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Remarks by Tmymua 1* Beagren, Deputy Chief
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Ibis panel discussion* it should be acted, caster® os problems
which Btm fro® the rating of municipal securities with respect to their
investment quality* Important ecoaoaic facts bearing upon the quality of
certain individual municipal issues la Louisiana have been stressed by some
of the discussants* libere have bees observations concerning difficulties
involved is the administration of finance® by local governments* Also,
your attention has been called to the may different classes of investors in
municipal securities* Ubey incline iodividimi buyers, the various
categories of Institutional Investors, such as insurance companies and
pension _fund®, and the commercial basks* lach category of investor ha® Ms
own peculiar requirements quality-vise and in other respects* Throughout
the discussions, emphasis has been placed upon the importance of precise
determinations with respect to credit quality* When qualitative ratings do
not properly reflect the basic facts, the results are unfortunate both for
municipal finance officers confronted with the problem of managing a debt,
and investors who are seeking an outlet for funds*

Within the framework of this discussion, It will be my purpose to
outline the position of municipal bonds among bank assets* This will be
followed by a few comments regarding type® of securities which are deemed

suitable for bank investment purposes* Also, these remark® will include

some of the principal consideration® in determining credit quality*
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Commercial Bank Investments

Commercial banks are chiefly concerned with financing the current
needs of trade and industry* Generally speaking, their deposits comprise
the liquid resources of the community. In managing its affairs# the
caaoerelal bank is obliged to select its assets In the form of loans and
Investments so that it will be in a position to meet the demand® of
depositors as they arise* Accordingly# bank examining authorities are
quite Interested la the structure of bank assets m wen as the nature of
the deposit liabilities and the margin of protection afforded by the
capital accounts*

Tom investment portfolio of a commercial bank is designed to
provide lodgment for that portion of its deposits which is considered to be.
relatively ®tabie~~that is# which turn over at a rather slow rate*
Accordingly# for practical reasons in facilitating management# the rules
&M standards for OGelecting these investments have tended to become mm or
less rigidly established* Municipal securities are appropriate for the
bank portfolio only to the extent that they conform in general to the
requirements for bank investments*

IT a municipal security is to be deemed suitable for bank
investment purposes# It must be able to support itself firmly on. two very
stout legs* First of all# it is necessary for the security to have a
guality which Is appropriate for the bank*® portfolio. Secondly, i1t must
possess the other appropriate investment characteristics such as maturity#

yield# and marketability*
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m % *

WImt, then, are the qualitative requirements for municipal
securities in the bank portfolio? The answer to this question Is dictated
by the basic importance of the commercial bank to the economic life of the
eosiauaity, and the bank"s obligation to protect the liquid resources of its
depositor®. the qualitative standards for bank investment in municipal
securities are high*

Municipal securities of inferior quality are not appropriate for
bank investment purposes* they may, of course, be suitable for commitments
by other classes of investors. Some of them, for example private investors,
have very different investment requirements* They way be in a position to
accept the risks of uncertain situation® which may entail temporary delay
la interest payments, and even a reorganisation of the entire debt structure
of the borrower« Banks, however, because of the peculiar nature of their
obligation to depositors, are not in a position to accept such risks.

Capital margins of commercial banks are small. On the average,
the capital margin mv amounts to about 1$ of total resources for all
insured commercial banks. Banks are always under the compulsion of
investing in assets for which the risk of loss is minimised. But private
individual® and most institutional investors are not circumscribed by the
pressures of narrow capital margins and large deposit liabilities. For the
most part, son-bank investors are in a better position than banks to
shoulder the uncertainties of investment in securities of doubtful or
inferior quality.

There is still another reason why, as a practical matter, bank®

are obliged to confine their commitments to the best quality of municipal
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m % m
securities« Top quallty issues mm retatively easy te identify and tia
process des not Inveiva oomplicated or extensive Investment rsaearch*
Furtheiaore, investment researeh is eostly business and only the larder
feaafce can affera to engage la vork of this nature« Ho doutt an exhaustive
study of aany different municipal securitie® uould disclose some vhose
~ustiLIty vas not properly identified. Tiovever, this type of reeearch can
beat be ucdertaken by private individual® or highly specialised
institutionai Investors« Tfeey eau afford to spead the tinm needed to find
urmsual Investment opportunitics.

