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6. What kinds of infervention are available to the Federal Goy-
ernment. within the context of the central government’s responsi-
Wility (if any) and which is the mest appropriate? What shonld
he the conditions for Federal involvement. if any ¢

Those heard in the course of these hearings ineluded the Mayvorand
other public oflicials of the City of New York represental ives of pul-
lic inferest gronps within the City of New York: the Governor of the
State of New Vork, the Chaivnan of the State’s Municipal Assistance
Corporation, the Comptrotier, and the Divector of the Budget of the
State. The Subsenymittee also received testimony from representatives
of hanks within and without the State of New York and from the New
York State Snperintendent of Banks and from representatives of the
three federal bauk regulatory agencies, Also appearing ns witnesses
were representatives of various elements of the seeurities industry and
the heads of the two principal municipal hond rating serviees, Testi-
mony was also received {rom the Mayors of other large cities, and
from representatives of the U8, Conference of Mayors, the National
League of Cities, and the National Association”of Counties. Among
other witnesses who appeared were several who are expert in interna-
tional economic and political relations, in the Iaw of bankruptey, in
consiitutional law, and in the legal aspects of municipal finance,

Testimony was received from representatives of the American IFed-
eration of ‘Teachers and the American Federation of State, County amd
Munieipal Employees,

Finallv, the Subcommittee had as witnesses the Chairman of the
Board of Governors of the Federal Reserve System and the Seeretary
of the Treasury.

Neen row tHe LecisuamoN

1 Iffects of Default on New York City

Your Commitiee believes that in the absenee of Federal puarantee
assistance as provided in this legislation, your Committee believes
that New Yorl City will he forced to a defanlt on the great mnjority
of ifs 2.5 Dhillion in short-term obligations maturing between Docem-
Bor 1, 1075 and June 20, 1076, and that the effects of such a defanlt
would e lasting and destructive. Tn the immedinte afterinath of a de-
fault, the city would face a shortfall of about 1.2 billion in the wsh

[page 3] . . .

which it requives for operating expenses and capital projects fram
Doecember through March, Withone Federal assistanee, the city will
probably find it impossible to markel the tax anticipation notes whirh
ordinarly meet. that shortfall, Were that $1.2 hillion not to he forth-
coming from any source, cuts amonnting to about one-third of total
ity expenses exclusive of debt serviee would be required; these ents
wonld represent. most of that purt of the expense budget within the
control of the Mavor, Mavor Beame has testified that suel: an event
wonld leave the eity virtually witheut police, firemen, sanitation, or
sehools, Vendors who supply the city's hospitals, schools, adininisia-
fion and essentinl services would not be paid; general shortages and
n wave ol personal bankrupteies wight ensue, Your Tomittee be-
lioves that this could not be ailowed, and therefore coneludes that
[Foderal guarantee assistance would he fortheoming through renewed
Jegislative aetion in any event.

In addition, x default would have anadverse impact on the revenues
of the ¢ity. An advance of $800 million, which the State of New York
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NEW YORK CITY FINANCING ACT OF 1975
P.L. 94-143

nude to the city In the lust fiscu! vear, wonld not be available agnin if
the eity defaults. Sinee real estute taxes wre tied to payment of deli
service, the eity may find a high peveentage of its real estate tux reve-
nues uneollectible i the event of defanlt, producing an additional
annual shortfall of perhaps $500 or %600 millien. These additional.
prospective shortfalls would have to be met with Federat assistance :
el they would complieate the problems imvolved in the sale of tax
anticipation notes, For this reason, your Committee helieves that wn-
awnranteed cevtificates of Indebiedness, no matler what priovity they
might be given by o Federal hankruptey conrt, could not provide an
adequate flow of revenues to the ciiy.

Over the Tong run, if one assumes that essential services are wnin-
tained after default and that the immediate consequences of failing
todo so areaverted, then in the absence of legislation providing for an
orderty transition fo a balanced ndget, New Yorlk would be forced into
bankruptey. In all events, the flow of services to the citizens and cop-
porations of the city would be significantly reduced and thesax bur-
den would inerease. The consequence would be venewed financial Jdif-
lienlties, perhaps a second banleruptey, and a repetition of the cyele.
Your Conunittee feels that such a conrse poses unueceptable costs on
the city of New York, and on the citizens of the Uniteidl Sintes
as o whole, Tt would be far hotter, and far less costly, to provide New
York the means to work out of its cuvrent difficuity with Federal
assistanee, That is what the proposed legislition seeks to nchieve,

2o Fffects on the Municipad Rond Moarlet

in tts Backeround Paper Noo 1 of October 10, 1075, ontitled New
York City’s Fiseal Problom: s Origins, Pofentinl Repereussions.
and Sowme Alternative Policy Responses, the Congressional Buadget
Oflice has deseribed some ol 1he adverse effects on the mnuaicipal
bond market which might flow from a defanlt as follows:

The impact of & New York City defanit on the manicipal
hond market. is much more hazardons to predict [Mhan the
inpact on individuals and insurance companies]. To date.
the evidence indicates that New York's problems have had

[page 4]

little, if any, impact on the situation facing most munieipal
borrowers. Yields on munieipal issues have maintained their
histovie relationships to those on corporate issues of com-
parable maturity and quality, While municipal rates. have
cdged up recently, so teo have the rates Tor corporate and
federal seenritics. OF course, it is possible that when more
recent dita are processed, they will show that o dramatic shift
has taken place,

Thera are some significant exceptions fo these generaliza-
tions . Tnvestors have clewrly started to shy nway from low
quality municipal offerings. However, the extent to which
this s the by-product of New York's difficulties rather than
the competition from an unusually lavge guantity of high
quality municipal and treasury oflerines cannot b deter-
mined with precision. Some larger, older eitios. espeeially
those tn the exstern and northeentral areas, have been foreed
to pry unnsuaily high rates of intevest, probably becanse of
their saperficiat fiseal resemblance to New York, For exan-
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ple, the rate paid by Philadelphia rose from 6.5 percent in
February to 8.5 pereent in July. Detroit, partly hecause of
its extremely high unemployment rate and is bhudgetary
problems, has been forced to pay roughly 9 percent throughout
1075, The specter of a city defand drageine down the state
has foreed New York State’s rate up to 87 pereent. Tt also
shonld be noted that certain borrowing agencies such as the
Tensing Finuneing Ageney in New York and ifs sister or-
aanization in Mussachusets, hoth of which relied on rolling
ver shiort-term notes to avold the high rates associnted with
Tong:term horvowing, have been forced out o F (e morket
completely becanse no syndieate will underwrite their bouds.

