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respond before the end of today-. 
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ADDRESS BY THE HONORABLE W.ILLI /\11 E. SIMON 

SECRETA RY OF THE TREASURY 
TO THE NEW YORK ECONOMICS CLUB 

SEPTEMBER 23, 1975 ~ 1 

l WANT TO THANK EACH OF YOU FOR YOUR KIND I_NVITATION 

TO SPEAK HERE TONIGHT, I HAVE BEEN LOOKING .FORWARD TO THIS 

OCCASION FOR SOME TIME BECAUSE 1 COULD THINK OF NO BETTER 

FORUM TO DISCUSS A MATTER OF GROWING CONCERN TO MANY OF US 

IN THIS CHAMBER: THE ~ONDITION OF THE NATION'S FINANCIAL 
,. 

As YO~ KNOW! THERE IS AN OLD ADAGE ON WALL STREET 

THAT "THE MARKET IS ALWAYS TELLING YOU SOMETHING," THE 

SIGNALS ON ANY SINGLE DAY OR WEEK MAY BE CONFUSING OR 

CONTRADICTORY) BUT IF THERE ARE PRONOUNCED TRENDS OVER A 

LONG PERIOD OF TIME, YOU CAN IGNORE THEM ONLY AT YOUR OWN 

PERIL. 
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As I LOOK BACK UPON THE BEHAVIOR OF OUR FINANCIAL MARKET . 

OVER THE PAST SEVERAL YEARSJ I AM STRUCK BY ONE CE~TRAL 

FACT: THAT MARKET IS NO~AS EFFECTIVELY OR AS WELL AS IT 

SHOULD, THE MARKET IS INDEED uTELLING US SOMETHING" -- AND 

WE CAN TAKE LITTLE COMFORT IN THE MESSAGE. 

ECONOMIC EVENTS OF RECENT YEARS ARE NOT JUST RANDOM 

"BAD-LUCK" SHOCKS BUT RATHER ARE SYMPTOMS OF SOME LONG TERM 

PROBLEMS WHICH ARE BUILDING UP. THEY ARE IN MY JUDGMENT 

ae,~ Sia# . 
A ~i:;J:~~~T:$1lN THAT OUR CAPITAL INVESTMENTS ARE FALLING 

SHORT OF OUR ECONOMIC NEEDS AND THAT THE FINANCIAL STRUCTURE 

ITSELF IS UNDER INCREASING STRESS, LET ME BE SPECIFIC ABOUT 

. 
THE SYMPTOMS THAT CONCERN ME: 

*ACCESS TO THE BOND MARKETS TODAY IS FOR ALL PRACTICAL 

PURPOSES LIMITED TO ONLY TOP-RATED COMPANIES. EXCEPT IN 

RARE INSTANCES, A GOOD,COMPANY WITH LESS THAN A PRIME RATING 

~AN NO LONGER TAP THE LONG-TERM PUBLIC DEBT MARKET AS A 



SOURCE OF LONG-TERM FUNDS. 

- 3 .- oR )7/c /t/c:.1v <;~cu/?,~"' C4t.t/'l'/,<--~y~ 
A t> • 

tfl L,J./ctJ" peA:f S;OL/,P oP.T lv'P r 

THE MARGINAL COMPANY HAS Jt-Rt!tt. 
. ~ C&.l/1/;;11 

BEEN SHUT OUT ALTOGETHER, 

* IN THE EARLY 1960~ THRIFT INSTITUTIONS PAID "FINDERS 

FEES" JUST TO HAVE THE CHANCE TO INVEST IN 5-5 1/2% MORTGAGES. 

TODAY THEY WORRY ABOUT HANGING ON TO THEIR DEPOSITS WHILE 

RELUCTANTLY MAKING A FEW HOME MORTGAGES AND THEIR MORTGAGE 

RATES ARE CLOSE TO 10%, 

*AT A TIME WHEN.OVER. 60% OF THE SECURITIES LISTED ON 

THE NEW YORK STOCK EXCHANGE ARE CURRENTLY SELLING BELOW BOOK 

VALUE, THE STOCK MARKET ~AS ALMOST DRIED UP AS A SOURCE OF 

NEW LONG-TERM FUNDS, 

* LENDERS ARE INCREASINGLY RELUCTANT TO MAKE LONG~TERM 

COMMITMENTS, MANY MORE NEW SECURITIES TODAY ARE OF INTERMEDIATE-

£5 .Jt> 
TERM DURATION (7-10 YEARS) RATHER THAN i@ OR 4a YEARS 

~URATION WHICH WERE COMMON NOT THAT LONG AGO, 

' 
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* THE DEBT DURDEN OF CORPORATIONS HAS INCREASED 

PHENOMENALLY OVER THE PAST DECADE SO THAT DEBT RELATIVE TO 

EQUITY HAS APPROXIMATELY DOUBLED, SINCE INTEREST COMMITMENTS 

ARE FIXED AND MUST BE MET NO MATTER WHAT T~E ECONOMIC 

CIRCUMSTANCES,, BUSINESS FIRMS NOW RUN A SIGNIFICANTLY GREATER 

RISK THAT EVEN A MODEST-SIZED BUSINESS CONTRACTION COULD 

SHARPLY REDUCE THEIR PROFITS AND COULD EVEN SQUEEZE THEM OUT 

OF EXISTENCE, 

* PENSION FUNDS,, ,ESPECIALLY IN THE PUBLIC SECTOR,, ARE 

WELL SHORT OF BEING FULLY FUNDED,, SO THAT SERIOUS QUESTIONS 

MUST NOW BE FACED ABOUT THEIR FUTURE, IF THEY ARE TO BE 

FUNDED, HOW IS IT TO BE DONE? WHO WILL PAY THE BILL? AND 

IF THEY ARE NOT TO BE FUNDED,, WHAT THEN? 

* IN SOME INSTANCES,, WHOLE INDUSTRIES SUCH AS THE 

AIRLINES AND UTILITIES ARE NOW HAVING SERIOUS FINANCIAL 

~ROBLEMS I 

cj:\ ':. 
,/J ~ 

--· I -.: >i 
•"., ...,.·.1 
·-'.:.,..__/ 
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* THE CAPITAL BASE OF COMMERCIAL BANKS HAS SO SHRUNK 

RELATIVE TO DEPOSITS THAT THE FEDERAL RESERVE HAS SEEN FIT 

fl // 
TO "ENCOURAGEu BANKS TO ADOPT A MORE PRUDENT EXPANSIONARY 

PHILOSOPHY, 

; Tbo · li/dt/f 
* ~~COMPANIES ARE VIRTUALLY 

DEPENDENT NOW ON SHORT-TERM BANK BORROWING FOR WHAT AMOUNTS 

T.O LONG-TERM EXPANSION NEEDS • 

. * MANY STATE AND LOCAL SUBDIVISIONS ARE UNDER INCREASING 

FINANCIAL PRESSURE, WITH NEW YORK CITY OF COURSE CLEARLY 

HAYING EXTENDED ITSELF BEYOND REASONABLE LIMITS, 

* AND WITH THE RECOVERY STILL IN ITS EARLY STAGES, 

INTEREST RATES ARE NOW AT LEVELS WHICH 10 YEARS AGO WOULD 

Vt/;,.'>t;!Jt.JJT/t. f}~Etr.#41'.S. 
HAVE BEEN CONSIDERED

4
POSSIBLE ONLY AT THE VERY PEAK OF A 

VERY STRONG ECONOMIC EXPANSION, 
' ' . / .''\ 

" .:·, ) 
.. '> j 

. "; .:;:; '" ?? ~/ I DO NOT MEAN TO CAST A PALL OF GLOOM OVER OUR FUTURE 
"''..,__../ 

ECONOMIC HOPES. THE RECOVERY THAT BEGAN EARLIER THiS YEAR 
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PROMISES TO BE VIGOROUS AND HEALTHY. lF WE MAttAS!!I\~ WISELY> 
I 

IT SHOULD ALSO BE DURABLE AND LASTING. Bur I DO THINK IT 

IS ESSENTIAL THAT WE FACE UP TO THE PROBLEMS THAT ARE 

ACCUMULATING IN OUR FINANCIAL MARKETS AND THAT WE ACT MORE 

DECISIVELY TO ELIMINATE THE UNDERLYING CAUSES, WE MUST 

PROVIDE AN ENVIRONMENT IN WHICH THE NATURAL SELF-CORRECTIVE 

FORCES OF THE MARKET PLACE CAN FUNCTION, lF WE FAIL IN 

THAT EFFORT -- IF WE ALLOW THE CONDITI-ONS OF RECENT YEARS TO 

FESTER AND SPREAD -- THEN I THINK ~E ARE INVITI~G MUCH MORE 

SERIOUS TROUBLE ONLY A FEW YEARS FROM NOW, THE FINANCIAL 

MARKETS WILL NOT> NOR SHOULD THEY BE EXPECTED TO TOLERATE 

A LONG PERIOD OF SEVERE AND UNRELIEVED PRESSURE, 

LET US TURN THEN TO A CONSIDERATION OF THE CAUSES 

WHICH LIE BENEATH OUR PRESENT TROUBLES AND WHAT MUST BE DONE 

TO RELIEVE THEM, 



QRLGINS OF THE FINANCIAL STRESS 

THE CAUSES ARE MANY AND COMPLEX, THEY REQUIRE A CAREFUL 

ANALYSIS OF THE PAST ECONOMIC, POLITICAL AND SOCIAL TRENDS 

A TASK THAT SOME HISTORIANS CAN DEAL WITH IN A THOROUGH 

WAY AT SOME FUTURE DATE, STILL, THERE ARE SOME IMMEDIATELY 

IDENTIFIABLE ECONOMIC REASONS WHICH HAVE OBVIOUSLY CONTRIBUTED 

TO THE CURRENT STRAINS IN THE FINANCIAL SYSTEM, REASONS WHICH 

ARE BASIC AND INTERRELATED: NAMELY, THE EXTRAORDINARILY HIGH 

RATES OF INFLATION EXPERIENCED IN RECENT YEARS AND THE 

SHORT SIGHTED GOVERNMENT AND PRIVATE POLICIES WHICH HAVE 

CONTRIBUTED TO THE INFLATION, 

THE INFLATION AND ITS IMPACT ON FINANCIAL MARKETS DID 

I 

NOT JUST HAPPEN BUT WERE THE NATURAL AND LARGELY PREDICTABLE 

RESULT OF A SERIES OF OCCURRENCES WHICH FOR THE MOST PART 

COULD HAVE BEEN AVOIDED: 
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FIRST, OUR FEDERAL GOVERNMENT HAS BEEN LIVING BEYOND 

i 

ITS MEANS FOR FAR TOO LONG, IN FISCAL YEAR 1962 THE FEDERAL 

BUDGET EXCEEDED $100 BILLION FOR THE FIRST TIME IN HISTORY, 

BY FISCAL YEAR 1971 IT EXCEEDED $200 BILLION, BY FISCAL 

YEAR 1975 IT EXCEEDED $300 BILLION AND A FIGURE OVER $400 

BILLION IN FY 1977 IS NOW CERTAIN •. IN OTHER WORDS FEDERAL 

GOVERNMENT OUTLAYS FOR THE PAST DECADE HAVE BEEN GROWING AT 

. ' -

A RATE OF OVER 10% PER YEAR OR ALMOST 25% MORE THAN THE GROWTH 

OF THE TOTAL ECONOMY, As' A RESULT~ THE GOVERNMENT'S REGULAR 

BUDGET AGENCIES AS WELL AS THE OFF-BUDGET AGENCIES -- THE 

CREATURES SET UP A FEW YEARS AGO PARTLY TO AVOID THE DISCIPLINE 

OF THE BUDGET PROCESS -- HAVE TOGETHER BEEN FORCED TO BORROW 

OVER A THIRD OF A TRILLION DOLLARS FROM OUR PRIVATE MONEY 

. 
MARKETS OVER THE PAST DECADE -- MONEY THAT MIGHT OTHERWISE HAVE 

BEEN USED TO BUILD NEW PLANTS AND TO CREATE NEW JOBS IN THE 

PRIVATE SECTOR, IT IS, NO WONDER THAT INFLATION HAS ACCELERATED 

"' . AND INTEREST RATES HAVE RISEN TO RECORD LEVELS, SUCH HUGE 
" f; ~j !,l 

•7:-" 

S1ZED BORROWINGS PUT PRESSURE ON FINANCIAL MARKETS AND.~ t 
l , . V'-', 
\ ~:, -'l;. 

