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Lags in Monetary 
and
Fiscal Policy by Mark H. Willes

Current debate about a tax increase reflects a fundamental problem in the timing of 
changes in monetary and fiscal policy. In essence, the short-run objective of these policies 
is to moderate swings in the economy, stimulating when the economy is slack and restrain
ing when it is taut. But a change in policy may not affect economic conditions immediately. 
In this case, policy-makers must anticipate economic changes and take action on the basis 
of expected future conditions. Effective policymaking requires knowledge of the causes 
and lengths of the lags of monetary and fiscal policy.

Why policy effects lag

Lags of monetary and fiscal policy can be traced 
to several causes, as shown in Figure 1.

Recognition lag. It takes time to recognize that 
the economy has changed in such a way as to re
quire a change in policy. Assume, for example, 
that a business decline should be offset by an 
easing of policy. Although such a decline actually 
begins at point t0 in Figure 1, it will be some time 
before reports evidencing the decline will be re
ceived by various Government agencies. More 
time will pass while these reports are aggregated 
and analyzed. Most analysts will not be content 
with one piece of information; they will want sup
porting evidence from several economic series 
over some period of time before they will be ready 
to conclude that they are confronting a general 
decline in business rather than simply a transient 
fluctuation in one statistic. Time elapsing between 
the start of the decline (t0) and when this decline 
is recognized (tj) has been dubbed by economists 
as the recognition lag.

Action lag. Once the need for a policy change 
is recognized, it takes decisionmakers time to 
alter policy. This lag is shown in Figure 1 as the 
period between points ti and to. Action lags can 
be caused by several things. First, not all those 
with policy responsibilities may be convinced of 
the need for change; this may delay action. 
Second, it may take time to work out details of 
the change and to go through the administrative 
exercises necessary to implement them. Finally,
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there might be political or other economic objec
tives which lead policymakers to put off any policy 
change. For example, a change in monetary policy 
might be delayed if such action would hamper a 
current or prospective Treasury financing opera
tion. Or, an easing of policy to stimulate business 
might be put off because it would conflict with a 
desire to protect the balance of payments.

Responsiveness to more than one objective 
need not always extend the length of the action 
lag, however. It could cause policymakers to 
change policy before they recognized a general 
movement in business, thus producing a negative 
action lag. This could happen, for example, if a 
decline in the money supply or an increase in un
employment led to an easing in monetary policy 
even though a downturn in general business con
ditions was not yet evident.

Inside lag. The sum of the recognition and 
action lags, called the inside lag, does not, there
fore, depend solely on the ability of policymakers 
to recognize and respond to some economic 
change. Its length depends also upon what is used 
as a base for measurement and how this base 
relates to changes in other conditions that also 
influence policy decisions. The inside lags are 
influenced by policy tradeoffs and priorities as 
well as speed of data collection and analysis, 
administrative procedures, and other commonly 
recognized factors.

Outside lags. After policy is changed, it takes 
time for the effects of the change to work their 
way through the economy and alter spending. 
This outside lag is shown as the space between 
points t2 and t.3 in Figure 1.

Causes of outside lags are difficult to analyze 
because they involve complex aspects of the way 
the economy works. Economists have incomplete 
knowledge of all the relationships involved. Some 
of the main factors can be discussed in a general 
way, however. The outside lag associated with

income tax changes, for example, depends on the 
time required to alter the disposable income of 
individuals and corporations and their spending. 
Adjustments by corporations probably tend to be 
more sluggish than those by individuals. Cor
porate cash positions generally are not affected 
so quickly as are those of individuals, corporate 
planning and spending tend to be longer, and so 
on. These differences between individuals and 
corporations likely diminish as corporate tax 
payment schedules are accelerated.

Changes in Government expenditure policies 
may influence the pace of economic activity 
quickly. In some cases, placement or cancellation 
of orders for goods can cause changes in produc
tion and income before any actual alteration in 
Government spending takes place. Even without 
this, release of additional funds to an ongoing 
project often will stimulate spending immediately, 
while a cutback in actual expenditures generally 
will have immediate depressing effects on national 
income. Similarly, changes in transfer payments 
(like unemployment benefits) or purchase of 
services usually will cause an almost immediate 
alteration in disposable income and spending. On 
the other hand, newly appropriated funds for 
projects involving considerable planning or or
ganization may begin to find their way into the 
spending stream only after some months. Simi
larly, reduced appropriations may not produce an 
immediate cut in spending if unused previous 
appropriations exist.