As preface to a discussion of thé questioni Kow are municipal
seeurltlaa selected for a bank Investment portfollot it eould som.
appropriate to coassent briefly on the great variety of Securities avallarle
in the investment market. Biere arc literally thousands of different
Igsuers of municipal securities. These securltie® range from notations of
the aaU unit® of goveroaent to thm obligations of the largest citiez and
State® iIn the Hation« The purposes for issulng the aecurities are many and
varied» The Investor in municipal aecurities aay choose aaoog obligations
uhich represent a pledge of the full faitk and credit of the lteuer and
fietattoos for very special purposes* the debt service of ehich dépends
upon the onteone of specific type® of eaterprlse« 8®m ot the
mmlidpel securities are vell-kaoeo in the national market® but the bulk of

thm are outstaa&lng in small assount® and tmkmm beyond the place of issue.

“naiysia ot Investment Quality
In the management of ite municipal portfolio the individual bank

is obliged to select issues of appropriate quality fremi this vide and
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5
varied area of investment* fhe process of selection# if it is to be
successful# first rests upon a detailed study of the pertinent Investment
factsJ and in the second place# Involves an exercise of sound jwdipent In
the light of knowledge*

The application of high qualitative standards facilitates the work
of selecting municipal issues for bank investment purposes®* In analysing
the data pertaining to municipal credits# it is comparatively easy to
identify the ones of high quality# providing the essential information Is
available* However# many municipal issues are floated by small units of
government which do not compile and publish all of the facts needed for
purposes of Investment analysis* Furthermore# the interpretation and
analysis of the essential information requires both knowledge and experience
In this field*

The analyst# in judging the credit quality of a municipal issue#
focuses his attention on this questions Can the municipality manage its
debt successfully? Consideration is given to the previous financial record
of the issuer in arriving at an answer to this question* In municipal
finance there Is a remarkable degree of continuity. Broadly speaking,”
¢soundly managed communities tend to remain in that category* On the other
hand# where financial management has not followed the beet practices#
improvement comes about rather slowly* As a consequence# the financial
record is always of very great importance.

Parenthetically# it should be noted that the validity of a
municipal security is a matter of fundamental importance to the analysis of
investment quality* However# the legal statue of the issue can only e

determined by those qualified to pass upon questions of municipal law.
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Accordingly, to analyst as a preliminary to his work seeks and accepts m
opinion regarding the legality of the issue from qualified attorneyO«

An analyst of a municipal credit ale®© is obliged to give
attention to the current financial status of a municipality whose credit Is
being studied* At this point the analyst is interested in audits covering
the finances of the municipality* What do the receipts and disbursements
show with regard to a municipality*s current financial condition! If the
past record is good and the current statements show that the authorities
ere making adequate provision for the various financial requirement®,
including the managesier.it of the debt, tore is coasiderahl©® assurance of
the credit quality*

The future prospects for a municipality have m Important bearing
upon the credit quality of its securities. It is not easy to prepare
forecasts of this sort* they rest, however, upon an appraisal of to facts
regarding the basic strength of the ammay and the current developments*
The skillful analyst is to one who can detect quickly the favorable and
unfavorable trends, and who has sufficient imagination to translate them
into a qualitative Judgment*

In connection with the analysis of municipal securities for to
purpose of determining credit quality, a number of tests have been
developed m clues or shortcuts. It is a fact that many of these tests
serve a useful purpose in the analytical process* However, shortcut tests
have not proved to be a substitute for sound Judgment. The test is useful

only for very limited purposes*
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Among the tests applied to municipal Oecurltles in Judging
quality, there are the so-called standard ratios each as the ratio of debt
to assessed value and the per capita debt, “sese ratios arc easy to
cosapota. 'He amount of outstanding debt can be determined and reports are
available as to the assessed value of property. But the resulting ratio
docs oat give an automatic answer. It merely serves as a device for
comparing one situation with another. interpret the meaning of the
ratio calls for a basic understanding of a credit, in other words, for a
complete analysis. Similarly, the ratio of debt to the number of
inhabitants in the area is easy to compute, but here again, interpretation
calls for much more knowledge. The ratio standing by itself is of no
value. At beat, it furnishes a means for comparison*

At this point it would seem appropriate to make a few comments
regarding the area of agreement with respect tO© the quality of most i1ssue®
of municipal securities, there is little disagreement by analysts
regarding the securities of good quality or those of inferior grade.
However, the marginal cases present exceedingly troublesome problems for
the analysts who are undertaking to Judge the quality of municipal
securities.

It has been my experience that something can be doss to dear up
these difference®© of opinion about credit quality In the marginal caees.
For cxmspXe, very frequently the differences of opinion ©tem from a basic
lack of information. When additional information is forthcoming or
information In greater detail, it is frequently possible to remove a

security from the marginal category end move it into one or the other of
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iftE Bxmm of agrecznt. Thm there are case® «haré a study of the baaie
crédit discloses that raiher sisals remédiai measurea cas lirisg Obout as
«sr«w*8fc org crédit qualité* Sometial» la tha methods and wW&Wwits
01 tax levtss or iisprovemgmts la tha ssanageaent ©f aasesfMtnt rolle are
cufficient to briag a crédit from th® doubtful or aarglnal category lato

tm Otatas of a atrong municipal obligation.