\~ 0 " .. ·.,....____/ 
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INTEREST RATES, WHEN THE U.S. TREASURY GOES TO THE HEAD OF 

THE LINE TO MEET ITS BORROWING NEEDS -- AS IT ALWAYS DOES --

AND WHEN THOSE NEEDS ARE CONTINUALLY OVERSIZEDJ THEN INTEREST 

RATES ARE NATURALLY DRIVEN UPJ SOME PRIVATE NEEDS ~O UNFULFILLED 

AND PRIVATE INVESTMENT SUFFERS, THIS IS THE ESSENCE OF THE 

"CROWDING OUT" PROBLEM.THAT 1 BEGAN POINTING TO LAST YEAR 

. AND WHICH HAS NOW SO OBVIOUSLY SURFACED IN OUR MARKETS, 

\ . 
" 

. SECOND, THERE HAS BEEN AN EXCESSIVE EXPANSION OF THE 

MONEY SUPPLY OVER THE ·PAST DECADE RE LA TI VE ·-TO SUSTAINABLE 

NEEDS, LiLTIMATElY THIS EXPANSION ALSO SERVES TO RAISE THE 

RATE OF INFLATION AND INTEREST RATES, A GOOD DEAL OF THIS 

MONETARY EXPANSIONJ I MIGHT ADD, IS RELATED TO THE CHRONIC 

FEDERAL BUDGET DEFICITS BUT ANOTHER PART IS ALSO ATTRIBUTABLE 

TO POLICIES WHICH TRIED TO FINANCE OUR WAY QUICKLY OUT OF 

RECESSION, THESE POLICIES HAVE SHOWN THEMSELVES TO HAVE 

BEEN LATE IN TIMING AND FAR OFF THE MARK QUANTITATIVELY IN 

<\ 

TERMS OF NEED, NEEDLESS TO SAYJ THIS PROCESS HAS CONTRIBUTED 
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TO THE APPARENT INCREA1NG V9LATILITY OR STOP-GO NATURE OF 
I\. 

THE GOVERNMENT'S ECONOMIC POLICIES, 

THIRD) THE HIGHER RATE OF INFLATION IN RECENT YEARS 

HAS RAISED THE DOLLAR COST OF PHYSICAL INVESTMENT NEEDS, 

THOSE HIGHER COSTS) COUPLED WITH ACCOUNTING PROCEDURES THAT 

ARE UNABLE TO ADJUST TO HIGH RATES OF INFLATION AND A TAX 

STRUCTURE THAT IS BIASED AGAINST EQUITY FINANCING 1 HAVE 

FORCED COMPANIES TO SEEK MORE AND MORE EXTERNAL FINANCING 1 

PARTICULARLY IN THE DEBT MARKETS. lN TURN) THERE HAVE BEEN 

GROWING DISTORTIONS IN CORPORATE BALANCE SHEETS AND INCREASING 

ILLIQUIDITY WITHIN THE COMPANIES THEMSELVES, THIS PROCESS 

HAS PROCEEDED TO THE POINT WHERE IT IS QUESTIONABLE WHETHER 

MANY CORPORATIONS WILL HAVE THE ABILITY TO FINANCE THE 

RECORD CAPITAL NEEDED IN THE DECADE AHEAD. 

fQURTH) THE HIGHER INFLATION PLUS THE GREATER VOLATILITY 

.(N FINANCIAL MARKETS RELATED TO GOVERNMENT POLICIES HAS 

~-

UNDERSTANDABLY MADE LENDERS MORE LEARY ABOUT LONG-TERf1·:-~ \ 

' ;:;'.' i 

"J 
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COMMITMENTS, HIGHER INTEREST RATES ARE DEMANDED AND RECEIVED 

TO HEDGE AGAINST FUTURE INFLATION AND TO COMPENSATE FOR 

HIGHER RISK, MOREOVER,, SHORTER MATURITIES AND GREATER 

CALL PROTECTION ARE ROUTINELY REQUESTED IN ORDER TO lSll.r/e-x.e-. 

/JGIJIJ/f I ,l//t! /:'d.55/.!Jlt.1// ?1//'17 .fi7/fi:>Hr IJe 
~'FE'~,.{UTURE RATES OF INFLATION &HfH;~tt::SIO 

~~f_t'i!; 'fti.;:n. 
Et:. DIFFERENT FROM}.~ ANTICIPATED, , .... 

fIFTH, THE COMBINATION OF ALL OF THESE CONDITIONS HAS 

CAUSED CORPORATE TREASURERS TO FOCUS ONLY ON VERY PROMISING 

·· · PROJECTS WITH HIGH RETURNS,, ACCENTUATING THE PATTERN OF 

UNDERINVESTING IN RECENT YEARS, 

/llJvE ttle ...Sce".J Rv EJfG..PSs 
WHAT THEN D'{µ;~~I( IN OUR ECONOMY? ~'\OF STOP-GO 

BEHAVIOR,, SECULARLY RISING INTEREST RATES,, SLOW REAL GROWTH, 
' ' . pJ:;fJpPtJ//f/f!Nt; 

~t'ml\ WORKER PRODUCTIVITY .1 HJ.STORICALLY HIGH RATES OF 

INFLATION AND A BODY POLITIC CALLING FOR SOME QUICK CURE ALL THAT 

DOESN'T EXIST, IT SHOULD COME AS NO SURPRISE THAT OUR 

FINANCIAL STRUCTURE -- STILL A WONDER IN TERMS OF GROSS 
~ 

CREDIT FLQWS AND ALLOCATION -- IS FEELING THE STRAIN. WE 
• ''<• 



REALLY HAVE OURSELVES TO BLAME FOR TH IS PREDICAMENT, IT 

TOOK MANY YEARS TO DEVELOP, BUT AT THE SAME TIME, WITH SOME 

PATIENCE, THE DIFFICULTIES CAN BE REVERSED, 

!HE FUTURE DEMANDS ON THE FINANCIAL STRUCTURE 

THE BASIC ECONOMIC FUNCTION OF THE FINANCIAL STRUCTURE 

IS,, OF COURSE.1 TO FACILITATE THE ENORMOUS FLOW OF CAPITAL 

WITHIN OUR ECONOMY. IT IS THE TRANSMISSION MECHANSIM THAT 

ENCOURAGES THE ACCUMULATION OF REAL PHYSICAL CAPITAL -- FACTORIE~ 

I 

HOUSING.1 TOOLS.1 ET CETERA, THAT CAPITAL IN TURN CREATES 

.. NEW JOBS, ENABLES WORKERS TO BE~ MORE PRODUCTIVE ~ 
. . J 

GENERATEjA HIGHER REAL LIVING STANDARD, HELPS US TO MEET 

FOREIGN COMPETITION, CONTAINS THE PACE OF INFLATION, 

PROMOTES A GROWING ECONOMY.1 AND ENABLES US TO MEET EXPANDING 

DEMANDS FROM THE PUBLIC, INVESTMENT CAPITAL THUS PROVIDES 

THE DRIVING FORCE BEHIND ECONOMIC GROWTH., AND IT CAN WORK 

EFFECTIVELY ONLY IF OUR FINANCIAL MARKETS ARE WORKING 

SM~OTHLY I 



- 13 -

THE ISSUE THEREFORE IS TO GAUGE THE FUTURE NEEDS FOR 

CAPITAL IN OUR SYSTEM AND THEN SEE WHETHER THE FINANCIAL 

STRUCTURE IS CAPABLE OF HAND~ING THE FINANCING FLOWS REQUIRED 

FOR THAT INVESTMENT. IN MY JUDGMENT, THE ANSWER IS THAT 

THE FINANCIAL SYSTEM CAN RISE TO THIS CHALLENGE, B.UI. ONLY 

.IF WE CHART A NEW AND SIGNIFICANTLY DIFFERENT COURSE IN OUR 

GOVERNMENT·~ POLICIES, 

T " HE FUTURE NEEDS FOR CAPITAL -- THE SO-CALLED CAPITAL GnP e 

SHORtAGE" IF YOU WILL -- ARE ENORMOUS, 

THE MOST IMMEDIATE NEED FOR MORE CAPITAL IS TO CREATE 

JOBS FOR OUR RAPIDLY GROWING LABOR FORCE. BETWEEN NOW AND 

1985 THE LABOR FORCE WILL EXPAND BY ROUGHLY 15 MILLION 

PERSONS, IN ADDITION, THERE ARE AT LEAST 3-4 MILLION 

UNEMPLOYED PERSONS IN THE LABOR FORCE TODAY WHO MUST ALSO 

..j.,(}, 

HAVE JOBS. BY COMPARISON TO THE 18-19 MILLION lHAT THAT WILL 

THUS BE NEEDED IN THE COMING DECADE, OUR ECONOMY CREATED .. 

,.···.'~¢/ ·' " "'•,,..., 

~ '--... --.. . ~- -- .. "'""" 
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APPROXIMATELY 1~,C:;f~ MILLION JOBS DURING THE PAST DECADE~,.,. 
""~.--.,,,;,,..- I 

THUS VERY FORMIDABLE INDEED, 

IN ADDITION TO THE CHALLENGE OF CREATING NEW JOBS, A 

SECOND BROAD SET OF CAPITAL NEEDS AHEAD CENTER AROUND 

SPECIFIC PUBLIC POLICY OBJECTIVES: THE DEVELOPMENT OF NEW 

ENERGY RESOURCES TO BECOME MO_RE SELF-SUFFICIENT; AN IMPROVEMENT 

IN THE QUALITY OF OUR ENVIRONMENT; SA~ER WORKING CONDITIONS 

TO PROTECT THE WELL BEING OF OUR LABORERS; AND THE PROVISION 

OF MORE AND BETTER QUALITY HOUSING TO SATISFY THE NEEDS OF 

A GROWING POPULATION.' .CLEARLY, THESE REQUIREMENTS ARE NOT 

ABSOLUTE AND THE LIST CAN B~ EXPANDED, FURTHERMORE, THERE IS 

NO SINGLE 11 CORRECT11 DOLLAR TOTAL THAT CAN BE IDENTIFIED WITH 

THESE OUTLAYS. Bur WE KNOW THAT THE LEVELS ARE EXTRAORDINARY. 

' StM1E 
IN THE ENERGY FIELD ALONEJ ~Z!l!f ESTIMATES OF CAITAL NEEDS 

<\ 
C05c ro 

OVER THE COMING DECADE ARE I~~ $1 TRILLION. 

. . 
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WHEN THE TWO BROAD CATEGORIES OF NEEDED CAPITAL FOR THE 

LABOR FORCE AND FOR SPECIFIC PUBLIC POLICY GOALS ARE ADDED, 

\ 
THE TOTAL PRIVATE INVESTMENTOUTLAYS REACH A TOTAL SOMEWHERE 

\ 

BETWEEN $4-4 1/2 TRILLION OVER THE NEXT DECADE. BY Sf'A~T~ 

CONTRAST, THE CUMULATIVE TOTAL OVER THE PAST DECADE WAS 

$1.5 TRILLION. THUS, YOU CAN SEE THAT OUR CAPITAL EXPENDITURES 

't>thI: flt'/ 
IN THE DECADE AHEAD WILL HAVE TO BE~THREE TIMES AS LARGE AS 

" THOSE OF THE PAST DECADE. 

/ .. 

WHETHER THE FINANCIAL MECHANISM CAN HANDLE THE HUGE FLOW 

-
OF SAVINGS, INVESTMENT AND CREDIT ASSOCIATED WITH THE CAPITAL 

NEEDS OUTLINED ABOVE WITHOUT BECOMING MORE ILLIQUID, BRITTLE 

AND LESS FLEXIBLE IN WITHSTANDING EXTERNAL ADVERSE SHOCK IS 

I 

AN OPEN QUESTION, THE RISE IN CORPORATE DEBT OVER THE PAST 

DECADE WITH ITS FIXED OBLIGATIONt TO PAY RAISES CLEAR QUESTIONS 

ABOUT THE ABILITY TO FINANCE FUTURE CAPITAL OUTLAYS, IT IS 

, · fl Lor 
JUST NOT CLEAR WHETHER THE SYSTEM CAN ACCOMMODATE;(~ MORE 

" 
DEBT. INDEED, THE SHEER EXPANSION OF CORPORATE DEBT RELA!IVE 

.. : .. ~ .} ·.,,~,.,. 
(.,.. \ 

• cj'j \ 

' '.1) l 
\ o;;'.. .::ta 1 \,» "'b J .._,;:. -..1 

''·~ 
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TO ASSETS OR EQUITY ON THE BALANCE SHEET WILL CAUSE CREDIT 

RATINGS TO DETERIORATE AND INTEREST COSTS TO RISE. CHRONIC 

FEDERAL BUDGET DEFICITS WHICH DRAIN THE SAVINGS POOL OR CROWD 

OUT PRIVATE BORROWERS WOULD MEAN LESS INVESTMENT,, LOWER 

PRODUCTIVITY AND HIGHER INFLATION. THIS WOULD PUT SEVERE 

STRAIN ON THE TRADITIONAL THRIFT I.NSTITUTION$AND ESPECIALLY 

ON THE OUTLOOK FOR HOUSING. 

