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Acting Director

Mr. Eugene Kedilin

Executive Director

Municipal Assistance Corporation
Two World Trade Center

New York, New York 10047

Dear Mr. Keilin:

As you develop legislative proposals for continued federal assistance to
New York City, you may find the enclosed decuments helpful. The documents
congist of the two bills, plus the reports, which the House and Senate Banking
Committees approved in 1975, just before President Tord ended his opposition to
any form of New York City aid, and recommended the present seasonal loan program.

The House bill, H.R. 10481, as reported to the House on November 6, 1975,
would have created a five man board, composed of the Treasury Secretary, the HUD
Secretary, the HEW Secretary, the Chairman of the Federal Reserve, and the Chairman
of the SEC. Under the terms of the bill, the board would have the authority to
grant federal guarantees of State bonds designed to assist financially pressed
cities., The Senate bill would have provided for the same authority, under much
the same circumstances and requirements (see below). However, the State would
be obliged to meet only one-third, rather than one-half, of the city's operating
deficit, and the State could do so by means of a loan, rather than by a grant.
The Senate bill would have required the State to meet one-half of the city's
deficit by means of a grant.

Rather than the four to five year phase-out planned by the Senate bill, the
House bill would authorize $5 billion of outstanding guaranteed bonds until
September 30, 1989, and $3 billion thereafter, until September 30, 1999. Moreover,
the State would be liable Lo make up federal losses only to the extent of federal
revenues flowing to the State (e.g. revenue sharing funds), rather than relmbursing
the federal government in toto for losses.

A mandatory exchange of MAC bonds and city securities would have been
authorized by the House bill, but the precise terms and conditions of such an
exchange would have been left up to the board. Unlike the Senate bill, the House
bill would not have required the voluntary approval of the security holders.

Finally, the Senate bill would have permitted the federally guaranteed bonds
to be taxable or non~taxable, depending on the amount of the guarantee fee paid by
the State. The House bill would not have permitted a taxable bond option. All
interest on guaranteed bonds would have been taxabile.



The Senate bill S.|2615, provided for short term (one year) federally-
guaranteed State bonds to finance the credit needs of a city if neither the
State nor the city could obtain private credit and if either omne was in danger
of default. 1In order.to qualify, the city would have to file a plan under which
it could achieve a balanced budget within two full fiscal years, and would have
to submit to State control of its fiscal affairs. The State would be obliged to
pay a guarantee fee to the Federal government, reimburse the federal government
for any losses, and, if necessary, make a grant to the city equal to at least
one-~half of the c1ty s operating deficit, above and beyond prior State assistance
programs. Moreover bond and note holders representing 65 percent of any obliga-
tions issued by a State agency on behalf of the city (MAC bonds) would have to
agree to exchange existing bonds for federally guaranteed bonds with a later
maturity date. The same agreement (but with the lower limit of 40 percent) would
be required of the city's own bond and note holders for obligations maturing prior
to June 30, 1976.

The federally guaranteed obligations would be limited to $4 billion the first
year, $3.5 billion the second year, $2.5 billion the third year, and decreasiag
at last to $1.5 billion in the fourth year, after which the program would end.

In the case of a city which could not meet all of the necessary requirements
outlined above, has defaulted or petitioned for bankruptey, and is in danger of
eliminating essential services, the bill would authorize federal guarantees of
the city's own bonds, and the State would not have to reimburse the federal
government for losses, lHowever, only $500 million of guaranteed bonds could be
outstanding at any one time, and no obligations with maturity dates of more than
three months could be guaranteed. Authority to make these emergency guarantees
would have expired very quickly, on March 31, 1976, whereas authority to make the
larger, pre-default guarantees would not have expired until June 30, 1979.
Otherwise, the features of the two programs are similar.

Both of the programs under the Senate bill would be administered by a three
man board consisting of the Treasury Secretary, the lLabor Secretary, and the
Chalrman of the Federal Reserve. Because it was anticipated that the State-paid
guarantee fees would produce a profit, the bill would have established an emergency
municipal debt fund to provide money for the guarantee programs, with supplements
from the Treasury as needed.

If you have any questions, or wish for further information, please do not
hesitate to call. Best wishes for the New Year.

Sincerely,

1t O

Brad C. Johnson

BCJ:plw
Enclosures
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 The President

The Vhite House A T S oy . o
Washington;in. C. 20500 . . ’ o

Dear Mr.-Pfesident:
The Committee on Banking, Housing ang Urban Affalyrs held

overslght hearings on the Naw York City Seasonal Finaneing Act .-
on December 1k, 15 ang 16, 1977. . Pursvant to those hearings, @

-.~Committee Report outlining the Tindings and recormendations will
- _be 1ssned sometime in January. “Fowvever, we thought 1t advissabie _
" to inform You of our own views as qulckly as possible, since they .
. .mey have a bearing on the decistons you will socn have to make .
.. . regarding Administration policy on the HWew York City financing .

issue. As you know, the prasent $2.3 billion Federal seasonal
loen program expires on June 30, 1978, o R

Witnesses at ouy oversight hearlngs gave a clear signal that
New York City will be seeking and expacting =n extension ol the

seasonal loan prozram beyond June 30, 1978, and will likely be

requesting some loeng-term financing assistance ps well., Tt was
stated or implieq repezatedly that the City needs such additional
ald or else 1t will £0 bankrupt after June 30. . -

Based on information obtained in the hearings angd elsevhere,

= ﬁe are yet .to be -convinced that further finaneinl assistance from

the Federal Government is needed for Hew York City to be abvle tp

. meet 1ts Tinzneing needs and svoia bankruptey after June 30, 1978.
" There are resources aveilable to New York City and New York State

which shonld be sufficlent to maintain solvency regardless of
what the Federal Government does, And since it is by no means -
certaln that Congress will ebprove any additional Federad 214 %o

- Hew Yorx City, we think 13 is‘gssential that alternative sources -
of rinancipg be glven serious consideration at the Present time, -

Ye should note as well that the political ang economie climate
that is likely to brevall in mld-1978 will be considersbly aif-
ferent from that of late 1975, In 1975, Hew York City's fPinances
veerad toward chaos and no resolution of the Problem _seemed
Possible absent Federal involvement. In 1978, the size of the
finencing problem will have been considersbly reduced, and the -
City's record of significent progress on a number of isspes —

it
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to include the following elements, among others:
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budget bolance, accounting reforms, cuts ip payroll and programs
- — c¢an be expzcted to put it in n better position to sell its

securities. Thus, we would Judge that the probebility of the
financinl community steoping in to asalst Hew York Clty followling
the expiration of the Federal sezasonal loan. progran is consider—
ebly greater. Purthermore, there will be in office a new mayor

“who has steted firm » In a letter produced for the Commdttee's

hearings, "there will be no bankruptcy for the City of New York."

Thexe are several steps vhich we believe Mew York City can
end ymst takoe in order to be in a position to meet its firancing
needs without reliance on the Faderel Govezynment. These inelnds
achleving. real budget balance sna taking other ections necessary

Lo assure investors of the security of the City's obligations.
In our vlew, these conditions cen and must be met in the nex

three to four months, or else thé'City will face grave consequences

“whatever the Adnministretion end Congress deecide to do. With this

as a premise, ve shall elsborate on the Clty's expected Tinancing

‘“needs over the next three years, both long~term and short~ternm,

end the resources available,for meeting those needs outsidge the
=] -

First, the oversight hearings revealed n universal and

_'unequivocal view that Few York City pust achieve a credibly
. balenced budget snd thus allay the fesnrs caused by the magniinge

of the defictit projecticons for Tiscal year 1979. This will regulre
the development of s detziled finsncial plan which demonstrates
the City's ability to =achieve recurring budget balance over at
least the next three years. As we see it, this pian would have

-1, 8 schedule for phasing out- all of the operating
expenses contained in the cepital budget (presently about
643 million) over the period of time covered by the finan-
cial plan; - ’

2, " a algned City-wids agreement on the economié terms
and budzet costs of thg City employee union contracts over
that perlod; and = _ L . ' ' '

i 3. a comnitment from Wew York State to provide sub-
- stentlal sdditional amounts of finencigl uld to the City )
during that period, in order 4¢ enable the City to nttain
recurring budget balance. ) ;



- - that you share this bellef. However, we found in the hearings
- ~that not only doess Hew York State havh no plens to provilds more -
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‘We should like %o underscore this third point, regerding
the role of New Yori Suntrn, TFigures obteined by the Comnittiee
Indicate that during the years of the fiszal erisis and the years
of the Federal loan progrenm, that 1s, .fiscel years 1976 through
1978, the emount of State ald to New York Clty has remsined = -
virtually unchanged. :The increase during that perlod has been
less than U percent, not nearly enough even to keep up with in-
Tlation. ring that szue time perlod, TFedersl nid to New York
City has gone up markedly,; by sbout 28 percent. In fiscal yvear
1976, State aid to the Clty ren about O percent higher than
-Federal =id; now. it is 1b percent lower. While there way be
: _'Soue question about the exact numbers, we understend that ?igurev'
”'ﬂdevelooed by the Treaaury Dmpartment JhoJ a simllar trend. -

- Va beliava +that Sca es have “the prlmary rcspOﬂslbiWLty fbf
their clties undsr our . redaral system, and we think it likely

"budzet rellef to Hew York City, but in fact it is Planning a
general tax cut of some 5500 million. Although we can corprehand
the arguments for some tax reliefl, we see no reason at all wny
Hew York State shonld not be required to shoulder Tar more of

the burden of elimlnating the Clty's budget deficlt, possivly

.by brinzing its Tunding of welfare and nedleaid costs more into
line with the practices of other Stmtes. And, while not wishing
to belabor the dbvious, wa should note that it would b= most
difricult for anyone to persusde Mombers of Congress to vote

. additional Federal financlal aid to Tew Yo rk City so that Hew. :
-York State residents and elected officlals can enjoy the benePlts
of a tax cut while similar benefits mey W“ll not bw vailable bO
tne*r own coﬂst1uuent ' . T

. As a second major poxnt in addl*ion to bala ancing the budg,u,;
* Hew York City will have to satisfy certain conditions desipgned

to secure 'sufflclient investor confidence to allow the City to-
borrow on its own in the credit markets. Testinony at the Com-
mittee hearings ipndicated that there i1s baslec agreem=nt on the
nature -of thesz condiiions within the finauneial conmunity, and
basic -aecceptence of the need for them hy other pariies concerned
“with the City's flﬂanc1ng. The condltlons can be summarized as
Tfollows: : : o
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T Establlshnent of =n acc0Lnuing und.budre"ary
control'aysteﬂ which will produce reliable City Tinancial
statementa 'dnveloped in accordance with generally aCCLpted
accounting principles,

2. Outside audit of the Clty's finauclal sistements
by a reputable acesvating firm on at least an uﬂnudl besis,
vith reporis made avellable to the publ i '

-3.  Esteblishment of an independeat review I mechenism,

, along the lines of the present Fee ergency Finencial Centrol
. Board, with azuthority to require that +the budget be balanced
" .. and that the Cit y lOllOJ reas ongble budueblng and borrowing
D?acbices., . - SR ' - e

The last of the se, tne review Lachanlsm will require act1on
Aby the State Legls1auu4e, vhich zlso nust COﬁSldﬂr end =sct on the
proposal to Increasse tne Mmicipal Assistance Corporation's borrow—
ing authority by soue q3 blllicn. The cther two ara ths City's
responsibility and, indeed, are zlready in the process of being
accomplished.

