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Municipal Bonds and Public Needs

The credit requirements of state and local 
governments, net of current repayment 

obligations, amounted to $10-11 billion in 
1969. These governments traditionally have 
met almost all of their requirements by sell
ing tax-exempt, long-term municipal bonds 
to commercial banks, high tax-bracket indi
viduals, corporations and others. But mone
tary restraint sharply reduced the flow of 
funds to the municipals market in 1969—for 
the second time in four years— and forced 
states and localities to seek other means of 
finance on a record scale.

Net long-term municipal-bond finance de
clined from $8.3 billion in 1968 to $4.4 bil
lion in 1969, and the gross volume of munici
pal-bond sales dropped from $16.4 billion to 
$11.5 billion. A sharp rise in net short-term 
borrowing, from $1.6 billion to an extraordi
nary $4.1 billion, made up about half of the 
shortfall in net long-term bond sales, but 
state and local governments still found them
selves more than $1 billion short of their 
estimated net credit requirements at year- 
end. Moreover, this heavy reliance on short
term financing created the threat of a future 
liquidity crisis for many of these govern
ments, unless they are able to refund a large 
part of their short-term obligations into long
term bonds as they mature.

Many observers attribute the depressed 
state of the municipals market to federal 
anti-inflation measures, and clearly the tight 
money policies of the last 18 months have

exerted significant pressure on municipal- 
bond sales. However, it is possible to over
state this case and to ignore important ele
ments of the problem which will not be 
solved by a return to “normal” economic 
conditions. Before examining some of these 
elements, it is instructive to look at the recent 
trend of events in the market place.

In the 17 months between August 1968 
and December 1969 the American bond 
market sustained its greatest price decline of 
the Twentieth Century, as long-term bond 
yields across the board climbed faster and 
higher than in any other period in the nation’s 
history. All classes of long-term bonds de
clined by record amounts, but municipals 
fared much worse in the market than either 
U.S. Governments or corporate issues. Dur
ing the 17 months ended last December, 
despite several abortive rallies, the price in
dex for U.S. Governments dropped 24 per
cent, the index for seasoned utilities slipped 
26 percent, and the price of 30-year prime 
municipals sank a whopping 36 percent. The 
yields on U.S. Governments rose 101 basis 
points, to 7.01 percent, seasoned utilities 
yields climbed 228 basis points, to 8.13 per
cent, and prime tax-exempt municipals yields 
soared 285 basis points to 6.90 percent. 
(Data from Salomon Brothers and Hutzler)

The severe decline in the municipal-bond 
market in the last two quarters of 1969 cli
maxed a series of three sharp drops in bond 
prices that have occurred since early 1965, 135
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and the 1965-69 decline itself was an accel
eration and extension of a much longer down
ward trend in U.S. bond prices begun in 
1946. This longer cycle began with the low
est municipal bond yields on record, 1.0 per
cent in 1946, and reached at least a tem
porary bottom at 6.90 percent last Decem
ber.

Municipal bonds enjoyed a sharp rally in 
the first quarter of 1970 as prices rose 16 
percent from their December lows and yields 
fell 90 to 100 basis points. However, as 
might have been expected, this marked im
provement in the market called forth an 
avalanche of issues. The volume of new 
municipal bonds rose to almost $1.5 billion 
in March, and the rally was swamped by mid
month. Prices fell sharply thereafter, and 
yields had climbed back to 7.00 by June.

Prolonged decline

The stage was set for the 1969 debacle 
when the market began to skid in early 1965. 
Prices of 30-year prime municipals dipped 
18 percent in 1965-66, but recovered most 
of this loss by the beginning of 1967. Yields 
rose from 3.20 percent in January 1965, to 
4.25 percent in September 1966, and settled 
back to 3.30 percent in January 1967.

The 1967 price drop was similar to that 
of 1965-66, but very little of this loss was 
recovered before the third steep decline be
gan in August of 1968. Over the course of 
1967, the yields of 30-year prime municipals 
rose 110 basis points, from 3.30 to 4.40 per
cent, but yields then dropped only 25 basis 
points in the first half of 1968 before begin
ning the record climb.

The 1967-68 cycle severely jolted tradi
tional bond-market expectations, because 
bond prices fell sharply in the face of the 
Federal Government’s 1967 easy-money 
policy, and bond yields pierced upper limits 
that had held firm for more than a century

CefliferniQ jurisdictions account 
for all of West's '69 bond decline

Billions of Dollars

in this country and Europe. Thus the 1969 
market began in the worst of circumstances.

A high rate of inflation was sustained 
throughout 1969, and business expectations 
remained buoyant despite the tandem appli
cation of restrictive monetary and fiscal pol
icies. Short-term interest rates continued to 
escalate month after month. And after the 
experience of 1967, there seemed no longer 
to be any reliable upper limits to bear-market 
yields. All of these circumstances, but espe
cially deeply entrenched inflationary expecta
tions, made the demand for all classes of 
bonds much less elastic with respect to yields.

As yields rose across the board, the yield 
spread narrowed between taxable issues and 
tax-exempt municipals. Average yields of 
30-year prime municipals, which had been 
78 percent of yields on taxable long-term 
U.S. Governments in 1965, rose to 82 per
cent in 1968, and to 92 percent of Govern
ment yields by the end of 1969.

By late spring in 1969 half a dozen states, 
including California and New York, found 
themselves excluded from the market by their 
own statutory interest-rate ceilings. By the 
end of summer, municipal bond yields had 
soared through the statutory interest ceilings 
of half of the states in the country or their136
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political subdivisions. Some states (such as 
New York) were able to raise or suspend 
statutory ceilings by a simple act of the state 
legislature, but this was not immedately 
possible in other states (such as California) 
where these ceilings were embedded in state 
constitutions.