The link between changes in monetary policy 
and spending is not so direct as in the case of fiscal 
policy. Economists are still debating exactly what 
the channels are. Some think monetary policy is 
linked to the real sectors of the economy primarily 
through interest rates. An increase in rates in
hibits investment and perhaps consumption and 
thereby causes a reduction in the rate of growth 
of income. Other economists view the monetary
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mechanism as involving primarily the quantity 
rather than the cost of money. As individuals and 
corporations adjust to changes in their actual 
and desired holdings of money, they change their 
expenditures on goods and services, thus altering 
the level of national income. Still other economists 
focus on availability of credit, arguing that a 
change in monetary conditions alters banks’ will
ingness to lend. Bank lending behavior, in turn, 
influences the amount of investment and con
sumption expenditures that can be financed and 
therefore the level of income.

The first step in each of these theories is the 
response of banks to changes in monetary policy. 
Banks may or may not adjust quickly to changes 
in monetary policy depending on their current 
reserve position, loan demand, interest rate ex
pectations, and so on. The longer banks delay in 
making adjustments, the longer the outside lags 
of monetary policy.

Proponents of interest-rate theories acknowledge 
that interest costs are often only a small fraction 
of the cost of a good or service, so a change in the 
rate may exert little influence on many spending 
decisions. Even in those cases where interest costs 
do matter, it may take time for them to affect ag
gregate spending. Some projects may already be 
under way. The cost of curtailing them may be 
greater than the cost of continuing under more 
expensive financing conditions. On the other 
side, it takes time to plan and carry out invest
ment and other projects. A decline in interest 
costs may lead to increased spending, but only 
after a long start-up period.

Changes in the quantity of money also may 
affect spending totals only after a lag. Alterations 
in spending may be more closely associated with 
long-run than short-run changes in the money 
supply. In the short run, individuals and busi
nesses may try to use their existing money bal
ances more or less intensively, thereby avoiding

the need to make significant spending adjust
ments.

How long are the lags?

On the basis of what economists know about how 
the economy works, they have attempted to get 
some idea of how long these lags are.

Inside lags. The Federal Reserve generally has 
been able to recognize cyclical changes in eco
nomic activity within three months of their oc
currence [8] A Since there is no reason to believe 
that analysts in the executive and legislative 
branches of the Government are not equally good 
in recognizing shifts in the economy, this suggests 
that the recognition lag for monetary and fiscal 
policy is probably about three months.

In the postwar period, the action lag of mone
tary policy as measured in relation to cyclical 
turning points usually has been zero. At times, 
however, it has been negative as the monetary 
authorities responded to factors that preceded 
cyclical declines in the economy [ 8] .

In monetary policy, the decisionmaking group 
is relatively small and homogeneous. It can and 
does act quickly. In contrast, fiscal policy deci
sions are made by Congress and the President. 
The larger number of people involved increases 
the likelihood of diversity of opinion and objec
tives, slowing down the decisionmaking process. 
In addition, the administrative machinery is com
plex. As a result, while fiscal policy decisions have 
at times been made in less than a month, on some 
occasions many months have passed before agree
ment has been reached on a course of action. The 
fate of the 1966 tax increase proposal is a case in 
point. More than a year has passed since the Pres
ident first suggested the increase, and it has been 
over seven months since the 10 per cent surcharge 
proposal went before Congress. Lags in planning 1

1 Numbers in brackets refer to references listed at the 
end of this article.
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and appropriations have also meant delays in 
making changes in Government expenditures.

Consequently, while it is difficult to make pre
cise statements about the action lags of fiscal 
policy, it is clear that many months can pass be
fore a policy change is made. This compares with 
the zero or negative action lags of monetary 
policy and goes far to explain the preference of 
many for the use of monetary rather than fiscal 
policy for stabilizing the economy in the short run.

Outside lags.2 Outside lags of fiscal policy are 
often relatively short. Changes in personal income 
taxes generally produce significant changes in 
disposable income and consumption spending 
within a month or two [ 1] .  Changes in corporate 
tax rates take longer to have an effect. One study 
has suggested three or four months [1 ], Simi
larly, if action is taken directly on Government 
expenditures, income can be affected within a few 
months. A broad range of expenditure and income 
tax policies, therefore, can have a significant 
effect on national income within a period of one 
to three months. This is one estimate of the range 
of outside lags of fiscal policy.

For monetary policy the situation is more 
complicated. As noted earlier, estimates of outside 
lags depend partly on what is viewed as the most 
important short-run link between monetary policy 
and the real sectors of the economy.

The one element common to most theories of 
the relationship between monetary policy and eco
nomic activity is the process of adjustment by

2 The discussion might seem to imply that the outside 
lag is some discrete time period. Action is taken, and the 
impacts are registered on the economy at some single 
point in the future. Actually, it is more likely that the 
effects of a given policy change will be distributed over 
a period of time. A significant proportion of these effects 
may be clustered within a short interval, but then per
haps not. Generally the term “outside lag” is used to 
denote the time it takes for a policy change to have a 
“significant” effect (often difficult to define) on the 
economy, or the time it takes for a policy change to have 
its peak effect.

banks. Recent evidence suggests that banks make 
adjustments to monetary changes quickly— within 
a month or two [2] [5] [7 ]. This type of evi
dence leads those who focus on credit availability 
to conclude that changes in monetary policy are 
quickly felt by bank borrowers and depositors and 
that income changes follow shortly thereafter.