\ 

IN MY VIEW,, AS 1 HAVE SAID,, OUR ABILITY TO MEET THESE 

CAPITAL REQUIREMENTS AND THE ABILITY OF THE FINANCIAL SYSTEM 

TO ACCOMMODATE THESE NEEDS WILL ONLY BE ASSURED IF THERE ARE 

SOME RATHER PRONOUNCED SHIFTS IN PUBLIC POLICY. WHAT WE 

NEED IS A FINANCIAL MECHANISM CONDUCIVE TO GROWTH AND THAT 

MECHANISM IS PLAINLY NOT COMPATIBLE WITH AN ENVIRONMENT OF 

HIGH INFLATION) SLOW GROWTH AND ERRATIC STOP-GO GOVERNMENT 

POLICIES. 

GENERAL .I:Q.LICY NEEDS 
'\ 

J WOULD LIKE TO OFFER FOUR CONCRETE SUGGESTIONS FOR 
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FUTURE POLICY DIRECTIONS, 

fIRST1 l BELIEVE WE MUST ELIMINATE THE STOP-GO BEHAVIOR 

ON THE PART OF THE GOVERNMENT IN SETTING AND PURSUING 

•' 

ECONOMIC POLICIES. SUCH POLICY CHANGES ARE TYPICALLY A 

RESPONSE TO SHORT-RUN DEVELOPMENTS IN THE ECONOMY AND IT IS 

NOT UNCOMMON FOR THE ECONOMY TO FOLLOW A ZIGZAG COURSE, BECAUSE 

T_HERE IS TYPICALLY A LAG BETWEEN THE DEVELOPMENT OF A NEW 

POLICY AND ITS IMPACT ON THE ECONOMY 1 ABRUPT POLICY CHANGES 

TEND TO COME TOO LATE TO ACCOMPLISH THEIR ORIGINAL GOAL AND 

CAN OFTEN WORK AT CROSS PURPOSES WITH CURRENT NEEDS, lNDEED1 

SINCE THE MID-60s1 RATHER THAN ACTING TO STABILIZE THE ECONOMY~ 

//:-'lf).0 CJ) TI) 
SUCH SHIFTS HAVE~ACCENTUATEP THE ECONOMY'S BASIC CYCLICAL 

ro s~ME" e-.xrt!'v r w.t:-'/ 
SWINGS, /.\mJl't HAVE BECOME DESTABILIZING. 

SPECIFICALLY., IT SEEMS TO ME THAT THE MIX OF MACRO-

STABILIZATION POLICIES OF THE PAST SHOULD BE RADICALLY 

A 
SHIFTED AWAY FROM tt!tf PATTERN WHICH HAS EMPHASIZED GENERAL 

TAX CUTS TO STIMULATE THE ECONOMY AND TIGHT MONEY TO SLQ\·t, · 1 ' . " 

' 
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IT DOWN. OVER TIME, SUCH A.MIX CREATES AN INADVERTANT 

BUT STILL PRONOUNCED ANTI-INVESTMENT BIAS TO GOVERNMENT 

POLICIES \~HICH ARE TOTALLY INAPPROPRIATE TO OUR LONG-TERM 

CAPITAL NEEDS AND TO THE VERY FUNCTIONING OF OUR FINANCIAL 

STRUCTURE. ~AT A MINIMUM, THE GROWTH IN GOVERNMENT SPENDING 

MUST BE BROUGHT INTO CLOSER LINE WITH THE GROWTH OF THE 

ECONOMY AND AN APPROPRIATE NET BUDGET BALANCE MUST BE EFFECTED, 

\ IN FACT,, WE SHOULD AIM FOR A SURPLUS BUDGET POSITION AT FULL 

EMPLOYMENT IN ORDER TO REDUCE THE DRAIN ON THE PRIVATE 

SAVING STREAM AND .TO PROVIDE FUNDS FOR FUTURE CAPITAL GROWTH. 

THE COUNTRY CANNOT AFFORD TO HAVE THE TREASURY USE ITS 

MUSCLE TO CROWD OUT PRIVATE BORROWERS. To DO SO WOULD 

FRUSTRATE THE ACCUMULATION OF SUFFICIENT CAPITAL RESOURCES 

RELATIVE TO OUR NEEDS AND WOULD IMPOSE GROWING PRESSURE ON 

AN ALREADY WEAKENED FINANCIAL MECHANISM. 

SECONDLYJ WE MUST MAINTAIN A CONSISTENT EFFORT TO LOWER 

"' THE RATE OF INFLATION -- NOT JUST TO THE 6-8% RANGE BUT 
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EVEN TUA LL Y TO SOM ETH ING MUCH LOVIER , [AND WITH THAT EFFORT, 

WE MUST ALSO LOOSEN THE GRIP OF THE INFLATIONARY PSYCHOLOGY 

THAT IS NOW SO STRON~ PARTS OF OUR FINANCIAL STRUCTURE AS 

IT NOW EXISTS WILL NOT REMAIN VIABLE~~ WITH SUSTAINED 

HIGH SINGLE-DIGIT INFLATION,, LET ALONa A DOUBLE-DIGIT PACE. 

FURTHERMORE,, THE HIGH INFLATION IS DISTORTING THE WORKINGS 

OF THE MARKET MECHANISM IN THAT: 

\ 

-- IT ENCOURAGES LENDERS TO DEMAND VERY HIGH RATES 

I 

OF INTEREST IN REFLECTION OF EXPECTED HIGH FUTURE RATES OF 

.. 

INFLATION,, AND 

-~ IT DISCOURAGES BORROWERS FROM UNDERTAKING INVESTMENT 

ffR£ (i1VCH 
PLANS BECAUSE FUTURE RETURNS ,4.~°" LESS PREDICT ABLE, 

A THIRD SET OF ACTIONS WHICH ARE CLEARLY NEEDED IS TO 

ELIMINATE EXCESSIVE GOVERNMENT REGULATIONS IN MANY SECTORS SO 

THAT RESOURCES CAN BE ALLOCATED MORE EFFICIENTLY AND WITHOUT 

1'-IE ENORMOUS UNNECESSARY COSTS THAT ARE NOW PASSED ON TO 

-- ' - ·- ~ - - ... ,, ' .... .. ....~ ... , -- .. . 
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THE CONSUMER, RAILS, TRUCKING, AIRLINES, NATURAL GAS --

ALL OF THESE AND MORE ARE NOW SUFFERING UNDER THE HEAVY HAND 

OF THE GOVERNMENT. LET US AT THE SAME TIME RESIST SEDUCTIVE 

CALLS TO RETURN TO WAGE-PR I CE CONTROLS "TO. SLOW I NFLA TI ON AND 

LOWER UNEMPLOYMENT." THE SO-CALLED BENEFITS ARE SHORT-LIVED 

AND ARE FAR LESS THAN THE SERIOUS LONG-TERM COSTS AND 

DISTORTIONS SUCH CONTROLS BRING ABOUT. CAN THERE BE ANY 

DOUBT THAT IN THE LONG RUN CONTROLS CONTRIBUTE TO SHORTAGES, 

MORE INFLATION AND A HIGHER UNEMPLOYMENT RATE? THE LESSONS 

OF HISTORY, l WOULD SUGGEST., ARE ABUNDANTLY CLEAR, 

FOURTH,, THE TAX STRUCTURE ITSELF MUST BE CHANGED TO 

END THE TAX BIAS AGAINST EQUITY CAPITAL. THE TAX DEDUCTABILITY 

FEATURE OF INTEREST PAYMENTS HAS CREATED A STRONG EMPHASIS 

UPON DEBT FINANCING -- SO MUCH SO, AS l HAVE NOTED, THAT 

SHARP DISTORTIONS HAVE APPEARED ON CORPORATE BALANCE 

SHEETS, To REDRESS THIS GROWING FINANCIAL DIFFICULTY., TO 

~ 
-': ·' ·~ .. 

< , / \ 

~<) \ 
~- ;v ~ 
.-~ ;:,. ' 
«- .:;:. I 
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INCREASE THE SUPPLY W TOTAL SAVING IN THE ECONOMY,, AND TO 

TREAT THE INCOME FROM CAPITAL ON A MORE EQUITABLE BASIS, 

THE ADMINISTRATION PRESENTED TO THE CONGRESS LAST JULY 31 

THE "CORPORATE INTEGREATION" PLAN. IT IS MOST IMPORTANT 

THAT PROPOSALS SUCH AS THESE BE ENACTED INTO LAW TO DEAL 

WITH THE SERIOUS AND GROWING CORPORATE FINANCE PROBLEMS, 

OTHERWISE THE CAPITAL NEEDS OF THE NEXT DECADE WILL NOT BE 

MET. 

FINALLYJ THERE MUST BE A RESTRUCTURING OF PUBLIC ECONOMIC 

OFTEl/J 

POLICY-MAKING AWAY FROM SHORT-RUN, POLITICALLY MOTIVATED 
I\ . 

REACTIONS TO DEVELOPMENTS IN THE ECONOMY. To ADVOCATE A 

CHANGE IN BASIC POLICY BASED ON THE LATEST MONTHLY INFLATION . . 

FIGURE, OR THE LAST 10 DAYS ANNUAL RATE OF AUTO SALES, OR 

LAST WEEK'S CHANGE IN THE MONEY SUPPLY IS AN INAPPROPRAITE 

WAY OF DECIDING SENSIBLE AND EFFECTIVE GOVERNMENT POLICIES. 

SUCH A 11 REACTION RESPONSE 11 WILL NOT ONLY CONTRIBUTE TO MORE 



vvLAllLt AND ERRATIC ECONOMIC BEHAVIOR BUT IN THE 

LONG RUN WILL ADVERSELY AFFECT THE STABILITY OF THE ECONOMIC 

SYSTEM 1rsL2F AND DO FURTHER DAMAGE TO THE FINANCIAL STRUCTURE. 
v 

.CONCLUDING CoMME...t:lli 

WHAT DOES ALL THIS MEAN? IT SEEMS TO ME THAT THE MARKET 

TODAY IS MOST ASSUREDLY TELLING US SOMETHING ABOUT THE BEHAVIOR 

OF OUR ECONOMIC AND FINANCIAL SYSTEM, SOMETHING IS UNQUESTIONAB1 

OUT OF BALANCE. THIS CERTAINLY DOES NOT MEAN THAT COLLAPSE OR 

EVEN CRISIS IS NEAR AT HAND NOR THAT THE FINANCIAL SYSTEM 

CANNOT PLAY ITS PART IN BRINGING ABOUT THE HUGE SAVINGS AND 

INVESTMENT NEEDS OF THE NEXT DECADE. Bur IT DOES MEAN THAT 

WE HAVE TO CHANGE OUR WAYS. INFLATION MUST BE SHARPLY 

REDUCED, GOVERNMENT POLICIES MUST BE REDIRECTED TOWARD A 

LONGER-TERM TIME HORIZON AND SHIFTED TOWARD A BETTER MIX OF 

FISCAL AND MONETARY POLICIES THAN EXISTED OVER THE PAST 

DECADE, THE TAX BIAS AGAINST CAPITAL FORMATION MUST BE 

REDRESSED, 

~.-·• -.-. 
,, ••• - •l 

\ ·, _, ."'\ 



MURE VOCAliLE AND ERRATIC ECONOMIC BEHAVIOR BUT IN THE 

LONG RUN WILL ADVERSELY AFFECT THE STABILITY OF THE ECONOMIC 

SYSTEM ITS~2F AND DO FURTHER DAMAGE TO THE FINANCIAL STRUCTURE. 

CONCLUDING CoMMEJIT..S. 