In our view, =1l of the above are essential conditions which
mast be met by hew York Clty and Wew York State as rapidly as
poasible In the coming vear., Ve would suggest April L, 1978, ==
& reasonadle deadline by which sll of these should either bs fMlly
-accompl shed or firm commi tments made- to accomplish them over ths
three-year period. - T

With all of these elewments in rlace, well in advance of +the
expiration date of the Federal loan program, we then belleve that
New York City would ba able to obtaln the Flnancing it needs on
Its owvn and thus avold the danger of benkrupicy afier June 30,
1978. We shall discuss balow the Clty's estimated finencing
needs, both long-term and short-term, over the next three years
and the most promilsi :g sources of ’inajc1ng available to mzet
those needs,

In hils tes»lmonj at the oversight hearings, Felix Reohatyn,
Chalrman of the Munleipal Assistance Corpox ation, outlined for
.the Comaittee his estimates of Yew York City finanecing needs,_
both short-term seasonal and long-term capitel needs, over th
next.u ivee years. He also described his plan for meeting thoan
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e President

needs, which involver a phase—dowm of the 52.3 billion in Ted-

eral seascael loans and a phase-in of $2.25 billion in Federal

long~term lendlng over thuat three-year period. We will use the
Rohatyn plan es a basis for dlscussing alternative sources for

Tew York City's finsnelng during that period.

A, Loang~term financing.

e Ronatyn plem describzs three areas in which long-term ,
 Tinancing vould be utilized over the next three yesrs. The First.

':.ﬂnd most besic is the Cily's cepital budget, including the expense

items which are to be phased out. Mr. Rohatyn sces the capital
'Vfinancing needs as. yunning at the level of %3 —~ 3.15 billicn over:
_the three-year period, or about $1 blllion & year. Based on our.

own estimates and on discussions with offieizls in Few York City;
we believe that those Tigures are somewhat bhigh. t mast be bhorne
in mind that the 31 billion snnual figure includes a sharply
declining level of operating expenszes, whlch meaus therefore a
sharply rising level of "true" capital spending. t is question—
"eble whether FHew York City would have the cepaciiy, let alone The
resources, L0 gear up ‘to a capital program of 3860 million or
more within three y=ars, from the present Jevel of $428 willion,
hovever great ils needs may ba. -The Tollowing would seem Lo be
~reasonably reallstle, in fact reasonably generous, estinmstes of
the Cliy's capltal financing nzeds over the next three years,
including both "true" capitel =nd operating exponses on a phased-
down basis: :

FY 1979 Uy o800 - 1981
Capltal . $u50 willion  $550 milllca 5700 m1lion
Expense itens: _ .$500‘millionr $350 millicn $150 miilion-
Tot el _ © $950 million - $900 million 3850 milii_pﬁ' |

Thus we wonld reduce the overall estimate of long-term czpital -
financing needs from $3 billion or more to $2.7 pillicen. Presun-
rbly these amouwnts mdgnt even be reduced further if need bve, either
by cutiing dowvn on capital investment or by spesding vwp the phase-
out of the operating itewms, or both. ’ : -
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"he question now iz how the City would finonce this $2.7
billion capital budget. Mr. Eohatyn has sajd that MAC has the
ecconomic caprcity under its existing boad resoluticns Lo raise
cnother $2.5 to 53 billion over the three-year period, assuming
State auvthorizing legiszlation end Tuvorable rmarkets, This means
+hat in the best case, MAC should be able to cover 211 of the
City's cepital financlng nueds. Bven azouming the lower flpure,
1t could still Tinence most and pechaeps ~1) of = stringent, bere-
hones capital budzeb.

T4

Tn addition to 1MAC, the City should olso bz able to count
on some further finsuncing sssistence from its ermployee pension .
funds. Ve recognize the major contribution that the City cuployes
penalon Tunds have: slready made in shonldering the burdsn ol New
York City's long-term financlng needs in the past three years,
since the credit markets closed against-the'City.-'By June 30,
1978, the pension Tunds will have o total of $3.8LL billion
invested in Few Yoxk City securities, wnich pmounts to 35.3 per-
cent of their tobtal assets. This includes $2.53 billlon invested
pursuant to the lovexsber 26, 1975 Agreement. It may not be
reasonable bo expect the unions to incraase substentially the
proportlon of their resources inveshed in long-term City Donds
over the next three years, bub nelther would it be wice to en-
courage a significent decresse 4n their holdings et the very time
the City may bz most in need of = finoncing bridge to the long-
term cepital markets. Horeover, the finencial fate of the pension
funds wlll still be closely linked to that of the City. So vhat-—
ever may be the expressed desires of +he union leadership, we
think 1t would be ressonable Lo expect +the Clty employee pension
funds at least to maintain their existing Jevel of cormlitment to
the Cliv's long-term fipancing, which wvonld involve the follow-
ing actions: Co

1.” TReinvestrent of the amounis of their holdings
which will be moburing over the next three ysars. Accoré-
ing to our calculations, hased on tables supplied by Jack
Bigel, ccnsultant to the pension funds, this wounid amount
to a total of ahout $TQO million. v

2. ITrvestment of 35,3 percent of the pew investabla
funds ecerving to the pension fueds ovax the next three
years, thus holding constant the overall level of invest-
ment in long—term City bonds, It haas bheen soxewhat difTicult
to obtain projections of penslion fund investable funds over

he entire perio@,,but we have saade some rough celewlotions.
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According to e meworandum submitted by Mr. Digel, the City
pension Tunds antielpate o cash flow surplus of $380 mil-
lion in the next fiseal year, 1979, bat that amount is
1ikely to be redueced by certain one-time expenses to a
level of ebout $150 million. One can extrepolnte from
this data to estimnte that additlons to invesbedble Tunds
in the succzeding two {lacal years, 1950 =na 1981, would
cgusl at least tha 5380 »illien Tigure end vould prooaebly
not be encuxhzred by the unuzual evpenses Tacad in 1979,
refure, ve cplculate the additional Investable funds
to the City pension funds over tha thres-year veriod Lo be
least 3500 milliion. If the pension funds then were Lo
tbodin thelr existing 35.3 percent level of investment
in City bends, this would provide a minimm of $320 million
in additional Tinancing for HWew York City's capital nced

f4
E.
E

Tt 1s 1likely thet zn extension of P. L. 9l 36
with some awendrents would be needed to permit these L
additional City pension fuzd investments., If this is the
case, then we assune that the Adwministration would request
Tthe necesaary leglslatien in a timely fashion.
‘o sum up, we balieve thet sufTiclent long-term Tinancing
would be availeble for Tew York Clty in the next three years from
sourczs obher than the Federsl Government to wore then mest th

]

City's baslce cepital financing needs, We estimate that st lesast
$1 »illion cownld be suppliad by the Cliy employeze pansion funds
in addition to the $3 billion Mr. Rohatyn has sald could be
ovtained through MAC, for a totel of around $% bhillion. This
would not only be enongh to finance a $2.7 billion cepital budget
but also possibly to do some of the other loag-term Tinancing
actions mentioned in the Rohetym vplan, to which we wonld assign _
a lover prioriity. These are discusped below. ' '

3

The Rohatyn plan designates tvo other uses Tor long-terr
Tinencing over the next Three yesrs:
—— 3600-800 mil1lion . for restructuring Cliy bonds
— $750-8C0 millicn Tor vondlngz out the State advance

tnile thess sctions may be deairstle, they do not =pp2ar to be
essential to avold banktruptcoy, which is the focus of our attention.
They shovld b2 placed in a catewory ol actions to be taken if

respurces parnil.
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We would assimgn second place to the restructuring of some
$600-800 million 1in City bonds vich will be maturing in the next
three to four years. Althoush we have not bzen nble to obtain
precise data, we have been told that relinancing these bonds to
stretch out the debb service over s uch longer period of tinm
would potentially provide budget savinzs to the City of up to
$200 milllon 2 yeer, amounts that counld roughly offs=t the cost
of phasing ont th2 oxpense items 1n the cepitod hudmet. Alter-
nativaely, there could be sove property tax relief. Taus it woula
seenm desirable from a hudgetary atundpoint to do thls restrucktur-
ing, bubt only if the resources are there.

7 Finally, there is the maiier of bonding out the State advance,
which rins at $750-800 million a vear. YWe have mixed feelings .
- about this. _ On the one hand, it wonld have the salutary eifect
of reducing the Clty's ssasonel borrowing needs. With this zna
i

- some other adjustmenta, the Lohatyn plen estimates that the Clty's

‘present seasonal borrowlng needs of ebout $2 billion a Year could
be cut in half, dowa to $1 billioa. This would lower the Cliy's
acbt service costs, and qulte possibly facilitate its Ye-enbry
dnto the credit markets for short—ternm borro7sing purposes,

On the other hand, this £800 million seesonal Tinancing is
besicelly gueranteed the City, whereazs the cgulvalent asount of
dong-term finuncing is not. loreover, MNew York Siate would be
the principal beneticizry of the bonding oub of the advance; ,
this would relieve the State of its present need to provide bael-
~door seasonal finsnclng end thus would improve the State's own.
borrowing picture conslderably. A1l this runs somewhat cowmter

to our view that the State should be more, not less, involived in
“the City's finances. While we wouwld not oppose the bonding . out
of the State advance if it can be done with evailable resourcas, -
we would certainly nobt assign it top priority, and we would
Gefinitely cppose the use of Federsal long-term financing to
sccompllsh this purpose.

An-conclusion, then, we find there 1z awple reason to believe

that Uew York City could covei its long-term Tinancing needs

over the next three yesars from resources Iimadlately available

to 1t, even in the ahsence of any financiel aid from the Federal
Covermment bayond June 30, 19738. Furthermwore, w2 would not pre-
clude the possidbility of the City's being able to do some long~
term cepitel finsnclng on its own, through offerings of new City
bonds, at lzast in the latter nert of the three-year period.
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However, thisc is not essential to the besle aim of meesting
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i tha
City’s lanz—-tersm Tinancing necds.
1. Short-term Tinencing.
The Rohetyn plan estimates that Hew York City's shiort-term

P ate
seasonn} financing needs over
to $1.8 billicn a vear iT 4
or $1 billion a year with t

1. ime security for

e hondiupg-out.
these anounts shewld not be ford
. tha Fecderal Government, for the

the threamyaar period will meowmt
Stave edvance iz nob bondsd oat,
1

oS08 D reason way
hooming fron scarces olher Lhan
following rensons eamong others:

those seasonal borrowings is

strong, since they are all geared to anticipated revenues

from the Stete. The State's credlt iz stroeng, and thare are -

stetubory or othor express commitments to Droxid]nn iH

2. The City'has an

revenuss over at le 25t Lhe next three ycars.

iwoeccnﬁle record of repsying iis

seascnal lozag Trom the Federeal Govarnment In full end on

Time or ahzad of schedule.