I"#gaagy aa& Conclusion

To mm *Jy tben* it ®femsM be reeog&laad at tha outet la thla
discasalon 01 qualitative ratings for municipal aaeuritias tkat tha

aadards for investment® «“ropriate for ba»k portfolios are Mgh. Bsak®
are osly ona of tha saay classes of iavestors seekiag outlet for tfeeir
funds in this type of secnrity* IShsy have vary défiait® limitations on
tfeaur aetivities.

Ta deteralning the lavastmat quallty of a municipal issue# tha
©;¢calysts ©entera on tbha question» Cmi the obUgor the debt
sueeessfully? Although there la a groat variété of analytleal tooie in tha
tom of ratios and oiher statistical measures, there la no sustituto for a
Judgaetst procesa basad upon a stody of tha pertinent facta.

Tt iI® of utmost Impertan©© that tfea municipal ©fficer recogEite
tlie investtsant requlremente of tha varions classes of Investors efeos# Tvma®
are eowdtted to municipal obligation©. For the parpése© of thia discussion
attention bas beer» eeotered upon the very narrov requiroment© for .tank :-
lavaatmaot.

Adéguate reports presentlsg th© essential facts bearlng upoa the

affairo of a wanicipality are of graat traporta»e® lu dataxwLalag the

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



M 19BI. S scis: Pt o iMfeara,

& $ *
guality of a given issuer* A municipal officer Is seXl-advised to develop
reports stich facilitate investment analysis and take steps to sake copies
available to prospective investors*

Finally, there is so substitute for sound financial programs and
adherence to practices recognised as appropriate for muaicipalities if a
security is to have a place la a bask portfolio* or for that natter*

@»«where is the coesaunity of investors*
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X-Ti

MUNICIPAL SECURITY ANALYSIS
AND BANK INVESTMENT PROBLEMS*

A discussion of investment problems of banking institutions related
to the analytical techniques for judging municipal credit.

PiMisted16yM8HIQIPAL HIHAHCE OfFICtRS ASSOCIATIOK of the Uuted States and Canada, 1313 East 60th St, Chicago 37, Hl.

Special Bulletin 1953E Price 50 Cents August. 1953
Directly or indirectly, a very substantial por- Commercial Banks as Suppliers of Credit
tion of the efforts of a municipal finance officer to Municipal Governments
is devoted to problems touching upon the credit
standing of his governmental unit,. Financial man- Some graphic material has been prepared to
agement and the reflection of it in reports are the jjlystrate the answer to the first question: To
nue oonspicious aspects of this work.  But the fi-  \what extent do States and other governmental units
rece officer in concentrating attention on manage- rely on commercial banks for long-term credit? In-

net and reports is concerned only with one side of  formation regarding the ownership of securities
tre coin; the reverse side of this same coin shows jssyed by State and local governments is presented

te investment problem and the analysis of securi- in Chart | on page 4» The data covering the period
ties. 1937-—&952 were obtained frfomhthe 1952 report olf the
. . . United States Secretary of the Treasury. Columns
___The background for this discussion of the bank i one of the panels ~of Chart | depict the dollar
investment problem and the related analytical tech-  amount of securities outstanding. Each of the
niques for judging mimicipal credit will be sketched  columns is broken into segments indicating the
lty focusing attention on two questions: major classes of investors. The relative amount of
securities held by each ownership segment is pre-

(@) To what extent do State and local govern- sented in the adjacent chart panel.

ments rely on commercial banks for long-

n kK term credit requirements, and From these data it will be noted that the vol-

: Lo ure of outstanding municipal securities has now in-
(b) How important are the obligations of these  creased by nearly $10 billion above the pre-war

