld ers  

o f  m u n ic ip a l s e c u r it ie s , am ong w h ich  fin a n cia l institu tion s a re  

n u m erou s , w ou ld  to som e d e g re e  be  a ffe c te d , and so  m ight o th ers  

le s s  d ir e c t ly  in vo lved . H ence, i f  the New Y ork  C ity c r is is  rem ain s  

u n re so lv e d , and i f  the fate o f  New Y ork  State rem a in s  t ied  to the 

C ity 's , the p r o c e s s  o f  e co n o m ic  r e c o v e r y  now under w ay in our 

nation  cou ld  be in ju red .

U ntil th is m o st  re ce n t  turn o f  events - -  w h ich  I tru st 

w ill  p ro v e  to  be  a tra n s ito ry  phenom enon - -  the m a rk et fo r  

m u n ic ip a l s e c u r it ie s ,  taken as a w h o le , fu nctioned  v e r y  e f fe c ­

t iv e ly . D uring the th ird  qu arter  o f  th is y e a r , even  as p r e s s u r e s  

a s s o c ia te d  w ith  the New Y ork  C ity p ro b le m  in ten s ified , new  bond 

is su e s  am ounted to about $9 . 5 b illio n . This is  b y  fa r  the la rg e s t  

v o lu m e e v e r  fo r  a th ird  q u a rter , and it w ould  have been  a r e c o r d  

even  in  the a b se n ce  o f  the $2. 4 b il l io n  o f  M A C  bonds s o ld  during 

the p e r io d .
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In seek in g  w ays to r e s o lv e  New Y ork  C ity 's  c r i s i s ,  the 

su ggestion  has o c ca s io n a lly  been  advanced  that the F e d e r a l  

R e s e r v e  m igh t s e rv e  as a s o u r ce  o f  e m e rg e n cy  c re d it . No 

fo r m a l a p p lica tion  fo r  such c re d it  w as ev e r  r e c e iv e d  by  the 

B oa rd  o r  the F e d e ra l R e s e r v e  Bank o f  New Y o rk . But I 

want to  exp la in  why w e p rob a b ly  w ou ld  have d isa p p rov ed  such  

an a p p lica tion  had it been  m ad e.

A s the u ltim ate s o u r ce  o f  fin a n cia l liqu id ity  in the 

econ om y , the F e d e ra l R e s e r v e  has ce r ta in  p ow ers  to extend 

e m e rg e n cy  c r e d it  even to institu tion s that a re  not m e m b e rs  o f 

the S ystem . But the use o f  that au thority  is  tightly  c ir c u m s c r ib e d . 

The b a s ic  p ro v is io n  — contained  in S ection  13, p aragrap h  13, 

o f  the F e d e r a l R e s e r v e  A c t  - -  states that e m e rg e n cy  loan s with 

m a tu ritie s  no lon g er  than 90 days m ay  be m ade by  the F e d e r a l 

R e s e r v e  Banks on the b a s is  o f  p r o m is s o r y  notes  b a ck ed  by  

T re a s u ry  o r  F e d e ra l agency  s e c u r it ie s .  T o  qu a lify  fo r  cre d it  

a s s is ta n ce  under this p ro v is io n  o f  law , a lo c a l  govern m en t w ould 

have to  p o s s e s s  s iza b le  am ounts o f  u n en cu m b ered  F e d e r a l o b l i ­

g a tion s . T h is  w ould  be an unusual s ituation  fo r  any d is tr e s s e d  

b o r r o w e r  and it ob v iou sly  d oes  not apply to  N ew Y ork  C ity .
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T he lending authority  under p aragrap h  3 o f S ection  13 

o f  the F e d e ra l R e s e r v e  A c t  is  b r o a d e r , p erm ittin g  the B oa rd , 

in  unusual and exigent c ir cu m s ta n c e s , to  a u th or ize  R e s e r v e  