A defanilt by Now York City could canse this situation to
hecome more widespread. Banks, individuals, and insurance
companies may be unwilling to risk new apital in the muni-
cipal market wntil the dust from fhe eity’s de fanlt setiles.
Tiduciaries may shy away from this markel, oul of o fear
that they would be Hable for investing in risky securitios.
TF siielia reaction oceurs, it would cause a wildesperad CTISIS
ameng the states and localities that depend upon access to
eredit.

No one knows how many jurisdietions ean avoid borrowing
for a period of months but undoubtedly o nmber of Targe
cities and states wonld he farced into defanlt, af least tene-
norarilv, if they were denied aecess to the hond market. For
the snost part these jurisdictions would be those that had
connted on rolling over or refinancing their hond anticipation
notes. Those governments that deperd npon revenue or tax
anticipation horrowing need not default o rather they would
Liave to rest rueture suddenly their expenditore pattern to con-
form to their mflow of revenes. Tn some cases this would en-
iil severe temporary service cnthacks, For the governiments
that horrow for long-term capital construction, u tenrporary

[page 5]
Alosing of the credit market would mean a post ponement. of
Iilding schedules which would aflect the level of activity in
the construetion industry.

It is also possible that the municipal bond market iz fairly
sophisticated md that it has diterentinted on objective
erronmiels the situation facing New York wnd n few other juris-
dictions from that Tacing the vast majority of other munieinal
Dorrowers, Tir fact it has been suggested that the possibiiity
of n default by the eity may be largely or even ally dis-
counted hy the mavket ajveady. If {his is true, the major ve-
pereussion may well bea seneral feeling of reliel that defanlt,
like impeehnent, Is astorm that ean be weathered, A new
conse of stability could veturn to the mnnicipal market, espe-
cinlly if the eity were able to reorganize its debt quickly and
prove that it coitld meet the payment schedule on its restrie-
tured obligations.

2. L ffects on the Banking System.

Your Committee received mmeh festimony on the effeet of & New

v defanlt on the banking system, mneh of it in disagree-
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ment. Tha festimony on hehalf of the Board of Governors of the
Fedoral Teserve Svstem was that “the publie need not fear for the
stability of onr hanking systew 16 a Aot does in Faet take place.”
The Comprrotier of the Coreney testificd that the effects would he
ceontrollable™ and the Chairman of the 171 LC reported hiat, under
cortain sssnmptions, fower than 30 of =550 nonmember insured banks
surveved wonld hreeome eanses for supervisery coneern i the cvent
of delaslt. On the other hand, the Superintendent of Banks of New
York state testified that o New York City defoult would have “eev-
eroly ndverse” comsogquences for the bankmg =ysten. The Chairman
of the Banrsl of the Moz Guaranty ‘Trust Company of New York
fostificd that, in Iis opinion, “the potential consequences of any de-
fanlt nre essentintly wiknowable before the evenl™,

The single greatest danger to the banking systenin the event of a
New York City default is the possibility that Targe holders ol cer-
tifieates of deposit at New York Banles would withdraw their holdipos
and seck ofher sanctuary for them, perhaps abroad. Were this to oceur,
o substantial contraction of liguidity throughout the ecovomy might
ensnc, with very severe conseqiences for the national banking system,
The prohability of such an ocenrrence seems slight, but in view of the
substantinl holdings by forcigners of Targe certifientes ol deposit in
money market. banks, and the unpredictability of their reaction to an
event which is diflienlt for them to believe can happen, no statement.
aliout its consequences can be made with confidence.

A second significant danger to the banking system might arise if
Vew Yorl State and its ageneies were foreed to delanll. m the wake
of New Yorls Citv. While testimony from regulators wus in agtee-
yent {hat the number of banks placed in jeopardy by virtue of their
exeossive holdings of New York City paper s velatively small, most
testified that the further defanlt of the State would make matters
considerably worse. Whether such o further delanlf, might trigger
prvehological reactions leading fo collapse can only be guessed,

[page 6]

11 one assumes thad neither of the afovementioned disasters were (o
ovenr. then the effeets of a Now York City default on banks and other
(raneial institutions which hold maturing New York paper may he
simmarized ns follows:

[“irst, alt such banks would have to deduct from estimafed revenues
for the current fiscal year the intercst payments on New York City
olligations which would uet, be Fortheoming.

Seeond, adl sueh hanks would be forced, eventually if not at onee.
(o write off the lost vadue of their holdings of New York City puper
aciinst their capital, To the extent that =neh A write-off wonld pro-
Jduee Haquidity problems for some hanks, the Federal Reserve Danks
sl veady to provide the necessary additional cash at the discount
windew. Fedaral regulators have assured your Committee {hat such
write-otfs wonld not be requived until enongh time had elapsed to
deterntine the real value ol such assets. TE an exchange of defantied
deht Tor longer-ferm ohligntions cun be alfeeted within a <hort thine,
the eapital write-down nay he wverted altogether,

Third, cortain banks nuy be subject to legal action on the part of
thete shareholders, as well s heneficiavies of trusts and other disere-
Howry scconnts, who may chiim that. the bank el either not been
suftieiont Iy prndent in diversifying its port folio =0 as Lo minimize risk,
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or that the bank bad not reviewed with suflierent caution the aceounds

of New Yark City over the Tong period,

'th!nugnﬁndv(ﬂ'muﬁxva%sis:HHkuh to ouuge. in part beeause
et snrveys as were done by the regulatory agencies tended to exclude
frist depurtment holdings of New York City debt, and to focos ex-
chusively on that part of the debit held by Tanks for their own port-
folios, Testimony received by the Committee indientes that 200300
hanks hreughont the country wonld be serioushy alfected by a New
York Ciiy defnalt,