governmental units in the asset structure |evel of approximately $20 billion. Moreover, the
of the commercial banks? commercial banks have grown in stature as holders:
. . . of these securities over the years. The increase
Teanswer to the first question will suggest the jn the dollar volume of their holdings is quite im-
extent to which it is necessary to take banks into  pressive. At the present time the banks have in
account. ~ Some insight as to the nature of the  their investment accounts more than one-third of
benks investment requirements will be_ developed || outstanding municipal securities. This position
ftmthe answer to the second question. To be sure,  has been attained through a period of steady prog-
afinance officer cannot shape his entire credit ress from the pre-war level of about 15% of the
requirements to fit the specific investment needs total. Furthermore, the trend continues to point
d any one supplier of funds, but it would be fool- sharply upward.
hardy to ignore the place occupled by banks in the
Investment market. As one point of reference it is interesting to
. . L. observe that during World War Il the commercial
. How the technique of securlt% analysis is used, panks never held as much as one-third of the out-
injudging credit quality for the purpose of se-  standing Federal obligations. To be sure, this in-
ating investments will also receive a good share yglved a much larger amount than is comprised by
dour attention. The financial report covering  the fraction of municipal securities currently held
te operations of a municipality is of crucial im-  py the banks. Nevertheless, States and other sub-
portance in this analytical process. An understand-  djyvisions of government today are leaning very
Iy of security analysis will enable the finance  heavily on the commercial banks for credit.
officer to develop his report so that it may be
aed effectively in solving investment problems, Changes in the relative importance of the dif-
host important of all, however, it is hoped that a ferent classes of investors supplying municipal
Jiiscussion of anaIyS|s will encourage continued im- credit are worthy of careful study by the finance
proveent in the quality of reporting. officer. Here attention has been concentrated on

the role of the commercial banks, but the shrinkage
in the importance of other investor groups should

jsed on a paper given by Raymond E. Hengren on June 2, not be ignored. The Iong—run significance of these
183* at Miami, Florida, during the 47th Annual Conference trends, however, is an intricate subject which may
I"the Municipal Finance Officers Association of the United have an important bearing on the entire economy.
Mates and Canada. Mr. Hengren is Deputy Chief, Division
P Research and Statistics, Federal Deposit Insurance Cor- Reliance by States and other subdivisions of
Wration, Washington, D.C. Opinions expressed in this bul- government upon the commercial banks for credit
stin are those of the author and not necessarily those of makes it important that finance officers understand
Ms Assoc iat ion. the investment requirements and limitations of
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banks. Commercial banks may well be described as a
unique class of investors. Qualitywise and in
other respects, the commercial banks have rigid in-
vestment requirements. Specifically, their need
for readily available credit information is more
etx_acting than others who invest in municipal seour-
ities.

Bank Portfolios

Now let us look at our second question: How
important are municipal securities in the asset
structure of the commercial banks? Chart Il shown
on page 5 presents data for the period 1957-1952
regarding the securities of State and local govern-
ments held by commercial banks. This information
was compiled by the Federal Deposit Insurance Cor-
poration. Both the dollar amount of the holdings
and the percentage of total resources committed to
these securities have been pictured.

Municipal Securities in Commercial

which now aggregate almost #10
billion, commercial banks have iIncreased their in-
vestments in the obligations of States and local
governments by almost #7 billion over the level in
the years before World War 11. By referring to
Chart I it will be noted that the volume of out-
standing municipal securities exceeds the pre-war
level by about #10 billion. Thus it appears that
an amount equal to about #7 billion of the #10 bil-
lion increase in outstanding debt volume has found
lodgment in the commercial banks. This is a devel-
opment which certainly is worthy of sober thought.

With holdings

The rapid post-war growth in commercial bank
holdings of municipal securities has given rise to
much comment in the financial press. From Chart 11
it is apparent that in relative terms the size of
the portfolio is not without precedent. Prior to
World War Il banks committed about 5% of their total

resources to municipal securities. In the war years

the commitment declined to a low of about 2% of
total resources. Since then, however, the recovery
has been rapid and now the percentage has returned

However, commercial banking
#185 billion, and 5%
portfolio ap-

to the pre-war level.
resources have grown to about
of the total comprises a municipal
proximating #10 billion.

There is no reason to believe that 5% is a
standard for the amount of commercial bank resources
to be invested in municipal securities. As a matter
of fact, the proportion may very well climb higher,
just as in recent years It has declined to a much
lower figure. This ratio depends really on banking
considerations and not upon historical precedent--
in part upon the availability of funds In the com-
mercial banks which may be committed to investment
securities, and in part upon the extent to which
this class of obligations measures up to the in-
vestment requirements.

Bank Portfolio Management

A look at our subject from the viewpoint of
those charged with responsibility for the managei-
ment of bank investments will be the next step in
this discussion. The quality of municipal securi-
ties deemed to be suitable for bank investment pur-
poses will be considered first. This will be fol-
lowed by a few observations regarding bank require-
ments for a schedule of maturities in the investment
portfolio and for the marketability of the securi-
ties. Finally, some consideration will be given to
diversification of items in the portfolio.

_pie qualitative standards for investment se-
curities held by the commercial banks are very high.