WHAT DOES ALL THIS MEAN? IT SEEMS TO ME THAT THE MARKET 

TODAY IS MOST ASSUREDLY TELLING US SOMETHING ABOUT THE BEHAVIOR 

OF OUR ECONOMIC AND FINANCIAL SYSTEM. SOMETHING IS UNQUESTIONAB: 

OUT OF BALANCE, THIS CERTAINLY DOES NOT MEAN THAT COLLAPSE OR 

EVEN CRISIS IS NEAR AT HAND NOR THAT THE FINANCIAL SYSTEM 

CANNOT PLAY ITS PART IN BRINGING ABOUT THE HUGE SAVINGS AND 

INVESTMENT NEEDS OF THE NEXT DECADE. Bur IT DOES MEAN THAT 

WE HAVE TO CHANGE OUR WAYS. INFLATION MUST BE SHARPLY 

REDUCED, GOVERNMENT PO~ICIES MUST BE REDIRECTED TOWARD A 

LONGER-TERM TIME HORIZON AND SHIFTED TOWARD A BETTER MIX OF 

FISCAL AND MONETARY POLICIES THAN EXISTED OVER THE PAST 

DECADE, THE TAX BIAS AGAINST CAPITAL FORMATION MUST BE 

REDRESSED. 
'\ 



IF THESE STEPS ARE TAKEN, WE CAN LOOK FORWARD TO 

BETTER GRO\'ITH, MORE JOBS, HIGHER INCOMES, A CLOSER FULFILLMENT 

OF OUR BROAD PUBLIC POLICY GOALS, A LOVIER RATE OF INFLATION, 

A MORE STABLE ECONOMIC SYSTEM AND A ROBUST FINANCIAL STRUCTURE. 

IF THROUGH INERTIA, POLITICAL DIFFERENCES OR PLAIN MISJUDGMENT 

WE FAIL TO ACT RESPONSIBLY, THEN WE CAN LOOK FORWARD TO 

CONTINUED TROUBLE, WORSE INFLATIO~, LOWER GROWTH, FRUSTRATED 

AMBITIONS, CONTINUED EROSION OF OUR FINANCIAL BASE AND 

ULTIMATELY, A GROWING INSTABILITY IN OUR POLITICAL SYSTEM. 

THE LATTER SCENARIO ADMITTEDLY SOUNDS PESSIMISTIC, BUT 

IT IS CERTAINLY NOT INEVITABLE. WE KNOW FAIRLY WELL HOW 

WE GOT INTO THE CURRENT ECONOMIC SITUATION, IT HAS NOT 

RESULTED FROM A RANDOM SERIES OF 11 BAD LUCK" EVENTS BUT 

RATHER FROM MANY YEARS OF SHORTSIGHTED POLICIES, WE ALSO 

KNOW HOW TO GET OUT OF THE CURRENT SITUATION IF WE PURSUE 

SOUND, PRUDENT POLICIES, THIS WILL REQUIRE PATIENCE, 

UNDERSTANDING AND SUPPORT FROM THE PUBLIC, BUT l HAVE 



.... 

FAITH THAT WE CAM RESPOND TO THIS CHALLENGE AND SUCCESSFULLY 

MEET THE CURRENT AND FUTURE NEEDS THAT WE ALL KNOW EXIST, 

THANK YOU. 

# # # # 



i 

EQR RELEf\SE 01 1l DELI~RY 

STATEMENT OF THE HONORABLE WILLIAM E. SIMOi1 
' 

SECR.ETf\RY OF THE TREASURY 

BEFO!~E THE JOI!lT ECOf·lOf1IC COi·ifHTTEt 

HEDUESDAYJ SEPTEi1BER 24J 1975) 11:00 A.M • 

. IJE\i YoRK C11y's FINANCIAL S1ruATI0i'1 

MR. CHAIRMAN AND MEMBERS OF THIS DISTINGUISHED COMMITTEE: 

I AM HERE TODAY AT THE EXPRESS INVITATION OF THE 
' 

CHAIRMAN) WHO HAS CALLED UPON ME TO TESTIFY ABOUT THE POSSIBLE 

. 
IMPACT OF A FINANCIAL DEFAULT BY NEW YORK CITY, 

THIS IS AN OCCASION THAT NONE OF US CAN WELCOME, ALL OF 

" 

US SHARE THE HOPE THAT A DEFAULT CAN BE AVOIDED. PERSOl~ALLY, 

l AM CONFIDENT THAT IF THE PROPER STEPS ARE TAKEN) DEf;\ULT 

\'IILL BE AVOIDED, ONE OF THE GREAT PLEASURES IN MY LIFE \'IAS 

TO SPEND SOME 20 YEARS WORKING IN THE FINANCIAL COMMUNITY IH 

. . . . 

~:, 
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DO~lNTO\•lN MANHATTAN. I GAINED FROM THAT EXPERIENCE NOT OtJLY 

A LOVE FOR THE CI TY BUT ALSO ENORMOUS RESPECT FOR THE i:l SQ·2f1 

AND STRENGTH OF ITS PEOPLE, l SINCERELY BELIEVE THJ\T IF 

THOSE GREAT RESOURCES ARE PROPERLY MARSHALED, NEW YORK CITY 

WILL EMERGE FROM ITS CURRENT DIFFICULTIES. 

As YOUR INVITATION TO ME RECOGNIZES, HOWEVER, IT IS 

ALSO IMPORTANT THAT ~JE SEEK TO UNDERSTAND WHAT THE IMPLICATIONS 

WOULD BE IF DEFAULT DOES OCCUR. I AM SURE THAT THE MEMBERS 
/ 

. -

OF THIS COMMITTEE, AS WELL AS THE AMERICAN PEOPLE,, WANT THIS 

INQUIRY TO BE AS HONEST AND OBJECTIVE AS POSSIBLE. THIS 

CANNOT BE A TIME WHEN WE DELUDE OURSELVES WITH EXCESSIVE 

OPTIMISM AND THUS FAIL TO ACT \·lJSELY, BY THE SAME TJKEiL.i 'r!E 

SHOULD NOT ENGAGE IN EXCESSIVE PESSIMISM, IMPASSIONED 

STATEMENTS THAT A DEFAULT \·/OULD HAVE CATASTROPHIC CONSEQUENCES 

FOR THE FINANCIAL MARKETS AS WELL AS THE ECONOMY -- STATEMENTS 

~iICH HAVE NO FOUNDATION IN OBSE~VABLE FACTS -- CAN ONLY MAKE 



THE SITUATION WORSE, THIS IS A TIME, THEN, FOR AN HONEST 

• 
APPRAISAL, DEVOID OF EMOTIONALISM OR PARTIASANSliIP, MY 

TESTIMONY TODAY IS OFFERED Ir~ THAT SPIHIT. 

THE FEDERAL GovER1ii1ENT HAS BEEN SERIOUSLY COi,JCERi~ED 

\•/ITH THE PROBLEMS ASSOCIATED HITH f"iEW YORK CITY'S FINANCES 

FOR A LONG WHILE. WE HAVE HELD REPEATED MEETINGS WITH 

THE LEADERS OF NEW YORK CITY,, THE MUNICIPAL ASSISTANCE 

CORPORATION,, AND NEW YORK STATE, A COMSIDERABLE AMOUNT 

OF STAFF TIME WITHIN THE TREASURY DEPARTMENT HAS BEE~ 

DEVOTED TO THIS MATTER. AT THE PRESIDENT'S DIRECTION, l 

HAVE ESTABLISHED AN INFORMAL,, INTER-AGENCY TASK FORCE) 
/ 

CHAIRED BY MY UNDER SECRETARY EDWIN H. YEO III, TO CLOSELY 

MONITOR THIS SITUATION ON A DAILY BASIS AND TO DEAL WITH 

EVERY ASPECT OF A POTENTIAL DEFAULT BY THE CITY. THE 

EVALUATIONS AND THE PLANS OUTLINED IN MY TESTIMONY THIS 

MORNING ARE THE PRODUCT OF THOSE EFFORTS, 

. . ~ ",: . . 
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OUR BASIC CONCLU.SIONS,, \·IHICH I SHALL EXP/\ND UPON IN 

A FE\·/ MOMENTS,, ARE THESE: 

f I RST .1 J\L THOUGH THE CH ·· LLEMGES. J\UD THE Tl\S :-.s f \Ht:r\D 

ARE GREAT,, NEW YORK CITY,, HITH THE ASSISTANCE OF i-IHI YORK 

~­ '\ 
STATE., HAS BOTH Tl-\E MECHAil ~_?MS AND THE RESOURCES TO AVOID 

DEFAULT. "-- " 1 
0 

SECOND., .IF DEFAULT WERE TO OCCUR DESPITE THEIR BEST 

EFFORTS,, ITS EFFECTS ~IOULD PRIMARILY BE LEGAL IN CHARACTER: 

THE BASIC SERVICES OF THE CITY SHOULD REMAIN INTACT, 

THIRD,, WHILE A DEFAULT COULD ADVERSELY AFFECT THE 

CAPITAL MARKETS,, THOSE MARKETS HAVE ALREADY ADJUSTED TO 

THAT POSSIBILITY TO SOME EXTENT AND THE EVENT OF DEFAULT 

WOULD REQUIRE ONLY A MODERATE DEGREE OF FURTHER ADJUSTMEHT. 

IN OTHER WORDS., THE EFFECTS OF DEFAULT UPON THE CAPITAL 

MARKETS WOULD BE TDl.£RAJiLE, 

. . . . . .. . .. . · . 

fOURTH.1 A1 IH".AULT WOULD CAUSE LITTLE., IF ANY., DAMAGE 

, .,,. 

... . 
- - - . - .. : 

· -: ... 
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TO OUR OVERALL FINANCIAL STRUCTURE: THE BANKING SYSTEM WOULD 

REMAirJ HJTACT; NO BM~I< CUSTOt1ERS WOULD LOS[ THEIR DEPOSITS; 

AND THE SYSTEM \•IQULD cor:T IN UE TO BE. ABLE TO PROV I i)E 

TO ALL LEVELS OF THE ECONOMY" I NCLUD I !·lG CO~JSW1ERS, 

FIFTH" THE COSTS AND RISKS ASSOCIATED WITH ANY PROGRAM 

TO PROVIDE SPECIAL FEDERAL FINANCIAL ASSISTANCE TO PREVENT 

DEFAULT SUBSTANTIALLY OUTWEIGH THE BENEFITS, 

FINALLY" WE BELIEVE THAT THE. FEDERAL GOVERNMENT DOES 

HAVE A RESPONSIBILITY TO THE NATION TO ENSURE THAT IF A 

DEFAULT DOES OCCUR" ?ROPER STEPS ARE TAKEN TO LIMIT AND 

CONTAIN ITS IMPACT, TOWARD THAT END" WE HAVE DEVELOPED 

A PROGRAM WITHIN THE ADMINISTRATION, DEVELOPMENT OF THAT 

PLAN SHOULD NOT BE MISUNDERSTOOD AS AN ANTICIPATION 

OF DEFAULT; RATHER" IT IS A _STANDBY MECHANISM WHICH PRUDErJCE 

SURELY DEMANDS, WHILE MY TESTIMONY WILL DEAL IN MORE DEPTH 

WITH ITS DETAILS, LET ME SUMMARIZE THAT PROGRAM NOW: 
'\ 

. ::~· -~·;:~·:?) . 
• ,.. '1-' 

~ __, '~" 
l--.t: .ll. 
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TO If.lSU~;:: ADEQU/'\tE FiilMlCIAL R::SCJUr{CES 

TO MAIMTAIN ESSENTIAL SERViCES Ai!D TO AVOID 

POTENTIAL DISRUPTIOt! AND CONFUSION CREATED 

BY CONFLICTING LITIGATION, WE HAVE PRE-

PARED, AND WILL SHORTLY SUBMIT TO THE 

CONGRESS, LEGISLATION AMENDING (~APTER 9 

OF THE FEDERAL_BA~kRUPTCY AcT TO FACILITATE 

USE OF THAT Acr's PROTECTION BY NEW YORK 

CITY. 

TO ASSURE THE CONTINUErr FLOW OF CURRENT 

ASSISTANCE PAYMENTS, WE HAVE IDENTIFIED 

ALTERNATIVE METHODS OF OPERATING THOSE 

·. 
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PROGRAMS IN THE EVENT LOCAL RFSrlilRCES 

TEMPORAFZ IL y BECm'iE u~:.r..vA I LAELE I 

TO PROTECT THE BAi<:~r::s SYSTEM f,iiD THUS 

f"\SSURE THE corniiWED AVAILABILITY OF RESOURCES 

THAT SYSTEM PROVIDES TO CONSUMERSJ CORPORATIONS 

AND GOVERNMENTS: 

THE FEDERAL RESERVE SYSTEM WILL 

PROVIDE LIQUIDITY THROUGH ITS 

. DISCOUNT FACILITIES IN THE EVENT 

ANY INSTITUTION FACES UNEXPECTED 

CASH WlTHDRA\·iALS; 

··. 
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-- As A LAST .RESORT, IN APPROPRIATE CASES, 

THE FEDERAL DEPos 1 T I tJSUR/\McE CoRPORAT ! ot: 

i'IILL PROVIDE CAPIT/-1l TO IiL3TlTUfIC;;:::; ~·:fll-.i~E 

SUCH ACTIDr~ IS NECESSi .. ~Y TO MfdfJTAII; 

SOLVENCY, 

LET ME REPEAT, \tiE DO NOT BELIEVE DEFAULT IS IrJEVITABU:. 

