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indicate for national state and local government cxpenditures?

Introduction and Conclusions -

State and local governments will remain stronger in the Ninth
Districti/ than the rest of the country. That's the main conclusion of
this report, which considers these questions: How have district state
and local government spending plans been affected by New York's finan-
cial crisis? What do state general fund data imply for district state
and local government outlavs in fiscal 1976 and 19777 And what do they

Judging from the last half of 1975, New Vork's financial
crisis will not sigunificantly affcct district state and local government

spending this year, The region's fiscal soundness should enable govern-

.

ments to continue to borrow at more favorable terms than governments
elsewvhere. District state and logal governments can expeclt greater
investor scrutiny of their affairs, and communities with lower credit
ratings will still have to pay more to borrow. But if loup-term interest
rates do not rise markedly, dnterest rate ceilings on borrowing costs
should not be a restricting factor. District governments should there-
Fore be able to obtain funds to carry out spending plans.

Due to their agricultural and energy orientation, Ninth
District state and local governments fared quite well in fiscal 1974 and
1975, when dinflation and recession were severcly restricting many state
and local budgets. High agricultural prices strengthened eronue erowth
during this period, and sizecable surpluses accumulated. ALl district
state.govcrnments cxeept South Dakota's have been able to carry out

programs and grant tax relief without raising taxes. So district state

“and local government spending growth will probably outpace the nation's

in fiscal 1976 and 1977.



State general fund data provide a current asscssment of how
state policy makers view their spending plans. A method was developed
to use this information to forecast national state and local wovernment
purchases of goods and scrvices. The exercise indicates that national
cxbendituyes may expand faster than the Board of Governors' staff
predicted December 11, 1975, but slower than the MRD forecast of
January 14, 1976. lere, too; growth in district state and local govern-

ment outlays is expected to surpass the nation's.




Impact and ITmplications of New Jork's Financial Crisis on
Ninth District State and Local Governments

Municipal Bond Market Developments in 1975

New York's troubles heavily influenced municipal borrewing in
the last halt of 1975, but the market had other problems evident earlier.
“Increased use of municipal revenue bonds, especially for pollution
control, helped swell municipal bond offerings Lo record levels. At the
‘same time, traditional municipal bond buyers—-banks and propertv and
casualty insurance companices—-cul back on fhojr municipal bond purchases.
These factors pushed up tax-cxempt security vields, both absolutely and
relative to yields in other markets (sce Table 1).

Tmposed on an already tightening situation, then, the New York
financial crisis drove municipal bond rates up markedlv as investor
confidence in the market significantlv croded during the last half of

/

0l
1975.— Corporate viclds remained essentially unchanged during that
I

time, so the ratio of municipal to corporate bond vyields reached record

'highs.

Impact on the Ninth District

llow have 1975's municipal bond market developments affected
Ninth District state and local government expenditures and borrowiqg
costs in 19757 What dimpact arve they likoly to have on government spend-
ing in.L976? The first question will be answered by contrasting dis-—
trict municipal borrowing costs to other arecas' during the New York City
financial crisis and then investigating the effects of changing vields
within the municipal bond market, greater investor scrutiny, and the
restraints imposed by interest rate ceilings on state and local govern-
ment borrowing. DBased on the 1975 éxperionce, a tentative answer will

be given to the sccond question.




Table 1

Municipal and Corporate Long-Term Bond Yields

Ratio of
Hunicipal to

Municipal Corporate Corporate
Bond Yields Bond Yields Jond Yicelds
1970 6,427 3.517% L7547
1971 5.62 7.94 L7708
1972 5.30 7.63 .695
1973 5.22 7.80 . 669
1974 6.19 3.98 . 689
1975 7.05 9.47 L7440
19751 6.66% 9.397% L 709%
IT 6H.95 9.50 732
1T 7.20 9.50 . 758
v 7.37 9.47 .778

Source: _]T;Q_q_(f{_n‘_;],'_Il_r:;sct?vo Bulletin




In general, distrvict statc aad local covernments were able to
borrow funds during the last half of 1975 at more generous terms than
the rest of the countryv. Minncapolis, for example, was able to berrow
at a slightly lower interest rate in September 1975 than in May 1974,
while other cities, particularly those on the East Coast, had to pay

considerably higher rates (see Table 2). A study by the Municipal

Finance Officers Association also discovered this uncven regional impact

(sce Table 3). Incremental intercst costs attributed to the Now York

situation in the third quarter amountoed Lo 8.4 bhasis points in the North
Central states (including Ilinlh}Emt;x, North Dakota, and South Dakota) and
13.4 basis peints in the Mountain states (including Montana) as con-
trasted to 54.8 basis points in the Middle Atlantic states, excluding
New York.