These high qualitative standards stem from the*
nature of commercial banking. Banks hold the liquid!
resources of the communities they serve in theCorm!
of deposits credited to their customers. As ai
practical matter, most of the deposits are payable/
upon demand,
strictlons on withdrawals. If economic tragedy f{l
to be averted, the affairs of oomnercial banks must!
be so managed that depositors can be paid when theyi
request their deposits.

the resources of a bank, experi-'

In managing
part of the assets nay

ence has demonstrated that
properly be invested in securities. These invest-
ments, however, are viewed as a ready source ofi
cash should the need arise. As a consequence, theyi
cannot be subject to value deterioration. While]
high investment quality by itself may not be suffi-
cient to prevent the erosion of asset values, it is
one of the ingredients which together with other
elements will preserve values.

Other classes of investors are not subject to
the same pressures as those which impinge on banks?
to find securities of top quality. Obligations of]
ordinary, or for that matter, even marginal quality*
frequently offer attractions to non-bank investors,!
such as private individuals. Elements of uncer-
tainty which may not have been properly discounted!
in market prices often furnish private investors an
opportunity for profit. But the risks inherent in
these situations are such that the opportunities,
can never be attractive to the commercial banks, 1

At times municipal finance officers may feel
that commercial banks are unduly apprehensive about
the quality of securities in the municipal port-
folio. Bank investment managers, like municipal
officials, are obliged to maintain a public view*
point. To them, the bank investment situation c
not be viewed as a private affair. The interest
the public generally is at stake and there is|8
alternative but to commit bank funds to securities?
which measure up to the high qualitative standards)
which will avoid misfortune for the community asf
well as the individual bank. In the matter ofl
quality there is no room for compromise. To do so!
is a certain step in the direction of misfortune,!

Next, let us turn to a consideration of matur-J
schedules and marketability for the items

ity
In each indi-i

the municipal portfolio of a bank.
vidual commercial bank there is a characteristic
ebb and flow of funds. At times funds tend to
accumulate. Then, in other periods, they shrink,;
This fluctuation in the amount of bank funds is re-
flected chiefly by changes in the deposits, Ioans,{
and in reserves.

Because the managers of bank investment port-v
folios are especially conscious of the ebb and flow]
in deposits and requests for loans, they endeavor]
quite systematically to build into their investment!
programs certain features which will make cash
available to them at the proper time. This is ac-)
complished by selecting bonds' whose maturities are)
expected to coincide with the time when an outflow/
of funds is anticipated. Each bank has its owf/
rate of turn-over in deposit accounts as well asa)
pattern of activity in the demand for loans. Act
cordingly, the schedule of maturities is adjusted;
in conformity with these anticipations.

m

The fact that deposits in a commercial banel
ordinarily do not remain undisturbed for a longp
period of time is one of the important reasons wj
managers of bank investment portfolios do not lookl
with favor wupon securities which mature in te

although some are subject to time g\

ve
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°®| theldistant future. A rapid turn-over of investment
liqguid funds through the maturity schedule provides the
€ formj commercial bank with a steady in-flow of cash. I f
As al the funds are needed to meet withdrawal of deposits,
payablei they are available. Should they not be needed for
rBjj®his purpose, the portfolio manager may, of course,
'?ea}/mst invest them.
kb
sn they High quality investments in a bank portfolio
are not a substitute for appropriate maturity dates.
. . Irrespective of quality, 1t is a mathematical fact
a,?pe”‘l that changes in the prevailing rate of return on
sts gy any class of investments, cause proportionately

invest-" graater fluctuations in the capital value of long-
uree of' tarm than short-term lIssues. To avoid the risk of
3, they' o955 in capital values, therefore, it is a well-
Wfr}'.'e recognized tenet of bank investment policy ‘'that
SUTH- " holdings should be confined to securities’ which
» 1S will mature within the next few years, A bank
I other portfolio of short-term obligations, for example,
maturing within a period of five years, has an in-
: herent value-sustaining element that is absent in
ject tol ong-term issues.
i banks?
Lons ofj While it Is possible to convert a portfolio of
luality mynijcipal securities into cash through sales in the
Jstors, ' market, that, as a general rule, is not practical.
Uncer-j For the most part, transactions in municipal secur-
jounted ~jtjes jnvolve more or less extensive negotiations
tors an’ patween buyers and sellers. To be sure, the market
ent ' for many of these obligations is broad and active.
T‘;'“es'l But there is a vast number of issues, and formal or
IKS. organized exchanges have not developed for trading
I municipals.
r feel
> about There are certain classes of investors other