AND WE BELIEVE IT ESSENTIAL TO MAKE ALL REASONABLE EFFORTS 

TO AV6ID DEFAULT. MOREOVER, IF DEFAULT OCCURS, APART FROM 

THE BANKRUPTCY AMEtmMENT -- WHICH WE BELIEVE TO BE DESIRABLE 

IN ANY EVENT -- WE DO NOT EXPECT TO NEED ANY PART OF THIS 

PROGRAM. Bur IT IS OUR RESPONSIBILITY -- TO THE CONGRESS 

AND TO THE NATION -- TO BE PREPARED FOR ANY.EVENTUALITY. 

CuRRENI·SIATus 

LET us NOW CONSIDER THE CURRENT EFFORTS OF UEw YoRK CITY 

AND f~EW YORK STATE TO PREVENT A DEFAULT, 

. ·. 
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ON SEPTEMBER ~L A SPECIAL SESSION OF THE 

NEW YORK STATE LEGISLATURE E!'U,CTED LEGISLATION CALLU!G FOH 

CorHROL EO.l\RD TO ASSU:'·'.E PLENARY COHTfWL OVER r'HE 

Cirv's FINANCES) 

AUTHORITY TO ISSUE $750 MILLION IN SHORT TERM 

STATE NOTESJ THE PROCEEDS TO BE USED TO PURCHASE 

MAC BONDS; 

-- A MANDATE TO STATE i\Jm C ITV EMPLOYEE PENS I ON PLANS 

TO PURCHASE $750 MILLION IN MAC BONDS (AND RELIEF 

FOR THE STATE CoMPTR1JLLER WITH RESPECT TO HIS 

FIDUCIARY RESPONSIBILITIES REGARDING THESE PLANS); 

AN INCREASE IN MAC's BORROWING AUTHORITY FROM $3 

BILLION TO $5 BILLION; 

-- AUTHORIZATION FOR THE CITY TO FILE A PETITION IN 

BANKRUPTCY UNDER [HAP.TER ~ OF THE FEDERAL TIMJKRUPTCY J\c 

'· .. ' ~ 

. . . . . : ~ . \ 
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Two DAYS LATER, 'NEW YORK STATE SOLD $755 MILLION OF 

SHORT TERM ~!OTES, Ii!CLUD It:G $250 MI LL. J.Oi! Ef\RM!,fH(ED FO:\ THE 

f rrv 
.._,"' I t 

r' AC 
I ~r \ IS BEGr::nii!G TO RAISt:.FRO:i OTHCR SOLi,<CES THE 

$800 f·lILL!Oi~ NC:CESSARY TO co:·tPLETE THE $2.3 BILLIOn Pf\Cf~;',GE 

REQUIRED TO FINANCE THE CITY THROUGH DECEMBER 1. 

AT THE CITY LEVEL., MEAr'J\'lHILE, MAYOR BEAME HAS l\PPOiiffED 

'A TO·P.fINANCIAL EXECUTIVE TO SERVE AS THE CHIEF FINANCIAL 

OFFICER OF NEW YORK CITY AND TO DEVELOP, BY MID-OCTOBER, AN 

EXP!E!MSE REDUCTION PLAN TO RETURN THE CITY TO A SOUND FISCAL 

BASIS. THESE LAUDABLE EFFORTS REFLECT A RENEWED SENSE OF 

DEDlCATION TO ATTACK THE CAUSES OF THE PROBLEMS I DISCUSSED 

WITH CONGRESSMAN ROSENTHAL / S SUBCOMMITTEE LAST Ju;,!E 1 

WILL THESE MEASURES WORK? . CAN THE CITY DO ENOUGH 

BETWEEN NOW AND DECEMBER TO RESTORE INVESTOR CONFIDENCE? 

. " 
.. . · ... 
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SOME HAVE MJS\·/ERED IN THE MEG/\TIVE, BUT l Cl\NNOT M~R~T. I 

WOULD BE LESS THAN CM!DID \'/ITH THIS COiir·ilTTEE IF I S'JG';C...S_i_:J 

THE TASK vlILL BE EASY. I \·muLD BE LESS r1i.~:,1 CA NDID IF I 

FAILED TO SAY THAT MORE IN THE WAY OF I M~EDIATE ACTIONS --

IMMEDIATE EXPENSE REDUCTIONS -- lS REQUIRED i"JO\•! THAN vlOULD 

HAVE BEEN REQUIRED AT SOME EARL! ER TIME. Bur IT \~OULD BE . . 

EQUALL.Y UNTRUTHFUL TO SUGGEST THAT THE JOB CANNOT BE DONE, 

APPROPRIATE MECHANISMS ARE NOW IN PLACE. IT IS ESSENTIAL 

THAT THEY BE USED PROMPTt!..Y AND WELL. 

IMPACT OF A DEFAULT 

NECESSARY CONCEPTS 

To SET THE FRAMEWORK FOR MY ANALYSIS OF THE IMPACT OF 

DEFAULT IT IS IMPORTANT TO DEFINE SOME RELEVANT TERMS AND 

CONCEPTS, I SENSE THAT THE DIALOGUE CONCERNING THE ISSUE 

HAS BEEN HAMPERED BY CONFUSION OVER THE MEANING AND IMPORT 

"' OF CERTAIN KEY WORDS. FIRST, THERE IS 11
HlSOLVEi'!CY

11 \·~l!IC!I., 

SIMPLY STATED, MEANS THAT A PERSON OR A CITY HAS CURRENT 

\, 

.. 
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.OBLIGATIONS WHICH EXCEED ITS AVAILAULE FUi!DS, "DEF/i.ULT" IS 

A TEC Hi·! ICAL LEGAL TERM DESC RiBi l'I G A DEBTOR'S REF USAL OR 

It~ABILITY TO PAY A CREDITOR \/HO HAS DH1At?DED P/\Ynan. 

"BANKRUPTCY 0 DESCRIBES A LEGAL PROCEEDING -- PROVIDED FOR 

IN THE CONSTITUTION -- UNDER WHICH AN INSOLVENT PARTY IN 

DEFAULT TURNS OVER TO A COURJ THE JOB OF DECIDING HOW HIS 

FINANCIAL RESOURCES WILL BE APPORTIONED AMONG CREDITORS. 

IN LOOKING AT DEFAULT AND BANKRUPTCY~ WE SHOULD ALSO 

DRAW A DISTINCTION BETWEEN THE OPTIONS AVAILABLE IN THE EVENT 

OF A CORPORATE DEFAULT AND THOSE AVAILABLE WITH RESPECT TO A 

MUNICIPAL DEFAULT. IF A CORPOR~TJON DEFAULTS AND IS SUB-

SEQUENTLY BROUGHT UNDER THE JURISDICTION OF A FEDERAL BANK-

RUPTCY COURT~ ONE OPTION -- ALBEIT OFTEN NOT THE MOST DESIRABLE 

ONE -- IS LIQUIDATION: THE SALE OF ASSETS TO SATISFY 

. ... . . .. ~ . . . ~ 
' 
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THE CLAIMS OF CREDITORS AHD THE SUBSEQUENT DISAPPEARAiiCE 

OF THE CORPORATION AS A CONTii:Uit!G Et!TITY. BOTH co:·" \Q;; 

SENSE AND CONSTITUTIONAL PRINCIPLES PRECLUDE SUCH M. 

OPTION WITH RESPECT TO MU~lCIPAL DEFAULTS, 

IN THIS RESPECT., A DEFAULT BY A STATE OR LOCAL 

GOVERNMENT IS CLOSELY ANALOGOUS TO A DEFAULT BY AN INDIVIDUAL 

PERSON, IN EITHER CASE., IF A BANKRUPTCY PROCEEDING ENSUES., 

RESOURCES ESSENTIAL TO: THE MAINTENANCE OF LIFE IN THE ONE 

CASE AND ESSENTIAL SEW:flCE-S Hf THE OTHER., ARE PROTECTED 

FROM THE DEMANDS OF C~E.D!TORS, 

IT IS IMPORTANT TO RE-EMPHASIZE THIS POINT: IF 

NEW YORK CITY DEFAULTED., IT l'IO.ULD CONTINUE TO EXIST AND TO 

OPERATE. TAX PAYMENTS., FEDERAL AND STATE ASSISTANCE 

PAYMENTS AND OTHER SOURCES OF REVENUE WOULD CONTINUE TO 

FLOW. SCHOOLS AND HOSPITALS WOULD REMAIN OPEN; POLICE., 

f'IRE AND SANITATION SERVICES \·lOULD BE PROVIDED AND PAID . -

· . 

. . 
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FOR. EVEtl DCI3T SERVI CC ON THE LOIJG TERM BONDS \·/OULD J\f'PEAR 

TO BE \·lITHIN THE (ITY
1
S MEM•S Ii i THE EVE: if OF DEFAULT . 

IN SHORT) IT IS ESSENTIAL fWT.TO co: .;FUSE THE LEGAL 

AND IDIOMATIC MEAIHNGS OF THE TERM BANKRUPTCY, IN COMMON 

\ 

.... _, 

-
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PARU\f.lCE., ~·/E M/\Y USE BANKRUPTCY TO DE~Ir!E A COi'DITIOU lJLVO ID 

OF sunsTArICE OR RESOURCES . Dv THAT D.:F 1;nT1 ou" ii EH Yo.~i< 

HAS NOT BEEil., Is f!OT Nm·/.1 Aim ~'/I LL fwy BE BhN KR UPT. 

IF 'IE\'/ Yo RK CITY DOES DEFAULT, HOWE VE'?, TO D': AL ~·'IT'! ITS 

CREDITORS IN AN ORDERLY WAY, A PROCEEDING UNDER T~E FEDERAL 

BANKRUPTCY LNiS IS THE MOST APPROPRIATE SOLUTION , 

As l HA.VE OFTEN SAID, NO OBSERVER \·!HO IS ASKED TO PREDICT 

THE M1PACT 0 F A DEFAULT CAN DO SO l'i ITH ABSOLUTE CERTITUDE, A DEF AU 
• #'• • 

LI KE ANY MAJOR FINANCIAL REVERSAL -- HAS n·m ASPECTS: A 

TANG IBLE ., 
OBJECTIVE ASPECT ON THE ONE HAND AND A 

.. 
PSYCHOLOGICAL ASPECT ON THE OTHER , IT WOULD BE INADEQUATE 

TO LIMIT THE ANALYS IS TO ONLY ONE OF THESE ASPECTS, AND 

CONFUSING THE TWO WOULD FURTHER CLOUD OUR EVALUATION OF THE "\ 

.. 
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IMPACT OF DEFAULT, INDEED, l .SENSE THAT SUCH CO!'!FUSIOM 

IS IN LARGE PART RESPOr!SII3LE FOR SOME OF THE r:oF:E EXTREiiE 

PREDICTI O'.'!S \·iHICH Hl.'/? B:::::; I:t\DE II~ RECENT ~:EEl~S. 

MOREOVER, AS l CAUTION~b IN MY LETTER OF LAST WE EK, 

IT IS IMPORTANT TO BE SENSITIVf: TO THE RISK THAT THC: 

EVALUATION PROCESS ITSELF MAY AGGRAVATE REACTION TO A 

DEFAUL:.T• LET US SUPPOSE, FOR EXAMPLE,, THAT LEADERS OF MAJOR 

FINANCIAL INSTITUTIONS: CONTEND THAT THEIR INSTI TUTIONS AMD 

THE MARKETS IN WHICm 7iHEY FUNCTION WOULD BE DEVASTATED BY 

A DEFAULT, 0DJECTIVE fACTORS NOTWITHSTANDING, SUCH 

CONTENTIONS WOULD MEASURABLY ENHANCE THE IMPACT OF 

DEFAULT. 

LET ME TURN TO A SECTOR-BY-SECTOR ANALYSIS. 

-. . U
Q 

r' ' 
• fl. 