Banks to  m ake loans on the kinds o f c o l la te r a l  e lig ib le  fo r  d is ­

count by  m e m b e r  banks. Such paper m ay  not have a m atu rity  

o f  m o r e  than 90  days and m u st a ffo rd  adequate s e cu r ity  to the 

R e s e r v e  Bank against the r is k  o f lo s s .  F u rth e rm o re , in v ie w  

o f  r e s tr ic t io n s  o f  law  and C o n g re ss io n a l intent, certa in  con d ition s 

m u st b e  m et in o r d e r  to p e rm it  the exten sion  o f  e m e rg e n cy  c re d it  

under this authority . A m ong th ese  con d ition s is  a req u irem en t 

that an applicant has exhausted other s o u r ce s  o f  funds b e fo r e  

com in g  to the F e d e r a l R e s e r v e , that the b o r r o w e r  is  b a s ic a lly  

cre d itw orth y  and p o s s e s s e s  adequate c o lla te r a l, and that the
{

b o r r o w e r 's  need  is  s o le ly  fo r  s h o r t - te r m  a cco m m o d a tio n . It 

d oes  not appear that N ew Y ork  C ity is now in  a p osition  to m e e t  

a ll th ese  re q u ire m e n ts . C erta in ly , its fin an ces  w ould  h a rd ly  

p e rm it  e a r ly  rep aym en t o f  e m e rg e n cy  b o rro w in g s .

In addition  to the e m e rg e n cy  lending p ro v is io n s  in  

S ection  13 o f the F e d e r a l R e s e r v e  A ct , the R e s e r v e  Banks have 

authority  under S ection  14(b) to p u rch a se  s h o r t -te r m  ob liga tion s  

o f  State and lo c a l  govern m en ts  is su e d  in an ticipation  of a ssu re d
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re v e n u e s , su b je c t  to regu la tion s  by  the B oa rd . L e g is la tiv e  

h is to r y  in d ica tes  that this au thority  w as d esig n ed  to a s s is t  the 

F e d e r a l  R e s e r v e  Banks in m eetin g  th eir  op eratin g  exp en d itu res , 

and a ls o  to enable them  to  m ake the d iscou n t ra te  e ffe c t iv e  w hen 

lit t le  b orrow in g  took  p la ce  at the d iscou n t w indow . T h e re  is  

nothing in the F e d e r a l R e s e r v e  A c t  o r  its  le g is la t iv e  h is to ry  

to su ggest that S ection  14(b) con tem pla ted  the p u rch ase  o f  

m u n icip a l s e cu r it ie s  as a m eans o f  aiding fin a n c ia lly  d is tr e s s e d  

c om m uniti e s .

The C o n g re ss , o f  c o u r s e , cou ld  am end the F e d e ra l 

R e s e r v e  A ct so  as to r e la x  the re q u irem en ts  fo r  extending 

F e d e r a l R e s e r v e  c re d it  to fin a n cia lly  tro u b le d  govern m en ta l 

un its . But the B oard  o f G o v e rn o rs  w ou ld  h ave  the g ra v e s t  

doubts about any such  a ction . If loans w e re  to be  m ade to 

State o r  lo c a l g ov ern m en ts , the F e d e ra l R e s e r v e  w ou ld  have 

to in v o lv e  it s e l f  in the a c t iv it ie s  o f  th ese  govern m en ta l un its, 

in clud ing p a rticu la r ly  th eir  expenditure budgets and the adequacy 

o f  th e ir  rev en u es . M o r e o v e r , s in ce  n u m erou s dem ands fo r  

c r e d it  m ight ensue, the F e d e r a l R e s e r v e  w ou ld  have to set 

standards o f  e lig ib ility . B eing thus p la ced  in  the p osition  o f  

having to a llo ca te  c r e d it  ariiong govern m en ta l u n its , the n ation 's  

ce n tra l bank w ould  in ev ita b ly  b e c o m e  su b ject  to in tense p o lit ica l
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p r e s s u r e s ,  and its ab ility  to fu n ction  co n s tru c t iv e ly  in  the 

m o n eta ry  a r e a  w ould  be  u n derm in ed .

The B o a rd  fu lly  r e c o g n iz e s  that the F e d e ra l R e s e r v e  

S ystem  has the re sp o n s ib ility , su b je c t  on ly to  r e s t r ic t io n s  under 

ex istin g  law s,, to  s e rv e  as the n a tion 's  len d er o f  la s t  r e s o r t .

O ver the y e a r s , w e have th e r e fo r e  d eve lop ed  con tin gen cy  plans 

to  dea l w ith  p o ss ib le  e m e rg e n cy  s itu a tion s. A s  I p re v io u s ly  

in fo rm e d  the C hairm an o f  th is C om m ittee , our plans h ave been  

adapted r e c e n t ly  to cop e  w ith the fin a n cia l s tra in s  that m igh t be  

a s s o c ia te d  w ith  the default o f  a m a jo r  m u n ic ip a lity .