All these factors—high interest costs to 
state and local borrowers, below-market 
statutory interest ceilings, and investors’ re
luctance or inability to purchase municipals 
even at record high yields and very narrow 
yield spreads—combined to force a $ 3.9- 
billion reduction in the volume of net long
term municipal bond finance during 1969. 
These factors also helped to create a sub
stantial backlog of unsold issues; according 
to a recent Presidential report, more than 500 
municipal bond issues totalling $2.9 billion 
were “unsalable” last year. Many of these 
issues, together with a large volume of short
term debt in need of refunding, were carried 
forward and added to normal long-term 
credit requirements this year.

Western scene
An examination of the 1969 Western scene 

highlights the difficulties described above. 
State and local governments in Twelfth Dis
trict states recorded bond sales of $1.8 billion 
in 1969, down from $2.9 billion in 1968 and 
$2.4 billion in 1967. However, California 
jurisdictions, with a $1.3 billion drop in 
sales volume, accounted for the entire 1969 
decline. Indeed, all other states except Ore
gon and Utah posted gains for the year, and 
Arizona and Hawaii each managed to record 
new highs for the decade.

The situation in California deserves special 
attention, since California ordinarily accounts 
for a little over two-thirds of District bond 
sales. In 1969, California jurisdictions were 
able to move only about half of the average 
annual volume of the five preceding years, 
primarily because of a 5-percent interest ceil

ing on borrowings by California school dis
tricts and by the state government.

California’s state government and state 
agencies were virtually excluded from the 
market after March, and although some com
mercial banks continued to purchase school 
bonds at 5 percent and par well into the 
summer, they abandoned this practice when 
market yields approached 6 percent in Au
gust. With these important buyers out of 
the market for much of the year, the volume 
of bond sales fell sharply in both California 
and the District.

The year 1969 began on a sour note with 
the displacement of a $30-million aviation 
revenue-bond issue offered by the State of 
Hawaii in early January. The largest dis
placement of the year then occurred less than 
a month later, when a $98-million issue of
fered by the California Department of Water 
Resources failed to attract bids below its 5- 
percent statutory interest ceiling. Other large 
displacements included a $22-million rev
enue issue offered by the Washington State 
board of Community College Education in 
September, and a $ 19-million revenue issue 
offered by the Phoenix Civic Plaza Building 
Corporation in May.

In all, District state and local governments 
last year suffered 64 separate displacements 
totaling $447 million. These displacements 
represented 20 percent of the value of bonds 
brought to market in the District, compared 
to 17 percent displacements for the nation 
as a whole. (However, the District ratio 
would be about the same as the national av
erage if California data were excluded from 
these totals.) In percentage terms, Hawaii 
was hit hardest with 31 percent displace
ments, followed closely by Arizona and Cali
fornia with 24 percent each. In dollar terms, 
California headed the displacements list with 
$248 million, followed by Washington with 
$65 million, Hawaii with $62 million, and 
Arizona with $40 million. 137
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States and state agencies issue 
one-third of '69 District total

Billions of Dollars

For the bonds they were able to sell, Dis
trict state and local governments paid a price 
which clearly reflected national money-mar
ket conditions. The yield index averaged 5.73 
percent for the year, rising from 4.90 in 
January to 6.78 in December, according to 
data compiled by the Federal Reserve Bank 
of San Francisco. These figures closely par
alleled the movement of municipal bond 
yields nationwide.

County governments were the highest-cost 
borrowers, paying an average of 6.02 percent 
for long-term credit for the year as a whole, 
and in excess of 7.00 percent during the final 
quarter. School districts were the lowest-cost 
borrowers, paying an average of 5.40 per
cent. (However, this relatively low figure 
reflects the below-market purchases by Cali
fornia commercial banks during the first 
three quarters, and their notable absence 
from the market in the final months of the 
year.) Special districts borrowed at an aver
age yield of 5.95 percent, state governments 
and state agencies at 5.71 percent, and mu
nicipalities at 5.60 percent.

State governments and state agencies is
sued $575 million in bonds, or about 32 per
cent of the $ 1.8-billion District total. Special 
districts of all types issued $542 million 
worth of bonds, or 29 percent of the total.

School districts accounted for 14 percent of 
the total, municipalities for 13 percent, and 
county governments for 12 percent.

General obligations of state and local gov
ernments accounted for 61 percent of the 
$ 1.8-billion District total. The remainder 
was split between revenue bonds (35 per
cent) and bonds with limited tax security 
(4 percent). The average yield on general 
obligation bonds — 5.59 percent — was 36 
basis points below that of revenue bonds and 
46 basis points below that of bonds with 
limited tax security.

Nature of the problem

From the point of view of state and local 
governments, the 1969 municipal-bond mar
ket was an unrelieved disaster. The price 
of credit was high by almost any standard, 
and the volume of bonds sold (even at rec
ord levels) was low relative to the volume of 
their credit requirements. To make matters 
worse, most state and local governments 
were swept into the 1969 market on the crest 
of projected commitments which had been 
swollen by a decade of uninterrupted pros
perity and by as many years of unfulfilled 
demands for capital improvements.

The 1969 market found many of these 
governments painfully over-extended. Some 
governments began construction before they 
discovered that there were no buyers for the 
additional bonds necessary for financing the 
final stages of the projects in question. As 
a result, they are now confronting costly 
construction interruptions, as well as the loss 
of return from sunk costs which will yield no 
benefit until sometime in the uncertain fu
ture. Other governments, acting on the as
sumption that the “bear market” would be 
of relatively short duration, borrowed short 
to maintain the continuity of projects already 
underway. These unfortunate jurisdictions 
will be sorting out their liquidity problems 
for at least the next year or two.138

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



July 1970 M O N T H L Y  R E V I E W

Almost without exception, state and local 
governments across the nation have been 
forced to modify their capital-improvement 
schedules to accommodate the sharp deteri
oration which has occurred in the municipal- 
bond market. Moreover, many are now find
ing that their revised construction schedules 
must be based on vastly different assump
tions about the costs and availability of fi
nance than their original plans.