G et T hcuglont the Feanamy

The defandt and bankriptey of New York ity will infnre the
cconamy ol the United States, On thiz there 1s no doubit, and no dis-
agrecnment. Your Committee does not know. however, how serious
the effect will he, Within New York City aned in the surrounding
region, the effect will he severe: inerensed joblessness, cietailed serv-
Teow, and the possibility ol personal and corporate Danlkrupteies, The
psyehologieal effect of a New York defanlt on the rest of the Nution
may produce shimilar defanlis and similar consequences, On the other
bandl, the defantt and bankruptey of New York City could trigeer a
nntinmd and international (insnceial eollapse, Your Connniftee helleves,
however. (hat to jgmore the problem of New York Citys insclveney
world e to court an esceedingly taree risk, [t wonld also invite
targe, rnanticipaied Foderal costs: in diveet assistance, nowellare
and nnemplovient compensation, in Tost tixes, of cotera, Both the risk
and the costs ean be averted by the adoption of a plan which makes
fhe City =olvent again, but which provides the ridere whoereby it ean
do so withont a degtruetive econemic convulsion. The proposed legis-
bation provides for such a plan,

ipage 7]
50 The Effects vi Linerica’s International Position

What is the probuble effect of o detault by New York City on the
Hmnmhﬂ1mnkMs<ﬁthe“ﬂﬂd.muhsmwmﬂy,mllm‘hmgmwnngv
patitical interests of the United States?

The answoers 1o these guestions ave conditioned by the Tact that
people who live in states with centralized governments—which means
most of the world—cannot understand the intrieate relationships of
pn“vr:nulrvqnnmﬂﬁﬁtylu%nvvn1nunhﬁpnﬁtwsznulsunvsnnd the
foderal government ina true federal system suelas our own, In Iing-
Lol or France, it would he unthinkable for a major eily to go banl-
rnpt. I Franee, with a highly centrdized svstem, the stale exercises
snhﬂunﬁulunnwﬂtnvr(m‘HnmqunfhumlgnwwnnwnlnnHSJnulm
Ciermnny, ever sinee the depression years ol the 19505 the states have
Flagoronsly overseen the finances of municipatitics. In Britaing the
national governnent assunies sieh responsibility for the uation as a
whole that there is no reat possibility of default the hadgets of loeal
anthoritios are approved each year by the British Tressury and no
Toeal anthority ean sell securities in the apital market without s
approval,

Tlhns, when the Fodeval Government annotunees its refusal to assist
New York, Farepenns wre perplexed and deeply distirhed, and
some nre even expressing suspicions that it ix perhaps not only
New York CH)’HNHislanouhh\hnl1hoINriul(hnvrnnwnlithZ
The reperenssions of a defanlt would, of conrae, he considerably in-
fensifiod if New York City's problems were to hiing the State H=elf

into diflieulties,
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Clearlv, no one ean measure the total impact, either on the pavity
of the dotlar or on foreign seenrities markets if the Federal Govern-
meni were to sit by while New York was foveed to defanlt, The answer
woitlll depend to a con=iderable extent on the Inpaet which that event
wdrht have on United States financial markets, sinee: we Tive inoa
sorld where interdeps ruIrnr( s an econone and finuneial faet, Fhe
frmneetal health of New York el other Tnroe Ameriean eities bs oan
clement of read significance to the stability of ‘the world's financial and
monetary systehn
Consider, for example, these excerpts {rom vecent telexes provided
by 2 witness who spoke In opposition to Federal assistance-—canmuni-
meations from foreign corvespondents all of whom he elinracterized
as exports on inter national cconmnic and {inaneial afluiry:
Flranfefurt, Germany
Drefonlt wonkd hasieally indicate that, generally speaking,
important thines wre out of control in the United States
Until recently, it was unhelievable for the Erropeans that”
angthing like a default of a public authority would be feasible.
In firet, it would be impossible in Turope. From this point
of view it wonld be concluded that the situation must be
really dizastrous, Default will undermine the confidenee jn
Ameriean institutions and thereby the eonfidence in Ameri-
ean stability and recovery, and that could exercise further
negative influence on our own recovery.
[page 8]
Switzerland
The prospect of adefault of New York City last week had
very little ipact on our financial markets; T would suy none
at all. But the main reason for this is that nobody here be-
o Heved that it conkd happen. I Lhate to imagine the conse-
ruences 1 1t had happened.
Daris, Fronee
1t 35 very diflienlt for the Trench to admit that New York
ean default when Parvig, Marseille and Lille cannot. Tn »
eounfry where finaneial solidarity goes hand-in-hand with
national solidarity, the Freneh cannot. pereeive of inhabitants
of other states and eities heing hostile fo an intervention in
hehall of New York City, Bankers now fear a weakening of
the dollar and ave heginning to worry abont the Inree Ameri-
enn banks M New Yorle (fity cannot honor its obligations,
London, FKngland
Generally, bond market liag been concerned ahout possi-
bility of higher interest rates in the event of New York
defanlt,
Tolyo, Japan
Most. Japanese expeet the federal government will step in
o save the eity, This would be a ]0<m al Japanese solntion to
the problem,

The world financial svstem. and therefore our own national fi-
naneinl system, have Leen weakened by recent hank Tuiivres and by
the world recession. The balanee h('t\won optimisn and pessimism,
now howvily weighted on the side of pessimisn, conld pessibly hecome
pven worse 16 the system were subjeeted to new and signifieant sha’

1205 Cong News 15 26 3259
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The world's finaneial markets are an indivisible network. even mare
integrated than the cconomies of the industrialized nations, The mar-
Vot Tor state and municipal Donds is an inteeral part of curown finan-
vinl system, and thevefore of the world financinl system. A loss of in-
vestor confidence n munieipal honds. Ariving np interest rates in that
coctor of the Aneriean market, would hnve ffects on the entive strie-
tnre of interest rates and stock prices here and thronghout the world.
There is no way in which these events ean be isolated since money
flows freely to and from every part of the financial system, nation-
ally and internationalty.

{ertaimty no one can vead the Turopean finane
t New York's problems have eroated apprehension, Kurepean
andd finaneial cireles would attribmte what they regard as the
willfal and wbitrary refusal of the FFoderal Government to intervene
to irresponsible dontestic polities. They are worried That the iigpact of
Jdefanlt would depress the American eronony gt a time when they are
counting on an Ameriean upswing to give o hoost to their own falter-
ing vconomies. They fear. in fact, that an American sethack might pre-
cipitate aslide toward world depression.