Actions of the monetary authorities and banks 
produce changes in the money supply. Quantity 
theorists start with this change in money supply 
to measure what they consider the most signifi
cant part of the outside lag of monetary policy. 
The best-known study of this lag found that 
changes in income lagged changes in the quantity 
of money by an average of about fourteen months 
using one type of formulation, and by about five 
months using another method of comparison [3] . 
Other studies obtained similar results.3

Most investigators have used a change in in
terest rates as the starting point to measure the 
major component of the outside lag of monetary 
policy. Their estimates vary widely, but the mini
mum lag found has been about three months, with 
many estimates ranging up to eighteen months 
and more.4 There is little concentration of esti
mates at any point in the three- to eighteen-month 
range, so that on the surface an estimate of almost 
any length within this range seems equally likely.

Lags and public policy

Table 1 presents a range of estimates for the 
various components of the lags of monetary and 
fiscal policy suggested in the previous section. 
While these ranges are not all-inclusive, they do in
clude the thinking and findings of most economists.

Table 1 suggests several conclusions which have 
important implications for public policy:
1 . Estimates of the lags of monetary and fiscal 

policy differ widely. * i

3 See [6] for a summary of some of these studies,
i For summaries of some of these studies see [4].
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Table 1

RANGE OF ESTIMATES OF THE AVERAGE 
LAGS OF MONETARY AND FISCAL POLICY 

(in months)

Inside Lags Outside Lags Total Lags

Recognition
Lags
(1)

Action
Lags
(2) (3) (4)

Monetary

Policy 3 0 1-20 4-23

Fiscal

Policy 3 1-15 1-3 5-21

2. Monetary and fiscal authorities are doing a 
relatively good job in recognizing changes in 
the economy.

3. Monetary authorities generally act promptly 
but the effects of action may take considerable 
time to be felt.

4. Fiscal authorities often act slowly but the 
effects are usually felt fairly quickly. 
Inasmuch as changes in policy— especially

monetary policy— take time to be effective, it is 
necessary to anticipate. Given the objective of 
trying to reduce fluctuations in economic activity, 
monetary and fiscal policy should have a stimu
lative effect when the economy is declining and 
a restraining effect when it is increasing. If out
side lags are very long, a change of policy ini
tiated at the beginning of a change in the econ
omy may not begin to have any substantial effect 
until the need is past. Instead, it may have its 
greatest effect when the direction of the economy 
has reversed and the opposite policy is called for. 
In such case, changes in monetary and fiscal 
policy would aggravate fluctuations in the econ
omy. The shorter the outside lags, the less likely 
is a distortion of this kind and the more effective 
are the policies in reducing undesired fluctuations 
in economic activity. Policy changes, therefore, 
sometimes need to be out of step with current

fluctuations in the economy, coming before the 
need arises so that their effects will be felt at the 
appropriate time.

This puts a premium on business forecasting. 
Good forecasts, by “ recognizing”  a change before 
it occurs, in effect make the recognition lag 
negative and greatly improve the timing of mone
tary and fiscal policy by compensating for the 
other lags. If the outside or action lags are very 
long, good forecasting is essential for monetary 
and fiscal policy to be effective in helping the 
nation achieve its economic objectives. Even if 
the outside or action lags are not long, good 
forecasting can contribute significantly to the 
timeliness of policy actions.

Another way to reduce the over-all lags of 
monetary policy is to reduce the action lag. For 
fiscal policy there is considerable room for move
ment. Most proposals involve giving the President 
authority to make changes in taxes or expendi
tures without waiting for the full process of Con
gressional review and determination. There may 
be ways to speed up Congressional action as well.

The length of the outside lags of monetary and 
fiscal policy is determined by responses to policy 
changes of many individuals and businesses. It is 
not known whether or not anything can be done 
about this reaction time. Perhaps research will 
reveal possibilities of influencing the outside lags 
of monetary and fiscal policy by changing the 
types or mix of tools employed.

Some economists, convinced that the lags of 
monetary and fiscal policy are long, have sug
gested that the Government get out of the stabili
zation business. They advocate replacing current 
reliance on discretionary policies with a set of 
rules that would hold the monetary and fiscal en
vironment stable rather than try to have it counter 
short-run fluctuations in economic activity. This 
would not reduce cyclical fluctuations but, it is 
argued, would keep them from being aggravated
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by well-intentioned but inappropriate Govern
ment policies.