Many jurisdictions, as was mentioned ear
lier, have blamed their troubles on tight- 
money policies and consequent record-high 
interest rates. Certainly, anti-inflation mea
sures have been responsible for a certain 
share of the plight of the state and local gov
ernments — but many of their credit prob
lems will remain long after the 1969-70 
credit squeeze has faded into history.

The long-run problem is more fundament
al, and concerns the overall credit demands 
of the economy, the institutions which make 
it difficult to accommodate all of the growth 
in state and local government credit require
ments even under conditions of monetary 
ease, and the factors which cause restrictive 
monetary policy to exert a disproportionately 
large impact on state and local government. 
This part of the problem is mired in the insti
tutional structure of the municipal-bond 
market and in the nature of state and local 
government credit requirements in the years 
ahead.

Instifufional arrangements

The market for state and local government 
securities is distinguished by the fact that the 
interest derived from the securities is exempt 
from federal income taxation. Since the 
Federal Government has not given the tax- 
exempt privilege to investors in its own 
securities since 1941, the states and their 
political subdivisions have acquired a mo
nopoly in this particular segment of the bond 
market. Along with that monopoly, how-

Districf jurisdictions average 5.73 
percent on bonds sold during 1969
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ever, they have acquired the necessity of 
making their securities attractive to a rather 
specialized group of investors.

Municipal bonds are purchased by indi
viduals, businesses and corporations whose 
tax brackets are high enough that the yields 
they derive from tax-exempt municipal bonds 
exceed the after-tax yields to them from tax
able corporate bonds or taxable U.S. Gov
ernment securities. In February 1966, for 
example, the yields from municipals were 72 
percent of gross pre-tax corporate yields, 
while in February 1970, municipal-bond 
yields were 77 percent of the corporate 
yields. The tax brackets which equated mu
nicipal and corporate yields in the two peri
ods were 28 percent and 23 percent, respec
tively. Municipal bonds offered investors 
in all tax brackets above the equal net-return 
brackets a tax subsidy amounting to the 
difference between municipals yields and the 
after-tax corporate yields in those brackets.

Municipal-bond yields are relatively high 
despite the financial advantage they offer to 
high-bracket investors, partly because overall 
credit availability is limited, but more im
portantly because the flow of funds to the 
tax-exempt market is both limited and subject 
to large fluctuations. Those provisions of our 
national tax laws which are designed to avoid 139
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or soften the “double taxation” of individual 
savers who save through non-bank financial 
institutions have brought about an extraor
dinary concentration of savings in institutions 
which are subject to no tax, or are taxed at 
a rate less than half of the corporate-tax rate. 
Of the $167 billion supplied to U.S. credit 
markets by non-bank financial institutions 
over the 1966-69 period, less than one 
fourth came from institutions in tax brackets 
high enough that they would normally buy 
municipal bonds.

Life-insurance companies, savings institu
tions, and small private investors are gen
erally excluded from the list of investors in 
tax-exempt municipal bonds. So too, are 
non-taxpayers such as pension funds, public 
retirement funds, foundations, endowment 
funds and political agencies. Consequently, 
the principal buyers of municipals are gen
erally found among high tax-bracket indi
viduals, commercial banks, fire and casualty 
insurance companies, and some business 
corporations.

For all practical purposes, trends in the 
municipal-bond market, as presently consti
tuted, are set by only two investor groups— 
high tax-bracket individuals and commercial 
banks—with the latter being the more im
portant. Bank portfolios contained nearly 
one-half of the $128 billion in public hold
ings of municipal securities outstanding at 
the beginning of this year, and individuals’ 
portfolios contained another one-third of the 
total. Banks play such an important role in 
the municipals market, because they are one 
of the few large financial sectors subject to 
the full corporate tax rate, and therefore, one 
of the few which find it profitable to accept 
tax-exempt bond yields lower than the yields 
available on taxable securities.

While households are also large investors 
in municipal bonds, the nature of their par
ticipation in the market differs somewhat 

140 from that of commercial banks. Individuals

generally manage their portfolios with the 
single objective of maximizing after-tax in
come, whereas commercial banks adjust their 
portfolios to alter short-run liquidity, to 
claim capital gains and losses, and to derive 
tax-exempt income. This broader range of 
day-to-day objectives makes commercial 
banks the more active participants in the 
municipal-bond market and compounds the 
impact of their decisions on market trends. 
Therefore, the fortunes of the municipal- 
bond market generally vary in line with the 
strength of commercial-bank demand for 
tax-exempt securities.

Monetary squeeze

Recent tight-money policies have exerted 
more pressure on municipal-bond finance 
than on other financial markets (with the 
possible exception of residential mortgages), 
because these policies bore heavily on com
mercial banks. The Federal Reserve has 
used Regulation Q to keep the rate of interest 
that commercial banks are permitted to pay 
for deposits well below the market rate of 
interest, in order to restrict the banks’ access 
to funds which would support loan expan
sion and feed inflation. As a result, com
mercial banks experienced a run-off in de
posits during 1969, and they sold heavily 
from their investment portfolios (including 
municipal bonds) to restore liquidity and 
obtain loanable funds.

Banks sharply reduced their demand for 
municipal bonds in 1969, and actually be
came net sellers of such securities for part of 
the year. In these circumstances, states and 
localities had little opportunity to sell the 
volume of bonds needed to meet their nor
mal long-term credit requirements, even 
though the record high level of municipal- 
bond yields induced households to absorb a 
record $3.8 billion of municipal bonds in 
their portfolios. The 1969 municipal-bond 
market provided painful evidence of the
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heavy dependence of state and local govern
ments on commercial-bank credit, and of 
their consequent vulnerability to the drying- 
up of long-term credit flows during periods 
of monetary stress.