Toaders in foreign countries do not. as (o many Amerieans, confuse
{he bankruptey of a corporation in the privage =ector {=ueh, Jor ex-
ample, ax Lockheed) with the default by a nuajor arm of Government.
The defanlt of & private company 15 ns they ee ity a phenomenon quite

inl press without veal-

izing tha
political

[page 9]
normal in the operation of u capitalist systeus hut for the Federal
Government Lo sit by immmobilized while one of the great cities of the
workd defunlts on its obligations would, however untairvly, ruise ques-
Gons as to the goosd faith of our political ant horities und ereate doubts
as to the responsibility of our national Government and, henee, the
vadudity of its PrOMises.

Witnesses before your Committee testificd that default may also
havo an important inypaet on relat tons between the West and the Soviet
Union as well as on Communist party activities sround the worldy
partienlarly if that defaudt ahonld result from the feiluve of the
Federal Govermnent to come to New York's vesene and that erities
of capitalizm throughout the world would interpret the defanlt of
New York City s a svmptom of {he sickness o Ameriean apitalisms
their arguments would suvely also carry weight with the peoples of
connties whose cconomics may he injured 10 a0 New Yorlk defanlt
frigoers an international econonuie contraetion, Your Commities is
comeerned that e handkraptey of an mporiant of the Ameriean
demoeratic system would disndvantaze those who seele to argne the
canse of demoeracy around the world, amd especindly in countries whose
political futures are troubled and uneertain,

1t is therelore n matter ol high importance in the judgment of your
Committee, hoth 1 our own ceonomic interests, and w the interests of
our nationnl state in the solidarity of our international relalions tiat
we act promptly to avert the hankruptey of the eity of New York,
andt of other cities in trouble.

Prrrose oF i Binn

Tn order to provide the Federal Crovermment with the necessary
Teal authority o deal promptiy and effectively with an unpreee-
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dented finaneial erisis, the bill ereates an emevgeney board consisting
of three Cabinet officers and two independent ageney chaivinen, which
ia unthorized to guarantee, under stringent conditions of eligibility,
State ageney obligations where that aetion Is necegsary to prevent
or mitieate the efferts of w mnnicipal defantt,

The total amount of lone-tern obligations which could be under
cugrantee at any one time could not exeeed S5 billion; this woild
drop to &2 hillion in 1989, and all guaranteed abligations would have
to have w final maturity in fises] 1999 or envlier. Tn addition to the
foreooing, outstanding guaranteed short-derm (11-month or under)
ohligations could not exeeed %2 billion at any one time.

While it is believed that both costs and risks would be minimized
Iy timely action to Torestall the ocenrrence of default. the hill i
duliherately desioned to enable the Administration to fake action to
limit the destructive processes which defanlt wonld set in mofion, and
to assist an ordesly transition to a sound municipal fiseal structure in
onr Nation's largest eity al the earliest practicable time.

T CONSTITUTIONALITY OF FEDERAT, AgstsTaxer 10 New Yorx Crry
AxD T Taeract o THE FEDERAL SYSTEM

Tn his statement before the Senate Commitiee on Banking. Tlousing
and Uthan Affairs on October 9, 1975, the TTonorable William I%
Simon, Secretary of the Treasury, indicated that assistance by the fed-

[page 10]
eral government to municipalities, and particularly to New York City,
wonld present “grave practieal and philogophieal difliculties™ in that
it would contravene “constitntionally-imposed prineiples of federal-
s prineiples which He at the heart of the structure of government
i this nation.” Tt is yowr Committee’s view that the constitutional
apinion of the Seeretary is erronectis.

On the basis of expert testimony and written submizsiong for the
vecord. it is the Committee’s view that assistance by the Federal Gov-
crnment o New York City, whether by direct subsidy, purehase of
secnrities. or guarantee of seeurities, would not viokate any constitu-
tional principle, and would. in Tact, strengthen rather than wenken
the structie of the federal systen, .

Cangress has plenaey power under the Constifution to decide to help
prevent the hankraptey of New Yorlkoand other fstitntions extablished
wnder the anthority of the States in the exercize of Hs own respon-
sibilities Tor the comnion defense and general welfare of the United
Mtates,

The preblem in this ense s the obverse ol that presented in
Mot wlloek v. Margland, The reasoning o Chiel Justice Marshali's
opinjon in that case established o firm Comstiintiona! [ormtation for
national netion to assist New York and other eities (or Stales)
in firancial difienttios, 10 the Congress should deternine such aciion
to he in the nantional interesi,

Constitutionally, there is no wall of sepuration between the states
and (he Nation. A sState eannot ehallenge a decision of the nation
inoan aeen entrasted by the Constitution to dhe national authority.
That was fhe isstio af b in Mo elloch v Merylond Bl the con-
stitutional problem is altogether different when the nudion decides
to help astate, or a eity, without denying its fegislative competence
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i oany way, The hasle reason Tor e difference is broaeht eat in

et il d v, Meaeglond itsell, A State legistainee cannal speale fov
inare i the peoble of a0 State, Others e ot repreacnted. Bl

Conzeress embodies e whole of the Nadton There 1+ Lo reason why

the whole nation shontd not he free to help one af 35 parts, H0 0 wishes

tey o so.

Congressiona] action to assist nocity coull vest on o number of
sheciiie: constitutional grants of authoyity to Congress, and on all
those prants viewed as an aggregate-—the judicial approach used
in Vet wlloch v. Morylaid, Congress s of course con=titutionally
free to appropriate funds for the henefit of New York, so long as the
hraad poiitical test of Article Tsection 8 s met, Congtess approaptintes
Litiions of dollars every yewr to support progrmms of housing. oty
planning, wellare, education, assistance to police forersand =o an
atfecting hoth eities and States, The United States owns large amonnts
of property in New York and other cities, Tt conld, if it wishes,
Jecide to make grants to those cities in licw of loeal property faxes, ws
it does in communitios where there are national parks and forests,
Congress could find the finareinl health of New Yerk o factop of
importanee to the stability of the national and the infernationad
monetary snd linaneial system—as indeed =2 the ense—and act ae-
cordingly in the exercise of its comprehensive powers in the fields of
inferstate and foreien commerce, money. finanee. and foreion aiais,

[page 11]