.. ~· . : .. :· 

. . 
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E.s.s£NTIAL SERVIr.Es 

l F fial YORK CI TY DEFAULTED ON Ai~ 03L I Giff IO'·! TO 

REDEEM A r.-;ATURH!G NOTE ISSUE FOR Cf,SHJ A OUc.ST IO~ l OF 

IMMEDIATE IMPORTANCE IS WHETHER THE CITY COULD CONTINUE 

TO PROVIDE ESSENTIAL SERVICES: POLICE AiiD FIRE PROTECTI O ~ !J 

SANITATION1 MASS TRANSIT1 WATER AND SEWERAGE FACILITIES1 

\ 

AND THE LIKE. WE EVALU~JED THE OUTLAYS REQUIRED TO 

PROVIDE THESE SERVICES AGAINST THE CITY'S LEVEL OF 

RECEIPTS, W!i-HLE., AS f b'AVE INDICATED ON EARLIER OCCASIONS1 

LEVELS OF OU1lAY FOR THESE SERVICES ARE EXTREME IN REL.L\Tlot{ 

TO THE OUTLAYS OF OTHER CITIES1 NEW YORK CITY'S REVE NUES 

APPEAR SUFFICIENT TO PRO't'IDE AM ADEQUATE LEVEL OF SERVICES 

IN THE EVENT OF DEFAULT. 

•. --.. :· . ,. . ... 
:• ... . .. 

. . ~ . . • . . · .. 
·. 

. . 

. .. 
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Ariorn ER POTE r ff I AL c Ci !C ERil RE L!.T Es TO CO.! TI liUA n or'I or- THE 

~RIOUS FEDERAL ASSIS~NCE PROGRAMS WHICH BENEFIT THE ~iTIZtNs 

OF rim YORK, THE DFFJCE OF f·1A11AGH1ENT Arm BUDGET t.rm rn-

DOMESTIC Cou;JCIL HAVE COMPLETED A SURVEY OF THE MOST lMPORTA!ff 

OF THESE PROGRAMS WITH THE OBJECTIVE OF IDENTIFYING METHODS 

FOR MAINTAINING SCHEDULED ASSISTANCE FLOl·/S JN THE EVENT LOCAL 

MECHANISMS TEMPORARILY BECOME UNAVAILABLE, !r IS OUR BELIEF 

THAT A DEFAULT ~IOULD NOT MATER I ALLY INTERFERE WITH THE PRO-

·v1s1ou OF CURRENT ASSISTAfJCE, 

AT THE SAME TIMEJ THE ADMINISTRATION IS CONDUCTING A 

REVIEW OF THE ASSISTANCE PROGRAMS WITH THE OBJECTIVE OF 

MAKING THEM MORE EFFICIENT AND LESS BURDENSOME AT THE 



• 
LOCAL As WELL AS THE FEDERAL LEVEL. I HAVE FREQUENTLY 

CRITICIZED THE VlELF/\RE PROGRAMS a THEY ARE TOO EXPENSIVE 

J\ND OFTEN MISS THE Tf\RGET H~SOFAR AS HELP TO THE TfHJLY 

DIS/'.JJV/\ilT/\GED Is cci-:c.::R"c:>, THE"RE 1s i·~o e:uEsTIO~l rHr.T 

THESE PROGRAMS IN THEIR CURRENT FORM HAVE ADDED TO 

MEW YORK CITY'S FI HM~CIAl BURDEN . 

THE PRESIDENT HAS ASKED VIcE PRESIPENT RocKEFELLERJ 

AS CHAIRMAN OF THE DOMESTIC COUNCILJ TO CONDUCT A THOROUGH - . 

REVIEW OF ALL OUR ASSISTANCE PROGRAMS AND TO DEVELOP 

PROPOSALS FOR REFORM. WHILE. THAT REVIEW IS NOT YET COMPLETE,,, 

MY VIEWS ARE WELL KtiO\'!N, fi HAVE LONG FAVORED A Sli~PLE 

PROGRAM OF INCOME MA INTENANCE AS THE LEAST BUREAUCRATIC 
·• 
:-

AND MOST EFFICltNT APPROACH TO OUR RESPONSIBILITIES IN 

THIS AREA. 

. . . .. . 

. . 
·.· 

~·~~-.. _:U :. 
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DEBT ADJUSTMENT 

THE REQUIREMENT THAT THE CITY CotffiiH!E TO PROVI D~ 1\"D 

FINANCE ESSENTIAL SERVICES Ui'JDERSCORES Tr lE n:PORTAilCE e:: 

I NSWR I l·lG TH!~ T THERE IS J\rJ ORDERLY MECHA;n St·l FOR ALLOCAT I ::G THE 

CITY'S FINAt~CIAL RESOURCES AMD EFFECTlNG A RESTRUCTURir:G OF 

THE SHORT TERM DEBT. ABSENT SUCH A MECHANISM, THERE rs THE 

. RISK OF A MULTITUDE OF LAWSUITS,, EACH SEEKING A LEGAL INJUNCTI( 

. 
AGAlfJST THE PAYMENT C.f;F CITY FUNDS TO OHE CLASS OF CREDITOR OR 

ANOTHER, 
.. ~ 

IT IS FOR THilS REASON THAT ME HAVE PREPARED"' AND WILL 

SUBMIT SHORTLY TO CoNGRESS, LEGISLATION AMENDING CHAPTER 9 OF 

THE FEDERAL BANKRUf!»TCY AcT. THIS: LEGISLATION IS DESIGf~ED TO 

INSURE THAT THE CLAIMS OF ALL LEGITIMATE CREDITORS WOULD BE 

DEALT WITH IN A SIN.GLE PROCEEDING. IT WOULD BE COMPLEMENTARY 

TO THE LEGISLATION ENACTED BY THE NEW YORK STATE LEGISLATURE 

AUTHORISING HEW YORK CITY,, IN THE [VENT OF DEFAULT1 TO SEEK 

~ REORGANIZATION OF ITS DEBT UNDER THE PLENARY JURISDICTION 

: 
OF A FEDERAL COURT. 

.. . . . 
·. 

.. 
·. 

. .. - . . 
·. 
. ' ~ . 
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SPECIFICALLY,, OUR PROPOSAL WOULD MODIFY EXISTING LAW 

BY ELlfllNl\TING TllE EXISTH~G REQUIREMENT TllAT A CITY iiU .ST 

FILE A REORGArPZATIOi! PLA : ~ ::!J ~·mITTEN :·.SSEflTS TO r;;,: 

PLAN FROM 51% OF THE CREDITORS BEFORE OBT.l\INirlG THE PPO-

TECTION OF A FEDERAL BAt!KRU?TCY COURT, UNDER THE !~EVI SED 

PROCEDURE,, FEDERAL PROTECTIO~i \·/OULD EE PROVIDED UPOi! THE 

FILING ONLY OF A SIMPLE PETITI ON BY THE CITY, As IS THE 

CASE ~lITH RESPECT TO OTHER TYPES OF REORGANIZATIONS UNDER OUR 

. BANKRUPTCY LAWS,, THE REORGANIZATION PLAN AND THE CREDITORS' 

ASSEMT THERETO WOU'iLD BE DEV.Et.OPED IN THE COURSE OF THE 

PROCEEDING, IN THE !tITERIM> HOWEVER,, THE CITY WOULD BE 

PR01ECTED FROM CONFLICTING CLAIMS AND INJUNCTIONS REGARDING 

ITS RESOURCES,, AND CO:UlD .C.ON.THWE TO CONDUGT ITS AFFAIRS IN 

AN ORDERLY MANNER, 

I WOULD POINT OUT THAT THIS PROPOSAL IS SURSTANTIALLY 

CONSISTENT WITH THE Rf-COMMENDATim1s OF THE MATIONAL 

COMMISSION ON THE REFORM OF THE PANl<RLJPTCY LAWS.1 EMRODIED 

.TN S. ?)C). 
t . "' • 

• • •'! 

·. 

. . 



EINANCIAL MARKETS 

'IN ASSESS I NG THE IMPACT OF A DEFAULT Oi! THE F ltJl\MC I.l\L 

MP,RKETS,, \·~E ARE DEALH~G IN THE REAU·: .OF JUDri::~:i'.TS.: AS I HAV: 

SAID ABSOLUTE CERTAINTY IS SI MP LY ~OT POSSIBL[. 

IS BASED ON A DETAILED REVIEW OF ALL TH~ FACTUAL CIRCUMSTANCES 

DISCUSSIONS WITH A WIDE RANGE-OF MARKET PROFESSIONALS IM THE 

PRIVATE SECTOR,, AND MY m·m CONCLUSIO;·~ S.1 BASED ON MORE THAN 

TI"IENTY YEARS OF EXPERIENCE IN THE INVESTMENT BANKIHG BUSH~ESS. 

THE IMPACT OF A DEFAULT ON MARKETS OTHER THAN THE MUi'UCIPA 

MARKET ISJ IN THE FINAL ANALYSIS,, CLOSELY RELATED TO THE 

lMPACT ON THE OVERALL ECONOMY. As J SHALL DISCUSS MORE 

FULLY IN A FEW MOMENTS,, IT IS "OUR JUDGMENT THAT A DEFAULT 

·. WOULD NOT DAMAGE THE PROSPECTS FOR THE NATION 'S ECOi-!O:·HC 

RECOVERY, THE PUBLIC UNDERSTANDS THAT NEW YORK CITY'S PROBLEMS 

ARE UNIQUE IN MOST IMPORTANT RESPECTS, MOREOVER,, OVER THE PAST 

·· SIX MONTHS AND IN THE MONTHS TO COME.1 THE PUBLIC HAS Hr1D.1 A~!D 

'";) 
....., 
,. . . . 

. '" . . 

.. 

. . 



• WILL HAVE,, AMPLE OPPORTUNITY TO DECIDE WHETHER~ DEFAULT BY 

rlE\'i YORK (JTY IS tlERELY REPRESEIHATIVE OF A MORE FUNDA:·1Er!T;\L 

FLAW HI OUR Econony. On LY r F sucH A cor:.:::Lus rot: ~ ·::.~E: R':/"':H:::J -

AND THERE IS NO OBJECTIVE REASON WHY IT SHOULD ~E 
CO ULD 

\·!E EXPECT A SERIOUS At·!D U\STiilG Ji.DVERSE IMPACT Ol'J OUR 

MARKETS , 

.. 
~1uru~c1PAL BoNn MARKEI. 

OUR CONCLUSIONS WITH RESPECT TO THE MUNfCIPAL BOND 

MARKET ARE AT ONCE MORE PRECISE AND MORE COMPLEX. OVER AT 

·" 
LEAS11 THE PAST YEAR,, THE MU:~ IC I PAL MARKET HAS BEEN 

I' 
~N~EiffLED DUE TO A VARIETY OF COMPLEX FACTORS, 

fIRST,, THE ENORMOUS VOLUME OF .TAX-EXEMPT SECURITIES 

COMING TO MARKET -- MORE THAN $5} BILLION O~ BOND AND NOTES IN 

1974 AND MORE THAN $40 BILLION IN THE FI~ST - EIGHT MONTHS OF 

.. 

:· . 
.. 
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TH I s YEAR ALONE - - HAS NOT BEErt Mf1TC HED BY " cp:>REsr : I:I 

.... 
I NCREASE H! DHiAND FOR SUCH SECURI 1 i cS , ~.[CO:!D.1 !~'-:LAT:o; 

AND NO\'/ ITS HJEVITABLE HANrnlA lDEH -- THE r:TIC I P:\IIO,J OF F1 

UIFLATIOf~ - - CAUSED BY MASSIVE. fEDEPAL DE~r\i~DS ON THE ~-1J'.a.RKE 

HAS DAMPENED INVESTOR I NTEREST JN co:~MI TTI MG FU~!DS FOR THE 

LONG TERM. FHJALLY.1 A SERIES· OF E.VENTS -- THE RE.PEAL OF 

THE PORT AUTHORITY COVENANT BY THE LEGISLATURES OF NEW YORK 

AND NEW JERSEY; THE DEFAULT BY UDC., OCCASIONED BY THE 

NEw YoRK STATE lEGISLA\1ruRE's nu11AL REFUS.l\L ro CARRY our ITS 

\ .. "MORAL OBLIGATION;" ANU THE PROBLEMS OF NEW YORK CITY 

ITSELF -- HAVE ALL SHARPENED INVESTOR A\'IARENESS OF RISK Atm 

CREATED AN ELEMENT OF DOUBi ABOUT T:iE WILLINGNESS OF PUBLIC 

BODIES TO CARRY OUT THEIR FINANCIAL OBLIGATIONS . 

To A SIGNIFICANT EXTErff ,, THESE DOUBTS fiAVE ALREADY LED 

TO SOME ADJUSTMENTS IN THE MARKET. IN THE EVENT OF DEFAULT,, 

.. ... 
,. 