Tax squeeze

The 1969 market also underscored the 
dependence of the municipal-bond market on 
a specific balance within the nation’s tax sys
tem. State and local governments zealously 
guard the tax-exempt privilege their securi
ties enjoy, because theoretically it enables 
them to borrow at a lower interest rate than 
would otherwise be possible.

Yet to clear the municipals market at 
these lower rates, there must be a sufficient 
number of buyers who can profitably take 
advantage of the tax-exempt feature of mu
nicipal bonds. In turn, the existence of these 
buyers in sufficient numbers depends upon 
the tax treatment of various investor groups, 
as well as on the tax-exempt status of mu
nicipal bonds themselves. Minor changes 
in the tax law at any point in the chain of 
interdependence can affect municipal-bond 
yields, the spreads between these yields and 
those of taxable securities, and ultimately the 
value of the tax-exempt privilege to state and 
local governments.

Prolonged Congressional deliberations on 
the Tax Reform Bill, which finally became 
law last December, seriously affected the 
demand for municipal bonds. For a time it 
appeared that the Congress might remove the 
tax-exempt status that municipals have tradi
tionally enjoyed, and had this action been 
made applicable to bonds already outstand
ing, all holders of municipal bonds— com
mercial banks in particular — would have 
suffered capital losses on their portfolios. As 
it was, Congress did not eliminate the tax- 
exempt feature of municipal bond interest, 
but the mere suggestion that it had the power 
to do so and might consider such a move 
considerably dampened the demand for tax- 
exempt bonds.

What ultimately emerged from the Tax 
Reform Act of 1969 was a slight reduction 
in the yields of municipal bonds to commer
cial banks, because of less favorable tax 
treatment of the profits banks can make by 
purchasing government securities (of all 
types) at a discount and selling or redeeming 
them at higher prices. Formerly such profits 
were taxed as capital gains, but as a result 
of the new law, profits made in this manner 
on government securities purchased after 
July 11, 1969, will be taxed as regular in
come at the full corporate income-tax rate.

NET AFTER-TAX YIELDS OF CORPORATE AND MUNICIPAL BONDS
FEBRUARY 1966 FEBRUARY 1970

Gross Yield, Income Net Yield Gross Yield, Income Net Yield
High-grade Tax (After Tax) Net Yield, High-grade Tax (After Tax), Net Yield,
Corporate Bracket Corporate Municipal Corporate Bracket Corporate Municipal

Bonds Assumed Bonds Bonds Bonds Assumed Bonds Bonds

Top Bracket Investors 4.95 70 1.48 3.54 8.50 73.5 2.25 6.54
Corporate Bracket 4.95 48 2.57 3.54 8.50 52.8 4.01 6.54
Medium Bracket Investors 4.95 40 2.97 3.54 8.50 40 5.10 6.54
Equal Marginal Bracket 4.95 28-29 3.54 3.54 8.50 23 6.54 6.54
Low Bracket Private Investors 4.95 20 3.96 3.54 8.50 20 6.80 6.54
Non-Taxpayers 4.95 0 4.95 3.54 8.50 0 8.50 6.54

Corporate Bracket includes commercial banks, fire and casualty insurance companies and business corporations.
Low Bracket includes many life insurance companies, many savings institutions and many small investors.
Non-Taxpaying group includes pension funds, public retirement funds, foundations, endowment funds and political agencies.
Corporate-bond yield (gross) from First National City Bank of New York, Series of Average Yield on New Issues of High-Grade Corporate Bonds 

Adjusted to "M oody 's  Aaa” Basis. Municipal bond yield from Moody’s 20-bond index.
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Commercial-bank demand for municipal 
bonds suffered still another tax shock early 
this year when the Internal Revenue Service 
served notices of tax deficiency on several 
banks for deducting interest expense upon 
indebtedness — primarily Eurodollars and 
Federal Funds—which IRS claimed was in
curred by the banks in question to purchase 
or carry tax-exempt securities. These de
ficiency notices were based on a provision 
of the tax law which prohibits investors, who 
borrow money to buy or hold in inventory 
tax-exempt municipal bonds, from deducting 
the interest expense incurred on such bor
rowings as a business expense for tax pur
poses.

In the past, IRS had made little attempt 
to allocate an investor’s interest-expense tax 
deductions among his various investments, 
except in cases where there was clear evi
dence of abuse. The IRS initiatives in this 
regard were apparently occasioned by recent 
Supreme Court decisions which, in effect, 
require insurance companies and investment
banking houses to pro-rate their interest de
ductions among various investments and to 
exclude the portion of their total interest 
expense allocated in this manner to munici
pal-bond portfolios. The banks have indi
cated their intention to resist the application 
of the new standard, and IRS has yet to issue 
its final ruling. In the meantime, however, 
this administrative change remains a negative 
factor in commercial-bank demand for mu
nicipal bonds.

Future requirements

Under present conditions, the near-univer
sal dependence of state and local govern
ments on the tax-exempt securities market 
as their basic source of long-term credit tends 
to compound the difficulties of financing 
public improvements. This institutional ar
rangement severely limits the flow of funds 

142 from which these governments can borrow,

State  and local governments obtain 
most funds from long-term obligations

Billions of Dollars
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and ties them to sources of finance which are 
subject to wide fluctuations because of peri
odic changes in national monetary and fiscal 
policies.

State and local government officials gen
erally have balked at any suggestion that they 
should broaden their credit base beyond the 
sheltered market for tax-exempt bonds. 
However, the weight of financial necessity 
may force them to revise their position. 
Many governments could not sell their tax- 
exempt bonds in the 1969 market, and even 
those who could soon found that the shrink
age in the yield spread between taxable and 
tax-exempt securities had considerably re
duced the proportion of the Treasury’s tax 
subsidy which they were able to capture. 
Although 1969 was an especially rough year 
for the municipal-bond market, it may be 
more typical than the early 1960’s of the 
type of market that state and local govern
ments will face in the years ahead.