There 1g 1ittle reason Lo b2lisve

that other investors counld not Teel espured of a similar
repaytient record.  Furthermore, with the Fedeoral Government

cut ol the plcture, there

JOdld be ne impadiment to repgyment

arising ocut of any express or implisd prior Ylen on revenues

by the Federel Government.

rin-

In cur view, New York Siamte shou’d be looked to as the p
until such time as these n=eds

Clgal source of ssasonal financling

can b2 fwlly met In the private mariets.  Governor Carey hse told
the Committee repeatedly that the State Consiituticn prohibits

‘lending Lo a munieclpality. How

rever, a memorandwa from State

Compiroller Tavitt whlch the Governeor submitied Lo the Committee
&

a year

8e0 {iJLg some indication that the Constitubtion may not

bar lending Tor short-term sessonnl purposes. The jremorzadim
staled, in part, Tthat "the present Constitubtlons} ban on gFilts

or loans of the State's credit precludes borrowing to assist the
City exceot by notes payable w1th1ﬂ a year oul of currsnt ravenve.'

(emphasis T added) The latter phrese would eppear Lo dzscribe

rather clearly the nature of seasonal borrowinzs and would sugg
that the Btate mizht be able to asslst tha City dlrECTTJ in meet-

d
*n
n
el

ing swine of those short-tern needs.
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Tven 1f there mizght be some addltionezl 1ﬁua1 irozdimeznts to
dizect State Tinancing, there is no lezad barrier to the & a‘n
pension funds' picking up subsientlal omounts of the City
short--term notes. These State pension funds hold very cons 5der~
able asseta, and the Comnlttee wes inform @d in the oversighi
heerings that they have made no real comnitments to the Ciiy's
finrncing, elther short-tesm or long-term, Given the imoortance
to the Stote and its public employoss of Yew York Cliy's avoid-
ing honkrustey —— an eventuality which could irmeril tha State's
finunces as well - We see every reascn to expect that the Stete
‘pension funds should be. zble to backsbop the Cliy's seascnal
borrowing nceds, to the extent thab they camob be met in the
private markets. LT

£

A

J_
U

1)

-
-

There are two Stote penslon fumds:  the general State emniov—rl

ees reviremsnt fund, wvhich has total essets of 9.2 billion, and
the teachers TLCiTP"QWt Tunﬁ, with total essets of 5.8 bllllon.
Neither hes sny siignlflcent holdlngs of either Yew Yorlk City bonds
or MAC bhends. Even if the pension funds were to pieck up tha whole
$1.8 billion in seasonal Tinencing, vwhich may not be Feesible,
this would amount to only 12 percent of their nssets. 'This wonlad
be far smaller thon the commitirent made by the City vension Punds
and it vould be on obligaticons wvhose quick repayment is essurod
end sl atiractive rates of intersst., Bs en additional note, wve
assure thait this type of commibirent to seosonal Tinancing would
‘not preclude State pension fund lnvestuments in MAC bonds ss well.

In Tact, we believe. that theae pension funds should be urged to
maxe such Invesiments in emcunts that are reasonable in light of

the sizne of Ltheir assebs and the meke e-up of their porifolios.. -
should Federal legislation along the lines of P. L. 9h-235 be '
needad to permit these State pension fund investments, we esgume
tha ﬂﬁmiLlstration would request such legislation in a timely
fashion.

}in ally, we cane To thn role and responsibility of the Hew
York banks and other financial institutions in neeting Wew York
City's finunecing needs. The tobal domestic asseta of New York
State commer01al bankz, savines and 10&n essocietions, and savingsg
instituiions were approximately $305 billion as of June 30, 1977,
and avproxlzately 8247 billion of those we re assets of finsncial
instituvtions headquartered in New York City. ¥rom these figures,
1t is evident that 1t 15 well within the mesns of the Hew York
Tinanelal Institutions to cover much or all of Mew York Cilty
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zarinal flnemeling nzeds, which oquql far losa then one Percent
ol thaelr pssety, S only guestlon is whnther the condition of
these instituticas aod of the City would porplt such & laiel of
vestoent, : : ’

55

Ve feel there 1a every T eason to helieve the v financial

institutions located in How York City and in New Vor} Stete arve
In a far hetier vositicn nor to take on move Iew York C34y-aoleteq
ouligntions then they vere 1n 19?5,‘for sevaral recsenm.  Flaoy,

~

toe ccenoxny 13 in better shavs now, and the finameial sbtrength -
of the banking industry has ineiroved., Second, the banks hald no
‘short—term Clty notes at ell et the present time, nor pra there
eny such obligations still outs standing or in :1f3 Ut. rhira,
the City has made tremendons strides tovard putti: v its Tina
cizal house in order in the paab three years and will do stili

wore in the next Tew moath Fou*th the banks epn look to the
record of repayment of tha reu@ral easonal loans as & Pirm .

Indication that ths Clty will) 1dive up to its commitinents ang -

EW

repsy dits borrowings. Fiith, although the rccent 1y aubeWGcﬁd
City notz offewing Foiled Aus %o tha MIG-4 investment reving,
it is Important to re"ﬁ1l nonetheless that the Compiroller of
the Currency and the Federal Reserve Zoard both declar-a the

noves to be eligible dinvestments Tor the baaks they v {
For 2131 these Teasons, wve think it reasonadble o exipaa

#nd other Tinsneipl dnstitubions in Mew York Clty =nd New
Stete o vilck up a subshantial volure of short-term C 1
over the next three yeard, end sizaificent amounts of
MAC and naew City bonds as well.

1.

1

The Comdties receivead testinmony at the oversight

Trom the hzads of six of the largest banks In Hew York City —
Citiben¥, Chass Manhattan, Morgan Guar,qty, Bankers Trust, '
Manufacturers Hdenover, and Chenical Bank These banks =
r@pvﬁse“* votal C“Dltgl of %10 billion and totel asse C
5323 bllilon. Azong them, Chemlcal Bank had by far the largest
holdings of Wew York Clty and MAC bonds —~ about &
or 1.9 psrcent of assets.  The other banks had = Tuch emaller
vrooortion of their holdin ngs in these obligations, and there
is every reeson to assume that they could invs t

nountg of MAL and Wew York City obligations, na
shoru‘ m notes, without Jcooa“diulng thelr fin

3

tlon. borta*nly, there 13 no renson Lo assume th t such
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investments would be eny move risky than some of those banks'
Foreign loanas, which conswie a far lorper proportion of asge
And although the bartiers vho testified were reluctent to make
firin cormitments, they did indicate that they would do theti
share in any Tuture cfforts Lo weot Now York City's financi
needs.

) It 1s apvarcnd, then, thet we cre skepbical zoud the
need for contlinued Federzl financizl wssistance to Hew York
Clty. Moreover, we also believe that = renewnl of the Now York
ity loan wounld not necessarily serve the best interesis of the
Federal Covernment or the pation. First of Rll, continuing
the loan program mipht encourage other mumicipalities to look
to the Federel Government for simllar financial ald in tines
of cconomle stress. While the Federal Govern=ent has en obvipgus
role to play in assisting cities through its varlous grant-in-
eld programs, a dengerows precedent would be set if the Federal
Coverrment Decane viewed as ths wltimete marantor of the Tisenl
solveney of munlcivalities. Such a precedent would certainly
veaken the Incentive for local seli-discipiine and ercde the
Toundetion of our Federsl system. '

Secondly, ve telileve n continuction of the Fecderal lomn
program will of mzcessity involve both the Congraess and the
Zxecunlve Brench in meking Judgmeats on the internal affairs
of Hew York City which, wider our Federal system, should be the
responsidllity of loeal officlals. We Qo not believe Tedersl
officlals ‘should be Torced to get involved in highly ceatro- 7
versial local matters such as wage rates for mmicinal em-
ployees, SBtete or cliiy tax cuts, tuitlon charges for city :
tniversitiea, subwsy Tares, rent control, or selaries for mem-—
bers of the city councll. TInd=ed, iHembers ol the Sanats
Banking Caomeittes have taken a zood deal of personal cyiticisnm
for sresking out on thesze issuzs. Bowever, as long as we hava
Federal financial involverment in the affeirs of Niew York City
and the need to saleguard the Faéderal investnent, we believe
that Toth the Congress aad the Executive Drench will have to
taxe hipghly wnpovular positions Trom time to time. In ihe
long run, it 13 much beiter to have these decisicons 1laft to
the City and the Stabe without involving the Federal Gove:rn-—
ment.

®

AT



—
wt

The Presidant Dzcember 23, 1977

. We reslize thal onr views ey not bz well recedved] by some.
Witnesses at the oversipht hearings, Anecludlng those Trom the
Tinancial corsmunity, expressed the view that extension of the
Faderal. loan program in some form 1s necessam , tngd sowe ol the
clenrly espoused the Roznatyn positlon thet long-term Fedeeal
financing is needed as well. Ve beliove 11 is vitel that bthe
contrary wosition be conzidersd and arsi hed corefolly, both in
thz intevest of responsible pubiic po"lnc:y end in the intzvest
of’ Tew York City's Tinancial survival after Juae 30, 1973,

Mr. THohatyn has atobed Lthat ir_olv exl ’1d1nfr ihe Federal
-~ (5]
seascnal loen program vould ba the Yapoliceticn of a bandg-aid
to a contlnually vlesding wvound." Ve believe. on T.he tontrar

g 3 Y s
that it would be a contlouing crutch for a patient that should
- be made to walk again. :

We hopz that the gmnt., ralsed In this lotter will be o
part of your deliberetlens on Ad ‘"11 istretion policy toward New
York Clty in the coming yenr.

Best wishes Tor the holidsy seonson.

Ruspactfully,

d V. Drocke

Willian Proxmire ) Ldwsnr
cing Minority Meober

Chalrnan Ren?




BACKGROUND: H.R. 6419
THE FEDERAL MUNICIPAL BOND GUARANTEE ACT OF 1977
INTRODUCED BY CONGRESSMAN FRED RICHMOND (D-N.Y.)

Once again, the nation has been hearing about New York City's fiscal
crisis. At the same time, there is a growing recognition that there
is a broader national crisis for local government units all across
the country. Like New York, municipal and county governments are
finding it increasingly more difficult to raise the money they need
for capital improvements and other essential expenditures. It is as
yet unclear if the President's long-awaited urban policy proposals
will resolve the fiscal "crunch" for local government.

A recent New York City note sale collapsed due to the unwillingness
of the market to absorb City notes. In recent testimony before the
Senate Banking, Housing and Urban Affairs Committee, Felix Rohatyn,
Chairman of the Municipal Assistance Corporation for the City of
New York, stated:

"This occurred even though there was little question as to
the actual security of the notes. The unwillingness of
the market to absorb City paper of reasonable security,
short maturity and very moderate size, bodes ill for the
City's ability to finance not only short-term but long-
term as well . . . . I believe the failure of the City
note sale reflects a market whose skepticism with respect
to any kind of City paper is extreme."

The single most important element in the resolution of New York City's
fiscal and credit problems is some form of federal guarantee for City
bonds. However, New York is not the only local government with serious
unresolved problems. The situation is serious enough to require federal
action to guarantee bonds issued by any local government.

In the 94th Congress I introduced H.R. 7517 which would establish a
Federal Municipal Bond Guarantee Administration (FMBGA) modeled after
the Federal Deposit Insurance Corporation.

Briefly, FMBGA would work like this: Following certification that the
local government issuing the bond was operating in a responsible manner,
the Administration would guarantee both the principal and interest of
those municipal bonds. The cost of administering this program would be
paid by assessing the local governments who participate an amount pro-
portional to their use of the program. 1In addition, in order to provide
an insurance fund, local governments who desire federal guarantees would
be required to deposit security with the FMBGA. This would mean that
instead of each municipality keeping its own reserve fund, a joint
reserve fund would be established. The resulting savings of this system
would accrue to local taxpayers all over the country who would benefit
from lower local government costs. In addition, the federal government
would receive the benefits of narrowing the ever-widening tax loophole
which permits purchasers of municipal bonds to escape income taxes on
their interest.