The district's more favorable cxpericnce in the municipal bond
market can be attributed to scveral factors. Recent cconomic condilions
have been stronger here than nationally. Also, the region's pgovernments
have had to rely less on short-term borrowing, and the district has
taken a conservative approach to financial affairs: A municipal {inance
authority considered Minnesota's high credit rating "among the best in
the country hecause of the paucity of short-term debt, the prudent use
of borrowed funds, general fiscal conservatism, increased retail sales.
and balanced budgcts.”q/

Although Ninth District state and local governments have been
able to borrow at more favorable vates than other arcas, the recent

changes within the market have boosted borrowing costs and somewhat

restricted the ability to issue bonds.
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Table 2

Municipal Borrowing Costs in Various Cities

May Sept.
City 19751975
Minneapolis 5. 287 5.23%
Topeka 5.21 5.85
Phoenix 4.76 6.406
philadelphia 5.87 3.83
Jersey City 5.89 10.36
Long Beach, N.Y. 5,40 11.50

Yield Spread
Between Ma

1974

Sept.

4. !

6.0

and

L0567

R

.70

Source: Sanford Rosce, "The Trouble with Municipal

Just New York,"

Fortune,

Jecembor

1975,

p.

1975

v

ond s
105,

is Not




Table 3

Regional Estimates of the New York Iinancial
Crisis Tmpact on State and Local Government
Jorvowing Costs in the Thivrd Quarter of 1975

Estimated Increment
Region in Net Interest Costs

(in basis points)

New Yorlk State 4505
Other Middle Atlantic 54.8
Northeast L1.6
NORTH C]ZN’I‘RM,* 8.4
South Central 17.5
Pacific . 21.4
MOUNTATN** 13.4
South Atlantic 16.7

*Includes Ninth District states Minnesota, North Dakeota, and
South Dakota plus Illinois, Indiana, Towa, Kansas, Michigan,
Missouri, Nebraska, Ohio, and Wisconsin.

**Tnceludes Ninth

District state Montana pius Arizona, Colorado,
Tdaho, Nevada, N

cw Mexico, Utah, and Wyoming.

Source:  Ronald W. Forbes and John F. Peterson, "Costs of Credit
Lrosion in the Municipal Bond Market,'" Municipal Tinance
Officers Association, Chicago, Tllineis, December 20,
1975, p. 8.




! One change significant for tuis arca is a trend toward greater
sclectivity with regard to the qua,l_'i,tj,; of the issuecs; the gap between
vields on high-quality (Aaa) and low-quality (Baa) municipals has widened
(see Table 4). The spread averaged 64 basis points in 1974 and by the
;
fourth quarter of last vear had more than doubled to 142 basis points.j
This development has increased the cost of borrowing for lower-rated
Ninth District governmental units. (Tn Minnesota, 41 percent of the
governments rated by Moody's ITnvestment Services had a Dan rating: sce
Table 5.)
Gloselv related to the widening vield spreads is the increased
‘ investor scrutiny of state and local povernment f{inancial affairs and
the importance of ratings for access to the market. New Sccurities .
| .
Exchange Commission (S.E.C.) regulations on municipal bond market
dealers and underwriters are expected to intensifyv the noed for dis-
closure and so make it harder for some to isgsuce bonds,

The St. PPaul school district's current situation is a good
example of this impact within the distvict. Since 1966 the St. Paul
school district has borrowed short-term funds l'fox" operating purposes and
refinanced the debt in the municipal bond market, similar to New York's
p-r-cz«:ipitating circumstances. Moodv's removed St. Paul's bond rating,
and the school district then failed to receive a bid for $23.25 million
in short-term bonds to pay off $22.56 million in short-term debht coming
duc March 135. School district officials' plan to restore their credit