Assistance by the federal governent to the City ot New York by
cuarintees of taxable secirvities would invelve the exereise by the Con-
cress of its power to “lay and collect taxes .. andd provide for
the . . . general wellure of the United States . . ST his power, under
Article I, Section 5 of the Constitution, is generally relerred toas the
taxing and spending power and, particnlarly with respeet to the power
to spend for the general welfare, o has been regarded as one of the least
vostricted and most broadly inelusive powers of (he Congress. Tndeed,
one iy go so fae s (o sy that there simply is no stgnificont con-
clitutional issne with respeet to the Federal power to spend for the
general welfare, The power s not constrained by any obligation to
spend equally thronghout the United States aned, b0 Fnet, the power has
neveer een exercisell with any saeh constraints n el This, prag-
eets whivh prisuavily benefit one region ov one prrt of the conntry are
cithorized 1o the sime extent as spending programs whese beuelin 1
spread eventy throughout the nation,

As we npproach the Bicentenniud Year, it is well o remender thal
one ol the earlivst exercises of the federnt speuding power was the
assiztnee by the federal government of the original States comprising
the Federal Union, The fiest Congress of the Enited States voted to
ave the federal governiment assune the debts inenrred by the original
states. Tndeed, this particulae exercise of the Federa] spending power
followed 1 historic debate in which the Tamiltonian view of the
Drond grant of the spending power prevailed over other views which
would have fimited the exercise of the spending power to objectives
within the powers expressly defegated to Congress In Seetion 8,

i recent times the spending power has Leen exereised very {ra-
quently und very broadly for the benefit of state and loeal govern-
nents, Aside fron recent exereises of spending power involved in the
revenie sharing program, which constitutes a direct and relatively
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unlimited subsidy to the states, the spending power has nost fre-
quently been excreised Phirongh the Tamiline crnnt-in-pid mechanisi
ol thete programs—whether i the Lhousing, public health, education,
serriendture oy envivonental fickl-—has been to pravide Tora grant or
cubutdy o state or Joeat covernments for particular purposes deter-
mined by Congress 1o Lo for the weneral welfore of the United Stafes,
Praposing sueh conditions on the orant as the Congrress finds weetul ov
Heeessiry, Vs Inoaovariety of categoricnl progranis, state and loeal
covermments have been required o meet w variely ol substantive
Tl lardse—whicl Trequently involve the promulgation of new sate
ar loen) Taw o regelations- o meet {he Federal conditions, It is elear
that the orant-in-nid system which Tas provided the necessary means
for Siatt amd Toeal governsnents to engage 1 variely of programs,
srels as in housing, public health or enviromment, has generaily had the
cflect of strengthening rather than wonlcening the federal system he-
cause it has enabled the states and laealities (o undertake tasks and
meet. obligations which they would not atherwise have heen able to do.
Thus, a prowrmm of assistance to major cities in the Tinited Sintes, or
(o New Yorl City gpecifieally, wonld not involve an exereise of Fed-
oral power whicliis eithey sl o a substantial departure from past
practice.

Whether or not Stafe and loeal powers are adversely affected so as
ta nabalancee the lederal system depends essentinlly on the nainre of

[page 12] -

the conditions imposed on the assistance. This, however, conses to be
2 matter of constitutional lmitation and beeomes primarily a matfer
of sound and rational policy, The Congress iy of cowrse, free to im-
pose on States and municipatities any condition i desires (except con-
ditions which violate the Bill of Rights) in vefurn for the assistance.
The eity or state in turn i ander no obligation to aceept. the federnl
assistanee 10 the conditions appear (oo oneros or hurdensome to 1.
Th othoer words, the systens of assistance is an afiimation of the Tederal
system rather than ats w wkening or denial. Since a eity or State is
free to aecept. o reject such help, it does not act under federal comput-
sion but refains its choice, and the concept of municipal and State
inforrity within their own proper spheres in the federal system 18
preserved,

This is ample evidenee t

1

hat the imposition of Tedernl conditions and
regrirements on states and municipalitics has not and will not wenken
(he federal system, though indeed defunlt by the city of New York
would da so. The Tederal government hag imposed [ar-reaching obli-
gations on the States and Taealities inder Social Seeurity legislation,
mdor the Fair Laboe Standards et equal employment faws, andl
under o vaviety of other reonlatory fepislation, Wiile elearly these
Taws have imposed obligations on the States requiring them to meet
federa! standards and while the impact of these Taws has oftentimes
heen to inerease fiseal burdens on State andl Toeal governments, there
eve heen Tew assertions that these requirements have resulted in un-
constitntionality imbalaneing the {edornl system,

TI assistanee to New York City 1s resarded as n preferential and
aneven exereize of federal power, the elear response i5 that snch exer:
¢ises of the power have invarinbly been justified—and properiy so—
on the grounds that they henefit the general welfare, Trederal programd
to provide loeal disaster and flood relief, o assist agricaltuve for
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incustry in partienlar parts of the country, and {o assist particular
serments of the {ramsportation or commnnicitions industry have
always been justified on general welfare grounds. Tt eannot be ns-
cortedd that a default by New York City with ils [ar-veaching fimpli-
cutions on the cconomy of the nation is not a matter which allects the
general welfave, Hence, even if the eity of New York were singled out
for speeial foderal aid, the Tegal just ilieation ties in the need to provide

for the general wellure of the Nation.

TFeder] assistance to New York City can also he justified on tra-
Jditional crounds of the commerce power. Whatever the estimate of
the consequences of a definlt by New York City on the economy
of the Nation. there is little question but that suelea defautt would
greatly altect interstate commeree in municipal seenrities and could
lead to a general Toss of confidence in ofher securities as well. A New
York City defanlt wonld have fie-reaching impact and effeet on
interstate commeree, wnd the prevention of sueh adverse impacts-on
interstate commeree is clearly within the established ambit of the com-
mevee clavse, TE is hard to argue that the prevention of the adverse
impact of default on inferstate commerce is less justifinhle an exercise
of congressional power than the regulation of the adverse impact
flowing from envirommental damage, or the rvegulation of adyerse
effects of the payvment of inadequate wapes to workers cmployed
in industry or in State and local government, ‘

[page 13]
Derainen Descrurrion o IR 10481

STRUCTURE OF TITE BILL

Tile T of the bill sets forth the cirenmstances under which Ifederal
atd nay be made avaitable to o distressed municipality in the form of
a guarantee of Htute obligations which are issued for its benefit,
Title 11 of the bill makes a conforming amendment to the Tnternal
Revenue Code to provide that the inferest on any obligations so guar-
anteed shall be subject to Federal income taxation. As reported by this
Conmittee, the hitl containg a heading for a Fitle 111 sefting torth an
amendment to the Bankruptey et in the event that w bill con-
taindng such provisions might possibly be reported by the Committee
on the Judiciary and incorporated into TLR. 10481 by o later amend-
ment. 1o the material which follows, under headings which correspond
fo the Title and seetion headings of the bill as reported, the legal effect
amd intended purpose of the provisions of Title ¥ and L are discussed
in detail.