This is not a unique service that the federal government would provide

to an important credit market. There are already federal guarantee
administrations for banks (FDIC), credit unions (FGUGA)}, farmers (¥FCB),
and savings and loan associations (FSLGA). It seems no less appropriate

for the federal government to help the local government units of the
nation in the samz way.

In the first session of the 95th Congress I introduced H.R. 6419, a
measure which is identical to H.R. 7517, except for the added clarifica-
tion that the interest on these federally guaranteed municipal bonds
shall be treated as taxable income.

Should you require any additional information, please contact Arthur
Craig of my Washington office (202) 225-5936.

Yours—sincerely,

0 e A K Y

ed Richmond"

————

o —ar
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The City of New York Office of the Mayor " First Deputy Mayor RN

New York, N.Y. 10007 Donald D. Kummerfeld

November 30, 1977

FOUR YEAR FINANCIAI, PFLAN

FOR NEW YORK CITY
A consensus is emerging among City, Statg and Federal officials
that the City will not bhe able to meet all‘éf its seasonal
financing requirements in the public credit market after June 30,
1978, even though it is meeting all required fiscal targets.
Further, it is recognized that neither the emplovee pension funds
‘nor MAC have sufficient resources or authority to meet the City's
legitimate need for long term financing in the next few years.
Hence, there is need for a Federal role in both seasonal and
long term financing in the next 3 to 5 years as the City gradually

reenters the credit markets.

JTo achieve the necessary legislative support for a new short

and long term Federal financing program for New York City, it is
essential that there be a carefully devised financial plan sup-
‘ported by the new Administration, the City Comptr&ller and the
\State which leads to full self sufficiency for all of the City's
credit requiréments by the end of the financial plan period.
Thus the. Congress would have assurance tlhat the Federal role was

strictly temporary - i.e. to supplement the City's presently



limited ability to raise private éapital as it gradually re-

establishes investor confidence and full market access.

To be credible the financial plan must deal realistically
with four problems:

1. How the City will achieve a balanced budget over
jthe next four fiscal years while accelerating the
phase out of capitalized expenses E% required by
the Treas?fg)with reasonable expectation that the
budget will be in recurring balance in the years
thereafter.

2. What is the City's projected need for seasonal
financing in the next four years and how much of
this can the City expect to obtain in the public
market.

3. What are the City's needs for long term capital
financing during the next four years and what
sources other than Federal loans or guarantees
might be available.

4, What structural and legislative changes are re-
quired to assist the City's réturn to the public
markets {e.g. oVversight mechanisﬂs, segregation
of real estate taxes for debt gervice, limitations

on short term borrowing, etc.)



Budget Balancing

Since the City's revenues at current tax rates are growing
less rapidly thaﬁ inflation in costs for current levels of
goods and services, the City will, in order to balahce its !,
budget each year, have to achieve some combination of increasad
revenues (probably frém State and Federal Sources) and further
reductions in expenditures (hopefully from increased manage-
ment efficiency and labor productivity and possibly from re-
duced debt service through debt restructuring). The four
year plan will project revenues at current or known future tax
rates and estimate expenses at current service levels with
appropriate inflation assumptions to arrive at annual budget
gaps to be closed. It will include an accelerated‘phasing
out of capitalized expenses so that at £he end of the four :
year period there would be no such expenses remaining to be
financed with borrowing. A balanced program of increased
federal and state aid combined with expenditure reduction which
is sufficient to close the budget gap will be set forth. It
should be noted that this program will to some extent put the
State and Federal governments on the spot so that they would
be implicitly supporting higher levels bf aid to the City

|

through approval of the four year plan.

Underlying the four year revenue estimates will be key assumptions
about the projected performance of the N.Y.C. economy - assﬁmptions‘
on which there may well be considerable disagreement. On the
expense side, the key assumptions will be wage increases and

inflation in welfare and Medicaid costs - also very sensitive




and controversial subjects.

|
Seasonal Financing

The plan will project seasonal financing needs over the next '/
fqur vears assuming the bonding out of the $800 million State,
advance which is nécessarily contingent upon long term Federal
credit assistance. The ability of the City to finance Jlnc:rea'sing?I
porticns of total annual seasonal borrowing requirements over the"
four year period will be projected with declining annual Federal

locan requirements indicated.

Long Term Financing

The plan will project long term fiﬁancing needs ove£ the next
four years assuming the bonding out o>f the $800 million advance
noted above. [Ek should be noted that the $800 million advanée
could be reduced during the four year period through the use of
any end-of-year budget sﬁrpluses which may occgfi} The plan will
also include assumptions about a MAC borrowingfrole, the ability:

of the City to gradually reenter the long term bond market and -

the need for Federal loan guarantees over the four year period.

f

Ceiling on Federal Credit )

The plan will also includé a ceiling on the total amount of
Federal loans and loan guarantees which may be outstanding at
any time during the four year period, including both short and

long term lending.



Structural and Legislative Changes .

The plan will include a commitment to certain structural and

legislative changes designed to facilitate the City's reentry

!
into the long term market. 7The safeguards to investors proposed

'

in the City's negotiations with the clearing house banks last
spring (points 1 - 9) provide an obvious starting point for

iy .
such a commitment. But the key element will undoubtedly be the

form and duration of an external oversight mechanism.



Municipal Assistance Corporation
For The City of New York

MEMORANDUM
Date : 23 November 1977
To Eugene Keilim—
From: Andrew Decker -
Re Federally Guaranteed Debt Instruments

Some or all of the various debt instruments of the following
agencies are guaranteed by the United States Government,

Student Loan Marketing Assgociation

Postal Service

Department of Housing and Urban Development
Federal Housing Administration
Government National Mortgage Association
New Communities Debentures
Public Housing Notes and Bonds

District of Columbia Armory Board

Eximbank

Farmers Home Administration

General Services Administration

Maritime Administration

Small Business Administration

Washington Metropolitan Area Transit Authority

Particular attention might be focused on the New Communities
Debentures issued by the Department of Housing and Urban Development,
the District of Columbia Armory Board, and the Washington Metropolitan
Area Transit Authority (WMATA).

New Communities Debentures are issued pursuant to Title IV of the
Housing and Urban Development Act of 1968 and Title VII of the
Housing and Urban Development Act of 1970. The program provides
federal guaranties for debt issued to foster the development of
balanced new communities. At December 31, 1975, there were
approximately $280 million outstanding.

The District Columbia Armory Board, despite its name, was established
to finance, construct and operate a stadium in Washington, D. C.

Debt issued by WMATA is guaranteed up to an aggregate amount of

$1,200 million. The debt has been issued in conijunction with
the construction of the Washington Subway Svystem.

HAD/mp



Felix G, Rohatyn
Chairman

Board Membars
Francis J, Barry
George M, Braoker
Thomas A, Coleman
Thomas D, Flynn
George D, Gould
Dick Netzer

Robert C, Weaver

State of New York
Municipal Assistance Corporation
For The City of New York
Two World Trade Center

New York, N. Y. 10047 Eugene Keilin
Exacutive Director

{212) 488-5720

Writer’s Direct Wire: (212) 488-

21 November 1977

TO: Governor Hugh L. Carey

SUBJECT: New York City Financing - Federal Role

The failure of the sale of City notes brings to the fore
once again the question of City market access, both long and
short term, as well as the appropriate Federal role after
June 30, 1978 in providing financial assistance to the City.

It is our judgment that the City will be able to market
short~term notes, in modest amounts, beginning in the summer
of 1978, provided that:

a) Satisfactory agreements are negotiated between the
City and its unicons in the spring of 1978, and the
investments by the Pension Systems called for in
fiscal 1978 are completed.

b) A credibly balanced City budget is presented for
figcal 1979.

c} A federal financing role after June 1978 has been
defined and implemented.

Much more serious questions are raised with respect to City
access to the long-term markets. It would be imprudent to
think this could take place before greater credibility
exists in the City's ability to balance its budget, combined
with an acceleration of the phase-out of expense items from
the City's capital budget, and increased confidence in the
City's economy. -

T4
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There %s no_vehicle available, at present, to provide long-
term financing to the City on reasonable terms beyond June
30, 1978.

The Municipal Assistance Corporatior, following the Restructuring
Agreement has the economic capacity under its existing bond
resolutions to raise another $2.5-3 billion over the next

several vyears, provided the Legislature concurs and assuming
favorable markets. While this economic capacity should be
included in any long-term financing program for the City, we

will indicate bhelow that the City's needs for long-term

financing are greater than the amount MAC can provide.

Another potential source of funds is the City's Pension
Systems, whose present commitment to purchase City bonds
expires on June 30, 1978. While it is possible that the
Pension Systems might be persuaded to participate to some
extent in the exchange of City bonds for MAC bonds which 1is
an integral part of our financing prooram, we believe it
unwise to count on the Pension Systems for new investments
after June 30, 1978, since spokesmen for the Pension Systems
have indicated their desire to scale down the 37% or so of
their assets tied up in City and MAC obligations.

This should therefore, once more, lead to an examination of

a Federal role in the long-term financing area. As you

know, the Municipal Assistance Corporation has long held the
view that such a role was not only necessary to the City,

but also beneficial to the State and the Federal Government,
as well. Tt may be difficult to persuade the Federal Govern-
ment to accept these conclusions. However, we will continue
our practice of giving you recommerdations on the substance
of the financing problem while recognizing that political
realities may ultimately preclude their implementation.

Simple extension of the existing Federal Seasonal Loan
Program would be the mere application of a band-aid to a
continually bleeding wound. It is a bridge to nowhere.
However, Federal long-term financing assistance would enable
us to complete a series of actions which would make the City
financially viable and capable of undertaking more vigorous
action for its economic recovery.

The three-year plan recently evolved by Comptroller Goldin,
consistent with the actions previously taken by the Municipal
Assistance Corporation, contemplated the following:
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a) Refinancing on a long-term basis the current
rolling 5800 million annual Spring advance from
the State to the City. This advance is in reality
a residue of past City deficits.

b) Phasing out the expense items currently carried as
capital items over three years instead of the
remaining eight years allowed under existing State
law,

) Extending the Federal Seasonal Loan on a scaled-
down basis,.

a) Using the Municipal Assistance Corporation to do
most of the City's capital financing for the next
three years, coupled with moderate amounts of new
City bond sales as well as reinvestment by the
Pension Systems.

e) Amending the Municipal Assistance Corporation
legislation to expand MAC's responsibilities as a
long~term fiscal monitor.

Several aspects of this plan are highly desirable, including
the bonding out of the State advance and the accelerated
phase out of expense items in the capital budget.

In addition, as part of the accelerated phase out of expense
items, we helieve the Municipal Assistance Corporation
should refinance, on a long-term basis, some City bonds
coming due in the next few years to permit the City both to
lower its property tax rate and to provide budgetary relief.
We estimate a need for refunding of some $600-800 million of
such City bonds through the Municipal Assistance Corporation.

We, therefore, see the following aggregate needs for long-
term financing over the next three vyears: '

$3,000~3,150 million for capital (including expenses)
600-800 million for restructuring City bonds
750-800 million for bonding out state advance

These needs should total approximately $4,500 million over
the next three years.