. rating requires an additional tax to allow them to cventually climinate

this short-term borrowing. A Moody's official largely attributed St. Paul's

problems to the impact that the New York situation had on the municipal

5/ . ) < . . . .
bond market . The Minneapolis school district is takin

¢ similar action
. .0/
to assure their bond raring.--




Table 4

Yields on High-Quality (Aaa) Bonds and
Low-Qualitv (Baa) Bonds

Aaa Municipal Jaa Municipal Yield Spread
_Bond Yields Bond Yields (Ban-Aaa)
1970 6.127 6.75% L6377
1971 5.22 5.89 .67
1972 5.04 5.60 .56
1973 4.99 5.49 .50
1974 5.89 6.53 .64
1975 6.43 7.62 1.20
19751 6.21% 7.24% 1.03%
11 6.39 7.46 1.07
LIT 6. 50 7.76 1.26
1.42

1Y 6H.60 8.02

Source:  Federal Resecrve Pulletin



Aaa

Aa

A
ol

bna

Total

Source:

Table 5

Number of Ninth District Governmental
Units Rated by Moodv's, by Ratings

North South
Minnesota Montana Dakota Dakora

8 1 0 0

35 4 3 4
272 23 47 41

8 0 0 0

223 8 6 2
546 36 56 47

Moodv's Bond Record, Janvary 1976

Total

685




No government projects are faown to have been cancelled as a

result of New York's financial crisis, but the higher costs did increase
concern about financing as state and local governments bumped against
Sﬁatutory interest rate ceilings. In Minnesota and Montnﬁn, for exomple,
municipal bond rates hovered around 7 percont; the local peneral obliga-
tion bond ceiling, in the last half of 1975. The primarv cffect on
Minnesota municipalities was a shortening of their debt structures to
;avoid having to pay the higher long-term rates. Although lcgislntibn to
raise the 7 percent ceiling has been introduced, neither the Minnesota
League of Municipalitics nor the Minnesota School Poard Association, two

major lobbying groups for local governments, arec actively supporting it.
. - foel 2l O - 2

Implications for 1976%

Judging from the district's cxperience in the last half of
1975, Néw York's financial crisis will not significantly affect district
state and local government spending this vear. The region's f{iscal
soundness should enable governments to continuce to borrow at more
favorable terms than governments elsewhere. Nevertheless, district
state and local governments can expect greater investor scrutiny of
their affairs, and communities with lower credit ratings will still have
to pay more to borrow. If long-term interest rates do not rise markedly,
interest rate ceilings on state and local government borrowing costs
should not be a restricting {actor. Consequently, district governments

should be able to obtain {unds to carrv out their spending plans.

*These developments also suggest possible reforms in the
municipal bond market which are discussed in an addendum to this paper
(sce page 20). |




Outlook for Ninih District
State and Local Governments in Fiscal
1976 and 1977

New York's 1975 problems are not expected o curtai: district

state and Locas oo o 0 T a0 but vt G S hose plans for

fiscal 1976 and 19777 And how does the district outlook translate into

national prospects for state and local govermments? These questions

will be answered in this section.

Because state general funds finance a suhsrnnriﬁl p&rtion of
both state and local outlavs (and are the only complete data available),
state general fund cxpenditures will be used as a proxy for total state
and local government spending in the past and future. The apparent
district outlook will then be used to project naticnal state and local
government cxpenditures. This outlook will be compared to the staff of
the Board of Governors' December 11, 1975, forecast and the MRD Janaury 14,
1976, forecast for state and local government purchases of. goods and

services to sece how reasonable these numbers scem to be.