State and local governments increased 
their outlays for public facilities at an annual 
rate of about 7 percent during the last decade 
—from $15 billion in 1960 to an estimated 
$28 billion in 1969. At present there is no 
reason to anticipate a slowdown in this area 
in the 1970’s; and there is ample support for 
the case that financial requirements for
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public facilities may be considerably greater 
in the decade ahead.

Communities will have to keep pace with 
traditional demands for schools, streets, 
highways, parks, hospitals, police and fire- 
stations, and the like, and they also will be 
confronting a host of new demands for facil
ities associated with environmental control, 
the redevelopment of cities, and the rehabili
tation and expansion of urban transit sys
tems. Pollution control alone may require 
tens of billions of dollars.

State and local governments financed 
nearly one-third of their investment in pub
lic improvements during the 1960’s through 
increased debt, so that the decade ended with 
a $67 billion increment in total state and 
local debt outstanding. The capacity of the 
tax-exempt securities market to accommo
date growth of this magnitude in the 1960’s 
was quite impressive, especially since the 
market placed the entire debt increment with 
the public. (By contrast, the public absorbed 
less than half of the $71-billion increment 
in Federal debt during the same period, the 
balance being placed with federally spon

sored credit agencies, the Federal Reserve, 
and the Federal Government itself.) Never
theless, the magnitude of the credit demands 
prospective for the 1970’s suggests that the 
municipals market as presently constituted 
may not be able to accommodate all of them 
without further increases in bond yields.

The long-term credit requirements of the 
entire economy promise to be quite large 
in the decade ahead. In addition to the ex
traordinary requirements of state and local 
governments, business demands for credit 
should rise sharply as technological advances 
are translated into new industrial plants, and 
additional pressures on credit markets will 
be added by a growing volume of private 
credit demands being met through new and 
expanded programs of Federal credit assist
ance.

Net borrowing from the public by federal
ly guaranteed borrowers and the Federal 
National Mortgage Association may exceed 
$20 billion in fiscal 1971— a one-third in
crease over the record $ 15 billion these pro
grams are expected to raise in fiscal 1970. 
Such programs pre-empt real and financial

STATE AND LOCAL GOVERNMENT FLOW OF FUNDS
(Billions of Dollars)

Year
Tax

Receipts

Social Insurance 
and Grants 

Received
TOTAL

RECEIPTS

Purchases 
of Goods 

& Services

Net Interest 
& Transfer 
Payments

TOTAL
PAID

N et '
Surplus

Retirement 
Credit to 

Households
Gross*
Savings

1950 17.8 3.3 21.1 19.5 2.8 22.3 —  1.2 0 .7 - 1 . 9
1951 19.6 3.7 23.3 21.5 2.2 23.7 - 0 . 4 0 .7 —  1.2

1 95 2 21.2 4.0 25.2 22.9 2.4 25.3 — O.xf 1.0 —  1.1
1953 22.9 4.3 27.2 24.6 2.4 27.0 0.1 1.3 - 1 . 1

1 95 4 24.2 4 .6 28.8 27.4 2.5 29.9 — 1.1 1.5 - 2 . 6
1955 26.5 4.9 31.4 30.1 2.6 32.7 —  1.3 1.3 - 2 . 6

1 95 6 29.3 5.3 34.6 33.0 2.6 35.6 — 0.9 1.4 - 2 . 3

1 95 7 31.7 6.5 38.2 36.6 2.9 39.5 — 1.4 1.6 - 3 . 0

1 95 8 33.5 8.1 4 1 .6 40.6 3.4 44.0 - 2 . 3 1.5 - 3 . 8

1959 36.5 9.6 46.1 43.3 3.5 46.8 - 0 . 8 2.0 — 2.8

1960 40.3 9.5 49 .8 46.1 3.5 4 9 .6 0.2 2.3 - 2 . 1
1961 4 3 .2 10.4 53.6 50.2 3.9 54.1 - 0 . 5 2.5 - 3 . 0
1 96 2 47.1 11.5 58.6 53.7 3.9 57.6 0.9 2.5 - 1 . 6
1963 50.5 12.9 63.4 58.2 4.0 62.2 1.2 2.4 - 1 . 2

1964 54.9 14.5 69.4 63.5 4.3 67.8 1.7 2.8 —  1.1

1965 59.8 15.6 75.4 70.1 4 .4 74.5 1.0 3.3 - 2 . 4

196 6 65.8 19.4 85.2 79.0 4.9 83.9 1.3 4 .0 - 2 . 7
1967 71.5 21.5 93 .0 89.3 5.7 9 5 .0 - 2 . 0 4 .6 - 6 . 6
196 8 81.3 24.9 106 .2 100.7 6.9 107.6 - 1 . 5 4 .3 - 5 . 7
196 9 9 2 .8 2 7 .6 120 .4 112.7 8.3 121.0 - 0 . 6 5.0 - 5 . 6
Source: Board of Governors of the Federal Reserve System
-Note: Negative numbers indicate a deficit on flow of funds accounts.
tLess than $0.05 billion. 143
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resources just as if they were included in the 
Federal budget (which, of course, is their 
purpose) and reduce absolutely the flow of 
funds available for rationing among other 
credit users.

Much of this expansion in Federal credit 
assistance is intended to help implement the 
housing goals set forth in the Housing and 
Urban Development Act of 1968. For those 
goals to be achieved on schedule by 1977, 
the housing pace in coming years would have 
to be double the average pace (1.5 million 
starts) achieved during the 1967-69 period. 
Indeed, over $ 100 billion in additional mort
gage credit would be required, even allowing 
for as much as a 20-percent shortfall in 
housing starts.