»
-
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We do not include in this total some $750 million of possible
refinancing of MAC's early, high-interest, short average

life issues, which could provide another $50 million or so

of budgetary relief, but which would not count against our
borrowing authority.

You can see from the above that the City's real needs are
for 50% more than the amount which MAC is permitted to finance
under its existing bond resclutions.

The prudent thing to do, in ocur judgment, would be to pro-
vide for the City's needs of $4,500 million, half by public
sales of MAC bonds under the existing First and Second Bond
Resolutions and half by a sale of MAC bonds to the Federal
Government under a new (Third) MAC Bond Resolution.

The rights of the holders of MAC's bonds issued under its

First and Second Bond Resolutions would not be affected by
issuance of Third Resolution bonds, which would be backed

by City bonds held by MAC rather than by MAC's traditional
revenue sources.

The purpose of the financings could be broken down roughly
as follows:

$800 million State Advance
850 millicn Expenseg in Capital Budget
600 million Restructure City Bonds

'$2,250 million

$2,250 million Capital Construction

54,500 million Total

The proceeds of MAC's sales to the Federal Government could

be allocated to either half of this program, with public

sales financing the other half. However, for present purposes,
we are assuming the Federal loans will be used for the capital
program.

The MAC issue sold to the Treasury would be a Third Resolution
MAC, say of 25-year maturity, at the Treasury's interest

cost plus say 1/4%, secured solely by a long-term City bond

of similar term® and conditions. An additional component
would be the creation of a long-term fiscal monitor of the
City, which has been contemplated as a preregquisite to a
public sale of City bonds, and which would also benefit the
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Treasury as holder of the new MAC bonds. By securing such a
MAC Third Resolution issue solely with a City bond, we would
not impinge on the coverage of our First and Second Resolution
bonds. The $2,250 million of public MAC financings consisting
of First and Second Resolution bonds would leave MAC with

$750 million of reserve borrowing power with which to handle
other contingencies.

Assuming, as did the Goldin plan, a scaling-down of the Sea-
sonal Loan, the Federal Loan program might consist of the
following {in millions):

Year 1 Year = Year 3 Year 4

Seasonal $1,750 $1,000 S 250 5 -0~
Long—-term

{(aggregate issued) 500 1,250 2,000 2,250
Total 52,250 52,250 $2,250 §2,250

The City's current seasonal requirement is roughly $2.0
billion. Assuming a gradual bonding out of the State advance
and a smoothing of funding for the capital budget, total
seasonal reguirements should decline. After deducting the
amount of Federal seasonal loans available in each year, the
seasonal requirements to be raised by the City in the public
markets would range from $250 million or so in the first

year to approximately $1 billion in the third or fourth
year.

These estimates may be congervative, and the City may actually
exceed this schedule for reducing its need for Federal seasonal
leoans.

At the end of such a three-year program, the City's financing
position would be:

a) Bonding out the State advance will finance long-term
this element of the City's past deficit.

b) The City's total financing requirements will be
$2 billion each year instead of its current $4
billion. Of this amount $1 billion will bc
seasonal and S1 billion capital.

»
-
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<) Both the seasonal and capital financing requirements
gshould be within the City's ability to meet in the
public markets. MAC will still have some borrowing

power left to supplement any shortfall.

d) With expense items out of its capital budget, the
City's overall budget will be truly balanced and
its capital expenditures will result in true
physical improvement and accelerated economic
activity.

e) The Treasury will have an investment of $2.25
billion in a marketable bond which it should bhe
able to liquidate, without undue market pressure,
over the following three to four years. It will
have made a preofit on the financing and there
could be an agreement to adjust the rate to a
market rate at the time the Treasury resells
it bonds.

We have discussed this approach with Comptroller Goldin and
agreed to instruct our staffs to prepare a detailed plan which
we could jointly propose to the City and the State and which
could be the basis for our approach to the Federal Government.
Steve Clifford and Gene Keilin have already started on this
work.

Felix G. Rohatyn Eugene J. Keilin
Chairman Executiye Director

It
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My, Ricriaronn introduced the fotlowing billy which was referred jointly (o the
Connnitiees on Banking, IPinance and Urban Affairs and Ways and Means

A BILL

To establish the Federal Mnnicipal Bond Guarantee Administra-
tion to guarantce municipal bonds, and to provide that the
interest on certain government obligations shall be taxable

income,
1 Be 1t enacled by the Senate and House of Representa-

2 tives of the United States of America in-Congress assembled,

3 - SIORT TITLE
4 Sucrtox 1. This Act may he cited as the “Federal Mu-

5 micipal Dond Guarantce Administration Act of 19777,

3] FINDINGS AND PURPOSE

7 S, 2. (a) The Congress finds that—

8 (1) municipalities throughout the Nation are find-
9 ing it inereasingly more diffieult to sccure necessary
10 funds;
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2

(2) lack of pullic conlidence in bonds issued by
municipalities and high interest rates have furthered the
financial troubles presently experienced by their loeal
government uniis;

(3) the tax-free status of municipal bonds carrying
presently high interest rates constitutes a severe revenue
loss to the Government of the United States;

(4) loeal tax revenues should primarily be divecied
toward services within that particular municipality and
not to interest payments ol ontstanding honds;

(5) stability in the bond market is important to
assure an  increased  growth ol wunicipal services
throughout the Nation and insure the confidence and
protection of investors; and

(6) the policy of the United States in the pasf has
been to stabilize credit markets when national cconomic
condifions have 1)1'011g11t about a situation that has en-
dangered an important segment of the cconomy.

(b) Tt is, thercfore, the purpose of this Act to establish
the Federal Municipal Bond Guarantee A dministration swhich
shall guarantee bonds issued by muuicipalities which are
operating in a ﬂécally responsible manner and to pro-
vide that the interest on .any. such guarantecd bonds shall

be treated as taxable ineome.
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3
TITLE 1—FEDERAL MUNTCTPAT, BOND
GUARANTEE ADMINTSTRATION
ESTABLISHMENT
Src. 101, There s herehy ereated a Tederal Municipal
Bond Guarantee Administeation which shall guarantee, as

hereinafter provided, bonds issued by municipalities which

are determined by the Administration to be fiseally respon-

sible and which apply to the Administration for guavantees
ol speeific boud issucs. S
BOARD OF DIRECTORS

Sec. 102, (a) The management of the Adminisiration
shall be vested in a Board of Directors consisting of three
members appointed by the President by and with the adviee
and consent of the Scuate. A vacancy on the Board of
Directors shall be filled in the same manuer in which the
original appointment was made, i

(b) Not more than two members of the Board of
Dircetors shall he of the same political party.

(¢) (1) Txcept as provided in paragraphs (2) and
(8), members of the Board of Directors shall be appointed
for terms of six years.

(2) Of the members first appointed-—

(A) one shall be appointed for a term of two years,

o
and "
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(B) one shall be appointed for a term of four
years,
as designated by the President at the time of appointment.

(d) Any member of the Board of Divectors appointed
to fill a vacancy occurring prior to the expiration of the
term for which his predecessor was appointed shall be ap-
pointed only for the remainder of such term. A member may
serve after the expiration of his term until his suceesgor has
taken office.

(e) Two members of the Board of Directors shall con-
stitute a quorum, but one may hold hearings.

(f) One of the three members of the Board of Divectors
shall be designated by the I'resident at the time of appoint-
ment to be the Chairman.

(g) The Board of Directors shall meet at the eall of the
Chairman or a majority of its members,

ADMINISTRATOR AND STAVF; EXPERTS AND CONSULTANTS

Src. 103, (a) The Adminisiration shall have an Admin-
istrator who shall be appointed by its Board of Directors.

(b} Subject to such rules as may be adopted by the
Board of Directors, the Administrator may appoint and fix
the pay of such personnel as he deems desirable.

(c) Subject to such rules as may be adopted hy the
Board of Directors, the Administrator may procure tempo-

rary and intermittent services to the same extent as is
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authorized by section 3109 (b) of title 5 of the United States
Code, but at rates for individuals not to exceed the daily
equivaleni of the annual rate of basic pay in effect for grade
(:S~18 of the General Schedule.
GUARANTEE OF MUNICIPAL BONDS

Src¢. 104, (a) The Administration is authorized, upon
application by a municipality, to guaranice as hereinafter
provided any bond to he issued by sneh municipality.

(b) To be eligible with respeet to any hond issue to he
guarantced under this section a municipality shall—

(1) pay to the Administration the cost to the
Administration of auditing, by contract or otherwise, the
municipality to assure that the municipality is able to
meet its fiscal responsibilities;

(2) be found by the Administration, on the basis
of the andit conducted pursuant to paragraph (1) and
any other information ohtained by the Administration,
to be able to meet its fiscal responsibilities;

(38) provide to the Administration any information
which it deems necessary to make the findings required
by paragraph (2) and by paragraph (4); and

(4) remain, in the opinion of the Administration,
able to meet its fiscal responsibilities.

(¢) Any municipal bond which the Adminisiration
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- gharantees under this section shall he fully and uneondition-

. ally guaranteed hoth as to interest and principal.

(d) In the event that any municipality shall not pay
upont demand, when due, the principal of, or the interest on,
any honds guaranteed under this section, the Administra-
tion shall pay to the holder the amount thercol out of
moneys in the Municipal Bond Guarantee und established
under section 107 of this title.

 EVIDENCE OF GUARANTER

Swe. 105, Any contract of guarantee cxecuted by the

- Administration under’ this title shall he conelusive evidence
" of the fact that a municipal hond issue is guaranteed by the

“Administration.

PREMIUM CITARGES

- SEe. 106, The Adwinistration is authorized to fix pre-

“mium charges for the guarantee of municipal bonds under

this title which, in the case of any municipal bond issue,

shall not be less than an amonnt equivalent to one-fonrth of 1

‘per centmn nor more than an amount cquivalent to 1 per

centum of the amount of the prineipal obligation of the bond
1ssue.
MUNICTPAT, BOND GUARANTER FUND
Src. 107, (a) There iz eostablished in the Treasury of
the United States a Municipal Bond Guarantee Tund which

shall be used hy the Administration as a revolving fund for
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carrying out the provisious of tlus title with respeet to
municipal bouds guaranteed by the Administration under
seetion 104 of this title, and there shall be allocated nnme-
diately to such fuud the s of $ out of funds
made available fo the Administration to carry out this title.

(h) ANl premium charges paid to the Administration
ander seetion 106G shall be paid by the Adininistration Iito
the Municipal Bond Guarantee Fund.

ANNUATL ASSESSMENTS

Sro. 108, The Administration is adthorized to assess,
once in each calendar year ending after the effeetive date of
this title, cach municipality with respeet to which bonds are
being guarvanteed under this title an amount suflicient to
cover the estimated expenses (other than with vespeet to
the payments under section 104 (d) of prineipal and interest
on bonds guaranteed under scction 104) of the Administra-
tion in carrying out this Act for its first fiscal year beghming
after the date of the assessment.

GENERAT, OPERATING FUND

Suc. 109, (a) There is established in the Treasury of
the United States a General Operating Fund which shall
be used by the Administration to earry out this title (other
than with respect to making payments under section 104 (d)
of pringipal and intevest on honds guaranteed wnder section

104) .
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(b) All annual assessients paid (o the Administration
under seetion 108 shall be paid by the Administration into
the General Operating und.