port-1 than banks, namely,

ficipal I f,nds, who need not
i view-i

private individuals or pension
be concerned with maturity

schedules. They can anticipate their requirements
N e ver long periods of time. Very frequently, they
' est leed investments which will remain undisturbed.
is ncT-But commercial banks have an entirely different
ndardsj Pro”~®m» They need short maturities, not long ones.
dty as A few other basic considerations in the man-
. °f|| agement of a bank investment portfolio are deserv-
Crtne ;. ing of discussion. The principle of risk diversifi-
'} cation is one that frequently receives considerable
attention. It is certainly desirable to build up a
matur-J- 5 ortfolio  from items which represent as broad a
"—T“Sd'_"f credit base as possible. Diversification, however,
'ri'snti;' does not mean that a bank portfolio will include a
ond 1o Scattering of commitments over a large geographical
hrink. 1 area. It entails a far more sophisticated approach
N7 in the selection of seexirities. As a matter of
I'S "1 fact, diversifications frequently is achieved by
oans.] - confining investments chiefly to the obligations of
municipalities with a strong and well-diversified

economic background.

port-?
gﬂo""!. Income from municipal securities is not sub-
favort  ject to Federal income taxes. This tax exempt fea-
stment  ture is especially attractive to banks because they
st derive earnings chiefly from interest on loans and
is ac| jnyestments. However, it is not consistent with
es artl  sound practices for a bank to maximize its tax-free
utflowj jncome by concentrating investments in municipals
s onit affording the highest yield. When bonds are se-
lasat |gcted for inclusion in ,a portfolio, yield is one
ustec] of several important considerations. Other factors,
J ) such as quality and maturity, also are important.
It?!,?,”t Municipal Security Analysis

ns Knowledge of municipal security analysis tech-
niQues and of the part analysis plays in the in-
t vestment process may be useful to the municipal fi-
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nance officer. Viewed narrowly, his activities in
this area are limited to the preparation of reports.
Good financial reporting, however, links security
analysis and bank investment in municipals. Analy-
sis furnishes a rational basis for guiding decision
when it is necessary to select investments among
the many alternatives available in the market.

To cover the subject of municipal security
analysis systematically and in detail is far too
ambitious a task in this discussion. But it is
practical to sketch the broad outlines. Exhaustive
treatments of the subject may be found in the
stantdard textbooks covering the field of invest-
ments .

Municipal security analysis is not a cut-and-
dried procedure and there are no pat answers to the
basic questions. It is an empirical and practical
technique designed to help determine the suitabili-
ty of a security for investment. Security analysis
is scientific in the sense that it is based on ob-
servation and orderliness of study. Ultimately,
however, analysis is an art because it involves a
chain of decisions eaoh of which rests upon quali-
tative jxidgments. Although it is necessary to re-
view the basic information in any case systemati-
cally, there is no established formula to be fol-
lowed in analysis. The final answer is a composite
judgment supported by many intermediate determina-
tions. Faots to support these determinations fre-
quently are inconclusive. Far too often they are
impossible to obtain.

Later on, some reference will be made to the
application of recognized investment standards in
the process of municipal security analysis. These
standards are useful for measuring the significance

of data. They have grown out of experience. Never-
theless, they should not be thought of as immutable
yardsticks.

Appreciation of municipal security analysis
techniques will inorease the effectiveness of a
municipal or other public finance officer in manag-
ing a debt. If he knows something about analysis,
it will be much easier for him to assemble and make
available to the public generally the kind of in-
formation required by managers of investment port-
folios. Moreover, the finance officer will be able
to anticipate the extent to which the obligations
of his governmental unit will be appropriate for
bank investment purposes. The fact that some muni-
cipal issues cannot be expected to attract bank
funds will not come as a surprise to him because he
will understand the reasons. Undoubtedly there
have been times when a municipal finance officer’s
lack of knowledge regarding the technique of secur-
ity analysis has reacted adversely for the credit
standing of his municipality.

security analysis is

The purpose of municipal
Will the municipal-

to answer one simple question:

ity pay its obligations in accordance with the
terms of each individual bond issue? There is no
attempt to appraise the goodness of credit in any

absolute sense. Sufficient for the purposes of the
bank portfolio manager is an informed opinion on
the prospects for investment performance.

The reason for narrowing the question to the
outlook for a given bond is not hard to see. Nor
is it enough that in the long run the credit of a
governmental unit will be satisfactory. Delays in
payment of interest or principal on a specific
iIssue, even for a short time, will make the obliga-
tion unsuitable to certain investment programs.
This is especially true for banks.
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Municipal security analysis involves the sift-
ing and appraising of economic and financial infor-
mation. It tries to identify the controlling fac-
tors with respect to a particular security. In the
process of analysis the obligation is assumed to be

The report on the current financial operations
of an issuer is a primary source of information for
municipal security analysis. Also, this report is
of major concern to the municipal finance officer.