Private business requirements for external 
finance could be substantially higher in the 
1970’s than in any other period in our his
tory, assuming the economy manages an 
early return to a normal rate of real econom
ic growth. The pace of technological change 
has never been faster, nor the imperative to 
innovate in order to stay abreast of stiffen
ing domestic and international competition, 
stronger. The economy will require not only 
new plant and equipment to provide the 
large increments in output demanded by a 
fast growing and increasingly affluent popu
lation, but also an as yet undefined, but un
questionably large, investment to comply 
with much stronger environmental controls.

Moreover, the business sector entered the 
decade of the 1970’s with a very low liquid
ity base, and liquidity is not likely to be 
much improved by the internal cash flows 
now in prospect. Hence, this sector will need 
sizable injections of external funds for re
building liquidity along with the funds re
quired for financing new investments.

The projected growth of state and local 
government credit requirements bids fair to 
outpace the growth of either GNP or the 

144 total flow of funds to the nation’s credit

markets. Thus, these governments may need 
to compete for a progressively larger share 
of the credit available to all sectors of the 
economy, at a time when they are having dif
ficulty just holding their own. In these 
circumstances, it is difficult to be optimistic 
about the municipal-bond market.

Short-run options

In the period immediately ahead, there is 
an urgent need to get municipal-bond finance 
back on the track so that the current backlog 
of credit requirements can be met without 
further dislocation. Given the magnitude of 
prospective credit demands from all sectors 
of the economy, and the several factors 
which presently restrict the flow of funds to 
the tax-exempt securities market, it would 
seem impractical for public officials to expect 
a sharp decline in municipal-bond yields in 
the immediate future. States and localities 
can avoid some of the current pinch by 
shifting as much of their expenditures as 
possible to a “pay as you go” basis. How
ever, there obviously are strict limits to this 
strategy in a time of tight budgets and heavy 
tax burdens. Even at its present inflated 
price, credit remains a necessity.

States and localities should take prompt 
action to raise or eliminate the artificially 
low debt and interest ceilings which now act 
as effective constraints on their borrowing. 
In many cases, such ceilings are the artifacts 
of another era — an era when market rates 
were relatively low, more limited sources of 
revenue were available to states and their 
political subdivisions, and anticipated public 
facilities requirements were based on the 
needs of a low-density, predominantly rural 
population.

Modifications also may be needed in the 
statutes which unduly restrict the manage
ment of public funds. State and local trea
surers are increasingly attempting to manage
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public portfolios to secure the highest avail
able return consistent with a sound invest
ment policy, and some state treasurers are 
already using public deposits to shore up 
commercial-bank demand for their securities, 
in much the same manner that the business 
community “buys” its lines of credit with 
deposits.

Past experience suggests that borrowing 
costs are significantly higher for small units 
of government than for comparable larger 
units. Smaller units may take some steps to 
improve their competitive position in the 
market, but they can seldom overcome the 
basic disadvantage of being low-volume, high 
unit-cost borrowers. Some state governments 
have devised a partial solution to this prob
lem by extending credit assistance to smaller 
governmental units through direct loans, 
state credit guarantees, and technical assist
ance in floating local bond issues.

The elimination of artificial interest ceil
ings, the judicious management of public 
funds to preserve a market for state and local 
securities, and state-operated credit assist
ance programs are a few examples of the 
actions which states and localities can initiate 
on their own. Although these efforts will not 
relieve the fundamental pressures now con
fronting these governments in the capital 
market, they can make it somewhat easier for 
them to cope with the current situation.

In addition, some Federal Government 
accommodation may be necessary if the state 
of the economy does not permit a relaxation 
of credit conditions within a reasonable time- 
frame. The Federal Government would be 
mistaken if it attempted to negate the market 
pressures which are forcing long-overdue 
changes in the institutional arrangements for 
financing state and local capital improve
ments; however, it would be equally unwise 
if it assisted the existing institutions into their 
coffin prematurely.

The long-run solution to the problem of

Long-term muni-bond yields climb 
higher in '69 than ever before

Percent

financing public improvements will require 
new initiatives at all levels of government 
and a large measure of intergovernmental 
cooperation— all of which will take time to 
work out and make operational. In the in
terim, even relatively minor adjustments can 
make the difference between credit shortage 
and credit crisis, especially when the effects 
of such adjustments are compounded as they 
are in the municipal-bond market.

Long-run options

A number of proposals, generally involv
ing some form of Federal credit assistance, 
have been developed to help state and local 
governments permanently broaden their 
credit base. Two of the most widely-debated 
proposals—the Subsidy-Guarantee Plan and 
the Agency Plan— should be mentioned here. 
Both aim at relieving the pressure on the mu
nicipal-bond market without compromising 
the “right” of state and local governments to 
issue tax-exempt obligations.

The Subsidy-Guarantee Plan would pro
vide state and local governments with the 
option of financing capital improvements by 
issuing taxable state and local obligations. 
The Federal Treasury would back these se 145
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curities with a Federal credit guarantee, and 
would bear a portion of their interest cost. 
The credit guarantee is designed to eliminate 
(or at least minimize) differences in interest 
cost to individual jurisdictions on account of 
their size or creditability; and the direct in
terest subsidy is intended to help offset the 
additional interest cost associated with bor
rowing in the taxable (rather than the tax- 
exempt) securities market.

The Agency Plan involves issuance of se
curities through a Federal Agency or 
“Bank.” This agency would issue its own 
taxable securities backed by the full faith and 
credit of the U.S. Government, and would 
reloan the proceeds to state and local gov
ernments at subsidized interest rates, either 
directly or by purchasing tax-exempt state 
and local obligations from private under
writers. The Federal Treasury would absorb 
the losses incurred by this Agency because of 
the difference between the interest rates it 
would charge state and local governments 
and its own borrowing costs.

Both approaches involve similar costs to 
the Federal Government, with the subsidy 
being financed directly by Federal tax rev
enues or by the sale of U.S. Treasury obli
gations. Both approaches would help reduce 
the cost of state and local borrowing, and 
could provide an extra volume of credit to 
supplement what is already available from 
the municipal-bond market. Hence, choices 
between them turn on refinements of relative 
costs— and on a number of important non
economic considerations.