In that event, I a s su re  you , the B oa rd  is  p re p a re d  to act 

p rom p tly . The contingen cy plan ca lls  fo r  lending to c o m m e r c ia l  

banks through  the F e d e ra l R e s e r v e  d iscou n t w indow  beyon d  the 

am ounts re q u ir e d  by  n o rm a l d iscou n tin g  o p e ra tio n s . C red it p r o ­

v ided  in th is m anner w ould  a s s is t  banks in m eetin g  th e ir  te m p o ra ry  

liqu id ity  n e e d s . N ot on ly that, the p ro ce e d s  o f  the s p e c ia l  loans 

m ad e at the d iscou n t w indow  cou ld  a ls o  be u sed  by the banks to 

a s s is t  m u n ic ip a lit ie s , m u n ic ip a l s e cu r it ie s  d e a le r s , and other 

cu s to m e rs  w ho a re  te m p o ra r ily  sh ort o f cash  b e ca u se  o f unsettled  

con d ition s in  the s e cu r it ie s  m a rk e ts . In add ition , the S ystem  

w ould , o f  c o u r s e , be read y  to u se  its b ro a d  pow er to  s ta b iliz e  

m a rk ets  through  open m a rk et p u rch a ses  o f  T r e a s u r y  o r  A gen cy  

s e c u r it ie s .
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In the even t this con tin g en cy  p lan  has to  be a ctiv a ted , the 

B oa rd  w ill  m ake funds ava ilab le  on w h atever s c a le  is  d eem ed  

n e c e s s a r y  to a s su re  an o r d e r ly  fin a n c ia l en v iron m en t. T h e 

B oard  r e c o g n iz e s  that s iza b le  ex ten sion s  o f F e d e ra l R e s e r v e  

c r e d it  w ould  run the r is k  o f lead ing  to a su bstan tia lly  la r g e r  

exp an sion  o f bank r e s e r v e s  and the m on ey  supply than is  c o n ­

s isten t w ith  lo n g e r -ru n  m on eta ry  o b je c t iv e s . C le a r ly , th e r e fo r e , 

any su ch  exp an sion  m ust be on ly  te m p o ra ry . In tim e , any 

e x c e s s iv e  grow th in bank r e s e r v e s  w ould need to be  c o r r e c t e d  

through o ffse ttin g  open m a rk et op era tion s  and through  repaym ent 

o f bank b o rro w in g  fro m  the S ystem .

T h e re  a r e  a ls o  ce r ta in  s u p e rv is o r y  and exam in ation  

qu estion s  that m ay  a r is e  w ith re sp e e t  to banks in  the event o f  

a m a jo r  m u n ic ip a l default. In this con n ection , the B oa rd  and 

other re g u la to ry  a g en cies  have plans to r e v is e  p ro ce d u r e s  that 

apply to the va luation  o f  defau lted  s e c u r it ie s ,  so  that any w r it e ­

downs m ay  be p ostp on ed  until the m a rk e t  has had a few  m onths 

to s ta b iliz e  and thus p ro v id e  m o r e  re lia b le  in d ica tion s  o f th eir  

v a lu e .

E ven  s o , a default m a y  u ltim a te ly  re q u ire  w ritedow n s that 

cou ld  s e r io u s ly  im p a ir  the ca p ita l o f so m e  banks. In that event,
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fche F e d e ra l D ep os it In su ran ce  C o rp o ra t io n  has sta tu tory  p o w e rs  

to a s s is t  F e d e ra lly  in su red  banks that m ight find  their ca p ita l 

im p a ire d  by a d ec lin e  in the va lue o f s e cu r it ie s  in th eir  p o r t fo l io .  

I understand that the C o rp o ra tio n  is p re p a re d  to im p lem en t, w ith  

a p p rop ria te  sa fe g u a rd s , its  con tin gen cy  plans fo r  dealing w ith 

in su red  banks that re q u ire  a te m p o ra ry  in fu sion  o f  supp lem en ta l 

ca p ita l fo r  the above  rea son .