Ninth District Situation

Despite the recession and rapid inflation and in contrast to
most of the rest of the country, all district states cxcept South
Dakota generated significant general fund surpluses in fiscal 1974 and
1975 (see Table 6). This was mainly duc to the district's cconomic
base. According to a Joint Economic Committee study last year, states
that rely heavily on ngribu]tural income (as do ilinncscta, North Dakota,
and South Dakota) and states that are energy producers (as is Montana)
had large geﬁoral fund surpluses in mid-1975 and were not being [orced
to make the substantial cutbacks confronting states with high recession—

. 7
induced unemployment .=
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Table 6

1/
District State General I'und Financeswl
Fiscal Years 1973-1977

Millions of Dollars Percentage Changes
1973 1974 1975 1976 1977 1973-4 1974-5 1975-6 1976-7
‘/Minncsota
Beginning Balance 11.5 74,5 233.7 403.0 27404
Revenues 1730.3 1885.5 2106.1 2245.6 2467.3 9.0 11.7 6.6 9.9
Expenditures 1667.3 1726.3 1936.8 2374.2 2676.9 3.5 12.2 22.6 12.7
Annual Surplus or Deficit 63.0 159.2 169.3 -128.6 -209.6
Ending Balance 74.5 233.7 403.0 274.4 64.8 213.7 72.4 -31.9 -76.4
i/Montana
Beginning Balance 6.7 24.6 40.8 48.3 37.3
Revenues 112.6 131.8 156.6 162.2 178.0 17.1 18.8 3.6 9.7
Expenditures 94.7 115.6 149.1 173.2 191.8 22.1 29.0 16.2 10.7
Anmnual Surplus or Deficit 17.9 16.2 7.5 -11.0 -13.8 ,
Ending Balanace 24.5 40.8 48.3 37.3 23.5 66.5 18.4 -22.8 -37.0
,/North Dakota
Beginning Balance 29.5 52.3 89.5 155.9 124.3
Revenues 135.8 173.2 220.4 183.1 198.4 27.5 27.3 ~-16.9 8.4
Expenditures 113.0 136.0 154.0 214.7 227.8 20.4 13.2 39.4° 6.1
Annual Surplus or Deficit 22.8 37.2 66.4 -31.6 -29.4
Ending Balance 52.3 §9.5 155.9 124.3 94.9 71.1 74.2 -20.3 -23.7
'/SouLh Dakota
Beginning Balance 10.8 23.5 27.2 3.5 15.9
Revenues 114.0 126.7 139.3 157.3 170.6 1.1 9.9 12.9 8.5
Cxpenditures 101.3 123.0 153.0 154.9 178.4 21.4 24:4 1.2 15.2
Annual Surplus or Deficit 12,7 3.7 -13.7 2.4 -7.8
Ending Balance 23.5 27.2 13.5 15.9 8.1 15.7 -50.4 17.8 ~49.1
Your-State Total
Beginning Balance 58.5 174.9 391.2 620.7 451.9
Revenues 2092.7 2317.2 2622.4 2748.2 3014.3 10.7 13.2 4.8 9.7
Expenditures 1976.3 2100.9 2392.9 2917.0 3274.9 6.3 13.9 21.9 12.3
Annual Surplus or Deficit 116.4 216.3 229.5 -168.8 -260.6
Ending Balance 174.9 391.2 620.7 451.9 191.3 123.7 58.7 -27.2 -57.7

= estimated
v/ . - - :
General funds are designated to defray the gencral costs of state governments, not for specific purposes. They

contain some cducation monies, but highvay funds are excluded.

7

Figures last revised September 19755 updates tor 1976-77 expected in wid-February.

/

No change in 1977 revenue and expenditure estimates due to tax relief 1n1L11tchs on November 1976 ballot. Only
beginning and c¢nding general fund balances revised.

/
‘Estimates for 1976 and 1977 are based on legislative action so far.

/
“Includes proposed sales tax change (remove tax on food, increase tax 4-5% con cverything else). Revenues drop
$6-8 million if proposal doesn't pass. Will be revised after February 14.

urces:  State budget documents and officals




Things will be different in fiscal 1976 and 1977, though. The
nation's cconomy should be expanding as inflationary pressures case.

And district state and local goverament revenue gains will not be quite
as high.