inv
cre

ca’
/

Information on the amount and composition of incomeAJ™adv

valid. Determination of legality has developed in- and the principal items of expenditure is furnished'TOQL
to a highly specialized branch of the law. As a by this report, _Its usefulness in answering the f are
practical matter, investment analysts are obliged c¢céntral question in security analysis depends upon
to rely upon the final approving opinion of attor- the quality of the accounting which supports it and
neys who are nationa“y recognized experts in de- con_S|stency in the manner of its preparation.over a
termining the legal characteristics of each bond period of years. When the reports reflect good ac-
issue. After the analyst has satisfied himself counting practices, an analyst has a basis for con-  p'e
that the obligation under consideration is valid, fidence in his judgment. — On the other hand, shaky  Of
he then sets about to isolate the crucial elements accounting or carelessness in reporting tends to  Qx
bearing upon investment standing. weaken confidence even in situations which other- ~ag
wis‘e may be satisfactory. | eva

A review of the economic background of the . . . . i pos
governmental unit issuing bonds is basic in the an- _ In studying the margin for financial protec- |
alysis of municipal securities. Of necessity the tion of debt service,the crucial question in secur- i
scope of this review is quite broad. It encompasses ity analysis is brought to sharp focus. Rephrased,
such topics as the natural resources of the area, the question is this: Has the obligor covered the  ar
population change, and industrial development. To expenses of operation by a margin adequate to main-  hac
be of maximum usefulness it is necessary to cover tain debt service even in periods of adversity? f U
the past record of development as well as the future . . .
prospects. Sometimes it is easy to trace the essen- The work of an analyst is greatly simplified J the
tial features of the economic background in analyz- When the financial reports are designed to show in .
ing municipal credit. More frequently, however, clear-cut fashion the principal elements to be con- Jwh
the analyst is oonfourided by the mass and complex- Sidered in judging the margin of debt service pro- , arc
ity of details. Up to now, most reviews have tended te€ction. In preparing these reports, there is no , to
to be historical and subjective in character. formula of universal applicability. Form depends j Th

on the individual circumstances in each case.

Some excellent economic studies of certain - . S .
geographic areas have been prepared by research In municipal security analysis it is essential | to
workers in several universities.!/ In such studies Doth to earmark the important facts and to measure  ax
the data have been selected with discrimination and their significance in terms of recognized invest-  the
the results have been organized and expressed Ment standards. For example, the general property — sti
clearly in well-written reports. A municipal fi- tax has long been relied upon as the principal alj
nance officer may obtain ,guidance from such studies source of income for municipalities. Moreover, the the

the economic

in analyzin% background of his area.
e

ratio of debt to assessed value

is generally ac"™4. in

Moreover, has an intimate knowledge of his own Cepted as an indicator of debt burden for Obllga-“¥-m
Community, and with a little guidance he can open tions supported by the general taxing power of the «fj to
up a storehouse of economic information for use in  issuer—the so-called full faith and credit securi- $ sia
analytical work ties. The rationale of this debt ratio measure has

) been well-established in the financial literature.

The debt structure of an issuer plays an im- Comparison of the ratio in a given case with stand- i ma
portant part in answering the central question in ard debt ratios for the area helps to guide judg- hi*
municipal security analysis. Both the size and Mment as to the investment quality of the obligation. vi«
composition of the'debt are significant. Of im- . . N . o (nis
portance likewise is the trend in the amount of __As illustrative of the complications in muni- g
debt and the prospects for future change. By it- cipal security analysis, however, it should be 7~ qu
self »fluctuation in the amount of debt is a neutral noted that sometimes the ratio of debt to assessed | ps
fact. But it may become significant when joined value is an wunsatisfactory measure for judging the J
with others in the analytical process. During years duality of a general obligation bond. ~ When the
the other hand, in a period of disintegration, the general property tax as a source of income, the
trouble will arise if the shrinkage of debt is not debtratio measures nothing that is important
commensurate with the decline in economic strength. Also, there are instances of assessed values which
The municipal finance officer can help the analyst have become so thoroughly distorted that any compu-
by assembling the data on debt structure and pre- tation based upon them can only be misleading.
?gpetrlrggcethls information in its proper frame of To demonstrate the quality of an obligation '

) supported by the general credit of the issuer,there

is need for evidence that the local government has
a Look at Natchez. |Its Economic Resources, by Earl L. a margin of u.nused taxing pmer squo_rte(_i by ade- i
Bailey, Business Aids Series No. 8, Buredu of Business Re- quate economic resources. .en analysis mdlcate:s b
search, University of Mississippi, University, Mississippi, tha.t the qebt .burden mea_sure_ls not approp”ate n A