I think it evident fr o m  the fa r -f lu n g  scope! o f our c o n ­

tingen cy  p lan s that we b e lie v e  a default on  debt ob lig a tion s  by 

New Y ork  C ity cou ld  p ro d u ce  se r io u s  stra in s  in  s e cu r it ie s  

m a rk e ts . F o r  a tim e , it cou ld  a ls o  a d v e r s e ly  a ffe c t  m u n ic i­

p a lit ie s  that need to is su e  new  debt. The like is tru e  o f  fin a n cia l 

institu tion s that h old  such  s e cu r it ie s  in s ig n ifica n t vo lu m e , and 

a ls o  o f ind ividual in v e s to rs  who have p art o f  th eir  life  sav in gs 

at r is k  in th ese  bon d s. I s t i l l  b e lie v e  that the dam age stem m in g  

fr o m  a p r o s p e c t iv e  defau lt b y  New Y o rk  C ity  is  lik e ly  to be  s h o r t ­

liv e d . Indeed, the p o s s ib ility  o f such  a default has a lre a d y  been  

d iscou n ted  to an a p p re c ia b le  d eg re e  by  the m a rk et. But I am  

a ls o  aw are  o f the u n certa in ty  that in h eren tly  a ttaches to a 

judgm en t on this s c o r e ;  and I r e c o g n iz e  that a default, b e s id e s  

being a v e r y  se r io u s  m atter  fo r  the C ity  and State of New Y ork , 

cou ld  have tro u b le so m e  con seq u en ces  fo r  the nation  at la rg e .
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The v e r y  fa ct  that this C om m ittee  and other co m m itte e s  

o f  the C on g ress  a re  hold ing h earin gs on New Y o rk  C ity 's  fin an ces  

im p lie s  that c o n c e rn  is spread in g  that a New Y o rk  defau lt m ay 

in ju re  the e co n o m ic  r e c o v e r y  now in  p r o c e s s .  I have sa id  

enough to in d ica te  that I fe e l  this p o s s ib ility  can  no lo n g e r  be 

d is m is s e d  ligh tly . That, h o w ev er , does not ea se  the task  that 

the C o n g re ss  fa c e s  in dealing w ith the New Y ork  p r o b le m ; fo r  

the p r e c is e  is su e  is w hether F e d e r a l fin an cia l a s s is ta n ce  to 

New Y o rk  m ay  not ca u se  national p ro b le m s  ov e r  the long  run 

that outw eigh any te m p o ra ry  national advantage.

A s this m atter  is  debated  by  the C o n g re ss , the a d v e rse  

e ffe c ts  o f  a New Y ork  C ity defau lt w ill undoubtedly r e c e iv e  fu ll 

attention  -  - as they indeed  should. I w ould on ly  u rge  that the 

lo n g e r -r u n  r isk s  a ls o  be c o n s id e re d  thorough ly . A  p r o g r a m  o f 

F e d e ra l a s s is ta n ce  to the C ity  m ay  w e ll lead  to dem ands fo r  

s im ila r  a s s is ta n ce  fo r  other h a r d -p r e s s e d  com m u n itie s , even  

those w h ose  d is tr e s s  w as brought on by g r o s s  n eg lig e n ce  o r  

m ism an agem en t. Substantial F e d e ra l c r e d it  - -  w hether through 

in su ra n ce , gu aran tees, o r  d ir e c t  loan s - -  w ould co m p e te  d ir e c t ly  

w ith the a lre a d y  huge am ounts o f F e d e ra l financing n eed s . M ost 

im p ortan t o f a ll, the p r o v is io n  o f F e d e ra l c r e d it  fo r  lo c a l  g o v e r n ­

m ent w ill n e c e s s a r i ly  in je c t  a m a jo r  F e d e ra l p r e s e n c e  in lo c a l 

spending and taxing d e c is io n s .
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It is  h igh ly im p orta n t, th e r e fo r e , to r e c o g n iz e  that the 

is su e  o f a s s is ta n ce  to New Y ork  C ity g o e s  to the v e r y  h eart o f  

ou r en tire  F e d e ra l sy s te m  o f sep a ra tion  o f  p o w e rs  - -  a sy s te m  

that, d esp ite  en orm ou s e co n o m ic  and s o c ia l  ch a n g es , s t ill  

p re v a ils  in our cou n try .
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