SRETION -BY-SECTION ANATYSIS
§ 1. Nhort Title

This section provides that the short title of the et is to be the In-

Lerrovermnent Emergeney Assistance Act.

TITLE E-INTERGOVERNMIENTAL EMERGENCY
ARSERTANCE

701 Defludtions amil rides of construction

Phis seetion seis Torth definitions and roles of constraclion, The
ter tpolilienl cubeivi=ion™ has developed an establixhed fegabmenn-
e eder the Toternn! Reverne Codeand 11 bady ol law s in-
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corporited by reference. Section 105 {d) makes elear that any aetion
required under the Bilt to be tuken by a State can be taken by any
agency or instrumentality of the State whicl is approved by the
Board for that purpose. The Board must have due regavd for
the purposes of the State law er ating any suclh agencies or
instrumentalitios,
§ 102, Fstablishment of the foard

This section sets up the Tntergovernmental Tmergency Assistance
Board. which is vested with the discretion to issue guarantecs under
{his Fitle. The Board, whose decisions are to he macle by majority vote,
is composed of the Seerefary of the Treasury, as Chairman, the Secre-
tary of ITousing and Urban Development. the Secretary of Tlealth,
Fduention. and Welfare, the Chairman of the Board of Governors
of the Irederal Reserve Svstem, and the Chairman of the Sceurities
and Exehange Commission. :

§ 103, Authority for guarantecs

This section authorizes full or partial guarantees of State obliga-
tions, and requires that where the Board denies an applieation, it must
report its reasons in writing to the (Governor of the State concerned
and to the Committee on Banking. TTousing, and Urban Affairs of the
Senate and the Commitice on Banking, Cnrreney and TTousing of the
Tlouse of Representatives.

[page 14]

Section 105 refers to the rule of construetion set forth m section
101 (1) in order to make elear the intention that ebligntions of a State
ngeney or instrumentality may be auaranterd by the Board if the
purpose of the State law creating it was to provide a mechanism to
deat with the fiseal problems of awmunicipality.

$ 704, Purpose,

Cuarantees may be mude for either of two purposes, One is to enable
the municipality to continue to provide essentinl publie serviees and
facilities. The other is to prevent or mitigate the effeets of a defanlt
which has had, or which ean reasonably be expected fo have, a serious
acdvorse oficet on general econmuic conditions or on the marketability
of tux-exempt sceurities in gencral.

From the testimony received, vonur Committee has conchuded that
the present fiscal sitnation of New Yorlk City is sufficiently serions to
meet eitler eriterion, Without same sort of Federal aid, it seems
Qoubt{ul that the City ean maintain essential serviees and facilities
through the coming winter. The sugestion that the City eould tap
the private market throngh the issuance of certificates of mdebtedness
ander the aegis of a bankruptey court seems to be based on little more
than wishful thinking. Onee privite investors have been put through
the tranma of an actual defanlt, the likelihood is remote that they can
be indueed to eapply voluntarily ona nonguaranteed hasis the very sub-
stantial financing needs of the City over the next several months, nieh
less the next several years, Only ademonstrated enpacity to repay obli-
entions when due is likely to reopen (he private market, and only :
Federal gnnrantee can alford the City the opportunity o carry out
that demonstration,

S /05, Clonditions of eligibility.

Subseetion (a) of this section requives (1) fhat the eredit markets

he elosed (o both the City and State invotved. (2) the submission of a
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colvency. {3) the erention of State g -

on of dditional aid by the State to ‘ it
Jamd not exveeding one-third i : v
fieit, In o postdefault or Lankoruptey situntion. oo aneler
Tous crosion i the ety revenie, the Board R - rodl i
L ceitl N i g ' ' ore o - :

or subeeetion {1) to walve one or we of the i
' 240

'I‘lli:
term -

Lis4,
pProvi,
tea lul.
ertiner,

detailad finnneial plan for fiseal
Lihy the provis

preceivorsitip,
yequired by the

(he City to the extent
of Uhe munieipality’s de
where there nay beoaoxen
wonhl he enspowered uned
the Toregoing conditions
It is the intention of cocfion 105 {a) (1) to create it fest of practieal
nnavailability of credit to Loth the eily in question and the State of
which it is n part before the Federnl garantee can i wade available.
For exumple, 11 the applieation for s oparantee were mmade by a State
nUeney which had exhausted its credit, but it were feasible for a ditfer
enl Stale ageney. or (he State directiy. to obt ain eredit adequalte in
anount for the needs of (he municipality, it wonld clearly be inennt

Lent upon the Bourd to deny the application. non
U the sune vein, it should he noted 1hat while section 105 (a0 : for an
assisted municipality submitting “n plas =0 tended

withon;

Titeratly speaks only of the
for bringing its operating expenses into balance with its recurring
reventes”, the Board, in nssessing tho soundness of the plan, clearly . ey
st take nto consideration both capital inyestment requirements and of up
the enpacity of the municipality to retive its Jong-term honded indeli- Seet
odness af a reasonable rate. fisen] n,
[page 15] s
() (B} requires the applicant State to demonstrate s = § 108
to control the fiseal affuirg of the . ! ' Beca
| during which the ‘ C visions
inclucding the nu- - S remain
uggl'(-;,{utc exe ! 0N 1
fathir.
to by sl
then the
to male

Scetion 16
(hat it s the authority
wssisted ymoieipality for the enlire period
Federal sunrantee will be outstanding
thority to determine all revenue estimales, set
penditure Lnuts, disapprove all expenditures not in compli-
anee with the plan * ¥ = and approve 211 borrowing and con-
i racts during that period.