Many economists do not go this far. They think 
the lags are at the short- rather than the long-end 
of the ranges given in Table 1 or they are confi
dent that lags can be reduced. They see discre
tionary monetary and fiscal policy helping in a 
significant and positive way to reduce undesired

fluctuations in the economy.
Much has been done toward understanding lags 

and in dealing with them, but much more remains. 
One thing is certain. Policy decisions and actions 
must be made and interpreted with the problem of 
lags clearly in mind. Policymakers and the public 
must look to the future if they are to obtain the 
conditions they desire in the present.

T E C H N IC A L  A P P E N D IX — M E A S U R E M E N T  OF T H E  LAGS

Measurement of lags of monetary and fiscal policy 
is difficult. Notions of the exact nature of the lags 
are not completely developed and the methodo
logical and statistical problems involved are 
formidable. These fiactors account, at least in part, 
for a wide divergence of opinions and estimates of 
the length of the lags.

Inside lags. Conceptually, measurement of the 
inside lags is fairly straightforward but in prac
tice is often complicated by lack of suitable data 
and difficulties in interpreting available data. 
What is required is an indication of when those 
with policy responsibilities recognize changes in 
the economy and when they decide to change 
policy. Since these lags generally relate to unan
nounced judgments and intentions of policy
makers, currently available time series will not 
do. These series may well be influenced by other 
factors and give a misleading impression of the 
length of the recognition and action lags.

Consequently, in [8] the official minutes and 
staff memoranda of the Federal Open Market 
Committee for the years 1952-1960 were used .to 
see how long it took the monetary authorities to 
recognize cyclical turning points in general eco
nomic activity (NBER reference dates were used

as a benchmark). It was assumed that this would 
be a good indication of the length of time it takes 
the monetary authorities to recognize significant 
changes in any target economic variable. These 
records, reflecting policy decisions as well as state
ments on the economic outlook of policymakers, 
were also used to measure the action lag of mone
tary policy.

Comparable data are not available for the fiscal 
authorities, so an assumption was made that the 
recognition lag was the same for fiscal as for 
monetary policy. Also, no formal attempt was 
made to estimate the action lag of fiscal policy. 
The record of explicit attempts to take counter
cyclical fiscal action, especially on the tax side, 
is relatively short. This makes it difficult to say 
anything definite about the action lag of fiscal 
policy. Experiences of the 1962 and 1967 tax 
proposals suggest that the action lag may easily 
be a year or more. On the other hand, some excise 
tax legislation, the speed-up or slow-down of 
some Government procurements and expendi
tures, and other fiscal measures have been 
handled by the Congress or the President relative
ly quickly. In short, the nature of political and 
legislative processes gives little meaning to the
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idea of an average action lag for fiscal policy. A 
range rather than a point estimate gives a better 
indication of the length of this lag, and experi
ence may be too limited to set a definite upper 
bound on this range.

Outside lags. Measurement of outside lags of 
monetary and fiscal policy is plagued by concep
tual as well as methodological and statistical prob
lems. It was noted in the accompanying article 
that the outside lag is not a discrete phenomenon. 
Rather, the effects of a policy change are distrib
uted over a number of subsequent periods. Eco
nomic theory provides little help in deducing the 
precise shape of this distribution. It may well vary 
from one economic sector to another, and dif
ferent policy actions might result in different 
distributions as well.

Some investigators assume a policy change has 
limited immediate effects on the economy but 
that these effects build up as time passes, reach a 
peak in some future time period and then subside. 
Others assume that a policy change has its great
est effect initially, and that these effects then be
come smaller in each subsequent period. Still 
other assumptions are possible. Depending on 
the assumption used and the statistical formula
tions employed, the shape of lag distributions can 
vary widely. Since the term “ outside lag”  is gen
erally interpreted as meaning the time it takes for 
a policy action to achieve a certain percentage of 
its total effects, or to reach its peak effect, these 
different distributions can imply greatly different 
estimates of the outside lags of monetary and 
fiscal policy.

Numerous statistical formulations and tech
niques are used to try to estimate the distributed 
lags associated with policy changes. In [2] ,  an 
adjustment coefficient for banks that can be con
verted into a lag distribution is estimated by 
correlating (in a multiple regression) changes in 
excess reserves (dependent variable) with the

stock of excess reserves at the beginning of each 
period (independent variable). In [7 ], the distrib
uted lag in bank adjustments is estimated by 
regressing deposit changes (dependent variable) 
against current and lagged changes in unbor
rowed reserves (independent variables). Coeffi
cients of the independent variables describe the 
lag structure.