The past two years' strong growth in district tax receipts is
generally expected to slow (see Table 7). State officials don't see
farm income gains boosting tax receipts in fiscal 1976 and 1977, and in
North Dakota, tax cuts have been enacted. A1l district state govern-
ments except South Dakota have avoided increases in general fund taxes.
(The South Dakota lTegislature is currentlyv considering a sales tax
increasec.)

Another major source of revenue is discouraging too: The 1977,
federal -budget indicates that federal aid to state covernments will not
increase much either.

Despite the expected easing in revenue orowth, howoyer, district
state spending should increase substantially in the next two years.
budget surpluses at the beginning of fiscal 1976 have helped states
avoid cutbacks and maintain or improve programs.  In fact, general fund
expenditures arc expected to rise 21.9 percent in {iscal 1976 and 12.3
percent in fiscal 1977. Part of these increases are earmarked for local
government aids and will be used to check property tax increases.
Another large part will pay for wage increases and other rising costs.
So the impact on the cconomy may not be as great as the percentages
suggest.  Still, the dincreases arce big enough to indicate some expansion

in the district's state and local government scctor.
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National Situation

How docs the Ninth District state and local covernment out look
translate into national state and local government spending prospects
for fiscal 1976 and 19777

To answer this question a simple methodolopy was develaped
linking state general fund expenditures to national state and local
government purchases of goods and services. ‘This approach relies on the
fact that stable or cxplainable relationships exist between district
state gencral fund expenditures and speading by district state and local
governments and between district government spending and national state
and local government purchases of goods and seorvices.

By dividing district state gencral [und expenditures by its
projected sharce of total distvict state and local government expoendi-
tures, an cstimate is obtained for total district state and local govern-
nment expenditures.  This estimate is then divided by the district's
projected share of national state and local government purchases of
goods and services to arrive at a national figure.

Comparable district datd are Limited to [iscal 1966, 1973, and
1974, but a relationship here is clear.  State general fund expenditures
amounted to onlv 10.5 percent of total g<“forxnn(w1t cxpenditures in
fiscal 1966 but increasced to 36.1 percent in fiscal 1973 and 35.6 percent
in fiscal 1974. HMore state aid to local governments accounts for the
rising sharce, and based on 1975 legislative action, it will probably
rise further, to about 38 percent, in fiscal 1976 and 1977.

During the fiscal period 1967 to 1974, the relationship between

district state and local povernment expenditures and national state and




local govermment purchasces of geods nud services has been quite stable.
Tn this eight-vear period, distrvict expenditures averaged 3.46 percent
of national purchases, with the range varying from 3.3 to 3.6 percent.

Since [iscal 1974, when this ratio was 3.3 percent, available
data indicnto that the district state and local government sector has
been growing faster than nationally. This suggests that din fiscal 1976
and 1977 the ratio will probably approximate the 1967-74 average of
3.46 percent.

These two ratios, combined with district state generval fund
ecxpenditures budgeted for fiscal 1976 and 1977, produce varying fore-
casts of national state and local government spending for goods and
services (scc Table 8). The most likely predicts faster growth than the
Board staff does but slower than the January MRD, assuming the district's
share of national expenditures approximates its average share [rom
fiscal 1967 to 1974. The lowest forecast assumes the district's highest
sharg during that period, and the highest forecast the lowest share.
Also, district state and local government expenditures are expected to
rise faster than nationally during the foreccast period.

low useful are district general fund data for projecting

national state and local povernment purchases of goods and services?
The traditional approach hias been to project the trend rate of pgrowth
for the last several vears. Recently, however, inflation, recession,
and demographic and voter attitude chanpes have made this method less
reliable.

Uéjng ceneral fund data has the advantage of projecting,
policy makers' current spending proposals to the national level, instead

of relvyine on historical trends which may no Jonger hold. The fact that
ol S




Table 8

Projections of National and District
State and Local Government Purchases of Goods and Services
I'iscal Years 1976 and 1977