---
WE WOULD EXPECT ONLY A TEMPORARY PER I OD OF MODER/\ TE ADJU:> T~·i[f 

AND OVER A SLIGHTLY LOt·IG ER TIME FHhiiEJ \iE C/\N SEE SOME 

POTEflT I ALLY F,~ VOR,\13LE SI G .. S, \f E u, :DEHSTAt·!D Tl ii\ T iWMt=RCJS 

INTERMEDIARIES AND I NVESTO?.S /\RE CUR~EtffL'{ \JI Tl!HO!_D i i·!G FU: ms 

FROM THE MutHCIPAL MARKET B"E:CAUSE OF THE CU RR EilT UNCERTAINTIE. 

WHEN THE iJEW YORK CITY SITUATIOiJ IS RESOLVED -- Ol·!E HAY OR 

ANOTHER -- WE CAN EXPECT A SUBSTMJT IAL RETURN OF FUNDS TO 

THE MARKET> IMPROVING LIQUIDITY AND LOWERING BORROWING COSTS, 

Bur THE IMPLICATIONS ARE BROADER THAN SHORT RANGE 

.. FUHD FLOWS OR PRICE ADJUS11tfEUTS. SINCE AT LEASJ THE BEGINNING 

OF THIS DECADE,, THERE HAS BEEN A MARKED INCREASE IN THE TENDErl 

Of HIVESTORS TO RESTR !CT THB·lSELVES TO HIGHER-GRADE INSTRUMENT. 

A SHIFT IN QUALITY PREFERENCES TO USE THE TECHNICAL TERM. 

INFLATION AND ITS BY-PRODUCTS IS THE PRIMARY CAUSE,, BUT THERE 

IS LITTLE QUESTION THAT MAJOR FINANCIAL REVERSALS -- THE 

PENN CENTRAL DEBACLE,, FOR EXAMPLE -- HAVE SERVED AS IMPORTAtlT 

CATALYSTS. 
~~ 
(; . 

'·J.la .. ~ 
. . :· .. 



CLEARLY., HEW YORK CITY'S SITUATION HAS CAUSED TlliS 

TREND TO ACCELERATE. - ISSUERS WHOSE "OBLIGATIONS ARE 

VIEWED AS LESS THAH PRIME ARE PAYING liIGH RATES OF INTErcsr 

RE LAT I VE TO THE GEr!ERAL ST~UCTURE OF If HERE ST RATES , 

CONVERSELY .1 \'iELL-RW~ ISSUERS ARE Br:r-.:EF i Tii!G IN THE FORi: OF 

Lm:ER RATES , 

IN SHORT,, AS WE MOVE FROM A PERIOD OF UNCERTAINTY,, 

UNDERLYING CREDIT CHARACTERISTICS -- FINANCIAL SOUNDtJESS 

WILL BE THE DOMINANT FACTOR IN THE PRICING OF ALL MUNICIPAL 

DEBT, THE RESULT WILL BE A BETTER AND MORE EFFICIENT 
( .. 

MUNICIPAL BOND MARKET , 

AT THE SAME TIME., WE CANNOT IGNORE THE WAY IN WHICH 

THE MUNICIPAL MARKET HAS PERFORMED EVEN UNDER THESE 

SERIOUSLY UNSETTLED CONDITIONS, DURING AUGUST ALONE,, 

FOUR STATES AND 255 MUNICIPALITIES RAISED NEARLY $2,6 BILLION 

IN LONG TERM DEBT, AND CONTRARY TO WIDELY HELD OPINION,, 

SUCH FUNDS WERE RAISED AT A COST NOT GROSSLY DISPROPORTIONATE 

et y ,._ ..,.._ .... T ~ • I I r-t •r-t "' 

: . . - . . 

. . . • \<l~a • 
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TRADITIONALLY,, THERE H/\S BEEM A 30% SPRE/\U llETHEEN 

TAX-EXEMPT AND TAXABLE ISSUES OF COMP/\Rf\BLE QUALITY, \.l1-1u~ 

\·IE HEAR COMPLAINTS ABOUT THE RECORD RATES ViUl'liCiPf1~.ITit.S /1 c 

PAYH!G FOR FUNDS., v:E MUST KEEP "IM MIND THAT co :u I T io ;~ s ii, 

THE CORPORATE MARKET ARE NO BETTER, THIS MOMTHJ THE 

SPREAD BETWEEN LONG TERM PRIME MUNICIPALS Mm COfiPAr!l\BLE 

UTILITY ISSUES WAS SQUARELY ON THE 30% FIGURE, 

THIS IS NOT TO SUGGEST THAT THE MUNICIPAL MARKET HAS flOT 

BEEN IMPACTED BY THE U~CERTAINiT'f SURROUNDIHG [JE\'l YORK CITY'S 

CONDITION. Bur IT DOES IPLACE THE REACTION OF THE MARKET 

IN A MORE ACCURATE PERSPlECT I 'IE THAN So.'·lE OF THE RHcTOR IC OF 

RECENT MONTHS, 

. 
FINALLY,, THE DISRUPTIONS WHICH HAVE OCCURRED IN THE 

MARKET PLACE CAN PROVID2 Af~ IMPETUS FOR SOME VERY J MPORT Arff 

REFORMS. ONE REASON OUR CAPITAL MARKETS ARE THE FINEST IN THE 

WORLD IS THAT,, UNDER OUR LAWS AND PROCEDURES., INVESTORS 

ARE PROVIDED WITH DElAILED AND ACCURATE INFORMATION 

... . 

·~ ·. 
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CONCERfH NG POTENT I AL I NVESTMErns ' To THE. EXTEf4T INVESTORS 

BEGIN TO RECEIVE SUC~! !NFORHATION FROM TAX-EXEMPT ISSUERS, 

THE iiARKET ~·HLL CL EARLY BEi~:::FIT , 

;·Ia·t YoRV. Sr ATE Mm Irs AGr::;c I E.S. 

~-JE HAVE TAKE14 A PARTICULAKLY CAREFUL LOOK Al THc CRC:DITS 

WITHIN· iJE\'I YORK STATE TO DETER:'il NE \·lHETHER Atil' CREDIT \·iOCLD 

BE ABLE TO WITHSTAND AN INCREASED LEVEL OF SCRUTit~Y. WE f!OH 

BELlEV.1E THERE IS LITTLE RISK THAT A DEFAULT BY l·lE\'·/ YORK CITY 

WOULD IDIRECTLY PREClPITATE A DEFAULT BY HHI YORK STATE, 

lfitERE IS A BASIS FOR MORE CONCERN REGARDING SOME OF 

THE AGENCIES OF THE STATE,, PARTICULARLY THE NEH YORK STATE 

MOUSihl'G FINANCE AGENCY. lN DIFFERENT TIMES,, THE ABILITY 
· .. 

OF SUCH AGENCIES TO MEET THEIR OBLIGATIONS WAS TAKEN AS A 

MATTER OF FAITH. Bur THE INCREASED LEVELS OF SCRUTINY HAVE ... 

WE ARE TOLD,, PRODUCED INVESTOR MISGIVINGS CONCERNING CERTAIN 

ASPECTS OF THE PROGRAMS SPONSORED BY THESE AGENCIES, OUR 

O\·lN l\NALYSIS OF THE PROGRl\MS INDICATES THAT THEIR SHORT-

. . . 

·. 
.. . : 

.. . 

. . 

"·· v<_ (_, . 
. c .. ;t. . O::?U.l.o 
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. . . 



• 

. .. .. . . . 

COMINGS CAN BE CORRECTED ~y PROMPT ACTION BY THE STATE . 

AND THE EXPENSE OF MAl<I NG THE NECESSARY CORRECT I OrIS.1 \'l!l I LE 

MEANI°NGFUL., IS SMALL IN RELATION TO THE Fir l1\r!CIAL E!JRDrr; 

ON THE STATE IF IT WERE RECUIRED TO AVERT DEF~ULT ~y 

CARRYING OUT ITS MORAL OBLIGATION PLEDGE , 

IN OTHER \•lORDS., IT IS IMPORTANT THAT ACTIO~l BE TAKEU ,, 

AND TAKEN QUICKLY . HOPEFULLY., THE TOO LITTLE,, TOO U;.TE 

SYNDROME WHICH FOR MONTHS CHARACTERIZED THE RESPONSE OF 

OFFICIALS TO NEW YORK CITY'S PROBLEMS WILL NOT APPLY TO 

THE FUNDAMENTALLY DIFFERENT SITUATION CONFRONTING THE 

STATE AGENCIES. 

.. 

. ·: 

~~ 

.~u- . 
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LET ME BE CLEAR, \! c I • 10RK ITY S DIFFICULTI ES DID 

AND A RESOLUTION OF NE\ 1 YORK C1rv's PR03LE:J s \ILL ::or j ~AK'i.: 

THEM GO A\~AY. FoR THE STATE,, AND INDEED ALL ISSUERS OF 

TAX-EXEViPTS,, H!CREASED SCRUTHIY OF CREDIT IS rw:r A FACT OF 

LIFE IN THE MUNICIPAL· MARKET ... AND FISCAL SOUNDNESS IS now A 

CONDITION OF ENTRY, 

· IMPACT ON TttE BANKI.JitG SysIErl 

As THE CoMMirffiEE IS A\•!AF''.E.1 THE TREASURY DEPARTMEMT.1 IN 

CONJUNCTION WITH. TMtt COMPTROLI.ER OF THE CURRENCY,, THE FEDERAL 

' RESERVE BOARD AND T:HE FDIC,, HIAS TAKEN A CLOSE LOOK AT THE 

HOLDINGS OF NEW YORI< CITY SECURITIES IN ouR.:BANl<ING SYSTEM. 

WHILE SIGNIFICANT AMOUtffS OF NEW YORK CITY'S DEBT IS HELD BY 

COMMERCIAL BANKS,, WE DO NOT BELIEVE A DEFAULT WOULD HAVE A 

"' 
MATERIAL IMPACT ON THE BANKING SYSTEM. 

f····· <:> <,. .,, ·, 
.,ri 

• J> I 

:· . - : ·. y 
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Bur AS is THE C/\SE IN OTHER ARE/\S, \·/[ HI\\'[ FELT f,i·; 

ODLIGATION TO DEVELOP MECH/\!!ISMS TO rn;:HilZE f·.LL RIS KS ,, 

\·/HICH flAY BE IiiP/\CTED, VARIOUS- f.iECHAllIS MS ARE rJO:J 

AVAILABLE TO INSURE THAT NONE WILL FAIL AS A RESULT OF A 

DECLINE IN THE VALUE OF THEIR HOLDHJGS OF HE~·f YORK CITY 1 

OBLIGATIONS, BANK CUSTOMERS HAVE NO NEED TO FEAR FOR 

lrHEIR FUNDS, 

. . · . 

1. WHERE POSSIBLE,, BANK DIRECTORS WILL BE REQUIRED 

TO CONTRIBUTE ADDITIONAL CAPITAL. 

2. CERTAIN BANKS MAY BE SOLD ~0.1 OR MERGED WITH,, 

OTHER BANKS OR BANK HOLDING COiiPANIES. 

3. As A LAST RESORT,, IN APPROPRIATE· CASES,, THE FDIC 

MAY PROVIDE CAPITAL IN THE FORM OF CONVERTIBLE 

·. 

. " 
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SUIJORDINATED DEBT, AT T//£ SAfvJE TJt,•r. 

i.: lf1Pos 1 r-:c 

AND I llDr RE en y '-ESPONs IBLE Fo .. r:i 

• T:-tE DA:n 's c:::''Pos 
' t,;;'" , LIO~ 

, '.._ ' 

IN TH£ ADoprr ON OF UNNcccssARrty R£sTRrcrrvc Lfi.11n111G Poucr-s t>y 

t: '° FINANCIAL 
r11srrTuno11s IHc AMER 

• lCAN P£oPL£ KNow THE FIEAsof'is fiEJ1 Yo11K 
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IT HAS NOT Sl!O\·tr,! ITSELF }·!ILLING TO HIPLG1ENT Tl!E rlECESS,\RY 

REF0Ri1 r-lEl\ SUP.~ S REOUIIH:D TO RESTORE co::r-rnnicr M' 1 RECi1\ Hl 

ACCESS TO THE CAPITf\L MAR KETS, f.!o Cl!'". 'G!:: If'! THE ~ · :\T1 0'!'\L 

ECONOMIC PICTURE WI LL MEASURABLY IMPROVE COt!D IT I Oi iS Ji! f'!E:' . .' \' S? :·, 

Arm BY THE SAME TOKEN.., NO CHANGE IN r-IE\'l YORK'S CO:mITION \:ILL 

MATERIALLY INFLUENCE THE ECONOMY AS A ~·!HOLE , 

FEDERAL FINANCIAL AssISTAHCE 

THE ONLY EVENT WHICH COULD MODIFY THIS CONCLUSION \·!OULD 

BE THE PROVISION OF FEDERAL FINANCIAL ASSISTANCE TO AVERT A 

DEFAULT. INDEED.., SUCH ASSISTANCE -- BE IT IN THE FORM OF A 

GUARANTEE OR A LOAN, INSURAi\!CE OR A GRANT -- WOULD.1 IN MY via;,, 
... .,. ·-· 

ONLY THREATEN THE PROCESS OF RECOVERY. 