Lag distributions describing relationships be
tween changes in interest rates or income and 
various types of expenditures have been estimated 
by the use of a variety of functional forms and 
statistical methods. Generally they involve includ
ing as independent variables in a multiple regres
sion equation lagged observations of the 
dependent variable (e.g., plant and equipment 
expenditures) or lagged observations of the in
dependent variable (e.g., interest rates or in
come) . The resulting coefficients and lag 
distribution depend significantly on the functional 
form used, the contraints imposed on the coeffi
cients, and the statistical estimating procedures 
followed. These factors account in part for the 
different estimates of the outside lag of monetary 
policy recorded in [4 ]. The results for fiscal’policy 
contained in [ 1 ] reflect similar considerations.

Those who focus on the quantity of money as 
the main link between monetary policy and the 
economy generally do not actually estimate the 
shape of the entire lag distribution. Instead, they 
compare turning points in income with turning 
points in the money stock to see how long the 
former lags the latter [3] , or they correlate lagged 
changes in the money stock with income or changes 
in income [6] .  The assumption is that these pro
cedures yield an estimate of the weighted average 
interval between action and effects. The entire lag 
distribution is compressed into one number.

Economists are not agreed on the best way to 
estimate the outside lags of monetary and fiscal 
policy. Much progress has been made in recent
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years, but much is yet to be learned. A real con
cern of many, especially in the case of monetary 
policy, is that in spite of the sophisticated tech
niques used, we have still been unable to isolate

the effects of policy changes from all of the other 
things which influence the pace of economic activ
ity. This separation is essential if the lags are to 
be measured correctly.
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This is the first of a series of three articles on municipal bond financing. Subsequent 
studies will focus on behavior of the municipal bond market under various monetary 
conditions and on the impact of tight money on borrowing and spending patterns of govern
mental entities in the Third District.

Urbanization Pressures 
and Municipal Bond 
Financin

Urban crises are caused basically by population 
growth and shifts. Increased population density 
in urban areas not only brings new demands for 
public services and facilities but makes some 
existing facilities obsolete. The plight of the 
larger cities is receiving more national attention, 
yet many smaller cities as well as states face the 
same struggle against a surging, shifting popula
tion. Government officials are spending a great 
deal of time trying to determine just how needed 
facilities can be financed in the face of sharply 
rising costs.

Here we take a broad view of local govern
ments’ capital spending patterns and financing 
problems in an attempt to get a perspective on 
municipal bond financing.1

CAPITAL SPENDING PATTERNS

The volume of capital outlays by state and local 
governments has increased to about six times the 
level of two decades ago. Over the past 20 years, 
spending on capital projects has fluctuated be
tween 14 and 26 per cent of total local expendi
tures, and averaged about 23 per cent.

Historically, there appear to be cyclical swings 
in the rate of growth in capital spending by state 
and local governments. These swings roughly cor-

1 “Municipal”  is used as a synonym for state and local.

by William F. Staats
respond to the business cycle and may be caused 
partly by cyclical variations in tax revenues and 
public acceptance. During boom periods when tax 
revenues rise and the mood of the public is exu
berant, municipal officials find it easier to in
crease capital spending.

Growth patterns of the various kinds of capital 
spending are quite different, however. For ex
ample, outlays for highways and for education 
about tripled between 1952 and the 1964-1965 
fiscal year, while spending on health and hospi
tal facilities rose only by about one-fourth2. Vari
ations in these growth rates reflect the division of 
responsibility between the public and the private 
sectors, the priorities placed on particular types 
of public facilities by society, and the degree of 
capital intensity of the facilities. State and local 
capital spending for health and hospitals grew 
relatively slowly because enterprises in the private 
sector were also building health facilities. In con
trast, state and local governments are responsible 
for almost all highway construction even though 
much of it is financed with federal funds.

SOURCES OF FUNDS

What are the sources of funds available to state

2 State and Local Public Facilities Financing, Vol. 11, 
Joint Economic Committee ( Washington, D.C.: U.S. Gov
ernment Printing Office, 1966), p. 67.
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and local governments to meet capital spending 
needs?

Historically, the municipal bond market has been 
the principal source of funds for capital projects of 
state and local governments. Roughly one-half of 
municipal capital expenditures is dependent upon 
bond financing. However, there have been signifi
cant variations between the experience of state 
governments and that of other governmental enti
ties. For example, while long-term debt issued for 
capital outlays by states has ranged around one- 
third of capital expenditures, debt sold by counties, 
cities, and special districts has amounted to almost 
60 per cent of their capital outlays in recent years.

The balance of funds required for capital proj
ects is provided by general revenues including tax 
revenues, receipts from special charges, and inter
governmental transfers. The relative importance 
of these sources is shown in Chart 1 .