1953 ; and The Delta Looks Forward, an Inventory of- Natu.raj a given situation, ther_1 it IS necessary. to adopt

and Human Resources, by Robert Banker Highsaw, Director of the _broader appr(_)a_Ch m order to_appralse CFEdIt
the Bureau of Public Administration, University of Missis- qu_allty. For mumCIpaI fman.ce Offlcers’ CO_I"I_SIdeI‘- .
sippi, and Research Consultant to the Delta Council, Delta ations Such as these empha5|ze the Versatlllty or ]

Council, Stoneville, Mississippi, 1949, are illustrations the analytical process.

of studies covering southern communities which have been . . olal: .
useful in the analysis of municipal credits. Also see . Turnmg now from the anaIySIS of ge.neral bli~ |/I\j
School Pent in Florida, by Clement H Donovan, University gations to another category _Of mun|C|pa| b_ondsA

of Florida, published by Credit Policy Committee, Florida namEIyY those supported by activities of a business

Bankers Association, Orlando, Florida, 1952,
tation of, data regard ini) a class of securities.

for a presen-

type,such as municipally owned electric utilities--
for these issues it is easy to find well-recognlz®a
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investment standards such as are wused for judging
i credits in the field of corporate security analysis.
To be sure, this standard 1s not precisely appli-
cable because the unit of government conducting ac-

I tivities of a business type may enjoy certain tax
advantages. But these features are taken into ac-
K$ UMt the process of analysis and the results

are tested by the established rules for judging ef-
ficient operations and debt service coverage.

By contrast, when municipal security analysis
is applied to obligations whose credit rests on the
pledge of income from a specific tax, the problem
of judging quality is likely to be quite stubborn.
Occasionally these cases are further complicated by
a general pledge of credit that is difficult to
evaluate. In some instances it seems virtually im-
Fossible to appraise the margin of protection for
he bondholders.

e -

In this

brief sketch of municipal security
analysis, the process of sifting ﬁertinent facts
has been outlined and some stress has been placed
upon the selection of appropriate investment stand-
ards for appraising the data. Broad experience in
the field of analysis furnishes the only basis for
! classifying obligations into homogeneous groups for
which standards may be developed. Before a stand-
ard is applied in a given situation,it is necessary
- to arrive at a judgment as to its appropriateness,
J This judgment rests almost solely upon experience.

" —

—— ——

| Many short cuts have been suggested from time

time in order to simplify municipal security
analysis. Occasionally these short cuts have served
the purpose very well although that can be demon-
strated only by the conventional procedure for an-
alysis. Nevertheless, there have been times when
the answers produced by the short cuts were exceed-
dtly misleading. As a matter of fact, easy and
W quick answers in security analysis are not likely
y ';ci)rgglgood ones even though they would be very de-

' This concludes a very brief review of munici-
pal security analysis which was designed merely to
highlight the major points in the process. The re-

j vJ8whas served its purposes if it reminds the mu-

\ Dic*Pal finance officer that the analytical work

I rests upon his reports. Good security analysis re-

gI quires his wholehearted cooperation as an essential
prerequisite.
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Summary and Conclusion

In summar?/, the chief purpose of this discus-
sion is to explain why municipal finance officers
should concern themselves about bank investment
problems and analytical techniques for determining
the investment qualities of municipal securities.
There may be a tendency to overlook the importance
of these considerations.

Facts are presented to show the role of banks
as suppliers of credit to States and other units of
government and the place occupied by their obliga-
tions in the asset | structure of the commercial
banks. These banks now furnish about one-third of
the credit extended to municipalities through own-
ership of securities, whereas in 1937 this propor-
tiop was only a little more than 15$%, The ~amount
of municipal obligations in bank portfolios has in-
creased from a level of about $3 billion at the end

of World War Il to approximately #10 billion. How
ever, the proportion of bank assets invested in
municipals now has returned to the 5% level which

prevailed over the pre-war years.

Following the development of this factual back-
round, the attention of the public finance officer
Is centered briefly on a few of the basic principles
in managing a bank investment portfolio. Stress is
placed upon high quality as a requisite for bank
assets. In addition, a brief comment is made re-
garding the maturity schedule for bank investments
as an element in managing funds. Also, some con-
sideration is given to other factors such as the
distribution of risks.

In order that municipal finance officers may
have a better understanding of the purposes served
by their financial reports in the bank investment
process, municipal security analysis techniques are
reviewed briefly. This review 1s developed around
the basic question which analysis seeks to answer,
namely: Will the financial obligation under study
be paid according to its terms?

finance officer is in a strate-
gic position to facilitate the investment process.
With properly designed reports, he can help invest-
ment analysts to have confidence in the conclusions
which they reach in the course of their work. This
is onlﬁ one of the many facets of financial manage-
ment, but it is vital nonetheless.

The municipal