. - . .. ,. 

As THE CHIEF FINANCIAL OFFICER OF THIS.GREAT COUNTRY 

1 HAVE A RESPONSIBILITY TO ALL THE PEOPLE.., NOT SIMPLY 

~ TO PARTICULAR GROUPS OR SECTORS AT PARTICULAR TIMES, 

MY JOB,, IN ESSENCE,, IS TO PROTECT AND RESTORE THE EROO I i'IG 

\ .. 



FI SCAL AND FINANC IAL INTEGRITY OF THE UNITED STATES FOR 

• 
• THE BENEFIT OF EVERY CIT IZEN . To STATE MY VI.EWS otl 

. - -
SPECIAL F IrU\NC IAL ASS I STANCE FOR !JE~·l YoR I~ (I TY MOST 

DIRECTLY: l ~~OULD BE IGNORING THIS FU':!JM'EMTAL 

-
RESPONS IBILITY IF I WERE TO syPPORT SUCH ASSIST /\r;cc 

Fem YEARS,, GOVERW1ENT AT ALL LEVELS HAS BEEN 

PROMISED MORE THAN IT CAN DELIVER. THIS IS THE CAUSE OF 

NEW YORK CITY'S PROBLEM AND IT IS THE CAUSE OF OUR SEVERE 

PROBLEMS AT THE FEDERAL LEVEL AS WELL. MORE AND LARGER 

DEFICITS AND THE INCREASED LEVEL OF FEDERAL BORROWING 

REQUIRED TO FINANCE THESE DEFICITS HAVE COMBINED TO 

THREATEN OUR ECONOMIC SYSTEM WITH FUNDAMENTAL CHANGE: 

-
NO LONGER CAN WE BE CONFIDENT THAT OUR PRIVATE SECTOR 

.. 
WILL HAVE ACCESS TO THE CAPITAL REQUIRED IF IT IS TO MEET 

THE NEEDS OF ALL OUR CITIZENS. YET SOME WOULD HAVE US 

ACCELERATE THESE CHANGES TO DEAL WITH THE CONSEQUENCES 

"' 
OF FISCAL IRRESPONSIBILITY AT THE LOCAL LEVEL. 

(~ (,., .. ~ 

. . _J . ' :· '. 
. . · . . . ·. " 
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.. At~Y FORM OF FINANCI/\L /\SSISTt~iJCE \·WULIJ DIRECTLY 

I NCREJ\SE THE BURDEN THE FEDERAL GO VE Ri·H EriT l t·i~O .:;Es Oil 

T :·l E c i'1 ~ I i T Ii L MA R l< ET s I \/Ho \'lOULD C'LJ!:"fr:~? r' LL ··o•) "'O I s ..., • . L.l\ • t-\ b "" i'1i.:I, .1 

I t!CLUD I NG EVERY OTHER STATE A:m LOC;\L GOVEf<NMEf'JT" \•!OULD 

PAY HIGHER INTEREST RATES , AND ~ERTAIN SECTORS -- HOUS!r:G.1 

SMALL AN D MEDIUi·J-SIZED COMPAiJIES ,, FOR EXAf.'?PLE -- COULD 

DISCOVER THAT FUNDS WERE NOT AVAILABLE AT ANY PRICE , 

MoREOVER,, WE DO NOT ESCAPE THESE PROBLEMS BY MAKING 

THE ASSISTANCE SLIGHTLY LESS DIRECT; BY PROVIDING A GUARANTEE 

OR INSURANCE FOR MUNICIPAL DEBT, INDEED,, SUCH A_ PROGRAM \'JOULD 

CREATE A SECURITY SUPERIOR TO THOSE OF THE FEDERAL GOVERt~ME NT 

ITSELF: BACKED BY- THE FULL FAITH AND CREDIT OF THE UNITED 
.. 

STATES AND EXEMPT FROM FEDERAL TAXES I THE ··iMPACT ON ANY 

MUNICIPAL ISSUER WHICH DID NOT HAVE A GUARANTEE HOULD BE 

DIRECT AND SEVERE: THE GUARANTEED BONDS ~lOULD SKIM THE --

"\ CREAM OF THE MARKET AUD ALL OTHER ISSUERS VlOULD PAY SUBSTAiJT I ALLY 

. ........-Zon 0 
/~ ( 

t ~ 
f _, ::0 

\"!?z__Y..:i. 
"'" "" .. 

HIGHER RATES. 

. . 
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AND \·/HAT WOULD Sl!Cll A Pl:JGR/\M DO TO 1-ISC/iL POLICI,..S 

11 T TLIE LOC,"·.L LE'/EL?. lon·v ·r1 1r-· n ........ .... - - • • ·r• '- ·; I\ J l\1,,1 I£.: ;JL-_ " !!-.. _· Iv l,1 \!,·~ 1-.. 11 

-
ACCESS TO CREDIT AT THE LO\'IEST POSSIBLE r<ATE IS THE 

MOST IMPORTAITT INCENTIVE FOR FISCAL RESTRAirlT, A FEDERAL 
I 

GUARANTEE PROGRAM WOULD PROVIDE ALL PART IC I PANTS \'II TH TH E 

CREDIT OF THE UNITED.STATES: THIS CRITICAL RESTRAINT 

ON SPENDING WOULD BE LOST ENTIRELY , 

Bur, SOME WJLL ASK, WHY NOT HAVE THE FEDERAL GOVERNMENT 

IMPOSE THESE RE~7RAINTS AS A CONDITION FOR THE GUARANTEE? 

THAT POSSIBILITY CONCERNS ME MORE PERHAPS THAN ANYTHING 

. 
ELSE, \'IE WOULD HA.VE TO CREATE A NEW BUREAUCRACY / . SIMPLY . 

TO CONCOCT AND ENFORCE THE GUIDELINES AS TO LOCAL PRIORITIES 

WE HERE IN HASHINGTON' \~OULD BE IMPOSING ON THE . GOVERNMEtHS .. --
OF THE NATION, WE WOULD BE CONFRONTED WITH THE SORRY SPECTACLE 

OF DULY-ELECTED LOCAL OFFICIALS LINING UP OUTSIDE MY DOOR., ~ 
/ ~or,c, i' 

. . "' . ~ 
;fJ 

ATTEMflIING TO PERSUADE ME TH/\T THEY WERE CARRYING OUT THEI~\.... ~ 

~ 
RESPONSIBILITIES IN A SATISFACTORY FASHIOfl, WE WOULD.1 IN 

SHORT,, Bt CONTRAVENING CONSTITUTIONALLY - IMPOSED PRINCIPLt:S 
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OF FEDERALISM; PRINCIPLES WUICll LIE AT Tll[ llEART 0F TH~ 

STfWCTUHE OF GOVERNMEi!T Ir! TH IS NAT 10:,J. 

THOUSANDS) PERHAPS TEHS OF THOUSANDS) OF GOVER i'·::::i,TS 

\·JOULD· RESIST THIS INTRUSION INTO LOCAL AFFAIRS, ~.tm 

THEY HOULD BE ABSOLUTELY RIGH:r, Bur IN THE FINAL ANALYSIS; 

THEIR CHOICE ~WULD BE -A HOBSON.' S CHOICE: SUBMIT TO FEDERAL 

CONTROL OR PAY THE PRICE OF INDEPENDENCE IN THE BOND MARKETS, 

ARE WE REALLY PREPARED TO B1Ft..ICT THIS CHOICE ot~ THE NATION? 

FINALLY) THERE ARE THOSE \1HO SAY THAT t~EW YORK CITY 

IS A SPECIAL CASE; THAT HELPING NE\·l YORK ~·lILL NOT OBLIGATE 

us TO HELP OTHER CITIES IN THE FUTURE. Bur \·/E ARE ALREADY 

OBLIGATED. WE ARE OBLIGATED TO LOCAL OFFICIALS THROUGHOUT 

THE COUNTRY. WHO HAVE RISKED THEIR CAREERS ~y INSISTING ON 

. . d~~·~o~ 
FISCAL RESTRAIUT. WOULD FINAHCING THE MOST PROFLIGAIE O'F 

·('J~r '/fj'f'KCt-,,, _ 
OHR CITIES BE CONSISTENT.WITH OUR OBLIGATfON.-TO THEM? 

AND CAN WE REALLY DRAW THE LINE AT NEW YORK CITY? 

I nounr IT. Ass1 STANCE To ONE CITY rWULD CREATE 1\N HHOLERAHLE 

PRECEDENT FOR THE FUTtm E, 

. . 
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BEFORE CONCLUDING,, I MUST RETURN Ot!CE l\G/\JN TO l\r·! IMPO''T1\'!T ' 
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PO I I lT I /\s STROr:G AS OU~ ECO: !C';Y AND Olm r- I:U\t~C I/\L '.:, y ~ TC-i I;,.·, 't 

t 
I 

To THOSE \'!HO COMTir!UE TO I NSIST THAT A DcF/\:JLT BY ., 
I I 

WOULD DEVASTATE THIS GREAT NATiON,, I SIMPLY ASK: PROVIDE so:a: 

OBJECTIVE BASIS FOR YOUR FEARS Aim.1 IF .YOU CArmOT; PLEASE 

REMAIN SI LENT, WE IN THE ADM IN I ST RAT I ON H/\VE DONE ALL \·IE Cr\! j 

.10 EVALUATE THE RISKS A DEFAULT PRESENTS AND.1 \'/HERE POSS IB LE; 

·10 PROVIDE MECHAHisr:s TO f.iINHiIZE THOSE RISKS. Bur IF I MNf 

i~ORROW! A THOUGHT !?~ON JUSTICE ~;o"UlES .1 THE MOST 

ELABORATE FIRE PROTECTION SYSTEM IN THE \'!ORlD MAY NOT 

PROTECT THEATERGOERS FROM THE MAN WHO CRIES µFIRE," 

MR. CHAIRMAN.., FISCAL RESTRAINT IS NOT:··AN EASY TASK 

FOR ANY ECONOMIC UNIT IN OUR SOCIETY -- A PERSON.1 A 

· CORPORATION.1 A PARTNERSHIP.1 A CITY. l DO NOT WANT TO DEVIATE 

"\ FROM THE SUBJECT AT HAND.1 BUT l MUST PO I NT OUT THAT EVEN \·fE 1 ... s 

A NATION !\RE NOT IMMUNE, OrJLY OUR PR I NT I NG PRESS /\LLO\~S US /\ 

•• .. ·! 

·. 
\ 

.. 



... 
GREATER OPPORTUNITY FOR POSTPONEMENT, WHILE WE DAILY Rl~K 

l·~ORTGAGING A\•lAY THE FINN~CI.l\L HEALTH f',f:;J r :< ··~ r F r:rrr r·= : J, I' . -

GEtJERAT I Of JS I 

Bur OUR ECONOMY -- Hm· EVER \•iEAKEl4ED BY EXCESSES AT TP.E 

fEDERAL LEVEL -- REMAINS ABLE TO WITHSTAND EVEN THE M0ST SE\'_ .. .: 

SHOCKS I I DO NOT ~'II SH- A DEFAULT UPON r~E~l YoRK CITY I I DO ~:o·r 

BELIEVE IT HAS TO. DEFAULT Ai·lD l EXPECT IT TO TAKE THE MEASURES -

NECESSARY TO AVOID SUCH AN EVEiJT. Bur IF IT DOES DEFAULT, . -. 

THE ECONOMY OF THIS NATION AND ITS FINANCIAL SYSTEM ~·JILL 

SURVIVE> WITH ENOUGH STRErlG-TH NOT ONLY TO REPAIR THE DAMAGE, 

JBUT ALSO TO START OUR GREATEST CITY ALONG THE ROAD TO 

!RECOVERY , 

-.. 

•:- . 