Perhaps the most important and controversial 
alternative to debt is inter-governmental transfers. 
Generally, the governmental level— federal, state, 
or local— which assumes responsibility, finances 
the projects. In recent years there seems to be an 
intensified shift of responsibility from local gov
ernments to state governments and to the Federal 
Government. Many municipal authorities have 
been looking to Washington for financial aid in 
meeting both operational and capital needs of the 
cities. One reason for this has been the relative 
ease of Federal financing operations as the 
Federal Government has been able to raise a huge 
volume of tax revenues. Also, the Federal Govern
ment is able to sell its debt with somewhat greater 
ease than are other types of governmental entities.

During the early 1950’s, Federal grants to state 
and local governments for capital outlay pur
poses amounted to about 8 per cent of their total 
capital outlays and by 1964-1965, the proportion 
had jumped to over 24 per cent. There is wide 
variation in the percentage of Federal aid for dif-

C h a r t  1
GENERAL REVENUES OF STATE 

AND LOCAL GOVERNMENTS (1952-1966)
M illio n s o f Do lla rs

Source: The  Annua l Report of the C ounc il of Econom ic Adv iso rs, 1968 .

ferent purposes. In 1964-1965, inter-governmental 
funds equalled almost half of state and local high
way outlays and one-third of health and hospital 
capital expenditures. It provided only .6 per cent 
of capital outlays for education. The importance 
of Federal grants in financing particular types of 
local capital projects has shifted markedly since 
the early 1950’s. For example, in 1952 special- 
purpose Federal grants amounted to just under 
16 per cent of outlays for both highway and health 
and hospital purposes and over 3 per cent of 
capital spending for education. For whatever rea
sons, municipalities will probably continue to rely
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to an increasing extent on the Federal Govern
ment for financial support.

Because the needs of municipalities are in
creasing rapidly, the trend toward greater reli
ance on Federal Government funds is compatible 
with continued growth of state and local debt.3 
Even though they may account for a smaller pro
portion of an increasing total of state and local 
government funds, tax-exempt bonds will continue 
to be a very important source of funds. But many 
municipalities may face problems in selling and 
servicing their debt.

PROBLEM S OF BOND FINANCING

Two problems of municipal bond financing are of 
principal concern— one is structural and the other 
is cyclical in nature. The structural problem in
volves the interest costs of bond financing, par
ticularly for small governmental entities; and 
the cyclical problem concerns behavior of the 
municipal bond market during periods of tight 
money.

Interest costs— small borrowers vs. large

Annual interest costs of smaller municipalities 
generally exceed those of larger municipalities. 
During the five-year period, 1961-1965, the differ
ential between rates paid by small municipalities 
and those paid by larger ones ranged from four 
basis points to 80 basis points (0.8 per cent), de
pending upon the year and the type of bond in
volved.4 The higher interest cost borne by smaller 
municipalities is not solely a function of credit risk,

3 One analysis found that “Federal grants-in-aid ap
parently had a complementary rather than a substitutive 
relationship to state and local borrowing, partly because 
many grants are on a matching basis.” See Paul F. 
McGouldrick, “ The Effect of Credit Conditions on State 
and Local Bond Sales and Capital Outlays Since World 
War II,”  Staff Economic Studies, No. 27, Board of Gov
ernors of the Federal Reserve System.

4 State and Local Public Facility Financing, op. cit., 
p. 248.

but also of the structure of the municipal 
bond market and the nature of investor preference.

Structure of the market. The bond market is 
divided into two overlapping parts— the national 
and the regional. Issues of large municipalities 
and states are traded in the national market. 
These bonds frequently are bought and sold in 
large volume, generally among very large in
vestors— financial institutions, for the most part. 
The regional market, on the other hand, consists 
of those bonds issued by smaller entities and gen
erally sold to investors located near the issuer. 
Physically, the national market is concentrated in 
New York and Chicago, where larger institutional 
investors are located. There is some degree of 
overlap as some of the debt issued by smaller 
municipalities is traded in the so-called national 
market as well as in the regional market.

Both parts of the municipal bond market are 
dealer markets— that is, trading activity is chan
neled through many dealers and is not centralized 
in an auction market such as the New York Stock 
Exchange. Regional dealers tend to concentrate 
their activity in the section of the nation in which 
they are located, while large dealers with nation
wide networks of branch offices are active in the 
national market. The separation between markets 
is not precise; there is some overlap as national 
dealers may trade in regional markets as well.

Bonds of smaller municipalities are generally 
underwritten and traded by regional dealers in 
the regional market. Here, there tends to be less 
competition among dealers, and the gross margins 
on each transaction tend to be higher.

Of course, other factors contribute to the rela
tively higher interest cost on the debt of smaller 
entities. These municipalities tend to issue small 
amounts of bonds at infrequent intervals. For 
dealers bidding for these securities, marketing costs 
are proportionately higher than for the larger, 
better-known governmental entities issuing larger
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volumes of debt with some degree of frequency.5 *
Investor preferences. In addition to being more 

costly to market, the bonds of smaller municipali
ties are relatively less attractive to investors than 
is the debt of larger state and local governments.