1975 1976 1977 Percentage Changes
Actual Pstimated  Estimated 1975-6 1976-7
NATLONAL TORECASTS (m?ls.)
Board of Governors' Staff
(December 11, 1975) S 202.3 S 218.0 S 242.6 7.87 11.3%
MRD (January 14, 1976) 202.3 229.3 254908 13.3 13.3
State General Fundl/
Most Likely 202.3 221.9 2497 9.7 12.3
High 202.3 232.6 2612 15.0 12.3
Low 202.3 215.2 2394 DL 12.3
DISTRICT FORECAST (thous.)
State General Fundg 6,646.9 7,676.3 8,018.2 15.5 12.3

expenditures by the ratio of district state genceral fund expenditures to total
district state and local government expenditures (DSGF/DSLGS) and the quotient is
divided by the ratio of district state and local government expenditures to
national state and Jocal povernment purchases of goods and services (DSLCS/NSLGS)
to obtain an estimate of national state and local povernment purchases of poods
and services. Below are the ratios in the above forccasts.

ORTAS

i
i

|
1/ . . A . .
" The state general fund forecast is obtained by dividing district state seneral fund

Most Likelv: DSGF/DSLGS .38, DSLGS/NSLCS

i High: DSGI/DSLGS = .38, DSLGS/NSLGS = .033
Low: DSGF/DSLES = .38, DSLGS/NSIGS = .036
P
: L/Ohtninod by dividing district state general fund expenditures by (DSGF/DSLGS) and

for fiscal 1975, (DSGIF/DSLGS) = .136.




state government has become the domirnt partoer in state and local
fiscal relations is another point in its favor. Also, although the
material is being used differently, the Joint Feonomic Committee is
surveying states for gencral fund data.

Still, these estimatoes should be vicewed as 4 demonstrative
cifort, since discretionary judgment helped develop the forecast ratios.
11 this method appears uscful, more work must be Jdone on estimating

these ratios.




ADDENIN
Possible Municipal Boﬁd Market Reforms

Conditions in the municipal bénd market have inproved since
last fall's tumnltuous events, and the question now is whether those
developments were one-time occurrences or precursors of {uture crises.
Structural changes in the municipal bond markct—--such as the recent
growth in pollution contvel revenue bond financing and decreased commer-
cial bank interest in municipal bonds--will continue Lo complicate
municipal bond [inancing and ﬂuggést that reform is nceded.  To dmprove
the municipal bond warket's vitality, actions must be taken Lo rostorce
and maintain the creditworthiness of state and local governments and to
improve municipal bonds' marketability.

State and local governments' craditworthiness is primarily
thelr own responsibility, and investors' acceptance of this recion's
bonds last vear dindicates that district state, and local governments are
fiscally sound. But they are far from free of financial difficulties,
as indicated by the St. Paul school district's problems. FExamples of a
current effort to prescerve this area's creditworthiness are the follow-
ing Minneapols-5St. Paul Metropolitan Council policies concerning long-
term debt:

The Metropolitan Council will seck to manage the

credit of the region by Timiting metropolitan agency

borrowing and reporting on local lvcn"f(naixlg . The

Metropol itan Council will estimate periodically the

capacity of the arca to borrow for regional purposes

and keep such borrowing well within this capacity.

Concerning the borrowing capacity of the areca
for regional purposes, the Metropolitan Council will

attempt to maintain sufficient unused credit as a

reserve for contingency and uncertainty equal to
twenty percent of the estimated borrowing capacity

; . ) 3
of the area for regional purposcs.--
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While state action is not precluded, offorts to improve
municipal securitiecs' marketability w.i/'lA] reqguire federal legislation.
Because tax exemption is an inefficient and costly methed of subsidizing
state and local govermments, a better remedv would bhe to give munici-
palities a dirccet subsidv vather than the present indirvect subsidy
implicit in the tax-cxempt {eature. State and local governments, hnwo\'m',
would have the choice of issuing either t:n:-cxcmpt‘m‘ taxable bonds.
Whether a community chose the tax-exempt or the taxable route would
depend on the size of the subsidy and the condition of the market.
Legislation supported by the Ford Administration is pending in Congress
that would have the federal government pick un o third of the municipal
bond interest costs. . :

Under current market conditions, anv subsidy mueh Tareer than
20 pervcent would induce some communities to issue their Tonv—term bonds
in taxable form.  As a result, the supply of tax—cxempt l)ond's‘ wou Ld
“decline, reducing those vields, while the supply of taxable bonds would
increase, raising costs to private borrowers. The ratio of yields on
tax-exempts to yields on taxables would therefore fall--perhaps in a foew
vears to the point where it would be cheaper for some local comunitics
to shift back to more tax-exempt issues. With regard to the Ninth
District, the implementation of this proposal would probably benefit
both those Tower-rated municipalities paying higher rates, which would
benel it from the subsidy, and the higher-rated units, which would be
able to continue to sell tax-cxenpt scouritios AL Tower rates.