It is not our purpose here to undertake a 
detailed evaluation of these or other propos
als that have been advanced, but rather to 
emphasize the pressing need for some type 
of initiative to broaden the credit base of 
state and local governments. The case for 
some form of Federal credit assistance rests 
upon more than the present financial condi
tion of these governments. It also rests upon

the unique position of state and local bor
rowers in the nation’s credit markets.

The business and household sectors of 
the economy share the cost of their borrow
ing with the U.S. Treasury by tax deductions 
for the interest expenses they incur. Similar
ly, the Federal Government automatically 
recovers part of the cost of its borrowing 
with the Federal income tax, and it typically 
refunds its debt at maturity so that for all 
practical purposes the principal is never re
paid.

State and local governments comprise a 
distinct third class of borrowers—neither pri
vate, nor public in the same sense as the 
Federal Government. They pay no taxes 
from which they could deduct interest costs 
as businesses and households do, and they 
lack the debt-management options available 
to the Federal Government by virtue of its 
twin control of the Federal Reserve and the 
Treasury.

The exemption of municipal-bond interest 
from Federal taxation traditionally has acted 
as an “equalizer” to place the states and their 
political subdivisions on a more equal foot
ing with Federal and private borrowers in 
the market place. Even though events may 
have overtaken this institutional arrangement 
and rendered it inadequate to meet total state 
and local credit requirements, the unique 
position of these governments vis a vis other 
borrowers in the market remains substantial
ly unchanged. Hence, proposals to broaden 
the state and local credit base all include 
some form of Federal credit assistance.

The proposals for the use of taxable se
curities revolve around a crucial point dis
cussed earlier— namely, the tendency for 
state and local long-term credit requirements 
to grow faster than the flow of funds to the 
tax-exempt securities market. Since income 
taxes are progressive, and since the volume 
of tax-exempt bonds is too large to be ab
sorbed by persons in the highest tax bracket,146
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municipal-bond yields periodically must be 
raised to attract investors in successively low
er tax brackets. Each time this occurs, all 
potential municipal-bond investors in higher 
tax brackets reap windfall gains, the cost of 
tax-exemption to the U.S. Treasury increas
es, and the value of tax-exemption to state 
and local governments declines.

While efficiency is not the only important 
consideration in devising a scheme for solv
ing state and local government credit prob-

July 1970 M O N T H L Y

lems, it is certainly an important one. The 
interest saved by state and local governments 
on account of the tax-exempt status of their 
securities has amounted to less than two- 
thirds of the revenue lost by the U.S. Trea
sury in the postwar period, and therefore, 
it would seem worthwhile to at least investi
gate other institutional arrangements as the 
Federal Government contemplates augment
ing its assistance effort.

Kent Sims

R E V I E W

Reprints Available
Crisis in the State House— An analysis of the disequilibrium caused by the slow 
growth of state-government revenues and the rapid growth of their expenditures.

A Time for Sharing — An analysis of the proposals to enlarge the proportion of 
Federal tax revenues channeled to state and local governments.

The Elasticity of California’s Individual Income Tax—A study measuring the tax’s 
elasticity with respect to California’s personal income, population growth, and 
changes in the structural definition of the tax base.

Copies of these and other Monthly Review publications are available upon request 
from the Administrative Service Department, Federal Reserve Bank of San Fran
cisco, 400 Sansome Street, San Francisco, California 94120.
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Aerospace in the Doldrums

Yesterday, the West’s aerospace business 
was booming, but today, practically all 

firms in the business are reducing their pay
rolls. This major regional industry is now 
suffering (as it does periodically) from a 
severe cutback in Pentagon spending, but its 
difficulties have been accentuated on this 
occasion by a prolonged decline in space- 
agency spending and by a reduced inflow of 
orders from the hard-beset commercial air
lines.

Aerospace manufacturing employed 755,- 
000 workers in Twelfth District states at the 
top of the boom in December 1967. But 
payrolls have now been reduced by almost 
20 percent, to about 610,000 in May 1970. 
In contrast, the rest of the national industry 
reached its peak about a year after the West
ern peak, and has since suffered an 11-per
cent decline.

The Western economy has been seriously 
affected by these cutbacks, especially since 
aerospace in late 1967 employed 7 percent 
of all nonfarm workers in the District, as 
against 2 percent of the total elsewhere. In 
manufacturing alone, the industry then em
ployed one out of every three regional work
ers, as against one out of every twenty fac
tory workers elsewhere.

The aerospace slump, coupled with the 
nationwide business slowdown, has caused 
a sharp increase in joblessness in those areas 
where the industry is centered. In May of 
this year, while the nation worried about a 
rise in the overall unemployment rate to 5.0 
percent, California’s jobless rate stood at 5.9 

48 percent, and Washington’s rate reached 8.4

percent. This problem was highlighted re
cently when two Southern California aero
space firms stopped payments out of their 
depleted funds for supplemental unemploy
ment benefits.

The cutbacks in the West’s aerospace in
dustry have already exceeded those recorded 
during the industry’s last major decline, 
which encompassed a 15-percent reduction 
in jobs between late 1962 and early 1965. 
In the earlier slump as in the more recent 
decline, cutbacks developed because of a re
duced inflow of orders from the Pentagon, 
the space agency, and the commercial air
lines—but a major boom developed in the 
intervening years on the heels of a sharp 
upsurge in military and airline orders. Be
tween early 1965 and late 1967, employment 
in the regional industry jumped from 550,- 
000 to 755,000.