To understand the reasons for the investor’s 
preferences, consider the problems he faces in 
making an investment decision. After he has been 
encouraged to consider buying municipal bonds 
instead of stock, corporate bonds, Federal Gov
ernment securities or mortgages, he must pick a 
municipal bond or bonds from a huge list of 
possibilities. Perhaps more than 110,000 different 
issues of municipal bonds are outstanding, and 
about 6,000 new issues are added annually by the 
nation’s 80,000 state and local government 
entities. Investors face a difficult task in rationally 
appraising all the investment alternatives avail
able to them. In fact, it is an impossible task based 
on the data usually available. Therefore, most 
investors select from the relatively few issues 
which attract their attention— usually those of 
larger municipalities. All this adds up to higher 
interest costs for smaller municipalities.

Cyclical patterns in municipal bond financing

Because of investment policies of commercial 
banks, cyclical fluctuations of prices and interest 
rates of municipal bonds tend to be greater than 
those of other types of capital market securities.0 
Sales of state and local bonds have not been 
particularly sensitive to interest rates. That is, the 
volume of borrowing by municipalities does not

5 Some evidence suggests that beyond some optimum 
issue size, interest costs may increase as the size of issue
increases. See Charlotte Phelps, “ The Impact of Tighten
ing Credit on Municipal Expenditures in the United 
States,”  Yale Economic Essays, Vol. 1, No. 2 (fall, 1961), 
pp. 275-321. Apparently, the marketing effort becomes 
more costly as a larger number of potential investors is
contacted by underwriters.

8 See Jack C. Rothwell, “ The Move to Municipals,”  
Business Review, Federal Reserve Bank of Philadelphia,

seem to be affected very much by the interest 
rates they must pay. Although total municipal 
bond issues prior to 1960 were found to be moder
ately sensitive to monetary policy, much of that 
sensitivity was attributed to bond sales by states 
and, more particularly, to new state toll road 
issues.7 After isolating state bond issues, borrow
ings by cities, counties, and other sub-state gov
ernmental entities showed little interest elasticity.8

Since 1961, however, bond sales by cities seem 
a bit more closely (and negatively) correlated 
with interest rates than are total municipal bond 
sales, as shown in Chart 2. Observations of addi
tional cycles are required before it can be deter-

September, 1966 and William F. Staats, “Commerial 
Banks and the Municipal Bond Market,”  Business Re
view, Federal Reserve Bank of Philadelphia, February, 
1967, for discussions of the dimensions and implications 
of bank investment in state and local government bonds.

7 Frank E. Morris, “Impact of Monetary Policy on 
State and Local Governments: An Empirical Study” 
The Journal of Finance, Vol. XV. (May, 1960), p. 233.

8 Michael D. Tanzer, “State and Local Government 
Debt in the Postwar Period,”  The Review of Economics 
and Statistics, Vol. XLVI. (August, 1964), p. 243.

C h a r t  2
CYCLICAL RELATIONSHIPS OF TOTAL 

MUNICIPAL BOND SALES, CITY BOND SALES 
AND BOND BUYER'S YIELD INDEX (1957-1967)

Per Cent o f Trend Values

of observed values from trend va lues were computed. To m ake the se rie s comparable, 
these variations are expressed  a s  percentages of the trend va lues and  sm oothed by a 
five-quarter m oving average.
Sources: Investm ent Banke rs A ssoc iation  Municipal Statistical Bulletin, Weekly Bond Buyer.
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C h a r t  3
CYCLICAL RELATIONSHIP OF TOTAL 

MUNICIPAL BOND SALES AND 
GROSS NATIONAL PRODUCT (1957-1967)

Per Cent o f T rend  Va lue s

Note: Quarterly data were adjusted  for trend by the least sq u a re s method. Variations 
of observed  va lues from  trend va lues were com puted. To m ake the se rie s com parable, 
these variations are expre ssed  a s  percentages of the trend va lues and  sm oothed  by a 
five-quarter m ov ing  average.
Sources: Investm ent B an ke rs A ssoc iation  Municipal Statistical Bulletin, Weekly Bond Buyer.

mined that some shift in interest rate sensitivity 
has in fact occurred. Throughout the 1957-1967 
period cyclical movements in total sales of tax- 
exempt bonds matched fairly closely those of 
gross national product. (See Chart 3.)

Any tendency of state and local authorities to 
ignore the condition of the capital markets when 
making commitments to borrow or to spend may 
be largely explained by the need for public facili
ties. The steady growth of population and urban
ization requires continuous capital spending. 
Many of the capital projects simply cannot be 
easily postponed.8 9 Capital budgets are usually set 
up several years in advance on the basis of long- 
range development plans and any tinkering with 
the budgets may disrupt the whole plan.