Andther benef it to subsidizing taxable municipal bonds wou ld
be a much broader market fdr this tvpe of debt. Taxable municipals

would appeal to a large class of institutional investors that now have




no appetite for tax-exempt boonds becruvse they bear only an extremely
Light tax burden, or nonec at all. TIncluded in this category are pension
funds, foundations, colleges and uni&ersitics, and mutual savings banks.
The cost of subsidizing municipal bonds has been a much debated subject,
and several studies have indicated that additional tax revenues would be
able to offset the subsidy costs. Opposition to efforts to provide
subsidies have come from state and local governments that fear becoming
too dependent on direct federal handouts and control.

One reform already cnacted by Congress is the S.E.C.'s new
authority to regulate municipal sccurity dealers and underuriters which
is expected to inerease required disclosure of state and local govern-
ments' financial situations. FEliminating pollution control bonds' tax- .
cxempt status is also a possibility. And a new market for tax—cxempt
debt could be provided if Congress allowed federal trust funds to pur-
chase municipal sccuritics.

Tn addition to federal reforms, state governments could
implement measures to reduce local governments' cost of borrowing and
climinate some administrative difficulties. Scoveral states, for example,
have established bond banks which packgge the bond issuos of small- and
medium-sized communitics and sell them on the open market. These packaged
bonds received interest rates lower than those on the bond issue of an
individual community because some type of state puarantec backs them up.

Another approach is [or state governments to guarantee local
government bonds and so lower interest costs. Tn 1971, for example, the
Minnesota Legislature eniacted the Municipal Debt Service Aid Law which
provides a limited guarantee or pledge by the state of its full faith

and credit behind the peneral obligations of local units of government.




This guarantece, however, has only hal timited use in Minnesota becausce

Gf the extra cost to obtain the guurnﬁhoo and a $2.5 million Jending
limit. Private insurance to guarantee municipal cenerasl obligation
bonds has not been used in this area either because of its high cost.

Texas established a municipal advisory council which provides
financial inlformation and reports to rating scrvices. Municipalities
that might otherwise have gone unrated or reccived substandard vatings
are thus more accuratelv rated, and their borrowing costs drop. Rated
municipalitics in Texas rose from 200 in 1955, when the council was
established, te about 600 in 1971, and the annual savings in interest
costs is estimated at $9 to $12 million.

Since f{inancial conditions have improved and interest rates -
cased, the urgency to reform the municipal bond market bas let up.
Nevertheless, the underlving forces recently affecting this market are
not expccted to vanish, so change will be neccessary. At the federal
level, subsidics lfor tax—-cexempt securities appear possible.  State and
local action should focus on preserving and improving Ltheir own credit-
worthiness, but states have several available options for helping local
governments market their bonds.  TIn the Ninth District today, there is

no strong pressurce to enact such legislation.



[footnet s

- For the purposes of this report, the Ninth District will be
defined as the four complete states of Minnesota, Montana, horth Dhal

ota,
and South Dakota. :
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Corporation bonds in July can be vicwed as the pivotal event which set
of f widespread investor concern about the quality of municipal credit.

~ Richard Gibson, "N.Y. Bond Shockwave Rolls Through Market,"
The Minneapolis Star, January 16, 1976, p. 12A.

) — During the first uine months of 1975, 44 points of the 113
basis point spread between Aaa and baa municipal bonds can be attributed
to the general market deterioration associated with New Yorlk's problems.
Sec Ronald W. Forbes and John F. Peterson, "Costs of Credit Erosion in
the Municipal Bond Market," Municipal Finance Officers Association,
Chicago, Illinois, December 20, 1975, p. 8
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