INVESTMENT OF MONEYS

Sic. 110, Moneys in the Municipal Bond Guarantee
TFund not needed for current operations of the Adminis-
tration relaied to gnarantees under section 104 may be
invested in honds or other obligations of, or i bonds or
other obligations guaranteed as to principal and interest
by, the United States.

POWERS OF ADMINISTRATION

Sure. 111, (a) The Administration may for the purpose
ol carrying out this title hold such hearings, sit and act at
sueh times and places, take such testimony, aund receive such
evidence, as it may deem advisable. The Administration
may administer oaths or aflirmations to witnesses appearing
before 1it.

(b) When so authorized by the Administration, any
member or agent of the Administration may take any action
which the Administration is authorized to take by this
seelion,

(¢) The Administration may accept, use, and dispose
ol gifts or donations or services or property.

(d) (1) The Administration shall have power to issue

subpenas requiring the aftendance and testimony of witnessos
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and the production of any ovidence that relates to uny
municipality which the Administration is empowered to in-
vestigate by section 104 (b). Such attendance of witnesses
and the production of such evidence may be reqnired from
any plaece within the Uniled States at any designated place
of hearing within the United States,

(2) If a person issued a subpena under paragraph (1)
refuses to obey such subpena or is guilty of contumacy, any
court of the United States within the judicial distriet within
which the hearing is conducted or within the judicial district
within which such person is found or resides or transacts
business may (upon application by the Administration)
order such person to appear hefore the Administration (o
produce evidenee or to give tesiimony {ouching the malier
under investigation. Any failure to obey such order of the
court may be punished by such court as a contempt thercof.

(3) The subpenas of the Administration shall be served
i the mwanner provided for subpenas issued by a United
States district court under the Federal Rules of Civil Proce-
dure for the United States district couris.

(4) All process of any court to which application may
be made under this seetion may be served in the judicial dis-
trict wherein the person required to he served resides or may

he found,
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1 PAY OF TTIE BOARD OF DIRRCTORS AND TIIE
2 ADMINISTRATOR
3 Sre. 112, (a) Section 5314 of title 5 of the United

4 States Code is amended by adding at the end thereof the
5 following:

6 “(65) Chairman, Federal Municipal Bond Guaran-
7 tee Administration.”.

(b) Section 5315 of the United States Code is amended

joal

-

) by adding at the end thereol the following:

10 - “(109) Members, Iederal Municipal Bond Guaran-
11 tee Administration,

12 “(110) Administrator, Iederal Munieipal Bond
13 Guarantee Administration.”.

14 RULES

15 Sue. 113, The Adninistration is authorized to prescribe

16 such rules as may be necessary or appropriate to carry out

17 this title.

18 DREFINTTIONS

19 Sue, 114, Yor the purposes of this title, the term--
20 (1) “Adminigtration”™ meaus the Federal Mu-
21 nicipal Bond Guarantee Administration.

929 (2) “Administrator” means the Administrator of
23 the Federal Municipal Bond Guarantee A dministration.

94 (3) “Board of Directors” means the Board of
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Dircetors of the Federal Municipal Bond Guarantee
Administration.

(4) “municipality” means a city, town, borough,
county, parish, or district created by or pursuant to the
law of any State of the United States.

(H} “municipal houd” means any bond issued by
a municipality.

AUTITORTZATION
Swee. 115. There is anthorized to be appropriated such

sums as may he necessary o carry out this title for the

liseal yoar ending Septembor 50; 1978,

EFFRCTIVE DATH
Sme. 116, This title shall take effect on the ninetieth
day beginning after its date of enactinent.
TITLE IT—AMENDMENT TO INTERNAL REVENUIL
CODE O 1954
TAXABILITY OI' CERTAIN PEDERATLY GUARANTEBRD
OBLIGATTONS
Sie. 200, (a) Scetion 103 of the Taternal Revenue
Code of 1954 (relating o interest on certain governmental
obligations) is amended by redesignating subsection (f) as
subscetion (g) and by inserting after subsection (e) the

following new subsection :
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“(f) CrrTAlN FeDERALLY GUARANTEED OBLIGA-
TIONS.~—Any obligation—
“(1) which is issued after the date of the enact-
ment of this subsection, and
“(2) the payment of interest or principal (or both)
of which is, at the time of issuance, guaranteed in
whole or in part under title I of the Federal Municipal
Bond Guarantee Administration Act of 1977,
shall be treated as an obligation not described in subsection
(a) (1).”
(b) The amendments made by subsection (a) shall

apply to taxable years beginning after December 31, 1977.
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December 6, 1976

The Honorable Hugh L. Carey
Governor of New York
Executive Chamber

State Capitol

Albany, New York 12224

De«r Governor Carey:

The Committee on Banking, Housing and Urban Affairs
has scheduled oversight hearings on the New York City
Seasonal Financing Act. The hearings will explore
New York City's progress toward meeting its Financial
Plan and toward resolving the problems posed by the
New York State Court of Appeals decision overturning
the moratorium on $1 billion in short-term City notes.
In this connection, you are invited to appear and
testify on Tuesday, December 21, 1976.

TN Y A

The hearing will start at 10:00 A.M. and will be
held in Room 5302, Dirksen Senate Office Building. It
would be appreciated if you would submit to the Committee
by 12:00 noon, Friday, December 17, fifteen copies of
your prepared statement. In addition, for Committee
and news media purposes, it is requested that you supply
one hundred twenty-five copies of your testimony for
distribution the day of your appearance. Be assured
that your statement will not be relecased to the news
media until your appearance before the Committee. Copies
of your statement should be delivered to Ms. Rose Marie
Fried, Room 5230, Dirksen Senate Office Building.

Your cooperation with the Committee rules will be
greatly appreciated.

With best wishes.

S

~Wé liﬁﬁ'ﬁ%oxmi
Chairman




help New York City meet its borrowing needs after the
Federal loan program ends on June 30, 1978, should
such assistance prove necessary.

Best regards.

CC: James L. Larocca
New York State QOffice
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EMERGENCY FEDERAL FINANCTAI, ASSISTANCE TO PRIVATE ENTERPRISE:
A SELECTIVE EXAMINATION OF PAST LOAN AND TOAN GUARANTEE PROGRAMS
OF TIE FEDERAL GOVERNMENT
INTRODUCTION
The Federal government runs a number of programs which provide financial

assistance to private enterprise, Some of these bPrograms are of a permanent
nature. Others arec of limited duration intended to help a firm or industry
through a crisis,

. The permanent programs provide assistance to agriculture, housing, trans—
portation, small business, and banks, among others, Many are an important sourca
of eredit for certain secters of the economy. For 9xample, the housing industry
relies on the varlous Tederal mortgage credit programs and the action of the Fed-
eral Home Loan Bank Board for a good portilon of its funds, particularly in times
of tight money. Agriculture receives credit assistance from the Farmers Home
Administration and government sponsored credit corporations such as the Federal
Land Banks and Federal Intermediate {redit Banks, Many of these programs were
created during the 1930's to help various sectors of the econemy through the de-
pression, Instead of disappearing after the crisis, they have continued to
operate, and have become an important part of the nation's credit stfucture.

Other Federal credit programs, both past and present | have not become an
institutionalized source of funds, These programs have been of a temporary
nature, Their aim has been to provide emergency financilal assistance to firms or
industries to help them overcome particular c¢rises. With passage of these crises,
the programs lapse,.

The purpose of this report is to briefly examine a number of Federal pro-
grams which have provided emergency financial assistance to firmsg and industries

Lo help them over a crisis, Its aim is to provlide an understanding of the role
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these programs have played in the past, and to give background on which to

cvaluate proposals for new emergency programs,

War Finance Corpov:

The War Finance Corporatlon (WFC), at tlmes considered a predecegsoer to the
Recomstruction TFinance Corporation, was created in April 1918 as an ageucy of the
Federal government | and contlnuved in existence untdl 1929. The initial purposc
«f the WFC was to provide financial support to industries in order to carry out
World War I, 1t was created at a time when credit worthy firms were unable to
obtain funds because of unsettled conditions in financial markets., After World
Har T the corporation was authorized to help finance exports, and was lavaer a
source of funds for agriculture.

The #¥FC provided credit through four mechanisms: (1) loans to banks which
then loaned funds to private firms; (2) in exceptlonal cases leoans directly to
firms; (3) loans to savings banks, and (4) the huying and selling of government
bonds, Funds to finance the corporation came from $500 million in capital stock
subgcribed te by the Treasury and through the sale of WFC bonds on filnancilal
markers, 1z {ts lifetime the corporation sold $500 millicn in capital stock tc¢
the Treasury and dssued $200 million in bonds.

Of the three major activitiles of the corporation--war flaancing, export
acsisvance, and agricultural credit, the most important was agricultural creditc.
War [inancing lasted only from May to November 1918, During this time the WFC
made advances of $71 millien. This relativeliy low volume of loans was due in
part to the fact that the market for securities improved shertly after the cor-
poration bepan dts operaticns., As a result banks did not have to turn Lo the WIC

ror fundg,

Fxport aid was authorized in 1919, From that year through 1929 advances
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for exports totalled $85 million., Advances for agricultural credit were author-

ized under the Agricultural Credits Act of 1921, and totalled $297 million by 1929,

These loans were authorized in response to the depressed state of agriculture
brought on by the deflation and recession of 1920-1921, Agriculture, unlike most
of the rest of the econemy, was unable to overcome the recession. This was due
to the increased worldwide agricultural production brought on by the demands of
World War I and increased mechanization, and by the postwar reduction 1in demand
accompanied by reduced prices. The purpose of the WFC agricultural credit pro-
gram was to create confidence in the farm credit sygtem. The corporation pur-
chased agricultural loans which could not be sold elsewhere. It created a second-
ary market for Lhese securities so that farmers and.farm credit institutions had
an opportunity to liquidate their indebtedness in a more orderly manner than would
otherwise have been possible. The actions of the corporation helped avoid the
failure of many banks and livestock loan companies, The work of the WFC and
other government actions was not enough though to stop many rural bank faillures
durdng the 1920's, or to improve the depressed agricultural economy,

The agricultural loans of the WFC were made at market rates of interest,
The lcans were all secursd by collateral substantially in excess of the amount of
the loan., The corporation did nat subsidize the cost of agriculture. Ttsg purpose
was to provide credit for scund purposes at a tinme when credit was not otherwise

easily avallable,

Reconstruction Finance Corporation

The Reconstruction Finance Corporatlon was created under the Reconstruction
Finance Act of 1932, and was amended a number of times until it was dissolved

under the Reconstruction Finance Corporation Liquidation Act of 1953, which ter-

minated the corporation's powers on September 28, 1953, The purpose and powers




ol the Reconstructlon Finance Corporztion changed durding the 20 vears of 1ts
2xistence to match changing economic and poiitical conditions. During the
depression 1t was heavily involved in helping banks, railroads, agriculture,

housing, private business and local governments avold foreclosure, collapse, and

bankruptey., During the Second World War it was given almost unlimited powers to
[inance and where necessary run plants for national defense programs, deal in
strategic or critical materials, acquire and dispose of facilities far the
training of aviators, as well as other duties deemed necessary. The corporation
worked in conijunction with other government agencles and RFC subsldiary corpotra-
tiens.  For example, in order to carry out a particular objective, the RFC might
make loans to industry to provide working capital for production. The Defense
Plant Corporation, an RFC subsidiary, would construct and equip government owned
tacilities, and the Defensc Supplies Corporation or Metals Reserve Company, both
RFC subsidiaries, would carry out procurement and stockpiling activities and
handle subsidy payments. After the war the RFC helped in the reconversion to a
peacetime economy. It was later Involved in spinning off 4ts varied functions to
movernment departments and independent agenciles as 1t moved toward dissolution.
ihe legacy of the RFC is still present in such agencles as the Small Business
Administration, the Tederal National Mortgage Assoclatlon, the Commodity Credit
Corporation, and the Export-Import Bank.