8 One city finance manager said, “ When water floods
several basements, you build a storm sewer. You don’t 
explain to the residents that monetary conditions aren’t 
appropriate just now.”

And there are other reasons why municipalities, 
particularly smaller ones, may not attempt to “ play 
the market.”  First, many cities borrow so infre
quently that employment of an independent capi
tal market specialist may not be economical. 
Second, preliminary items, such as the bond 
authorization election and the competitive bidding 
procedure, take time and reduce flexibility in 
bringing issues to market. Third, even for munici
palities with adequate manpower and some degree 
of financing flexibility, predicting future interest 
rate levels is an inexact art, to say the least. No 
economist can be expected to predict with abso
lute certainty what will happen to interest rates 
within a specific period of time.

Nevertheless, some municipalities have found 
that there is little need for the bond issue to coin
cide with construction of the project it is to fi
nance. Voter authorization can be secured well in 
advance of the actual cash outlay. Even the sale 
of bonds can be made when interest rates are low 
before the funds are required. Proceeds of sales 
can be temporarily invested in other higher-yield
ing securities such as U.S. Government securities 
until required.

CONCLUSION

Given the burgeoning capital needs and spending 
patterns of state and local governments, the prob
ability of any let-up in the flow of municipal 
bonds to market is slight. And given the apparent 
insensitivity of municipal borrowings to interest 
rates, the probability of significant countercycli
cal slowdowns in new debt issues is also slight. 
As a result, price movements in the municipal 
bond market likely will continue to be dominated 
by the rather erratic demands for tax-exempt 
bonds rather than by a changing supply of such 
securities.
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FOR THE RECORD • • •

Third Federal 
Reserve District United States

Per cent change Per cent change

S U M M A R Y Jan. 1968 Jan. 1968
from from

mo. year mo. year
ago ago ago ago

MANUFACTURING

Production ................ —  1 +  2
Electric power consumed +  4 +  9
Man-hours, total* ...... -  3 —  2

Employment, total ....... —  1 +  1
Wage income*............ — 2 +  2

CONSTRUCTION** ......... -3 3 +20 -  7 +31
COAL PRODUCTION ....... -1 1 -1 7 —  4 —  8

BANKING

(All member banks)
Deposits .................. —  1 +  14 -  2 +  12
Loans ...................... —  1 +  8 -  1 +  8
Investments ............... +  1 +23 +  1 +  18
U.S. Govt, securities .... 0 +  16 -  1 +  12
Other ..................... +  1 +31 +  2 +25

Check payments*** ...... +  6t + io t +  5 +  15

PRICES

Wholesale ................. 0 +  1
Consumer ................. +  U +  4t 0 +  3

‘Production workers only 115 SMSA’s
“ Value of contracts ^Philadelphia

‘“ Adjusted for seasonal variation

Manufacturing Banking

Employ- Check Total
ment Payrolls Payments** Deposits***

LO C A L
CHAN G ES Per cent Per cent Per cent Per cent

change change change change
Jan. 1968 Jan. 1968 Jan. 1968 Jan. 1968

Metropolitan from from from from
oiatisticai

Areas* mo. year mo. year mo. year mo. year
ago ago ago ago ago ago ago ago

Wilmington ... 0 0 — 11 0 +  8 +  8 —  3 +15

Atlantic City .... —  4 +  4 -  3 -  1

Trenton ....... 0 —  5 -  2 —  2 —  12 +21 -  1 +13

Altoona ........ -  1 0 +  1 +  8 +  3 +  4 0 +  9

Harrisburg .... —  1 0 +  2 +  6 +  5 —  1 —  3 +12

Johnstown .... 0 -  2 +  8 +  1 +  4 +  14 -  1 +  9

Lancaster ...... —  1 -  1 -  2 +  1 +  9 +  6 0 +  8

Lehigh Valley .. +  1 -  1 +  3 +  2 +  9 +  8 —  1 +  10

Philadelphia... —  1 —  1 -  3 +  2 +  6 +  10 -  1 +  17

Reading ....... 0 —  1 -  3 +  1 +  4 +  14 +  1 —  5

Scranton....... -  1 -  2 0 +  5 +  9 +  13 —  2 +13

Wilkes-Barre .... -  1 -  3 —  2 0 +  15 +  12 -  1 +15

York ........... -  1 0 -  2 +  5 0 +  13 -  2 +  7

‘Not restricted to corporate limits of cities but covers areas of one 
or more counties.

“ All commercial banks. Adjusted for seasonal variation.
‘“ Member banks only. Last Wednesday of the month.
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