1o the case of New York City, this test hag been met by the estublish
ment under State law of the fimergency Financial Control Doard. petiod o
Cection 105 (1) (4) authorizes the Bonrd to require the applivast : l;ljm: [t
e thirect 1o

State to assist the munieipality to the extent of one-third ol ¥
anticipated operating deficit. Obviously, the special assistance £ ~substan
ablignt ..

not. extend beyond the ww
ssistanee, bovmes
 budgef in vl

Cvale tas
~hanneiad
ehliznt .

templated wler this paragraph wotld
of the second fiseal year after the application for
by that time the municipality must have a Lajance
toy meet the requirements of section 105 (a) (2).
Tho provisions of seetion 103(h), which permit the Bonrd tis e stome, th
1L in section 105 (a) above in the cas wf : sngent b
nolitieal suhdivision which has filed a petition wnder the Hankrapid, i - The o,
"o, or which is actunlily detanlted on one or mote of its oblizat A o i e fTect
seemn absoiutely essential, This i3 beemse one of thi consequetrde : swhieh o]
cither of these actions would be a substantial evasion in the g : wo et was
reventies. Substantial eveditors of the City who were also drbsces! ti3 edoy 50
the City wounld he foreed to withhold payments to the City b e i _?*ffi s
o protect their own position. S S ¥iate 10y
RN
; i'?:;iru af

the requirenients set fort

LIS (fvgintiidec _fﬂ‘l”-\'.
This provides for a guarantee fee net exeerding thive
of one pereent per antiin, Within this limitation, the artoal
of the auarantee fee is left to the diseretion of the Boand. Ui
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antstanees of extreme hardship such as might exist in o postdefanlt
situntion where Federa! aid had been withheld until the erosinn of
revennes und otlier costly and destrietive offects of defanlt were woll
wnderway, the Board might wish to consider iposing u substuntially
recduced or nominal guarantee fee in order (o ayvoid compounding
the disastor,
IS Limititions ou wmaunt of quurantees oulstanding,

This seetion limits the amount of outstanding guwrantees of longer
term seenrities to $5 billion in the period from dule of enactiient fo
s, and 1o 23 hillion Trom then until 1999, The dates and ammounts
provided in this seetion sot forth the outer Hmits which your C'oinunit-
fee believes should be provided in order to enable the Federal Gov-

- emment to deal prudently with a postdefanlt sitnation in whicl, {he
“uengmarantesd private market would be effectively elosed to the City
for an indeterminable but snbstantial period of time. They are in-
tended for wse under a financiat plan which contemplutes full payout
without rexort to refunding. To enable the City to get through the
tmmediate postdefanlt. period, there is authority for the gwiantee
Lol up to £2 billion in short-torm obligations prior to Octobor 1, 1078,

Seetion 107(e) sets an outer limit of September 30, 1999 (or the

fisel maturity of anv guaranteed obligation.
[page 16]
§108. Obliyations callable after three years,

Beeause of the interplay between this section and the other pro-
visions of the bill, it seemns unhikely that any Federal guarantees will
remain in eflect for the fnll period allowed in scetion 167, even if
some are initially issued for that period. If there is o substantiol
failure to carry out the plan for a balanced budget which is required
to bo submitted to and approved by the Board under section 105 (a) (2),
then there will almost eertainly De a call on the Federal Governnent
to make good on the guarantee, Shortening the permissible cuarantee

- period would not help to avoid this result, and may tend Lo make it
-more probable by hinsing the finaneial plan in an overly optimistic
direction. On the other hand, if the plan is in fuct carried ot for a
substantial time and the City rve-establishes a history of meeting its
abligations when due, it seems reasonable to anticipate that the pri-
vate tax-exempt nunket. will reopen to it, At that time, it shonld be

© Bnancially advantageous to the city to refund its taxable gnaranteod

oblizations with nongnaranteed tax-exempt seeurities, and if this is
done, the Federal Government would thereby be relieved of its con-
tingrent Jinbilities nuder the guarantees,

The only circuinstances under whieh the guarantees swould remain

- ineffeet for the full period under section 107 would be those under
whicl the City somehow managed to meet all of its obligations and
yet was never able to engender sufficient confidence in its Tuture abilty
fo do so to reapen the private mavket, Tf the eity’s condition were in.
cdeed as tenuons as that, then the requirement of the bill that the
State Emergency Financial Control Board and the Federal Infor-

-governmental nergencey Assistance Board continue to monitor the

c #ffairs of the City wonld seem to be a wise precaution.

$109.  Additional terms and conditions.
This section requires the Board to insist thut outstanding obliga-
. tions be renegotiated us a precondition to the Federal guarantee, Fop
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holders of debt instroments, this means an exchange of the paper
which they hold for new wngunranteed paper bearing a substantially
longer maturity, a substantinlly lower interest rate. or hoth, Tn the
specific case of New York City, it s your Comnmittee's intention that
aieh renegotiation extend o a anb=tantial portion of the M.ALCL oh-
Veeations now outstanding, and to a significant portion of other City

ohliztions muturing before June 30, 19706,

Where such negotiation involves the term of contraets of other
provisions for eompensation {including pensions and other benefits)
for personal services rendered or to be rendered, there may he taken
ander consideration the compensation and ofher henefifs provided
for similar sevviees by other employers, with particular reference to
employers which are politienl subdivisions of the same State or of
other States,

Finally. this seetion anthorizes the Tloard to insist on any other
torms and conditions not inconsistent with the general purposes of

».

the Aect. :

8110, Audits,
_This section anthorizes andits by the General Acconnting Office
cither ab its own initiative or at the request of the Board, Such audits

[page 17]

mav be made not only of the musnicipality direetly, but any other
u;:(:n('y or il]:&l}l‘llll\l_‘llt:ﬂi(}' ol the State or mnnicipality that-¢ither
the Boand or the General Aecounting Office feels should he auélited:
Cnder authority.of a similar provision in the Timergency Loin Guear-
antee Act (1n U.S.C, 1816(h)). fhe General Necounting Office has
made extensive use of andits miade by an_independent anditing fivie
subjecting these to sueh, cheels for completeness and. deenriey as it
deemed approprinte. Under the logislation leréwith reporteds votr
Conmittee would expeet the General Aceornting Offiee to make =e
of State and any other available andits, but to continue to exercise its
own critienl and independent judgment. as to theiv adequacy, anel to
make audits of its own wherever necessary.