The R¥C {inanced its operations through the_sale of capital stock to the

ireasury and by borrowing from the Treasury and the public through the sale of

cbligations, The original RFC legislation authorized the corporatlon to issue

$500 willion in capital stock which would be purchased by the Treasury, In 1932
m .
the total $500 million was appropriated and used to purchase the capital stock.

The RFC enabling legislation authorilzed borrowing from the public and the Treasury
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of up to §1.5 billion., This celling was increased over time so that eventually

the RFC borrowed a total of $54.4 hillion, of which $51.3 billion came from the

Treasury,
e e

From 1932 to 1953, the RFC, not including the activities of subsidlary
corporations, was authorized te make loans and investments of $46,5 bi{lliom.
These funds were allocated in three ways: {l) loans and investmente at the
discretion of the RFC management, $38.5 billion; (2) loans and investments made
at congressional directive, $7.2 billion; and (3) securities purchased from the
Federal Emergency Administrator of Public Works, $.7 billion, Of the $46.5
billion authorized, the RFC disbursed $40.6 billion, or &7 percent of the
authorized funds,

0f the $38.5 billion authorized for distribution by the RFC manapement,
$13.5 billion or 35 percent was to assist financial institutions, business
enterprises, agricultural financial iInstitutions and ralilroads. O©Of the $33.3
billion actually disbursed by the agency through September 1953, $8,9 billion
or 26 percent went to these categories, The proportion of funds going to these
areas 1s even hilgher if RFC's investments In wartime subsidiaries is not counted,
In this latter situation, 78 percent of the authorized amount was for the cate-—
gories listed above, and these categorles received 72 percent of disbursements.
Table I provides more detall on RFC dishursements.

The period of most active RFC involvement in providing credit assistance to
firms and industries was jn the 1930's, The powers and activities of the RFC as
they existed during this time, and the way they were used to help the various

sectors of the economy, will be the focus of the rest of this section on the

Corperation,




Table T

DISCRETIONARY LOANS MADE BY THE RFC MANAGEMENT

Amount Dighursements to
e - authorized Sept.. 28, 1553
Loans to and investment in financial insti-
tutionsg $4,815,324,697  $3,905,201,681
Loans to business enterprises 5,153,294,815 2,637,329,690
Loans to agricultural financing Instltutions 2 454,133,430 1,452,502,107
Loans to rallroads 1,059,867,787 938,440,875
Loans to and investments in public agencleg 1,024,203,892 793,600,115
[nvestments in RFC mortgage loan subsidiaries 1,831,551,598 1,778,093,357
Loans to {greign governments 495,000,000 460,000,000
Investments in Government agenciles 391,991,000 391,933,000
Other loans and inyestments o 97,507,778 77,098,982
Investmenrs in RFC's wartime subsidiaries 21,218 .300,001  206,877,617,233
TOTAL $38,541,174,998 §33,312,817,040

Source: U,S5. Treasury Department, Final Report on the Reconstruction Finance
Corporation, Washington, D.C, Iggg, p. 48.

President Hoover,in signing the Reconstructlon Finance Act into law in
1932 sald that the RFC would have the resources to:

...strengthen weaknesses that may develop in our credit, banking and
railway structure, in order to permit business and industry to carry on
normal activities free frem the fear of unexpected shocks and retarding
influences,

Its purpose 1s to stop deflation in agriculture and industry and thus
to increase employment by the restoration of men te their normal jobs,

By the end of the 1930's the RFC's abthorlzing legislation had been amended
several dozen timesa. The corperation's purposes included the financing of agri-~
cultural, commercial, industrial and financlal Institutions, and the purchase of
the preferred stock, capital notes or debentures of financial Institutions. At

the end of the 1930's the RFC was specifically autheorlzed tc make loans, advances,

and other types of assistance to the following entities:
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Financial Institutions,

Railroads,
Insurance companies,

National mortgage assoclations, mortgage loan companies, trust companies,
savings and loan assoclations, and similar financlal institutions.

Public agepgies and business enterprises,

Drainage and irrigation districts.

Businesses engaged in mining, milling, or smelting ores,

Managing agencles of farmers' cooperative mineral rights pools,

ot
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The fishing industry,

Victims of damage caused by catastrophes,

I ——

Those engaged in the marketing of agricultural commodities and livestock,
Those engaged In the exportation of agricultural or other products,

State insurance fupnds to pay injured workmen,

State funds to insure deposits of public.mwoneve

Processors, producers, and associations of producers who entered into a ‘
marketing agreement with the Secretary of Agriculture, i

Receivers for taxes on farm real estate,
The Corporation of Forelgn Security Holders,
The Federal Emergency Administration of Public Works,

1/

The TFederal Deposit lnsurance Cerporatilon.

The RFC concentrated its efforts on different sectors of the economy at

different times during the 1930's,

Financial institutions, business enterprises

and railroads were some of the areas of prime concern to the corporation during

the decade,

1/ TFor additieual informetion on the RFC's powers gee the Appendix.

|
!
i .
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Most of the RFU's assistance to financial institutions occurred between
1932 and 1934, During this perlod over threc-fourthg of the total amount dig-
bursed to the financial sector was pald out. The reason for the high level of
RFC activity in 1932, 1933, and 1934 was the precarious position of the
nation's banking and financial system at the time, Between 1921 and 1929 the
operations of 5,642 banks were suspended, Tn 1930-1931 there were 3,635 bank
fallures affecting the depoaits of $2,6 billion. The severity of the nation's
banking problems eventually led to a ten-day nationwide bank moratorium 1n March
1933 {mmediately after the inauguration of President Roosevelt,

The Reconstruction Finance Corporation, along with the Treasury, the
Comptroller of the Currency, and the Federal Reserve System,was part of a co-
ordinated Federal effort after the bank holiday to shore up the finapcial and
banking system. The RF( provided loans to weaker banks, and under the Lrergency
Bank Act of 1933 could purchase the nonassessable preferred stock cf banks,
During Its lifetdime the RFC disbursed $3.2 billion in loans to banks and trust .
companies and purchased $782 million worth of their preferred stock,

The RFC also had authority to make lcans to mortgage loan companics,
building and loan assoclatlons, insurance companies and credit unions. The cor-
poration in the 1930's plaved an important role iIn helplng the nation's financial
institutions. Along with other Federal agencies operating at the time, it fillad
the roles now played by such Institutions as the Federal Reserve System, the
Comptroller of the Currency, the Federal Deposit Insurance Corporation, and the
Federal Home Loan Bank Béard.

The RFC was authorized to aid in the financirg, reorganization, consolida-

tion and construction of railroads after obtaining the approval of the Interstate

Commerce Commission, Financlal assistance could consist of direct loans, or the
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The RFC alsc had authority to purchase railroad oblipatlons from the
Federal Emergency Coordinator of Public Works, later the Public Works Adminis-
trator. Under this program the RFC in 1935, 1936 and 1937 purchased $200 miilion
dollars worth of railroad obligaticns,

Evaluatlon of the effectivenass of the RFC program depends on whether one
feels it was better to help finance rallroads with Federal funds, or it would
have been more appropriate to let some of then g0 into bankruptey and reorganiz-
tion, Advocates of the RFC argue that assistance helped keep the iines going,

provided jobs, protected the stock and bond holders of the railroads, and prevented

4
high rate increasesg, Critdes maintain that reorganization in some instances might
have been more efficient, According to one analysis, the RFC raillread loans:
»..mOst certainly did not solve the problems of the weak railroads.

They merely preserved, for a time, unsound, falr-weather financial

Btructurea, They created the unfortunate hope that ultimately a way

would be found gut of the financial morass wlthout ANY necessary sac-—

rifices by the creditor group. The carriers, thereby encouraged to

awalt a turn for the better, made no move to eliminate their faults,

They were cenfident that governmental assistance alone would gulde them

successfully through their troubles. 1/

Direct Joans to business firmg by the RFC were first authorized in June
1934, The original legislation as passed in 1932 was almed st helping the narional
economy priwmarlly through a stréngthening of the nation's credit s{ructure, The
RFC's original lending activities, aside from rallroads, were directed to the
relief of financial institucrions,primarily comeercial banks, insurance companies,
and mortgage Institutions,

By 1934 the worst of the nation's financlal crigis was past, but the demand

for credit agsistance to private firms remained strong. Congressional hearings in

1/ Herber: Spero, Reconstructlon Finance Corporation Loans to the Railroads
© 1932-1937, Bankers Publishing Company, Boston, 1583%, p. 14T,
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1934 indicated that the RFC had not succeeded in helping small businesgses.
Legislation in that year gave the corporation the power to make loans to busi-
iess enterpriscs in addition to raillroads and financigl institutions, It was
intended fo provide credit to firms which were not being supplied by the banking
system.  An underlying asgumption of the program was thatothe RFC loans would
serve a different clientele,

Thraugh June 30, 1947 the RFC non-defense loan program to business enter-
Prises approved 30,775 loans, with a value of $1,503 miliion, Of this authorized
amount, $598 million or 40 percent, was disbursed. The R¥C provided four types
of assistance to business enterprises: dirvect loans, immediate participation
loans, deferred participatien loans, and in a limited number of cases, the pur-
chase of the capital astack or other obligations issued by a business concern.

Direct loans were authorized and gerviced by the RFC, Immediate partici-
pation loans were made 1n cooperation with financial institutions, Deferred
participation loans were disbursed and serviced by the financial institution,
with the RFC agreeing to purchase a stated portion of the outstanding loan upon
request,

Most recipients of the RFC funds received loans in the $10,000 to $100,000
range. This accounted for 47 percent of the number of loans made by the corpora-
tion between 1934 and 1951, 1In total doliars, theae loans ware only 20 percent
of the loans disbursed, while 78 percent of the dollar amount went for loans of
$100,000 or more, and 50 percent went for loans of $1 million and over, For more
information on RFC loans see Table II.