W e st's  aer@spac@ industry accounts 
for over half of nationwide job loss

Thousands

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



July 1970 M O N T H L Y  R E V I E W

Rise and fall

Military orders provided a strong founda
tion for the boom, even though District 
aerospace firms accounted for less than one- 
half of the Vietnam period’s sharp increase, 
from $6.5 billion to $8.7 billion, in all mili
tary prime contracts going to District firms. 
(Other regional firms—weapons manufac
turers, petroleum producers, and service 
firms— accounted for the bulk of the in
crease.) Indeed, the order inflow to Western 
military-aircraft producers did not rise at all 
between 1964 and 1968, although the Penta
gon’s total aircraft purchases increased by 
two-thirds over that period, As a conse
quence, and despite sharp gains in electronics 
and missile contracts, District states in 1968 
accounted for only 20 percent of total mili
tary-hardware contract awards — down 
sharply from the more typical 31-percent 
share of 1964.

Space-agency awards contributed little to 
the upsurge in employment, since procure
ment awards to District firms began to drift 
downwards after reaching a peak of $2.0 
billion in 1964. The major support of the 
boom thus turned out to be the commercial- 
aircraft industry. The order backlog for the 
two major commercial-aircraft firms jumped 
from $1.6 billion in December 1964 to 
$7.6 billion in December 1967, as airlines 
throughout the world completed their pur
chasing programs for first-generation jets and 
began to place orders for second-generation 
jumbo jets.

The reversal of the upsurge in military and 
commercial orders, along with the contin
ued decline in space-agency spending, has 
brought about the industry’s current prob
lems. Military contracts began to ease by 
mid-1969, and fell to a $4.5-billion annual 
rate in first-quarter 1970. Commercial-trans- 
port orders peaked in 1968 with the receipt 
of the first batch of orders for jumbo jets,

West suffers decline in military, 
space, and commercial-jet business

B illions of Dollars

and backlogs dropped to $6.0 billion by 
April 1970. Since their respective peaks, 
military orders have dropped almost by half 
and commercial backlogs by about one-fifth.

Decline in jobs

Employment in the regional industry con
sequently has fallen 20 percent, from 755,- 
000 to 610,000, between December 1967 
and May 1970. (However, employment still 
remains about 10 percent above the low 
reached in December 1964.) Aerospace 
employment elsewhere, which reached a high 
of 990,000 about a year after the Western 
peak, has since dropped by 11 percent to 
about 880,000 today.

During the boom, most hirings were con
centrated in blue-collar production-line work, 
and during the decline, most of the layoffs 
centered in the same category. Thus, the 
present composition of the aerospace work
force in the two major producing states is 
about what it was in 1964, with a 48-52 per
cent breakdown between production and 
nonproduction workers in California, and a 
64-36 percent breakdown in Washington.

About 70 percent of California’s recent 
decline, and 57 percent of Washington’s de- 149
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Regional share of military contracts 
reduced during Vietnam conflict

Billions of Dollars

Percent

dine, has centered in the blue-collar cate
gory. Washington’s greater relative reduction 
in white-collar jobs reflects that state’s 
greater buildup in that category during the 
aerospace buildup. Washington plants hired 
a large number of professional and technical 
workers between 1965 and 1967, partly be
cause of a doubling of research-and-develop- 
ment work, and partly because of the sub

stantial need for workers of this type to 
prepare (unsuccessful) bids for proposed 
military and space projects.

Bleak prospect?

Near-term prospects for the regional aero
space industry do not look very promising. 
Employment will probably continue to de
cline for most of the year, because of pro
jected cutbacks in military, space, and per
haps even commercial-airline spending. The 
cutbacks in military and space spending were 
heralded months ago with the introduction 
of the 1971 Federal budget, while the weak
ness in the commercial sector reflects a 
slower-than-projected growth of airline travel 
and a continued weakening of the airlines’ 
financial condition.

Industry sources indicated early in 1970 
that employment would drop by 55,000 in 
California and by 18,000 in Washington for 
the year as a whole, but through May, the 
actual decline in jobs has totaled 40,000 in 
California and 21,000 in Washington. There 
are a few bright spots; for example, the suc
cessful bid on the B-l bomber will add about
6,000 jobs later this year to the Southern 
California industry. But unless more con
tracts of this type come in, 1970 will defi
nitely not be one of the industry’s better 
years. Donald Snodgrass

Publication Staff: R. Mansfield, Artist; Karen Rusk, Editorial Assistant.

Single and group subscriptions to the Monthly Review  are available on request from the Admin
istrative Service Department, Federal Reserve Bank of San Francisco, 400 Sansome Street.

San Francisco, California 94120
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Western Digest
Bank Loans Expand

In June, large District banks posted only a nominal— $10 million—increase in 
total credit. Large reductions in their portfolios of U. S. Treasury securities and 
municipal issues nearly offset the $202 million increase in loans. The sharp rise in 
loans reflected an increase of $96 million in loans to business and a $92 million gain 
in loans to nonbank financial institutions. Much of this borrowing was related to 
credit needed to meet mid-June corporate tax payments. Mortgage and consumer 
instalment loans also rose in June.

Deposits Increase
Large District banks gained $140 million in demand deposits adjusted and an

other $400 million in U. S. Government demand deposits. Time and savings deposits, 
however, rose only $9 million. Passbook savings and time deposits held by indi
viduals continued to increase, and there also was an inflow of large CD’s. But states 
and political subdivisions withdrew $215 million in time deposits at District banks— 
a normal seasonal outflow.

Western Housing Gains
Housing starts in the West rose slightly to 225,000 in May (seasonally adjusted 

annual rate). In the rest of the nation, starts fell 2 percent to an annual rate of 
975,000. But the reverse situation prevailed in new housing permits; during May, 
permits fell in the West and rose in the rest of the country.

Lumber Orders Drop
Orders for lumber at the mills hit a new low during May. Despite producers’ 

efforts to hold the line on prices, quotations began to weaken around mid-May, and 
at month-end prices were well below levels prevailing during the spring periods of 
the two preceding years.
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