Your Committee takes note of allegations, by the Oflice of the State
Comptroller and others, that the present and past managements of
New York City have gravely misrepresented the finances of the Clty,
by hiding expense items in the cupital budget, by issuing tax and reve-
nue anticipation notes against income which would not he fortheoming,
and otherwise, Secetion 110 is designed to ensure that such ainnnickry
cannot wnd will not continue,

SyrL Ewmergency Muiieipal Debt (Fuarantee FFund.

The fund ereated by this section would he the veceptacle for grear-
antee foes imposed nuder section 106, and would be the souree for
ihe Board's administrative expenses ng well as any payments wlhich
might he required to Tulfill the Board's obligations, Should there be
insufficient moneys in the fund to make sneh payments, the Seeretary
of the Treasury would be requived to make them on behalf of the
Board, and Tor that purpose would he authorized to nse as a public
dubt transaction proceeds {rom the sale of divect obligations of the
1 nited States.

s 1712, Fedepal Leserce henkes as fiscal agents,

Thix seetion requires Federal Reserve Danks (o act ag fAscal agents

of the Board at its request. A similar provision in the mergencey
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Loan Guarantoe Aet (15 18,00 1800y appears to have ieen constrned

brondly it terms of the vange of services which the Board may abtitin

uhder it.

$ /100 Profection of Governanents inforest.

This section wuthorizes legal action by the Atrorney General to en-
force any rights accruing to the Government as a result of the issu-
ance of guarantees, and provides that the Government would he snb-
owated to the rights of uny creditor whose elaim was satisfied pur-
coant to the guarantee. 1t also reserves to the United States the right
to offset naninst any sims owing o a State or political subdivision for
whose benelit. any guarantes 1s made under this title, the amount mn
wholo or part of any payient getually made by the United States piy-
suant to any such elaim. Disevetion is vested in the Doard as to ihe
manner and extent that this right of offset would he exercised, because
it is clear that the right of offset might arise wuder cireymstancees
wlere its mmedipte and snbstantial exercize would only exacerhate
the problems and increase the expenses of the FFederal Government as
a'whole.

[page 18]

Trinally, this section authorizes the Board to inerease the guarantee
foo (up to o maximum vate of 225 percent per unnnum) whenever there
is a failure of the political subdivision or the obligor of any securities
issued for its benefit to fulfill any connnitment or undertaking which
it agreed to [ulfil} in consideration of the issuance of the guarantee by
tho Bonrd. The purpose of this provision is to give the Board a means
to bring about the correction of shorteomings before they hecone
criticul. :

§ 114, Repaorls.
The Board is required to make quarterly reports to the Congress of
its operations wnder this title.

$ 825, Terminadion,

The Board’s authority to make guarantees terminates on Septemmber
30, 1979, This would not, of course, atfect the continuing validity of any
onaranteo entered info prior to that date, nor does it alfect the Board’s
rights and remedies to enforee complianee with conditions attached (o
its guarantees.

TITLE H—AMENDMENT TO INTERNAL REVENUR CODE
O 1954

Souf. Tuwability of ecituin fedevally quaranteed obligations.

Phis seetion mmends seetion 108 () (1) of the Internal Revenue Cade
ol 1951 to provids that interest on obligntions guaranteed under Title
I would be subject to Federal income taxation, The exclusion from
oross neome which the Hevenne Code provides forinterest on State
obbigtions is not subjeet to waiver by the issuer of such obligations,
anel 1n the absenee of this section of the Hill, or come other provision
faving the same Jegal effect, it wonld he impossible Tor the State Lo
comply with the condition set forth in Title | that gunranteed oblipa-
tions must be tuxable,
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CoMMITTEE Y OTE

On November 3, 1975, vour Committee ordered TLR. 10481 favor-
ably reported by a rolb enll votoe i which 23 vates were cise in favor -
of, and 16 votes were vist against, the motion to report the bill,

Tgrivare or (CosTs

Tn compliance with Clause 7 of Rule XIIT of the Rules of the House
ot Representatives, there 1o set, forth below an estimate of costs which
would be inenrred in earrying ouf IL.R. 10481 in the current fiscal
yoar and foreach of the subsequent five fiscal years,

Apnrvistiarive Cosrs

On the basis of experienee with somewhat similar activities carried ©
out by the Emergeney Loan Guarantee Board and the General Ac-
counting Office under the mergency 1oan (uarantee Act, the costs of
which have ,l\nngu_d between about $240,000 and %142,000 per yenr,
your Cojnmittee estimates that the administrative:costs involved in
ile implementation of tha bilt herewith reported wonld be Jess' than
$1 million per year.

page 19]
GuarANTER JUXPOSCRE

In the cvent that the entive guarantee authority is utilized, that
there is a total default on all ohligations so cuaranteed, and that no
recovery is made of any suns paid out under the guarantee, the maxi-
mum possible costs to which the Federal (Government could be sub-
jected would amount to &7 billion. Since the guarantee authority will
e utilized on a piccemeal basis rather than all at once, it is likely that
“t difficulties do develop, they will do so well before the naximum per-
missible guarantee authority has been used. Moreover, in view of the
limited purposes for which guarantees can be issued, the strict con-
ditions of eligibility which must e met. and the confinuoeus monitor-
ing of the situation which will be carried on by the Trederal Intergov-
crnmental Bmergeney Assistance Board, the General Accounting Of-
fice, wid by New York State’s Fmergeney Financial Clontrol Board, as
well as the provisions in the bill for recoupment from other Federal
payments of any suis actually paid out under guarantees, the likeli-
hood of any ultimate cost to ihe Federal Government 18 small, Your
Committee accordingly estimates that no costs will be dncurred in
carrying out the billy other than the administrative costs e forred to
above.

(GUARANTEE [EES AND AnprrioNat Ixcome TAxEs

Assuming that the Board were to approve appli ations in such -
amounts that the average total guaranteed oblipations outstanding .
would he as set, Torth below, and assuming that the Board were to
assess the Tnll authorized guarantee fee of 0.75 percent. per annu,
the Federal Government wonld receivo guarantee fees as indicated in
the following table. On the assumption the guarantecd obligations
were held by taxpayers having an effective average marginal rate
of 20 pereent, additional tax revenues would flow to the Federal Gov-
ernutent in the amounts aliown undey the headinge below, Although
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