Unless there was a reasonable prospect of repayment, the RFC did not make

a busipess loan, The corperation's purpose was to meet the demand for funds which

could not be met at the time becausge of deflation, liquidity problems, and
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Table 1T

Distributions 5y Slve of Loan and Term to Mnturity for REC Direct Business
Loans Dizbursed I934-1051 and for Commercial Bank Term Loans to
Business Made in 1046

HUKEZA OF LOANS

Muwaber Menidar
SOAR R¥e Hanks nro leaks
CYLAMACTEG 190100 198 4-1551 1046 I054-1941 1040
HEX OF LHA A
Under $1,000 2.0, 1979 b 0.4%
F1,000--4,006 25.3 5.6 1.0% 88
50008845 14.5 189 1.8 8.2
N,000-22 889 207 10.7 4.1 8.1
O0,500- 49,209 bz A1 57 £2
B3N} 02 LGy .0 2.5 2.8 5.0
LG0,000--690, 053 6.2 2.4 19.0 14.3
EDQLME D08, 209 .1 0.3 2.5 24
1 wlllion and over 1.0 0.4 49.5 4.8
TAMES YO AV TNrepe
1 yenr 2100 1 o 8.8%
2yra. 1.2 { .27 1.4 } 18.8%
5.4y, 288 843 108 27.4
A0 ¥ra, &.0 171.& £1.5 7.8
I pys. aud over 5.3 3.0 285 64
Hherd 1.6 .. 1.8
Totel 106.04, 100.0% 100.0¢, 100.0%

RYT Sata are baned on the Nationnl Durean of Weonomic Rescarch aurvey of RFC divect
traslneas jomna exciuslve of participations and national defense loans; for nuvaber and atwount
of lorng, see Table D-1. Bank data are from # kaaiple survey by the Board of Govevnors of the
Fedurnl Rerarve Syutem eovering 2,000 raembor baoks, and represent b ertimated 119,900
terra losng o fndustris) and commerclal bnsinesses made hetween November 1, 1545 and
ovember 0, 19446 and el cutatending (fo an estimated smount of %32 hillion) own the latter
dsie; see “Torm Lerding to Buslness by Commercial Banks in 1946 by Dunecan MeC.
Holtheuzan, Fedoral Roosrve Liulistin, May 1947, Tublez § and 14, pE. 305 and 513

tdlee cladics, Yor FRC osns, vefer to smount suthorized; for bank losns, to amount .
stradlog.
b Less than 0.08 percent,
¢ The clues lntervaln differ for the two semples aa follows:

REPC Ligmber Hanks
7-18 inos.
19-80 } 12-24 mon.
a1-54 23-60
oh-114 81120
1it and aver 131 and over

- includes Yoans with terms of sz moaths or less, end & few loans peyable “on demand” or

whesz term to maturily was unknown.

i)

‘A Analysis of the Business Loans of the Reconstruction Finance Corpora-
Piom, 1834-1951." Federal Lending and Loan Insurance,. Princeton Univer-

sity Press, Princeton, 1658, p. 435,
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difficulties in the banking and finance industries, A study of the R¥C business

loan program, referred to in the study as the industrial loan program, concluded

that:

From a qualitative analysis of its policy, it scems reasonably clear
that the Industrial loan program is essentlally a supplementary source
of credit, designad to meet a demand for inherently sound loans which
for any reason other than a question of soundness, i1s not met by local
banks..,. The program ... has neither been conceived as being part of a 1/
deflcit financing policy of the government, nor as a subsidy to industry.ﬁ

Loan Guarantees Under Title V cof the Interstate Commerce Act

Under Title V of the Interstate Commerce Act, which was in effect from
August 1958 ro June 1963, the Interstate Commerce Commlssion was authorized to
guarantee, in the name of the United States, loans made to railroads for addi-
tions, betterments, and capital expenditures made after January 1, 1957, as well
as for expenditures for the maintenance of tallroad property. The maximum amount
of all guarantees permitted was $500 million,

Puring the operation of the program from 1958 to 1963, the commlssion
approved 36 applications for loans from 15 railroads, and made loan guarantees
totalling $241 millilon. = The purpose of the program was to provide financial
assistance to railroads in the hope that theilr financial position would improve
In time, The 1963 anmual report of the Interstate Commerce Commission in looking
at the program authorized by Title V found that:

Although the financial positicn of many of the Nation's raillroads has
improved since 1958, eervain of the railroads in the eastern district are
st1ll operating at revenue and income levels below those experienced in

1957, Tt is apparent that some of these eastern district railroads have
survived since 1958 only with the help of loans guaranteed under part v, g/

————.

1/ John Desmond Clover, "Industrial Loan Policy of the RFC," Harwvard Business
Review, June 1939, pp, 475-476,

2/ Interstate Commerce Commisgion, 77th Annual Report of the Interstate Commerce
Commission, fiscal year ended June 30, 1963, Washington, D,C. 1964, p. 36.
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Interim Emergency Financial Assistance Under the Railroad Passenger Service
Act of 1970

Under Title VII of the Rall Passenger Service Act of 1970, rallroads may
receive Federal loans or guarantees to create a modern, efficient Intercity rail
Passenger service system, The funds must be uged to help ecarry out the intent of
the legislation, and assistance wust not be avaiiable from ather sources, Loans
and guarantees can run for a maximum of five years, and the aggregate amount of
loans and guarantees may not excead $200 million. No loans or guaréntees have
been provided under rhe provisions of Title V1T, and no foreseeabla use will be

made of the program,

Emergency Loan Guariiiii_ﬁi£~;2
D o P e B

Thé-imergency Loan Guarantee Act of 1971 provided Federal loan guarantees

to large business enterprises whose failure would sericusly affect the nation's
r——— r——— o e e &

ec d th 1 ent 1 1. The progr is admlnistered by the E c
onomy an e employmer eve 1€ program i m ed by th nergency

S——
Loan Guarantee Board which was created under the legislation. The board is made

up of the Secretary of the Ireasury, and the chairmen of the Federal Reserve
System and the Securities gnd Exchange Commission. Under the legislation, the
power of the board to enter into guarantee arrangements ended on Decembor 31, 1973,
The board was given the power to decide 1if a firm was eligible to receive
a4 guarantee., Eligible firms would have loans made to them guaranteed against loss
of principal and interest., To he eligible, firms had to meet three qualifica-
tions: (1) the loan was required to permit the firn to furnish gocoda or services,
and the faflure to do this would seriously affect the econony ov employment ; (2)
credit could not be obtained withour a guarantec; and {3) the firm could with

reasonable assurance be expected to repay the leoan, The maximum amount of a

guarantee to a firm was $250 million,
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Before its powers expired the board approved a loan guarantee for only
ene firm--Lockheed Corporation., The guarantee was for the maximum $250 million.
Providing a loan guarantee to Lockheed was the intent of the legislation.

The program was not meant to be a source of funds for other corporations.i/

Lockhaed was in need of the loan guarantee in ovder to stave ofll baok-
ruptey, Lockheed's financial difficulties were due to losses on defense relaced
prejects, particularly the C-5A trénsPGft plane which had heavy cost overrung,
and the bankruptcy of Rells-Royece which wag building engines for Lockheed's
Tristar airliner, It was argued that it was essential not to let Lockheed faill
since $1.4 Lillion had been invested in developing the Tristar, and closdng
Lockheed down would cause gevere unemployment in the aerospace industry, which
was already hard hit by cutbacks In defense procurement and reduced giriling
oirders,

Critics of the leglslation felt 1t would set a precedent of the TFederal
government as a hailout agency for private companies in trouble, Opponenté raised
——a, .
questions about the relatlonship of the Federal government to large private firms

in a {ree enterprise economy. It was claimed the leglslation really helped
commercial banks which were asking Congress for guarantees in order Lo provide
them with a risk free loan., Tt was argued that bankruptey and reorganization
were the mechanisms used to rectify the mistakea of poor manapement, and that
Lockheed should go this route,

The Emergency Lean Guarantee Act of 1571, more than earlier legislation,
was an effort on the part of the government to provide financial assistance to a
single failing major corporation which would otherwise have gone bankrupi, The
Lockheed puarantee rafses the question of the relatlonship of husiness and govern--

wment: In an economy where business has become involved on a continuing haszis in

1/ 7 ockheed Loan Guarantee Bill Cleared on Close Votes", Congressional Quarterly
1971 Aimanac, Washington, D,C,, 1972, pp, 152-16%,




functions which have often heen thought of as wholly governmental such as natioenal
defense, space exploration, and education. When some firms, such as Lockheed,
have a large percentage of their business in programe which are paid for by the
Federal goverament - the question 1s ralsed as to how private these private firms
are, and how much they are really part of the Federal government. Illow responsible
is the Federal government for tha contlnued survival of these firme when they do

not meet contract requirements or are hurt by changes in Federal spending patterns?

Rail Reorganization Act of 1973

The Rail Reorganization Act of 1973 egtablishes the United States Railway
Assoclation, a non-profit, off-budget government sponsored corporation responsible
for designing a restructured railroad gystem oul of the bankrupt railroads of the
northeastern United States., The legislation also creates the Consclidated Rail
Corporation, a private, for-proflit corporation which would run the restructured
rail system,

Among other provisions of the legislation is the power of the United States
Railway Association to issue $1,5 billion in bonds, debentures, ctrust certificales
and other obligations which would be éold te the public, 7These ohligations would
be guaranteed by the United Stateg government, the proceeds from vhe sale of the
obligations can be used to make loans to the Congnlidatrd Rail Gorgoration and
other rallrcads to help upgrade the new rallway system, help railroads which con-
nect with the restructured system 1f they are 1In financial trouble, and fer further
implementation of imﬁroved high-speed rail passenger service in the northeast coT—
ridor. At present neo ebllgations have been issued by the assoclation primarily

hécause of legal problems lnvolving the reorganization of the Penn Central Rail-

road,




CONCLUSION

In recent vears emergeney financial assistance to Private firms has been
Primarily fa the [orm of josa enarantees rather than direct loans, This assis-
tance has been golug te speatile [ivms and industries, particularly railroads
and the Lockheed Corporat {on,

The recent assistance io railroads is part of a larger history of emer-
gency assistance, subsidies, and other types of Federal Involvement, Help for
railroads ig perhaps a speclal case, even though the financial assistance hag
been provided to help them over a particular ecrisis, TIr ig part of a coutinuing
dilemma of how railroads should be financed, and what their relationalip should
be with the Federal government:,

The loan guparantee program for Lockheed was Federal assistance to help a
Particular firm overcome a crisis, The Propesal was attacked asa a bailout and
favoritism, and had far from unanimous support. Tha Emergeney Loan Guarantee Act
which helped Lockheed only passed the Senate by one vote and the House by three,

Pan American Airlines which in August 1974 requested an emergency Federal
Subsidy of $10.2 millicon a month from the Civil Aeronautics Board iIn order to

meet its financial commitments had 1ts request rejected, The final admintistra-

carriers Idke Pan an through subsidy payments, This decision wasg also & reflec-
tion of substantial congressional opposition to the subsidy for Pan Am,

Proposals to create new Programs to provide emérgency financlal assistance
te private enterprise, efther for a single corporation or a more comprehensive
RFC type pProgram, raise the question of who supplies emergency credit of this

type, Is it a Proper function of the Federal government, or ig it something which

i
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tlon-Operating Programs
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In addition to the above operating programs, there are othersr
which have been authorized to provide guaranteed loans which have
nevar been implemented. One such program is Trade Adjustment
Assistance Guaranteed Loans for communities authorized uader

P.L. 93-618, the Trade Act of 1974. The purposa of the program is

e,

to assist communities whose economies have been hurt by Lmports,

There is no dellar limit on the loan guarantees a community may

receive. One provision of the legislation which may inhibit its use

1s the re@uirement.that under certain conditions the community must

pledge a portion of its next revenue sharing entitlement as loan @)
_sacurity.

Another program, the coastal zone energy impact loan guarantee
program, éuthorized by P.L. 94-370, the Coastal Zoné Managemeﬁt Act
Amendments‘of 1974, could be used bf State and local gobernmeﬁts to
amaliorate the imﬁécts of energy‘facility deveiopmeng within the
coastal zone. Diséussioné with the National Oceanic and-Atmosﬁheric
Administration indicate that only the direct loan prévisions_of ther

legislation will be used, and that no activity is expected under the

loan guarantee program,
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